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Abstract 

Over the last three decades, executive compensation has attracted considerable 

media attention worldwide and has become a significant issue in corporate governance 

debates among academic and business communities. Specifically, due to corporate 

collapses and scandals in the early 2000s as well as the global financial crisis of 2008, 

managerial remuneration has been subjected to much criticism in recent years. Regulators 

and activist shareholders around the world have advocated that shareholders have a 

greater say (vote) on executive pay and greater influence in the boardroom to restrain 

managerial power and rent extraction. Therefore, Say-on-Pay (SoP) legislation has been 

enacted in several countries including the United Kingdom, the United States, France, 

Germany, Japan, Canada, Brazil, China, Russia, India, Belgium, Spain, Sweden, 

Switzerland, the Netherlands, Finland, Denmark, Norway, Italy, South Africa, Israel, and 

Slovenia. Australia also has introduced SoP regulation, namely the ‘two-strikes’ rule in 

2011 after a decade of growing concerns with the ‘fat cat’ pay and rewards for failure.  

Australia’s ‘two-strikes’ rule is viewed as a unique and innovative governance 

tool in that it empowers minority shareholders to remove a board of directors if a listed 

company receives a ‘strike’ against its remuneration report in two consecutive years. 

However, giving shareholders more power to have a greater direct say over the executive 

pay have been heavily debated. Proponents of SoP laws argued that allowing shareholders 

votes on executive compensation would increase accountability and transparency and 

incentivize boards to fulfil their fiduciary duty and ensure that CEOs are paid for 

performance, and thereby maximise shareholder value. In contrast, opponents argued that 

SoP rules would empower shareholders who lack the required expertise and 

sophistication, and therefore are likely to abuse their voting rights and put unnecessary 

pressure on the board of directors to adopt compensation contracts that may potentially 

destroy firm value.  
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Given that Australia has moved away from the CLERP9 advisory vote to 

Australia’s ‘two-strikes’ rule, an important policy question to address is whether this 

change has had a positive or negative effect and whether this transition achieved or failed 

the intended goal to align the interests of management with those of shareholders by 

improving the relationship between executive compensation and firm performance. 

Given that the ‘two-strikes’ rule has specific and predictable consequences for Australian 

firms, this thesis has three objectives. First, this thesis examines the pay-performance 

relation before and after the introduction of the ‘two-strikes’ rule on ‘non-strike’ firms. 

Second, this thesis investigates whether the incidence of receiving a ‘first strike’ improves 

the pay-performance link in the long term. Third, this thesis investigates whether auditors 

respond to the incidence of receiving the first ‘strike’ by increasing the audit fees, issuing 

modified audit opinion, or resigning from an audit engagement. 

Within executive remuneration, CEO pay draws the most attention from the 

media, politicians, and the public. CEO pay also captures the philosophy and essence of 

executive remuneration structure. Hence, this thesis focuses on CEO pay. Using a large 

sample of Australian Securities Exchange (ASX)-listed firms with 9,513 firm-year 

observations for the period 2004-2016, this thesis estimates both CEO pay-performance 

sensitivity (PPS) and pay-performance elasticity (PPE). To avoid possible sample 

selection bias, this thesis employs a propensity score matching (PSM) design to match 

‘first strike’ firms (treatment) with ‘non-strike’ (control) firms. As part of robustness tests 

and to enhance the credibility of the findings, the thesis adopts an alternative control 

sample. It employs a Matched-Pair Design (MPD) with a three-way matching strategy: 

financial year, GICS-based economic-sector classification, and firm size.  Multivariate 

panel data estimation and logistic regression techniques were used for analysing data and 

drawing inferences. 
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Findings in relation to the first research question suggest that, among the ‘non-

strike’ firms, the pay-performance relation was positive and statistically significant before 

the enactment of the ‘two-strikes’ rule in 2011. Specifically, CEO wealth of Australian 

firms increased by $51 for every $1000 increase in the shareholder value. With respect to 

pay-performance elasticity for Australian firms, CEO remuneration increased by 8% for 

each 10% increase in shareholder value.  However, the relationship was reversed after the 

introduction of the ‘two-strikes’ rule. Specifically, CEOs of the Australian firms 

experienced pay cuts of about $12 for each $1,000 increase in shareholder value post-

2011. With respect to pay-performance elasticity, CEO pay decreased by 0.78% for each 

10% increase in shareholder value during the 2012-2016 period. The results for both 

sensitivity and elasticity support the interference hypothesis that the implementation of 

the ‘two-strikes’ rule with the threat of removing the boards in a very public way may 

have put unnecessary pressure on Australian boards to punish their CEOs more severely 

than they deserved.  

The reversal of the pay-performance link post-2011 can be explained as the 

following. There is no collective definitive view of the shareholders about the 

remuneration report until the annual general meeting takes place. A ‘first strike’ itself can 

bring a firm under negative spotlight. Further, it can be viewed as a reprimand of the 

board’s poor corporate governance practice. A ‘first strike’ can suggest the presence of 

high agency costs in the firm signalling other potential problems to shareholders, lenders, 

and auditors. Regulators might also take interest in the firm to have a closer scrutiny of 

its governance practice. All things considered; most firms listed on the ASX might have 

taken a pre-emptive measure of avoiding a ‘first strike’ by significantly reducing CEO 

compensation while improving firm performance. This could create a negative relation 

between CEO pay and firm performance in the ASX-listed firms after the implementation 

of the ‘two-strikes’ rule (2012-2016).  
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Findings regarding the second research question suggest that, unlike the ‘non-

strike’ firms, the estimated sensitivity of CEO compensation of the ‘first strike’ firms 

with respect to shareholder wealth following the ‘first strike’ were all negative and 

significant. The sum of the shareholder wealth change coefficients implies that the wealth 

of CEOs of the ‘first strike’ firms decreased by about $15 whenever shareholder wealth 

increased by $1,000 during 2012-2016. With respect to the elasticity model, the results 

indicate that for a 10% increase in shareholder wealth, the CEO received pay cuts of about 

0.12%. By examining the significance of coefficients on the interactions between the ‘first 

strike’ and changes in shareholder wealth, this thesis finds evidence that receiving a ‘first 

strike’ is not significantly associated with pay-performance sensitivity or elasticity in the 

year of the ‘first strike’. 

Overall, the results suggest that Australian shareholders may focus more on how 

much executives are paid (the total of CEO remuneration) rather than how they are paid 

(the pay-performance link). Furthermore, the results imply that after receiving the ‘first 

strike’ boards may punish CEOs more severely than they deserve by reducing future 

remuneration even though shareholder wealth is increasing in the long run. Thus, 

allowing minority shareholders to remove the boards may put public pressure on 

Australian firms and lead to the unintended consequence of decreasing the total CEO 

compensation, rather than improving the alignment of executive pay and firm 

performance in the long run. Further, the results suggest that shareholders may not have 

the sophistication necessary to use their new voting power and to target firms with weaker 

pay-performance relation. Thus, it might be argued that the dissatisfaction of minority 

shareholders may not reflect specific concerns about poor remuneration design but rather 

other issues such as capital raising, declining share price, and poor or unexpected 

financial results.  
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Findings with regard to the third research question suggest that relative to ‘non-

strike’ firms, auditors were more likely to increase audit fees, resign or be removed from 

the office in the year following the ‘first strike’. Furthermore, the thesis finds that firms 

receiving a ‘first strike’ tend to have higher incidence of modified audit opinions than 

control firms. This result suggests that the incidence of a ‘first strike’ may signal clients’ 

higher business and/or audit risk to the auditors. In sum, the findings support the notion 

that the public scrutiny associated with campaigns by shareholder activists heightens 

auditors’ concerns about reputational damage and litigation risk. The results also suggest 

that the external auditors should use the incidence of a ‘first strike’ as an input in their 

risk assessments. 

This thesis contributes to the CEO compensation literature in general and the pay-

performance link literature in particular by investigating the pay-performance link in pre-

and post-implementation periods of Australia’s ‘two-strikes’ rule (2005-2011 and 2012-

2016, respectively). The findings of the thesis have important policy implications for 

other countries that are in the process of adopting some form of SoP regulation. The 

findings are important in informing investors, analysts, and managers that shareholder 

activism in the form of votes on the remuneration report can have diverse consequences. 

Moreover, awarding ‘excessive’ power to minority shareholders can lead to unintended 

consequences. The findings of this thesis would have important implications for boards 

in terms of taking defensive actions to avoid a ‘first strike’ against remuneration reports. 

Furthermore, the findings of this study are important for activist shareholders in terms of 

helping them to vote wisely because such a ‘strike’ could lead to negative effects on the 

firm in the future. The findings of this thesis would have important implications for 

auditors in terms of using the ‘first strike’ as an input to their audit risk assessments. 

Finally, the findings of this thesis provide important insights for the global debate on 

governance of executive compensation.   
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Chapter 1: Overview of the Thesis 

1.1 Introduction 
 

In the Western world, executive compensation has been a controversial issue 

among investors, financial economists, regulators, the media and the public at large for 

the last three decades or more (Bebchuk & Fried, 2006; Core, Holthausen, & Larcker, 

1999; Frydman & Jenter, 2010; Kumar & Zattoni, 2016; Larcker & Tayan, 2015; Murphy, 

1999). Due to agency problems arising from the separation of ownership and control, 

agency theorists advocate using compensation packages that align management and 

shareholder incentives, and thereby maximise shareholder wealth (Berle & Means, 1932; 

Bosse & Phillips, 2016; Grossman & Hart, 1983; Hart, 1995; Hölmstrom, 1979; Jensen 

& Meckling, 1976; Lambert, 1983; Lazear & Rosen, 1981; Mirrlees, 1976; Murphy, 

1986a; Murphy & Zabojnik, 2004; Shavell, 1979; Tosi Jr & Gomez-Mejia, 1989). 

The corporate collapses and scandals in the early 2000s, as well as the global 

financial crisis of 2008, shook public confidence and intensified the debate over ‘fat cat’ 

pay or ‘rewarding CEOs for failure’ (Chen, Ramsay, & Welsh, 2016b; Clarkson, Walker, 

& Nicholls, 2011; Ertimur, Ferri, & Muslu, 2011; Faghani, Monem, & Ng, 2015; Ferri & 

Maber, 2013; Lin, Kuo, & Wang, 2013; Monem & Ng, 2013). Managerial power theorists 

debated that boards have both financial and non-financial incentives to favour powerful 

CEOs rather than to maximise shareholder wealth. Thus, boards do not tend to challenge 

CEO compensation in order to keep their own positions and be re-elected. Prior studies 

provide empirical evidence that when CEOs have considerable power over boards, they 

can receive excessive compensation or pay that is not sensitive to corporate performance 

or firm size (Abernethy, Kuang, & Qin, 2014; Bebchuk & Fried, 2006; Bebchuk & Fried, 

2003; Choe, Tian, & Yin, 2014; Core et al., 1999; Ryan & Wiggins, 2004; Shin, 2016; 

Van Essen, Otten, & Carberry, 2015).  
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To improve the accountability of boards of directors, to give shareholders greater 

voting rights and influence over executive compensation, and to mitigate public anger 

and media attention toward excessive executive pay, many Western countries, including 

Australia, have adopted either binding or non-binding SoP rules (Alissa, 2015; Conyon 

& Sadler, 2010; Cuñat, Gine, & Guadalupe, 2016; Ferri & Maber, 2013; Krause, Whitler, 

& Semadeni, 2014; Mangen & Magnan, 2012; Monem & Ng, 2013). However, 

Australia’s ‘two-strikes’ rule is unique in the world in the sense that it is binding on the 

board of directors and, unlike SoP rules in other countries, has predictable consequences 

for Australian companies, as an entire firm board except the CEO can face re-election if 

minority shareholders are dissatisfied with the remuneration report in two consecutive 

years.  (Bugeja, da Silva Rosa, Shan, Walter, & Yermack, 2016; Faghani et al., 2015; 

Grosse, Kean, & Scott, 2017; Monem & Ng, 2013).  

Australia’s ‘two-strikes’ rule empowers shareholders to publicly pressure a board 

of directors to engage with shareholders on substantive remuneration issues. Under this 

rule, a board of directors will face re-election if only 25% of shareholders vote against 

the executive compensation reports for two successive years (Monem & Ng, 2013). This 

low cut-off point of only 25% dissenting votes to trigger a ‘strike’ potentially helps 

minority shareholders to protest against a company’s remuneration reports. Furthermore, 

managers and directors are prevented from voting on the remuneration report under the 

‘two-strikes’ rule. Thus, the additional level of accountability for directors and 

transparency for shareholders could potentially make Australia’s ‘two-strikes’ rule a 

model for other countries to follow in the future (Bugeja et al., 2016; Monem & Ng, 

2013). According to the Australian Remuneration Act 2011, one of the major goals of the 

‘two-strikes’ rule is to ensure that the interests of management are aligned with those of 

the shareholders, and that CEO pay remains related to firm performance (Corporations 
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Amendment [Improving Accountability on Director and Executive Remuneration] Act of 

2011).  

SoP laws around the globe, specifically the ‘two-strikes’ rule in Australia, have 

initiated a new debate. The efficiency and efficacy of these regulations have been 

questioned and their advantages and disadvantages have been hotly debated (Cai & 

Walkling, 2011; Correa & Lel, 2016; Ferri & Maber, 2013). Advocates of SoP regulations 

argued that to empower shareholders with a right to vote on executive pay can potentially 

improve accountability, transparency, and pay-performance link and thereby maximise 

shareholder value (Alissa, 2015; Carter & Zamora, 2009; Clarkson et al., 2011; Ferri & 

Maber, 2013; Monem & Ng, 2013). Bebchuk (2004) argued for more legal rights for 

shareholder intervention in corporate decisions, such as the right to change the corporate 

charter, and the right for binding resolutions, which together could considerably reduce 

agency problems.  

By contrast, opponents of SoP regulations argued that these laws would empower 

shareholders who lack the required expertise and sophistication regarding remuneration 

practices. Shareholder voting on executive remuneration will likely reflect the levels of 

satisfaction with recent stock price performance rather than considered views about 

optimal incentive pay. Therefore, shareholders may misuse their power and unnecessarily 

pressure on the board of directors to adopt suboptimal compensation contracts, which can 

potentially destroy firm value (Bainbridge, 2008; Brunarski, Campbell, & Harman, 2015; 

Correa & Lel, 2016; Deane, 2007; Grosse et al., 2017; Kaplan, 2008; Larcker, Ormazabal, 

& Taylor, 2011; Mangen & Magnan, 2012). Furthermore, because managers are typically 

better informed about the company than shareholders are, they are in a better position to 

determine which governance arrangement would most enhance shareholder value. 

Bratton and Wachter (2010) demonstrated that mere shareholder empowerment and the 

threat of shareholder intervention by itself would incur significant agency costs of their 
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own and influence management conduct, forcing managers to focus on the stock price in 

order to avoid shareholder dissatisfaction. Larcker et al. (2011) argued that executive pay 

regulation generally results in less efficient contracts and decreases shareholder value, as 

it limits a board’s ability to motivate, attract, or retain high-quality executives. Mangen 

and Mangen (2012) warn that SoP may not only fail to remedy suboptimal pay but 

actually legitimise it. Murphy (2013) argued that the CEO pay rules in general have been 

either ineffective or counterproductive, typically increasing rather than decreasing agency 

problems, and leading to a host of unintended and costly consequences. Given that 

Australia has moved away from the CLERP9 advisory vote to the ‘two-strikes’ rule, 

which is a binding vote on boards, an important policy question to address is whether this 

change has had a positive or negative effect on the sensitivity and elasticity of CEO 

compensation to firm performance. Therefore, the first aim of this thesis is to empirically 

investigate whether the implementation of Australia’s ‘two-strikes’ rule has had a positive 

or negative effect on the sensitivity and elasticity of CEO compensation to firm 

performance. 

While there is a growing body of literature on the effect of non-binding SoP 

regulation in the United States, the United Kingdom and other European countries (e.g., 

Alissa, 2015; Cai & Walkling, 2011; Carter & Zamora, 2009; Conyon, 2016; Conyon & 

Sadler, 2010; Cuñat et al., 2016; Ferri & Maber, 2013; Larker, McCall, & Ormazable, 

2012), empirical evidence on the effect of Australia’s ‘two-strikes’ rule remains very 

limited; so far, only few studies have investigated it. For example, Monem and Ng (2013) 

is the first study in this strand of the literature. They reported no significant pay-

performance relation of the ‘first strike’ firms in 2011, but the pay-performance link 

improved in 2012 for the ‘first strike’ firms that avoided the ‘second strike’. In contrast, 

Bugeja et al. (2016) documented no significant pay-performance relation after the ‘first 

strike’, but a negative pay-performance link following the ‘second strike’. Grosse et al. 



 5 

(2017) suggested that the ‘two-strikes’ rule may be ineffective because Australian 

shareholders seem to use the ‘strike’ to vote against sustained poor performance instead 

of the poor pay-performance link. They further suggested that the ‘two-strikes’ rule may 

have had the unintended consequence of reducing executive compensation, rather than 

targeting excessive remuneration. Borthwick, Jun, and Ma (2018) found that Australian 

market responded favourably to the introduction of the ‘two-strikes’ rule but the ‘strike’ 

instances negatively affected firms. Faghani and Gyapong (2019) argued that Australian 

shareholders may lack the expertise or sophistication necessary to understand the 

structure of CEO compensation. In a recent study, Liang, Moroney, and Rankin (2020) 

found that shareholders are supportive of pay package that creates a strong pay-

performance link. Thus, it still remains an open question whether the ‘two-strikes’ rule is 

achieving its intended purpose. Specifically, because shareholder votes happen on an 

annual basis, a firm that avoids a ‘second strike’ may revert to past pay practices, and the 

incidence of the ‘first strike’ may fail to have an enduring effect on pay. Thus, the second 

aim of this thesis is to examine the pay-performance link in the long run in firms that 

avoid a ‘second strike’. 

Unlike previous studies that examined only the short run effect of the occurrence 

of a ‘strike’ on the executive pay (Faghani & Gyapong, 2019; Faghani et al., 2015; Grosse 

et al., 2017; Monem & Ng, 2013), this thesis investigates the long run impact of the ‘first 

strike’ on the pay-performance link. Furthermore, this study investigates whether 

Australian shareholders target firms with weaker pay-performance link. Second, this 

thesis is more rigorous than previous studies in this area that examined the pay-

performance link and used student participants as their sample who were not voting for 

or against an actual remuneration report, nor were they investing their own wealth (Liang 

et al., 2020). This research conducted both sensitivity and elasticity analyses of changes 

in CEO wealth to changes in shareholder wealth in a more comprehensive sample of 
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Australian firms before (2004-2011) and after the implementation (2012-2016) of the 

‘two-strikes’ rule. Furthermore, this research used both propensity score matching (PSM) 

as well a matched-pair design with a three-way matching strategy: financial year, GICS-

based economic-sector classification, and firm size. Finally, unlike previous studies that 

examined the impact of the ‘strike’ on cash holdings (Atif, Huang, & Liu, 2019) or on the 

stock market (Borthwick et al., 2018; Bugeja et al., 2016), this thesis examines how 

auditors respond to the incidence of a ‘first strike’. 

Prior studies have found that shareholders use dissent SoP votes to signal their 

dissatisfaction with executive pay and firm performance (Cuñat et al., 2016; Monem & 

Ng, 2013). Alissa (2015) found a positive and significant relationship between CEO 

turnover and shareholder dissent votes, suggesting that boards interpret shareholders’ 

dissatisfaction with directors’ remuneration reports as a loss of confidence in their CEO. 

Bugeja et al. (2016) found a negative share price reaction, higher CEO turnover, lower 

firm valuation and long-run underperformance among firms receiving a ‘strike’. Cuñat et 

al. (2016) indicated that dissent votes may discipline executives and lead to the firing of 

the CEO or board members. Similarly, the incidence of a ‘strike’ can send a negative 

message to auditors that a ‘strike’ firm may suggest greater agency problems, higher 

business risk, weaker internal control, higher level of CEO compensation, and an 

underperforming and poorly governed structure. Bordere, Ciccotello, and Grant (2015) 

found that U.S. firms that receive a majority of shareholders’ dissatisfaction votes with 

the executive pay plan had more restatements, weaker internal controls, and higher audit 

fees in the five-year period before the vote, suggesting that dissent SoP votes raised 

questions about earnings quality and the risky audit environment. Guo, Lin, Masli, and 

Wilkins (2020) found that the public scrutiny associated with activism campaigns 

intensifies auditors’ concerns about litigation risk and reputational damage. Therefore, 

the third aim of this thesis is to empirically investigate whether the incidence of a ‘first 
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strike’ sends a warning signal to auditors and whether the auditors respond by revising 

their evaluation of audit risks and subsequently charging higher audit fees, issuing a 

modified audit opinion, or resigning from an audit engagement. 

1.2 Research Questions and Motivation  
 

Australia’s ‘two-strikes’ rule is an innovative regulation in the sense that 

shareholders can trigger a ‘strike’ against a firm’s remuneration report annually and the 

‘strike’ is binding on the board of directors (Grosse et al., 2017; Monem & Ng, 2013). 

According to the Australian Remuneration Act 2011, one of the major aims of the ‘two-

strikes’ rule is to ensure that the interests of management are aligned with the interests of 

shareholders, and that CEO pay remains related to firm performance. However, SoP laws 

around the globe and more specifically, the ‘two-strikes’ rule in Australia have been the 

subject of heated debate involving debates in the parliament about the advantages, 

disadvantages, and the potential consequences of such regulations (Cai & Walkling, 

2011; Correa & Lel, 2016; Ferri & Maber, 2013). Advocates of SoP regulations argued 

that giving shareholders greater power to vote on management pay can potentially 

improve pay-performance relation, transparency, accountability, and thereby increase 

shareholder wealth (Alissa, 2015; Carter & Zamora, 2009; Clarkson et al., 2011; Ferri & 

Maber, 2013; Monem & Ng, 2013). In contrast, opponents of SoP regulations argued that 

these laws would empower minority shareholders who lack the required expertise and 

sophistication regarding remuneration practices. Therefore, shareholders may misuse 

their power and put unnecessary pressure on the board of directors to adopt compensation 

contracts which can potentially destroy firm value (Bainbridge, 2008; Brunarski et al., 

2015; Correa & Lel, 2016; Deane, 2007; Grosse et al., 2017; Kaplan, 2008; Larcker et 

al., 2011; Mangen & Magnan, 2012).   

Results in the U.K. and the U.S. settings may not be generalisable to Australia for 

the following reasons. First, shareholders cast non-binding votes on the remuneration 
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report in the United Kingdom and the United States, while minority shareholders cast 

binding votes on the remuneration reports under Australia’s ‘two-strikes’ rule. Second, 

the variety of legal and financial systems across different countries lead to disparity in 

corporate governance practices (Gillan & Starks, 2003; Monem, 2013; Thakor, 1996). 

For example, the current framework of corporate governance in Australia is to a large 

extent different from that in the United States on several dimensions, including 

shareholder rights, extensive regulation and personal liability of directors, a move 

towards principles-based systems of governance, and influential large institutional 

investors (Farrar & Pamela, 2008). Third, some critics have suggested that Australian 

shareholders, unlike the U.S. and the U.K. shareholders, are not sophisticated enough to 

distinguish between high pay and excessive compensation when they cast their SoP votes 

(Faghani & Gyapong, 2019; Grosse et al., 2017). Fourth, Australia’s capital market is 

much smaller when compared with capital markets in the United States and the United 

Kingdom (Monem, 2013). Finally, Australia is considered to be a low-litigation-risk 

country, and therefore the legal environment discourages securities related lawsuits 

against company directors (Monem, 2013).  

Given that Australia has moved away from the CLERP9 advisory vote to the 

Australia’s ‘two-strikes’ rule, an important policy question to address is whether this 

change has had a positive or negative effect on the sensitivity and elasticity of CEO 

compensation to firm performance. Since the implementation of the ‘two-strikes’ rule, 

any firm is potentially a target for a ‘first strike’. This is so because there is no collective 

and definitive view of the shareholders about the remuneration report until the annual 

general meeting takes place. A ‘first strike’ itself can place a firm under a negative 

spotlight. In the first place, it constitutes a bad media publicity itself. Furthermore, it can 

be viewed as a reprimand of the board’s poor corporate governance practices. It can 

suggest the presence of high agency costs in the firm signalling other potential problems 
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to shareholders, lenders, and auditors. Regulators might also take an interest in the firm 

to gain a closer scrutiny of its governance practices. All things considered, most firms 

listed on the ASX might have taken the pre-emptive measure of avoiding a ‘first strike’ 

by significantly reducing CEO compensation while improving firm performance. This 

should create a negative relationship between CEO pay and firm performance among 

ASX-listed firms after the implementation of the ‘two-strikes’ rule. Thus, the first 

research question investigates the pay-performance link before and after the introduction 

of the ‘two-strikes’ rule: 

RQ 1: What is the impact of the introduction of the ‘two-strikes’ rule on the 

pay-performance relation in ‘non-strike’ firms?  

One of the criticisms raised against giving shareholders the right to vote on the 

remuneration of executives is the possibility that shareholders may not have the 

proficiency or understanding to identify the problem with executive remuneration 

(Grosse et al., 2017). Jensen and Murphy (1990a) argued that there is a serious problem 

with executive pay, but the high level of pay is not the issue. They emphasise that the real 

matter is not how much executives are paid, but how they are paid. Prior research in the 

United Kingdom and the United States found that sophisticated shareholders focus more 

on how executives are paid (i.e., the pay-performance link) rather than how much they 

are paid  (Alissa, 2015; Carter & Zamora, 2009; Ertimur et al., 2011; Ferri & Maber, 

2013). 

Prior research in Australia found that shareholders may lack the sophistication to 

distinguish between ‘justifiable’ and ‘unjustifiable’ pay. Monem and Ng’s (2013) study 

is the first in this strand of the literature. They reported no significant pay-performance 

relation of the ‘first strike’ firms in 2011, but the pay-performance link improved in 2012 

for the ‘first strike’ firms that avoided the ‘second strike’. In contrast, Bugeja et al. (2016) 

documented no significant pay-performance relation after the ‘first strike’, but a negative 
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pay-performance link following the ‘second strike’. Grosse et al. (2017) suggested that 

the ‘two-strikes’ rule may be ineffective because Australian shareholders seem to use the 

‘strike’ to vote against sustained poor performance instead of poor pay-performance link. 

They further suggested that the ‘two-strikes’ rule may have had the unintended 

consequence of reducing executive compensation, rather than targeting excessive 

remuneration. Faghani and Gyapong (2019) argued that Australian shareholders may lack 

the expertise or sophistication necessary to understand the structure of CEO 

compensation.  

Given the threat of removing boards under the ‘two-strikes’ rule and the costly 

negative consequences of the ‘strike’ on directors and firms (e.g., CEO dismissal, loss of 

confidence, removal from the board, reputational damage, negative stock price reaction, 

lower firm valuation, or lower executive compensation), boards might be under pressure 

from unsophisticated minority shareholders, and thus respond to the ‘first strike’ by 

reducing the level of CEO pay rather than improving the pay-performance link in the long 

run in order to win shareholder votes and avoid another ‘strike’ in the future. Therefore, 

the second research question of this thesis is as follows:  

RQ 2: Does the pay-performance link improve in the long term for the 

firms that receive a ‘first strike’?  

Prior research suggests that press coverage of a client influences the audit opinion 

(Burke, Hoitash, & Hoitash, 2019; Joe, 2003; Mutchler, Hopwood, & McKeown, 1997), 

and that the shareholder dissent over executive compensation associated with the media 

coverage encourage auditors to increase efforts and become more concerned about 

reputational damage and litigation risk (Guo et al., 2020). Bordere et al. (2015) found that 

U.S. firms that receive a majority of dissent votes against the executive pay plan had more 

restatements, weaker internal controls, and higher audit fees, suggesting that auditors 

should use shareholder dissent votes as an input to their audit risk assessments. Given 
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that the external auditors play a significant role in monitoring managerial behaviour and 

enhancing the quality of financial statements (DeAngelo, 1981b; Jensen & Meckling, 

1976), the incidence of receiving a ‘strike’ and the threat of removing the boards in a very 

public way should raise a red flag and send a clear signal to auditors to expend relatively 

more efforts because a ‘strike’ firm may have more agency problems and higher business 

and audit risks.  

Given that the Australian market regards a ‘strike’ as a reflection of shareholders’ 

loss of confidence in the board in terms of remuneration governance (Bugeja et al., 2016), 

it will be interesting to investigate how auditors respond to the incidence of a ‘strike’ and 

whether auditors adjust their audit risks and subsequently charge higher audit fees, resign 

from an audit engagement, or issue going concern opinions. This is a serious concern 

because the auditors have a responsibility to evaluate whether relevant events and 

conditions may exist that cast a substantial doubt on the firm’s ability to continue as a 

going concern (Carson et al., 2012).  

On the other hand, given the costly negative consequences of a ‘strike’ on 

directors and firms (e.g., CEO dismissal, loss of confidence, removal from the board, 

reputational damage, negative stock price reaction, lower firm valuation, long-run 

underperformance, or lower executive compensation), it is likely that the incidence of a 

‘first strike’ would place extra pressure on management to misstate financial information, 

and this could ultimately affect the quality of financial reporting. Grosse et al. (2017) 

suggested that the ‘strike’ firms might be in financial distress associated with several 

years of poor firm performance. Bugeja et al. (2016) suggested that managers of ‘strike’ 

firms seem to make an effort to improve a firm’s financial performance after the ‘strike’ 

to avoid a negative outcome on subsequent SoP votes owing to their career concerns. 

However, they argued that some of these effects might be short-lived or attributable to 

earnings manipulation. Therefore, auditors should take the incidence of the ‘strike’ as a 



 12 

warning signal to increase their formal audit risk assessments because the incidence of 

the ‘strike’ may indicate a firm in financial distress associated with sustained poor 

performance or a firm that has weaker internal control, poorer corporate governance, and 

lower financial reporting quality; this would result in higher audit fees and more going 

concern opinions. Finally, to date and to the best of my knowledge, there is no evidence 

of whether the external auditors use a ‘strike’ as an input in their risk assessments and 

subsequently charge higher audit fees, resign from an audit engagement, or issue going 

concern opinions. Thus, the third research question examines the auditors’ reaction to the 

incidence of receiving the ‘first strike’ against directors’ remuneration reports: 

RQ 3: How do auditors respond when their clients receive a ‘first strike’?  
 
In summary, this thesis pursues the following research questions:  
 

RQ 1: What is the impact of the introduction of the ‘two-strikes’ rule on the 

pay-performance relation in ‘non-strike’ firms? 

RQ 2: Does the pay-performance link improve in the long run for the firms 

that receive a ‘first strike’?  

RQ 3: How do auditors respond when their clients receive a ‘first strike’?  
 

This thesis focuses on CEO pay as a measure of executive compensation because 

it is arguably the cornerstone of a firm’s pay structure and potentially captures the heart 

of a firm’s remuneration design and philosophy (Monem & Ng, 2013). Within executive 

remuneration, CEO pay has attracted considerable academic interest and public attention 

at large for the last three decades or more. Furthermore, the CEO is the highest-ranking 

executive in a company, whose primary responsibilities include making major decisions, 

leading the development and execution of long-term strategies with the goal of increasing 

shareholder value, managing the overall operations and resources of a firm, acting as the 

head of communications between the board of directors and corporate operations, and 

being the public face of the organisation (Tosi, Misangyi, Fanelli, Waldman, & 
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Yammarino, 2004). If this argument holds, the total of a CEO’s pay changes would 

capture the shareholders’ overall opinion on the remuneration report. 

1.3 Theoretical Framework 
 

Agency theory attempts to describe and resolve issues in the relationship between 

principals (the shareholders) and agents (executives). Agency theory is based on the 

premise that principals delegate duties to an agent, who is expected to act in the best 

interest of the principal. However, it assumes that (1) a conflict of interest may exist 

between the agent and the principal, (2) agents are self-centred, (3) agents are risk-averse 

and that (4) agents know far more information about organisational processes than the 

principals (information asymmetry). Agency theorists advocate that a board of directors 

should set an optimal incentive compensation contract in which executive pay is more 

closely linked to firm performance in order to align management and shareholder 

incentives and motivate executives to act in the shareholders’ best interests, thereby 

maximising shareholder wealth (Berle & Means, 1932; Jensen & Meckling, 1976; Jensen 

& Murphy, 1990b). Consequently, this theory was the foundation for the calls from 

economists for firms to strengthen the link between executive pay and firm performance 

(Weisbach, 2007). 

Following the corporate collapses and scandals in the early 2000s as well as the 

global financial crisis of 2008, executive compensation has been widely criticised for 

being excessively high and increasing every year regardless of firm performance (Chen, 

Ramsay, & Welsh, 2016a; Core, Guay, & Larcker, 2008; Ertimur et al., 2011; Kaplan, 

2013; Lin et al., 2013). Lately, managerial power theory has received considerable 

attention. It holds that executives do not act in shareholders’ interests and that they control 

the board of directors to set their own pay. It asserts that executives are paid too much, 

that executives’ pay is independent of the performance of their firms, and that executives 

do not lose their jobs as a result of poor performance (Abernethy et al., 2014; Bebchuk & 
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Fried, 2006). The managerial power approach does not view CEO compensation as a 

solution for the agency problem but also as part of the agency problem itself. Managerial 

power theorists argued that the increase of CEO wealth is not justified by the increase in 

shareholder wealth because CEOs have more power over the board-nomination and pay-

setting processes. Therefore, boards and remuneration committees may have both 

financial and non-financial incentives to design a remuneration contract in the interests 

of the CEOs rather than the best interests of the shareholders (Bebchuk, Fried, & Walker, 

2002; Göx & Hemmer, 2020; Weisbach, 2007).    

Powerful and wealthy institutional investors with enough equity interest to make 

their departure difficult have begun a campaign of ‘shareholder activism’ that pressures 

both corporate management and governments to adopt strategies favouring the 

maximization of shareholder wealth as the primary purpose of a business (e.g., pay-

performance link) and promote greater shareholders rights (e.g., say on pay rules) 

(Jackson, 2011; Stathopoulos & Voulgaris, 2016). Theoretically, proponents of 

shareholder primacy theory seek to empower shareholders, believing that owners can 

monitor management self-dealing1 and shirking2; therefore, the corporation ought to be 

governed according to their interests (Jackson, 2011). They support reforms that, for 

example, require a firm’s shareholders to have the right to vote on the executive 

compensation report. 

1.4 Research Methods  
 

This thesis adopts quantitative research methods, as the required data in this study 

are quantitative in nature. This study also adopts statistical models and conducts several 

regression analyses in order to estimate the relationships among the outlined variables in 

order to provide meaningful insights. This thesis estimated both CEO pay-performance 

 
1 Self-dealing is the behaviour by an executive that takes advantage of his or her position in a transaction 
and acts in his or her own interests rather than those of a shareholder in a company.  
2 Shirking is the conduct of a manger’s avoidance or neglect of his or her duty and responsibility. 
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sensitivity (PPS) and pay-performance elasticity (PPE) for a large sample of ASX-listed 

firms with 9,513 firm-year observations from 2004 to 2016. To avoid possible sample 

selection bias, a propensity score matching (PSM) design was employed to match ‘first 

strike’ firms (treatment firms) with ‘non-strike’ (control firms). This study also conducted 

a Matched-Pair Design (MPD) with a three-way matching strategy: financial year, GICS-

based economic-sector classification, and firm size to achieve robustness and enhance 

credibility and similarity between the two comparative groups. The required data for this 

research have been collected from several sources3. Data for firms that received or 

avoided a first or second ‘strike’ have been extracted from the Intelligence Unit of the 

Australian Financial Review (AFR). Executive remuneration data were mostly collected 

from Connect 4 BoardRoom database. All financial and audit data were collected from 

the Aspect Huntley FinAnalysis database. Corporate governance data were mainly 

collected from the Securities Industry Research Centre of Asia-Pacific (SIRCA) database.  

1.5 Summary of Major Findings 
 

In relation to RQ 1, this study finds that the pay-performance relation was positive 

and statistically significant before the enactment of the ‘two-strikes’ rule in 2011. 

Specifically, the CEO wealth of Australian firms on average increased by $51 for every 

$1000 increase in the shareholder value during the period 2005-2011. During the same 

period, in terms of pay-performance elasticity, CEO remuneration in Australia increased 

by 8% for each 10% increase in shareholder value. However, the relationship was 

reversed after the introduction of the ‘two-strikes’ rule. Specifically, this thesis finds that 

CEOs of Australian firms experienced pay cuts of about $12 for each $1,000 increase in 

shareholder value during the period 2012-2016. With respect to pay-performance 

 
3 Most of the data related to strike and control firms were hand-collected data that required too much time 
and efforts from the researcher to collect and then analyse based on PSM and MPD.   



 16 

elasticity, CEO pay in Australia decreased by 0.78% for each 10% increase in shareholder 

value. 

In relation to RQ 2, this thesis finds that, unlike the ‘non-strike’ firms, the 

estimated sensitivity of CEO compensation of ‘first strike’ firms with respect to 

shareholder wealth were all negative and significant. The sum of the shareholder wealth 

change coefficients implies that the wealth of CEOs of the ‘first strike’ firms following 

the ‘first strike’ decreased on average by about $18 whenever shareholder wealth 

increased by $1,000. With respect to the elasticity model, the results indicate that for a 

10% increase in shareholder wealth, a CEO experienced a pay cut of about 0.12%. By 

examining the significance of coefficients on interactions between the ‘first strike’ and 

changes in shareholder wealth, this thesis finds evidence that receiving a ‘first strike’ is 

not associated with a significant pay-performance sensitivity or elasticity in the year of 

the ‘first strike’. 

In relation to RQ 3, this study finds that, relative to ‘non-strike’ firms, ‘first strike’ 

firms were more likely to experience higher audit fees and more frequent auditor switch 

in the year following the ‘first strike’. Furthermore, this thesis finds that firms receiving 

a ‘first strike’ tend to have higher incidence of modified audit opinions than that of control 

firms, suggesting that the incidence of a ‘strike’ may convey a signal of higher business 

and/ or audit risk to the auditor. The findings support the notion that the public scrutiny 

associated with campaigns by shareholder activists heightens auditors’ concerns about 

reputational damage and litigation risk. The results also suggest that external auditors 

should use the incidence of a ‘strike’ as an input in their risk assessments.  

1.6 Contribution and Significance of the Thesis 
 

This thesis makes several contributions to the extant body of literature on 

executive compensation and the current global debate on the corporate governance. First, 

it contributes to the emerging literature on SoP in general and Australia’s ‘two-strikes’ 
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rule in particular. Unlike previous studies on SoP in the United Kingdom and the United 

States (e.g., Alissa, 2015; Cai & Walkling, 2011; Carter & Zamora, 2009; Conyon, 2016; 

Conyon & Sadler, 2010; Cuñat et al., 2016; Ferri & Maber, 2013; Larker, McCall, & 

Ormazable, 2012) in which shareholder voting on remuneration reports was non-binding, 

this thesis, by using an Australian setting, investigates whether  the binding shareholder 

votes on executive pay and the incidence of a ‘first strike’ can improve the pay-

performance link over the long term. In particular, this study contributes to the debate on 

the efficiency of binding SoP votes. It illuminates whether the ‘two-strikes’ rule is an 

efficient governance mechanism to evaluate, control, and monitor executive 

compensation practices and provide direct feedback to the board of directors at the annual 

general meeting (AGM). 

Second, unlike previous studies that examined only the effect of the occurrence 

of a ‘strike’ on the executive pay (Faghani & Gyapong, 2019; Grosse et al., 2017; Monem 

& Ng, 2013), this thesis extends the literature by investigating whether the introduction 

of the ‘two-strikes’ rule has had a positive or negative effect on the alignment of executive 

pay with firm performance. Specifically, this thesis investigates the pay-performance link 

in a large sample of ‘non-strike’ firms before and after the implementation of the ‘two-

strikes’ rule. Consistent with the critics of SoP regulations, the evidence presented in this 

thesis suggests that the ‘two-strikes’ rule is likely to have empowered shareholders who 

lack sufficient knowledge, experience, or sophistication necessary to participate in 

optimal contracting and value-enhancing decisions. Furthermore, this thesis is more 

rigorous than previous studies in this area (Kent, Kercher, & Routledge, 2016; Liang et 

al., 2020) as it measures both the sensitivity and the elasticity of changes in CEO wealth 

to changes in shareholder wealth and uses a more comprehensive sample of Australian 

firms between 2004 and 2016 that captures both non-binding and binding SoP regimes in 

Australia. 
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Third, this study provides insights into Australia’s ‘two-strikes’ rule on audit risk. 

This issue has not been investigated in the past. Specifically, unlike previous studies that 

investigated a firm’s response or the market reaction to a ‘strike’ (Bugeja et al., 2016; 

Faghani et al., 2015; Grosse et al., 2017; Monem & Ng, 2013), this thesis investigates 

how auditors respond to the incidence of the ‘strike’. The findings of this thesis have 

important implications for auditors in terms of using the ‘first strike’ as an input to their 

audit risk assessments.  

The findings of this thesis provide important insights for Australian legislators, 

shareholders, policymakers, boards, CEOs, audit firms, remuneration committees, 

academic researchers, and media interested in knowing more about the efficacy of the 

‘two-strikes’ rule by linking CEO pay to firm performance, and by examining auditors’ 

response to shareholders’ dissatisfaction with the executive remuneration report. Indeed, 

the findings of this study have important implications for boards in terms of taking 

defensive actions to avoid a ‘strike’ against remuneration reports. Furthermore, the 

findings of this study are important for activist shareholders in terms of helping them to 

vote wisely because such ‘strikes’ could lead to negative effects on the firm in the future.   

1.7 Structure of the Thesis 
 

The reminder of this study is organised as follows. Chapter 2 provides an 

overview of all regulations on executive remuneration in Australia since the late 1990s, 

as well as reviews the debate over the ‘two-strikes’ rule and describes the ‘two-strikes’ 

rule process and SoP regulations in other countries. Chapter 3 provides a review of the 

relevant literature on CEO compensation, the components of executive pay, pay for 

performance, debate over pay-performance link, pay for performance and corporate 

governance, pay without performance, SoP in the U.K. setting, SoP in the U.S. setting, 

SoP in the Australian setting (the ‘two-strikes’ rule), SoP around the world, and auditor 

response (audit fees, auditor switch, and modified audit opinion). Chapter 4 discusses 
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three theories, namely, agency theory, managerial power theory, contract theory, and 

shareholder primacy theory to develop the hypotheses of this study. Chapter 5 describes 

the research methods used and the sample selection procedures, propensity score 

matching, matched-pair design, data collection, study period and regression models 

applied in this research to test the hypotheses, as well as variables description and 

measurements. Chapter 6 presents and discusses he research findings regarding the first 

research question (the pay-performance link: pre- and post-the introduction of Australia’s 

‘two-strikes’ rule), the research findings regarding the second research question (the long-

run impact of the incidence of the ‘first strike’ on the pay-performance relation), and the 

findings regarding the third research question (auditors’ response to the incidence of the 

‘first strike’). Finally, Chapter 7 provides a summary of concluding remarks and some 

potential avenues for future studies.  
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Chapter 2: Institutional Background 

2.1 Introduction  
 

This chapter provides an overview of the history of regulatory reforms of 

executive compensation in Australia. It covers the following regulations and acts on 

executive remuneration since the late 1990s: the Corporate Practices and Conduct’ Paper, 

the Introduction of Listing Rule 3C(3)(j) in 1996, the Company Law Review Act 1998 

(CLRA98), the Australian Securities and Investment Commission (ASIC) Practice Note 

68 New Financial Reporting and Procedural Requirements, the ASIC Media Release 

MR03-202 Valuing Options for Directors and Executives, the AASB1046 Director and 

Executive Disclosures by Disclosing Entities, the Australian Securities Exchange (ASX) 

Principles of Good Corporate Governance and Best Practice Recommendations in 2003 

and subsequent amendments in 2007, 2010, and 2014, the AASB 2 Share-Based Payment, 

the Corporate Law Economic Reform Program (Audit Reform and Corporate Disclosure) 

ACT 2004 (CLERP9), the Australian Productivity Commission Inquiry Report in 2009, 

and the ‘two-strikes’ rule in 2011. This chapter also presents the debate over the ‘two-

strikes’ rule and a very brief overview of SoP regulations in other countries around the 

world.  

2.2 Regulatory Reforms of Executive Compensation in Australia 
 

Executive compensation has been a controversial issue in Australia since the late 

1990s. Therefore,  Australia has developed and implemented a series of regulations 

regarding executive remuneration to enhance corporate governance practices and 

transparency (Clarkson et al., 2011; Monem & Ng, 2013). The reason behind the 

executive pay rules is to ensure accountability, fairness, and transparency in a company’s 

relationship with all its stakeholders. Sections 2.2.1 to 2.2.9 provide a timeline of the 

important regulatory reforms related to executive compensation in Australia. 



 21 

2.2.1 1991: ‘Corporate Practices and Conduct’ Paper 
 

At the beginning of 1990, a set of guidelines for corporate governance in Australia 

was developed and considered by four major groups: the Business Council of Australia 

(BCA), the Australian Securities Exchange (ASX), the Institute of Directors (ID), and the 

Institute of Chartered Accountants in Australia (ICAA). The corporate governance 

guidelines were a reaction to a number of corporate collapses and failures in the late 1980s 

and the subsequent loss of investor and public confidence in the fairness and integrity of 

the Australian capital market. In June 1990, a working team chaired by Henry Bosch 

released a report titled ‘Corporate Practices and Conduct’ for a public discussion in order 

to exchange ideas and reach a decision about the corporate practices and conduct. Then, 

‘Corporate Practices and Conduct’ rules were published in May 1991. This document was 

subsequently revised and reissued in 1993 and 1995. The main purpose of Bosch’s paper 

was to establish acceptable corporate practices, provide guidance for directors, officers 

and professional advisors and spread and strengthen high standards of corporate conduct.  

The 1991 Bosch Report, “Corporate Practices and Conduct” encouraged firms to 

issue a statement by directors indicating their support and adherence to the principles set 

out or to note any departure from the principles with reasons for such a departure. 

However, adhering to these general principles was voluntary. It was recommended that 

boards of ASX-listed firms set up compensation committees that would be responsible 

for establishing compensation policies and practices, and the compensation arrangements 

for directors. After publishing the general acceptance of the guidelines, there were only 

29 of the 299 ASX firms that made voluntary disclosures and revealed how their board 

members were remunerated in their 1994 annual reports (Collett & Hrasky, 2005).  

2.2.2 1996: Introduction of Listing Rule 3C (3)(j)  
 

From as early as 1994, the ASX has supported a major evolution in corporate 

governance practices among Australian listed firms (Ramsay & Hoad, 1997). In 
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September 1994, a discussion paper entitled ‘Disclosure of Corporate Governance 

Practices by Listed Companies’ required that a company need to issue a statement of its 

main corporate governance practices in its annual reports. Subsequently, listing Rule 3C 

(3) (j) was issued. An indicative list of corporate governance matters was given in the 

appendix to help firms in fulfilling their corporate governance statements. The fifth item 

in the appendix suggested the establishment and review of the executives and non-

executive members of the board and the CEO compensation arrangement.  

The Australian Society of CPAs (ASCPA) and Carson (1996) examined the level 

of corporate governance disclosures among ASX-listed companies after the advance 

notice of the ASX about the Listing Rule. They found that only 25% of ASX-listed firms 

had fully complied with the Listing Rule, addressing the compensation of both executives 

and non-executives. Listing Rule 3C (3) (j) subsequently became Rule 4.10.3. A study by 

Ramsay and Hoad (1997) argued that the level of executive remuneration disclosure 

differs significantly amongst listed firms. They found that most large and medium 

companies discussed management remuneration, although 40% of small companies failed 

to do so. However, the level of disclosure varied widely. Some firms provide detailed 

discussion of their policy on base salary, incentives and share options; others indicated 

that they compare salary levels with those in comparable industries; whilst others merely 

detailed that it was a matter for determination by the board of directors or the 

remuneration committee. 

2.2.3 1998: Company Law Review Act (CLRA98)  
 

The Company Law Review Act 1998 (CLRA98) came into effect on 1 July 1998 

as part of the Corporate Law Economic Reform Program (CLERP), which is a 

comprehensive initiative to improve Australia’s business and firm regulation. The 

coalition Government announced CLERP in March 1997 and aimed to promote 

companies, economic development and employment. The Australian government 
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anticipated   that the new policy framework would contribute to the efficiency of the 

economy, while maintaining investor protection and market integrity. The provisions of 

the CLRA98 act address financial reporting and the disclosure of CEO remuneration 

found in Schedule 5 of the Corporation Act. Section 300A of the Act required that a 

directors’ report must be included in the annual report of a listed firm from financial years 

ending on or after 1 July 1998. This report must provide the following specific 

information:  

• a discussion of all relevant information and details about each component of 

the directors’ and executives’ compensation;  

• a discussion of board remuneration policy and the relationship between 

executive compensation and firm performance; and  

• according to section 300(1) (d) of the Corporations Act, the details of the 

options granted to directors and executives, as part of their remuneration. 

  Coulton, James, and Taylor (2001) examined the amount of detailed disclosure of 

executive pay by Australian companies after the implementation of Section 300A. They 

found that larger firms disclosed more information about executive compensation 

consistent with the previous papers on voluntary disclosure. Clarkson, Van Bueren, and 

Walker (2006) found that the extent of CEO pay disclosure increased significantly 

between 1998 and 1999 as a result of the introduction of CLRA98 as they found 

significant increases in the extent of pay disclosure between 1998 and 1999.   

2.2.4 1998: Regulatory Guide or Practice Note 68  
 

The Australian Securities and Investment Commission (ASIC) has committed to 

deliver a Practice Note 68 New Financial Reporting and Procedural Requirements. This 

new note describes in more detail the ambiguities and inconsistent terms stated in 

CLRA98, such as ‘emoluments’ and ‘officers’, in more detail as they had been criticised 

by the business community. For example, the Australian Institute of Company Directors 
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(AICD) argued that the insertion of a section requiring a board policy for determining 

executive compensation was already stated under ASX Listing Rule 4.10.3 and paragraph 

5 of Appendix A4. Moreover, the AICD provided details of the apparent inconsistencies 

between the AASB 1017, ‘Related Party Disclosures’ and AASB 1034, ‘Financial Report 

Presentation and Disclosures’ and those in the drafting of section 300A. Ernst & Young, 

one of the world’s largest professional Accounting firms, indicated the flaws in the 

meaning of ‘emolument’ in section 300A of the Corporations Act and ‘remuneration’ in 

the standards AASB 1017, ‘Related Party Disclosures’ and AASB 1034, ‘Financial 

Report Presentation and Disclosures’(Clarkson et al., 2011).  

To clarify some of the accounting-related requirements that were contained in the 

Corporations Act and to address the concerns raised by the business community, the ASIC 

issued the Regulatory Guide or Practice Note 68 (New Financial Reporting and 

Procedural Requirements) in November 1998. ASIC emphasised that the requirements of 

the new S300A should be applied in accordance with the overall objectives of the 

legislation. They also confirmed that Australian firms should not focus too closely on the 

words ‘officers’ and ‘emoluments.’ Although ASIC issued this regulatory guide, there 

was a complete lack of disclosure of the options granted to executives and directors.  

Consequently, ASIC Media released MR03-202, ‘Valuing Options for Executives and 

Directors’ to deliver guidance aimed at resolving the likelihood of poor disclosure quality 

in June 2003. It stated that disclosure of these values by companies is part of the pay 

disclosures requirements under the CLRA98 amendments. ASIC released guidelines for 

firms on how to value options granted to directors and executives. Furthermore, firms 

were required to disclose these values as part of their disclosures on executive 

remuneration.  
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2.2.5 2003: ASX Corporate Governance Principles and Recommendations and 

subsequent amendments in 2007, 2010, and 2014 

In the early years of 2000s, the corporate collapses and accounting scandals in 

Australia (e.g., HIH, One.Tel, Harris Scarfe) had received considerable media and policy 

attention (Chen et al., 2016b). Hence, Australia has renewed calls to reform corporate 

governance legislation. In 2003, Corporate Governance Principles and Recommendations 

(‘Principles and Recommendations’) were first issued by the ASX Corporate Governance 

Council. This was in line with a number of regulatory reforms that were being introduced 

by other major jurisdictions around the world.  The published report did not constitute 

final and complete guidance. Nonetheless, it included 10 principles supported by 28 best-

practice recommendations that were taken from the core principles of good corporate 

governance practices of the Organisation for Economic Cooperation and Development 

(OECD). These recommendations and principles were categorised by Fleming (2003) 

into three types: structural, behavioural, and disclosure. Firms were required to comply 

with these recommendations or provide an explanation if they could not follow them.  

Principle 8 (‘Remunerate fairly and responsibly’) requires ASX firms to ensure 

that compensation is fair and responsible. They are also asked to establish a remuneration 

policy with the aim of motivating their CEOs and increasing firm performance. A second 

edition of Corporate Governance Principles and Recommendations (‘Principles and 

Recommendations’) was published in 2007. In this modified edition, while Principle 10 

was combined in Principles 3 and 7, the previous Principle 8 became a new section of 

Principles 1 and 2. The ASX corporate governance principles and recommendations were 

amended in 2010 to require Australian firms to establish a policy concerning diversity, 

including requirements for the board to target measurable goals for accomplishing gender 

diversity. Finally, the third revised edition of corporate governance principles and 

recommendations was issued in 2014. The ASX Principles of Good Corporate 

Governance and Best Practice Recommendations required firms to conform to the 
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principles of good corporate governance and best practice recommendations. Principle 9, 

in particular, is most relevant for ensuring that the level and structure of executive 

remuneration are appropriate and rational and for ensuring that the pay-performance link 

is stated clearly. Furthermore, Principle 9 recommends that the board of directors 

establish a remuneration committee. 

2.2.6 2004: AASB1046 Director and Executive Disclosures by Disclosing 

Entities  

The Australian Accounting Standards Board (AASB) announced Exposure Draft 

(ED) 106 to take account of the regulators’ and the community’s concerns about 

managerial pay in May 2002. Later, AASB1046 Director and Executive Disclosures by 

Disclosing Entities was issued by the AASB in January 2004. The aim of the standard is 

to improve the quality of disclosures relevant to the executives and directors who are 

responsible for the corporate governance of listed companies. It provides a configuration 

that incorporate features of overseas report according to the Corporation Act 2001. 

AASB1046 removed the requirements for banded disclosure of directors and executives’ 

compensation in paragraph 4.2 (b) of AASB1017 Related Party Disclosures, and section 

6 of AASB 1034 Financial Report Presentation and Disclosures. Furthermore, 

AASB1046 removed the requirements for consolidated accounts to disclose the aggregate 

remuneration of directors in paragraph 4.3 of AASB 1017.  

The previous changes have resulted in a reduction of disclosures of executive pay 

and the number of executives and directors by the disclosing entities. The main 

requirements of AASB1046 that must be disclosed in a company’s annual report are as 

follows:  

1-  Listed companies must provide disclosure of the components and aggregate 

remuneration for each ‘specified director’ and ‘specified executive’; 

2-  Listed firms must aggregate remuneration for each party (specified directors and 

executives) and each component; and  
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3- Listed companies must explain how the level of remuneration is determined and 

provide details of the principles used to determine the nature and amount of 

remuneration. Specifically, it requires them to disclose how values of equity 

instruments (including options and rights) for specified directors and executives 

are determined and whether they are in line with current disclosure requirements 

in the United States and the United Kingdom for listed companies. It requires the 

provision and disclosure details of the equity interests of directors and specified 

executives and the aggregate of loans to, and other transactions with, specified 

directors and executives. Clarkson et al. (2006) showed that the level of disclosure 

of executive compensation provided via annual reports has increased following 

the introduction of AASB 1046.  

2.2.7 2004: Corporate Law Economic Reform Program (Audit Reform and 

Corporate Disclosure) ACT 2004 (CLERP9) 

The Corporate Law Economic Reform Program (CLERP) was initiated in 1997 

as a vehicle for the ongoing review and reform of Australia’s business law to improve the 

operation of the market by promoting transparency, accountability and shareholder 

activism. (Productivity Commission Inquiry Report, 2009, p.130). The CLERP (Audit 

Reform and Corporate Disclosure) Act 2004 (CLERP9) contains a number of 

amendments regarding remuneration. Under it, firms are required to identify and audit 

remuneration reports in their annual reports. CLERP9 also gave shareholders the right to 

vote over the executive remuneration report and increased the scope of remuneration 

disclosure (Chapple & Christensen, 2005; Houghton, Kend, & Jubb, 2013). However, 

key points of the proposed CLERP9 remain strongly opposed by big organisations on the 

basis that they are counter to good firm performance, strong corporate governance and 

long-term shareholder interests (Business Council of Australia, 3 December, 2003).  

CLERP9 has introduced the non-binding (advisory) vote on the director 

compensation plans that gives shareholders an opportunity to communicate to the board 
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their dissatisfactions with the CEO pay package. The provision for the non-binding 

shareholder vote has been a frequently debated (Chapple & Christensen, 2005). While 

the Australian Shareholder Association, the Australian Labour Party and the Democrats 

supported this right, the AICD challenged it arguing that the non-binding shareholder 

vote does not effectively or comprehensibly monitor compensation; they consider it to 

play a reactionary role rather than a proactive one. They have raised concerns that this 

governance tool may diminish the authority of boards and that not all shareholders would 

engage in exercising this right (Chapple & Christensen, 2005; Houghton et al., 2013).  

2.2.8 2009: The Australian Productivity Commission Inquiry Report   
 

In 2009, the Rudd government reacted to public anger and concerns over 

excessive executive remuneration, ‘fat cat’ pay and ‘rewarding CEOs for failure’ by 

requesting that the Australian Productivity Commission to undertake an inquiry into the 

current regulations around executive compensation in Australia (Clarkson et al., 2011). 

The Australian Productivity Commission then made 17 recommendations to address 

issues such as board capacities, conflicts of interest, shareholder voting, remuneration 

reports, pay disclosure and remuneration committees. The commission found that the 

implementation of a non-binding vote was not effective as they determined that most of 

the Australian firms continued to ignore shareholder concerns (Bugeja et al., 2016). To 

overcome this issue, the Australian Productivity Commission recommended the ‘two-

strikes’ rule to improve shareholder power, put more pressure on firms to engage with 

shareholders, and target ineffective boards. In April 2010, the Rudd Government 

officially replied to the Productivity Commission’s report. In December 2010, the federal 

treasurer released the Remuneration Amendment Bill for public consultation. On 1 July 

2011, the Senate approved the bill, and the ‘two-strikes’ rule came into effective 

(Beaumont, Clarkson, & Tutticci, 2018; Clarkson et al., 2011; Monem & Ng, 2013).  
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Key points of the Productivity Commission’s inquiry into the current Australian 

regulatory framework around remuneration of directors and executives in 2009 include:  

• Strong growth in executive remuneration from the 1990s to 2007, and instances 

of large payments despite poor company performance, have fuelled community 

concerns that executive remuneration is out of control.  

• Pay for the CEOs of the top 100 companies appears to have grown most strongly, 

at 13% in real terms annually, from the mid-90s to 2000, then increased by around 

6% annually in real terms until 2007. Since 2007, average remuneration has fallen 

by around 16% a year, returning to its 2004-05 levels. The rise and fall of 

executive pay over the 2000s largely reflect the increased use of pay structures 

linked to company performance.  

• Executive pay varies greatly across Australia’s 2000 public companies. For the 

top 20 CEOs, in 2008-09 it averaged $7.2 million (110 x AWE) compared to 

around $260,000 for CEOs of the smallest listed companies (4 x AWE). Generally 

speaking, Australian executives appear to be paid in line with those in smaller 

European countries, but less than those in the United Kingdom and United States 

(the global outliers).  

• Liberalisation of the Australian economy and global competition, increased 

company size, and the shift to incentive pay structures, have been the major 

drivers of executive remuneration—companies compete to hire the best person 

for the job, and try to structure their pay so as to maximise the executive’s 

contribution to company performance.  

• Some past trends and specific pay outcomes appear inconsistent with an efficient 

executive labour market, and possibly weakened company performance. Incentive 

pay ‘imported’ from the United States and introduced without appropriate 

benchmarks spurred pay rises in the 1990s partly for ‘good luck’. More recently, 
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complex incentive pay may have delivered an unanticipated ‘upside’: some 

termination payments look excessive and could indicate compliant boards.  

• Instances of ‘excessive’ payments and perceived inappropriate behaviour could 

also reduce investor and community trust in the corporate sector more broadly, 

with adverse ramifications for equity markets, but the way forward is not to by-

pass the central role of boards. Capping pay or introducing a binding shareholder 

vote on it would be impractical and costly.  

•  The corporate governance framework should be strengthened by:  

o removing conflicts of interest, through independent remuneration 

committees and improved processes for the use of a remuneration 

consultants and  

o promoting board accountability and shareholder engagement, through 

enhanced pay disclosure and strengthening the consequences for those 

boards that are unresponsive to shareholders’ SoP.  

• These reforms would significantly reduce the future likelihood in future of 

inappropriate remuneration outcomes, or those that shareholders would find 

objectionable (See Appendix 1). 

2.2.9 2011: The ‘Two-Strikes’ Rule   
 

As noted, prior to the implementation of the Corporations Amendment 

(Improving Accountability on Director and Executive Remuneration) Act of 2011, non-

binding shareholder voting in Australia had no specific consequences. Based on the 

Corporate Law Economic Reform Program Act of 2004, shareholders simply express 

their approval or disapproval toward executive pay proposals and, the boards can 

subsequently choose whether or not to accept the proposal, even if all the shareholders 

vote against it. However, Australia has introduced the ‘two-strikes’ rule to overcome this 
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issue and improve accountability for director and executive compensation. The ‘two-

strikes’ rule operates as follows:  

(i) The ‘first strike’ occurs when a firm’s remuneration report receives 25% or 

more ‘No’ votes from the shareholders during the company’s AGM. Where 

this occurs, the company’s compensation report must contain an explanation 

of the board’s proposed action or an explanation for why no action has been 

taken to deal with shareholder concerns regarding director remuneration (the 

Remuneration Amendment Act, Section 249L (2); See Appendix 2).  

(ii) The ‘second strike’ occurs when a firm’s subsequent remuneration report also 

receives 25% or more ‘No’ votes (See Appendix 3). 

(iii) After a ‘second strike’, the shareholders vote during the AGM to decide 

whether all the directors need to stand for re-election. This is called a ‘spill 

resolution’, and if it passes with more than 50% of the eligible votes cast, then 

a ‘spill meeting’ is held within 90 days. The entire of directors except for the 

CEO should stand for re-election at the ‘spill meeting’. If the firm fails to hold 

the ‘spill’ within 90 days of the ‘spill’ resolution being passed, each person 

who is a director of the company at the close of those 90 days is responsible 

for having committed an offense (the Remuneration Amendment Act, Section 

250W).  

A fundamental difference between the ‘two-strikes’ rule and the previous non- 

binding shareholder vote is that Australian listed firms are required to address shareholder 

concerns over the remuneration report by holding the board of directors accountable for 

assessing, determining and setting remuneration policy. This reform is intended to 

provide an additional level of accountability for directors and increased transparency for 

shareholders (the Remuneration Amendment Act, Section 249L2). Figure 1 shows the 

‘two-strikes’ and re-election resolution processes. 
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2.3 Debate over the ‘Two-Strikes’ Rule  
 

Australia’s SoP rule has become a well-discussed and controversial topic in both 

the popular and business press since its introduction. There are concerns about the 

unforeseen and unintended consequences of giving shareholders more power to have a 

say (vote) on the remuneration of executives (Cai & Walkling, 2011; Correa & Lel, 2016; 

Ferri & Maber, 2013). Proponents of the SoP law argued that providing shareholders a 

say on executive pay increases accountability and transparency and incentivises boards 

to fulfil their fiduciary duty and ensure that CEOs are paid for performance and thereby 

maximise shareholder value (Alissa, 2015; Carter & Zamora, 2009; Clarkson et al., 2011; 

Ferri & Maber, 2013; Monem & Ng, 2013). By contrast, opponents argued that the SoP 

rule would empower shareholders who lack the required expertise and sophistication, and 

therefore are likely to abuse their voting rights. Furthermore, some critics contend that a 

binding SoP vote would unnecessarily pressure the board of directors to adopt suboptimal 

compensation contracts to align with their interests, which could potentially destroy firm 

value (Bainbridge, 2008; Brunarski et al., 2015; Cai & Walkling, 2011; Deane, 2007; 

Grosse et al., 2017; Kaplan, 2008; Larcker et al., 2011; Mangen & Magnan, 2012).  

Beyond the criticisms, the Corporate Governance Research Initiative at the 

Stanford Graduate School of Business, which explores topics, issues, and controversies 

in corporate governance, has identified and discussed the following ten myths about SoP 

rules (Larcker, McCall, Ormazabal, & Tayan, 2012):  

Myth 1: There is only one approach to SoP. 

Myth 2: All shareholders want the right to vote on executive compensation. 

Myth 3: SoP reduces executive compensation levels. 

Myth 4: Pay plans are a failure if they do not receive very high support. 

Myth 5: SoP improves pay for performance. 

Myth 6: Plain-vanilla equity awards are not performance-based. 
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Myth 7: Discretionary bonuses should never be allowed. 

Myth 8: Shareholders should reject non-standard benefits. 

Myth 9: Boards should adjust pay plans to satisfy dissatisfied shareholders. 

Myth 10: Proxy advisory firm recommendations for SoP are correct. 

  Mangen and Mangen (2012) warned that SoP could raise two novel problems. 

First, boards may resist shareholders’ intervention in the pay-setting process and, as a 

result, manage compensation disclosures to ensure a passing shareholder vote. Second, 

managerial compensation may harm stakeholders whose interests vary from those of 

shareholders influential in pay setting. Consequently, SoP may not only fail to remedy 

suboptimal executive compensation contract but also legitimise it.  

Consistent with the opponents of the SoP laws, Mr. John Colvin, CEO of the 

AICD, warns that the ‘two-strikes’ rule would be ‘wreaking havoc’ and a ‘new 

destabilizing force’ because shareholders might misuse their votes for ulterior reasons 

that are unrelated to executive remuneration (The Australian Financial Review, 10 

December, 2012). Likewise, the Chartered Secretaries Australia (CSA) believes that 

rather than empowering shareholders, the ‘two-strike’ rule would disenfranchise them. 

Furthermore, Mr. Angus Armour, Australian Institute of Company Directors chief 

executive, said that the ‘two-strikes’ rule was an important accountability mechanism but 

there were serious issues with its operation since It has been prone to misuse by investors 

and proxy advisers to raise issues unrelated to executive remuneration (The Sydney 

Morning Herald, 22 April, 2019).  

Mr. Fahmi Hosain, a former supervisor at the Australian Prudential Regulation 

Authority, said that the ‘two-strikes’ rule is giving shareholders too much power over the 

remuneration structure of listed companies and must be abolished (The Australian 

Financial Review, 26 March, 2019). Furthermore, it is argued that the incidence of the 

‘strike’ does not stop excessive pay, but puts pressure on the board of directors to retain 
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their positions at the next meeting (Australian Financial News, 8 May, 2020). According 

to leading corporate advisers, the ‘two-strikes’ rule is empowering investors to blast out 

company boards over their handling of executive pay; therefore, it should be rewritten 

because the system has been misused (The Sydney Morning Herald, 22 April, 2019). 

Given that Australia has moved away from the CLERP9 advisory vote to Australia’s 

‘two-strikes’ rule, an important policy question to address is whether this change has had 

a positive or negative effect and whether this transition achieve or fail the intended goal 

to align the interests of management with those of shareholders by improving the 

relationship between executive compensation and firm performance.  

2.4 Say-on-Pay Regulation around the World  
 

Managerial pay has received considerable attention around the world. It is alleged 

that executives control the board of directors and do not act in the shareholders’ best 

interest. Shareholders have long criticised that executives are being extremely and 

unreasonably paid by corporate boards regardless of their performance, and that 

executives do not lose their jobs for poor performance. Thus, activist shareholders have 

sought a way to have greater influence over executives’ pay decisions (Thomas & van 

der Elst, 2015). In response, many governments globally have increased the level of 

corporate disclosures on compensation policies and pay, and tinkering with tax policies 

in order to lower the level of executive compensation. However, none of these reforms 

have had much effect on the level and structure of director remuneration (Correa & Lel, 

2016).  

Activist investors have continued to put pressure on governments to find alternate 

solutions to problems surrounding executive compensation. These efforts have led 

governments to adopt SoP laws requiring public firms to allow their shareholders to have 

a non-binding, mandatory vote on the pay of their top directors. SoP is a relatively recent 

phenomenon, having first been required by the United Kingdom in 2003; there has 
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subsequently been a wave of SoP legislation enacted in many countries. The United States 

adopted SoP in 2010 as part of the Dodd-Frank Wall Street Reform and Consumer 

Protection Act. The following sections briefly discuss SoP regulations in the United 

States, the United Kingdom, and elsewhere. 

2.4.1 Say-on-Pay regulation in the United Kingdom 
 

The United Kingdom was the first country to adopt SoP regulations (Ferri & 

Maber, 2013). In 1994, the U.K. government established the Greenbury Committee to 

address concerns over directors’ remuneration. In 1995, the Committee released the 

Greenbury Report, which outlined a wide-range of changes to the required disclosures 

regarding directors’ remuneration. This report was a response to the intense debate over 

excessive CEO pay (Alissa, 2015; Conyon & Sadler, 2010). The U.K. Department of 

Trade and Industry (DTI) submitted the SoP legislation to the Parliament in 2002. Later, 

the Parliament approved the adoption of mandatory non-binding shareholder votes on 

directors’ remuneration reports. The Directors’ Remuneration Report Regulation (DRR) 

has been effective for the fiscal years on or after 31 December 2002 (Alissa, 2015).  

The U.K. regime requires firms to divide their annual pay disclosures into two 

parts and grants shareholders separate votes on each part. The two parts of the executive 

compensation report must contain a clear sets of a description of the structure of future 

pay awards (i.e., the remuneration policy) and information regarding directors’ actual 

remuneration for the last financial year contained in the annual report (Gerner & 

Kirchmaier, 2018). A second stage in the development of the regime began in 2013 when 

shareholders were granted a binding vote on remuneration policy. Therefore, the 

remuneration report prepared by publicly listed firms since 2013 has been subject not 

only to an advisory shareholder vote, but also a binding vote on remuneration policy, at 

least every three years (Wu, MacNeil, & Chalaczkiewicz-Ladna, 2020). 

2.4.2 Say-on-Pay regulation in the United States  
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The first shareholder SoP proposal in the U.S. public firms was submitted under 

rule 14a-8 in the 2006 proxy season to give shareholders a non-binding vote on the top 

executive compensation (Thomas & van der Elst, 2015). Due to the global financial crisis 

in 2008, the U.S. Congress gave a legislative response to public outrage by giving 

shareholders of financial firms, that received funds under the Troubled Assets Relief 

Program (TARP) a say or an advisory vote on executive compensation (Iliev & Vitanova, 

2019). In 2010, the Dodd-Frank Wall Street Reform and Consumer Protection Act 

(Dodd-Frank Act) required all public firms to give shareholders an advisory vote at least 

once every 3 years to approve or disapprove executive compensation. However, the 

Securities and Exchange Commission (SEC) specified that SoP and frequency votes 

would be limited to larger public firms with at least $75 million in a public equity float 

after 21 January 2011(Thomas, Palmiter, & Cotter, 2012).  

2.4.3 Say-on-Pay regulation in other countries  
 

SoP is an initiative launched by the United Kingdom in 2002 because of the public 

outcry regarding excessive remuneration, lack of transparency and the weak pay-

performance link (Conyon & Sadler, 2010). Since then, this initiative has been extended 

to other countries, namely the United Kingdom, the United States, Australia, France, 

Germany, Japan, Canada, Brazil, China, Russia, Slovenia, India, Belgium, Spain, 

Sweden, Switzerland, the Netherlands, Finland, Denmark, Norway, Italy, South Africa, 

and Israel (Lozano-Reina & Sánchez-Marín, 2020; Thomas & van der Elst, 2015). 

However, SoP regimes vary considerably and there is no single policy for implementing 

SoP has been uniformly adopted across countries (Larcker et al., 2012).  

In some countries, shareholders vote on the compensation of executive officers, 

and in others, shareholders vote over the remuneration of the boards. In some instances, 

shareholders must approve the compensation policy, and in others the compensation 

structure. Moreover, SoP regulations can be non-binding (i.e., advisory): shareholders 
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simply express their approval or disapproval of executive pay proposals, and the boards 

choose whether to accept the proposal, even if all the shareholders vote against it. In some 

countries, including Australia, SoP is binding to give shareholders more power over 

executive compensation, and the board of directors must address shareholders’ concerns 

regarding executive compensation. Finally, owing to market pressures, SoP votes can be 

either legally mandated or voluntarily adopted (Larcker et al., 2012).  

Several European countries have implemented SoP votes after the initial 

introduction of SoP regulations in the United Kingdom in 2002 (Thomas & van der Elst, 

2015). In Belgium, shareholder votes became advisory under the Belgian Companies 

Code on 6 April 2010. Thus, Belgian firms are not obligated to revise the plan designs 

for executive pay. Furthermore, the disapproval of Belgian shareholders has no effects on 

the validity of financial statements. Similarly, Switzerland, Germany and Canada have 

allowed advisory but voluntary SoP votes. In France, shareholders can approve only the 

total of directors’ remuneration under the 2005 law. The French Corporate Governance 

Code introduced advisory SoP votes for shareholders in June 2013. Thus, French 

companies are free to choose either to comply with SoP votes or explain the reasons for 

their non-compliance.  

The Netherlands, Sweden, Norway and Denmark have enacted binding SoP 

voting on future compensation policies that is now also being considered by other 

European countries. By using a binding vote, shareholders can exert substantial control 

over a firm’s compensation policy at an AGM. Furthermore, all firms are required to seek 

shareholders’ approval of directors’ remuneration reports at a company’s general 

meeting. Therefore, boards must take action to address shareholder dissatisfaction if 

shareholders disapprove of the CEO pay. In the Netherlands, an annual shareholder vote 

is not required if the preceding policy has not changed (Thomas & van der Elst, 2015). 

Table 1 shows the different SoP regimes across jurisdictions. 
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Chapter 3: Literature Review 

3.1 Introduction 
 

This chapter reviews the relevant literature on CEO compensation, components 

of executive pay, pay for performance, debate over pay for performance, pay for 

performance and corporate governance, pay without performance, Say-on-Pay in the 

U.K. setting, Say-on-Pay in the U.S. setting, Say-on-Pay in the Australian setting, Say-

on-Pay around the world, audit fees, auditor switches, and modified audit opinion. In 

doing so, this chapter reviews evidence from prior studies, identifies gaps in the literature, 

and shows where the research questions fit into the existing body of knowledge.  

3.2 CEO Compensation  
 

Executive compensation policy plays a significant role in attracting, retaining, and 

motivating high-quality executives to perform well and increase shareholder wealth 

(Conyon, 2006). Over the last three decades, CEO compensation has attracted significant 

media attention and received considerable critical scrutiny from policymakers and 

researchers in accounting, management, law, finance, and economics (Monem & Ng, 

2013). In Australia, managerial payments grew sharply from the 1990s to 2007, and 

instances of extreme pay despite poor firm performance, have raised public concerns that 

CEO compensation is out of control. Specifically, executive remuneration at the top 100 

Australian companies appears to have increased more intensely, at 13% in real terms a 

year, from the mid-90s to 2000, and then an increase of around 6% in real terms a year to 

2007 (Productivity Commission Inquiry Report, 2009). Poor pay practices and rewarding 

CEOs for failure could diminish investor and community trust in the corporate sector with 

adverse consequences for stock markets. 

Executive compensation is a rich and complex issue, and the biggest strands of 

the CEO compensation research that have emerged are as follows: the determinants of 

the level and structure of executive pay, the relationship between CEO compensation and 
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firm performance, and Say on Pay. It is well documented that CEO compensation is 

related to firm size (Jensen & Meckling, 1976; Matolcsy & Wright, 2011; Merhebi, 

Pattenden, Swan, & Zhou, 2006; Tosi, Werner, Katz, & Gomez-Mejia, 2000; Zhou, 

2000), board and ownership structure  (Core et al., 1999), CEO age and tenure (Conyon 

& Murphy, 2000a; Murphy, 1986a), managerial power (Bebchuk & Fried, 2005; Bebchuk 

et al., 2002), competitive labour market forces (Murphy & Zabojnik, 2004; Nickerson, 

2017), remuneration committee (Conyon & Peck, 1998a), the threat of takeover (Agrawal 

& Knoeber, 1998), dividend policy, growth opportunities, and company risk (Lewellen, 

Loderer, & Martin, 1987), mergers and acquisitions (Bliss & Rosen, 2001; Grinstein & 

Hribar, 2004), lucky events such as economic recovery (Bertrand & Mullainathan, 2001) 

and the country where the firm operates (Conyon & Murphy, 2000a). 

Frydman and Jenter (2010) reviewed the literature and debate on CEO 

compensation. They investigated whether the high level of CEO compensation is a 

consequence of managerial power or a consequence of optimal contracting in a 

competitive market for managerial talent. They also discussed the empirical evidence 

since the 1930s on CEO compensation and the link between pay and performance. The 

long-run evidence they found confirms that CEO compensation plans and arrangements 

have helped link the wealth of managers to that of shareholders and to align shareholders’ 

interests with those of the executive management for most of the 20th century. However, 

they suggested that both managerial power and competitive market forces are two 

essential factors that determine the level of CEO compensation.  

3.3 Components of Executive Pay 
 

Compensation, or pay, for the directors and executives is different from 

remuneration for other workers in most the companies. Executive compensation covers 

upper-level managers, which includes the firms’ presidents, chief executive officers 

(CEOs), chief financial officers (CFOs), vice presidents, and occasionally members of 
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the board of directors. Usually only those management teams qualify for executive 

remuneration as they are responsible for making the primary decisions within a company. 

Some studies have shown that CEOs have substantial effect on organisational 

performance, as executive leadership explained 43% of the profitability variance and also 

accounted for 47% of the variance of the stock price (Barrick, Day, Lord, & Alexander, 

1991; Day & Lord, 1988; Huang, Hsu, & Chiau, 2011).  

The common components of executive compensation are guaranteed pay, variable 

pay, benefits, and equity-based compensation. While guaranteed pay is a fixed monetary 

pay (cash), such as base salary paid by a firm to an executive, variable (at-risk) pay takes 

form of a non-fixed monetary pay (cash), such as annual profit-share, sales commission, 

bonuses, and other incentives that is depends on performance or results achieved. While 

benefits programs are paid by a firm to an executive as a supplemental remuneration, such 

as a company car or medical insurance, equity-based pay takes the form of stock programs 

in order to provide actual and perceived ownership in the firm and links executive 

compensation to long-term firm performance and maximises owner control over 

executive behaviour (Productivity Commission Inquiry Report, 2009). 

Economists have long been concerned with the incentive problems that arise when 

owners are not among the firm’s managers. Therefore, they suggested that firms to offer 

managers stock options and grants, thereby aligning the interests of management with 

those of the other shareholders (Meek, Rao, & Skousen, 2007). However, it seems that 

stock options have some unintended and negative consequences. Baker, Collins, and 

Reitenga (2003) blamed stock options for giving management incentives to manipulate 

earnings in order to inflate the stock price and time the release of good and bad news to 

the market. Furthermore, most of the earnings management studies that have investigated 

stock-option incentives have found that managers increase earnings to increase the value 

of employee stock options and exercise of options (McAnally, Srivastava, & Weaver, 
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2008). Therefore, stock options may encourage executives to manage for the short term 

rather than of maximise shareholder wealth.  

 Coulton and Taylor (2002) explored the structure of compensation for ASX-listed 

companies, in particular the extent to which executives receive stock options. They found 

that Australian CEOs are commonly awarded stock options, but it is not as much as what 

has been documented for American CEOs. They found that mostly all Australian 

companies provide a base salary, and 51% of their sample were given a bonus. They 

found a positive association between executive stock options and firm size, and that stock 

options were not awarded to CEOs every year. However, Chalmers, Koh, and Stapledon 

(2006) argued that studying the executive compensation structure for just one year may 

deliver an incomplete picture because stock options are issued only once every 3 years.  

Matolcsy and Wright (2007) provided detailed descriptive evidence of both the 

levels and structures of Australian executive pay and compared their findings with those 

from the United States. Using a s sample of large Australian companies for 3 years, they 

found that significant variations in executive remuneration contracts between the 

Australian and U.S. markets. They also found that the levels of executive remuneration 

vary based on the choice of remuneration contract, firm size, and industry. Furthermore, 

they found that the components of executive pay differ across companies, in specific that 

about 33% of Australian firms do not provide share-based pay. 

Rankin (2010) detailed the level and structure of compensation in Australia across 

the top executive team from 2006 to 2009. They found that the level and structure of 

executive compensation differs by the executive team, industry, and year. They revealed 

that the level of executive compensation is much higher than was found in Matlocsy and 

Wright’s (2007) observations. They found that the managers of finance companies earned 

greater levels of remuneration and larger amounts of bonuses than do managers in other 
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firms. They argued that the economic downturn of 2008–09 has led to changes in the level 

and the structure of CEO compensation.  

3.4 Pay for Performance  
 

‘The pay-performance link’ or ‘pay-for-performance’ are terms used to explain 

how closely executive compensation is correlated, related, or tied to the firm’s short and 

long-term performance objectives or measures (Larcker & Tayan, 2010). In other words, 

the pay-performance link describes the relationship between executive remuneration and 

the quality of executive work aimed at meeting certain financial goals or performance 

measures for the firm. The pay-performance link is typically estimated by two common 

measurements: pay-performance sensitivity (PPS), which is represented as an absolute 

measurement of the amount by which the CEO pay increases if firm performance 

increases by $1,000; and pay-performance elasticity (PPE), which is expressed as a 

relative measurement of the percentage by which the CEO pay increases if the firm’s 

performance increases by 1% (Murphy, 1999).  

In real-life business practices, CEO pay is linked to corporate performance 

through stock options, annual salary and bonus, long-term incentive plans, share 

ownership, equity-based pay, performance share plans or perquisites and benefits 

(Conyon, 2006). Recent research has illustrated that the most common remuneration tool 

in practice among the top 200 ASX-listed firms is a performance or share right. Options, 

or options in combination with share rights, are often used in companies with a significant 

growth profile that can generate substantial cash flows or earnings and improve at 

significantly faster rates than the overall economy. However, Executive compensation 

plans often have variable performance hurdles (Productivity Commission Inquiry Report, 

2009). The pay-for-performance literature uses accounting-based measures or market-

based performance indicators to assess firm performance. For example, return on equity 

(ROE), return on assets (ROA), return on investment (ROI), return on sales (ROS), 
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market-to-book ratio, Tobin’s Q, or total shareholder return and (TSR) are all used to 

measure a firm’s performance (Richard, Devinney, Yip, & Johnson, 2009; Tosi et al., 

2000). 

The relationship between executive compensation and firm performance has been 

extensively examined (Coughlan & Schmidt, 1985; Hubbard & Palia, 1995; Izan, Sidhu, 

& Taylor, 1998; Murphy, 1985, 1999; Sun, Wei, & Huang, 2013; Tosi et al., 2000). 

Although some studies found no evidence of a link between CEO pay and firm 

performance due to managerial power over boards (Bebchuk & Fried, 2005; Benston, 

1985b; Hill & Phan, 1991; Kerr & Bettis, 1987), the international empirical evidence is 

largely consistent with the agency theory where changes in CEO pay are positively related 

to changes in firm performance (Core et al., 1999; Jensen & Murphy, 1990b; Mehran, 

1995; Merhebi et al., 2006; Schultz, Tian, & Twite, 2013; Zhou, 2000).  

The empirical evidence is mixed regarding the strength of the relationship 

between executive compensation and firm performance. In early studies of to the pay-

performance link, Jensen and Murphy (1990b) argued that the pay-performance relation 

was weak as CEOs received only $3.25 for every $1000 increase in shareholder wealth. 

Other research evidence suggested that the pay-performance association has increased 

sharply since 1980 due to increases in stock option grants (Hall & Liebman, 1998; Kato 

& Long, 2006; Perry & Zenner, 2001; Zhou, 2000).  One possible reason for these mixed 

findings is that these studies failed to explore the confounding effect of a number of other 

contingencies on the pay-performance relation (Hill & Phan, 1991). 

3.4.1 Debate over pay for performance   
 

The debate over whether CEO pay is related to firm performance has interested 

researchers over the last three decades. On one side of the debate are critics who suggested 

that executive compensation is not linked to firm performance and is often excessive.    

Loomis (1982) claimed that no relationship existed between executive pay and any 
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profitability or performance measures. Kerr and Bettis (1987) stated that ‘it is difficult 

not to concur with critics who claim that there was no rational basis for the compensation 

paid to top management. Research thus far has failed to provide solid evidence to refute 

the charge’ (p. 661). They found that there was no rational basis for executive pay because 

boards of directors do not usually consider the firm’s value when making decisions about 

the compensation to set for top executives.  

On the other side of the debate are proponents who suggested that CEO pay is not 

excessive and in fact that high pay is necessary to attract, retain, and motivate managerial 

talent to produce the results expected by shareholders. Unlike Loomis (1982) and  Kerr 

and Bettis (1987), Smith and Watts (1983) proved that executive compensation proposals 

accepted by boards are mostly associated with performance measures to enhance 

shareholder wealth. Murphy (1985) also found that the relationship between corporate 

performance and managerial remuneration was strong and positive.  

Murphy’s (1985) results support the hypothesis that shareholders reward (punish) 

executives for taking actions that maximise (minimise) their shareholder wealth. Murphy 

(1986b) argued that ‘top executives are worth every nickel they get’ (p. 125), because 

companies adopt compensation plans to provide higher managerial incentives that 

efficiently maximise shareholder value. He found that executive compensation is strongly 

and positively linked to firm performance because executive wealth is tied to stock 

ownership, stock options and long-term performance plans.   

In their widely cited papers, Jensen and Murphy (1990a, 1990b) documented 

another interesting perspective on the relationship between CEO compensation and firm 

performance by analysing 2,000 CEOs on the Forbes sample of 1,295 firms. They debated 

that corporates pay most executives like bureaucrats as well as that incentives pay is not 

expected to play a significant role in increasing shareholder wealth. Jensen and Murphy’s 

(1990a, 1990b) argument is based on evidence that CEO wealth only increases by only 
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$3.25 for every $1,000 change in shareholder wealth, which is inconsistent with the 

agency models of optimal contracting.  

By contrast, Hall and Liebman (1998) refuted the claim that there was a weak, or 

no, relationship exists between CEO compensation and corporate performance. They 

argued that CEOs are not rewarded like bureaucrats, and documented a strong link 

between CEO remuneration and firm performance. Mehran (1995) showed evidence 

supporting the proponents of incentive pay, and suggested that it is the structure, rather 

than the level of remuneration, that motivates CEOs to improve firm performance. Zhou 

(2000) also showed evidence that executive pay is related to firm performance, and that 

CEO turnover is correlated with poor stock performance. Kato and Long (2006) also 

showed how executive pay is strongly related to corporate performance. Banker, 

Darrough, Huang, and Plehn-Dujowich (2013) found that stock-based awards and cash 

bonus pay are positively correlated with both accounting and market returns. 

Within the Australian context, early studies between 1990 and 2004 found that 

the relationship between executive compensation and firm performance is not statistically 

significant (Craswell, Taylor, & Saywell, 1997; Fleming & Stellios, 2002; Izan et al., 

1998). Matolcsy (2000) predicted that the pay-performance link is based on prevailing 

economic conditions. He found a positive relationship between executive cash 

compensation and corporate performance during economic growth, but he found no 

relationship between executive pay and firm performance during an economic downturn.  

In contrast to early studies on the pay-performance link in Australia, Merhebi et 

al. (2006) argued that international empirical evidence supports the agency theory 

explanation of CEO remuneration, where firm performance is the noticeable outcome of 

CEO performance. They re-examined the relationship between CEO remuneration and 

corporate performance. By using empirical models, they found an association between 

CEO pay and firm performance that is positive and statistically significant, which is 
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consistent with international findings. They found that CEO wealth increases by $1.82 

for every $1,000 increase in shareholder wealth. 

Doucouliagos, Haman, and Askary (2007) found that the link between CEO pay 

and firm performance is greater and more direct than that between directors’ pay and firm 

performance. They also found that the sensitivity of CEO compensation to bank 

performance appears to have increased over time. Matolcsy and Wright (2011) developed 

a model based on firm characteristics to determine whether CEO pay should be based on 

cash only or on equity as well. They found that the firm size, CEO ownership, market-to-

book ratios, prior stock performance, complexity, and outside block holders are 

significant firm characteristics that determine an efficient structure for CEO 

compensation. 

Consistent with the agency model of optimal contracting, Schultz et al. (2013) 

tested both CEO pay-performance sensitivity (PPS) and pay-performance elasticity (PPE) 

for a large sample of ASX-listed Australian companies during the period 2000–10. They 

found a strong link between CEO remuneration and firm performance. With respect to 

PPS, they found that a $1,000 increase in the market value of shares leads to a $0.06 

increase in CEO pay. With regard to PPE, they found that a 1% increase in shareholder 

wealth will increase CEO known pay by 0.05%, cash bonuses by 0.76% and long-term 

at-risk pay by 0.88%. They also documented a strong relationship between corporate 

governance and the sensitivity of cash bonuses to firm performance.  

Although there was a positive trend in the relationship between executive 

compensation and firm performance in Australia after introducing the non-binding 

shareholder vote under CLERP9 Act in 2004 (Clarkson et al., 2011; Merhebi et al., 2006; 

Schultz et al., 2013), more recent research evidence has struggled to find a persistent 

positive pay-performance association after the introduction of the ‘two-strikes’ rule in 

2011. Monem and Ng (2013) reported no significant pay-performance relation in the ‘first 
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strike’ firms in 2011. Bugeja et al. (2016) documented no significant pay-performance 

relation after the ‘first strike’, and a negative pay-performance link following the ‘second 

strike’, suggesting no improvement following the ‘first strike’ and a worse alignment of 

interests between managers and shareholders following the ‘second strike’.  

3.4.2 Pay for performance and corporate governance    
 

Since the early 1990s, the significance of the pay-performance link has been 

highlighted by the boards of corporations, institutional investors, regulators and 

academics (Baker, Jensen, & Murphy, 1988; Hall & Liebman, 1998; Jensen, Murphy, & 

Wruck, 2004; Morgan, Poulsen, & Wolf, 2006). Pay for performance has become a 

significant instrument in the corporate governance mechanism, and many developed 

countries now require public firms to issue a clear description of the link between 

executive compensation and the company’s financial performance. Currently, the pay-

performance link is a key principle in corporate governance practices to avoid excessive 

executive pay and poor performance, reckless behaviour, and short-term decision-making 

(Walker, 2010). Indeed, the U.S. Dodd–Frank Wall Street Reform and Consumer 

Protection Act (2010) states the following:  

Shareholders must be informed of the relationship between executive 

compensation actually paid and the financial performance of the issuer, taking 

into account any change in the value of the shares of stock and dividends of the 

issuer and any distributions. (Fein, 2010, p. 528)  

Similarly, the relationship between pay and performance is a significant topic in 

Australian corporate governance, as it measures how CEO pay is tied to changes in 

company performance to align management and shareholder incentives (Clarkson et al., 

2011). Thus, the Australian Corporate Governance Principles and Recommendations 

(2014) state that, ‘the relationship between remuneration and performance and how it is 

aligned to the creation of value for security holders should be clearly articulated to 
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investors’ (ASX Corporate Governance Council, 2014, p. 31).   

Moreover, the level and components of executive remuneration are the main 

principles of the U.K. Corporate Governance Code. Indeed, the U.K. Corporate 

Governance Code (2012) states that: 

Levels of remuneration should be sufficient to attract, retain and motivate 

directors of the quality required to run the company successfully, but a company 

should avoid paying more than is necessary for this purpose. A significant 

proportion of executive directors’ remuneration should be structured so as to link 

rewards to corporate and individual performance (Financial Reporting Council 

[FRC], 2012, p. 21).  

Researchers suggested that corporate governance plays a significant role in 

shaping managerial compensation. Core et al. (1999) found that firms with a stronger 

(weaker) board governance mechanism have less (more) agency problems, a lower 

(higher) level of CEO pay and better (worse) performance. They argued that CEO pay is 

greater when the board is larger, the CEO is the board chair or the outside directors are 

chosen by the CEO. Moreover, they found that CEOs earn more pay when the outside 

directors are older and when they work on more than three other boards. Likewise, Basu, 

Hwang, Mitsudome, and Weintrop (2007) found that Japanese firms with weaker 

corporate governance structure have greater shareholder-manager agency problems; that 

top directors earn more compensation with greater agency problems and that firms with 

more agency problems perform worse.  

In contrast to the previous study, Conyon (1997) investigated the effect of 

corporate governance innovations on top director remuneration. Using a sample of 213 

large U.K. companies between 1988 and 1993, he found some evidence that corporate 

governance plays a role in determining executive compensation. He found that companies 

which adopt remuneration committees, an increasingly popular institutional device for 
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setting top director remuneration, may have some effect on executive pay but the result 

was not particularly robust. Furthermore, he found that firms’ having two separate 

individuals occupy the roles of CEO and chairman, which could potentially mitigate 

agency problems associated with remuneration setting, appears to play no part in shaping 

executive compensation. 

Sapp (2008) provided one of the most comprehensive analyses of the relationship 

between corporate governance and executive compensation in Canada. He found that 

executive compensation is lower in firms with a controlling shareholder and that external 

pressures from shareholders appear to maintain the alignment of interests of executives 

and shareholders by increasing the degree of monitoring of the firm and decreasing the 

need to reward stock options to their CEOs. They showed that factors related to a weaker 

board structure, where the CEO has more power over the board, the board is larger, there 

are more directors on multiple boards or more directors who have sat on the board longer 

are related to an increase in the level of executive remuneration. They found that 

executive compensation is higher when CEO is also chairman of the board and that 

executive remuneration is lower when the amount of CEO ownership is higher. Similarly, 

Khan, Dharwadkar, and Brandes (2005) found that higher levels of CEO ownership lead 

to a significant decrease in the level of options compensation.  

Conyon and He (2011) examined executive compensation and corporate 

governance in China. Consistent with the agency theory, they found that executive pay is 

significantly and positively linked to firm performance. They found that pay-for-

performance link is higher for firms with more independent directors on the board. They 

showed that executive pay and CEO incentives are lower in firms with concentrated 

ownership structures and state-owned (i.e., governmental) companies. However, they 

also found that private firms and firms with more independent directors on the board are 

more likely to punish and switch directors for poor performance. 
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Schultz et al. (2013) investigated the effect of corporate governance mechanisms, 

namely blockholdings and board structure, on the pay-performance link in listed 

Australian firms. They found that blockholders play a significant role in shaping the pay-

performance relationship but that their influence differs based on their independence and 

fraction of ownership. They argued that monitoring blockholders raises the sensitivity of 

long‐term at‐risk remuneration to firm performance and improves the alignment of 

interests between executives and shareholders. However, they found that insider 

blockholders increase (decrease) the responsiveness of cash bonuses consistent with a 

short investment horizon. Finally, consistent with their affording less‐effective 

monitoring, larger boards increase (decrease) the sensitivity of long‐term at‐risk pay to 

performance. 

3.4.3 Pay without performance  
 

There is a debate over whether the level and design of executive compensation are 

attributable to the agency model of optimal contracting or to managerial power forces. 

Bebchuk and Fried (2006) have presented in their book a powerful challenge to the 

optimal contracting approach: 

We strongly support equity-based compensation, which in principle can provide 

managers with desirable incentives. Unfortunately, however, managers have been 

able to use their influence to obtain option arrangements that have deviated 

substantially from arm’s-length contracting in ways that favour the managers. The 

analysis indicates that equity-based plans have enabled executives to reap 

substantial rewards even when their performance was merely passable or even 

poor. (p. 7) 

Bebchuk and Fried (2006) argued that CEOs have more power over the board of directors 

and the pay-setting process. Thus, managers take advantage of their power to set their 

own pay and extract rents from firms. They also debated that executive pay is not an 
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instrument to reduce agency costs, but rather a part of the agency problem in itself. They 

suggested that the managerial power theory should be taken into account in any study 

concerning the CEO compensation and the practice and regulation of corporate 

governance. 

 Finkelstein (1992) defined power as the ‘capacity of individual actors to exert 

their will’. Different factors contribute to CEO power, including the CEO duality 

(Westphal & Zajac, 1995), the CEO's tenure (Shen, 2003), equity ownership (Cannella & 

Shen, 2001), expertise and personal prestige (Finkelstein, 1992), and the director 

nomination process during which CEOs play a consequential role (Boyd, 1994; O’Reilly 

& Main, 2010; Westphal & Stern, 2006; Zajac & Westphal, 1996). A large body of 

literature shows that suboptimal pay is associated with CEO power, such as when a single 

individual serves as both CEO and board chair (Anderson & Bizjak, 2003; Cyert, Kang, 

& Kumar, 2002; Hwang & Kim, 2009).      

 Research has suggested that the remuneration of more powerful CEOs is extreme 

and not justified by economic factors, such as firm characteristics, job, and/or CEO 

attributes (Brick, Palmon, & Wald, 2006). In keeping with the viewpoints of managerial 

power and rent extraction, weak corporate board governance allows CEOs to receive 

higher compensation. Core et al. (1999) found that CEO pay is greater when the board is 

larger, the CEO is the board chair or the outside directors are chosen by the CEO. 

Moreover, they found that CEOs earn more pay when the outside directors are older and 

when they work on more than three other boards. Chhaochharia and Grinstein (2009) also 

found that CEO compensation decreases significantly following governance regulations 

that have strengthened board monitoring. Finally, Morse, Nanda, and Seru (2011) have  

suggested that stronger corporate governance and greater disclosure can lead to mitigation 

of CEO power and the rigging of incentive pay. 
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Consistent with CEO power, board governance structure, and CEO compensation, 

Ryan and Wiggins (2004) argued that an entrenched CEOs uses their position and power 

to set their own pay to maximise their own interests rather than shareholder value. Choe 

et al. (2014) found that an increase in CEO power leads to higher CEO compensation. 

Abernethy et al. (2014) found that powerful CEOs can influence the board’s decisions 

when determining their pay. Van Essen et al. (2015) also found that CEOs earn higher 

total remuneration when they have more power over the pay-setting process. However, 

some researchers still disagree about the effect of CEO power on the corporate board and 

the structure of executive compensation (Boone, Field, Karpoff, & Raheja, 2007; Linck, 

Netter, & Yang, 2008; Ryan & Wiggins, 2004).  

Duffhues and Kabir (2008) raised doubts about the widespread belief that CEO 

pay should reflect firm performance. They used a variety of accounting-based and capital 

market-based performance measures including both contemporaneous and lagged 

relationships, and controls for firm, time and industry characteristics. However, their 

robust empirical analysis failed to detect a positive pay-performance link, arguing that 

executive pay may not help to align shareholder interests with those of managers. They 

argued that their results were consistent with the view that powerful managers can 

influence their own pay. Likewise,  Göx and Hemmer (2020) studied how boards design 

the structure of optimal compensation contracts in favour of powerful CEOs. They found 

that powerful managers receive higher pay and a contract with a higher pay-performance 

sensitivity if firm performance is low and vice versa. They also found that boards provide 

powerful executives with higher salaries and more shares, but less options.  

Within the Australian context, Chalmers et al. (2006) investigated whether 

managerial power and rent extraction or optimal contracting and labour demand 

determine CEO pay. They found that economic, governance, and ownership attributes 

significantly explain the level of CEO remuneration. They found that cash and share 
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based compensation are related to the demand for high-quality CEOs, whereas bonus and 

options compensation are related to managerial power and rent extraction. However, they 

found that in Australia, the explanation of CEO compensation under the managerial 

power theory is not economically significant or persistent over a year, which is 

inconsistent with evidence found in the United States that the CEO pay under the 

managerial power and rent extraction approach is economically significant and persistent 

(Bebchuk & Fried, 2006).  

By contrast, Murphy and Zabojnik (2004) argued that the managerial power and 

rent-extraction approach is not totally convincing. They criticised the managerial power 

theory as CEOs hired from outside of the firm receive higher pay than CEOs who are 

promoted from within the firm. They conclude that market forces for CEO talent are a 

significant determinant of CEO pay and CEO turnover. Kaplan (2013) argued that boards 

have more power over CEOs and monitor them; therefore, CEOs are rewarded for good 

performance and punished for poor performance. He also found that CEO turnover is 

significantly and positively associated with poor stock performance. 

In conclusion, executive compensation is likely driven by many factors and recent 

studies in the CEO pay literature seem to suggest that more than one attribute affects the 

level and design of executive compensation. Murphy (2013) also reviewed the literature 

on executive compensation over the past century and documented current tendencies in 

CEO compensation in both U.S. and international companies. He argued that most recent 

studies have not shown a complete picture of executive pay because they have ignored 

important factors and focused only on efficient-contracting and managerial power. Thus, 

he suggested that managerial power theory, agency theory, a competitive market for 

talent, and other factors, such as disclosure requirements, tax policies, accounting rules, 

legislations, and the general political climate, should provide a complete explanation of 

the level and composition of CEO pay.  
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3.5 Say-on-Pay  
 

Over the last two decades, executive remuneration has become an international 

issue examined in academic papers, debated in Congresses, and routinely featured in 

front-page headlines, cover stories, and television news shows (Conyon, 2006; Murphy, 

1999). Critics of executive compensation base their claim of excessive and inequitable 

CEO pay on a number of factors and premises (Nichols & Subramaniam, 2001). 

Managers are usually blamed for taking extremely high remuneration while delivering 

poor performance (Frydman & Jenter, 2010; Kumar & Zattoni, 2016). Under the 

managerial power approach, executive compensation is designed not only as a tool with 

which to address the agency problem between shareholders and managers but also as part 

of the agency problem itself, and boards of public companies cannot be expected to 

bargain at arm’s length (Bebchuk & Fried, 2003). 

Activist investors placed huge pressure on governments to change this scenario 

and enable shareholders to have a say or vote on how management is compensated 

(Alissa, 2015; Burns & Minnick, 2013; Cai & Walkling, 2011; Carter & Zamora, 2009; 

Conyon & Sadler, 2010; Conyon, 2016; Correa & Lel, 2016; Cuñat et al., 2016; Ferri & 

Maber, 2013; Larcker, McCall, & Ormazabal, 2015). Due to these efforts in 2002, the 

first legislation was passed in the United Kingdom to adopt non-binding SoP4 voting by 

shareholders on CEO compensation (Balsam, Boone, Liu, & Yin, 2016). Since that time, 

many Western countries around the world including the United States, Australia, France, 

Belgium, Sweden, Germany, Switzerland, and the Netherlands have enacted the SoP 

 
4 ‘Say-on-Pay’ (SoP) is the practice of granting shareholders the right to have a say (i.e., vote) on how executives are compensated 

at the annual general meeting (AGM). SoP required boards of directors at public companies to produce a comprehensive remuneration 

report and submit it to an advisory shareholder vote at the firm’s AGM. The non-binding (advisory) vote is where shareholders simply 

express their approval or disapproval toward executive compensation proposals; and the board has the choice to decide whether to 

implement the proposal, even if the majority of shareholders reject the remuneration packages.  
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policies with the aim of governing the issue of executive compensation (Thomas & van 

der Elst, 2015).  

The major aim of the SoP regulations is to improve accountability and 

transparency and strengthen the pay performance link after a decade of public anger and 

media attention over ‘fat cat’ pay and rewards for failure. Therefore, the SoP vote offers 

shareholders with a new tool to evaluate, control, and monitor executive compensation 

practices and to deliver direct feedback to the firm at the AGM (Alissa, 2015; Conyon & 

Sadler, 2010; Cuñat et al., 2016; Ferri & Maber, 2013; Krause et al., 2014; Larcker et al., 

2015; Mangen & Magnan, 2012). However, there is a debate over whether shareholders 

should be given more power to say or vote on the executive remuneration report and 

whether shareholder voting will improve executive compensation practices around the 

world (Alissa, 2015; Balachandran, Joos, & Weber, 2012; Carter & Zamora, 2009; 

Larcker et al., 2011; Mangen & Magnan, 2012).  

Proponents of SoP laws argued that providing shareholders with a say on 

executive pay increases accountability and transparency and incentivises boards to fulfil 

their fiduciary duty and ensure that CEOs are paid for performance, and thereby 

maximising shareholder value (Alissa, 2015; Carter & Zamora, 2009; Clarkson et al., 

2011; Ferri & Maber, 2013; Monem & Ng, 2013). In contrast, the interference hypothesis 

argued that the SoP regulations will be disruptive and lead to poor pay practices that might 

ultimately decrease shareholder wealth (Bainbridge, 2008; Deane, 2007). Opponents 

argued that SoP rule would empower shareholders who lack the required expertise and 

sophistication, and therefore are likely to abuse their voting rights. Furthermore, some 

critics contend that the binding SoP vote would place unnecessary pressure on the board 

of directors to adopt suboptimal compensation contracts to align their interests, which 

may potentially destroy firm value (Bainbridge, 2008; Brunarski et al., 2015; Cai & 
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Walkling, 2011; Deane, 2007; Grosse et al., 2017; Kaplan, 2008; Larcker et al., 2011; 

Mangen & Magnan, 2012).   

3.5.1 Say-on-Pay literature of the U.K. setting  
 

Over the last three decades, investors and regulators around the world have 

devoted considerable effort to debating and advocating a solution to CEO compensation 

by creating an open and effective framework in which pay will be set and disclosed 

(Alissa, 2015). In July 1999, the first official indication that the United Kingdom was 

considering allowing shareholder votes on director remuneration was when Stephen 

Byers, a former U.K. secretary of state for trade and industry, revealed that such a non-

binding vote rule had been taken into consideration (Carter & Zamora, 2009). In August 

2002, the U.K. government introduced the Directors’ Remuneration Report regulations 

which included the requirement to give a firm’s shareholders the right to vote on the 

remuneration of executives at each annual general meeting (Alissa, 2015).  

Carter and Zamora (2009) examined the role of shareholder voting in executive 

pay design in the United Kingdom. In particular, they tested whether or not shareholders 

express their dissatisfaction over executive pay by their votes and whether boards of 

directors respond to shareholders’ dissatisfaction. They used a sample of 350 U.K. FTSE 

firms during the period from 2002 to 2006. They found that shareholders mostly vote 

against excessive salaries, a weak pay-performance sensitivity link, and higher potential 

dilution in equity pay. Perhaps more importantly, they found some evidence that board 

of directors respond to previous dissent votes by improving the pay-for-performance 

sensitivity link, decreasing excess salary and diluting of stock option grants. 

By contrast, Conyon and Sadler (2010) examined the effect of shareholder votes 

on directors’ remuneration reports in the United Kingdom between 2002 and 2007. They 

argued that shareholder voting is not an effective mechanism for reducing excessive CEO 

compensation. They found that SoP in general has a limited effect on the design and level 
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of executive pay. They also found limited evidence that firms that previously receive 

greater shareholder voting dissent reduce executive remuneration. However, they found 

that firms with best practice corporate governance are less likely to attract shareholder 

dissent votes and more likely to obtain shareholder approval. They also found that greater 

shareholder voting dissents are related to firms with higher executive compensation and 

a weaker pay-performance link.  

Consistent with the proponents of SoP, Ferri and Maber (2013) conducted three 

tests to study the effect of the SoP rule in the United Kingdom. First, they tested the 

market reaction to the announcement of the SoP rule. Next, they examined the effect of 

SoP on changing firms’ remuneration reports. Third, they evaluated the sensitivity of the 

pay-performance link before and after SoP by using regression analysis. They found that 

shareholders believe that SoP is a value-added tool because the stock market reacts 

positively after the regulations are announced. Furthermore, they found that U.K. firms 

listen to negative shareholder voting outcomes and mitigate rewards for failure or ‘fat cat’ 

pay. Perhaps more importantly, they found that SoP pressures U.K. firms to improve the 

sensitivity of their pay performance link.  

 Gregory-Smith, Thompson, and Wright (2014) stated that SoP became an 

international policy response to the heated debate over excessive executive pay. They 

examined the role of shareholder voting in executive compensation in the United 

Kingdom during the period of 2003–12. They found a positive relationship between 

shareholders’ dissent voting and executive pay, but the impact of SoP is small. They 

argued that shareholders’ dissent voting plays a role in making future CEO pay less 

extreme if the level of dissent voting is higher than 10%. They concluded that SoP 

subjected executive pay to public scrutiny to set the proper level and design of 

remuneration. 



 64 

 Alissa (2015) evaluated the effects of SoP on the behaviour of shareholders and 

boards. He used a large sample of 350 U.K. Financial Times Stock Exchange (FTSE)-

listed firms from 2002 to 2012. He found that boards do not appear to react to shareholder 

dissatisfaction systematically; however, they do react selectively by decreasing the level 

of executive remuneration when firm performance is poor. Furthermore, he found that 

shareholder dissatisfaction increases with excess executive pay. He also found that there 

is a significant and positive association between dissent votes and the likelihood of CEO 

turnover. He concluded that SoP improves the sensitivity of pay to poor performance, 

transparency and accountability.  

 In contrast to the previous study, Chu, Gupta, and Livne (2020) investigated 

whether the SoP has affected pay levels, pay-performance sensitivity, the pay gap 

between the CEO and other employees, the amount of cash returned to shareholders, and 

dissent voting on the remuneration report.  Using a large sample of listed companies from 

2010–2017, they found little evidence that the SoP rule has affected these variables in 

their sample firms. Using market-based tests, they found that market participants 

anticipated an improvement in corporate governance for some key dates before the 

regulation came into force. Taken together, their evidence suggested that the SoP rule has 

not met its stated objectives.  

 Wu et al. (2020) presented the results of the first longitudinal survey of the entire 

phase of SoP regulation in the United Kingdom to date. They examined the link between 

each stage of SoP regulation and the level and growth of directors’ remuneration. They 

provided evidence that SoP rule, at least in its most recent form, has moved the balance 

of power more towards shareholders by increasing pressure on boards regarding 

remuneration matters. Moreover, since the capacity of improved disclosure to prompt 

better informed shareholder action would appear to be largely exhausted as the regime 

has evolved over the years. They concluded that SoP rule has to date had limited success 
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as a regulatory strategy in light of the continuing presence of significant levels of excess 

pay. 

3.5.2 Say-on-Pay literature of the U.S. setting 
 
 U.S. regulators predict that SoP will make shareholders better informed and more 

involved in the executive pay process, which is considered a practice of good governance 

in the sense that companies will improve their remuneration packages when a large 

proportion of ‘No’ SoP votes are cast by shareholders (Larcker et al., 2015). However, 

there is a debate over whether SoP in the United States creates value and leads to 

improvement in compensation practices and policy. Cai and Walkling (2011) tested the 

market reaction to the passage of SoP regulations and examined what type of firms that 

activist shareholders targeted and whether shareholder voting outcomes are related to 

excessive CEO pay. They found that after the passage of SoP regulations; the stock 

market reacts positively to companies with high CEO compensation. Furthermore, they 

found that activist shareholders target large companies regardless of extreme CEO pay or 

poor governance and performance. They suggested that SoP could help to decrease 

excessive CEO compensation and develop compensation design for companies with a 

weak pay performance link, thereby maximising shareholder wealth.   

Unlike Cai and Walkling (2011), Larcker et al. (2011) found that the market reacts 

negatively to regulations that give shareholders more power to vote over executive 

compensation. They argued that executive compensation plays a significant role in 

attracting, retaining, and motivating high-quality executives to perform very well and 

therby maximise shareholder wealth. Therefore, the SoP regulation can pressure the board 

of directors and limit a firm’s ability to compensate executives in a way that increases 

firm value.  

Burns and Minnick (2013) tested whether SoP proposals help improve company 

compensation practices. In particular, they investigated how CEO compensation changes 
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after receiving the SoP proposal. They found there is an overall switch from cash pay to 

equity-based pay. They found that the total CEO compensation of SoP firms does not 

significantly change compared with that of non-SoP firms. However, they found that SoP 

firms do indeed change the mix of compensation and move from paying cash pay to more 

incentive-based pay. They also found that SoP firms have a better pay-performance link 

than non-SoP firms because they decrease bonus remunerations and increase equity 

performance-based remunerations. They concluded that SoP probably helps shareholders 

express their concerns regarding executive compensation.  

 Consistent with the proponents of SoP, Cuñat et al. (2016) estimated the effects 

of SoP on firm value and strategy. They applied a regression discontinuity design to the 

outcome of shareholders’ proposals. They found that adopting SoP leads to higher firm 

performance as earnings per share, return on assets and equity and Tobin’s Q have 

increased 1 year after shareholder voting results. They also found better productivity, as 

sales per worker increased, whereas overheads and capital expenditure have decreased 1 

year and 2 years after the votes. However, they found a limited effect of SoP on the level 

and structure of CEO pay. They concluded that the SoP rule empowers shareholders to 

monitor and motivate CEOs to provide higher performance as they can vote to reward 

(punish) CEOs for better (poor) performance.  

In keeping with the agency model, Conyon (2016) found that dissent voting is 

higher in companies with excess remuneration and poor performance and lower in 

companies with stronger boardroom governance. He found that dissent votes against 

remuneration reports is predicted by the level of executive compensation, firm 

performance, remuneration consultants and the quality of corporate governance. Finally, 

he found that the growth of executive compensation is lower in companies that have 

already received high levels of dissent voting. 

Consistent with the advocates of SoP, Balsam et al. (2016) examined the impact 
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of SoP on executive compensation. They found that affected firms reduce CEO 

remuneration and link CEO pay to firm performance. In addition, the percentage of votes 

cast on executive compensation decreases when the company reduces executive 

compensation prior to the shareholder voting session and increases when the company 

pays higher executive compensation that cannot be justified by any economic factors. 

They found that the level of dissent votes on executive pay is likely to be higher when it 

is clearly presented in the compensation discussion and analysis.  

Kimbro and Xu (2016) studied the outcomes of shareholder votes after the 

implementation of SoP. They found that companies with higher approval for shareholder 

votes are associated with lower CEO pay, better performance and return, higher CEO 

ownership, better accounting quality, lower institutional ownership, and lower return 

volatility than companies with greater SoP rejection votes. Unlike the previous findings 

that a high level of dissent votes is related to excessive CEO pay, they found that dissent 

votes are more closely associated with stocks, and stock option compensation. Perhaps 

more importantly, boards react to SoP dissent votes by decreasing the growth of executive 

pay; in return, shareholders react positively to these changes by approving CEO pay 

packages regardless of firm performance. Kimbro and Xu (2016) provided evidence to 

support that SoP, even when advisory, is an effective governance tool to address the 

potential issue of managerial power and rent extraction.  

Consistent with the SoP critics, Iliev and Vitanova (2019) used the SEC 

implementation of the rule requiring SoP and frequency votes for U.S. firms to examine 

the effect of holding a SoP vote. They found that SoP has little to no effect on the level 

or structure of executive compensation. Furthermore, they found that the market reacted 

negatively to the announcement of the unexpected two-year exemption for small firms. 

They also found that management does not change executive pay to affect the 

forthcoming outcomes of shareholders voting. They concluded that SoP rules do not 
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achieve the intended impact of decreasing CEO pay. Likewise, Armstrong, Gow, and 

Larcker (2013) concluded that shareholder votes for equity pay plans have little 

substantive effect on firms’ incentive pay policies. Thus, recent governing efforts aimed 

at strengthening shareholder voting rights, particularly in the context of executive 

compensation, may have limited effect on remuneration practices.  

3.5.3 Say-on-Pay literature of the Australian setting  
 

Over the last three decades, executive compensation has been a controversial issue 

throughout the Western world (Frydman & Jenter, 2010; Jensen et al., 2004; Kaplan, 

2013; Monem & Ng, 2013; Murphy, 1999, 2012). Due to the considerable media attention 

and public anger regarding executive pay after the corporate collapses and scandals in the 

early 2000s and the global financial crisis in 2008, Australia introduced a SoP law in 

2011, known as the ‘two-strikes’ rule (Chen et al., 2016b; Faghani et al., 2015; Monem 

& Ng, 2013). The ‘two-strikes’ rule is designed to empower firms’ shareholders to have 

a binding say or vote on executive remuneration to improve accountability and 

transparency, and therefore mitigate the agency costs caused by the separation of 

ownership and control in public firms (Bugeja et al., 2016; Chen et al., 2016b; Kent et 

al., 2016; Monem & Ng, 2013).  

Australian regulators expect that the ‘two-strikes’ rule will bring greater 

transparency regarding executive pay to hold directors accountable for monitoring 

management; therefore, managers will act in the best interests of shareholders. They also 

predict that the ‘two-strikes’ rule will engage shareholders in a dialogue about CEO pay 

and firm performance (See Appendix 4). As a result, this would make firms work harder 

to improve the alignment between pay and performance (Bugeja et al., 2016; Chen et al., 

2016b; Faghani et al., 2015; Kent et al., 2016; Monem & Ng, 2013).  

In 2011, Mr. David Bradbury, member of the Australian Parliament and the 

parliamentary secretary to the Treasure, stated that:  
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Shareholders, as the owners of a company, take on the risk of investing their 

capital and share in a company’s profits and losses, and the Gillard government 

believes they deserve more say over how the pay of company executives is set. 

(Bradbury, 2011, No. 027) 

Bradbury also emphasised that the ‘two-strikes’ rule is an internationally 

competitive system of executive remuneration that is transparent and accountable to 

shareholders” (Bradbury, 2011, No. 027). Clarkson et al. (2011) predicted that greater 

transparency and shareholder oversight over executive pay would strengthen the pay-

performance link. The authors found, as predicted, that higher remuneration disclosures 

and non-binding votes over executive pay led to greater accountability in the executive 

remuneration process and higher sensitivity of the pay-performance link.    

Critics of the ‘two-strikes’ rule have argued that giving shareholders more power 

would have negative effects on the dynamics of the corporate environment and the 

balance of a firm’s decision-making process. They have also argued that the ‘two-strikes’ 

rule would accomplish little and force boards to expand significant time, effort, and 

resources to deal with the regulation (Ekwegh, 2012). In 2010, Tim Sheehy, Chief 

Executive of Chartered Secretaries Australia (CSA), notes that the ‘two-strikes’ rule 

would disenfranchise rather than empower shareholders. Similarly, in 2012, Mr. John 

Colvin, CEO of the AICD, warned that the ‘two-strikes’ rule would be ‘wreaking havoc’ 

and be a ‘new destabilizing force’ because shareholders might misuse their votes out of 

ulterior motives, and therefore board stability might be at risk in Australia (The Australian 

Financial Review, 15 November, 2012; The Australian Financial Review, 10 December, 

2012).  

Monem and Ng (2013) were the first to provide some evidence of the efficacy of 

Australia’s ‘two-strikes’ rule. Using a matched-pair design, they found that the 

relationship between CEO pay and stock returns in 2011 was not significantly positive as 
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shareholders were over-enthusiastic about using their votes. However, they found that by 

2012 shareholders were using their new voting power more carefully, and that the 

relationship between CEO pay and stock returns had improved significantly. They argued 

that the threat of a ‘strike’ made CEOs work harder to tie CEO pay to performance. They 

suggested that smaller firms were more likely to face a ‘strike’ against their remuneration 

reports as they have weaker governance structures. Monem and Ng (2013) suggested that 

Australian firms need to pay more attention to enhancing the strength of the pay-

performance link in order to avoid any future ‘strike’.  

Faghani et al. (2015) examined the impact of the ‘two-strikes’ rule on CEO pay 

using recent data. Specifically, they investigated whether shareholders voting against the 

directors’ remuneration reports have any consequences on the level and structure of 

directors’ remuneration. They found that a reduction in the shareholder voting dissent 

level is significantly and positively correlated with a reduction in executive compensation 

in the year following the ‘first strike’. They suggested that giving shareholders more 

power through binding votes would have positive effects on CEO compensation and 

result in a greater alignment of interests between shareholders and CEOs.  

In contrast to the previous study, Bugeja et al. (2016) tested the effect of the ‘two-

strikes’ rule on CEO pay and on the link between CEO pay and firm performance. They 

also examined whether boards and the market respond to a ‘strike’. They documented no 

significant pay-performance relation after the ‘first strike’, but a negative pay-

performance link following the ‘second strike’, suggesting no improvement following the 

‘first strike’ and a worse alignment of interests between managers and shareholders 

following the ‘second strike’. They also suggested that the Australian market regards a 

‘strike’ as a value-destroying sign, as evidenced by the resulting negative market reaction 

and lower firm valuation. Finally, they found that the likelihood of CEO turnover is 

associated with a ‘first strike’. 
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 In keeping with opponents of the ‘two-strikes’ rule, Grosse et al. (2017) argued 

that the ‘two-strikes’ rule can be an ineffective governance tool because shareholders do 

not target the excessive remuneration reports, suggesting that shareholders instead are 

expressing general dissatisfaction with the corporate performance or direction. They 

investigated 237 ASX-listed firms that received a ‘strike’ against their remuneration 

reports in 2011 or 2012. They found no relationship between a ‘strike’ and any measure 

of executive compensation (salary, bonus, equity, total or ‘excess’). They suggested that 

shareholders pay more attention to sustained poor performance than excessive CEO 

compensation. 

 Borthwick et al. (2018) found that the level of CEO pay is a positive predictor of 

shareholder dissent and the incidence of the ‘strike’ has moderated CEO pay under the 

binding SoP rule relative to the non-binding regime. Their findings suggest that 

Australian market responded favourably to the introduction of the ‘two-strikes’ rule and 

negatively to the ‘strike’ instances after its introduction. While they analysed only the 

largest listed firms that are members of the ASX 300 index, this thesis includes companies 

that sit outside of the largest 300 during the period 2004–16 which captures both CLERP9 

regime and the ‘two-strikes’ rule. Therefore, the sample firms in Borthwick et al. (2018) 

are much larger and financially much more successful than the sample firms in this thesis. 

 Atif et al. (2019) examined the effect of the ‘two-strikes’ rule on CEO 

compensation and its spill-over effect on cash holdings to better understand how the new 

legislation affects the principal–agent relationship. Using a sample of ASX top 300 firms 

from 2004 to 2015, they found that the Act leads to more use of equity-based 

compensation. They also documented that, after the introduction of the ‘two-strikes’ rule, 

CEO equity-based and total compensations are negatively related with cash holdings, i.e., 

more equity and total compensations lead to lower cash holdings (a spill-over effect). 
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 Faghani and Gyapong (2019) examined what firm characteristics are correlated 

with the occurrence of the ‘first strike’. Using a sample of 233 first strike firms and 233 

control firms between 2011 and 2013, they found that smaller firms with greater executive 

remuneration, weaker corporate governance, and lower ownership concentration are more 

likely to receive a ‘first strike’ against their remuneration reports. They also found that, 

unlike U.S. shareholders, Australian shareholders are not sophisticated enough to 

understand the structure of executive compensation. They argued that Australian 

shareholders do not appear to be experienced in using a ‘first strike’ against the 

remuneration report as they cast dissenting votes against both the ‘normal’ remuneration 

and ‘excessive’ compensation. 

Recently, Liang et al. (2020) undertook an experiment to explore shareholder 

voting behaviour when the pay-performance link is weak or strong. They found that 

shareholders’ voting behaviour is positively affected by a strong pay-performance link. 

They manipulated the pay-performance link at two levels (strong and weak) as well as 

the ‘first strike’ at two levels (yes and no). Furthermore, they used student participants as 

their sample who were not voting for or against an actual remuneration reports, nor were 

they investing their own wealth. Their research design and collection and analyse of the 

data were not consistent with the academic literature on the pay-performance relation. 

The pay-performance link is typically estimated with two common measurements: pay-

performance sensitivity and pay-performance elasticity (Coughlan & Schmidt, 1985; 

Hubbard & Palia, 1995; Izan et al., 1998; Murphy, 1985, 1999; Sun et al., 2013; Tosi et 

al., 2000). 

Unlike previous studies that examined only the short run effect of the occurrence 

of a ‘strike’ on the executive pay (Faghani & Gyapong, 2019; Faghani et al., 2015; Grosse 

et al., 2017; Monem & Ng, 2013), this thesis investigates the long run impact of the ‘first 

strike’ on the pay-performance link. Furthermore, this study investigates whether 
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Australian shareholders target firms with weaker pay-performance link. Second, this 

thesis is more rigorous than previous studies in this area that manipulated the pay-

performance link and used student participants as their sample who were not voting for 

or against an actual remuneration reports, nor were they investing their own wealth (Liang 

et al., 2020), this study conducts both sensitivity and elasticity analysis of changes in CEO 

wealth to changes in shareholder wealth.  

While Borthwick et al. (2018) analysed only the largest listed firms that are 

members of the ASX 300 index, this thesis includes companies that sit outside of the 

largest 300 during the period 2004–16 which captures both CLERP9 regime and the ‘two-

strikes’ rule. Therefore, the sample firms in Borthwick et al. (2018) are much larger and 

financially much more successful than the sample firms in this thesis. Furthermore, this 

research conducts both propensity score matching (PSM) as well a matched-pair design 

in a three-way matching strategy: financial year, GICS-based economic-sector 

classification, and firm size. Finally, unlike previous studies that examined the impact of 

the ‘strike’ on cash holdings (Atif et al., 2019) or stock market (Borthwick et al., 2018; 

Bugeja et al., 2016), this thesis investigates how auditors respond to the incidence of a ‘ 

first strike’. 

3.5.4 Say-on-Pay literature around the world 
 

Say-on-Pay votes are essential to corporate governance since they can potentially 

give owners a stronger voice and promote shareholder activism, and thus affect the level 

and structure of executive compensation. Some researchers have investigated why SoP 

rules have been widely adopted and how effective they are. For example, Thomas and 

van der Elst (2015) provided an overview of the current state of SoP in the United States, 

United Kingdom, Belgium, France, Germany, Sweden, and the Netherlands. They 

detailed the experiences of SoP in these countries to develop a set of explanatory factors 
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for why SoP rules have been enacted, or seems likely to be implemented in other nations. 

Their research also predicted the future of SoP around the world.  

Correa and Lel (2016) examined the impacts of SoP laws on executive 

compensation and firm valuation by using a large sample of 90,000 firm-year 

observations from 38 countries. They found robust evidence that SoP rules are correlated 

with a decrease in CEO pay growth rates and pay inequality among top managements. 

Perhaps more importantly, they found that SoP rules are correlated with higher pay-

performance link sensitivity and a better firm value. They concluded that SoP rules 

worldwide have triggered important changes in executive pay policies and firm valuation. 

It is significant to determine which factors lead to shareholder dissent voting. A 

few papers have examined the determinants of voting dissent (Goranova & Ryan, 2014; 

Hillman, Shropshire, Certo, Dalton, & Dalton, 2011; Yermack, 2010). Cucari (2019) 

investigated combinations of board structure and other firm characteristics that allow 

companies to reach high levels of SoP voting. Using fuzzy-set qualitative comparative 

analysis and the data from 51 listed companies in three different countries (Italy, France 

and Spain), he contributed to theory by identifying how board structure can affect 

shareholder voting outcome and found four different causal paths that lead to high voting 

dissent.  

Obermann and Velte (2018) has performed a systematic literature review analysis 

to synthesise and discuss the determinants and consequences of shareholder activism 

related to director remuneration and SoP votes. They reviewed 71 empirical articles 

published between 1995 and 2017. They identified the five most significant factors that 

are examined in the shareholder activism and SoP the literature: firm characteristics, 

corporate governance attributes, the level and structure of CEO pay, shareholder structure 

and stakeholders. They revealed that the key assumptions of agency theory for both 

managers and shareholders are always consistent with recent empirical evidence. They 
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stated that the behavioural aspects and non-financial interests have a significant effect on 

executive compensation and SoP votes; therefore, they strongly recommended integrating 

them into the existing research in the future.  

With the U.K. Directors’ Remuneration Act and the U.S. Dodd-Frank Act, a 

decent amount of research has examined SoP votes in countries where they are legally 

mandatory. In contrast, little is known about countries such as Germany or Canada, both 

of which operate in a voluntary SoP system. In a voluntary SOP system, the firms’ 

managers can decide whether to sponsor a vote or not, and it is unclear how this decision 

and the subsequent voting dissent is influenced by firm performance. Obermann (2020) 

analysed a hand-collected sample from Germany covering 1746 annual general meetings 

that took place between 2010 and 2016. They indicated that voting likelihood is positively 

associated with the relative market value for a firm as long as the firm meets or beats 

analyst earnings forecasts and is negatively associated with free cash flow when the firm 

fails to meet forecasts. They emphasised the importance of financial performance for SOP 

voting likelihood and voting dissent. 

In contrast to the previous research, Lozano-Reina and Sánchez-Marín (2020) 

performed an extensive systematic literature review of 44 published articles on SoP 

between 2010 and 2018. They aimed to explore the understanding of SoP efficiency as a 

mechanism of governance by identifying and synthesising issues of methodologies, 

theoretical frameworks, and conceptualisation. Based on their review, they suggested that 

policy makers continue working to improve their normative and legislation regarding 

corporate governance and remuneration designs. They also suggested that SoP 

effectiveness can be more strongly influenced by the strength of corporate governance 

systems than SoP legislation. They concluded that the evidence is not clear on the 

necessity of strengthening the non-binding shareholder vote; thus, they strongly 

recommended to waiting until future research shows more certain findings in this sense. 
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3.6 Auditors’ Responses  
 

Audit services are required as a monitoring tool to mitigate the effects of conflicts 

of interest between managers and shareholders (Benston, 1985a; Watts, 1977). The 

importance of audit services is partly determined by the perception of the users of the 

audited financial statements, and this perception of the users is based on the ability of the 

auditor to identify accounting errors, breaches of controls in accounting systems, and 

transparency in disclosing the identified errors and breaches (DeAngelo, 1981b). 

Therefore, the level of confidence in audited accounting information is based on the level 

of trust that the users have in the auditor. If the users of the audited financial statements 

have a high level of trust in the auditor, they are likely to have a high level of confidence 

in the audited financial statements and be able to make a critical professional judgment 

(Simunic, 1980).  

Audit firms should consider engagement risk and must evaluate entity business 

risk, auditor business risk and audit risk, as well as the integrity of the organisation, before 

accepting an auditing job or continuing to serve the client (Ethridge, Marsh, & Revelt, 

2007). The auditor may not serve the client if the engagement risk is thought to be too 

high relative to the audit fees. If the auditor agrees to serve the client, he or she should 

continue to monitor engagement risk and react accordingly. In general, the extent 

of audit procedures increases as the risk of audit and business environments increases: for 

example, when the auditor increases sample sizes or performs substantive analytical 

procedures at a more detailed level in response to the assessed risk of material 

misstatement due to fraud (Carcello, Hermanson, Neal, & Riley, 2002).  

Burke et al. (2019) found that auditors respond to negative media coverage of 

their clients’ environmental, social and governance practices. In particular, they found 

that client negative media coverage of a client is positively associated with the audit fees 

and the likelihood auditor resignation. In fact, their analyses revealed that auditors 
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respond to information provided by a wide variety of media sources, including social 

media and blogs, which are generally not represented in the extant accounting literature. 

Guo et al. (2020) found firms that are targeted by activist shareholder5 tend to pay higher 

audit fees and also will be more likely to receive adverse internal control opinions and 

first‐time going-concern opinions, suggesting that the public scrutiny associated with 

activism campaigns intensifies auditors’ concerns about litigation risk and reputational 

damage. 

3.6.1 Audit fees  
 

A fee a firm pays an external auditor in exchange for performing an audit, in 

accordance with specific rules, of their financial statements that are released to the public. 

Since 1980, many studies have identified the factors influencing audit fees. Firm size and 

complexity are identified as the main factors that determine the audit fees charged to 

clients (Haskins & Williams, 1988; Hassan & Naser, 2013; Hay, Knechel, & Wong, 2006; 

Kwon, Lim, & Simnett, 2014; Whisenant, Sankaraguruswamy, & Raghunandan, 2003). 

Other studies have reported increased audit fees for large audit firms in the industry 

(Palmrose, 1986b; Thinggaard & Kiertzner, 2008), presumably because such firms have 

better reputations and more complexity of their operation. 

Theoretically, internal control deficiencies lead to an increase in audit fees. Hogan 

and Wilkins (2008) investigated how auditors respond to a higher level of control risk. 

They found that firms with weak internal control systems are more likely to be charged 

higher audit fees than firms with stronger internal control systems. Another study by 

Munsif, Raghunandan, Rama, and Singhvi (2011) on companies that had improved their 

internal controls showed a strong negative relationship between audit fees and internal 

controls. They found that audit fees for companies that have reported major 

 
5 An activist shareholder is one who uses an equity stake in a corporation to put pressure on its management. A fairly small stake 

(less than 10% of outstanding shares) may be enough to launch a successful campaign. 
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improvements in internal controls are significantly lesser than those in companies that 

continue to report material weaknesses in internal control. In keeping with the previous 

findings, Felix Jr and Gramling (2001) showed that a greater contribution made by an 

internal audit leads to a decrease in the cost of audit fees. 

Prior studies found that the relationship between corporate governance structure 

and audit fees is not convergent (Hay, Knechel, & Ling, 2008). Some studies found that 

companies with better corporate governance reduce their control risk, and therefore they 

incur lower audit fees (Bedard & Johnstone, 2004; Chung & Wynn, 2014; Griffin, Lont, 

& Sun, 2008). Other studies, however, have found that firms with stronger corporate 

governance structures require a higher-quality audit, and therefore they pay significantly 

higher audit fees (Carcello et al., 2002; Goodwin‐Stewart & Kent, 2006). Consistent with 

the demand approach of audit services, Haniffa, Yatim, Kent, and Clarkson (2006) found 

that external audit fees are significantly and positively associated with board 

independence, audit committee expertise, and the frequency of audit committee meetings, 

suggesting that companies with better corporate governance request a higher-quality audit 

and subsequently incur a higher cost in audit fees.  

Prior research has not only focused on the relationship between corporate 

governance structure and audit fees, but also on other factors that determine the audit fees 

charged to clients (Hay et al., 2006). Studies on audit fees have shown that the audit fee 

is positively related to the inherent risk (Simunic, 1980; Stice, 1991), leverage (Gist, 

1994; Whisenant et al., 2003; Zaman, Hudaib, & Haniffa, 2011), losses (Hogan & 

Wilkins, 2008) ownership structure, (O’sullivan, 2000), type of industry (Hassan & 

Naser, 2013; Pearson & Trompeter, 1994; Turpen, 1990), and auditor quality (Choi, Kim, 

Liu, & Simunic, 2008; Francis, 1984; Palmrose, 1986a). However, previous studies have 

found that profitability (ROA) and liquidity are negatively related to audit fees (Hay et 

al., 2006; Hogan & Wilkins, 2008; Whisenant et al., 2003). Bedard and Johnstone (2004) 
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found that earnings manipulation risk is positively related to auditors’ planning and 

pricing decisions, suggesting that auditors assess situations involving an aggressive 

earning management. 

Gul (2006) investigated how auditors respond to political connection and 

cronyism in Malaysia. He argued that there will be a greater increase in the risk of material 

misstatement for politically connected firms than for politically non-connected firms as a 

result of the Asian financial crisis, because the Malaysian government could not provide 

protection or support for these firms during the crisis. As predicted, he found that 

politically connected firms incur higher audit fees than non-politically connected firms, 

as result of the perceived higher risk and higher audit effort by the auditor.  

Bordere et al. (2015) examined a sample of 36 firms that received a majority of 

dissent shareholder votes on their executive compensation plans. Relative to a control 

sample, the 36 rejected firm samples tended to have weaker internal controls, as well as 

greater increases in audit fees in the year before the vote, suggesting that rejected firms 

tend to have higher audit and business risk environments. In addition, they suggested that 

auditors should use voting as an input to their risk assessments since over half of the 

restatements occur after the SoP vote.  

 Guo et al. (2020) investigated how auditors respond to shareholder dissatisfaction 

with their clients. Their study is important because shareholder dissent votes may be 

considered by auditors as an important source to evaluate client audit and business risk. 

They found that firms that are targeted by activist shareholders tend to pay higher audit 

fees and also will be more likely to receive adverse internal control opinions and first‐

time going concern opinions, suggesting that the public scrutiny associated with activism 

campaigns intensifies auditors’ concerns about litigation risk and reputational damage. 

Furthermore, they found that activism targets are more likely to experience accounting‐

related lawsuits, suggesting that activism campaigns spur auditor to perform a careful 



 80 

investigation into the complete financial picture of a company. However, they suggested 

that activism campaigns increase the possibility of negative consequences that may not 

be fully predicted by activist shareholders.  

3.6.2 Auditor switches  
 

Auditor switching has attracted attention from investors, regulators, and academic 

for decades, in specific, because companies that switch auditors are considered as higher 

risk (Stefaniak, Robertson, & Houston, 2009). Even though some firms may switch 

auditors for legitimate reasons (e.g. a fee or service), the stakeholders may never 

recognise the real motive for the engagement’s termination because it is rarely disclosed 

in financial statements (Hossain, Mitra, & Rezaee, 2014; Wells & Loudder, 1997). 

Therefore, stakeholders should find the underlying reason for the auditor switch from 

other sources of information, such as the characteristics of the resignation event. 

Furthermore, it is significant that auditors and investors understand other factors that can 

help in detecting the real reason around for the termination event (Her, Howard, & Son, 

2019). 

Investors and creditors who rely on audited financial statements and subsequently 

suffer financial losses may view a lawsuit against the auditor as indicating of audit failure 

or as a form of auditor reporting error (Carey, Geiger, & O'Connell, 2008; Stice, 1991). 

Although auditor litigation risk is considered as a dominant explanation for auditor 

resignations (Bedard & Johnstone, 2004; Choi, Jeon, & Park, 2004; Krishnan & Krishnan, 

1997; Landsman, Nelson, & Rountree, 2009; Rama & Read, 2006; Shu, 2000; Simunic 

& Stein, 1996), audit risk and business risk could also trigger auditor resignation 

(Catanach, Irving, Perry Williams, & Walker, 2011; Ghosh & Tang, 2015). Lee, Mande, 

and Ortman (2004) found that the likelihood of an auditor resignation is negatively 

associated with the strength of client corporate governance. Prior studies also provide 

empirical evidence that clients switch auditors after a qualified report (Habib, 2013; 
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Stefaniak et al., 2009). Ettredge, Scholz, and Li (2007) found that auditors dismissals are 

associated with smaller companies, companies with going-concern reports, companies 

with higher audit fees, and companies with weaker internal control.  

Her et al. (2019) examined whether the timing of auditor terminations signals the 

riskiness of client firms. Using a large sample of auditor switches during 2003–14 and 

conducting univariates tests and regression analyses, they classified auditor switches 

occurring after the audit report date but before the shareholders’ meeting as ‘planned’ 

resignations and auditor termination that happen outside of this window are classified as 

‘sudden’ switches. They found that client risk factors are more strongly associated with 

sudden terminations than planned ones. They also found that sudden terminations 

occurred as a result of auditor resignation rather than a client dismissal. Finally, they 

found that internal control weaknesses, future delisting and worse firm performance are 

more strongly associated with sudden terminations than planned ones. 

3.6.3 Modified audit opinion  
 
  Jensen and Meckling (1976) argued that the difficulty of principals observing 

agents’ actions directly, gives rise to a moral hazard6, and an inherent conflict of interest 

between agents and principals that, in turn, leads to agency costs. Thus, the external audit 

serves as a monitoring device by ensuring credible reporting of financial statements. 

Auditors are considered to be watch‐dogs, since an external auditor can build a reputation 

only by delivering an independent confirmation of the financial reports prepared by the 

management of a company. The question of whether auditors play their independent roles 

sufficiently by delivering the appropriate audit opinions has raised public concerns.

 From an audit reporting perspective, auditors can decide to choose from among a 

number of types of audit opinions. The most common form of audit opinion is the 

 
6 Moral hazard occurs when (a) one party gets involved in a risky action knowing that the cost is covered by the other party (b) both 

parties have incomplete information about each other. 
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‘standard unqualified’ audit opinion. However, auditors also can issue modified audit 

reports conceptualised as any kind of report other than the unqualified report, including 

unqualified reports with explanatory paragraphs or going-concern opinions. In certain 

situations auditors need to provide more serious audit reports in the form of qualified 

reports, adverse reports, or disclaimer of opinion reports (Habib, 2013; Rittenberg, 

Johnstone, & Gramling, 2010).       

 Stakeholders have often blamed auditors for not providing early warning signals 

of impending client failure (Carey et al., 2008). Auditors are responsible for issuing a 

modified audit opinion in light of a number of factors, including uncertainty about the 

entity’s ability to continue as a going concern (Habib, 2013; Kaplan & Williams, 2012). 

Prior research shows that auditors’ propensity to issue modified audit opinion is 

positively related to variables representing business risks, e.g., firm loss, firm leverage, 

default status, and the probability of bankruptcy (Chen & Church, 1992; Habib, 2013; 

Kaplan & Williams, 2012; Louwers, 1998). However, the modified audit opinion is 

negatively related to corporate governance (Ballesta & Garcia-Meca, 2005; Farinha & 

Viana, 2009), firm size (Chen & Church, 1992; DeAngelo, 1981a; McKeown, Mutchler, 

& Hopwood, 1991) , and firm performance (Dodd, Dopuch, Holthausen, & Leftwich, 

1984).  

The auditor has a responsibility to evaluate whether relevant events and conditions 

may exist that cast substantial doubt on the firm’s ability to continue as a going concern 

(Carson et al., 2012). Therefore, another important factor that auditors should use as an 

input in their risk-assessments procedures is when a company receive a majority of 

dissenting SoP votes against their executive compensation plan. Bordere et al. (2015) 

examined what SoP indicates about audit risk. They investigated a sample of companies 

that received a majority of dissenting SoP votes against their executive pay proposal in 

2011. They found that, relative to a control group, firms with a majority of dissenting SoP 
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votes had higher CEO compensation, worse financial and market performance, and higher 

audit risk environments in the five-year period before the vote. Specifically, they found 

that rejected companies had much weaker internal control systems, poorer quality of 

financial statements and higher audits fees in the period prior to the vote. Finally, they 

suggested that auditors should use SoP voting as an input in their risk assessments. 

Likewise,  Guo et al. (2020) suggested that shareholder activism may be viewed by 

auditors as a source of increased engagement risk, thereby affecting audit outcomes. They 

found firms that are targeted by activist shareholder will be more likely to receive adverse 

internal control opinions and first‐time going concern opinions, suggesting that auditors 

become more concerned about potential reputation effects and litigation against their 

clients.  

3.7 Summary 
  
This chapter has reviewed the previous research on CEO compensation, 

components of executive pay, pay for performance, debate over pay for performance, pay 

for performance and corporate governance, pay without performance, Say-on-Pay in the 

U.K. setting, Say-on-Pay in the U.S. setting, Say-on-Pay in the Australian setting, Say-

on-Pay around the world, audit fees, auditor switches, and modified audit opinion. In 

doing so, this chapter reviewed the evidence from prior studies, identified gaps in the 

literature and showed where the research questions fit into the existing body of 

knowledge. A review of prior studies suggests that there has been very limited empirical 

research on the effect of Australia’s ‘two-strikes’ rule on the pay-performance link and 

audit outcomes. Therefore, this research extends the literature on SoP literature in general 

and the debate on whether the adoption of Australia’s ‘two-strikes’ rule, through 

strengthening shareholder voting rights on executive compensation, can effectively 

achieve its intended purposes to align the interests of management with those of 

shareholders, result in more efficient compensation contracts, and lower agency costs. 
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Chapter 4: Theoretical Framework and Hypotheses 
Development 

4.1 Introduction  
 

This chapter establishes a theoretical framework and develops hypotheses for 

conducting the research. The hypotheses are developed to investigate (1) the impact of 

the introduction of Australia’s ‘two-strikes’ rule on the pay-performance link in ‘non-

strike’ firms, (2) the impact of the incidence of the ‘first strike’ on the pay-performance 

link in the long term, and (3) the auditors’ response to the incidence of the ‘first strike’. 

Agency theory, managerial power theory, contract theory, and shareholder primacy 

theory have been used to explain the issue of executive compensation. This study also 

presents the SoP hypotheses: the interference hypothesis, the alignment hypothesis, and 

the neutral effect hypothesis.   

4.2 Agency Theory  
 

Executive compensation has been a controversial issue since the 1990s (Core et 

al., 1999; Jensen et al., 2004; Kumar & Zattoni, 2016; Larcker & Tayan, 2015; Murphy, 

1999, 2012). In the past, the people who managed a firm were also owners. However, in 

the modern form of corporations, the shareholder as the principal authorises the manager 

as the agent to manage an organisation. Thus, the separation of ownership and control has 

created agency costs caused by the separation of decision-making, risk-bearing, and 

information asymmetry (Fama & Jensen, 1983). The separation of ownership and control 

has long attracted the attention of economic philosophers—from Adam Smith, the father 

of economics, to Berle and Means, and Jensen and Meckling (Fama & Jensen, 1983). 

Adam Smith, in The Wealth of Nations, has criticised the separation of ownership and 

control in the modern form of corporations, which later in the management sciences was 

called moral hazard and shirking:  
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The directors of such companies, however, being the managers rather of other 

people’s money than their own, it cannot well be expected, that they should watch 

over it with the same anxious vigilance with which the partners in a private 

copartnery frequently watch over their own… Negligence and profusion, 

therefore, must always prevail, more or less, in the management of affairs of such 

a company. (Smith & Garnier, 1776, p. 700) 

 Smith and Stewart (1963) argued that the separation of ownership and 

management would lead to ineffective control because managers will act to maximise 

their own interests at the expense of those of corporate owners. Berle and Means (1932) 

studied the consequences of the separation of ownership and control enforced by the 

structure of corporate law in the United States in the 1930s. They indicated that as the 

number of shareholders increases, the directors’ equity in a corporation decreases. They 

also stated that directors generally generate their income by working as controllers, and 

not by investing as owners. As a result, the motivation for directors will be purely 

monetary rather than the economic value added to the company’s shareholders. Berle and 

Means (1932) suggested that greater shareholder voting rights should be supported to 

obtain more openness, communication, and accountability.  

Jensen and Meckling (1976), in ‘The Theory of the Firm’, discussed managerial 

behaviour, agency costs, and ownership structure. They indicated that if both principals 

and agents sought to maximise their own utility, then the reasonable result would be that 

the agent performs in his or her self-interest rather than in the best interests of the 

principal. However, the principal can align the interests of the agent with his or her own 

interests to reduce agency cost, by providing suitable incentives for the agent and by 

designing appropriate monitoring mechanism costs to control the inappropriate 

behaviours by the agent. Similarly, the relationship between shareholders and executives 

in corporations is clearly related to agency relationships and agency problems caused by 
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the separation of ownership and control. Jensen and Meckling (1976) concluded that 

agency costs could not be minimised to zero because the level of agency costs is based 

on different regulations and the way in which contracts between the agent and the 

principal are designed. Thus, different types of business entities or opportunities should 

be taken into account when creating a new organisational structure to align the interests 

of the agent and the principal.  

Eisenhardt (1989) indicated that agency theory is distinctive, credible, and 

empirically testable. She attempted to identify two fundamental problems in agency 

theory. The first principal-agent problem is the conflict of interests between the agent and 

the principal, which causes further difficulties and higher costs in monitoring agent 

activities. The second principal-agent problem is risk preferences (the risk-sharing 

problem), because the principal and the agent will have different behaviours towards risk; 

therefore, the agent may not be as risk-averse as the principal. Eisenhardt (1989) also 

discussed information asymmetry in short- and long-term agency relationships. 

Information asymmetry exists because the agent has more or better information about the 

tasks he or she performs than the principal does (Tosi Jr & Gomez-Mejia, 1989). 

Eisenhardt (1989) argued that information asymmetry would be worse if the principal and 

agent engaged in a short-term relationship, because the principal would not everything 

know about the agent’s behaviour.  

Agency theory raises the issue of self-interested behaviour, which is a 

fundamental problem in modern corporations; the dilemma is that when executive 

directors behave to maximise their own utility, this conflicts with the shareholders’ desire 

to maximise the firm value (Eisenhardt, 1989; Fama & Jensen, 1983; Jensen & Meckling, 

1976; Ross, 1973).  Ang, Cole, and Lin (2000) tested the determinants of agency costs 

and compare the effectiveness of companies that are managed by shareholders with those 

that are managed by outsider managers. They found that agency costs are significantly 
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greater when companies are managed by outsider rather than insider managers and that 

they differ depending on the manager’s ownership share. They also found that agency 

costs are significantly higher in firms with a greater number of non-manager shareholders. 

Agency theory is based on the viewpoint that principal (i.e., shareholders) entrust 

an agent (CEOs) to make decisions and/or take actions on behalf of the principal. Agency 

theory assumes that (1) a conflict of interest may exist between the agent and the 

principal, (2) a difficulty for principal to effectively monitor agent’s actions and decisions 

gives rise to a moral hazard, (3) agents are self-centred, as they are concerned with their 

own desires, needs, and interests, (4) agents are risk-averse, as they prefer safe options 

over risky ones and (5) agents know far more information about organisational processes 

than the principal (information asymmetry). For instance, CEOs may engage into massive 

mergers and acquisitions deals to obtain some private gain or they may intentionally 

influence the process of financial statements (aggressive earnings management) to 

increase their remuneration (Berle & Means, 1932; Jensen & Meckling, 1976). Therefore, 

the principal may incur some losses (agency costs) whenever the agent pursues goals that 

maximise their own utility. The challenge from an agency perspective is how to solve the 

principal-agent problem. 

Agency theory is clearly and deeply rooted in economics, accounting, and finance 

to explain the relationship between CEO compensation and firm performance (Murphy, 

1999). A final conclusion based on agency theory research is that agency costs can be 

reduced if CEO compensation is properly linked to firm performance or other types of 

information about activities undertaken by executives. Therefore, agency theory presents 

CEO compensation as a mechanism to align managers’ and shareholders’ interests, and 

as a remedy to overcome agency costs arising from the separation of ownership and 

control (Bosse & Phillips, 2016; Grossman & Hart, 1983; Hart, 1995; Hölmstrom, 1979; 

Jensen & Meckling, 1976; Lambert, 1983; Lazear & Rosen, 1981; Mirrlees, 1976; 
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Murphy, 1986a; Murphy & Zabojnik, 2004; Shavell, 1979; Tosi Jr & Gomez-Mejia, 

1989).  

4.3 Managerial Power Theory  
 

Managerial power theory is the most prominent and recent theory that challenges 

the assumption of optimal contracting as a solution for the agency problem. Bebchuk and 

Fried (2005) have debated that managerial power plays a significant role in the design of 

executive pay. Managerial power theory posits the absence of a relationship between 

CEO pay and firm performance; therefore, CEOs are not paid for performance (Bebchuk 

& Fried, 2005; Gümbel, 2006). Managerial power theorists argued that an optimal 

incentives contract is not an efficient tool to address the agency problem as the board of 

directors have both financial and nonfinancial incentives to favour CEOs. Thus, powerful 

CEOs control their boards of directors and they can set their own compensation which is 

not related to firm performance (Abernethy et al., 2014; Bebchuk & Fried, 2006). 

However, the main objective of managerial power theory is not to reject agency theory 

but to argue that managerial power plays a significant role in the level and design of 

executive compensation (Bebchuk & Fried, 2006; Bebchuk & Fried, 2005; Van Essen et 

al., 2015; Weisbach, 2007). 

Prior empirical evidence on managerial power theory shows that CEO pay is more 

related to CEO power, as powerful CEOs can influence the board’s decisions when 

determining their pay (Abernethy et al., 2014; Bebchuk & Fried, 2006; Bebchuk & Fried, 

2003; Choe et al., 2014; Core et al., 1999; Mangen & Magnan, 2012; Ryan & Wiggins, 

2004; Shin, 2016; Van Essen et al., 2015). Aggarwal (2008) found that some CEOs have 

the ability to extract more pay than what is dictated by the pay-performance link. Within 

the Australian context, Chalmers et al. (2006) found that while the CEOs are able to 

extract rent through bonus and options compensation, fixed salary and share-based 

compensation are reflecting a firm’s demand for a high-quality CEO. However, the 
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managerial power theory is not economically significant and does not persist beyond 1 

year. Hence, giving shareholders more power and influence by voting on the 

remuneration report might be a practical way to discipline managers and incentivise the 

board to ensure that CEOs are paid for performance.  

4.4 Contract Theory 
 
 In economics, a contract is a legally binding agreement in which two parties make 

reciprocal commitments in terms of coordinating their rights, duties, and behaviour to 

coordinate (Brousseau & Glachant, 2002). Berle and Means (1932) first discussed the 

most fundamental contractual concern by identifying potential managerial incentive 

problems arising from the separation of ownership and control. It has taken many years 

for academic and economics profession to settle the contract theory (Brousseau & 

Glachant, 2002; Rosen, 1990). The problems of contracting arise when one actor hires 

another to act on his or her behalf (Blair & Stout, 2017). Contract theory investigated how 

economic actors construct contractual arrangements, generally in the presence 

of conflicts of interests, asymmetric information, moral hazards, different risk 

preferences, and self-centeredness (Bolton & Dewatripont, 2005). Today, the design of 

optimal schemes of executive remuneration is one of the prominent applications of 

governmental policies.  

The CEO, the highest executive in a firm, is responsible for formulating a firm’s 

long-term strategy, avoiding risks facing the company, and maximising shareholder 

value. The optimal contracting approach is constructed from fundamental aspects of the 

principal-agent relationship. Agency theorists suggested using optimal incentive 

contracts where CEO compensation is linked to firm performance, because monitoring 

the CEO performance is expensive and unfeasible (Grossman & Hart, 1983; Hölmstrom, 

1979; Lambert, 1983; Mirrlees, 1976; Murphy, 1986a; Tosi Jr & Gomez-Mejia, 1989). 

Under the standard optimal contracting approach, executives are appropriately paid for 
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their performance by a board of directors to overcome agency problems arising from the 

separation of ownership and control and to align management and shareholder incentives, 

thereby maximising shareholder wealth (Bosse & Phillips, 2016; Grossman & Hart, 1983; 

Hart, 1995; Hölmstrom, 1979; Jensen & Meckling, 1976; Lambert, 1983; Lazear & 

Rosen, 1979; Mirrlees, 1976; Murphy, 1986a; Murphy & Zabojnik, 2004; Shavell, 1979; 

Tosi Jr & Gomez-Mejia, 1989). 

Boards and their remuneration committees must design and implement 

compensation plans that (1) attract executives with the experiences, skills, and 

behavioural profile required to lead their companies to achieve its highest potential, (2) 

retain these executives, so they do not leave for seeking out better opportunities and (3) 

provide incentives for managers to discourage self-interested behaviour and achieve the 

expected targets of a firm (Ellig, 2013; Johnston, 2002). Himmelberg and Hubbard (2000) 

stated that a high level of CEO compensation not only minimises agency costs but also 

helps retain high-quality CEOs in the competitive market for CEO talent. Chalmers et al. 

(2006) found that cash and share-based compensation are related to the demand for high 

quality CEOs. Conyon (2006) indicates that the main objective of an executive 

compensation plan design is to attract, retain, and motivate executives.  

In contrast to the previous model, some researchers have debated whether 

executive compensation is largely determined by market forces and whether managers’ 

incentives are affected by the managerial labour market. Fama (1980) argued that 

managers face both discipline and opportunities due to market competition, and therefore 

an efficient and competitive managerial labour market will motivate CEOs to act in the 

shareholders’ best interests. He argued that market forces alone will frequently resolve 

moral-hazard problems, because managers will be concerned about their career goals and 

reputation. Thus, there will be no need to resolve incentive problems using optimal 

contracts, since the supply and demand of labour already provide efficient implicit 
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incentive contracts. Chen (2010) found that the external labour market is an essential 

element in the determination and adjustments to executive pay. 

The spirit of the optimal contract theory is to find practical ways to motivate 

executives to take appropriate actions and maximise the wealth of their firms (Gibbons 

& Murphy, 1992). Thus, managers’ interests and incentives must be aligned with those 

of shareholders by, for example, making equity a significant part of their pay. Under 

optimal contract theory, executives are appropriately paid for performance by a board of 

directors to align management and shareholder incentives and motivate CEOs to act in 

the shareholders’ best interests. Thus, efficient compensation contracts can significantly 

mitigate agency cost, improve CEO performance, and increase shareholder value 

(Grossman & Hart, 1983; Hölmstrom, 1979; Jensen & Meckling, 1976; Lambert, 1983). 

4.5 Shareholder Primacy Theory  
 

Shareholder primacy is a theory in corporate governance that holds that 

shareholder wealth should be assigned first priority before considering the interests of 

other corporate stakeholders7, such as the society, the community, consumers, and 

employees (Armour, Deakin, & Konzelmann, 2003). Over the past few decades, the 

debate between a shareholder approach and a stakeholder approach has attracted the 

attention of many scholars of corporate law. Proponents of the shareholder approach 

stress that firms should mainly focus on increasing shareholder value while advocates of 

the stakeholder approach argued that shareholders are merely one stakeholders among 

many and that a firm’s real success is found in satisfying all its stockholders, not just 

those who profit from its shares (Smith, 2003; Tse, 2011). 

Powerful and wealthy institutional investors, having enough equity interest to 

make departure difficult, began a campaign of ‘shareholder activism’ that pressured both 

 
7 A stakeholder is any individual or group who can affect or is affected by the accomplishment of the 
firm’s strategies.  
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corporate management to adopt strategies favouring the maximisation of shareholder 

wealth as the primary purpose of a business (e.g., pay-performance link) and governments 

to create greater shareholders rights (e.g., Say-on-Pay rules; Jackson, 2011; Stathopouls 

& Voulgaris, 2016). Theoretically, proponents of the shareholder primacy theory seek to 

empower shareholders, believing that owners can monitor management’s self-dealing8 

and shirking9; therefore, the corporation ought to be governed according to their interests 

(Jackson, 2011). They support reforms that, for example, require a firm’s shareholders to 

have the right to vote on the executive compensation report.  

The measurement of firm performance has traditionally been limited to the 

satisfaction of only one stakeholder by maximising shareholder wealth (Clarkson, 1995). 

Thus, many business professionals and policymakers have stated that accounting scandals 

serves as evidence of the failure of shareholder theory (Smith, 2003). Opponents argued 

that it is not justified to respect only the interests of equity ‘investors’ as they are not the 

only group who bear a company’s potential risks. Suppliers and other groups have 

contributed to the company’s success and also suffer when the firm performs poorly 

(Hendry, 2001). Critics have also debated whether shareholder primacy encourages short-

term thinking that focuses solely on protecting the shareholders’ interests instead of 

supporting the long-term success of the firm through sustainable growth and employment 

(Clarkson, 1995; Ho, 2008). However, there is no stakeholder group that has any 

particular incentive to increase the firm’s value rather than seeking to maximise its own 

utility.  

4.6 Say-on-Pay Debate 
 

Whether to give shareholders more power to have a say (i.e., a vote) on the 

remuneration of executives has been heavily debated (Cai & Walkling, 2011; Correa & 

 
8 Self-dealing is the behaviour of an executive that consists of taking advantage of his or her position in a 
transaction and acting in his or her own interests rather than those of a shareholder in a company.  
9 Shirking is the conduct of a manager who avoids or neglects his or her duties and responsibilities. 
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Lel, 2016; Ferri & Maber, 2013). Although the SoP rule serves as a corporate governance 

tool that designed to increase shareholder power and voice, the extant literature provides 

diverse arguments regarding the effect of SoP rules, which can be categorised by three 

hypotheses: ‘negative’ (the interference hypothesis), ‘positive’ (the alignment 

hypothesis), or ‘insignificant’ (the neutral effect hypotheses; Cai & Walking, 2011).  

4.6.1 The interference hypothesis  
 

The interference ‘negative’ hypothesis argued that the SoP regulations are 

disruptive and lead to poor pay practices that might ultimately decrease shareholder 

wealth (Bainbridge, 2008; Deane, 2007). Critics debated that the SoP would distract the 

management and reduce the authority of the board. They further argued that the SoP rule 

may empower shareholders who lack the required expertise and sophistication, and 

therefore the initiatives will be divisive or driven by special interests other than 

remuneration (Bugeja et al., 2016; Cai & Walkling, 2011). Furthermore, some critics 

contend that the SoP vote would put unnecessary pressure on the board of directors to 

adopt suboptimal compensation contracts that may potentially destroy firm value. They 

predicted that the SoP will not effectively monitor compensation, and consider it to be a 

reactionary role rather than a proactive one. Specifically, they argued that shareholder 

dissatisfaction does not reflect poor remuneration design or poor management 

performance, but rather declining share price (Bainbridge, 2008; Brunarski et al., 2015; 

Cai & Walkling, 2011; Deane, 2007; Grosse et al., 2017; Kaplan, 2008; Larcker et al., 

2011; Mangen & Magnan, 2012).  

Opponents suggested that the current executive compensation practices are 

efficient, and that there is no need for additional regulation that will result in further 

failure and more rules. Larcker et al. (2011) argued that the regulation of corporate 

governance results in less efficient compensation contracts and decreases in shareholder 

value. Murphy (2013) argued that the CEO pay rules in general have been either 
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ineffective or counterproductive, typically increasing rather than decreasing agency 

problems, and leading to a host of unintended and costly consequences.  

Furthermore, opponents of SoP have argued that shareholders simply and blindly 

follow proxy advisors’ recommendations about how to vote on directors’ remuneration 

reports. Consequently, SoP would empower proxy advisors instead of shareholders and 

therefore create a potential conflict of interest may exist between a firm’s management 

and its proxy advisory firms (Choi, Fisch, & Kahan, 2010). Finally, a common complaint 

from directors is that proxy advisors have become decision-makers despite not having 

enough resources, knowledge or expertise in areas like executive compensation 

(Australian Institute of Company Directors, 2011, p.7). 

4.6.2 The alignment hypothesis 
 

The alignment ‘positive’ hypothesis argued that SoP regulations provide 

shareholders with a vote on executive compensation that increases accountability, 

transparency, and communication between the board and shareholders. Despite the 

concerns that the SoP votes would interfere, advocates argued that allowing shareholders 

to have a say in director remuneration would incentivise boards to fulfil their fiduciary 

duty and ensure that CEOs are paid for performance, and thereby maximising shareholder 

value. Therefore, the implementation of SoP rules may help reduce the agency costs 

between executives, directors, and shareholders; resulting in more efficient compensation 

contracts, better aligning owner-manager interests and improving corporate governance 

and firm performance. (Alissa, 2015; Carter & Zamora, 2009; Clarkson et al., 2011; Ferri 

& Maber, 2013; Monem & Ng, 2013). Researchers have found that an advisory vote can 

have consequences for a firm because management is more willing to start a dialogue 

with shareholders and listen to their concerns to avoid negative publicity and the 

embarrassment of a low approval vote on executive pay (Cai & Walkling, 2011; 

Grundfest, 1993). 
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4.6.3 The neutral effect hypothesis 
 

Historically, there has been little market reaction to the introduction of SoP 

legislation, as the abnormal returns surrounding a shareholder advisory vote on executive 

compensation are generally found to be insignificant in the literature (Gillan & Starks, 

2000; Karpoff, Malatesta, & Walkling, 1996; Thomas & Cotter, 2007). This may be 

because the management generally ignores the non-binding votes and shareholder 

dissatisfaction with remuneration reports even when they receive majority votes (Cai & 

Walkling, 2011). Thomas and Martin (1999) found that shareholder proposals do not have 

a significant influence on executive remuneration. Conyon and Sadler (2010) examined 

the effect of shareholder votes on directors’ remuneration reports between 2002 and 2007. 

They debated that shareholder voting is not an effective mechanism for reducing 

excessive CEO compensation. Furthermore, they argued that SoP in general has a limited 

effect on the design and level of executive pay. In Australia, it seems that firms ignore 

the non-binding votes and shareholder dissatisfaction with remuneration reports under 

the CLERP9 Act (Grosse et al., 2017; Monem & Ng, 2013). However, the ‘two-strikes’ 

rule has predictable consequences for Australian firms, as a firm’s entire board can face 

re-election if a minority of shareholders disagree with remuneration report for two 

consecutive years.  

4.7 Research Hypotheses  
 

4.7.1 The pay-performance link before and after the introduction of the ‘two-

strikes’ rule 

The relationship between CEO remuneration and firm performance has been 

extensively studied over the last three decades (Coughlan & Schmidt, 1985; Hubbard & 

Palia, 1995; Murphy, 1985, 1999). Although some studies have found no evidence of a 

relationship between executive compensation and firm performance due to the 

managerial power over the board of directors (Bebchuk & Fried, 2005; Benston, 1985b; 

Hill & Phan, 1991; Kerr & Bettis, 1987), the international empirical evidence is largely 
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consistent with the agency theory where executive compensation is significantly and 

positively linked to firm performance (Merhebi et al., 2006). However, evidence is mixed 

regarding the strength of the relation between CEO pay and firm performance. Jensen and 

Murphy (1990b) argued that the pay-performance relation is weak as CEOs received only 

$3.25 for every $1000 increase in shareholder wealth. Other research evidence suggests 

that the pay-performance relationship has increased sharply since 1980 due to increases 

in stock option grants (Hall & Liebman, 1998; Kato & Long, 2006; Perry & Zenner, 2001; 

Zhou, 2000). One possible explanation for these mixed results is that they reflect a failure 

to test the confounding effect of a number of contingencies on the pay-performance link 

(Hill & Phan, 1991).  

In Australia, the early studies on the pay-performance link have found either a 

negative or insignificant relationship (Fleming & Stellios, 2002; Harris & Ramsay, 1994; 

Izan et al., 1998; O'Neill & Iob, 1999), potentially due to the absence of corporate 

governance principles and the low level of pay disclosure before 2004 (Clarkson et al., 

2011). However, after Australia’s introduction of the ‘non-binding’ shareholders votes 

under CLERP9 Act in 2004, there was a positive trend in the pay-performance link 

(Clarkson et al., 2011; Merhebi et al., 2006; Schultz et al., 2013). As Australia moved 

from the ‘non-binding’ shareholder votes to the binding ‘two-strikes’ rule with definite 

consequences, only a limited number of studies have examined the pay-performance link. 

For example, Monem and Ng (2013) reported no significant pay-performance relation in 

the ‘first strike’ firms in 2011, but  pay-performance link was positive and significant in 

the following year (2012) in those firms that avoided the ‘second strike’. Bugeja et al. 

(2016) documented no significant pay-performance relation after the ‘first strike’, but a 

negative pay-performance link following the ‘second strike’, suggesting no improvement 

following the ‘first strike’ and  a worse alignment of interests between managers and 

shareholders following the ‘second strike’. Grosse et al. (2017) argued that the ‘two-
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strikes’ rule may be ineffective because Australian shareholders seem to use the ‘strike’ 

as a vote against sustained poor performance instead of a poor pay-performance link. 

They further suggested that  the ‘two-strikes’ rule may have had the unintended 

consequence of reducing executive compensation, rather than targeting excessive 

remuneration. Faghani and Gyapong (2019) suggested that Australian shareholders may 

lack the expertise or sophistication necessary to understand the structure of CEO 

compensation. Therefore, it can be argued that the ‘two-strikes’ rule may put undue 

pressure the board of directors to lean towards the unintended consequence of decreasing 

executive wealth, rather than specifically improving the pay-performance link.  

The ‘shareholder primacy theory’ would explain firm behaviour after the 

implementation of the ‘two strikes’ rule. Specifically, the ‘two strikes’ rule has given 

enormous power to shareholders, specifically minority shareholders as only 25% of the 

votes on the remuneration report need to disapprove the report. Since the implementation 

of the ‘two-strikes’ rule, any firm is potentially a target for a ‘first strike’. This is so 

because there is no collective definitive view of the shareholders about the remuneration 

report until the AGM takes place. For each firm that has not received a ‘strike’ in the past 

(a ‘non-strike’ firm), each new AGM can inflict a ‘strike’ on the firm. This is a real fear 

for all ‘non-strike’ firms. Moreover, a ‘first strike’ can itself bring a firm under a negative 

spotlight. In the first place, it constitutes a bad media publicity in itself. Further, it can be 

viewed as a reprimand of the board’s poor corporate governance practices. It can suggest 

the presence of high agency costs in the firm signalling other potential problems to 

shareholders, lenders, and auditors. Regulators might also take an interest in the firm to 

have a closer scrutiny of its governance practice. Thus, all things considered, most firms 

listed on the ASX might have taken the pre-emptive measure of avoiding a ‘first strike’ 

by significantly reducing CEO compensation while improving firm performance. This 

should have created a negative relationship between CEO pay and firm performance 
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among the ASX-listed firms after the implementation of the ‘two-strikes’ rule. Formally, 

this thesis states the following hypothesis: 

H1: There is a negative association between changes in CEO compensation and 

changes in firm performance among the ‘non-strike’ firms after the 

implementation of the ‘two-strikes’ rule.  

4.7.2 The long run pay-performance link following the ‘first strike’  
 

Critics of SoP regulations argue that allowing shareholders to vote on executive 

pay may empower shareholders, who lack the required expertise and sophistication, to 

abuse their voting rights and place unwarranted pressure on the board of directors so that 

the board adopts a suboptimal compensation contract  (Bainbridge, 2008; Brunarski et 

al., 2015; Deane, 2007; Kaplan, 2008; Mangen & Magnan, 2012). Larcker et al. (2011) 

argued that executive pay regulation in general  results in less-efficient contracts and 

decreases shareholder value, as it limits a board’s ability to motivate, attract, or retain 

high-quality executives. Murphy (2013) argued that the CEO pay rules in general have 

been either ineffective or counterproductive, typically increasing rather than decreasing 

agency problems, and leading to a host of unintended and costly consequences. Bugeja 

et al. (2016) found no improvement in the alignment between CEO wealth and 

shareholder wealth after the ‘first strike’ but did find that the alignment of interests 

between shareholders and executives becomes worse after the ‘second strike’.  

Following the ‘first strike’, again, the ‘shareholder primacy theory’ would explain 

firm behaviour as shareholder concerns would be the primary focus of the board and the 

management. Thus, the board and the management would try to appease shareholders by 

improving firm performance and value. Therefore, given the threat of removing boards 

under the ‘two-strikes’ rule and the costly negative consequences of the ‘strike’ for 

directors and firms this research argues that boards would be under pressure from 

unsophisticated minority shareholders, and thus respond to the ‘first strike’ by reducing 
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the level of CEO pay rather than improving the pay-performance link in the long-run in 

order to win shareholder votes and avoid another ‘strike’ in the future. The previous 

discussion leads to the following hypothesis:  

H2: After the first strike, pay-performance sensitivity and elasticity among the 

‘first strike’ firms will be significantly negative in the long run. 

4.7.3 The pay-performance link in the year of the ‘first strike’ 
 

One of the criticisms raised against giving shareholders the right to vote on the 

remuneration of executives is the possibility that shareholders may not have the 

proficiency or understanding to identify the problem with CEO pay (Bugeja et al., 2016; 

Cai & Walkling, 2011; Grosse et al., 2017). Prior research in Australia found that 

shareholders may lack the sophistication in distinguishing between ‘justifiable’ and 

‘unjustifiable’ pay. Grosse et al. (2017) found that Australian shareholders seem to use 

the ‘strike’ to vote against sustained poor performance rather than targeting excessive 

remuneration. Faghani and Gyapong (2019) suggested that Australian shareholders may 

lack the expertise or sophistication necessary to understand the structure of CEO 

compensation. Therefore, if the Australian shareholders do not have the knowledge and 

ability to analyse the structure of executive compensation, it can be argued that they may 

focus more on how much executives are paid rather than how they are paid (i.e., the pay-

performance link). This focus on the magnitude of pay rather than pay structure is likely 

to motivate shareholders to vote against the magnitude without considering whether such 

pay is justified. This potentially can lead to no significant relationship between pay and 

performance for the ‘first strike’ firms in the year of the strike. 

The ‘two strikes’ rule gives shareholders an opportunity voice their concerns 

whether they believe executive pay including CEO pay is excessive in the firm. Thus, a 

‘first strike’ may indicate the presence of high agency costs in the firm. Specifically, the 

agency theory predicts that weak monitoring may lead to higher agency costs which may 
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manifest in high CEO pay. Empirically, Core at al. (1999) provide evidence that CEO 

pay is higher in firms with higher agency costs. Similarly, managerial power theory 

predicts that powerful CEOs can control the board of directors and set their own pay. 

Thus, both theories would predict that, in a sample of ‘first-strike’ firms, CEO pay would 

be very high relative to firm performance, thus creating a weak or no pay-performance 

link between the two in the year of the ‘first strike’.  The discussion leads to the following 

hypothesis: 

H3: CEO Pay is not related to firm performance for ‘first strike’ firms in the year 

of strike. 

4.7.4 Auditors’ response to the incidence of the ‘first strike’ 
 
4.7.4.1 Audit fees after the incidence of receiving the ‘first strike’ 
 

Consistent with the view that the market considers shareholder dissent votes as an 

indication of poor corporate governance (Bebchuk & Cohen, 2005; Cai, Garner, & 

Walkling, 2009; Cremers & Nair, 2005), Bugeja et al. (2016) found that the Australian 

market considers the ‘strike’ as a value-destroying signal as well as a sign of poor 

corporate governance and poor  firm performance. Furthermore, prior studies have argued 

that boards interpret shareholders’ dissatisfaction with remuneration reports as a loss of 

confidence in their CEO (Alissa, 2015; Bugeja et al., 2016; Cuñat et al., 2016). Therefore, 

it is likely that auditors will interpret the incidence of a ‘strike’ as a warning signal  for 

revising their  audit risk assessments. Guo et al. (2020) found that clients subject to 

shareholder activism pay significantly higher audit fees and are more likely to receive 

both adverse internal control opinions and going concern opinions. They also found that 

companies targeted by activists are more likely to be named in accounting-based lawsuits 

in the following year. Their results support the notion that shareholder activism affects 

auditor behaviour by expanding their efforts and/or increasing their assessments of 

potential reputation and litigation risk.  
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Given that the external auditors play a significant role in monitoring (agency 

theory) managerial behaviour and enhancing the quality of financial statements 

(DeAngelo, 1981b; Jensen & Meckling, 1976), the incidence of receiving a ‘strike’ and 

the threat of removing the boards in a very public way should raise a red flag and send a 

clear signal to auditors to expend relatively more efforts because a ‘strike’ firm may have 

more agency problems and higher business and audit risks. Moreover, given the costly 

negative consequences of the ‘strike’ on directors and firms, it is likely that the incidence 

of a ‘strike’ could potentially put extra pressure on management to misstate financial 

statements in order to avoid another ‘strike’ in the future. Bordere et al. (2015) found that 

U.S. firms that received a majority of shareholders’ dissatisfaction with the executive pay 

plan had more restatements, weaker internal controls, and higher audit fees, suggesting 

that dissenting SoP votes raised some warning signals about the quality of financial 

reporting and the risky audit environment. Therefore, in this situation, auditors are 

expected to raise a key audit red flag and charge higher audit fees. This is so because they 

are likely to perform more audit work for collecting sufficient evidence in order to render 

an appropriate opinion of ‘strike’ firms. If the above argument holds, receiving a ‘first 

strike’ against a company’s remuneration report would increase the audit fees. The above 

discussion leads to the following hypothesis:   

H4: The incidence of a ‘first strike’ is positively correlated with an increase in 

audit fees in the following year.  

4.7.4.2 Auditor switches after the incidence of receiving the ‘first strike’ 
 

Based on the agency theory, audit services are required as a monitoring tool to 

mitigate the effects of conflicts of interest between managers and shareholders (Benston, 

1985a; Watts, 1977). Investors and creditors who rely on audited financial statements and 

subsequently suffer financial losses may view a lawsuit against the auditor as an 

indication of  an audit failure or as a form of auditor reporting error (Carey et al., 2008; 
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Stice, 1991). Although auditor litigation risk is considered as a dominant explanation for 

auditor resignations (Bedard & Johnstone, 2004; Choi et al., 2004; Krishnan & Krishnan, 

1997; Landsman et al., 2009; Rama & Read, 2006; Shu, 2000; Simunic & Stein, 1996), 

audit risk and business risk could also trigger auditor resignation (Catanach et al., 2011; 

Ghosh & Tang, 2015). Lee et al. (2004) found that the likelihood of an auditor resignation 

is negatively associated with the strength of client corporate governance. Prior studies  

also provided empirical evidence that clients switch auditors after a qualified report 

(Habib, 2013; Stefaniak et al., 2009). Ettredge et al. (2007) found that auditor dismissals 

are related to smaller companies, companies with going-concern reports, companies with 

higher audit fees, and companies with weaker internal control. Given that the incidence 

of a ‘first strike’ may raise concerns about the audit and business risks and the quality of 

internal control and corporate governance, it is likely that the auditor of a ‘strike’ 

company would face relatively higher levels of litigation risk. Therefore, it is likely that 

the incidence of a ‘strike’ may lead to auditor switches (resignation or dismissal) in the 

following year. If the above argument holds, a ‘strike’ against a company’s remuneration 

report would increase the likelihood of auditor switches in the following year. The above 

discussion leads to the following hypothesis:   

H5: The incidence of a ‘first strike’ is positively correlated with the auditor 

switches in the following year.  

4.7.4.3 Modified audit opinions after the incidence of receiving the ‘first strike’  
  

Based on the agency theory, an external audit exists as a monitoring mechanism 

for principals to gain an independent and reliable opinion on the financial statements 

provided by the agent (Jensen & Meckling, 1976). From an audit reporting perspective, 

auditors can decide to choose from among a number of types of audit opinions. The most 

common form of audit opinion is the ‘standard unqualified’ audit opinion. However, 

auditors also can issue modified audit reports conceptualised as any report other than the 
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unqualified report, including unqualified reports with explanatory paragraphs or going-

concern opinions. In certain situations auditors need to provide more serious audit reports 

in the form of qualified reports, adverse reports or disclaimer of opinion reports (Habib, 

2013; Rittenberg et al., 2010). Stakeholders have often blamed auditors for not providing 

early warning signals of impending client failure (Carey et al., 2008).  

Auditors are responsible for issuing modified audit opinions in light of a number 

of factors, including uncertainty about the entity’s ability to continue as a going concern 

(Habib, 2013; Kaplan & Williams, 2012). Burke et al. (2019) suggested that disclosure 

of poor environmental, social, or governance practices may lead to an increased 

assessment of misstatement risk. Guo et al. (2020) found that firms that are targeted by 

activist shareholders will be more likely to receive adverse internal control opinions and 

first‐time going concern opinions, suggesting that auditors become more concerned about 

potential reputation effects and litigation against the client. Consistent with the view that 

dissent SoP votes may raise questions about the quality of earnings and the risky audit 

environment (Bordere et al., 2015; Bugeja et al., 2016), it is likely that a ‘first strike’ 

could send a negative signal to auditors of a client’s increased financial reporting risk; 

this would result in an increase in the likelihood of auditors issuing a modified audit 

opinion.  

Prior research shows that auditors’ propensity to issue a modified audit opinion is 

positively related to variables representing business risks, e.g., firm loss, firm leverage, 

default status, and the probability of bankruptcy (Chen & Church, 1992; Habib, 2013; 

Kaplan & Williams, 2012; Louwers, 1998). Grosse et al. (2017) found evidence that a 

higher book-to-market-ratio and higher financial leverage are significantly related to 

receiving a ‘strike’, suggesting that ‘strike’ companies could be in financial distress and 

could show sustained poor performance. Bugeja et al. (2016) found that the likelihood of 

receiving a ‘strike’ is negatively associated with firm performance and stock price 
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performance over the previous 12 months. Therefore, it is likely that auditors would 

interpret a ‘strike’ as high levels of business risk and that subsequent likelihood of the 

auditors’ propensity to issue a modified audit opinion would be higher. If the above 

argument holds, a ‘first strike’ against a company’s remuneration report would increase 

the likelihood of the auditors’ propensity to issue a modified audit opinion in the 

following year. The above discussion leads to the following hypothesis:   

H6: The incidence of a ‘first strike’ is positively correlated with issuing a modified 

audit opinion in the following year.  

4.8 Summary   
 

This chapter establishes a theoretical framework and develops hypotheses for 

conducting the research. The hypotheses are developed to investigate (1) the effect of the 

introduction of Australia’s ‘two-strikes’ rule on the pay-performance link in ‘non-strike’ 

firms, (2) the impact of the incidence of the ‘first strike’ on the pay-performance link 

among the ‘first strike’ firms in the long term, and (3) the auditors’ response to the 

incidence of the ‘first strike’. Agency theory, managerial power theory, contract theory, 

and shareholder primacy theory have been used to explain the issue of executive 

compensation.  
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Chapter 5: Research Methodology and Data Sources 

5.1 Introduction 
 

This chapter presents the research method that is used to test the hypotheses 

developed in the previous chapter. This study adopts quantitative research methods, as 

the required data in this study are quantitative in nature. This study conducts several 

regression analyses to estimate the relationships among the outlined variables in order to 

provide a comprehensive insight. Section 5.2 describes the sample selection procedures 

and the period of the study. 5.3 discusses data collection. Section 5.4 presents data 

analysis and the propensity score matching and matched-pair design. Section 5.5 

regression models used in this research to test the hypotheses. Variable descriptions and 

measurements are presented in section 5.6. Finally, this chapter is summarised in section 

5.7. 

5.2 Sample Selection 
 

For the first research question, this thesis includes ASX-listed Australian firms 

with a sample of 9,513 firm-year observations from 2004 to 2016. Consistent with the 

objective of the research to find the pay-performance link in Australian non-binding and 

binding regimes, the sample starts in 2004 with the introduction of the CLERP9 Act and 

ends in 2016, five years after the implementation of the ‘two-strikes’ rule. Firms entered 

the final sample for analysis only when they survived for at least five years following the 

‘first strike’ to capture the long-term pay-performance link.  

To ensure consistency in the sample composition over time, firms that are delisted 

after the 5-year period and relisted again, firms with missing corporate governance and 

financial data or firms with a CEO change in the 5-year period following the ‘first strike’ 

are eliminated from the sample. In addition, for the first research question, firms that 

received a ‘strike’ under the ‘two-strike’ rule are excluded so that only ‘non-strike’ firms 

remain in the sample. Tables 2 show a summary of the sample selection process for the 
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first research question. Firms were excluded from the sample for several reasons:  

companies that presented remuneration data in a foreign currency, thus reducing 

comparability; companies that recorded a change in the CEO; companies with negative 

remuneration data; and firms with missing or zero remuneration data.  

For multivariate tests, the researcher used an unbalanced panel data set for two 

reasons. First, most panels are unbalanced in the real world (Baltagi, 2008; Biørn, 2017; 

Greene, 2008); therefore, sample selection bias may be introduced into the dataset by 

choosing a balanced panel, which may make results to be less likely representative of the 

entire population. Second, there is no reason to believe that the data were non-randomly 

sampled since all ASX-listed firms were included in the sample. However, it is noted that 

the choice of an unbalanced panel may lead to attrition bias  (Baltagi, 2008; Biørn, 2017; 

Greene, 2008).   

For the second and third research questions, this study includes ASX-listed 

Australian firms with a sample of 335 firms identified as recipients of a ‘strike’ between 

2011 and 2013. Consistent with the objective of the study to examine the pay-

performance link of ‘first strike’ firms, 123 firms identified as recipients of a ‘second 

strike’ were eliminated from the sample. In addition, 39 firms were eliminated because 

of the unavailability of their annual reports due to insolvencies and mergers, and 36 firms 

were eliminated because of missing financial and corporate governance information or 

incomplete data for at least 3 years after the ‘first strike’. This rigorous process resulted 

in 137 unique ‘first strike’ firms (53, 44, and 40 firms from 2011, 2012 and 2013, 

respectively).  

To avoid possible sample selection bias, this thesis undertook the Propensity 

Score Matching (PSM) design to identify the control firms that did not receive a ‘first 

strike’ with the closest propensity score. As part of the robustness tests, this research also 

employed a Matched-Pair Design (MPD) to select another control sample of firms with a 
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The PSM method has become a quite common and increasingly popular statistical 

matching technique in medical trials and in the evaluation of economic policy 

interventions to reduce the self-selection bias that arises when predictors of the result are 

themselves correlated with other unobserved or observed variables (Ahmed & Ali, 2017; 

Becker & Ichino, 2002). Furthermore, in their seminal work, Rosenbaum and Rubin 

(1983) proposed PSM as a method for reducing bias due to confounding variables that 

could be found in an estimate of the treatment effect obtained by simply comparing the 

outcomes among units that received the treatment versus and those did not. 

When there is a lack of randomisation, the estimation of the effect of treatment 

may be biased by the existence of confounding factors and causal inferences cannot be 

made because it is impossible to determine whether the difference in outcome between 

the treatment and control (untreated) groups is due to the treatment or due to differences 

between groups on other characteristics (Becker & Ichino, 2002). Therefore, PSM is a 

method to ‘correct’ the estimation of treatment consequences by controlling for the 

existence of these confounding factors based on the idea that the bias is avoided when the 

comparison of outcomes is conducted using treatment and control groups that are as 

similar as possible (Harder, Stuart, & Anthony, 2010). Matching on propensity scores 

was performed using the psmatch2 routine available for the STATA statistical package 

(Leuven & Sianesi, 2018). A nearest-neighbour matching technique with no replacement 

and a tolerance for matching scores of 0.10 was applied, yielding a matched sample of 

283 companies. 

To reduce possible sample selection bias, this research follows work by 

Armstrong, Jagolinzer, and Larcker (2010), Bugeja et al. (2016), Kent et al. (2016) and 

uses the PSM by first estimating a propensity-score model to test the effect of the ‘first 

strike’ on the pay-performance link by accounting for the covariates that predict receiving 

the ‘first strike’. Thereafter, this study matches firms receiving a strike (the treatment 
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firms) with a control firm that is similar across all observable variables relevant to the 

likelihood of receiving a strike (e.g., firm characteristics, governance, and ownership 

structure) as well as the executive compensation. The matched pairs are formed by 

selecting an observation that received the ‘first strike’ and selecting another observation 

with the closest propensity score that did not receive the ‘first strike’. This is because the 

PSM technique enhances credibility and achieve equity and similarity between the two 

comparative groups, thereby, minimising the effect of confounding factors and producing 

an unbiased estimate (Armstrong et al., 2010; Bugeja et al., 2016).  

5.2.2 Robustness check 
 

To enhance the generalizability of the results, this thesis employs an alternative 

control sample. This alternative control sample is selected using a Matched-Pair Design 

(MPD) with a three-way matching strategy: financial year, GICS-based economic-sector 

classification, and firm size. Consistent with Monem and Ng (2013) and Bugeja et al. 

(2016), this thesis matches firms receiving a strike (the treatment sample) with ‘non-

strike’ firms (the control sample) that were very similar in terms of firm and industry 

economic environments. This study followed their three-way matching strategy. Control 

firms were first matched on GICS-based industry group membership, second on financial 

year, and third on firm size. Matched firms were also replaced if they did not have an 

available annual report or were not domiciled in Australia.  

This thesis undertakes several additional tests to ensure the robustness of the 

results to both model specification and sample characteristics. While the literature utilizes 

various econometric specifications to test the pay-performance link, this thesis tests both 

CEO pay-performance sensitivity and elasticity. The pay-performance sensitivity has 

been employed extensively in the extant literature (Jensen & Murphy, 1990b). However, 

some researchers argue that the elasticity model is more appropriate because the 

logarithmic model better explains the associations between the economic variables of 
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interest, especially with the use of data that is highly skewed (Merhebi et al., 2006; Rosen, 

1990). Consistent with Kaplan (1994), Coughlan and Schmidt (1985), and Murphy 

(1985), this thesis  uses an elasticity measure to test the relationship between changes in 

the logarithm of CEO compensation and changes in the logarithm of shareholder wealth.  

5.2.3 Matched pair design  
 

As part of robustness tests and to enhance the credibility of the findings, the thesis 

adopts an alternative control sample. Consistent with Monem and Ng (2013), this study 

employs a Matched-Pair Design (MPD) with a three-way matching strategy: financial 

year, GICS-based economic-sector classification, and firm size. MPD is widely used in 

studies involving in clinical trials and statistical technique in econometrics and 

quantitative research in the social sciences (Abadie, 2005; Monem & Ng, 2013; Tang, 

Tang, & Chan, 2003). MPD attempts to mimic an experimental research design using 

observational study data by evaluating the differential effect of a procedure on a 

‘treatment group’ versus a ‘control group’ (Hotz, Imbens, & Klerman, 2006; Monem & 

Ng, 2013). The subjects in the trial are grouped together into pairs based on some variable 

they match on, such as race, religion, gender, or age. As a result of this design, treatment 

and control groups will not differ substantially, on the average, in any pre-treatment 

characteristic.  

The goal of MPD is to reduce the chance of an accidental bias that might occur 

with a completely random selection from a population (Kraemer, Jacob, Jeffery, & Agras, 

1979). The advantage of this approach is that it reduces the potential bias arising from 

estimating a pay-performance link model from a sample that is fundamentally different 

from the subsample to which that model will be applied to. The matching approach 

utilized in this thesis is consistent with that of other SoP studies (Ertimur et al., 2011; 

Grosse et al., 2017; Monem & Ng, 2013).  Multivariate panel data estimation and logistic 

regression techniques were used for analysing data and drawing inferences.  
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5.3 Data Collection 
                                                                                   
This section explains the technique used for gathering data on the targeted 

variables for answering research questions and evaluating outcomes. The required data 

for this thesis were collected from several sources. Data for firms that received or avoided 

a first or a second ‘strike’ were extracted from the Intelligence Unit of the Australian 

Financial Review (AFR). SoP voting outcomes were collected by the AFR from first-

hand sources, such as company secretaries and the reporting of AGM reports. Executive 

remuneration data were mostly collected from the Connect 4 BoardRoom database. 

Corporate governance data were mainly collected from the Securities Industry Research 

Centre of Asia-Pacific (SIRCA) database. All financial data were collected from the 

Aspect Huntley FinAnalysis database. Any missing executive remuneration, and 

corporate governance data were manually collected from firms’ annual reports available 

on the Connect 4 BoardRoom database and the MorningStar DataAnalysis Premium 

databases. Data on audit opinion, audit fees, and auditor switches were hand-collected 

directly from companies’ annual reports using Morningstar DataAnalysis Premium, 

Connect 4 BoardRoom and company web sites. 

5.4 Regression Models 
 

5.4.1 Research Models for first research question 
 

In statistical modelling, regression analysis is a set of statistical measurements used 

in accounting, finance, and other disciplines for estimating the relationship between two 

or more variables of interest. While there are many types of regression analysis, 

fundamentally they all test the effect of one or more independent variables on a dependent 

variable (Hair, Black, Babin, Anderson, & Tatham, 1998). This study defines the pay-

performance sensitivity, b, as the dollar change in the CEO’s wealth associated with a 

dollar change in the wealth of shareholders. The thesis interprets a higher magnitude of b 

as indicating a stronger alignment of interests between the CEO and his or her 
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shareholders. The study uses Jensen and Murphy’s (1990) model to estimate the 

sensitivity of CEO compensation. Specifically, the study uses a sensitivity measure 

relating changes in the value of CEO pay to changes in the value of shareholder wealth. 

Thus, the model for the pay-performance sensitivity is formally defined as follows:  

CEOPAYCHi,t = α + β SHWEACHi,t+ e i,t         (1) 
where: 

CEOPAYCH = The change in total CEO remuneration between t-1 and t for firm i. The 

total of CEO pay is the sum of salary, bonus, equity-based payment, termination benefits, 

and post-employment benefits, as well as any other annual pay. 

SHWEACH = The change in shareholder wealth between t-1 and t for firm i. The 

shareholder wealth is the beginning of period market value (the share price multiplied by 

the number of shares outstanding) multiplied by the rate of total stock return (the 

appreciation in the price plus any dividends paid, divided by the original price of the 

stock) between t-1 and t for firm i.  

Although the pay-performance sensitivity has been employed extensively in the 

extant literature, some researchers argued that the elasticity model is more appropriate 

because the logarithmic model will better explain the associations between the economic 

variables of interest, especially with the use of data that is highly skewed (Merhebi et al., 

2006; Rosen, 1990). This thesis defines the pay-performance elasticity as the relative 

measurement of the percentage by which the CEO wealth increases if the shareholder 

wealth increases by 1% (Murphy, 1999). Consistent with Kaplan (1994), Coughlan and 

Schmidt (1985), and Murphy (1985), this study uses an elasticity measure to test the 

relationship between changes in the natural logarithm of CEO compensation and changes 

in the natural logarithm of shareholder wealth. Thus, the model for the pay-performance 

elasticity is formally defined as follows:  

LNCEOPAYCHi,t = α + β LNSHWEACHi,t+ e i,t        (2) 
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where: 

LNCEOPAYCH = The change in the natural logarithm of total CEO remuneration 

between t-1 and t for firm i. The total of CEO pay is the sum of salary, bonus, equity-

based payment, termination benefits, and post-employment benefits, as well as any other 

annual pay. 

LNSHWEACH = The change in the natural logarithm of shareholder wealth between t-

1 and t for firm i. The shareholder wealth is the beginning of period market value (the 

share price multiplied by the number of shares outstanding) multiplied by the rate of total 

stock return (the appreciation in the price plus any dividends paid, divided by the original 

price of the stock) between t-1 and t for firm i.  

This thesis first splits the sample into before and after the introduction of the ‘two-

strikes’ rule to test H1. This was done to investigate the effect of the ‘two-strikes’ rule on 

the pay-performance link. Second, the study follows Schultz et al. (2013) and augments 

Model (1) with a measure for  the ‘two-strikes’ rule and its interaction  with shareholder 

wealth. More formally, for pay-performance sensitivity, this thesis uses Model (3): 

CEOPAYCHi,t = α + β1 2STRIKES + β2 SHWEACHi,t + β3 2STRIKES * 

SHWEACHi,t + γ Control Variables + Industry Fixed Effects + Year Fixed Effects 

+  εi,                                                                                                                                                                                         (3) 

where: 

2STRIKES = A binary variable set equal to 1 for the years 2011 (the year the ‘two-

strikes’ rule was introduced) to 2016, and 0 otherwise. 

Control variables include:  

CEOTEN = The total number of years that a CEO has been the CEO at the company. 

BSIZE = The total number of directors on the board. 

BINDP = The proportion of non-executive directors on the board. 
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CEODUAL = A binary variable set equal to one if the CEO is also the chairman of the 

board, and 0 otherwise. 

PREMCOMM = A binary variable set equal to 1 if the firm has a remuneration 

committee, and 0 otherwise. 

REMCOMMINDP = The proportion of non-executive directors on the remuneration 

committee. 

CEOREMCOMM = A binary variable set equal to 1 if the CEO is not a member of the 

remuneration committee, and 0 otherwise. 

CHREMCOMM = A binary variable set equal to 1 if the chair of the remuneration 

committee is a non-executive director, and 0 otherwise. 

OWNCON = The percentage of shares owned by the top 20 shareholders of firm i as at 

the annual report balance date in year t. 

LEV = Total liabilities divided by total equity of firm i as at the annual report balance 

date in year t. 

PBVAL = The ratio of book-to-market value of equity of firm i as at the annual report 

balance date in year t. 

TASSETS = The natural logarithm of total assets of firm i as at the annual report balance 

date in year t. 

INDUSTRYDUMMY = A dummy variable set for each industry to capture industry 

fixed effects. 

YEARDUMMY = A dummy variable set for each year to capture year fixed effects.  

All other variables are as defined earlier.  

To measure the elasticity of the pay-performance association by approximating the 

percentage change in CEO remuneration in response to the percentage change in 

shareholder value after the application of the ‘two-strikes’ rule, the study follows Schultz 

et al. (2013) and augments Model (2) with a measure for  the ‘two-strikes’ rule and its 
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interaction  with shareholder wealth. More formally, for pay-performance elasticity, this 

thesis uses Model (4): 

LNCEOPAYCHi,t= α + β1 2STRIKES + β2 LNSHWEACHi,t + β3 2STRIKES * 

LNSHWEACHi,t + γ Control Variables + Industry Fixed Effects + Year Fixed 

Effects +εi,t                                                                                                                     (4)    

where all variables are as defined earlier.                    

5.4.2 Research Models for the second research question 
 

To examine H2 and estimate the pay-performance sensitivity in the five-year 

period following the ‘first strike’, this thesis begins the analysis by examining the 

sensitivity and elasticity of CEO compensation to firm performance (Model 1 and 2) 

consistent with Monem and Ng (2013) and Clarkson et al. (2011). This research uses a 

sensitivity measure by employing Jensen and Murphy’s (1990) model to estimate the 

association between changes in the value of CEO pay and changes in the value of 

shareholder wealth. However, some researchers argued that the elasticity model is more 

appropriate because the logarithmic model will better explain the associations between 

the economic variables of interest, especially with the use of data that is highly skewed 

(Merhebi et al., 2006; Rosen, 1990). Therefore, this thesis follow Kaplan (1994), 

Coughlan and Schmidt (1985), and Murphy (1985) in using a pay-performance elasticity 

measure by taking the natural logarithm of changes in CEO compensation and changes 

in shareholder wealth. Thereafter, this study follows Monem and Ng (2013) and run the 

following models (5) and (6) to test H2:  

CEOPAYCHi,t+1-t+5 = α + β1 STRIKE + β2 SHWEACHi,t+1-t+5 + β3 STRIKE * 

SHWEACHi,t+1-t+5 + γ Control Variables + Industry Fixed Effects + Year Fixed 

Effects + ε i,t                                                                                                                         (5) 

where: 
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CEOPAYCHi,t+1-t+5 = The change in total CEO remuneration in the five-year period 

following the incidence of receiving the ‘first strike’.  

SHWEACHi,t+1-t+5 = The change in shareholder wealth in the five-year period following 

the incidence of receiving the ‘first strike’.  

STRIKE = A binary variable set equal to 1 if the remuneration report received a ‘no’ 

vote from 25 per cent or more shareholders at the AGM while it was passed in the 

previous year, and 0 otherwise. 

All other variables are as defined earlier. 

Then, this thesis runs the following elasticity model to estimate changes in the 

logarithm of CEO wealth and changes in the logarithm of shareholders wealth in the five-  

year period following the incidence of the ‘first strike’: 

 
LNCEOPAYCHi,t+1-t+5= α + β1 STRIKE + β2 LNSHWEACHi,t+1-t+5 + β3 

STRIKE * LNSHWEACHi,t+1-t+5 +  γ Control Variables + Industry Fixed Effects 

+ Year Fixed Effects +  ε i,t                                                                                            (6) 

where: 

LNCEOPAYCHi,t+1-t+5 = The change in the natural logarithm of total CEO remuneration 

in the five-year period following the incidence of receiving the ‘first strike’.  

LNSHWEACHi,t+1-t+5 = The change in the natural logarithm of shareholder wealth in the 

five-year period following the incidence of receiving the ‘first strike’.  

All other variables are as defined earlier.  

To examine H3 and whether Australian shareholders have the expertise and 

sophistication necessary to deliver a ‘first strike’ to firms with weak or no pay for 

performance sensitivity or elasticity, this thesis follows previous research  (Bugeja et al., 

2016; Clarkson et al., 2011; Monem & Ng, 2013; Schultz et al., 2013) and runs the 

following regression models:  



 119 

CEOPAYCHi,t = α + β1 STRIKE + β2 SHWEACHi,t+ β3 STRIKE * 

SHWEACHi,t + γ Control Variables + Industry Fixed Effects + Year Fixed 

Effects + εi,t (7) 

where all variables are as defined earlier.  

While the elasticity model is: 

LNCEOPAYCHi,t = α + β1 STRIKE + β2 LNSHWEACHi,t + β3 STRIKE * 

LNSHWEACHi,t + γ Control Variables +  Industry Fixed Effects + Year Fixed 

Effects + εi,t (8)

where all variables are as defined earlier.  

5.5.3 Research Models for the third research question 
 

The third research question examines how auditors respond to the incidence of 

receiving the first ‘strike’. Specifically, it investigates whether the incidence of the 

‘strike’ is positively related to auditors’ planning and pricing decisions in the year after 

the ‘strike’. Therefore, Consistent with (Bugeja et al., 2016), the following model is 

adopted to test H4: 

(LAF)t+1= α + β1 FIRSTSTRIKE + γ Control Variables + Industry Fixed 

Effects + Year Fixed Effects + ε i,t                                                                 (9) 

where:         
 
LAF = The natural logarithm of audit fees in the year following the ‘first strike’. 
 
Control variables include:  

AQUAL = A binary variable set equal to 1 if the firm is audited by a Big-Four auditor, 

and 0 otherwise. 

OPIN = A binary variable set equal to 1 if a firm received a modified audit opinion or an 

unmodified opinion with emphasis of matter paragraph, or all types of audit reports with 

a reference to a going-concern, and 0 otherwise.  
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FRISK = The total liabilities divided by total equity of firm i as at the annual report 

balance date in year t. 

BTM = The book value of equity divided by market capitalisation of firm i as at the 

annual report balance date in year t. 

FSIZE = The natural logarithm of total assets of firm i as at the annual report balance 

date in year t. 

All other variables are as defined earlier. 

The third research question also investigates whether the incidence of the ‘strike’ 

is positively related to the probability of an auditor switch in the year after the ‘strike’. 

Therefore, consistent with (Bugeja et al., 2016), the following regression model is 

adopted to test H5: 

(ASW)t+1= α + β1 FIRSTSTRIKE + γ Control Variables + Industry Fixed 

Effects + Year Fixed Effects + ε i,t                                                                       (10)    

where:         
      
ASW = A binary variable set equal to 1 if firms switch auditor in the year following the 

‘first strike’, and 0 otherwise. 

All other variables are as defined earlier. 

Finally, the third research question investigates whether the incidence of the 

‘strike’ is positively related to the probability of the auditors’ propensity to issue a 

modified audit opinion in the year after a ‘strike’. Therefore, consistent with Bugeja et al. 

(2016), the following regression model is adopted to test H6:  

(MOA)t+1= α + β1 FIRSTSTRIKE + γ Control Variables + Industry Fixed 

Effects + Year Fixed Effects + ε i,t                                                               (11) 

where:         
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MOA = A binary variable set equal to 1 if a firm received a modified audit opinion or an 

unmodified opinion with emphasis of matter paragraph, or all types of audit reports with 

a reference to a going-concern in the year following the ‘first strike’, and 0 otherwise. 

All other variables are as defined earlier. 

This study controls for corporate governance characteristics as prior research 

found a positive relationship between strong corporate governance and the pay-

performance link (Core et al., 1999). Smaller boards are arguably more effective monitors 

(Jensen, 1993; Yermack, 1996), and independent directors are arguably in a better 

position to monitor and control managers and serve the interests of shareholders 

(Brickley, Coles, & Terry, 1994). Long-tenured CEOs and the incidence of the 

CEO/Chair duality may lead a firm to concentrate power in the CEO’s position, 

potentially weakening the pay-performance link (Core et al., 1999; Hill & Phan, 1991). 

This research controls for remuneration committee characteristics, as prior studies have 

documented that the top management pay and firm performance are more aligned with 

the existence of an independent remuneration committee (Conyon & He, 2004; Conyon 

& Peck, 1998a; Cybinski & Windsor, 2013).  

This thesis controls for the percentage of total shareholdings held by the largest 

twenty shareholders as previous research has suggested that the ownership structure is an 

important determinant of CEO pay and firm performance (Core et al., 1999; David, 

Kochhar, & Levitas, 1998) . This study controls for the economic characteristics of the 

company. Firm size is expected to be positively associated with the strength of the pay-

performance link (Matolcsy & Wright, 2011; Merhebi et al., 2006). Firms with more 

complex operations and higher firm’s growth opportunities and risks are more likely to 

offer higher levels of executive remunerations (Grosse et al., 2017; Murphy, 1985). This 

research controls for audit quality as it is argued that the pay-performance link should be 

stronger for firms with higher audit quality (Clarkson et al., 2011).  
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5.5 Variables Description and Measurements   
 

Correlation is a quantitative method in which the researcher determines whether, 

and to what degree, a statistical relationship exists between two or more variables within 

a population or a sample (Kothari, 2004; Marczyk, DeMatteo, & Festinger, 2005). The 

three main variables in the correlation analysis are the dependent, independent, and 

control variables. The dependent variable represents the output or outcome whose 

variation is being studied, tested, and measured. An independent variable is the variable 

that is changed in order to test and predict the impact of the dependent variable. All other 

variables must be kept constant and unchanged throughout the investigation to prevent 

confounding with the independent variable and they are not a primary interest of the 

researcher (Marczyk et al., 2005). In this thesis, a number of constructs were used in order 

to test the research hypotheses, and this section discusses the definitions and proxies of 

the dependent, independent, and control variables for the regression; Table 5 summarises 

and defines all variables that have been used in the models. 

5.5.1 Dependent variables  
 
5.5.1.1 CEO compensation  
 

As a measure of executive remuneration, this thesis focuses on CEO remuneration 

because it is arguably the cornerstone of a firm’s pay structure and potentially captures 

the heart of a firm’s remuneration design and philosophy (Monem & Ng, 2013). 

Furthermore, the CEO is the highest-ranking executive in a company, whose primary 

responsibilities include making major decisions, leading the development and execution 

of long-term strategies, with the goal of increasing shareholder value, managing the 

overall operations and resources of a firm, acting as the head of communications between 

the board of directors and corporate operations, and being the public face of the 

organisation (Tosi et al., 2004). If this argument holds, the total of a CEO’s pay changes 

would capture the shareholders’ overall opinion on the remuneration report. The most 
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common measure of total compensation in the academic literature is calculated as the sum 

of salary, bonus, equity-based payment, termination benefits, and post-employment 

benefits, as well as any other annual pay (Core et al., 2008).  

5.5.1.2 Audit fees  
 

Audit fees refer to the amount of payment received by auditors for their 

professional services based on the risk of the assignment, the complexity of the services 

provided, the level of expertise required to carry out the services of proficiency level, the 

cost structure of the firm concerned and other professional considerations (Suryanto, 

2014). Since most audit fee models in prior research used the logarithmic transformation 

of audit fees as the dependent variable (Gul, 2006), the tests in this thesis were conducted 

taking the natural logarithm of the fess as the dependent variable. This thesis uses audit 

fees since it is interested in capturing auditor response to the incidence of the ‘first strike’. 

Grosse et al. (2017) found evidence that a higher book-to-market-ratio and higher 

financial leverage are significantly associated with receiving a ‘strike’, suggesting that 

the ‘strike’ firms might be in financial distress due to several years’ of poor firm 

performance. 

In general, the extent of audit procedures increases as the risk of audit and 

business environments increases. for example, when the auditor increases sample sizes 

or performs substantive analytical procedures at a more detailed level in response to the 

assessed risk of material misstatement due to fraud. Bordere et al. (2015) found that U.S. 

firms that receive a majority of their shareholders’ dissatisfaction with the executive pay 

plan have more restatements, weaker internal controls, and higher audit fees in the 5-year 

period before the vote, suggesting that dissent SoP votes raised some warning signals 

about the quality of financial reporting and the risky audit environment. Guo et al. (2020) 

found that audit fees are significantly higher for targeted firms in the year following initial 

shareholder activist activity suggesting that the relation between shareholder activism and 
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audit fees is consistent with auditors increasing efforts in response to activist demands or 

to heightened concerns regarding engagement risk.  

Given the costly negative consequences of the ‘strike’ on directors and firms, this 

study predicts that the incidence of a ‘strike’ could potentially put extra pressure on 

management to misstate financial statements in order to avoid another ‘strike’ in the 

future. Therefore, in this situation, auditors are expected to raise a key audit red flag and 

charge higher audit fees because they should perform more audit work to collect sufficient 

evidence to render an appropriate opinion of a ‘strike’ firms. 

5.5.1.3 Auditor switch 
 

Although auditor litigation risk is considered as the main factor for auditor change 

(i.e. a resignation or a dismissal), audit risk and business risk also could lead to auditor 

switching (Stefaniak et al., 2009). Auditor litigation risk is defined as the risk of the 

auditor being sued for the negligence. Audit risk is defined as the risk of the auditor’s 

expressing an inappropriate audit opinion when the financial statements are materially 

misstated or the financial statements are not presented fairly in conformity with the 

applicable financial reporting framework. Finally, business risk is defined as the risk 

associated with the profitability and client’s survival (Ghosh & Tang, 2015). Prior 

research has suggested that firms in financial distress may have greater incentive to 

change their auditors (Schwartz & Menon, 1985). Grosse et al. (2017) found evidence 

that a higher book-to-market-ratio and higher financial leverage are significantly 

associated with receiving a ‘strike’, suggesting that the ‘strike’ firms might be in financial 

distress due to several years’ of poor firm performance. Therefore, this research predicts 

that ‘strike’ firms may have a greater incentive to change their auditors. While most 

auditor change models in prior research used the Auditor switching variable as the 

dependent and dummy variables (Landsman et al., 2009; Stefaniak et al., 2009), the tests 
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in this thesis are conducted with a given value of 1 if the client company is switching its 

public accounting firm and 0 otherwise.    

5.5.1.4 Modified audit opinion 
 

Prior studies have identified auditors’ responses to litigation risk by adjusting the 

audit fees and issuing modified opinions. There is overwhelming support for the impact 

of default status, probability of bankruptcy, profitability, and firm size on the issuance of 

a modified audit (Habib, 2013). Monem and Ng (2013) found that smaller firms are more 

likely to face a ‘strike’ against their remuneration reports because they are more likely to 

have weaker governance structures, Bordere et al. (2015) suggested that dissent SoP votes 

raised some warning signals about the quality of financial reporting and the risky audit 

environment. Bugeja et al. (2016) indicated that managers seem to make an effort to 

increase firm performance after the ‘strike’ to avoid a negative outcome in subsequent 

SoP votes, but the possibility of improving firm performance is attributable to earnings 

manipulation or short-lived. Likewise,  Grosse et al. (2017) suggested that the ‘strike’ 

firms might be in financial distress due to several years’ of poor firm performance. 

Therefore, this thesis predicts that auditors may interpret a ‘strike’ as representing a high 

levels of business risk, so the likelihood of the auditors’ issuing a modified audit opinion 

would be correspondingly higher. While most modified audit opinion models use the 

modified audit opinion as the dependent and binary variable  (Kaplan & Williams, 2012; 

Tagesson & Öhman, 2015), the tests in this thesis are conducted by a given value of 1 if 

the client company received a modified audit opinion firm and 0 otherwise.    

5.5.2 Independent variables 
 
5.5.2.1 Shareholder wealth  
 

Major corporate decisions and executive actions are not perfectly observable by 

shareholders. Indeed, shareholders do not often know what actions the CEO can take or 

what decisions the CEO can make that will maximise shareholder wealth. In these 
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situations, agency theorists suggested that compensation arrangements should be 

designed to give the executive incentives to select and implement actions that increase 

shareholder wealth (Jensen & Murphy, 1990). This study defines the pay-performance 

sensitivity, b, as the dollar change in the CEO’s wealth associated with a dollar change in 

the wealth of shareholders and defines the pay-performance elasticity, b,  as a relative 

measurement of the percentage by which the CEO wealth increases if the shareholder 

wealth increases by 1% (Murphy, 1999). This thesis interprets a higher b as indicating a 

stronger alignment of interests between the CEO and the shareholders. Since the primary 

goal of a firm is to maximise the wealth of its shareholders by paying a dividend and/ or 

causing a positive change in stock price, this research uses the change in shareholder 

wealth as the independent variable and the change in CEO compensation as the dependent 

variable. This thesis explains the change in shareholder wealth as the change in the 

beginning of period market value multiplied by the rate of total stock return between t-1 

and t for the firm and this measurement is consistent with Jensen and Murphy (1990). 

5.5.2.2 Incidence of a ‘first strike’  
 

The incidence of receiving a ‘first strike’ is employed as an independent and 

binary variable in the regression models by setting it to 1 if an Australian firm receives a 

‘first strike’ in the AGM of year t and otherwise zero. The Remuneration Amendment 

Act (2011) introduced the ‘two-strikes’ rule, which has specific and expected effects if a 

board of directors does not consider in a transparent and disciplined manner shareholder 

concern over executive remuneration. If more than 25% of shareholders vote against a 

company’s proposed remuneration report for two consecutive years, then the entire board 

except the CEO faces a spill motion, which declares that the non-CEO director positions 

are vacant and open for re-election. 

5.5.2.3 Introduction of the ‘two-strikes’ rule  
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Although there was a positive trend in the relation between executive 

compensation and firm performance in Australia after introducing the non-binding 

shareholder vote under the CLERP9 Act in 2004 (Clarkson et al., 2011; Merhebi et al., 

2006; Schultz et al., 2013), more recent research has struggled to find evidence of a 

persistent positive pay-performance association after the introduction of the ‘two-strike’ 

rule in 2011. Monem and Ng (2013) reported no significant pay-performance relation of 

the ‘first strike’ firms in 2011. Bugeja et al. (2016) documented no significant pay-

performance relation after the ‘first strike’, and a negative pay-performance link 

following the ‘second strike’, suggesting no improvement following the ‘first strike’ and 

a worse alignment of interests between managers and shareholders following the ‘second 

strike’. Therefore, this study tests the pay-performance link before and after the 

introduction of the ‘two-strikes’ rule by setting a binary variable equal to 1 with the 

introduction of the ‘two-strikes’ rule from 2011 onwards and 0 otherwise. 

Grosse et al. (2017) argued that the ‘two-strikes’ rule may be ineffective because 

Australian shareholders seem to use the ‘strike’ to vote against sustained poor 

performance instead of a poor pay-performance link. They have further suggested that 

the ‘two-strikes’ rule may have had the unintended consequence of reducing executive 

compensation, rather than targeting excessive remuneration. Their results imply that the 

introduction of the ‘two-strikes’ rule may pressure the board of directors to lean towards 

the unintended consequence of decreasing executive wealth, rather than specifically 

improving the structure of pay.  

5.5.3 Control Variables  
 
5.5.3.1 Board size  
 

This thesis controls for corporate governance attributes, as prior studies have 

found that companies that have implemented strong corporate governance practices have 

experienced a better pay-performance relationship (Core et al., 1999). The replacement 
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of current management in the event of poor corporate performance is often the purpose 

of the board of directors (Conyon & Peck, 1998b). More generally, the board of directors 

is appointed to act on behalf of the shareholders and has the responsibility to hire, fire 

and compensate the CEO (Jensen, 1993). Larger boards are argued to be less effective 

monitors (Jensen, 1993; Yermack, 1996) and easier for the CEO to control (Conyon & 

Peck, 1998b; Jensen, 1993). Schultz et al. (2013) found that board size has a material 

effect on the relationship between CEO compensation and firm performance. This thesis 

measures the board size by taking the total number of members on the board. 

5.5.3.2 Board independence  
 

A growing body of literature has investigated the relationship between executive 

compensation and corporate governance, most notably board characteristics and 

ownership structure (Schultz et al., 2013). Independent directors are arguably in a better 

position to monitor and control managers, serve the interests of shareholders, and reduce 

agency problems  (Brickley et al., 1994). Theoretically, the non-executive directors on 

the board can provide unbiased business judgment and exercise their duties effectively if 

they are independent of management; therefore, board independence should be positively 

related to the sensitivity of the pay-performance link (Liu, Miletkov, Wei, & Yang, 2015). 

Hwang and Kim (2009) found that firms whose boards are conventionally and socially 

independent have a significantly lower level of pay and stronger pay-performance 

sensitivity. This research measures the board independence by calculating the proportion 

of non-executive directors on the board.  

5.5.3.3 CEO duality  
 

The term of CEO duality refers to a board leadership structure in which the CEO of 

the firm also holds the position of the chairman of the board’s chair (Rechner & Dalton, 

1991). Prior research has argued that the incidence of CEO/chair duality would lead to a 

concentrate of power in the CEO’s position and result in less board independence and 
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less effectiveness of the board’s function, potentially increasing the level of executive 

compensation and weakening the pay-performance relation (Core et al., 1999; Hill & 

Phan, 1991). Daily and Dalton (1994) argued that CEO duality increases the likelihood 

of bankruptcy because the increased power afforded to a CEO would allow him or her to 

control the boards and remain in his or her position even when firm performance is poor. 

This thesis includes CEO duality in the models as a binary variable by setting it equal to 

1 if the CEO is also the chairman of the board.  

5.5.3.4 CEO tenure  
 

Shareholders prefer CEOs to implement strategies that increase the market value 

of the firm, but CEOs are assumed to be primarily interested in strategies that maximise 

their own wealth (Bebchuk & Fried, 2005; Bebchuk et al., 2002).  Hill and Phan (1991) 

found that CEO tenure affects the strength of the link between changes in CEO 

compensation and changes in total stock returns. They argued that the long length of time 

that a CEO has been at the firm enables him or her to increase his or her power over the 

board and hence to tie his or her own remuneration packages more closely to his or her 

own interest. Thus, the pay-performance link supported by agency theory breaks down as 

CEO tenure increases. This research measures the CEO tenure by calculating the total 

number of years that a CEO has been chief executive at the company.  

5.5.3.5 CEO change  
 

In the strategic management literature, the significance of the CEO in influencing 

the strategic direction of a company is a fundamental assumption (Beatty & Zajac, 1987). 

Using a large sample of 3,365 CEO turnovers from 1993 to 2009, Jenter and Kanaan 

(2015) document that CEOs are significantly more likely to be fired from their positions 

after a bad industry and market performance. Huson, Malatesta, and Parrino (2004) found 

that the CEO-dismissals announcements are related to a significantly positive market 

reaction, which is in turn significantly positively associated with future changes in firm 
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performance. This suggests that investors view CEO turnover announcements as good 

news that forecasts wealth maximisation. This thesis follows Clarkson et al. (2011) by 

including a dummy variable to capture the change in a firm’s CEO during the year, 

arguing that the removal of a firm’s CEO and the selection and installation of a successor 

potentially changes both the level and the structure of CEO compensation.  

5.5.3.6 Remuneration committee  
 

A board sub-committee such as the remuneration committee plays a significant 

role in shaping top executive compensation (Conyon & Peck, 1998a). This thesis controls 

for remuneration committee characteristics, as prior research has documented that the 

CEO compensation and firm performance are more aligned with the existence of an 

independent remuneration committee (Conyon & He, 2004; Cybinski & Windsor, 2013; 

Kent et al., 2016). Furthermore, the remuneration committee is regarded as a key 

governance tool to help avoiding the excessive remuneration practices (Gregory‐Smith, 

2012).  Cybinski and Windsor (2013) showed that firm size is an influential factor in the 

relationship between CEO pay and remuneration committee. They found that ASX300 

large firm remuneration committees link CEO pay to firm performance while smaller 

ASX firm remuneration committees do not link either type of CEO compensation to firm 

performance. This thesis follows Monem and Ng (2013) in using four measures related 

to the remuneration committee’s independence. It includes a set of three binary variables 

equal to 1 if the firm has a remuneration committee, if the CEO is not a member of the 

remuneration committee or if the chair of the remuneration committee is a non-executive 

director. Finally, this research includes a continuous variable to measure the proportion 

of non-executive members in the remuneration committee. 

5.5.3.7 Ownership concentration  
 

Ownership structure is recognised, as a crucial concept in the theory of corporate 

governance in which owners can control and influence the management of the firm to 
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protect their own interests (Demsetz & Lehn, 1985). It has been well documented that the 

ownership concentration has a substantial influence on the firm value, and this influence 

is varies with the level of ownership concentration (Gedajlovic & Shapiro, 1998; Wruck, 

1989). Moreover, the ownership concentration has a considerable effect on the pay-

performance link. Jiang, Habib, and Smallman (2009) found that CEO compensation is 

negatively (positively) related to firm performance in firms with high (low) concentrated 

ownership structure, respectively. Researchers including Lambert, Larcker, and Weigelt 

(1993) and Core et al. (1999), have provided suggestive evidence that CEO pay is lower 

when the CEO’s equity ownership is higher, a board member owns at least 5% of the 

shares, insider control of voting rights is lower or insider share ownership is higher. In 

terms of ownership concentration, this thesis follows prior research and controls for the 

percentage of total shareholdings held by the twenty largest shareholders (Core et al., 

1999; David et al., 1998; Grosse et al., 2017).  

5.5.3.8 Firm size  
 

In empirical corporate finance, firm size is commonly used as an important, 

fundamental firm characteristic (Dang, Li, & Yang, 2018). Existing empirical studies of 

executive compensation have consistently documented that firm size is the most 

important factor determining the levels of executive remuneration (Conyon & Murphy, 

2000b). Furthermore, the impact of company size on the executive compensation is 

shown to be relatively stable over time and across countries (Kostiuk, 1990). Zhou (2000) 

examined executive compensation of 755 Canadian firms and found that executive 

compensation increases with firm size and CEO pay is tied to firm performance. Gabaix 

and Landier (2006) presented evidence that the 600% increase in CEO pay in U.S. firms 

between 1980 and 2003 can be explained by the 600% average increase in firm size. 

Merhebi et al. (2006) found that Australian CEO remuneration has a significant positive 

relation with firm size. Clarkson et al. (2011) argued that the strength of the pay-
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performance link is likely to be positively related to firm size, given that larger firms tend 

to be more profitable and stable. This study follows the previous research and controls 

for firm size by taking the natural logarithm of the total assets.  

5.5.3.9 Firm risk 
 

Firm risk, as a measure of both the risk of its operating environment and of the firm’s 

information environment, is also a potentially important determinant of the level of 

executive pay (Clarkson et al., 2011; Core et al., 1999). However, there is mixed evidence 

on the effect of risk on executive pay. Banker and Datar (1989) suggested that the level 

of a director’s pay may either decrease or increase with firm risk. Core et al. (1999) found 

that the total of CEO compensation is significantly negatively linked with firm risk. 

Likewise, Merhebi et al. (2006) found that CEO pay sensitivity decreases as firm risk 

rises. Conversely, Fleming and Stellios (2002) argued that there is a positive relationship 

between the two variables because risky companies demand that higher quality managers 

bear higher risk, resulting in higher pay, or a firm could choose a riskier pay package to 

motivate the risk-averse managers, who would then demand greater levels of pay. 

Consistent with other empirical research on pay-performance link (Clarkson et al., 2011; 

Core et al., 1999), this study includes leverage as a control variable, measured as the total 

labilities divided by the equity of the firm.  

5.5.3.10 Investment opportunities  
 

Prior research found a strong relationship between executive compensation and a 

firm’s growth opportunity, as proxied for by its market-to-book ratio (Bushman, 

Indjejikian, & Smith, 1996; Smith Jr & Watts, 1992). Furthermore, it is expected that the 

strength of the relationship between CEO compensation and firm performance is affected 

by the investment opportunities (Clarkson et al., 2011). The underlying premise is that 

firm policies, including the components of executive compensation, are determined by 

firm characteristics such as the firm’s investment opportunity (Baber, Janakiraman, & 
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Kang, 1996). Firms with more complex operations and higher firm’s growth opportunities 

and risks are more likely to offer higher levels of compensation (Core et al., 1999; Grosse 

et al., 2017; Murphy, 1985). Fama and French (1995) and Chen and Zhang (1998) showed 

that firms with greater book‐to‐market equity have more earnings uncertainty, higher 

financial leverage and lower earnings and are more likely to cut dividends. The market-

to-book ratio is measured as market value of equity divided by book value of equity. 

5.5.3.11 Audit quality  
 

Audit quality refers to the provision of timely, accurate and relevant audits, 

performed independently by obtaining reasonable assurance that the financial report as a 

whole is free of material misstatement; and ensure material deficiencies detected are 

addressed or communicated through the audit report (Francis, 2004). Audit services are 

needed as a monitoring tool to avoid the potential conflicts of interest between 

shareholders and executives (DeAngelo, 1981b). Prior research has found that larger audit 

firms (the Big-Four auditors) provide higher quality audits (Francis & Yu, 2009). Larger 

audit firms may help to decrease the levels of pay above the arms-length negotiated 

optimal contracting and reduce the CEOs’ power over the boards. This thesis includes a 

measure to capture the quality of the firm’s audit by using a categorical variable set equal 

to 1 if the firm is audited by a Big-Four auditor in year t and 0 otherwise. 

 Finally, prior studies have shown that CEO remuneration arrangements vary 

across industry sectors and years (Kent et al., 2016; Monem & Ng, 2013). Therefore, this 

thesis includes Industry fixed effects as a dummy variable to capture industry differences 

in the pay-performance link; Industry categories are based on 10 industry sectors as per 

global industry classifications standard. Moreover, this thesis includes year fixed-effects 

as a dummy variable in the models to control for differences in the CEO compensation 

and firm performance across years. Table 5 summarises and defines all variables that have 

been used in the models. 
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Chapter 6: Results 

6.1 Introduction  
 

The purpose of the results chapter is to report the findings of the thesis based upon 

the information gathered as a result of the methodology applied. It reports and discusses 

descriptive and univariate tests and the empirical results of the first, second and third 

research questions. The research findings regarding the first research question (the pay-

performance link: pre- and post-the introduction of Australia’s ‘two-strikes’ rule) are 

outlined in section 6.2. Section 6.3 presents the research findings regarding the second 

research question (the long-run impact of the incidence of the ‘first strike’ on the pay-

performance relation). The findings regarding the third research question (auditors’ 

response to the incidence of the ‘first strike’) are outlined in section 6.5. The final section 

concludes the chapter by providing a summary of the results.  

6.2 Results Related to the First Research Question (The Pay-

Performance Link: Pre- and Post-the Introduction of Australia’s 

‘Two-Strikes’ Rule)  

This section presents the results of investigating both sensitivity and elasticity of 

changes in CEO wealth to changes in shareholder wealth by using the sample of 

Australian firms before (2004-2011) and after the implementation (2012-2016) of the 

‘two-strikes’ rule. Section 6.2.1 presents descriptive statistics for the dependent and the 

independent variables and univariate tests. Section 6.2.2 displays a Pearson’s bivariate 

correlation matrix. shows empirical results of the data analysis. Section 6.2.3 shows 

empirical results of the data analysis.  

6.2.1 Descriptive statistics and univariate tests 
 

Table 6 provides descriptive statistics of all of the variables used in models (1), 

(2), (3), and (4) before and after the introduction of the ‘two-strikes’ rule. This table also 

presents the results of univariate tests (Mean t-test and Wilcoxon Z test) comparing CEO 

pay change, shareholder wealth change and other control variables before and after the 
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Table 6: Descriptive statistics and univariate tests: Before and after the ‘two-strikes’ rule 

  
Variables 

Before Two-Strikes Rule After Two-Strikes Rule Mean (t-test) Median (Wilcoxon) 
Mean Std. Dev. Median Mean Std. Dev. Median Difference t-stat Difference z-stat 

CEOPAYCH 1155138 1580223 599470 1368077 1743697 759359 -212939 -4.298*** -159888 -7.285*** 
LNCEOPAYCH 13.373 1.095538 13.304 13.583 1.064151 13.539 -0.210 -6.489*** -0.236 -7.274*** 
SHWEACH 241256421 3.520000 1720262 4188461197 3.080000 -4934486 -3947204775 6.324*** 6654748 2.726*** 
LNSHWEACH 14.547 354.4472 0.412 146.756 1514.958 -1.476 -132.209 4.207*** 1.888 3.764*** 
CEOTEN 5.106 2.438124 5.000 6.729 4.015877 6.000 -1.623 -16.716*** -1.000 -11.606*** 
BSIZE 6.332 2.191219 6.000 6.383 2.162274 6.000 -0.050 0.774 0.000 0.984 
BINDP 0.673 0.242237 0.750 0.718 0.176761 0.750 -0.045 -6.983*** 0.000 -7.614*** 
CEODUAL 0.063 0.24378 0.000 0.063 0.243608 0.000 0.000 -0.012 0.000 -0.012 
PREMCOMM 0.733 0.44274 1.000 0.785 0.410909 1.000 -0.052 -4.089*** 0.000 -4.112*** 
REMCOMMINDP 0.662 0.427332 1.000 0.745 0.406428 1.000 -0.083 6.600*** 0.000 8.129*** 
CEOREMCOMM 0.160 0.366951 0.000 0.095 0.29355 0.000 0.065 -6.476*** 0.000 -6.587*** 
CHREMCOMM 0.614 0.487051 1.000 0.649 0.487278 1.000 -0.036 2.462** 0.000 2.350** 
OWNCON 0.649 18.57896 0.667 0.596 23.88903 0.642 0.053 -8.348*** 0.025 -5.821*** 
LEV 0.243 0.355069 0.188 0.394 2.34091 0.193 -0.151 -3.167*** -0.005 -1.487 
PBVAL 3.270 10.1972 1.624 3.038 10.78348 1.414 0.232 -0.740 0.210 -0.785 
TASSETS 18.879 2.061214 18.744 19.035 2.264123 19.000 -0.157 2.428** -0.256 3.045*** 

Variables are defined as follows: CEOPAY is the sum of salary, bonus, equity-based payment, termination benefits, and post-employment benefits, as well as any other annual pay. LNCEOPAY is the 
natural log of the sum of salary, bonus, equity-based payment, termination benefits and post-employment benefits, as well as any other annual pay. SHWEA is the beginning of period market value 
multiplied by the rate of total stock return. LNSHWEA is the natural log of the beginning of period market value multiplied by the rate of total stock return. CEOPAYCH is the change in total CEO 
remuneration between t-1 and t for firm i. LNCEOPAYCH is the change in the natural logarithm of total CEO remuneration between t-1 and t for firm i. SHWEACH is the change in (the beginning of 
period market value multiplied by the rate of total stock return) between t-1 and t for firm i. LNSHWEACH is the change in the natural logarithm of (the beginning of period market value multiplied by 
the rate of total stock return) between t-1 and t for firm i. CEOTEN is the total number of years that a CEO has been chief executive at the company. BSIZE is the total number of directors on the board. 
BINDP is the proportion of non-executive directors on the board. CEODUAL is a binary variable set equal to 1 if the CEO is also the chairman of the board. PREMCOMM is a binary variable set equal 
to 1 if the firm has a remuneration committee. REMCOMMINDP is the proportion of non-executive directors on the remuneration committee CEOREMCOM is A binary variable set equal to 1 if the 
CEO is not a member of the remuneration committee. CHREMCOMM is a binary variable set equal to 1 if the chair of the remuneration committee is a non-executive director. OWNCON is the 
percentage of firm shares owned by the top 20 shareholders at year t. LEV is the total liabilities divided by total equity of firm. PBVAL is the ratio of book-to-market value of equity. TASSETS is the 
natural logarithm of the total assets. *, **, *** indicate statistical significance at the 0.10, 0.05, and 0.01 levels, respectively (based on a two-tailed test).  
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application of the ‘two-strikes’ rule. Outliers significantly affect the process of estimating 

statistics, resulting in overestimated or underestimated values. Thus, this study winsorised 

the 5% of both the top and bottom observations in each variable of the sample, consistent 

with prior studies (Brown, Matolcsy, & Wells, 2014; Larcker, Richardson, & Tuna, 2007; 

Monem & Ng, 2013). As Table 6 shows, the mean (median) CEO total pay before the 

‘two-strikes’ rule was $1,155,138 ($599,470) compared with $1,368,077 ($759,359) after 

the implementation of the ‘two-strikes’. The differences in means (t-statistic = -4.298) 

and medians (Wilcoxon z- statistic = -7.285) are statistically significant at the 1% level. 

Similarly, the mean and median of the natural logarithm of total CEO remuneration are 

also significantly different between these two groups at the 1% level.  

The mean (median) shareholder wealth change was $241,256,421 ($1,720,262) 

before the ‘two-strikes’ rule compared with the mean (median) of $4,188,461,197 (-

$4,934,486) after the implementation of the ‘two-strikes’ rule. The differences in means 

(t-statistic = 6.324) and medians (Wilcoxon z- statistic = 2.726) are statistically 

significant at the 1% level.  The t-test and the Wilcoxon Z test indicate that the differences 

in mean (t-statistic = -6.983) and median (Wilcoxon z-statistic = -7.614) of board 

independence between the two groups are statistically significant at the 1% level. The 

mean (median) of ownership concertation (OWNCON) before the regulation was 0.649% 

(0.667%) compared with the mean (median) 0.596% (0.642%) after the implementation 

of the ‘two-strikes’ rule. The mean and median ownership concertation are also 

significantly different between these two groups at the 1% level.  

6.2.2 Correlation matrix 
 

Table 7 presents a Pearson’s bivariate correlation matrix for all the variables used 

in models (1), (2), (3), and (4). In table 7, among the key results are the change in the 

natural logarithm of total CEO remuneration, which is negatively correlated with the 

change in the natural logarithm of shareholder wealth (r = -0.188, significant at 5% level). 
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Table 7: Pearson’s bivariate correlation matrix 

Variables are defined as follows: CEOPAY is the sum of salary, bonus, equity-based payment, termination benefits, and post-employment benefits, as well as any other annual pay. LNCEOPAY is the natural log of the sum of 
salary, bonus, equity-based payment, termination benefits, and post-employment benefits, as well as any other annual pay. SHWEA is the beginning of period market value multiplied by the rate of total stock return. LNSHWEA 
is the natural log of the beginning of period market value multiplied by the rate of total stock return. CEOPAYCH is the change in total CEO remuneration between t-1 and t for firm i. LNCEOPAYCH is the change in the natural 
logarithm of total CEO remuneration between t-1 and t for firm i. SHWEACH is the change in (the beginning of period market value multiplied by the rate of total stock return) between t-1 and t for firm i. LNSHWEACH is the 
change in the natural logarithm of (the beginning of period market value multiplied by the rate of total stock return) between t-1 and t for firm i. CEOTEN is the total number of years that a CEO has been chief executive at the 
company. BSIZE is the total number of directors on the board. BINDP is the proportion of non-executive directors on the board. CEODUAL is a binary variable set equal to one if the CEO is also the chairman of the board. 
PREMCOMM is a binary variable set equal to 1 if the firm has a remuneration committee. REMCOMMINDP is the proportion of non-executive directors on the remuneration committee CEOREMCOM is a binary variable 
set equal to 1 if the CEO is not a member of the remuneration committee. CHREMCOMM is a binary variable set equal to 1 if the chair of the remuneration committee is a non-executive director. OWNCON is the percentage 
of firm shares owned by the top 20 shareholders at year t. LEV is the total liabilities divided by total equity of firm. PBVAL is the ratio of book-to-market value of equity. TASSETS is the natural logarithm of total assets. *, **, 
*** shows significance level at 10%, 5%, and 1%, respectively. 

 
1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 

CEOPAYCH 1                                   

LNCEOPAYCH 0.634** 1                                 

SHWEACH 0.015 -0.005 1                               

LNSHWEACH -0.092 -0.188** 0.343** 1                             

CEOTEN 0.062 -0.003 0.025 0.014 1                           

CEOCHANGE -0.046 0.038 -0.010 -0.013 -0.473** 1                         

BSIZE -0.023 0.018 0.063 -0.015 -0.081 0.048 1                       

BINDP -0.007 -0.062 -0.001 0.055 -0.037 -0.119* 0.367** 1                     

CEODUAL 0.004 -0.023 -0.023 -0.034 0.170** -0.016 -0.066 -0.151** 1                   

PREMCOMM -0.019 0.024 0.043 -0.020 0.073 -0.148** 0.211** 0.212** -0.128* 1                 

REMCOMMINDP -0.035 -0.027 -0.004 -0.088 -0.026 0.065 0.059 -0.028 -0.042 0.267** 1               

CEOREMCOMM 0.007 0.048 -0.061 -0.038 -0.031 -0.005 0.086 -0.056 0.024 0.213** 0.171** 1             

CHREMCOMM -0.018 0.009 0.022 -0.023 -0.015 -0.142** 0.095 0.209** -0.216** 0.556** 0.123* 0.222** 1           

BIG4 0.010 -0.017 -0.006 -0.035 0.007 -0.072 0.421** 0.317** -0.101* 0.068 -0.001 -0.061 -0.045 1         

OWNCON -0.039 0.039 -0.020 0.036 0.038 0.024 0.036 -0.046 0.187** -0.034 -0.085 0.060 -0.083 0.094 1       

LEV 0.017 0.084 0.012 0.023 -0.081 0.057 -0.030 0.009 -0.035 -0.007 -0.011 0.000 0.006 0.027 0.092 1     

PBVAL 0.007 -0.064 0.004 0.062 -0.044 0.084 -0.008 -0.003 0.016 -0.069 -0.024 0.022 -0.043 0.066 0.030 0.016 1   

TASSETS -0.016 0.046 0.006 -0.096 0.154** -0.222** 0.488** 0.328** -0.143** 0.325** 0.104* 0.059 0.164** 0.481** 0.053 -0.133** -0.124* 1 
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This result suggests that the introduction of the ‘two-strikes’ rule has had a negative effect 

on the pay- performance link. To test for multicollinearity, a general rule of thumb is that 

if there is high pairwise correlation between two explanatory variables (i.e., above 0.8), 

then severe multicollinearity may be present in the model (Gujarati & Porter, 2009). All 

pairwise correlation coefficients between the explanatory variables in Table 7 are below 

0.8. Further to that, correlations between the independent variables are generally low with 

no single correlation above 0.6, which suggests that multicollinearity will not seriously 

bias the estimated coefficients. 

6.2.3 Empirical results  
 
6.2.3.1 The sensitivity of the pay-performance link before and after the implementation 

of the ‘two-strikes’ rule 

Table 8 presents the results for the pay-performance sensitivity before and after 

the implementation of the ‘two-strikes’ rule (model 1). These regression estimates that 

changes in CEO compensation were positively and significantly associated with changes 

in firm performance before the introduction of the ‘two-strikes’ rule. Specifically, this 

study finds that the coefficient of shareholder wealth is positive and highly significant 

(coefficient = 51.536, t = 10.092). It implies that CEO wealth of Australian firms 

increased by $51 for every $1000 increase in the shareholder value. However, this 

research finds that the introduction of the ‘two-strikes’ rule has had a negative effect on 

the sensitivity of CEO compensation to firm performance. Specifically, this study finds 

that the coefficient of shareholder wealth is negative and significant (coefficient = -

10.168, t = -1.753). This finding suggests that CEOs of the Australian firms receive pay 

cuts of about $10 for each $1,000 increase in shareholder value. The results in Table 8 

show that there is a decrease in the alignment between CEO pay and shareholders’ wealth 

for the full sample, evidenced by a negative but insignificant pay-performance 

relationship (coefficient = -45.258, t = -0.400). Among the control variables, the 

regression findings in Table 8 show that the ownership concentration (OWNCON) has a   
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 Table 8: Pay-performance sensitivity before and after the ‘two-strikes’ rule 
 

Note: variables are defined as follows: CEOPAYCH is the change in total CEO remuneration between t-

1 and t for firm i. SHWEACH the change in (the beginning of period market value multiplied by the rate 

of total stock return) between t-1 and t for firm i. CEOTEN is the total number of years that a CEO has 

been chief executive at the company. BSIZE is the total number of directors on the board. BINDP is the 

proportion of non-executive directors on the board. CEODUAL is A binary variable set equal to one if the 

CEO is also the chairman of the board. PREMCOMM is A binary variable set equal to 1 if the firm has a 

remuneration committee. REMCOMMINDP is the proportion of non-executive directors on the 

remuneration committee CEOREMCOM is A binary variable set equal to 1 if the CEO is not a member 

of the remuneration committee. CHREMCOMM is A binary variable set equal to 1 if the chair of the 

remuneration committee is a non-executive director. OWNCON is the percentage of firm shares owned by 

the top 20 shareholders at year t. LEV is the total liabilities divided by total equity of firm. PBVAL is the 

ratio of book-to-market value of equity. TASSETS is the natural logarithm of total assets. *, **, *** indicate 
statistical significance at the 0.10, 0.05, and 0.01 levels, respectively (based on a two-tailed test). 

  
  

Full Sample 
(1) 

Before Regulation 
 (2) 

After Regulation 
(3) 

CEOPAYCH 
SHWEACH -45.258 51.536*** -10.168*  

(-0.400) (10.092) (-1.753) 
CEOTEN -6140.823 4248.562 -8501.176  

(-1.116) (0.309) (-1.526) 
BSIZE 1919.056 6983.742 -2156.200  

(0.163) (0.345) (-0.155) 
BINDP 66893.853 32527.999 109551.293  

(0.719) (0.240) (0.857) 
CEODUAL -24211.114 -11093.245 -31657.079  

(-0.310) (-0.082) (-0.346) 
PREMCOMM 225985.518 361182.895 102162.602  

(0.930) (0.970) (0.319) 
REMCOMMINDP -280032.135 -412159.253 -159413.847  

(-1.165) (-1.139) (-0.498) 
CEOREMCOMM -91111.465 -196944.600 -9070.110  

(-0.965) (-1.343) (-0.075) 
CHREMCOMM -14020.834 -13881.254 -10751.914  

(-0.250) (-0.134) (-0.170) 
OWNCON 2608.813*** 4167.000** 1756.429*  

(2.752) (2.234) (1.678) 
LEV 13727.739 25871.482 12164.849  

(1.249) (0.305) (1.198) 
PBVAL 1662.658 1325.404 1445.827  

(0.898) (0.386) (0.693) 
TASSETS 23738.714* 44129.569** 15845.194  

(1.935) (2.001) (1.111) 
CONSTANT -476179.821** -947523.421** -356165.384  

(-2.226) (-2.510) (-1.475) 
Industry fixed effects Included Included Included 
Year fixed effects Included Included Included 
N 9513 4285 5228 
ADJ R2 0.013 0.068 0.011 
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coefficient of 4167.000 (t-statistic = 2.234, p-value < 0.05) before the ‘two strikes’ rule 

and 1756.429 (t-statistic = 1.678, p-value < 0.10) after the ‘two strikes’ rule. That is, CEO 

compensation is negatively related to performance in firms with low concentrated 

ownership structure, implying that ownership concertation might be a significant internal 

governance mechanism in which owners could control and influence the management of 

the firm. 

6.2.3.2 The elasticity of the pay-performance link before and after the implementation of 

the ‘two-strikes’ rule 

Table 9 reports the estimated elasticities of CEO compensation with respect to 

firm performance before and after the introduction of the ‘two-strikes’ rule (model 2). It 

shows that changes in CEO compensation were positively and significantly associated 

with changes in firm performance before the ‘two-strikes’ rule. Specifically, this study 

finds that the pay-performance elasticity is significantly positive (coefficient = 0.826, t = 

1.947). The result suggests that CEO remuneration increased by 8% for each 10% 

increase in shareholder value. However, the findings show that the pay-performance 

elasticity is significantly negative (coefficient = -0.635, t = -1.828) after the introduction 

of the ‘two-strikes’ rule. Specifically, the results indicate that the CEO pay decreased by 

0.63% for each 10% increase in shareholder value. The findings also shows that the pay-

performance link is negative and insignificant for the full sample (coefficient -0.279, t = 

-1.105). Among the control variables, it is interesting to note that board size (BSIZE) has 

a coefficient of -0.041 (t-statistic = -3.027, p-value < 0.01) before the ‘two strikes’ rule 

and -0.020 (t-statistic = -2.190, p-value < 0.05) after the ‘two strikes’ rule. That is, as the 

board size increases, the CEO pay relatively decreases suggesting better monitoring of 

CEO pay in larger boards. Another variable is interesting to note is CEO tenure 

(CEOTEN) which has a coefficient of -0.026 (t-statistic = -2.830) before the ‘two strikes’ 

rule and -0.016 (t-statistic = -4.301) after the ‘two strikes’ rule. This could indicate that 

the wealth of CEOs with longer tenure to be less sensitive to the wealth of shareholders. 
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Table 9: Pay-performance elasticity before and after the ‘two-strikes’ rule 

  Full Sample 
(1) 

Before Regulation 
(2) 

After Regulation 
(3) 

  LNCEOPAYCH 
LNSHWEACH -0.279 0.826** -0.635*  

(-1.105) (1.947) (-1.828) 
CEOTEN -0.018*** -0.026*** -0.016***  

(-4.937) (-2.830) (-4.301) 
BSIZE -0.029*** -0.041*** -0.020**  

(-3.778) (-3.027) (-2.190) 
BINDP -0.019 -0.020 -0.022  

(-0.309) (-0.222) (-0.259) 
CEODUAL -0.035 0.058 -0.099  

(-0.692) (0.643) (-1.639) 
PREMCOMM 0.030 0.188 -0.125  

(0.192) (0.755) (-0.590) 
REMCOMMINDP -0.065 -0.233 0.111  

(-0.412) (-0.963) (0.522) 
CEOREMCOMM -0.067 -0.175* 0.030  

(-1.092) (-1.790) (0.373) 
CHREMCOMM 0.023 0.045 0.010  

(0.631) (0.650) (0.247) 
OWNCON 0.001** 0.001 0.001*  

(1.961) (0.817) (1.909) 
LEV 0.023*** 0.007 0.021***  

(3.166) (0.127) (3.087) 
PBVAL 0.002 0.002 0.001  

(1.260) (0.717) (0.783) 
TASSETS 0.025*** 0.042*** 0.014  

(3.155) (2.847) (1.485) 
CONSTANT -0.125 -0.370 0.039  

(-0.898) (-1.469) (0.243) 
Industry fixed effects Included Included Included 
Year fixed effects Included Included Included 
N 9513 4285 5228 
ADJ R2 0.014 0.007 0.013 

Note: variables are defined as follows: LNCEOPAYCH is the change in the natural logarithm of total CEO 

remuneration between t-1 and t for firm i. LNSHWEACH is the change in the natural logarithm of (the 

beginning of period market value multiplied by the rate of total stock return) between t-1 and t for firm i. 

CEOTEN is the total number of years that a CEO has been chief executive at the company. BSIZE is the 

total number of directors on the board. BINDP is the proportion of non-executive directors on the board. 

CEODUAL is a binary variable set equal to one if the CEO is also the chairman of the board. 

PREMCOMM is a binary variable set equal to 1 if the firm has a remuneration committee. 

REMCOMMINDP is the proportion of non-executive directors on the remuneration committee 

CEOREMCOM is a binary variable set equal to 1 if the CEO is not a member of the remuneration 

committee. CHREMCOMM is a binary variable set equal to 1 if the chair of the remuneration committee 

is a non-executive director. OWNCON is the percentage of firm shares owned by the top 20 shareholders 

at year t. LEV is the total liabilities divided by the total equity of the firm. PBVAL is the ratio of the book-

to-market value of equity. TASSETS is the natural logarithm of the total assets. *, **, *** indicate 

statistical significance at the 0.10, 0.05, and 0.01 levels, respectively (based on a two-tailed test). 
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6.2.3.3 The interaction model for the pay performance sensitivity and elasticity before and 

after the introduction of the ‘two-strikes’ rule 

Table 10 shows the results of estimating models (3) and (4) in relation to the pay-

performance sensitivity (column 1) and elasticity (column 2) after the implementation of 

the ‘two-strikes’ rule. It shows that the estimated sensitivity and elasticity of CEO wealth 

with respect to the shareholder wealth are negative and significant. The variables of 

interest are the interaction terms between SHWEACH and 2STRIKES and the interaction 

terms between LNSHWEACH and 2STRIKES. The coefficient of SHWEACH 

*2STRIKES is negative and highly significant (coefficient = -12.486, t = -11.354), 

suggesting that CEOs of the Australian firms experienced pay cuts of about $12 for each 

$1,000 increase in shareholder value. With respect to pay-performance elasticity for 

Australian firms, column 2 of Table 10 shows that the coefficient of LNSHWEACH* 

2STRIKES is significantly negative (coefficient = -0.078, t = -1.815), suggesting that 

CEO pay decreases by 0.78% for each 10% increase in shareholder value. Therefore, H1 

is empirically supported.  

Given that the Australian ‘two-strikes’ rule makes it easy to strike a firm by 

removing almost the entire board (bad news) if 25% of the firm shareholders are not 

happy for two consecutive years, the looming threat of the ‘second strike’ would put 

significant pressure on firms to decrease CEO wealth even if shareholder wealth is 

increasing. The findings in this thesis are consistent with Larcker et al. (2011) that the 

regulation of corporate governance results in less-efficient compensation contracts and 

decreases shareholder value. The results are consistent with Murphy (2013) that the CEO 

pay rules in general have been either ineffective or counterproductive, typically 

increasing rather than decreasing agency problems and leading to a host of unintended 

and costly consequences. Furthermore, the results are consistent with the interference 

hypothesis, which argued that SoP would undermine the power of the board, resulting in 

the adoption of suboptimal contracts (Cai & Walkling, 2011; Grosse et al., 2017).  
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Table 10: Pay-performance sensitivity and elasticity for the interaction model  

  (1) (2) 

  CEOPAYCH LNCEOPAYCH 

SHWEACH 43.641*** 

(11.223) 

 

LNSHWEACH 
 

0.186** 

(2.298) 

2STRIKES -68147.274 

(-0.691) 

-0.056 

(-0.861) 

SHWEACH*2STRIKES -12.486*** 

(-11.354) 

 

LNSHWEACH*2STRIKES 
 

-0.078* 

(-1.815) 

CEOTEN -5661.222 

(-1.047) 

-0.018*** 

(-4.929) 

BSIZE 1977.821 

(0.171) 

-0.029*** 

(-3.787) 

BINDP 63285.366 

(0.693) 

-0.019 

(-0.319) 

CEODUAL -25911.778 

(-0.338) 

-0.035 

(-0.691) 

PREMCOMM 228089.913 

(0.955) 

0.026 

(0.164) 

REMCOMMINDP -280321.065 

(-1.187) 

-0.060 

(-0.381) 

CEOREMCOMM -97237.404 

(-1.049) 

-0.067 

(-1.092) 

CHREMCOMM -16843.467 

(-0.306) 

0.023 

(0.626) 

OWNCON 2494.296*** 

(2.679) 

0.001** 

(1.985) 

LEV 13959.559 

(1.294) 

0.023*** 

(3.131) 

PBVAL 1810.354 

(0.995) 

0.002 

(1.245) 

TASSETS 26154.270** 

(2.170) 

0.025*** 

(3.160) 

CONSTANT -511835.797** 

(-2.436) 

-0.126 

(-0.903) 

Industry fixed effects Included Included 

Year fixed effects Included Included 

N 9513 9513 

ADJ R2 0.038 0.014 

Note: variables are defined as follows:  CEOPAYCH is the change in total CEO remuneration between t-1 and t for 
firm i. LNCEOPAYCH is the change in the natural logarithm of total CEO remuneration between t-1 and t for firm i. 
SHWEACH is the change in (the beginning of period market value multiplied by the rate of total stock return) between 
t-1 and t for firm i. LNSHWEACH is the change in the natural logarithm of (the beginning of period market value 
multiplied by the rate of total stock return) between t-1 and t for firm i. 2STRIKES is a binary variable set to 1 with 
the introduction of the ‘two-strikes’ rule from 2011 onwards and 0 otherwise. CEOTEN is the total number of years 
that a CEO has been chief executive at the company. BSIZE is the total number of directors on the board. BINDP is 
the proportion of non-executive directors on the board. CEODUAL is A binary variable set equal to one if the CEO is 
also the chairman of the board. PREMCOMM is A binary variable set equal to 1 if the firm has a remuneration 
committee. REMCOMMINDP is the proportion of non-executive directors on the remuneration committee 
CEOREMCOM is A binary variable set equal to 1 if the CEO is not a member of the remuneration committee. 
CHREMCOMM is A binary variable set equal to 1 if the chair of the remuneration committee is a non-executive 
director. OWNCON is the percentage of firm shares owned by the top 20 shareholders at year t. LEV is the total 
liabilities divided by total equity of firm. PBVAL is the ratio of book-to-market value of equity. TASSETS is the 
natural logarithm of total assets. *, **, *** indicate statistical significance at the 0.10, 0.05, and 0.01 levels, respectively 
(based on a two-tailed test). 
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Table 10’s results for both sensitivity and elasticity support the interference 

hypothesis that the implementation of the ‘two-strikes’ rule with the threat of removing 

corporate boards in a very public way may have put undue pressure on Australian boards 

to punish their CEOs more severely than they deserved. The findings are consistent with 

Grosse et al. (2017) and Faghani and Gyapong (2019) that unlike U.S. shareholders, 

Australian shareholders may lack the required expertise and sophistication as they focus 

only on the total of executive pay rather than excess pay, the structure of pay or the pay-

performance link. The findings hold after controlling for several important factors, such 

as corporate governance characteristics, remuneration committee characteristics, 

economic characteristics of the company, industry and time and ownership structure. 

 Bratton and Wachter (2010) demonstrated that mere shareholder empowerment 

and the threat of shareholder intervention by itself would incur significant agency costs 

of their own and influence management conduct, forcing managers to focus on the stock 

price in order to avoid shareholder dissatisfaction. Thus, empowering shareholders with 

the ‘two-strikes’ rule may lead to undesirable consequences for the share price and 

shareholder value in the long run. For instance, the threat of a ‘strike’ associated with the 

media coverage may provide incentives for executives to focus on short-run accounting 

returns at the expense of long-term shareholder wealth maximisation or engage in 

aggressive earnings management or pressure executives to commit a financial reporting 

fraud. Furthermore, the ‘two-strikes’ rule could lead to board instability, where minority 

interests can potentially use the rule for mischief, other than costing boards huge time and 

effort to deal with the legislation. Jensen and Murphy (1990a) argued that the real matter 

of executive compensation is not how much executives are paid, but how they are paid. 

Therefore, reducing the level of pay may be an inappropriate response to the introduction 

of the ‘two-strikes’ rule and thus result in a suboptimal remuneration situation. The key 

purpose of executive compensation is to attract, reward and retain competent executive. 
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6.3 Results Related to the Second Research Question (The long-run 

Impact of the Incidence of the ‘First Strike’ on the Pay-Performance 
Relation)  
This section presents the results of investigating both sensitivity and elasticity of 

changes in CEO wealth to changes in shareholder wealth by using the sample of ‘first 

strike’ firms which avoided the ‘second strike’ in the five-year period following the 

incidence of receiving the ‘first strike’. Section 6.3.1 presents descriptive statistics and 

univariate tests for the dependent and the independent variables. Section 6.3.2 displays 

empirical results of the data analysis. Section 6.3.3 shows the regression findings for the 

pay-performance sensitivity and elasticity in the year of the ‘first strike’.  

6.3.1 Descriptive statistics and univariate tests 
 
6.3.1.1 Descriptive statistics and univariate tests of treatment and matched sample based 

on firm size and industry 

Table 11 reports descriptive statistics of all of the variables used in the regression 

analysis of models (5) and (6) of treatment and matched sample based on firm size and 

industry. This table also presents the results of univariate tests comparing the CEO pay 

and firm performance of ‘first strike’ firms and control firms based on firm size and 

industry. To mitigate the effect of outliers on the results, this thesis winsorised both the 

top and the bottom 5% of observations in each variable of the sample consistent with 

prior studies (Brown et al., 2014; Larcker et al., 2007; Monem & Ng, 2013). As Table 11 

shows, the mean (median) CEO total pay of strike firms is $6,628.436 ($31.000) 

compared with -$65,349.921 ($14,046.000) in the control firms. The differences in means 

(t-statistic = 1.899) and medians (Wilcoxon z- statistic = -1.938) are statistically 

significant at the 1% level. The mean (median) shareholder wealth is $25,385,276 

($7,660,000) of strike firms compared with the mean (median) of $40,193,397 

($11,450,000) of control firms. The mean and median of shareholder wealth are also 

significantly different between these two groups at 1% level. Furthermore, the t-test and 
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 Table 11: Descriptive statistics and univariate tests comparing treatment and control ample matched sample based on firm size and industry 

Variables are defined as follows:  CEOPAYCH is the change in total CEO remuneration between t-1 and t for firm i. LNCEOPAYCH is the change in the natural logarithm of total CEO remuneration 
between t-1 and t for firm i. SHWEACH is the change in (the beginning of period market value multiplied by the rate of total stock return) between t-1 and t for firm i. LNSHWEACH is the change in 
the natural logarithm of (the beginning of period market value multiplied by the rate of total stock return) between t-1 and t for firm i. CEOTEN is the total number of years that a CEO has been chief 
executive at the company. CEOCHANGE a binary variable set equal to 1 if the firm’s CEO has been changed during fiscal year t and 0 otherwise. BSIZE is the total number of directors on the board. 
BINDP is the proportion of non-executive directors on the board. CEODUAL is a binary variable set equal to one if the CEO is also the chairman of the board. PREMCOMM is a binary variable set 
equal to 1 if the firm has a remuneration committee. REMCOMMINDP is the proportion of non-executive directors on the remuneration committee CEOREMCOM is a binary variable set equal to 1 if 
the CEO is not a member of the remuneration committee. CHREMCOMM is a binary variable set equal to 1 if the chair of the remuneration committee is a non-executive director. BIG4 is a binary 
variable set equal to 1 if the firm is audited by a Big-Four auditor OWNCON is the percentage of firm shares owned by the top 20 shareholders at year t. LEV is the total liabilities divided by total equity 
of firm. PBVAL is the ratio of book-to-market value of equity. TASSETS is the natural logarithm of the total assets. *, **, *** indicate statistical significance at the 0.10, 0.05, and 0.01 levels, respectively 
(based on a two-tailed test).

   First Strike Firms Matched on size and Industry Mean (t-test) Median (Wilcoxon) 
Variables Mean Std. 

Deviation 
Median Mean Std. 

Deviation 
Median Difference t-stat Difference z-stat 

CEOPAYCH 6628.436 466380 31.000 -65349.921 989668 14046.000 71978.356 1.899* -14015.000 -1.938* 
LNCEOPAYCH 0.006 0.567 0.001 0.039 0.509 0.039 -0.033 -1.863* -0.039 -1.831* 
SHWEACH 25385276 39479141 7660000 40193397 2087774 11450000 -37654870 -2.965*** -10684000 -3.668*** 
LNSHWEACH -20.593 1317.669 -0.154 116.175 1183.230 169.771 -136.769 -1.925* -169.925 -1.959* 
CEOTEN 5.249 4.512 4.000 5.205 4.248 4.000 0.044 0.139 0.000 -0.038 
CEOCHANGE 0.177 0.382 0.000 0.164 0.371 0.000 0.013 0.475 0.000 -0.476 
BSIZE 5.649 2.015 5.000 5.292 1.650 5.000 0.356 2.703** 0.000 -2.193* 
BINDP 0.745 0.165 0.764 0.732 0.111 0.750 0.013 2.307** 0.014 -2.912*** 
CEODUAL 0.067 0.250 0.000 0.026 0.158 0.000 0.041 2.740** 0.000 -2.729** 
PREMCOMM 0.685 0.465 1.000 0.685 0.465 1.000 0.000 0.000 0.000 0.000 
REMCOMMINDP 0.677 1.724 0.900 0.665 0.456 0.600 0.011 -0.478 0.300 -1.409 
CEOREMCOMM 0.090 0.286 0.000 0.090 0.304 0.000 0.000 0.000 0.000 -0.231 
CHREMCOMM 0.559 0.502 1.000 0.526 0.505 1.000 0.033 0.924 0.000 -0.930 
BIG4 0.497 0.501 0.000 0.495 0.501 0.000 0.003 0.072 0.000 -0.072 
OWNCON 0.648 0.182 0.592 0.432 0.277 0.382 0.059 1.594 0.213 1.391 
LEV 0.411 0.801 0.322 0.431 1.379 0.267 -0.020 -0.247 0.055 -1.736 
PBVAL 2.281 10.293 1.100 1.790 4.092 0.920 0.491 0.876 0.180 -3.328*** 
TASSETS 18.021 2.109 17.800 18.178 2.002 18.400 -0.157 -1.069 -0.600 -1.103 
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the Wilcoxon rank sum test indicate that the differences in mean (t-statistic = -1.925) and 

median (Wilcoxon z- statistic = -1.959) of the LNSHWEACH between the two groups 

are statistically significant at the 10% level. The mean and median of board independence 

and board size are also significantly different between the two groups at 10% level. 

Furthermore, the mean (median) of the ratio of the book-to-market value of equity of 

strike firms is 2.281 (1.100) compared with the mean (median) of 1.790 (0.920) in the 

control firms. The difference in median PBVAL (Wilcoxon z-statistic = -3.328) is 

statistically significant at the 1% level. 

6.3.1.2 Descriptive statistics and univariate tests of treatment and matched sample 

based on PSM nearest neighbour approach 

Table 12 provides descriptive statistics for all of the variables used in the 

regression analysis of models (5) and (6) of treatment and matched sample based on the 

PSM nearest-neighbour approach. This table also displays the results of univariate tests 

comparing the CEO wealth and shareholder wealth of strike firms and control firms based 

on the PSM method. To mitigate the effect of outliers on the process of estimating 

statistics, this research winsorised both the top and the bottom 5% of observations in each 

variable of the sample consistent with prior studies (Brown et al., 2014; Larcker et al., 

2007; Monem & Ng, 2013). As Table 12 shows, the mean (median) CEO total pay of the 

strike firms is $6,628.436 ($31.000) compared with -$79,676.240 ($94.000) of matched 

sample. The differences in means (t-statistic = 1.975) and medians (Wilcoxon z-statistic 

= -1.944) are statistically significant at the 10% level.  

Similarly, the t-test and the Mann-Whitney U test (Wilcoxon rank sum test) 

indicate that the differences in the mean (t-statistic =1.965) and median (Wilcoxon z-

statistic = -1.959) of the LNCEOPAYCH between the two groups are statistically 

significant at the 10% level. The mean (median) shareholder wealth is $253,852,763 

($76,600,000) of the strike firms compared with the mean (median) of $409,280,319 

($212,000,000) of the matched sample. The mean and median of shareholder wealth are 
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 Table 12: Descriptive statistics and univariate tests of treatment and matched sample based on PSM nearest neighbour approach 

Variables are defined as follows:  CEOPAYCH is the change in total CEO remuneration between t-1 and t for firm i. LNCEOPAYCH is the change in the natural logarithm of total CEO remuneration 
between t-1 and t for firm i. SHWEACH is the change in (the beginning of period market value multiplied by the rate of total stock return) between t-1 and t for firm i. LNSHWEACH is the change in 
the natural logarithm of (the beginning of period market value multiplied by the rate of total stock return) between t-1 and t for firm i. CEOTEN is the total number of years that a CEO has been chief 
executive at the company. CEOCHANGE a binary variable set equal to 1 if the firm’s CEO has been changed during fiscal year t and 0 otherwise. BSIZE is the total number of directors on the board. 
BINDP is the proportion of non-executive directors on the board. CEODUAL is a binary variable set equal to one if the CEO is also the chairman of the board. PREMCOMM is a binary variable set 
equal to 1 if the firm has a remuneration committee. REMCOMMINDP is the proportion of non-executive directors on the remuneration committee CEOREMCOM is a binary variable set equal to 1 if 
the CEO is not a member of the remuneration committee. CHREMCOMM is A binary variable set equal to 1 if the chair of the remuneration committee is a non-executive director. BIG4 is a binary 
variable set equal to 1 if the firm is audited by a Big-Four auditor OWNCON is the percentage of firm shares owned by the top 20 shareholders at year t. LEV is the total liabilities divided by total equity 
of firm. PBVAL is the ratio of book-to-market value of equity. TASSETS is the natural logarithm of the total assets. *, **, *** indicate statistical significance at the 0.10, 0.05, and 0.01 levels, respectively 
(based on a two-tailed test)

  
Variables 

Strike Firms Matched on PSM Mean (t-test) Median (Wilcoxon) 
Mean Std. 

Deviation 
Median Mean Std. 

Deviation 
Median Difference t-stat Difference z-stat 

CEOPAYCH 6628.436 466380 31.000 -79676.240 1112017 94.000 86304.676 1.975* -63.000 -1.944* 
LNCEOPAYCH 0.006 0.567 0.001 -0.019 0.577 0.001 0.025 1.965* -0.001 -1.886* 
SHWEACH 253852763 394791415 76600000 409280319 34590937 212000000 -155427556 -1.853* -135400000 -1.833* 
LNSHWEACH -20.593 1317.669 -0.154 3.284 1425.642 -21.394 -23.877 -1.924* 21.239 -1.924* 
CEOTEN 5.249 4.512 4.000 5.876 3.902 5.000 -0.628 -1.484 -1.000 -1.139 
CEOCHANGE 0.177 0.382 0.000 0.113 0.317 0.000 0.064 2.295 0.000 -2.288 
BSIZE 5.649 2.015 5.000 5.251 1.805 5.000 0.398 1.640 0.000 -1.371 
BINDP 0.745 0.165 0.764 0.707 0.150 0.750 0.037 1.025 0.014 -1.466 
CEODUAL 0.067 0.250 0.000 0.039 0.194 0.000 0.028 1.362 0.000 -1.561 
PREMCOMM 0.685 0.465 1.000 0.498 0.501 0.000 0.186 1.967 1.000 -1.882 
REMCOMMINDP 0.677 1.724 0.900 0.464 0.475 0.000 0.213 1.261 0.900 -1.217 
CEOREMCOMM 0.090 0.286 0.000 0.124 0.361 0.000 -0.034 -1.360 0.000 -1.038 
CHREMCOMM 0.559 0.502 1.000 0.428 0.510 0.000 0.131 3.330 1.000 -3.398 
BIG4 0.497 0.501 0.000 0.445 0.498 0.000 0.052 1.339 0.000 -1.338 
OWNCON 0.648 0.182 0.592 0.369 0.254 0.344 0.269 1.523 0.248 -1.183 
LEV 0.411 0.801 0.322 0.874 5.257 0.241 -0.463 -1.411 0.081 -1.752 
PBVAL 2.281 10.293 1.100 2.566 9.312 1.150 -0.285 -0.369 -0.050 -1.486 
TASSETS 18.021 2.109 17.800 17.690 2.339 17.600 0.330 1.153 0.200 -1.105 
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significantly different between these two groups at the 10% level. Furthermore, the t-test 

and the Mann-Whitney U test (Wilcoxon rank-sum test) indicate that the differences in 

mean (t-statistic = -1.924) and median (Wilcoxon z-statistic = -1.886) of the 

LNSHWEACH between the two groups are statistically significant at the 10% level. 

Although the mean of board size (BSIZE) is higher in the ‘first strike’ firms than it is in 

the control firms (5.649 compared to 5.251) the difference between them is not 

statistically significant (t-statistic = 1.640). Furthermore, the ownership concentration 

OWNCON is higher in the ‘first strike’ firms (mean = 0.648, median = 0.592) compared 

with that in the control firms (mean = 0.369, median = 0.344); however, the two groups 

do not differ from each other statistically.   

6.3.2 Empirical results  
 
6.3.2.1 The sensitivity of the pay-performance link in the long run after the incidence of 

receiving the first strike 

Table 13 shows the results of estimating Model (5) that tests the sensitivity of 

changes in CEO wealth to changes in shareholder wealth in the long term after the 

incidence of receiving the ‘first strike’. Table 13 shows that, unlike the ‘non-strike’ firms, 

the estimated sensitivity of CEO compensation of ‘first strike’ firms with respect to the 

shareholder wealth is in every case negative and significant. The variable of interest are 

the interactions of SHWEACH and STRIKE. The coefficient (-18.012) on the interaction 

term for the treatment & PSM matched sample is significantly negative (t = -2.853), 

which implies that the wealth of the CEOs of ‘first strike’ firms decrease by about $18 

whenever shareholder wealth increases by $1,000. Similarly, for the treatment and Ind & 

FSIZE matched sample, the coefficient (-17.516) on the interaction term is significantly 

negative at the 5% level (t = -2.425), suggesting that the wealth of the CEOs of the ‘first 

strike’ firms decrease by about $17 whenever shareholder wealth increases by $1,000. 

The findings indicate that Australian shareholders may focus more on how much 

executive are paid (i.e., the total of CEO remuneration) rather than on how they are paid 
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Table 13: The sensitivity of the pay-performance link in the long run after the incidence of receiving the first strike 

  Treatment Firms PSM Matched 
Sample 

IND & FSIZE 
Matched Sample 

Treatment and PSM 
Matched Sample 

Treatment and Ind & 
FSIZE Matched Sample 

  CEOPAYCH 
SHWEACH -36.461** -55.203 -45.213 -50.946** -19.389  

(-1.984) (-1.099) (-1.199) (-1.933) (-0.554) 
STRIKE 

   
-46521.085 -23684.531     

(-1.516) (-0.579) 
SHWEACH*STRIKE 

   
-18.012** -17.516**     

(-2.853) (-2.425) 
CEOTEN 5607.943 20319.423 20569.423 10916.232 -2350.973  

(0.745) (0.788) (0.788) (1.115) (-0.017) 
CEOCHANGE -7778.297 -96886.219 -56882.289 43184.55 -74167.651  

(-0.085) (-0.269) (-0.769) (0.587) (-0.530) 
BSIZE -2864.692 -49470.064 -79471.058 3487.495 26560.247  

(-0.163) (-1.271) (-1.291) (0.319) (1.239) 
BINDP -14573.778 261511.862 651512.873 -67885.332 -62456.589  

(-0.129) (0.931) (0.231) (-0.596) (-0.417) 
CEODUAL 9177.206 182944.733 383866.583 -11763.972 184542.689  

(0.114) (0.510) (0.912) (-0.220) (1.123) 
PREMCOMM 27791.971 -429055.293 -929048.283 -3652.927 -264873.045  

(0.302) (-0.866) (-0.947) (-0.037) (-1.375) 
REMCOMMINDP -181.905 -252.038 -362.518 289.677 2109.479  

(-0.194) (-0.088) (-0.089) (0.377) (0.636) 



 155 

CEOREMCOMM 33587.413 313240.043* 211130.143* -58841.742 42698.029  
(0.416) (1.756) (1.869) (-0.875) (0.512) 

CHREMCOMM -36136.187 599062.441 494562.541 -8061.168 179181.154  
(-0.404) (0.986) (0.986) (-0.108) (0.892) 

BIG4 28324.447 -93768.59 -76768.458 3845.657 -55892.985  
(0.562) (-0.778) (-0.799) (0.071) (-0.916) 

OWNCON -1155.016 3492.002 2684.012 -784.909 -1501.44  
(-1.125) (0.936) (-0.486) (-1.421) (-1.179) 

LEV 27164.516 -176366.863 -116366.863 5866.253 52027.885  
(0.468) (-1.043) (-1.148) (0.149) (0.977) 

PBVAL 16760.676 -46282.556 -45882.576 3854.601 -2435.749  
(1.217) (-0.939) (-0.949) (0.359) (-0.231) 

TASSETS 3445.718 -81220.693 -78520.693 -4984.656 -23236.22  
(0.174) (-1.298) (-1.491) (-0.211) (-1.036) 

CONSTANT -69564.093 1545277.195 1656277.195 -19558.492 3862568.819  
(-0.200) (1.356) (1.315) (-0.482) (1.277) 

Industry fixed effects Included Included Included Included Included 
Year fixed effects Included Included Included Included Included 
N 390 283 390 673 780 
ADJ R2 0.079 0.072 0.098 0.085 0.073 

Note: variables are defined as follows:  CEOPAYCH is the change in total CEO remuneration between t-1 and t for firm i. SHWEACH is the change in (the beginning of period market value multiplied 
by the rate of total stock return) between t-1 and t for firm i. STRIKE is a binary variable set to 1 if the remuneration report is received a ‘no’ vote of 25% or more by shareholders at the AGM while it 
was passed in the previous year CEOTEN is the total number of years that a CEO has been chief executive at the company. CEOCHANGE a binary variable set equal to 1 if the firm’s CEO has been 
changed during fiscal year t and 0 otherwise. BSIZE is the total number of directors on the board. BINDP is the proportion of non-executive directors on the board. CEODUAL is A binary variable set 
equal to one if the CEO is also the chairman of the board. PREMCOMM is a binary variable set equal to 1 if the firm has a remuneration committee. REMCOMMINDP is the proportion of non-executive 
directors on the remuneration committee CEOREMCOM is a binary variable set equal to 1 if the CEO is not a member of the remuneration committee. CHREMCOMM is a binary variable set equal to 
1 if the chair of the remuneration committee is a non-executive director. BIG4 is a binary variable set equal to 1 if the firm is audited by a Big-Four auditor OWNCON is the percentage of firm shares 
owned by the top 20 shareholders at year t. LEV is the total liabilities divided by total equity of firm. PBVAL is the ratio of book-to-market value of equity. TASSETS is the natural logarithm of total 
assets. *, **, *** indicate statistical significance at the 0.10, 0.05, and 0.01 levels, respectively (based on a two-tailed test).
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(i.e., the pay-performance link). Furthermore, the results also imply that boards after 

receiving a ‘first strike’ may punish CEOs more severely than they deserved by reducing 

future remuneration even though shareholder wealth is increasing in the long run. Thus, 

the ‘two-strikes’ rule may have had the unintended consequence of decreasing the total 

of CEO compensation, rather than improving the alignment of executive pay and firm 

performance in the long run. Evidence in support of hypothesis 2 could simply indicate 

that Australian investors, especially minority shareholders, vote by only looking at the 

level of executive remuneration and do not focus on the pay-performance link, which can 

be very costly to the firm. 

6.3.2.2 The elasticity of the pay-performance link in the long run after the incidence of 

receiving the ‘first strike’ 

The results for the regression of model (6) are presented in Table 14 and show the 

findings of the elasticity of changes in CEO wealth to changes in shareholder wealth in 

the long term after the incidence of receiving the ‘first strike’. It shows that, unlike the 

‘non-strike’ firms, the estimated elasticity of CEO compensation of ‘first strike’ firms 

with respect to the shareholder wealth are all negative and significant. The variables of 

interest to me are the interactions of SHWEACH and STRIKE. The coefficient (= -0.011) 

on the interaction term for the treatment & PSM matched sample is significantly negative 

(t = -2.773), which indicates that for a 10% increase in shareholder wealth, the CEO will 

receive a pay cut of 0.11%. For the treatment and Ind & FSIZE matched samples, the 

coefficient (= -0.013) on the interaction term is significantly negative (t = -2.442), which 

indicates that for a 10% increase in shareholder wealth, the CEO will receive a pay cut of 

0.13% in the long run after the incidence of receiving the ‘first strike’.  

The result lends support to the interference hypothesis, which argued that SoP will 

distract the board and management and undermine the power of the board, resulting in 

the adoption of suboptimal pay practices (Bainbridge, 2008; Brunarski et al., 2015; Cai 

& Walkling, 2011; Deane, 2007; Kaplan, 2008; Mangen & Magnan, 2012). It might be  
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Table 14: The elasticity of the pay-performance link in the long run after the incidence of receiving the ‘first strike’ 

  Treatment Firms PSM Matched 
Sample 

IND & FSIZE 
Matched Sample 

Treatment and PSM 
Matched Sample 

Treatment and Ind & 
FSIZE Matched Sample 

  LNCEOPAYCH 
LNSHWEACH -0.021*** -0.001 -0.016 -0.041*** -0.003*  

(-3.568) (-1.326) (-1.226) (-3.249) (-1.829) 
STRIKE 

   
-0.075* -0.061     
(-1.816) (-0.579) 

LNSHWEACH*STRIKE 
   

-0.011** -0.013**     
(-2.773) (-2.442) 

CEOTEN 0.002 -0.017* -0.019* 0.005 -0.019  
(0.202) (-1.676) (-1.826) (0.591) (-1.554) 

CEOCHANGE 0.087 -0.370*** -0.370*** 0.148 -0.094  
(0.965) (-2.776) (-2.776) (1.334) (-0.676) 

BSIZE 0.004 -0.014 -0.021 0.017 0.003  
(0.178) (-0.495) (-0.495) (0.491) (0.086) 

BINDP -0.292 0.228 0.228 -0.661 0.172  
(-1.432) (0.842) (0.842) (-1.393) (0.521) 

CEODUAL -0.022 0.207 0.207 -0.949 0.372  
(-0.172) (1.048) (1.048) (-0.261) (1.565) 

PREMCOMM -0.001 -0.089 -0.089 -0.118 -0.363*  
(-0.005) (-0.648) (-0.648) (-0.532) (-1.710) 

REMCOMMINDP 0.001 0.001 0.001 0.001 0.004  
(0.538) (0.836) (0.836) (0.395) (0.103) 
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CEOREMCOMM 0.084 0.277** 0.317** 0.032 0.126  
(0.729) (2.579) (2.579) (0.196) (0.732) 

CHREMCOMM -0.039 -0.045 -0.045 0.078 0.086  
(-0.413) (-0.345) (-0.345) (0.489) (0.407) 

BIG4 -0.017 -0.072 -0.072 -0.031 -0.035  
(-0.229) (-0.874) (-0.874) (-0.301) (-0.156) 

OWNCON -0.002 0.001 0.001 -0.002 -0.001  
(-1.538) (0.911) (0.911) (-1.564) (-0.609) 

LEV 0.036 0.211** 0.211** 0.077 0.352***  
(0.356) (2.024) (2.024) (0.417) (3.654) 

PBVAL -0.002 -0.022** -0.022** -0.002 -0.035*  
(-0.200) (-1.979) (-1.979) (-0.395) (-1.672) 

TASSETS 0.026 -0.008 -0.008 0.033 -0.002  
(1.19) (-0.437) (-0.437) (0.924) (-0.089) 

CONSTANT -0.261 0.361 0.411 -0.398 0.254  
(-0.716) (0.988) (0.785) (-0.678) (0.415) 

Industry fixed effects Included Included Included Included Included 
Year fixed effects Included Included Included Included Included 
N 390 283 390 673 780 
ADJ R2 0.046 0.115 0.215 0.095 0.273 

Note: variables are defined as follows:  LNCEOPAYCH is the change in the natural logarithm of total CEO remuneration between t-1 and t for firm i. LNSHWEACH is the change in the natural 

logarithm of (the beginning of period market value multiplied by the rate of total stock return) between t-1 and t for firm i. STRIKE is a binary variable set to 1 if the remuneration report is received a 

‘no’ vote of 25 per cent or more by shareholders at the AGM while it was passed in the previous year CEOTEN is the total number of years that a CEO has been chief executive at the company. 

CEOCHANGE a binary variable set equal to 1 if the firm’s CEO has been changed during fiscal year t and 0 otherwise. BSIZE is the total number of directors on the board. BINDP is the proportion of 

non-executive directors on the board. CEODUAL is a binary variable set equal to one if the CEO is also the chairman of the board. PREMCOMM is a binary variable set equal to 1 if the firm has a 

remuneration committee. REMCOMMINDP is the proportion of non-executive directors on the remuneration committee CEOREMCOM is a binary variable set equal to 1 if the CEO is not a member 

of the remuneration committee. CHREMCOMM is a binary variable set equal to 1 if the chair of the remuneration committee is a non-executive director. BIG4 is a binary variable set equal to 1 if the 

firm is audited by a Big-Four auditor. OWNCON is the percentage of firm shares owned by the top 20 shareholders at year t. LEV is the total liabilities divided by total equity of the firm. PBVAL is the 

ratio of book-to-market value of the equity. TASSETS is the natural logarithm of total assets. *, **, *** indicate statistical significance at the 0.10, 0.05, and 0.01 levels, respectively (based on a two-

tailed test). 
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argued that shareholder dissatisfaction does not reflect poor remuneration design or poor 

management performance, but rather declining share price. The results are consistent with 

Grosse et al. (2017) that the ‘two-strikes’ legislation does not appear to be utilised for 

targeting excessive remuneration, but rather to express general shareholder 

dissatisfaction. Furthermore, the findings are consistent with Murphy (2013) that the 

remuneration rules in general have been either ineffective or counterproductive, typically 

increasing rather than decreasing agency problems, and leading to a host of unintended 

and costly consequences. It is likely that the transition from the non-binding SoP votes to 

the ‘two-strikes’ rule may do more harm than good as it pressures the boards to adopt 

suboptimal contracts.  

The results for both sensitivity and elasticity models support H2 and they are 

consistent with those Grosse et al. (2017) and Faghani and Gyapong (2019)  in that, unlike 

U.S. shareholders, Australian shareholders lack the required expertise and sophistication 

as they focus only on the total of executive pay rather than excess pay or the structure of 

pay. This thesis argues that decreasing the future level of CEO compensation may be an 

improper reaction to address shareholder concerns and may thereby result in the adoption 

of inefficient compensation structures that could minimise firm value. The finding is 

robust to alternative methods of sampling. It holds after making important controls for 

several factors like corporate governance characteristics, remuneration committee 

characteristics, the economic characteristics of the company, industry and time, 

ownership structure and audit quality. 

6.3.3 Additional analysis  
 

The results for the regression of models (7) and (8) are presented in Table 15. This 

study investigates whether there is a significant pay-performance sensitivity and elasticity 

in the year of the ‘first strike’ by examining the significance of coefficients on the 

interaction between the first strike (STRIKE) and shareholder wealth (SHWEACH). This 
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Table 15: Pay-performance link in the year of receiving the ‘first strike’ 

Note: variables are defined as follows: CEOPAYCH is the change in total CEO remuneration between t-1 and t for firm i. 
LNCEOPAYCH is the change in the natural logarithm of total CEO remuneration between t-1 and t for firm i. SHWEACH is the 
change in (the beginning of period market value multiplied by the rate of total stock return) between t-1 and t for firm i. 
LNSHWEACH is the change in the natural logarithm of (the beginning of period market value multiplied by the rate of total stock 
return) between t-1 and t for firm i. STRIKE is a binary variable set to 1 if the remuneration report is received a ‘no’ vote of 25 per 
cent or more by shareholders at the AGM while it was passed in the previous year CEOTEN is the total number of years that a CEO 
has been chief executive at the company. CEOCHANGE a binary variable set equal to 1 if the firm’s CEO has been changed during 
fiscal year t and 0 otherwise. BSIZE is the total number of directors on the board. BINDP is the proportion of non-executive directors 
on the board. CEODUAL is A binary variable set equal to one if the CEO is also the chairman of the board. PREMCOMM is A 
binary variable set equal to 1 if the firm has a remuneration committee. REMCOMMINDP is the proportion of non-executive 
directors on the remuneration committee CEOREMCOM is A binary variable set equal to 1 if the CEO is not a member of the 
remuneration committee. CHREMCOMM is A binary variable set equal to 1 if the chair of the remuneration committee is a non-
executive director. BIG4 is a binary variable set equal to 1 if the firm is audited by a Big-Four auditor OWNCON is the percentage 
of firm shares owned by the top 20 shareholders at year t. LEV is the total liabilities divided by total equity of firm. PBVAL is the 
ratio of book-to-market value of equity. TASSETS is the natural logarithm of total assets. *, **, *** indicate statistical 
significance at the 0.10, 0.05, and 0.01 levels, respectively (based on a two-tailed test). 

  
  

(1) (2) 
CEOPAYCH LNCEOPAYCH 

SHWEACH -30.434* 
 

 
(-1.918) 

 

LNSHWEACH 
 

-0.001*   
(-1.801) 

STRIKE 44826.193 -0.012  
(0.861) (-0.253) 

STRIKE*SHWEACH -10.132 
 

 
(-0.591) 

 

STRIKE*LNSHWEACH 
 

-0.001   
(-0.879) 

CEOTEN -19821.094** -0.020***  
(-2.424) (-4.554) 

CEOCHANGE -456472.558*** -0.368***  
(-3.279) (-4.833) 

BSIZE 18941.302 -0.011  
(0.981) (-1.060) 

BINDP -173608.804 0.000  
(-0.743) (0.003) 

CEODUAL 114981.086 0.046  
(0.514) (0.372) 

PREMCOMM -100270.369 -0.002  
(-0.913) (-0.028) 

REMCOMMINDP -1767.159 -0.001  
(-0.689) (-0.567) 

CEOREMCOMM 122273.932 0.058  
(1.217) (1.048) 

CHREMCOMM 23138.009 -0.002  
(0.272) (-0.038) 

BIG4 -3632.681 -0.025  
(-0.049) (-0.624) 

OWNCON 333.159 0.000  
(0.274) (0.449) 

LEV 88977.934 0.123**  
(0.779) (1.974) 

PBVAL -962.819 -0.005  
(-0.089) (-0.919) 

TASSETS -227.303 0.004  
(-0.012) (0.407) 

CONSTANT 215785.808 0.191  
(0.636) (1.028) 

Industry fixed effects Included Included 
Year fixed effects Included Included 
N 1316 1316 
ADJ R2 0.004 0.026 
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study finds evidence that receiving a ‘first strike’ is not associated with a significant pay 

for performance sensitivity in the year of the ‘first strike’. Specifically, the coefficient on 

the interaction term (STRIKE*SHWEACH) is negative but statistically insignificant 

(coefficient = -10.132, t=-0.591). With respect to pay-performance elasticity, the 

coefficient on the interaction term (STRIKE*LNSHWEACH) is negative but statistically 

insignificant (coefficient = -0.001, t = -0.879). Therefore, H3 is supported.  

The results suggest that shareholders may not have the sophistication necessary 

to use their new voting power and to target firms with a weaker pay-performance relation. 

It might be argued that Australian shareholders have voted against a remuneration report 

not because of specific concerns about designing an effective executive compensation 

plane (pay for performance) but because of other issue such as capital raising or poor and 

unexpected financial results. The outcomes are consistent with those of Grosse et al. 

(2017) that there is no association between changes in CEO pay measures and receiving 

a ‘strike’ and shareholders are using the ‘strike’ mechanism to voice discontent with 

broader management practices including the potential capture of independent directors. 

Moreover, the outcomes are consistent with those of Faghani and Gyapong (2019) that 

Australian shareholders fail to differentiate between CEO pay, which is related to the 

economic characteristics of a firm, and the pay that is not related to firm’s characteristics.  

6.4 Results Related to the Third Research Question (Auditors’ 

Response to the Incidence of the ‘First Strike’) 

This section presents the results of investigating whether the incidence of a ‘first 

strike’ sends a warning signal to auditors and whether the auditors respond by increasing 

their audit risks and subsequently charging higher audit fees, issuing a modified audit 

opinion or resigning from an audit engagement. Section 6.4.1 presents descriptive 

statistics and univariate tests of treatment and matched samples based on firm size and 
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industry as well as PSM nearest-neighbour approach. Section 6.4.2 displays empirical 

results of the data analysis.  

6.4.1 Descriptive statistics and univariate tests 

6.4.1.2 Descriptive statistics and univariate tests of treatment and matched samples 

based on firm size and industry 

Table 16 provides descriptive statistics of the dependent and independent 

variables used in the regression analysis of Models (9), (10), and (11) for the ‘first strike’ 

firms and control firms based on firm size and industry. This table also presents the results 

of univariate tests (Mean t- test and Mann-Whitney U test) comparing the ‘first-strike’ 

firms with control firms. This research winsorised both the top and the bottom 5% 

observations in each variable of the sample to mitigate the effect of outliers on the results 

consistent with prior studies (Brown et al., 2014; Larcker et al., 2007; Monem & Ng, 

2013). As Table 16 shows, the mean (median) of audit fees (LAF) for the strike firms are 

0.039 (0.044) compared with 0.024 (0.027) of the matched sample. The differences in 

means (t-statistic = 3.863) and medians (Wilcoxon z-statistic = 2.972) are statistically 

significant at the 1% level. However, the t-test and the Mann-Whitney U test (Wilcoxon 

rank sum test) indicate that the differences in mean (t-statistic =1.990) and median 

(Wilcoxon z-statistic = 1.893) of auditor switch (ASW) between the two groups are 

statistically significant at the 5% level. Similarly, the mean (median) of the modified audit 

opinion (MOA) for the strike firms are 0.495 (1.000) compared with 0.413 (0.000) of the 

matched sample, and the differences in means (t-statistic = 2.072) and medians (Wilcoxon 

z- statistic = 2.499) are statistically significant at the 5% level.  

Table 16 also indicates that the mean and the median of the firm risk (FRISK) are 

significantly higher in the strike firms (mean = 0.611, median = 0.322) as compared with 

those in the control firms (mean = 0.431, median = 0.267) at the 1% level (t-statistic = -

2.247, z-statistic = -2.736). The mean and the median of the book to market ratio (BTM) 

are significantly higher in the strike firms (mean = 2.281, median = 1.100) as compared  
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Table 16: Descriptive statistics and univariate tests of treatment and matched samples based on firm size and industry 

Note: variables are defined as follows:  LAF is the natural logarithm of audit fees in the year following the ‘first strike’. ASW is a binary variable set equal to 1 if firms switch auditor in the year following 
the ‘first strike’, and 0 otherwise. MAO is a binary variable set equal to 1 if a firm received a modified audit opinion or an unmodified opinion with emphasis of matter paragraph, or all types of audit 
reports with a reference to a going-concern in the year following the ‘first strike’, and 0 otherwise. CEOTEN is the total number of years that a CEO has been chief executive at the company. 
CEOCHANGE a binary variable set equal to 1 if the firm’s CEO has been changed during fiscal year t and 0 otherwise. BSIZE is the total number of directors on the board. BINDP is the proportion of 
non-executive directors on the board. CEODUAL is A binary variable set equal to one if the CEO is also the chairman of the board. PREMCOMM is A binary variable set equal to 1 if the firm has a 
remuneration committee. REMCOMMINDP is the proportion of non-executive directors on the remuneration committee CEOREMCOM is A binary variable set equal to 1 if the CEO is not a member 
of the remuneration committee. CHREMCOMM is A binary variable set equal to 1 if the chair of the remuneration committee is a non-executive director. AQUAL is a binary variable set equal to 1 if 
the firm is audited by a Big-Four auditor OWNCON is the percentage of firm shares owned by the top 20 shareholders at year t. FRISK is the total liabilities divided by total equity of firm. BTM is the 
book value of equity divided by market capitalisation of firm i as at the annual report balance date in year t. FSIZE is the natural logarithm of total assets. *, **, *** indicate statistical significance at the 
0.10, 0.05, and 0.01 levels, respectively (based on a two-tailed test). 

  Strike Firms Matched on size and Industry Mean (t-test) Median (Wilcoxon) 
Variables Mean Std. 

Deviation 
Median Mean Std. 

Deviation 
Median Difference t-stat Difference z-stat 

LAF 0.039 0.567 0.044 0.024 0.509 0.027 0.015 3.863*** 0.017 3.972*** 
ASW 0.695 0.478 1.000 0.377 0.473 0.000 0.318 1.990** 1.000 2.052** 
MAO 0.495 0.501 1.000 0.413 0.501 0.000 0.003 2.072** 1.000 2.499** 
CEOTEN 5.249 4.512 4.000 5.205 4.248 4.000 0.044 0.139 0.000 -0.038 
CEOCHANGE 0.177 0.382 0.000 0.164 0.371 0.000 0.013 0.475 0.000 -0.476 
BSIZE 5.649 2.015 5.000 5.292 1.650 5.000 0.356 2.703*** 0.000 -2.193** 
BINDP 0.745 0.165 0.764 0.732 0.111 0.750 0.013 3.307*** 0.014 -3.212*** 
CEODUAL 0.067 0.250 0.000 0.026 0.158 0.000 0.041 2.740*** 0.000 -2.729*** 
PREMCOMM 0.685 0.465 1.000 0.685 0.465 1.000 0.000 0.000 0.000 0.000 
REMCOMMINDP 0.677 1.724 0.900 0.665 0.456 0.600 0.011 -0.478 0.300 -1.409 
CEOREMCOMM 0.090 0.286 0.000 0.090 0.304 0.000 0.000 0.000 0.000 -0.231 
CHREMCOMM 0.559 0.502 1.000 0.526 0.505 1.000 0.033 0.924 0.000 -0.930 
AQUAL 0.497 0.501 0.000 0.495 0.501 0.000 0.003 0.072 0.000 -0.072 
OWNCON 0.648 0.182 0.592 0.432 0.277 0.382 0.059 1.594 0.213 1.391 
FRISK 0.611 0.801 0.322 0.431 1.379 0.267 -0.020 -2.247** 0.055 -2.736*** 
BTM 2.281 10.293 1.100 1.790 4.092 0.920 0.491 3.876*** 0.180 -3.328*** 
FSIZE 18.021 2.109 17.800 18.178 2.002 18.400 -0.157 -1.069 -0.600 -1.103 
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with those in the control firms (mean = 1.790, median = 0.920) at the 1% level. A 

combination of higher leverage and a higher BTM may indicate that the strike firms are 

in financial distress, with shareholders voting against boards who have led the firm into 

a poor financial state. The mean (median) of the modified audit opinion (MOA) for the 

strike firms are 0.495 (1.000) compared with 0.413 (0.000) of the matched sample, and 

the differences in means (t-statistic = 2.072) and medians (Wilcoxon z- statistic = 2.499) 

are statistically significant at the 5% level.  

Table 16 also indicates that the mean and the median of the firm risk (FRISK) are 

significantly higher in the strike firms (mean = 0.611, median = 0.322) as compared with 

those in the control firms (mean = 0.431, median = 0.267) at the 1% level (t-statistic = -

2.247, z-statistic = -2.736). similarly, the mean and the median of the book to market ratio 

(BTM) are significantly higher in the strike firms (mean = 2.281, median = 1.100) as 

compared with those in the control firms (mean = 1.790, median = 0.920) at the 1% level 

(t-statistic = -2.736, z-statistic = -3.328). A combination of higher leverage and a higher 

BTM may indicate that the strike firms are in financial distress, with shareholders voting 

against boards who have led the firm into a poor financial state.  

6.4.1.3 Descriptive statistics and univariate tests of treatment and matched samples 

based on PSM nearest neighbour approach 

Table 17 provides descriptive statistics of all of the variables used in the 

regression analysis of Models (9), (10), and (11) for the ‘first strike’ firms and control 

firms based on firm size and industry based on the PSM nearest neighbour approach. This 

table also presents the results of univariate tests comparing the ‘first-strike’ firms with 

control firms. As Table 17 shows, the mean (median) of audit fees (LAF) for the strike 

firms are 0.039 (0.044) compared with 0.016 (0.020) of the matched sample. The 

differences in means (t-statistic = 3.371) and medians (Wilcoxon z-statistic = 3.426) are 

statistically significant at the 1% level. While the t-test and the Mann-Whitney U test 

(Wilcoxon rank sum test) indicate that the differences in mean (t-statistic =2.062) and 
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Table 17: Descriptive statistics and univariate tests of treatment and matched samples based on PSM nearest neighbour approach 

Note: variables are defined as follows:  LAF is the natural logarithm of audit fees in the year following the ‘first strike’. ASW is a binary variable set equal to 1 if firms switch auditor in the year following 
the ‘first strike’, and 0 otherwise. MAO is a binary variable set equal to 1 if a firm received a modified audit opinion or an unmodified opinion with emphasis of matter paragraph, or all types of audit 
reports with a reference to a going-concern in the year following the ‘first strike’, and 0 otherwise. CEOTEN is the total number of years that a CEO has been chief executive at the company. 
CEOCHANGE a binary variable set equal to 1 if the firm’s CEO has been changed during fiscal year t and 0 otherwise. BSIZE is the total number of directors on the board. BINDP is the proportion of 
non-executive directors on the board. CEODUAL is a binary variable set equal to one if the CEO is also the chairman of the board. PREMCOMM is A binary variable set equal to 1 if the firm has a 
remuneration committee. REMCOMMINDP is the proportion of non-executive directors on the remuneration committee CEOREMCOM is a binary variable set equal to 1 if the CEO is not a member 
of the remuneration committee. CHREMCOMM is A binary variable set equal to 1 if the chair of the remuneration committee is a non-executive director. AQUAL is a binary variable set equal to 1 if 
the firm is audited by a Big-Four auditor OWNCON is the percentage of firm shares owned by the top 20 shareholders at year t. FRISK is the total liabilities divided by the total equity of the firm. BTM 
is the book value of equity divided by market capitalisation of firm i as at the annual report balance date in year t. FSIZE is the natural logarithm of the total assets. *, **, *** indicate statistical significance 
at the 0.10, 0.05, and 0.01 levels, respectively (based on a two-tailed test). 

  Strike Firms Matched on PSM Mean (t-test) Median (Wilcoxon) 
Variables Mean Std. 

Deviation 
Median Mean Std. 

Deviation 
Median Difference t-stat Difference z-stat 

LAF 0.039 0.567 0.044 0.016 0.577 0.020 0.023 3.371*** 0.024 3.426*** 
ASW 0.695 0.478 1.000 0.524 0.501 0.000 0.171 2.062** 1.000 2.391** 
MAO 0.495 0.501 1.000 0.409 0.498 0.000 0.086 1.967** 1.000 1.982** 
CEOTEN 5.249 4.512 4.000 5.876 3.902 5.000 -0.628 -1.484 -1.000 -1.139 
CEOCHANGE 0.177 0.382 0.000 0.113 0.317 0.000 0.064 2.295 0.000 -2.288 
BSIZE 5.649 2.015 5.000 5.251 1.805 5.000 0.398 3.640*** 0.000 -2.971*** 
BINDP 0.745 0.165 0.764 0.707 0.150 0.750 0.037 3.025*** 0.014 -2.466** 
CEODUAL 0.067 0.250 0.000 0.039 0.194 0.000 0.028 2.362** 0.000 -2.561** 
PREMCOMM 0.685 0.465 1.000 0.498 0.501 0.000 0.186 1.967 1.000 -1.882 
REMCOMMINDP 0.677 1.724 0.900 0.464 0.475 0.000 0.213 1.261 0.900 -1.217 
CEOREMCOMM 0.090 0.286 0.000 0.124 0.361 0.000 -0.034 -1.360 0.000 -1.038 
CHREMCOMM 0.559 0.502 1.000 0.428 0.510 0.000 0.131 3.330 1.000 -3.398 
AQUAL 0.497 0.501 0.000 0.445 0.498 0.000 0.052 1.339 0.000 -1.338 
OWNCON 0.648 0.182 0.592 0.369 0.254 0.344 0.269 1.523 0.248 -1.183 
FRISK 0.611 0.801 0.322 0.374 5.257 0.241 -0.463 -3.411*** 0.081 -3.752*** 
BTM 2.281 10.293 1.100 1.566 9.312 0.750 -0.285 -2.909*** -0.050 -2.686*** 
FSIZE 18.021 2.109 17.800 17.690 2.339 17.600 0.330 1.153 0.200 -1.105 



 166 

median (Wilcoxon z- statistic = 2.391) of auditor switch (ASW) between the two groups 

are statistically significant at the 5% level, the differences in means (t-statistic =1.967) 

and medians (Wilcoxon z- statistic = 1.982) of auditor switch (MAO) between the two 

groups are statistically significant at the 5% level.  Table 17 also shows that the mean and 

the median of the firm risk (FRISK) are significantly higher in the strike firms (mean = 

0.611, median = 0.322) as compared with those in the control firms (mean = 0.374, 

median = 1.100) at the 1% level (t-statistic = -3.411, z-statistic = -3.752). similarly, the 

mean and the median of the book to market ratio (BTM) are significantly higher in the 

strike firms (mean = 2.281, median = 1.100) as compared with those in the control firms 

(mean = 1.566, median = 0.750) at the 1% level (t-statistic = -2.909, z-statistic = -2.686). 

6.4.2 Empirical results  

 

6.4.2.1 Audit fees after the incidence of receiving the ‘first strike’ 
 

Table 18 presents the results for the regression of model (9) that tests whether 

receiving a ‘first strike’ against a company’s remuneration report would increase the audit 

fees. The study expects β1 to be significantly positive and the results presented are 

consistent with this prediction. As the main variable of interest is FIRSTSTRIKE, the 

findings in Table 18 show that the audit fees increase in the year after a firm receives a 

‘first strike’, evidenced by a positive and significant coefficient of FIRSTSTRIKE across 

the Treatment & PSM Matched Sample (coefficient = 0.038, t= 2.059) and Treatment and 

Ind & FSIZE Matched Sample (coefficient = 0.025, t= 2.429). Thus, H4 is supported. 

The results imply that the incidence of a ‘strike’ raises concerns for the auditor 

that the firm may have may have greater agency problems, weaker internal control, and/or 

a poorly governed structure. Thus, auditors respond to the shareholders’ dissent votes by 

adjusting their audit risks and subsequently exerting greater efforts and charge higher 

audit fees following the incidence of the ‘first strike’. The results are consistent with 

Bordere et al. (2015) that firms that receiving a majority of dissent votes against CEO pay 
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Table 18: Audit fees after the incidence of receiving the ‘first strike’ 

  Treatment and PSM 
Matched Sample 

Treatment and Ind & FSIZE 
Matched Sample 

  LAF+1 
FIRSTSTRIKE 0.038*** 0.025**  

(3.059) (2.429) 
CEOTEN 0.005 -0.019  

(0.662) (-1.554) 
CEOCHANGE 0.148** 0.077*  

(2.334) (1.733) 
BSIZE 0.022 0.012  

(0.384) (0.155) 
BINDP -0.483 0.089  

(-0.593) (1.342) 
CEODUAL -0.905 0.372  

(-0.551) (1.065) 
PREMCOMM -0.118 -0.363*  

(-0.532) (-1.850) 
REMCOMMINDP 0.011 0.008  

(0.412) (0.222) 
CEOREMCOMM 0.039 0.126  

(1.196) (0.708) 
CHREMCOMM 0.082 0.086  

(0.489) (0.407) 
AQUAL 0.031 0.047  

(1.543) (1.156) 
OPIN 0.772 0.551 

 (1.551) (1.065) 
OWNCON -0.025 -0.021  

(-1.564) (-1.062) 
FRISK 0.277 0.300**  

(0.432) (2.023) 
BTM -0.055 -0.029*  

(0.441) (1.672) 
FSIZE 0.033** 0.012  

(1.984) (1.159) 
CONSTANT 0.298 0.350  

(0.678) (0.416) 
Ind fixed effects Included Included 
Year fixed effects Included Included 
N 673 780 
ADJ R2 0.088 0.255 

Note: variables are defined as follows:  LAF is the natural logarithm of audit fees in the year following the ‘first strike’. 
FIRSTSTRIKE is a binary variable set to 1 if the remuneration report is received a ‘no’ vote of 25 per cent or more by shareholders 
at the AGM while it was passed in the previous year, and 0 otherwise.  CEOTEN is the total number of years that a CEO has been 
chief executive at the company. CEOCHANGE a binary variable set equal to 1 if the firm’s CEO has been changed during fiscal 
year t and 0 otherwise. BSIZE is the total number of directors on the board. BINDP is the proportion of non-executive directors on 
the board. CEODUAL is A binary variable set equal to one if the CEO is also the chairman of the board. PREMCOMM is a binary 
variable set equal to 1 if the firm has a remuneration committee. REMCOMMINDP is the proportion of non-executive directors on 
the remuneration committee CEOREMCOM is a binary variable set equal to 1 if the CEO is not a member of the remuneration 
committee. CHREMCOMM is a binary variable set equal to 1 if the chair of the remuneration committee is a non-executive director. 
AQUAL is a binary variable set equal to 1 if the firm is audited by a Big-Four auditor. OPIN is a binary variable set equal to 1 if a 
firm received a modified audit opinion or an unmodified opinion with an emphasis-of-matter paragraph, or all types of audit reports 
with a reference to a going-concern in the year following the ‘first strike’, and 0 otherwise. OWNCON is the percentage of firm 
shares owned by the top 20 shareholders at year t. FRISK is the total liabilities divided by the total equity of the firm. BTM is the 
book value of equity divided by the market capitalisation of firm i as at the annual report balance date in year t. FSIZE is the natural 
logarithm of the total assets. *, **, *** indicate statistical significance at the 0.10, 0.05, and 0.01 levels, respectively (based on a two-
tailed test). 
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had more restatements, weaker internal controls, and higher audit fees, suggesting that 

shareholders’ dissatisfaction raised questions about audit quality and the risky audit 

environment. The outcomes are consistent with Burke et al. (2019) that negative media 

coverage of an audit client is associated with a higher likelihood of increased audit fees. 

Moreover, the results are consistent with Guo et al. (2020) that audit fees are significantly 

higher for clients that are targeted by shareholder activists in the year following initial 

activist activity, which support the notion that the public scrutiny associated with 

campaigns by shareholder activists heightens auditors’ concerns about reputational 

damage and litigation risk. 

6.4.2.2 Auditor switches after the Incidence of receiving the ‘first strike’ 
 

Table 19 presents the binary logistic regression estimates of model (10) and the 

results for the auditor switches after the incidence of receiving the first strike. The main 

variable of interest is FIRSTSTRIKE, and this thesis expected β1 to be significantly 

positively associated with the auditor switches in the following year. In all of the 

estimates, I include fixed effects both for year and GICS-based industry sector to control 

for time-varying and industry-specific effects. Moreover, standard errors are clustered by 

firms and the model perform very well; it correctly classifies over 80% of the cases 

against a naïve prediction model of 50%. As predicted in H5, the results show that 

auditors were more likely to resign or may be removed from office in the year after the 

incidence of the ‘first strike’, as evidenced by a positive and significant correlation across 

the treatment sample and the PSM matched sample (coefficient = 0.211, t = 1.982), as 

well as the treatment sample and Ind & FSIZE matched sample (coefficient = 0.202, t = 

2.355). Therefore, H5 is supported.  

The results suggest that firms that received the ‘first strike’ may tend to have 

higher audit risk environments. The findings suggest that auditors should use the 

incidence of a ‘first strike’ as an input in their risk assessments. The results are consistent 
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Table 19: Auditor switch after the incidence of receiving the ‘first strike’ - binary 
logistic regression of model (10)  

 Column A – Treatment and 
PSM Matched Sample                            

Column B - Treatment 
and Ind & FSIZE 
Matched Sample 

Variable Coefficient t-statistic Coefficient t-statistic 

Intercept 3.129* (1.768) 3.412* (1.848) 

FIRSTSTRIKE 0.211** (1.982) 0.202** (2.355) 

CEOTEN 0.187* (1.765) 0.295* (1.804) 

CEOCHANGE 0.037 (1.082) 0.028 (1.577) 

BSIZE 0.321** (2.023) 0.402** (2.195) 

BINDP -0.243 (-1.186) 0.355 (1.232) 

CEODUAL -0.271 (-1.509) -0.154 (-1.462) 

PREMCOMM 0.001 (0.622) 0.001 (0.593) 

REMCOMMINDP 0.252 (1.320) 0.339* (1.726) 

CEOREMCOMM -0.051 (-0.320) -0.069 (-0.542) 

CHREMCOMM -0.066 (-0.519) -0.072 (-0.874) 

AQUAL 0.229* (1.805) 0.398* (1.909) 

OPIN 0.002 (1.538) 0.001 (1.462) 

OWNCON 0. 241** (2.262) 0.305* (1.821) 

FRISK -0.025** (-2.200) -0.022* (-1.952) 

BTM 0.028 (1.045) 0.019 (1.381) 

FSIZE 0.029** (2.068) 0.012* (1.785) 

Industry-fixed effects Included Included 

Year-fixed effects Included Included 

N 673 780 

Pseudo R-squared 0.329 0.326 

% of Correct 
Classification by model              

81.33 80.14 

% Naïve prediction  50.66 50.19 

In all columns, the dependent variable, ASW, is a dummy variable set equal to 1 if firms switch auditor in 
the year following the ‘first strike’, and 0 otherwise. FIRSTSTRIKE is a binary variable set to 1 if the 
remuneration report is received a ‘no’ vote of 25 per cent or more by shareholders at the AGM while it was 
passed in the previous year, and 0 otherwise. CEOTEN is the total number of years that a CEO has been 
chief executive at the company. CEOCHANGE a binary variable set equal to 1 if the firm’s CEO has been 
changed during fiscal year t and 0 otherwise. BSIZE is the total number of directors on the board. BINDP 
is the proportion of non-executive directors on the board. CEODUAL is a binary variable set equal to one 
if the CEO is also the chairman of the board. PREMCOMM is a binary variable set equal to 1 if the firm 
has a remuneration committee. REMCOMMINDP is the proportion of non-executive directors on the 
remuneration committee CEOREMCOM is a binary variable set equal to 1 if the CEO is not a member of 
the remuneration committee. CHREMCOMM is A binary variable set equal to 1 if the chair of the 
remuneration committee is a non-executive director. AQUAL is a binary variable set equal to 1 if the firm 
is audited by a Big-Four auditor. OPIN is a binary variable set equal to 1 if a firm received a modified audit 
opinion or an unmodified opinion with emphasis of matter paragraph, or all types of audit reports with a 
reference to a going-concern in the year following the ‘first strike’, and 0 otherwise. OWNCON is the 
percentage of firm shares owned by the top 20 shareholders at year t. FRISK is the total liabilities divided 
by total equity of firm. BTM is the book value of equity divided by market capitalisation of firm i as at the 
annual report balance date in year t. FSIZE is the natural logarithm of total assets.	*, **, *** indicate 
statistical significance at the 0.10, 0.05, and 0.01 levels, respectively (based on a two-tailed test). 
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with Burke et al. (2019) that client negative media coverage is positively associated with 

the likelihood of auditor resignation. Besides,  Bugeja et al. (2016) have argued that the 

Australian market regards the incidence of the ‘strike’ as a value-destroying signal 

because there is an association between the incidence of the ‘strike’ and a negative share 

price reaction, higher CEO turnover, lower firm valuation and long-run 

underperformance.  

The findings are consistent with prior research that higher audit risk and business 

risk could trigger auditor resignation (Catanach et al., 2011; Ghosh & Tang, 2015).  

Grosse et al. (2017) found evidence that a higher book-to-market-ratio and higher 

financial leverage are significantly associated with receiving a ‘strike’, suggesting that 

the ‘strike’ firms might be in financial distress due to several years of poor performance. 

Further, Ettredge et al. (2007) found that auditors dismissals are related to smaller 

companies, companies with higher audit fees, and companies with weaker corporate 

governance. Monem and Ng (2013) have argued that smaller firms are more likely to face 

a ‘strike’ because they are more likely to have weaker governance structures. 

6.4.2.3 Modified audit opinions after the incidence of receiving the ‘first strike’ 
 

Table 20 presents the binary logistic regression estimates of model (11) and the 

results for the modified audit opinion after the incidence of receiving the first strike. In 

all of the estimates, this thesis includes fixed effects both for year and GICS-based 

industry sector to control for time-varying and industry-specific effects. Moreover, 

standard errors are clustered by firms and the model perform very well; it correctly 

classifies over 80% of the cases against a naïve prediction model of 50%. The main 

variable of interest is FIRSTSTRIKE, and this research expected β1 to be significantly 

positively associated with the modified audit opinion in the year following the ‘first 

strike’. The findings in Table 20 show that there is an increase of the modified audit 

opinion after receiving the first strike, evidenced by a positive and significant coefficient  
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Table 20: Modified audit opinions after the Incidence of receiving the ‘first strike’- 
binary logistic regression of model (11)  

 Column A - Treatment 
and PSM Matched 

Sample                            

Column B - Treatment 
and Ind & FSIZE 
Matched Sample 

Variable Coefficient t-statistic Coefficient t-statistic 

Intercept 2.781* (1.83) 2.661* (1.73) 

FIRSTSTRIKE 0.076** (1.982) 0.058** (2.079) 

CEOTEN 0.033 (0.826) 0.020* (1.044) 

CEOCHANGE 0.162** (2.348) 0.177* (1.652) 

BSIZE 0.023 (0.843) 0.016 (0.221) 

BINDP 0.294 (1.332) 0.373 (1.184) 

CEODUAL 0.683 (1.201) 0.751 (1.443) 

PREMCOMM -0.398 (-0.732) -0.286* (-1.809) 

REMCOMMINDP 0.019 (1.521) 0.022 (1.403) 

CEOREMCOMM 0.048 (1.243) 0.055 (1.104) 

CHREMCOMM 0.085 (1.022) 0.072 (0.896) 

AQUAL -0.029 (-1.021) -0.040 (-1.195) 

OPIN 0.670* (1.910) 0.952* (1.849) 

OWNCON -0.002 (-1.393) -0.001 (-1.253) 

FRISK 0.352** (2.308) 0.361** (2.124) 

BTM -0.042 (-0.395) -0.035* (-1.740) 

FSIZE 0.033 (0.924) 0.029 (0.089) 

Industry-fixed effects Included Included 

Year-fixed effects Included Included 

N 673 780 

Pseudo R-squared 0.292 0.306 

% of Correct 
Classification by model              

82.16 81.53 

% Naïve prediction  50.31 50.47 

In all columns, the dependent variable, MAO, is a dummy variable set equal to 1 if a firm received a modified audit 
opinion or an unmodified opinion with emphasis-of-matter paragraph, or all types of audit reports with a reference to 
a going-concern in the year following the ‘first strike’, and 0 otherwise. FIRSTSTRIKE is a binary variable set to 1 if 
the remuneration report is received a ‘no’ vote of 25 per cent or more by shareholders at the AGM while it was passed 
in the previous year, and 0 otherwise. CEOTEN is the total number of years that a CEO has been chief executive at 
the company. CEOCHANGE a binary variable set equal to 1 if the firm’s CEO has been changed during fiscal year t 
and 0 otherwise. BSIZE is the total number of directors on the board. BINDP is the proportion of non-executive 
directors on the board. CEODUAL is a binary variable set equal to one if the CEO is also the chairman of the board. 
PREMCOMM is a binary variable set equal to 1 if the firm has a remuneration committee. REMCOMMINDP is the 
proportion of non-executive directors on the remuneration committee CEOREMCOM is a binary variable set equal 
to 1 if the CEO is not a member of the remuneration committee. CHREMCOMM is A binary variable set equal to 1 
if the chair of the remuneration committee is a non-executive director. AQUAL is a binary variable set equal to 1 if the 
firm is audited by a Big-Four auditor. OPIN is a binary variable set equal to 1 if a firm received a modified audit 
opinion or an unmodified opinion with emphasis of matter paragraph, or all types of audit reports with a reference to a 
going-concern in the year following the ‘first strike’, and 0 otherwise. OWNCON is the percentage of firm shares 
owned by the top 20 shareholders at year t. FRISK is the total liabilities divided by total equity of firm. BTM is the 
book value of equity divided by market capitalisation of firm i as at the annual report balance date in year t. FSIZE is 
the natural logarithm of total assets. *, **, *** indicate statistical significance at the 0.10, 0.05, and 0.01 levels, 
respectively (based on a two-tailed test). 
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of FIRSTSTRIKE across the Treatment and PSM Matched sample (coefficient = 0.076, 

t = 1.982) and Treatment and Ind & FSIZE Matched sample (coefficient = 0.058, t = 

2.079). Thus, H6 is supported. 

The findings suggest that the incidence of a ‘first strike’ may raise a red flag and 

give a clear signal to auditors in issuing a modified audit opinion as a ‘first strike’ firm 

may have higher business or audit risk. The results are consistent with the findings of 

previous research that auditors are more likely to issue going-concern opinions when the 

client has been the subject of negative press coverage prior to the date of the audit opinion. 

(Joe, 2003; Mutchler et al., 1997). Furthermore, the findings are consistent with Burke et 

al. (2019) and  Guo et al. (2020)  that the dissent votes associated with the negative media 

coverage encourages auditors to increase their efforts and become more concerned about 

reputational damage and litigation risk; therefore, auditors are more likely to issue 

modified audit opinions. Furthermore, the findings are consistent with Bugeja et al. 

(2016) that the Australian market regards a ‘strike’ as a value-destroying indicator, which 

may be related to a loss of confidence in CEOs and boards and/or the perception of poor 

corporate governance. Finally, the outcomes are consistent with the view that the 

stakeholders including auditors consider shareholder dissent votes as a signal of a 

financially distressed firms, a loss of confidence in CEOs and boards, or the perception 

of ineffective internal control and/or poor corporate governance (Bebchuk & Cohen, 

2005; Bordere et al., 2015; Bugeja et al., 2016; Cai et al., 2009; Cremers & Nair, 2005; 

Grosse et al., 2017). 

6.5 Summary 
 

Three research questions have been analysed and discussed in this chapter with 

regard to the ‘two-strikes’ rule. First, this chapter reported and discusses the pay-

performance link pre- and post-the introduction of the ‘two-strikes’ rule over the period 

from 2004 to 2016. Second, it presents and discusses the pay-performance link in the long 
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run in firms that receive the ‘first strike’ relative to matched ‘non-strike’ firms. Finally, 

this chapter reported and discussed the auditors’ reaction to the incidence of receiving a 

‘first strike’ against directors’ remuneration reports.                                                             

Overall, an analysis of the first research question shows that changes in CEO 

compensation were positively and significantly associated with changes in firm 

performance before the introduction of the ‘two-strikes’ rule. However, the findings show 

that the introduction of the ‘two-strikes’ rule has had a negative effect on the sensitivity 

and elasticity of CEO compensation to firm performance. This is so because there is no 

collective definitive view of the shareholders about the remuneration report until the 

AGM takes place. A ‘first strike’ itself can bring a firm under negative spotlight. In the 

first place, it constitutes a bad media publicity itself. Further, it can be viewed as a 

reprimand of the board’s poor corporate governance practices. It can suggest the presence 

of high agency costs in the firm signalling other potential problems to shareholders, 

lenders and auditors. Regulators might also take interest in the firm to have a closer 

scrutiny of its governance practice. All things considered; most firms listed on ASX might 

have taken the pre-emptive measure of avoiding a ‘first strike’ by significantly reducing 

CEO compensation while improving firm performance. This should create a negative 

relation between CEO pay and firm performance in the ASX-listed firms after the 

implementation of the ‘two-strikes’ rule.  

The analysis of the second research question indicates that, unlike control firms, 

the estimated sensitivity and elasticity of CEO wealth of ‘first strike’ firms with respect 

to the shareholder wealth are all negative and significant. the findings can suggest that 

Australian shareholders may focus more on how much executive are paid (i.e., the total 

of CEO remuneration) rather than how they are paid (i.e., the pay-performance link). 

Furthermore, the results imply that boards, after receiving a ‘first strike’, may punish 

CEOs more severely than they deserved by reducing future remuneration even if 
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shareholder wealth is increasing in the long run. This thesis presents evidence that 

receiving a ‘first strike’ is not associated with a significant pay-performance sensitivity 

or elasticity in the year of the ‘first strike’ suggesting that shareholders may not have the 

sophistication necessary to use their new voting power and to target firms with a weaker 

pay-performance relation.        

 The analysis of the third research question indicates that relative to ‘non-strike’ 

firms, auditors are more likely to increase audit fees and resign or may be removed from 

office in the year after the incidence of the ‘first strike. Furthermore, this thesis finds that 

firms receiving a first strike tend to have a higher modified audit opinion than do control 

firms, suggesting that the incidence of a ‘strike’ may raise a red flag and give a clear 

signal to auditors in issuing a modified audit opinion as a ‘strike’ firm may have higher 

business and/ or audit risk. The following chapter presents conclusions and limitations 

related to all three research questions.  
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Chapter 7: Summary and Conclusion 

7.1 Introduction  
 

The purpose of this chapter is to provide a summary of the thesis and its key 

findings in relation to the research questions. It is followed by a discussion of the 

implications of the research and the major contributions of the study. Furthermore, the 

potential limitations of this work and directions for future research are outlined at the end 

of this chapter.  

 

7.2 Summary and Key Findings of Research  
 

This thesis aims to enhance the emerging literature on the Australia’s SoP 

regulation and to test the effectiveness of the ‘two-strikes’ rule in Australia by answering 

the following research questions:  

1- What is the impact of the introduction of the ‘two-strikes’ rule on the 

pay-performance relation on ‘non-strike’ firms? 

 

2- Does the pay-performance link improve in the long run for the firms that 

receive a ‘first strike’?  

 

3- How do auditors respond when their clients receive a ‘first strike’?  

 

More specifically, this thesis has three objectives and the first one is to investigate 

empirically whether the implementation of Australia’s ‘two-strikes’ rule has had a 

positive or negative effect on the pay-performance link. The second objective of this 

thesis is to examines the pay-performance link in the long run in firms that receive the 

‘first strike’ relative to matched ‘non-strike’ firms. The third aim of this thesis is to 

investigate empirically whether the incidence of a ‘first strike’ sends a warning signal to 

auditors and whether the auditors respond by increasing their audit risks and subsequently 
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charging higher audit fees, issuing a modified audit opinion or resigning from an audit 

engagement. 

To achieve these objectives, this research adopted quantitative research methods 

as the required data in this study are quantitative in nature according to the previous 

research. This research adopts statistical models and conducts several regression analyses 

in order to estimate the relationships among the outlined variables in order to provide a 

comprehensive insight. 

Furthermore, the study utilised a comprehensive sample of ASX listed firms with 9,513 

firm-year observations over the period from 2004 to 2016. Specifically, the sensitivity 

and elasticity of CEO compensation to firm performance was estimated both prior to the 

passage of the ‘two-strikes’ rule (i.e., 2004–10 non-binding votes) and after the enactment 

of the ‘two-strikes’ rule (i.e., 2011–16 binding votes). Furthermore, the thesis employed 

a Propensity Score Matching design to match ‘first strike’ (treatment) firms with ‘non-

strike’ (control) firms in order to avoid possible sample selection bias and enhance 

credibility and similarity between the two comparative groups. To achieve robustness, 

this study also conducted a Matched-Pair Design in a three-way matching strategy: 

financial year, GICS-based economic-sector classification and firm size.  

Chapter two provides an overview of the historical regulatory reforms of 

executive compensation in Australia. It covers the following regulations and acts on 

executive remuneration since the late 1990s: the Corporate Practices and Conduct’ Paper, 

the 1996 introduction of Listing Rule 3C(3)(j) in 1996, the Company Law Review Act 

1998 (CLRA98), the Australian Securities and Investment Commission (ASIC) Practice 

Note 68 (New Financial Reporting and Procedural Requirements), the ASIC Media 

Release MR03-202 (Valuing Options for Directors and Executives), the AASB1046 

Director and Executive Disclosures by Disclosing Entities, the Australian Securities 

Exchange (ASX) Principles of Good Corporate Governance and Best Practice 
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Recommendations in 2003 and its subsequent amendments in 2007, 2010 and 2014, the 

AASB 2 Share-Based Payment, Corporate Law Economic Reform Program (Audit 

Reform and Corporate Disclosure) ACT 2004 (CLERP9), the 2009 Australian 

Productivity Commission Inquiry Report, and the ‘two-strikes’ rule in 2011. This chapter 

also presents the debate over the ‘two-strikes’ rule and a very brief overview of SoP 

regulations in other countries.  

Chapter three reviews evidence from prior studies, identifies gaps in the literature 

and shows where the research questions fit into the existing body of knowledge. This 

chapter reviews the relevant literature on CEO compensation, components of executive 

pay, pay for performance, debate over pay for performance, pay for performance and 

corporate governance, pay without performance, Say-on-Pay in the U.K. setting, the U.S. 

setting, the Australian setting and around the world, audit fees, auditor switches and the 

modified audit opinion.  

Chapter four establishes a theoretical framework and develops hypotheses for 

conducting the research. The hypotheses are developed to investigate (1) the impact of 

the introduction of Australia’s ‘two-strikes’ rule on the pay-performance link, (2) the 

effect of the incidence of the ‘first strike’ on the pay-performance link in the long term 

and (3) the auditors’ response to the incidence of the ‘first strike’. Furthermore, agency 

theory, managerial power theory, contract theory and shareholder primacy theory are used 

to explain the issue of executive compensation. This study also presents the SoP 

hypotheses: the interference hypothesis, the alignment hypothesis and the neutral effect 

hypothesis.   

Chapter five presents the research method that is used to test the hypotheses 

developed in the previous chapter. It describes the sample selection procedures and the 

period of the study. It also discusses data collection and data analysis and describes the 

propensity score matching design and matched-pair design. This chapter also identifies 
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the regression models used in this research to test the hypotheses and presents variable 

descriptions and measurements.  

Chapter six reports and discusses the descriptive and regression results related to 

the first research question (the pay-performance link pre-and post-the introduction of the 

Australia’s ‘two-strikes’ rule), the second research question (the long-term impact of the 

incidence of the ‘first strike’ on the pay-performance relation), and the third research 

question (auditors’ response to the incidence of the ‘first strike’. Chapter six presents the 

findings of this research that support some aspects of previous studies. Specifically, the 

following conclusions can be drawn:  

1. The pay-performance relationship was positive and statistically significant 

before the enactment of the ‘two-strikes’ rule. Specifically, this thesis finds 

that CEO wealth of Australian firms increases by $51 for every $1000 increase 

in the shareholder value. With respect to pay-performance elasticity for 

Australian firms, CEO remuneration increases by 8% for each 10% increase 

in shareholder value.   

2. The pay-performance relationship was reversed after the introduction of the 

‘two-strikes’ rule. Specifically, this study finds that CEOs of the Australian 

firms receive pay cuts of about $12 for each $1,000 increase in shareholder 

value. With respect to pay-performance elasticity for Australian firms, this 

research finds that executive pay decreases by 0.78% for each 10% increase 

in shareholder value. 

3. Given the threat of removing boards under the ‘two-strikes’ rule and the costly 

negative consequences of the ‘strike’ on directors and firms (e.g., CEO 

dismissal, loss of confidence, removal from the board, reputational damage, 

negative stock price reaction, lower firm valuation and lower executive 

compensation), firms listed on ASX might have taken a pre-emptive measure 



 179 

of avoiding a ‘first strike’ by significantly reducing CEO compensation while 

improving firm performance. Therefore, this should create a negative 

relationship between CEO pay and firm performance in the ASX-listed firms 

after the implementation of the ‘two-strikes’ rule. 

4. The results for both sensitivity and elasticity support the interference 

hypothesis that the implementation of the ‘two-strikes’ rule with the threat of 

removing the boards in a very public way may put unnecessary pressure on 

Australian boards to punish their CEOs more severely than they deserved.  

5. Unlike the ‘non-strike’ firms, the estimated sensitivity of CEO compensation 

of ‘first strike’ firms with respect to the shareholder wealth are all negative 

and significant after the incidence of the ‘first strike’. The sum of the 

shareholder wealth change coefficients implies that the wealth of CEOs of 

‘first strike’ firms decreases by about $15 whenever shareholder wealth 

increases by $1,000. With respect to elasticity model, the results indicate that 

for a 10% increase in shareholder wealth, the CEO will receive a pay cut of 

about 0.12%.  

6. The findings suggest that Australian shareholders may focus more on how 

much executives are paid (the total of CEO remuneration) rather than how 

they are paid (the pay-performance link).  

7. The results imply that boards, after receiving the ‘first strike’, may punish 

CEOs more severely than they deserved by reducing future remuneration even 

though shareholder wealth is increasing in the long run.  

8. Allowing minority shareholders to remove the boards may put public pressure 

on the Australian firms and lead to the unintended consequence of decreasing 

the total of CEO compensation, rather than improving the alignment of 

executive pay and firm performance in the long run.  
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9. The negative pay-performance link, as a consequence of a ‘first strike’, may 

lead to suboptimal and inefficient contracting decisions and minimise 

shareholder value in the longer run.  Hence, the results raise doubts about the 

efficacy of the ‘two-strikes’ rule to align the interests of management with 

those of shareholders. 

10.  Australian regulators should reconsider the ‘two-strikes’ rule and re-election 

process so that the incidence of the ‘strike’ prompts the removal of the 

remuneration committee but not the board of directors. 

11.  Relative to ‘non-strike’ firms, auditors were more likely to increase audit fees 

and resign or may be removed from office in the year after the incidence of 

the ‘first strike. Furthermore, this study finds that firms receiving a first strike 

tend to have a higher modified audit opinion than do control firms, suggesting 

that the incidence of a ‘strike’ may raise a red flag and give a clear signal to 

auditors in issuing a modified audit opinion as a ‘strike’ firm may have higher 

business and/ or audit risk.  

12.  The findings support the notion that the public scrutiny associated with 

campaigns by shareholder activists heightens auditors’ concerns about 

reputational damage and litigation risk. Therefore, the results suggest that the 

external auditors should use the incidence of a ‘strike’ as an input to determine 

audit fees.  

13.  The findings support the prior research that auditors respond to negative 

media coverage of client environmental, social and governance practice. In 

particular, it supports the hypothesis that the negative media coverage of an 

audit client is associated with a higher likelihood of increased audit fees and 

auditor resignation.  

14.  Auditors should take the incidence of the ‘strike’ as a warning signal to 
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expand their formal audit risk assessments and increase the likelihood of 

financial misrepresentation because the incidence of the ‘strike’ may put 

pressure on the board of directors to engage in more aggressive earnings 

management in order to retain their positions at the next meeting.   

7.3 Implications and Major Contributions of the Study 
 

This thesis makes several contributions to the existing body of literature on 

executive compensation, the current global debate on the corporate governance, and the 

effects of shareholder activism. First, it contributes to the emerging literature on SoP in 

general and Australia’s ‘two-strikes’ rule in particular. Unlike extant  studies on SoP in 

the United Kingdom and the United States (e.g., Alissa, 2015; Cai & Walkling, 2011; 

Carter & Zamora, 2009; Conyon, 2016; Conyon & Sadler, 2010; Cuñat et al., 2016; Ferri 

& Maber, 2013; Larker, McCall, & Ormazable, 2012) in which shareholder voting on 

remuneration reports is non-binding, this study, by using an Australian sitting, 

investigates whether binding shareholder votes on directors and the incidence of a ‘first 

strike’ can pressure boards to strengthen the pay-performance link in the long term. In 

particular, this study contributes to the debate on the efficiency of binding SoP votes, and 

it confirms whether the ‘two-strikes’ rule is an efficient governance mechanism to 

evaluate, control and monitor executive compensation practices and provide direct 

feedback to the board of directors at the AGM. 

Second, unlike previous studies that only examined the impact of the incidence of 

a ‘strike’ on the executive compensation (Bugeja et al., 2016; Faghani & Gyapong, 2019; 

Grosse et al., 2017), this thesis extends the literature by investigating whether the 

introduction of the ‘two-strikes’ rule has had a positive or negative effect on the alignment 

of executive pay with firm performance. Specifically, this thesis investigates the pay-

performance link in a large sample of ‘non-strike’ firms before and after the 

implementation of the ‘two-strikes’ rule. Consistent with critics of SoP regulations, the 
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evidence presented in this thesis suggests that the ‘two-strikes’ rule is likely to empower 

shareholders who lack the sufficient incentives, experience, knowledge and sophistication 

necessary, resulting in compensation arrangements favourable to minority shareholders 

but suboptimal for firm performance. Furthermore, this thesis is more rigorous than 

previous studies in this area (Kent et al., 2016; Liang et al., 2020) as it measures both the 

sensitivity and the elasticity of changes in CEO wealth to changes in shareholder wealth 

and uses a more comprehensive sample of Australian firms during the period 2004–16 

which captures both non-binding and binding SoP regimes in Australia.  

Third, this thesis provides insights into an interesting consequence of Australia’s 

‘two-strikes’ rule on audit risk. Unlike previous studies that have investigated a firm’s 

response or the market reaction to a ‘strike’ (Bugeja et al., 2016; Faghani et al., 2015; 

Grosse et al., 2017; Monem & Ng, 2013), this thesis investigates how auditors respond 

to the incidence of receiving the ‘strike’. The findings of this thesis would have important 

implications for auditors in terms of using the ‘strike’ as an input to their audit risk 

assessments. Furthermore, this thesis could add a new variable to the determinants of 

audit fees reported the in literature. This work employs both the propensity score 

matching design and the matched-pair technique to match ‘first strike’ firms (treatment 

firms) with ‘non-strike’ ones (control firms) to achieve robustness and enhance credibility 

and similarity between the two comparative groups.   

The findings of this thesis provide insights for Australian legislators, 

policymakers, boards, CEOs, audit firms, remuneration committees, academic 

researchers and media who are interested in knowing more about the efficacy of the ‘two-

strikes’ rule in linking CEO pay to firm performance in the long term and auditors’ 

response to shareholders’ dissatisfaction with directors’ remuneration reports. Indeed, the 

findings of this study would have important implications for legislators and policymakers 

to reconsider to make the ‘strike’ remove the remuneration committee but not the board 
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of directors. Furthermore, it is important for boards in terms of taking defensive actions 

to avoid a ‘strike’ against remuneration reports because such ‘strikes’ could have negative 

effects on the firm in the future.   

7.4 Limitations of the Study  
 

Although this study makes important contributions to the literature, several limitations 

should be considered when interpreting the findings. Further, extensive effort has been 

made in order to mitigate the effects of the following limitations on the outcomes:  

1. The first limitation of the study is that the number of annual reports available for 

the strike sample reduced the sample size, which may have limited the power of 

the statistical tests conducted on the data. Firms were eliminated from the sample 

because of the unavailability of their annual reports due to insolvencies and 

mergers, incomplete data for at least three years after the incidence of the ‘first 

strike’ or missing financial and corporate governance information. Although the 

sample used in this research is large compared to those of prior studies, the 

generalisability of the results could be improved if the sample size was even larger.   

2. The study period could not be extended beyond 2016 due to the constraints of time 

and cost. The large amount of hand-collected data needed for the analysis 

prevented the researcher from the inclusion of more years.   

3. The relatively lower explanatory power of the model to examine the pay-

performance link in the long run in firms that receive the ‘first strike’ relative to 

matched ‘non-strike’ firms indicates that there may be other research methods or 

plausible explanations that would provide a more meaningful understanding of pay 

practices and the behaviour of managers and shareholders. Alternatively, the 

measures of firm performance may not have fully captured the performance 

measures upon which CEO compensation is based.  
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4. Since the ‘two-strikes’ rule is relatively unique and innovative, empirical evidence 

on Australian regulation-setting may limit the generalisability of the findings to 

other jurisdictions. First, shareholders cast non-binding votes on the remuneration 

report in other countries while minority shareholders cast binding votes on the 

remuneration reports under Australia’s ‘two-strikes’ rule. Second, the variety of 

legal and financial systems across different countries leads to a disparity in 

corporate governance practices (Gillan & Starks, 2003; Monem, 2013; Thakor, 

1996). For example, Australia is considered to be a low-litigation-risk country, and 

therefore the legal environment discourages securities related lawsuits against 

company directors (Monem, 2013). Third, some critics have suggested that 

Australian shareholders, unlike the U.S. and the U.K. shareholders, are not 

sophisticated enough to distinguish between high pay and excessive compensation 

when they cast their SoP votes (Faghani & Gyapong, 2019; Grosse et al., 2017). 

Fourth, Australia’s capital market is much smaller when compared with other 

capital markets, such as the U.S. and the U.K. markets (Monem, 2013). 

5. Although the study assumes that the independent variables adequately explain the 

dependent variables, the independent variables used in this study are not 

exhaustive. Since the relationship between executive compensation and firm 

performance is likely to be driven by many factors, there is always a chance that 

the study may have omitted other determinants that could help to explain what 

affects the pay-performance relation or auditor behaviour. However, several 

approaches have been adopted in order to reduce the omitted variable bias, if any. 

6. Within executive remuneration, the total pay (the sum of salary, bonus, equity-

based payment, termination benefits, and post-employment benefits, as well as any 

other annual pay) for CEOs is the most widely used measure of executive pay. It 

also captures the philosophy and essence of executive remuneration structure in 
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the firm as it draws the most attention from the media, politicians, and the public. 

Therefore, a reliable measure of executive compensation commonly includes all 

major components of compensation (e.g., fixed salary, cash bonuses and cash 

pensions) as well as non-cash compensation (e.g., equity shares, stock options, and 

long-term benefits). However, total pay fails to capture the variation across CEOs 

in pay components, that is how CEOs are paid. This remains as an inherent 

limitation of the current study. In future research, pay components may be analysed 

to explore the relation between the ‘two-strikes’ rule and how CEOs are paid.  

7.5 Direction for Future Research  
 

Due to the fact that the ‘two-strikes’ rule is a relatively unique and innovative piece 

of legislation, future research may consider the following: 

1- The ‘two-strikes’ rule may have additional consequences for the principal-agent 

relationship in firms. When shareholders vote under the ‘two-strikes’ rule, they 

might not vote solely on the optimal incentive pay but on several years of poor 

performance to dismiss directors from the board. Therefore, board performance, 

board composition, director tenure, CEO turnover, directors’ career prospects, 

earning management, financially distressed firms, liquidity ratios, profitability 

ratios, efficiency ratios, working capital ratios, market value ratios and dividend 

policy as determinants or consequences of the incidence of the ‘strike’ are beyond 

the scope of this study, but serve as potential areas for future research.  

2- Prior studies have found that proxy statement advisor recommendations have a 

great effect on how shareholders vote in the United States (Ertimur, Ferri, & 

Oesch, 2013; Larcker et al., 2015; Malenko & Malenko, 2016; Malenko & Shen, 

2016). However, the effect of proxy advisors in Australia on the voting patterns 

of shareholders who now have the right to spill the board may have enormous 

implications. Therefore, future research may consider investigating whether 
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Australian shareholders simply and blindly follow proxy advisors’ SoP 

recommendations to trigger a ‘strike’ against a company’s remuneration.  

3- Prior research in the United States and the United Kingdom has found that the top 

management pay and firm performance are more aligned with the existence of an 

independent remuneration committee (Conyon & He, 2004; Conyon & Peck, 

1998a; Cybinski & Windsor, 2013). In Australia, Kent et al. (2016) found some 

evidence that a minority- and majority-independent remuneration committee and 

a committee size of at least the recommended three members are associated with 

a lower shareholder dissenting votes and a stronger relationship between CEO pay 

and firm performance. However, to date and to the best of my knowledge, no 

study has investigated the relationship between the remuneration committee and 

pay-performance link under the ‘two-strikes’ rule or studied the remuneration 

committee as a determinant of the incidence of receiving the ‘first strike’.  

4- Future research may extend the current study by using the 5-year period prior the 

incidence of the ‘first strike’ to determine what dissatisfies shareholders to the 

point that they choose to ‘strike’ against the board of directors. 

5- Another potential area for future research is to conduct qualitative methods with 

exploratory interviews to gain an understanding of the shareholders’ voting 

behaviour or board response to the incidence of the ‘strike’.  

6- Hooghiemstra, Kuang, and Qin (2015) have investigated whether the U.K media 

coverage affects the voting behavior of shareholders by using a sample of major 

firms listed on the London Stock Exchange during the fiscal years 2002–09. They 

found that negative media coverage causes shareholders to vote against the SoP 

resolution. Therefore, future research may extend the current study by 

investigating whether the negative media coverage and CEOs’ usage of social 

media in Australia is associated with the incidence of the ‘strike’.   
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Appendices 

Appendix 1: Key points of the Productivity Commission inquiry into the current 

Australian regulatory framework around the remuneration of directors and 

executives 

Exhibit (1) 
 

 

 

 

 

Key points of the Productivity Commission inquiry into the current Australian 

regulatory framework around remuneration of directors and executives –2009 

 

• The remuneration of company directors and executives is an issue which has attracted 

considerable interest from shareholders, business groups and the wider community. 

Concerns have been raised over excessive remuneration practices, particularly as we 

face almost unprecedented turmoil in global financial and equity markets. 

• The current global financial crisis has highlighted the importance of ensuring that 

remuneration packages are appropriately structured and do not reward excessive risk 

taking or promote corporate greed. The crisis has also highlighted the need to maintain 

a robust regulatory framework that promotes transparency and accountability on 

remuneration practices, and better aligns the interests of shareholders and the 

community with the performance and reward structures of Australia’s corporate 

directors and executives. 

• It is also important to recognise that internationally competitive reward structures for 

company directors and executives continue to provide incentives for directors and 

executives to assume leadership responsibilities within corporations. 
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• Internationally, remuneration practices have been identified by various forums as a 

contributing factor to the global financial crisis. The Group of Twenty (G-20) and 

the Financial Stability Forum are both examining remuneration issues to ensure 

effective governance and oversight of executive remuneration is part of their 

responses to the crisis. In addition, the United Kingdom and the United States have 

imposed conditions on remuneration for entities that have received the benefit of 

recent corporate bailouts and government assistance packages. 

• In Australia, strong growth in executive remuneration from the 1990s to 2007, and 

instances of large payments despite poor company performance, have fuelled 

community concerns that executive remuneration is out of control.  

• Pay for CEOs of the top 100 companies appears to have grown most strongly, at 13 

per cent real a year, from the mid-90s to 2000, and then increased by around 6 per 

cent annually in real terms to 2007. Since 2007 average remuneration has fallen by 

around 16 per cent a year, returning it to 2004-05 levels. The rise and decline in 

executive pay over the 2000s largely reflects increased use of pay structures linked 

to company performance.  

• Executive pay varies greatly across Australia’s 2000 public companies. For the top 

20 CEOs, in 2008-09 it averaged $7.2 million compared to around $260,000 for 

CEOs of the smallest listed companies. Generally speaking, Australian executives 

appear to be paid in line with smaller European countries, but below the UK and 

USA (the global outlier).  
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• Liberalisation of the Australian economy and global competition, increased 

company size, and the shift to incentive pay structures, have been major drivers of 

executive remuneration — companies compete to hire the best person for the job, 

and try to structure pay to maximise the executive’s contribution to company 

performance. 

• Nonetheless, some past trend and specific pay outcomes appear inconsistent with an 

efficient executive labour market, and possibly weakened company performance.  

• Incentive pay ‘imported’ from the United States and introduced without appropriate 

hurdles spurred pay rises in the 1990s partly for ‘good luck’. More recently, complex 

incentive pay may have delivered unanticipated ‘upside’. Some termination 

payments look excessive and could indicate compliant boards.  

• Instances of ‘excessive’ payments and perceived inappropriate behaviour could 

also reduce investor and community trust in the corporate sector more broadly, 

with adverse ramifications for equity markets. But the way forward is not to by-

pass the central role of boards. Capping pay or introducing a binding shareholder 

vote on it would be impractical and costly. 

•  The corporate governance framework should be strengthened by:  

– removing conflicts of interest, through independent remuneration 

committees and improved processes for use of remuneration consultants;  

– promoting board accountability and shareholder engagement, through 

enhanced pay disclosure and strengthening the consequences for those 

boards that are unresponsive to shareholders’ ‘say on pay’.  

– These reforms would significantly reduce the likelihood in future of inappropriate 

remuneration outcomes, or those that shareholders would find objectionable. 
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Appendix 2: Examples of ‘first strike’ firms which discuss specifically about 

remuneration consultation or advice during the following year of ‘first strike’ 

 
 

Exhibit (2) 

 

 

Exhibit (3) 

 

Automotive holdings group’s annual report – 2012 – page 42 Remuneration 
report – Part A section (b) 

In light of the ‘first strike’ on remuneration and in consideration of a wider market 

review of AHG’s remuneration strategy the Remuneration and Nomination Committee 

engaged PricewaterhouseCoopers (“PwC”) as an independent consultant to review 

AHG’s remuneration policies, and provide recommendations on the ongoing 

remuneration strategy and structure which cover KMP, with these changes to apply 

for the FY2013 year onwards.  

BlueScope Steel Limited’s annual report – 2012 Remuneration report – 
Introduction – page 16 

This year the Board, led by the Remuneration and Organisation Committee, conducted 

a comprehensive review of the Company’s remuneration strategy to find a way to 

address the concerns of shareholders expressed in FY 2011 when only 61% voted in 

favour of the Report. This review included extensive consultation with shareholders 

and proxy advisors. The goal has been to develop a remuneration strategy that both 

keep the executive team focused on delivering the major restructuring initiatives 

required to return to profitability and wins widespread support from the shareholders.  
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Fleetwood Corporation Limited’s annual report – 2012 – page 40 Remuneration 
report 

To better understand and address shareholder concerns the Company has been 

communicating with various advisor representatives, shareholder associations and 

individual shareholders. As a result of the consultation process, the following changes 

to executive remuneration have been made:  

1) The Company has developed and implemented the Fleetwood Short Term Incentive 

Plan which significantly reduces the discretion in determining payments. 

2) There are no provisions for ex-gratia payments upon retirement in any employment 

contract with directors, senior executives or key management personnel; 3) For future 

grants of executive options, the exercise price will be set at a maximum discount of 

10% to the market price at grant date and that the vesting period of those options will 

be three years from grant date.  
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Appendix 3: Examples of some ‘first strike’ firms which consider shareholders’ 

feedback about executive remuneration but they do not engage with remuneration 

consultants or advisors. 

Exhibit (5) 

 

Exhibit (6) 

 

Alara Resources Limited’ annual report – 2012 – page 43 Remuneration report  

The Board has considered feedback from relevant stakeholders and reviewed and 

updated the Company’s remuneration policy. In particular, the Board notes that the 

Company has previously granted unlisted options to Key Management Personnel 

without any vesting conditions or performance hurdles on these options. The Company 

has not granted any equity-based benefits during the financial year to Key 

Management Personnel but the Board expects that unlisted options that may be issued 

to Key Management Personnel in the future will now have defined performance 

hurdles attached to the options. The Company has not engaged any remuneration 

consultants during the year.  

Crown Resorts Limited’ annual report – 2012 – page 53 Remuneration report 

Crown’s response to the First Strike was to arrange for senior management to meet 

with proxy advisers and key institutional investors to discuss and to understand the 

main reasons why Crown received the vote against the 2011 Remuneration Report. In 

summary, the common theme identified was the need for a more extensive explanation 

of the rationale behind the new Crown Long Term Incentive Scheme  
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Exhibit (7) 

 

 

 

 

 

 

 

(the Crown LTI) and for more visibility on the actual performance against the relevant 

hurdles for the Crown LTI. In addition, Crown has been asked to provide a response 

to the perceived high level of fixed remuneration of the Chief Executive Officer and 

Managing Director. Crown’s 2012 Remuneration Report has been amended and 

expanded to respond to the feedback referred to above. However, subsequent to the 

2011 Annual General Meeting, the Crown Board and the Crown Nomination and 

Remuneration Committee has not engaged any remuneration consultants to advise on 

remuneration policy or the level or structure of its executive remuneration.  

Caravel Minerals Limited’ (Silver Swan Group Limited) annual report – 2012 – 
page 24 Remuneration report 

Silver Swan received less than 75% of “Yes” votes on its remuneration report for the 

2011 financial year. Following the meeting and during the year, the Company has met 

with its major shareholders to discuss the company’s direction and progress made in 

respect to the drilling and exploration during the year. However, the company did not 

use the services of any remuneration consultants during the year.  



 228 

Appendix 4: Examples of Australia’s top 100 firms which have undertaken a 

comprehensive review of their executive remuneration strategy as a direct response 

to the incidence of the ‘first strike’ 

Exhibit (8) 

 

 

 

 

 

 

 

 

Commonwealth Bank of Australia annual report – 2017 – page 64 
Remuneration report 

In 2016, Commonwealth Bank of Australia’s shareholders have revolted over 

managerial pay, delivering a historic ‘first strike’ on the remuneration report and 

forcing the nation’s largest company to rethink again about its communications 

strategy with investors sceptical of using ‘soft targets’ to set bonuses.  

In direct response to the concerns raised in relation to the FY16 Remuneration Report, 

we have undertaken a comprehensive review of the executive remuneration strategy, 

framework and governance and have made changes to support the business strategy 

and ensure shareholder alignment.  

The FY17 Remuneration Report has been substantially revised to enhance 

transparency and clarity regarding Key Management Personnel (KMP) remuneration 

outcomes. Changes in STVR arrangements for FY18 will enable further disclosure of 

performance measures and outcomes in the FY18 Remuneration Report.  

 



 229 

Exhibit (9) 

 

 

 

 

 

 

 

 

AMP annual report – 2017 – page 37 Remuneration report 

At the annual general meeting of AMP company, 61 per cent of AMP shareholders 

voted against the 2017 remuneration report, which is the worst result for an ASX 100 

company in Australian corporate history. 2018 was a very difficult year for AMP as 

the Financial Services Royal Commission highlighted misconduct across the financial 

services industry with significant ramifications for AMP, not least of which was the 

damage to its reputation and loss of value for the shareholders  

At the May 2018 AGM, AMP received a first strike against its 2017 remuneration 

report. The board recognises this first strike was in response to wider business issues 

as well as other concerns about the remuneration framework. Acknowledging the 

views of the shareholders, the first strike against the 2017 remuneration report, 

ongoing regulatory developments and the changes occurring within the AMP business, 

the board has reviewed AMP’s remuneration arrangements.  

The Executive Performance Incentive Plan (EPI Plan) introduced for 2018 will not 

continue. Instead AMP will be adopting an approach more suited to the significant 

change and transformation AMP will be undergoing. This will include a greater 

emphasis on long-term incentives linked to transformation objectives.  
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Exhibit (10) 

 

 

 

 

Commonwealth Bank of Australia annual report – 2018 – page 96 
Remuneration report 

 

We continue to listen to all the stakeholders and have taken material steps to further 

strengthen Board governance and the operation of remuneration frameworks. In the 

2018 financial year, individual executive remuneration has been reduced in 

accordance with measurable performance and as a result of the Board exercising 

discretion. These remuneration outcomes have been facilitated by the support of 

shareholders for the significant changes made to the remuneration framework at the 

2017 Annual General Meeting. Those changes included enhancements to the risk and 

reputation review process.  

The most senior executives have been held accountable for the Bank’s performance 

over the past year. This includes former Executives. Executive pay outcomes for the 

current and former Executives have been directly impacted by the AUSTRAC 

settlement and the findings of the Australian Prudential Regulation Authority’s 

(APRA) Prudential Inquiry Report into CBA. The Board has also exercised its 

discretion to adjust downwards individual Executive remuneration outcomes, having 

regard to other risk and reputation matters. In March 2018, the current CEO of his own 

accord, offered to forgo his 2018 financial year short-term variable remuneration 

(STVR) award, which the Board accepted. In addition, the Board and the former CEO 

agreed that he will not receive his 2018 financial year STVR award or any of his 

unvested long-term variable remuneration (LTVR) awards. 
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Exhibit (11) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 Commonwealth Bank of Australia annual report – 2018 – page 96 
Remuneration report 

The total impact for all employees of the operation of the remuneration framework and 

exercise of Board discretion over the 2017 and 2018 financial years has been a 

reduction in remuneration outcomes exceeding $100m. This includes the Board’s 

action in August 2017 to reduce Non-Executive Director fees, and reduce to zero the 

STVR for Group Executives for the 2017 financial year. In making these decisions, 

the Committee and Board were determined to address fully, past performance issues 

identified for former and current Executives, and focus their efforts on becoming a 

stronger, better bank.  

New appointments to the Executive Leadership Team provide a balance between 

external experience and knowledge of the Group. These appointments reflect the 

board’s continual scrutiny of the executives’ ability to cope with complex changes, 

and act on ensuring we have the leadership talent and capability as strategy adapts to 

competitive pressure and expectations of performance and behaviour.   




