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DIRECTORS’ REMUNERATION AND CORPORATE GOVERNANCE IN
MALAYSIA

ABSTRACT

Using a cross-sectional analysis of 428 listed diron the Bursa Malaysia for the
financial year ending 2008, this study examines #ssociation between directors’
remuneration, firm performance, and corporate guuece structures. The results show
that directors’ remuneration is positively and #igantly related to firm performance,
CEO tenure, board size, and the existence of reratioe committee. The study also
finds that directors’ remuneration is negativelyd asignificantly related to board
independence. Consistent with prior research, théysfinds a positive and significant
association between directors’ remuneration and fisize and a firm's growth
opportunity. The findings can be useful to reguistsince the recent proposal by market
regulators to limit director’s influence over renemation packages and require
disclosures of directors’ remuneration. The studso acontributes to the growing
literature on executive and directors’ remuneratiod it provides international evidence
on the effects of corporate governance reform&oemt years in influencing boardroom
pay. Although the results of prior studies are éfygupported, the period of analysis is
short. The use of panel data allows us to assemsgel in corporate governance and
directors’ remuneration over time in a more meafuhgvay. Further, the potential
limitations of using total directors’ remuneratias the only dependent variable may not
provide us a more meaningful insight of the impattother components of total
remunerations such as bonuses, salaries, anda@hefits have on firm performance.

Keywords: directors’ remuneration, board of directors, fiperformance, compensation.



1. Introduction

Recent financial crisis has raised serious criticigarticularly regarding the role of
corporate governance in determining executive corsgigon (Fahlenbrach and Stulz,
2011; Bebchuclet al, 2010; Kirkpatrick, 2009). Remuneration and irtoen systems
have been shown to play a key role in influenciisg taking behaviors of managers in
recent years. Empirically, the positive link betwesompensation and risk-taking has
remained strong throughout recent financial crassreported by several studies (e.qg.,
Adams, 2012; Chesnest al, 2012; Boltoret al, 2011; Balachandragt al, 2010). For
more than a decade, executive remuneration hagtitasted unfavorable attention from
regulators and media, who have focused on the langeunts received by executives,
both in absolute terms and in comparison with e neceived by lower level employees.
As a result, remuneration of top management has bebject to continued regulation,
with government directives and voluntary codes $itg on the nature of pay disclosure

Improvement of corporate governance standards #@uodures has been at the
forefront of international debate in recent timasd remuneration or compensation of
directors and executives is one of the key issuéiis debate. For instance, in 2003, the
Australian Securities Exchange (ASX) reinforced toeporate governance principles
and at the same time responded to community cosagith a policy change that has
resulted in greater disclosure about CEO remumerati Since May 2003, listed
companies on the ASX have been required to make didclosure about the
remuneration packages of newly appointed CEOs. Sdishlosure now includes
information about the components of the pay packageh might govern the actions of
the CEO and drive levels of performance. Whileh@a United Kingdom, the Directors’
Remuneration Report Regulations were introduce®dA2 to further strengthen the
powers of shareholders in relation to directorg/.péhe regulations increase the amount
of information shareholders are given on directoeshuneration, certain disclosures, as
well as performance graphs. Shareholders also noéy M an advisory capacity to
approve the directors’ remuneration report. The Bioed Code on Corporate
Governance (FRC, June 2006) also recommends tratdastablish a remuneration
committee to help the board design remuneratiokggges aligning to their interests with
those of shareholders.

In July 2006, the Securities and Exchange Commmsgicthe United States voted
unanimously to revise the disclosure requiremerts éxecutive and director
compensation, related-party transactions, dire@tolependence and other corporate
governance matters. The rules require, among otfiers to disclose dollar amounts for
salary, bonus, stock awards, option awards, nackstaentives, pension plans and total
compensation. The Malaysian Code on Corporate Gavnee (MCCG, amended 2012)
recommends that directors’ remuneration packagesldtbe aligned with the business
strategy and long-term objectives of the compamarB remuneration also should reflect
the board’s responsibilities, expertise and thepexity of the firm’s activities. As part
of corporate governance best practices, listed sfirane encouraged to establish a

1 In 2009, the US economic stimulus bill, the AmaricRecovery and Reinvestment Act of 2009 includes a
provision limiting executive compensation for TARProubled Asset Relief Program) recipients. The
provision includes limit on compensation excludimgentive for senior executive officers to take
unnecessary and excessive risks, non-payment afsksnretention rewards or incentive compensation t
senior executive officers, and non-payment of goldarachute to senior executive officers.



remuneration committee and explain director remati@am procedures. As stipulated in
the Listing Requirements of Bursa Malaysia 200&tetl firms are also required to
disclose the details of the remuneration of eackcthr in its annual reports.

These regulatory changes are part of the efforeltivess the widespread criticisms
of previous remuneration practices by seeking t&kemtéie pay determination process
more transparent, more accountable, and less subjedluence of directors. Given the
focus on remuneration practices and their relattonsorporate governance, this current
study makes a timely contribution to the debateis T$tudy attempts to document
empirical evidence on the association between catpogovernance mechanisms and
boardroom pay of Malaysian firms. This study istigatarly important due to heightened
attention given by numerous stakeholders, such eggilators, shareholders, and
employees on excessive director remuneration ientegears. This study also can inform
the debate surrounding optimal governance, boatdemuneration practices.

The aim of this study is to provide understandifidp@ardroom pay in Malaysia in
several ways. Most studies have been concerned tivthremuneration in developed
economies such as the United States and the UHKitegdom. This study examines
remunerations of corporate directors in Malaysiagoaintry with a similar form of
corporate governance regime as that of the Uniieddont. This study also draws upon
a much wider range of firms including very largeis to smaller sized firms listed on
the Bursa Malaysia. Unlike other studies, this gtadtempts to capture different
dimensions of governance practices and ownershipctate variables, and uses
mandatory disclosed remuneration data in annuartepather than data collected via
surveys and interviews.

The main contributions of this study are twofoldrsg it provides estimates of the
statistical links between boardroom pay, board rabntand monitoring. Second, it
provides Malaysian evidence on the effects of c@i@o governance reforms in
influencing boardroom pay. The analysis allowsnmé¢ional comparison and evaluation
of the robustness of other existing research. Ensamder of this paper is structured as
follows: The next section briefly reviews existimgmuneration literature. Section 3
describes the method employed in the study. Theat®d empirical results are reported
in the fourth section while in the final sectiomctusions are drawn and the implications
of the study are discussed.

2. Literature Review and Research Hypotheses

2.1 Remuneration and Research Perspectives

Agency theory addresses the issue of how the stteid less informed owners can be
aligned with that of powerful and sometimes oppuaigtic executives through pay-for-

performance (Fama, 1980; Fama and Jensen, 1983r Bakal, 1988; Jensen and

Murphy, 1990). Agency theory also suggests a nuraberechanisms to alleviate agency
problems. These mechanisms include board (i.e.l/lemioards and greater board
independence) and ownership structures (i.e., negi@gownership) (Yermack, 1996;

Rosenstein and Wyatt, 1990; McConnell and Servd€90). Pay-for-performance

2 The recommendations and provisions of the MalaySlade on Corporate Governance are derived from
Greenbury Committee, Hampel Committee, Cadbury Cittees and Higgs Committee which led to the
United Kingdom’s Combined Code on Corporate Govecea



remedy as suggested by agency theory has beerergedl in recent years due to
exorbitant amount of compensation packages paicbtporate executives (Friedrichs,
2009). Agency theory has also been criticized ferinability to explain cross-country
differences (Haubrich and Popova, 1998; Breteal, 2005; Filatotchev and Allcock,
2010).

Organizational theoristisave addressed some of the limitations of agenegrihby
examining executive remuneration as a politicatpss, and thus they take a descriptive
approach to the issue. These scholars have fopas&dularly on CEO power and board
in investigating factors that may influence the @ixe&ve remuneration decisions (see for
example Finkelstein, 1992; Boyd, 1994; Zajac andsteal, 1996; Elhagrasest al,
1998 and 1999). One of the arguments presentd@disCEOS are in a unique position to
determine their own compensation, based on thelityato influence board behavior.
Literature suggests a number of factors that pmtintrelate to CEO power. These
factors include CEO tenure, CEO ownership, boazd, irm size, and board ownership
(Elhagraset al, 1998 and 1999).

Previous research has identified systematic coudifferences in areas such as
corporate law, investor protection, and firm owhgrsstructures (La Portat al, 1997,
1998 and 1999; Gugler, 1999). As a result, thecefieagency cost and CEO power may
be mediated by country-specific factors, such asomal culture, business practices,
national tax incentives, and differences in natidegal structures. Factors such as the
location of the headquarters and foreign board neesfiip might also have an impact on
the level of executive remuneration (Elston anddBetg, 2003). The existing corporate
governance literature has largely dealt with anyais of institutional arrangements in
American, British, Australian, German and Japarieses, with much less attention paid
to firms from emerging markets and their executi@ad boards of directors. Sehal,
(2010) point out that executive remuneration redear Asia has not received attention
from Western researchers and publications, makisg A fertile ground for future
research in executive remuneration. Further, dustrtictural differences in the national
political economies, executive remuneration ne@dbéd understood in the context of
specific legal, political, and regulatory systems.

Against this backdrop, it is far less known abotgaitive pay in developing markets
such as Malaysia. In Malaysia, prior findings aatad remuneration have yielded mixed
results. For instance, Dogan and Smyth (2002) teff@at board remuneration are
positively related to sales turnovers but negafivalssociated with ownership
concentration for Malaysian listed firms over aipérof 1989 to 2000. Using a sample of
100 public-listed companies in Malaysia, Sim (200#)ds a weak but positive
relationship between directors’ remuneration amch fperformance. Abdullah (2006)
documents a negative and significant associatidwdsn directors’ remuneration and
lagged profitability for distressed firms beforeetincorporation of the Malaysian Code
on Corporate Governance into the Listing Requirdmehthe Exchange in 2001. Further,
Abdullah (2006) also finds a negative relationshigtween board independence, the
extent of outside directors’ interests and diretogmuneration.

2.2 Research Hypotheses
From an agency theory perspective, the link betweenperformance and directors’ pay
should provide an important incentive mechanism dorporate success. However,



research on the pay-performance relationship halsled inconsistent results. Existing
empirical evidence shows a weak but significant itp@s relationship between
profitability and CEO pay (e.g., Jensen and Murgt§890; Murphy, 1999; Coret al,
1999). Several empirical studies using non-US ddsa consistently document the
positive pay-performance relationship. For ins&anesing Australian and Japanese data
respectively, Merhelet al, (2006) and Kato and Kubo (2006) both confirm plositive
pay-performance relationship. The positive pay-qrenfince relationship supports the
role played by compensation in aligning manageirgkerests with those of the
shareholders, hence reducing agency costs. Sestedies, on the other hand, do not
find a positive relationship. For example, Cateal, (1999) report that excess CEO
compensation has a negative association with subségstock returns as well as
operating performance. Similarly, Briek al, (2006) also find that there is a negative
relationship between excess director compensationfiam performance. The negative
association between excess compensation and firforp@ance is consistent with rent
extraction and managerial power argument (Bebattuél, 2002; Bebchuk and Fried,
2003). Other studies such as by Fethal, (1995) and Fernandes (2008) do not find any
link between pay and performance for Norwegian Bodtuguese firms respectively.
Randoy and Nielsen (2002) find a positive and sicgmt correlation between accounting
performance and CEO compensation. However, whemieea in a multivariate setting,
the positive significance disappears. Based onsthadard agency theory model that
there is a positive link between firm performanoce pay, the study therefore proposes
the following hypothesis.

Hypothesis 1:There is a positive relationship between finangmrformance and
directors’ remuneration.

Since salary negotiation is really a bargainingcpss, the directors’ relative
bargaining power is likely to come into play. That the more power, the greater the
bargaining strength and higher potential remunematirhe CEQO’s dominance of the
board of directors in most firms has been widetogmnized (e.g., Vance, 1983; Whisler,
1984; Lorsch, 1989; Crystal, 1991; Hermalin and vach, 1998 and 2000; Bebchwatk
al., 2002). Remuneration is one area in which CE@sotse their power over the board.
To the extent that boards concern themselves widtwgive remuneration, they may
favor high remuneration because it enhances thesst directors (Finkelstein and
Hambrick, 1988) and of the firm (Crystal, 1991).t€de directors, who more often than
not are also CEOs of other firms (e.g., Booth aredi,(1996; Brickleyet al, 1999),
benefit from board norms of supporting the CEO’y pecommendation and from the
linkage between CEO pay and director pay (Halld€97; Cordeireet al, 2000). Inside
directors stand to benefit directly from higher exteve remuneration because of the
proportional scaling of remuneration across hidraad levels (Lambertet al., 1993;
Conyonet al, 2001; Ezzamel and Watson, 2002).

The CEOQ's control of director selection and boaodngay helps explain the CEO’s
influence over the board on executive remuneratimal, provides additional insight on
the CEO’s dominance of the board in general. Eblsayet al, (1998, 1999) suggest
CEO tenure and CEO ownership are related to CEGepd@mpirical evidence related to
CEO tenure in particular is somewhat mixed. Yermd®&85) finds that older CEOs and



CEOs with longer tenure receive more option awattils.and Phan (1991) suggest that
long tenure helps directors influence the boardubh the director selection process. Hill
and Phan (1991) also contend that through increesede, directors may gain control
over the pay setting process and in turn designunenation schemes to his or her
preference. Moreover, Brickt al, (2006) show that CEOs with longer tenure are
rewarded with higher pay for possessing more vdduhbman capital. Finkelstein and
Hambrick (1989) find a curve-linear relationshipistxbetween CEO tenure and pay,
while Hogan and McPheters (1980), O’'Reidiyal., (1988) and Attaway (2000) find no
relationship between these two variables. Condistéth the majority of empirical
findings indicating a positive association betwésrure and pay, this study hypothesizes
the following:

Hypothesis 2: There is a positive relationship lestw CEO tenure and directors’
remuneration.

Prior studies show that larger boards are assaciaith ineffective monitoring and
are negatively related to firm performance (Yermat896; Conyon and Peck, 1998;
Dalton et al, 1999; Coreet al, 1999). Yermack (1996) finds that the pay-perfance
relationship for CEOs decreases with board sizggesting that small boards give CEOs
larger incentives and force them to bear more tisk&s do large boards. Holthausen and
Larcker (1993a) argue that board size might infbeedirectors’ pay, in particular that of
the CEO. Other studies such as Holthausen and &a(@®93b) and Coret al, (1999)
document a positive association between board aiz@ executive remuneration.
Similarly, Coakley and lliopoulou (2006) find thdarger boards award CEOs
significantly higher bonuses and salary post margad acquisitions for 100 completed
bids in the UK over the period of 1998-2001.

More recently, Ozkan (2011) documents a positive amgnificant association
between CEO compensation and board size. He argjoas coordination and
communication problems associated with larger lodiohders board effectiveness,
which results in higher compensation for CEOs as mumber of board members
increases. This is consistent with the suggestianhlarger boards are easily controlled
by the CEO and the CEO may be able to “divide amd’r(Jensen, 1993). Further,
Pfeffer (1981) argues that inside board membersremee loyal to CEOs and therefore
CEOs are more likely to exert greater influencerabem that over outside directors.
This current study takes the view of the agencypmhevhereby larger boards perceived
as weak governance and poor monitoring by the bohdirectors. The agency view is
also consistent with organizational behavioral ®sidvhich suggest that productivity
decreases when work groups get too large (Latnal, 1979; Hackman, 1990). If
increased board size leads to less effective mamgodirector remuneration is expected
to be positively associated with the number of@wes on the board. Hence, Hypothesis
3 is stated as follows:

Hypothesis 3: There is a positive association betwédoard size and directors’
remuneration.



Prior studies have shown that ownership structarenie of the determinants of
executive remuneration. Intuitively, directors cdatermine their own remuneration
packages if they have some ownership in the firlenA1981) examines CEO power by
analyzing the family stock ownership of the CEO atiger directors of the firm and he
finds that executive remuneration is highest in agggment-controlled firms. Holderness
and Sheehan (1988) provide similar evidence in Wwhitanagers who are majority
shareholders receive marginally higher salaries titaer officers. Lambest al, (1993)
show that CEO compensation is lower when CEQO’s oghip is higher and when there
is an internal member on the board other than CIBO ewns at least 5% of the shares.
Finkelstein and Hambrick (1988) also find that exa® remuneration is negatively
related to CEO family holdings and CEO pay increasemore likely in management-
controlled firms. McConaughy (2000) confirms thedings of Finkelstein and Hambrick
(1988) where he shows that family CEOs’ compensatoels are lower and that they
receive less incentive-based pay, confirming theilfaincentive alignment hypothesis.
Similarly, Attaway (2000) finds a similar effect afanagerial ownership on executive
remuneration. Wernegt al, (2005) report that ownership structure not caffiects top
management’s pay, but also the pay of all leveleroployees. Overall, the impact of
ownership structure on executive pay is uncleaemgithe mixed nature of the empirical
results. Following incentive-alignment hypothessssaiggested by McConaughy (2000)
and Attaway (2000), this current study predicts timanagerial ownership, proxied by
directors’ shareholdings is negatively associateith wdirectors’ remuneration.
Hypothesis 4 is therefore stated as follows:

Hypothesis 4: There is a negative association betweirectors’ shareholdings and
directors’ remuneration.

Agency literature also suggests that board indegarefrom management provides,
among other things, effective monitoring and cdltitrg of firm activities in reducing
opportunistic managerial behaviors and expropmatb a firm’s resources (Fama and
Jensen, 1983a, b; Byrd and Hickman, 1992). Boafddirectors not only perform
oversight functions, they also play an importané ria designing effective pay contract
so that directors and management have an incetaiv@rve in the best interest of
shareholders (Jensen, 1993; Finkelstein and Hakyld#96; Dailyet al, 1996; Conyon
and Peck, 1998). Several studies have shown tleatllsdructure explains cross-sectional
variation in compensation. Hallock (1997) finds ttlvehen board has directors with
interlocking relations (i.e., the CEO of companysi¥s on the board of company Y, and
the CEO of company Y sits on the board of compahycEmpensation to both CEOs is
higher. Coreet al, (1999) examine the relationships between boahposition,
ownership structure, and CEO pay. Their resultsgssig that firms with weaker
governance (i.e., less independent board) tenchyotlpeir CEOs higher compensation
packages. This is consistent with the view thaidersdominated boards are likely to be
more loyal to management, and the CEO can exeatively more influence over inside
directors as opposed to outside directors (PfetfeBl; Zajac and Westphal, 1994). Brick
et al, (2006) provide evidence that excessive compemsédr both CEOs and directors
is associated with underperformance. They interpieir findings as evidence of
cronyism between CEOs and directors. Ryan and Weg(f004) find that independent



directors have a bargaining advantage over the C&Zdlting in compensation packages
which are more closely aligned with shareholdertrests.

A further independence issue relates to the alwlityg board of directors to monitor
when the firm has different individuals holding tpesitions of the board chair and the
CEO. The literature and governance guidelines sihatva board’s ability to perform its
governance role is weakened when the CEO is aw@aal chair (Crystal, 1991; Rechner
and Dalton, 1991; Jensen, 1993; the Cadbury Coemiit992; the Malaysian Code on
Corporate Governance, 2000). Further, a numbeingfirecal studies also suggest that
agency problems are higher when the CEO is alsolldeir (Fama and Jensen, 1983a;
Yermack, 1996). Coret al, (1999) and Cyenrtt al, (2002) both show that the level of
CEO compensation is higher when the CEO is alsaodbobhair while Grinstein and
Hribar (2004) find that the size of bonuses CEQeikee is higher when the CEO is also
board chair. Since greater board independencetsesulcompensation that is closely
aligned with shareholders’ interests, hypothesasdb6 state as follows:

Hypothesis 5: There is a negative association betwte proportion of non-executive
directors on boards and directors’ remuneration.

Hypothesis 6: There is a negative association betvibe separation of the board chair
and the CEO positions and directors’ remuneration.

Deliberation about and the determination of top ag@ment pay is often delegated
to a subcommittee of the board of directors. Thigrtd sub-committee plays an important
role because it must be concerned with settingstmudturing pay packages that provides
a viable mechanism for aligning the interests ohaggers and shareholders (Conyin
al., 1995; Ezzamel and Watson, 1997; Conyon and PE2%8; Main and Johnston,
1993). The theoretical importance of a remunenatiommittee is clear. In its absence,
there likely exists an opportunity for executivesaivard themselves pay raises and this
may go against the interest of the firm’s shareti@dWilliamson (1985) remarks that
the absence of an independent remuneration conemitiey be akin to an executive’'s
writing his employment contract with one hand anent signing it with the other. Main
and Johnston (1993, p. 353) states that “therstanag theoretical reasons for expecting
a board sub-committee such as the remuneration dgteento exert an influence on top
executive pay’. Main and Johnston (1993) find emme that management pay is
significantly higher in companies that establismu@eration committees. Given that the
aim of remuneration committee is to design suitablgard packages, its existence and
effectiveness is likely to be related to its stmmetand membership. The members of a
firm’s remuneration committee should be independkngctor and are expected to act as
objective decision makers who will ensure that cengation for executives and directors
is set at appropriate levels (Bowen, 1994; Mangel @ingh, 1993; Singh and Harianto,
1989). In addition to agency reasons mentioned @boecent corporate governance
reforms (i.e., the Cadbury Committee, 1992; the ayisian Code on Corporate
Governance, 2000) which require greater compensatisclosures leads this study to
expect that the existence of remuneration commiités to director compensation. This
gives rise to the following hypothesis:



Hypothesis 7: There is a negative association eeiwthe existence of the remuneration
committee and directors’ remuneration.

3. Data and Research Method

3.1 Sample and Data Collection

The sample comprises 428 non-financial public distempanies in Malaysia whose
annual reports are available in 2008. The firmthensample are either listed on the Main
Board or the Second Board of the Bursa MalaysiathBiinancial and corporate
governance variables are hand-collected from th@ighed annual reports. In Malaysia,
all listed companies are required to disclose tetdidirector remuneration and provide
remuneration bands in range of RM50000 (less oen@irector remuneration includes
salaries, fees, and other benefits so it represieatotal remuneration received by boards
of directors.

3.2 Measurement of Variables

The dependent variable, total directors’ remuneratin 2008, includes all major
components of both executive and non-executiveettire’ remuneration including salary,
bonuses, fees, and benefits-in-kind. It is notest #nnual reports of Malaysian listed
firms do not provide a consistent reporting of safgm components of directors’
remuneration. In order to reduce heteroscedastittiey natural log of total directors’
remuneration is used as the dependent variable.

This study uses the return on assets (ROA) as @y doy financial performance.
CEO tenure is the number of years the current Ci#ar(2008) has held the CEO
position, while board size is the total number ioéctors on the board of directors. Inside
directors’ ownership is the percentage of totalityqueld by inside directors at year end
2008. Two measures are used to measure board imdipee namely the proportion of
non-executive directors on boards and a dummy hariaf 1 if a firm separates the
positions of board chair and the CEO, 0 if otheewi$he remuneration committee
variable is defined as a dummy variable equalsit@ifirm reports the existence of such
a committee in its annual report and to O if otheew

3.3 Control Variables

The study includes several control variables tha likely to influence directors’
remuneration. These variables include firm sizeelage, and growth opportunities. The
study also controls for industry differences in tdemand for directorial talent or
expertise. Prior studies have shown that firm gsygemerally reflects organizational
complexity. Larger firms are likely to have largermber of directors on their boards and
may pay higher directors’ remuneration. Additiopallensen and Murphy (1990) also
show that CEOs in larger firms receive greaterlkewé pay. This study measures firm
size as the natural logarithm of the book valu¢otdl assets. Jensen (1989) argues that
firms with high debt is likely to have less freesbdlow, and thus are less likely to pay a
high level of remuneration. Leverage is measuraaguse ratio of total liabilities to total
assets at the end of 2008. Smith and Wyatt (1988)that firms with a higher market to
book ratio use more performance-based pay. A nemrent study by Walker (2010) finds
that high-growth firms pay their CEOs a greatempportion of performance-based pay. As



a proxy for growth opportunities, the study uses thtio of market value of equity to

book-value of equity. Finally, industry effects arentrolled for by means of sectors
classified by both the Main and Second Boards at8WMalaysia. Table 1 describes the
variables used in this study.

% INSERT TABLE 1 ABOUT HERE ****

4. Methodology

A cross-sectional ordinary least square (OLS) m=iom model is used to test the
hypotheses presented in Section 2. Drawing on @ueviresearch on corporate
governance and remuneration, the following modeldéveloped with a variety of
independent variables.

Directors’ remuneration= a + £1 Firm Performance 45, CEO Tenure 453 Board Size
+ f4 Insider Ownership s Board Independence s CEO Duality + 47 Remuneration
Committee +pg Leverage +pfy Firm Size + /19 Growth Opportunity +p11 Industry
Dummies + ¢

5. Results

5.1 Descriptive statistics and correlations

Table 2 provides descriptive statistics for theiakdes used in the study and Table 3
reports correlatiorls Panel A of Table 2 shows that total directoeshuneration ranges
from RM73,000 to RM82,000,000 with an average aiwitRM3,000,000. The average
number of years the current CEO serves on boarabgsoximately 9 years with a
minimum of 1 year and a maximum of 42 years. Thelmer of directors on Malaysian
boards is between 3 and 15 with an average boael il 7 directors. The mean
percentage of directors’ shareholding is about drcent. Sixty-three percent of overall
board members are non-executive directors. PaélTRble 2 indicates that the majority
of firms in the sample separate the positions eflibard chair and the CEO (about 84
percent of the firms practice dual leadership).r&éhare 393 firms in the sample have
formally established a remuneration committee (8&@nt of total firms in the sample).
Panel C of Table 2 shows that just over 80 peroétie firms in the sample represent
four major sectors classified by the Bursa Malaysenely industrial products (114
firms), trade and services (103 firms), properties firms) and consumer products (59
firms). The remaining firms in the sample are iotees such as constructions, plantations,
technology, hotels, and infrastructure.

**** INSERT TABLE 2 ABOUT HERE ****
Table 3 reports the correlation between the vagigbked in the study. As suggested

by Hypothesis 1, the study finds a positive andhificant correlation (0.273) between
accounting firm performance (ROA) and directorantmeration. Randoy and Nielsen

% The study performs a number of diagnostics onréiselts reported in Table 2, 3, and 4. The stesiti
package used calculates the exact correlation aksgasrof whether the variables are dummy or contisu
Standard diagnostic tests indicate that multiceliity is not a serious problem.

10



(2002) also find similar correlation between ROAI&ZEO compensation for Norwegian
and Swedish firms. Consistent with the predictibigpothesis 2, the correlation shown
in Table 3 between CEO tenure and directors’ rematima is positive and significant

(0.179). Randoy and Nielsen (2002), on the otherdhaeport that the correlation

between CEO tenure and compensation is negativesigndicant while Finkelstein and

Hambrick (1989) show no significant correlationvbee¢n CEO tenure and total cash
compensation. In line with Hypothesis 3, the stdidgs a strong positive correlation
(0.371) between board size and directors’ remuiterailhere is a weak correlation
between insider ownership and directors’ compeosafr0.051). As suggested by
Hypothesis 5, the study finds a negative and sgamt correlation (-0.219) between
board independence and directors’ remuneratiorns supports the view that greater
board independence reduces CEO power and bargadireptages of insider-dominated
boards. The correlations between directors’ rematimen, CEO duality and the existence
of remuneration committee are weak (-0.026 and1@®.@spectively). The study also
finds positive and significant correlations betwekrectors’ remuneration, firm size and
growth opportunity (0.444 and 0.161 respectively).

% INSERT TABLE 3 ABOUT HERE ****

5.2 Regression analysis

Table 4 presents multivariate regression resuitglifectors’ remuneration. The results in
Table 4 show the association between total directaemuneration and both

hypothesized and control variables derived from ééant literature as independent
variables. The model is significant (p<0.01), wath adjusted R-square of 39.1 percent.
Recall that the study predicts that directors’ ragmation is positively related to firm

financial performance, CEO tenure, and board dibe. study also posits that directors’
remuneration is negatively associated with insisleareholdings, board independence,
CEO duality, and the existence of remuneration cdteen The study also includes

several control variables commonly found in pritudses that are likely to influence

remuneration. These control variables include fsire, leverage and firm's growth

opportunity.

*** INSERT TABLE 4 ABOUT HERE ****

The regression results in Table 4 show that thera strong positive relationship
between directors’ remuneration and a firm’'s actiognperformance, measured by the
return on assets (ROA) (coefficient = 1.232; p<Q.OHlypothesis 1 is, therefore,
supported. The positive pay-performance relatignstonfirms the role played by
remuneration in aligning both managerial intergsts, CEO and inside directors) and
outside directors’ interests with those of the shalders. The positive association
between remuneration and firm’s financial perforoeis consistent with the findings of
a number of prior studies in developed markets.,(€greet al, 1999; Merhebgt al,
2006; Kato and Kubo, 2006). Hypothesis 2 predittat tthe relationship between
directors’ remuneration and CEO tenure will be pesi Consistent with the prediction
of Hypothesis 2, the association between directeegiuneration and CEO tenure is
significant and positive (coefficient = 0.012; p&D). This finding supports the view that
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the longer CEOs remain in their position, the mbaggaining power they have with
regard to pay setting process and remunerationagaskthat reflect their preferences
(Hill and Phan, 1991; Yermack, 1995).

In line with Hypothesis 3, the results in Tablehbws a strong positive association
between board size and directors’ remunerationfficant = 0.096; p <0.01). From an
agency perspective, larger boards hinder boaratefémess. This may result in higher
remuneration particularly for CEOs as larger boaads easily controlled by CEOs
(Jensen, 1993). Other studies document similairfgs include Coret al, (1999) and
Ozkan (2011). The results in Table 4 also reveat thsider ownership (i.e., inside
directors’ shareholdings) has no significant effeat directors’ remuneration, hence
Hypothesis 4 is not supported. This finding does support the incentive-alignment
hypothesis in which insiders, particularly the CHfaye greater incentives to maximize
firm value, therefore, need fewer compensationdbaseentives (McConaughy, 2000;
Attaway, 2000).

Recall that Hypothesis 5 predicts that board inddpace is inversely related to
directors’ remuneration. In line with Hypothesis the study finds a strong negative
association between board independence (i.e.,dheeptage of non-executive directors
on the board of directors) and directors’ remunenatThe negative relationship suggests
that greater board independence provides effeaixgrsight function, particularly on
matters concerning designing pay contracts andggask This finding confirms the view
that independent directors have a bargaining adgenbver the CEO, resulting in
compensation closely aligned with shareholdersraggts (Coreet al, 1999; Ryan and
Wiggins, 2004). The study also finds a weak supfartHypothesis 6, which predicts
that directors’ remuneration is negatively assedatith the separation of board chair
and CEO positions. The weak relationship betweesdahwo variables is likely due to
the presence of higher number of independent direcin boards which could be used as
a substitute monitoring mechanism in controllingeleof boardroom pay.

Finally, in contrast to the prediction of Hypotres§i, the study finds a significant
positive relationship (coefficient = 0.258; p<0.d&tween directors’ remuneration and
the existence of remuneration committee. The pesiassociation between the
establishment of remuneration committee and dirscttemuneration found here is
consistent with findings documented by Main andndbdn (1993) and Conyon and Peck
(1998). This finding indicates that recent regwlas governing top management pay and
board remuneration may not help reduce levels of pa achieve efficiencies in
compensation contracts (Anderson and Bizjak, 2003).

In keeping with the literature, the study includesseral control variables in the
regression analysis. The regression results in €Tabl show significant positive
association between firm size and growth opporyurihese results are consistent with
prior evidence suggesting that larger firms typicélave larger boards and may pay
higher directors’ remuneration (e.g., Dady al, 1998; Coreet al, 1999; Randoy and
Nielsen, 2002) and high-growth firms are more likely to use incesbased
compensation than low-growth firms (Smith and Watt892; Walker, 2010). The
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unreported results also show that directors’ rematian is not significantly related to all
industry dummies

6. Conclusion

Corporate governance literature suggests that ¢gbaecy conflict between management
and owners can be alleviated through a well-desigmemuneration packages.

Abundance of past research has also concentratethenink between executive

compensation and its determinants such as firmopaence, firm-specific factors and

corporate governance mechanisms. While past stindies investigated the association
between executive remuneration, measured in sewerngd (e.g., CEO remuneration,

cash-based and equity-based remuneration), and theterminants, this current study
attempts to examine the link between firm perforogarcorporate governance structures,
and directors’ remuneration in Malaysia. The iss@i@irectors’ remuneration has not

been explored in depth in the context of developingrkets where good corporate
governance practices are still evolving. The stoalytributes to the growing literature on

directors’ remuneration and it provides internagloevidence on the effects of corporate
governance reforms in recent years in influenciogrdroom pay.

Generally, the results of the study are consistati the expectations that firm
performance, CEO tenure, board size, board indegrmeg the existence of remuneration
are significantly associated with directors’ remnati®n. Specifically, the results show
that directors’ remuneration is positively and gigantly related to a firm’s accounting
performance (ROA), CEO tenure, board size, and dRistence of remuneration
committee. The study finds that directors’ remutierais negatively and significantly
related to boardndependence. Consistent with prior research,stbdy also finds a
positive and significant association between doetremuneration and firm size and
firm’s growth opportunity.

While the study makes and important contributiorthi® corporate governance and
remuneration debate, some limitations inherenhenstudy deserve to be mentioned so
that these limitations can be addressed in fuesearch. First, the period of analysis can
be extended to include panel data so that diréctersuneration can be estimated or
analyzed in a more meaningful way. Although, itg®some challenges due to hand-
collected remuneration data, corporate governamo@mmendations in recent years have
called for a full disclosure of executive pay prees in light of recent controversy
concerning excessive executive pay. Second, thidystonsiders only total directors’
remuneration. The definition of total remuneratioan also be broken into several
components such as bonuses, benefit-in-kind, salaand pension benefits. Several
studies from developed markets examine the effelsigs of remuneration committee
which includes its composition and its independeinem the CEO is likely to provide
insights on how remuneration packages are designdddecided. Finally, there can be
methodological extensions of the study. A stimubggiation framework to control for
endogeneity problems commonly exist in corporateeguance studies, a non-linear pay-
performance relationship, and market-based perflocenameasures may increase
robustness of the study.

*In order to have a parsimonious regression moaeladso due to their non-significant associatiorith w
director remuneration, the industry dummy variatdes excluded and the model is re-run. The results
remain quantitatively and qualitatively unchanged.
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Table 1: Description of variables used in the study

Variables

Description

Total directors’ remuneration

Firm performance
CEO tenure

Board size
Insider ownership

Board independence
CEO Duality
Remuneration committee
Leverage

Firm size
Growth opportunity

Industry dummies

The natural log ofatodirectors’ remuneration (salary,
bonuses, fees and benefit-in-kind).

Return on assets (ROA) (Net Inddotal assets).

The number of years the current CEOhk&s the CEO
position.

The number of directors on the boardirettors.

The percentage of total equitlg ly inside directors at
year end.

The proportion of non-execudivectors on the board of
directors.

A dummy variable of 1 if a firm sepaaithe positions of
board chair and the CEO, 0 if otherwise.

A dummy variable of 1 firen reports the existence of a
remuneration committee in its annual report, Glileowise.

The ratio of total liabilities to totalsats at the end of
2008.

The natural logarithm of the book valfi¢otal assets.

The ratio of market value of #guto book-value of
equity.

A dummy variable of 1 if a firmirs industrial product
sector, or in consumer product sector, or in coeson
sector, or in technology sector, or in trade andises
sector, or in property sector, or in plantationst@e or in
infrastructure companies sector, or in mining seaoO if
otherwise. Sectors are classified by Bursa Malaysia
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Table 2: Descriptive statistics (N=428 firms)

Panel A: Continuous variabl

Variable: Minimum Maximurr Mear Standarc Mediar
Deviation
Total Remuneration (ringg 73,000.0 81,981,000.0 2,892,030.0 5,507,313.9 1,769,000.0
Executive director:remuneration (ringgi 0.0C 80,999,000.0 2,543,108.9 5,419,475.6 1,465,324.5
Non-executive directors’ remuneration (ring 0.0C 8,820,955.0 348,921.0 578,004.7 193,079.0
Fees (ringgit 0.0C 3,073,633.0 293,381.2 305,163.0 205,854.0
Salan & Allowance (ringgit 0.0C 65,382,000.0 1,781,613.6 3,508,522.9 1,184,000.0
Other emoluments (ringg 0.0C 38,513,000.0 817,035.2 2,858,656.2 205,682.0
Firm Performance (ROA) (¢ -1.398: 0.983: 0.036¢ 0.123: 0.041:
CEO Tenure (year 1.0C 42.(0 8.6¢ 7.5¢ 6.0(C
Board size (numbe 3.0C 15.0( 7.5 1.81 7.0C
Insider ownership (¥ 0.0C 66.4( 11.1¢ 14.9¢ 3.85
Board independence (' 0.166" 1.000( 0.627¢ 0.166¢ 0.625(
Leverage (% 0.001: 7.703: 0.365¢ 0.5571 0.283:
Firm Size (Total Assets) (rinct) 58,017,000.0 | 38,458,561,000.( 1,591,123,986.C | 4,268,777,955.( 485,935,000.C
Growth opportunity (% -0.601¢ 8.947( 1.016% 0.863¢ 0.821¢
Panel B: Dichotomous variable
Variables Yes % No %
CEO Duality 35¢ 83.€ 70 16.£
Remuneration committe 393 91.¢ 35 8.2

Panel C: Industry Classificatio

Number of firm:

Construction 35
Hotels 5

Industrial Produc 114
Infrastructure Compani 3

Consumer Produc 59
Plantation 24
Propertie 71
Technolog' 14
Trade and Servic 10z
Total 42¢




Table 3: Correlation matrix for the variables usedin the study (N=428 firms)

Variable: 1 2 3 4 5 6 7 8 9 10 11
1 Total Remuneratic 1.00( 0.277 0.17¢ 0.377 -0.051 -0.21¢ -0.02¢ -0.01¢ 0.44 0.00C 0.1671
2 Firm Performanc 1.00¢ 0.077 0.107 -0.06% -0.021 0.03¢ -0.067 0.127° 0.03¢ 0.26%"
3 CEO Tenure 1.00C 0.127 0.06¢ -0.13" -0.06¢ -0.041 0.03: 0.05: -0.09:
4 Board siz 1.00 -0.027 -0.061 0.177 -0.01¢ 0.307 -0.05¢ 0.07¢
5 Insider Ownershi 1.00( -0.267 -0.03¢ 0.11€ -0.30Z" -0.02¢ -0.051
6 Board Independen 1.00C 0.161° 0.01¢ 0.23CC 0.027 -0.02:
7  CEO Duality 1.00C 0.02¢ 0.09¢ 0.03¢ 0.00:
8 Remuneration Committ 1.00C -0.162° 0.027 -0.027
9  Firm Size 1.00C  -0.011 0.05¢
10 Leverag 1.00C -0.01:
11 Growth Opportunit 1.00(

™ Correlation is significant at the 0.01 level (Zdd).
" Correlation is significant at the 0.05 level (2ed).



Table 4: Regression results (N=428 firms)

Variable: Expected sig  Coefficierts  t-statistic:
Intercep ? 7.56: 11.717
Firm performanc + 1.23: 4.227
CEO tenur - 0.01: 2.54C"
Board siz + 0.09¢ 4.71¢
Insiderownershiy - 0.001 0.23¢
Boardindependenc - -1.52¢ -6.857
CEO duality - -0.12(¢ -1.267
Remuneration commite - 0.25¢ 2.037
Firm size ? 0.331 10.237
Leverag: ? 0.01¢ 0.29¢
Growthopportunity ? 0.08¢ 2.077
Adjusted F-Squar 0.391
F-Statistics 28.39¢

” Significance level at p <0.01Significance level at p <0.05



