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Introduction

The aim of the monograph and the hypothesis

This monograph discusses the remuneration of executives and its relationship with corporate performance. It provides a review of theories of compensation and corporate governance with a focus on the principal-agent theory, which describes the conflict of interests between shareholders and executives. It offers a broad review of the models of corporate governance and its control mechanisms. Executive remuneration is a motivational mechanism designed to solve the agency problem by aligning incentives between the managers and the shareholders. The monograph involves a review of structures of remuneration across selected countries, including Poland. It discusses different performance measures and their correlations with executive remuneration in international studies. 

The main objective of this monograph is to examine the relationship between executive remuneration, particularly the total compensation of the chief executing officer (CEO), and corporate performance measured by changes in market valuation of companies listed on the Warsaw Stock Exchange (WSE). The hypothesis of this study is that the total CEO compensation has a positive relationship with firm performance measured by the stock valuation for non-financial companies listed on the Warsaw Stock Exchange.

Justification for the topic selection and theoretical background

Investors on the Warsaw Stock Exchange are looking to maximise their returns. Effective corporate governance mechanisms of the companies of which they own shares are one of the factors that influence the performance and valuation of these companies. Executive remuneration is one of the control mechanisms that may lead to stock price movements by helping solve the principal-agent problem, which serves as the primary conceptual framework in this monograph. According to Ross, an agency relationship arises between two or more parties when one, known as the agent, acts for, on behalf of, or as a representative for the other, known as the principal, in a particular domain of decision problems.[1] Along with long-term incentive plans, executive remuneration plays a significant role in solving agency problems as well as aligning the interests of the principals and the agents.[2] The agency theory assumes a positive correlation between executive remuneration and corporate performance. The relation between CEO compensation and market valuation of the Warsaw Stock Exchange companies studied in this monograph may help to find whether the agency theory is useful in explaining the relations between executive compensation and performance on the Polish market.

Research gap and motivation for the research

According to Miroński and Dembowski, the first research into the relationship between management compensation and company performance dates back to the 1980s, when scholars such as Murphy, Coughlan and Schmidt, and Benston provided evidence confirming the correlation between these two measures.[3] Further, Baker, Jensen, and Murphy studied the influence of executive remuneration on company performance, which is the topic of the research conducted for this monograph.[4] Later on, many scholars also studied the links between particular components of executive compensation and corporate performance. These studies are also briefly reviewed in this monograph, although they are not tested due to low availability of data on the Polish market.

The literature review demonstrates that the results of prior research vary between countries. On the one hand, researchers who observed a positive relationship between executive compensation and company performance, such as Abowd, showed that payment of an incremental 10% bonus for good economic performance was associated with a 0.3% to 0.9% increase in the expected after-tax gross economic return in the following fiscal year.[5] The payment of an incremental raise of 10% following good stock market performance is associated with a 4% to 12% increase in expected total shareholder return. Fong, Misangyi, and Tosi noted a significant positive correlation between CEO overpayment and change in return on assets (ROA).[6] Kale, Reis, and Venkateswaran found that the total compensation gap between CEOs and vice-presidents (VPs) is positively correlated with company performance, measured both in ROA and firm’s Q, defined as the ratio of the sum of market value of equity and book value of debt to total assets.[7] Lewellen, Loderer, Martin and Blum found a statistically significant and positive relationship between the level of compensation of the three best-paid executives and the firm’s common stock returns.[8] A 10% increase in senior executive remuneration is associated with an additional 0.5% in stock return. Tests of the second hypothesis also indicated a positive relationship between the remuneration of best-paid three executives and the return on equity. Manders noted a positive, although nonsignificant, relationship between total CEO compensation and a firm’s ROA and Tobin’s Q (total market value / total assets value).[9]

Numerous studies find a negative relationship between executive remuneration and firm performance. Core, Holthausen, and Larcker observed a negative correlation between predicted excess compensation, based on board structure and ownership structure, and firm performance.[10] The results prove that the higher the predicted excess compensation, the lower the performance of the company. A 40% increase in excess compensation (one standard deviation) decreased ROA by 1.36% (1 year), 1.19% (3 years), and 0.97% (5 years). The same 40% increase in excess compensation decreased annual stock returns by 4.97% (1 year), 2.82% (3 years), and 1.78% (5 years). Kazan found a non-significant negative relationship between CEO total compensation and firm performance measured with ROA and return on equity (ROE).[11] The findings of Grunditz and Lindqvist show that there is no significant relationship between any of the salary components (bonus, base salary) of the CEO and ROE.[12] It is worth noticing that the base salary is negatively correlated with ROE, although insignificantly. When ROA is treated as a proxy for firm performance, no significant correlation with the bonus is observed, while the base salary is in a weak negative correlation with this ratio. There is no relationship between earnings per share (EPS) and either base salary or bonus. 

These mixed results, which range from significant positive relations, through nonsignificant results, to significant negative relations between executive compensation and firm performance demand further research into this topic on more markets. This kind of complex research into the relationship between executive remuneration and corporate performance has not been performed yet on the Polish market, nor in the region of Central and Eastern Europe. Some scholars, particularly Słomka-Gołębiowska and Urbanek, have conducted some research, but focussing only on financial sector companies. The purpose of this study is to address this narrowness of the prior studies and to fill the research gap by considering all companies on the Polish market outside of the financial services industry.[13]

Research method

This thesis is based on a quantitative analysis on a sample of all Warsaw Stock Exchange companies that disclose data about their CEO compensation with the exception of the financial services sector for the years 2011–2015.

The hypothesis will be tested with linear regression using IBM SPSS Statistics 24 for each of the years. All variables are entered at the same time. The standard method of multiple regression will be used. 

To test for a relationship between total CEO compensation and the market value of the company, the following regression equation will be estimated:

Ln (Market Value)i = β0 + β1 Ln (Total CEO Compensation)i + β2 Ln (Total Assets)i + β3 Ln (Sales)i + β4 Price to Book Value i + β5 Debt Ratio i + Σ Industry i + εi,

where

– Ln (Market Value)i is the natural logarithm of market valuation of firm i;

– Ln (Total CEO Compensation)i is the natural logarithm of total compensation of the Chief Executive Officer of firm i, including the salary, bonuses, and any other incentives received by the CEO in a particular year;

– Ln (Total Assets)i is the natural logarithm of total assets of firm i;

– Ln (Sales)i is the natural logarithm of sales of firm i;

– Price to Book Value i is the market price to book value of firm i;

– Debt Ratio i is the total debt to total assets of firm i;

– Σ Industry i is the sum of industry dummies of firm i;

– εi is the error term.

In order to study the long-term effects of CEO remuneration on company valuation in subsequent years, the one- and two-year shift will be analysed as well.

The structure of the monograph

The first chapter discusses corporate governance and compensation theory. It starts with a definition of corporate governance to set the background for the subject of the monograph. Among the compensation theories discussed are reinforcement and expectancy theories, equity theories, agency theory, transaction cost theory, and incomplete contracts theory. Then, corporate governance models are presented, starting with the simple financial model, which is based on the agency theory. The next one, the stewardship model, is tied to the contradicting stewardship theory. The stakeholder model introduces various groups of stakeholders in addition to those who have been discussed thus far. The political model considers the role of political influence in the corporation. The resource dependency theory emphasises the role of resources directors bring along to the company. Internal, external, and motivational control mechanisms are introduced in order to minimise the impact of the agency problem, in accordance with the corporate governance principles outlined in the Cadbury Report and in the Principles of Corporate Governance reports from the OECD.

Chapter two discusses different corporate governance models as well as executive compensation structures across selected countries. It starts with a review of corporate governance models of selected major countries and compares these models with those found in Poland. Then, it defines and lists the components of executive remuneration, followed by empirical evidence from selected countries, including Poland. The structure of executive remuneration is compared between countries, with useful statistics highlighted.

Chapter three presents studies on the relationship between executive remuneration and corporate performance. It opens with a definition of corporate performance, its measures, as well as internal and external performance factors. Then, it discusses the determinants of executive remuneration. Finally, it presents a literature review of works that deal with the main topic of this monograph, which is the influence of executive remuneration on corporate performance. The studies under consideration come from multiple markets. This chapter provides a reliable background for the research on companies listed on the Warsaw Stock Exchange, involving studies by various scholars, methodologies, and best practices. This concludes the theoretical and literature review part based on secondary sources. The research part, which attempts to fill the gap in relation to the Polish market, is presented in chapter four.

Chapter four presents the evidence from the empirical research of a sample of companies listed on the Warsaw Stock Exchange. Multiple authors have considered the influence of company performance on executive remuneration. The aim of this research is to fill the gap in the other, less frequently covered relationship, namely the influence of executive remuneration on company performance. The chapter opens with a brief literature review of the results of similar research, which allows for the hypothesis to be formulated. It follows with the definition of the scope of the data, providing explanations for exclusions. Then, it turns to the analysis of the sources of data, which are mainly financial statements published by the companies or information from the Warsaw Stock Exchange. The chapter reviews the structure of CEO compensation and various other statistics with segmentation by gender, industry, year, and a breakdown by the components of the remuneration. It follows that with a brief description of the methodology and tools used in the study. Then, it provides a detailed analysis of the variables used by other scholars, explaining the choice of variables for this study. This is followed by the key descriptive statistics. Then, the model is presented, and its quality assessed with the tools described earlier. Finally, the chapter closes with results and conclusions.


1.
Corporate governance and compensation theory

1.1. Introduction

Chapter one introduces the theory of corporate governance and compensation. It starts with the definition of corporate governance. Then, it discusses the theoretical framework behind the key subject of the monograph, executive compensation. This discussion includes such concepts as reinforcement and expectancy theories, equity theory, agency theory, transaction cost theory, incomplete contracts theory, and resource dependency theory. The reinforcement theory refers to the impact of reinforcement on behaviour, in this case, on work. The expectancy theory is very similar, although it considers solely the expectations of reward. The equity theory concerns the conviction in the fairness of a person involved in an exchange, such as a work contract, which is derived from a comparison with other contractual situations. The agency theory describes the relation between two parties, where one, known as the agent, acts on behalf of another, called the principal. The transaction cost theory emphasises the transaction cost reducing role of organisation, while incomplete contracts theory points to the impact of low probability events not predicted by the contract. The resource dependency theory focuses on the role of resources brought to the company by the board directors. The chapter reviews various corporate governance models, such as the simple financial model based on the agency theory, the stewardship model rooted in the stewardship theory, and the stakeholder model, as well as the political model. It also provides examples of the major principles of corporate governance. It ends with a review of corporate governance control mechanisms, which include internal, external, and motivational components.

1.2. Definition of corporate governance

Executive remuneration is an internal control mechanism of corporate governance. Its role is to resolve the conflict of interest between shareholders and executives, known as the principal-agent problem. Before analysing the impact that executive remuneration has on the performance of companies, it is important to define the broader context in which this problem takes place, namely corporate governance. Within a classical approach, this term only applies to listed companies, but it may be applied to any other entity. According to one definition, corporate governance is the system by which companies are directed and controlled.[14] A similar view is proposed by Urbanek, who defines corporate governance as “the rules according to which corporations are managed and controlled.”[15] This definition is also used by other scholars, such as Adamska.[16] However, since there are many types of corporations and many different ways to exercise corporate governance over them, there are also multiple definitions of corporate governance.

Shailer defines corporate governance as the mechanisms, processes and relations by which corporations are controlled and directed.[17] This definition is more granular, as it names the specific elements of the system. Corporate governance thus involves both high-level mechanisms and more detailed processes while putting stress on the human factor involved in relations.

When defining corporate governance, Sifuna focusses on the legal aspects of its scope, identifying it as “a system of law and sound approaches by which corporations are directed and controlled focusing on the internal and external corporate structures with the intention of monitoring the actions of management and directors and thereby mitigating agency risks which may stem from the misdeeds of corporate officers.”[18] This definition emphasises many important aspects of corporate governance. Firstly, it recognises that the system involves both legal elements, that is, clearly defined rules and procedures, and “sound approaches,” which may not be clearly defined or set in stone. Secondly, it addresses the mitigation of the agency risk, which is embedded in the conflict of interest between the principal and the agent, as mentioned in the section on compensation theory. Finally, it mentions both internal and external corporate structures, which means that the scope of corporate governance is not limited only to entities within the corporation, but involves many other stakeholders, such as shareholders, external auditors, and clients, or government entities, such as tax auditors. This approach was also endorsed by Samborski, who argues that governance provides an opportunity to increase the number of stakeholders engaged in the formulation and implementation of the corporate policy.[19] The role of other stakeholders in corporate governance was also emphasised by Koładkiewicz, who understands corporations as organisations that serve their environment.[20] Rudolf perceives corporate governance as a social phenomenon.[21] Bohdanowicz also considers the role of broadly defined stakeholders, but he emphasises that the shareholders are the key stakeholders.[22]

The recognition of external elements of governance is taken even further by the GRC Glossary, which focusses on definitions of governance, assurance and management of performance, risk, and compliance. It defines corporate governance as “the act of externally directing, controlling and evaluating a corporation.”[23] Governance itself is defined as “the act of externally directing, controlling and evaluating an entity, process or resource.”[24] This definition devalues internal mechanisms of governance, clearly separating governance from management, defined as two separate functions. The distinction between execution and control is crucial, but it is also worth mentioning that these functions are often actually performed by the same resources. Rudolf proposes another perspective on the classification of internal and external governance, defining internal governance as driven by the shareholders, whereas external governance is conducted by entities outside of the corporation.[25]

Zingales centres his definition around control over the distribution of quasi-rents, defining corporate governance as a “set of conditions that shapes the ex-post bargaining over the quasi-rents generated by a firm.”[26] Quasi-rent is a term introduced by Marshall that describes short-term earnings, usually unsustainable in the long run, which the owner receives from fixed assets.[27] This definition narrows the scope of governance only to the ex-post distribution of profits, omitting the question of control over the ex-ante process of generating the profits.

Williamson highlights the importance of corporate governance in a company by defining a firm as a governance structure. He claims that firms must not be perceived as entities transforming inputs into outputs, but should rather be described in relation to other modes of governance, all of which have their own internal structures. In his view, the governance approach, like the contract approach and the private ordering approach, maintains that structure arises mainly in the service of economising transaction costs.[28]

Keasey and Wright state that “corporate governance concerns the structures and processes associated with production, decision making, control and so on within an organisation,” that is, all aspects of a company.[29] They use the notion of accountability, which they consider a sub-set of corporate governance, to describe a process that “involves the monitoring, evaluation and control of organisational agents to ensure that they behave in the interest of shareholders and other stakeholders.”[30] This definition, unlike those that only consider the tools of controlling a corporation, elaborates on the purpose of control, which is safeguarding the interest of shareholders and other stakeholders. This highlights why corporate governance is needed and what its outcome should be.

Gospel and Pendleton expand on this approach, stating that “corporate governance is concerned with who controls the firm, in whose interest the firm is governed and the various ways whereby control is exercised. This can be contrasted with the conventional wisdom in financial economics that governance is about how shareholders control managerial opportunism through the alignment of incentives.”[31] They also disagree with the principal-agent model, stating that it “abstracts investor-management relationships from their institutional context, it incorporates a reductionism that excludes other actors (such as labour), and it fails to engage with the diversity of interests among both investors and managers.”[32] This approach focuses mainly on the human factor as well as the relations between people responsible for governance and executives, employees, and shareholders.

Iwu-Egwuonwu defines corporate governance as “a system by which corporations are governed and controlled with a view to increasing shareholder value and meeting the expectations of other stakeholders.”[33] This definition narrows the scope of corporate governance to increasing shareholder value as well as meeting the expectations of other stakeholders.

According to Ayuso and Argandoña, “corporate governance refers to the system by which organisations are directed and controlled and which specifies the distribution of rights and responsibilities among shareholders and managers and the rules and procedures for making decisions on corporate affairs. However, in a wider sense, corporate governance also includes the relationships with a broader range of firm stakeholders, both internal (employers) and external (customers, suppliers, etc.).”[34] This definition involves one important aspect not included in those discussed above, namely the distribution of rights and responsibilities among shareholders and managers. Jeżak takes a similar approach, defining corporate governance as the network of relations between the executives and supervisory bodies, shareholders, and other stakeholders.[35]

Aluchna distinguishes three levels of corporate governance, corresponding to three perspectives of analysis: macro, mezzo, and micro. The macro perspective consists in system analysis, which involves the analysis of national, economic, and political systems and regulations. The mezzo level includes such aspects as institutions and regulations regarding corporate governance. The micro perspective focuses on the company and the effectiveness of corporate governance applied within it.[36]

The role of executive remuneration in corporate governance, the central topic of this monograph, is analysed by Urbanek.[37] Mesjasz elaborates on this topic in the context of public companies.[38] Aluchna describes the role of executive remuneration as a corporate governance control mechanism.[39] A review of the links between executive compensation and company performance was performed by Miroński and Dembowski.[40] In Poland, executive remuneration and corporate performance were extensively analysed from the preceptive of the financial services sector. Słomka-Gołębiowska studied corporate boards, large blockholders, and executive compensation in Polish banks (with Urbanek), and the impact of independent remuneration committees on the pay-performance relationship in Polish banks.[41] The financial services aspect of corporate governance was also analysed by Urbanek in such contexts as the stability of financial sector or the financial crisis.[42]

This section presented multiple definitions of corporate governance. Despite a high interest in corporate governance among scholars, it is challenging to pick one definition of this term that would be accepted by everyone. According to Jerzemowska, the definitions vary in their capacity, and consensus is difficult to achieve due to disparate views on the purpose of a company.[43] Some definitions vary merely in the scope they attach to corporate governance, but some represent extremely diverse perspectives. Mesjasz notes this phenomenon and explains it with the multidimensionality of corporate governance.[44] The variety of perspectives on this field generates inter-, multi-, and trans-disciplinarity as well as challenges to the development of theoretical concepts. Nevertheless, the definition assumed in this monograph states that corporate governance is “the rules according to which corporations are managed and controlled.”[45]
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