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Abstract

Remuneration is broadly used as an incentive that affects decisions made and strategies planned by directors which
cause great impact on firm performance and profitability. This study aims to investigate the directors’
remuneration of the consumer products sector focusing particularly on Malaysian listed companies under
Consumer Product Industry. These firm’s performances are measured by return on assets (ROA) and return on
equities (ROE). This study consists a sample of 40 Malaysian listed companies for the period of 2012 to 2014.
After controlling for board size, CEO duality, firm size, firm age, and leverage; the regression results show
director remuneration has positive relationship with firm performance (measured by ROA and ROE). This
suggests that high remuneration is able to motivate and retain directors in order to perform their duty and work
harder for the best interest of shareholders. The result also shows all variables affect firm performance differently.
For future research, we recommend that this study be expanded using more samples from other industries and
other measurement of firm performances such as growth and ratings.
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1. Introduction

Directors can generally be classified as executive directors and non-executive directors. The executive directors
are highly responsible for the operation of the business which involves developing and implementing strategic
plans to create sustainable value for firms in term of firm performance on behalf of the firm’s shareholders. In
contrast, the non-executive directors play a role in monitoring the executive directors as well as providing
consultation and recommendations on running the organization. In this paper, remuneration data of both the
executive and non-executive directors are jointly termed as directors’ remuneration. The total remuneration
received by directors can be in various components including fixed pay portion and variable short term
incentives to recognize individual merit. This study includes only cash-based remuneration.

Remuneration is broadly used as an incentive that affects strategies planned and decisions made and adopted by
directors which cause great impact on firm performance and profitability. It may also be simply known as a
reward to the directors in realization of their efforts and hence it can motivate directors to perform their duties
well and work harder for the best interests of shareholders.

Remuneration not only shapes how directors behave but also help to retain talent through attractive remuneration
since directors are viewed as a scare asset. Remuneration policy is one of the key factors in an organization’s
success. However, majority of these organizations are not exploiting this tool to the fullest.

As level of directors’ remuneration and its relationship to firm financial performance has become a very
controversial issue, public and policymakers such as governments, firms, and regulatory bodies have become more
concerned on the impact of director remuneration on firm performance. Public has been highly focused on the
growth of the levels of remuneration in contrast to the growth of firm performance. Therefore, there is a need to
sensitize the executives to align their remuneration to firm’s accounting performance measures as their pays are
directly linked to shareholder’s wealth maximization. According to Bebchuk and Fried (2004), they found that CEO
salary has not been closely linked to firm performance. Bebchuk and Grinstein (2005) further suggested that the
increase of executive pay beyond the growth of performance was observed from the year of 1993 to 2003.
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In the Malaysian content, corporate governance such as disclosure of directors’ remuneration still generally remain
conservative and lacks transparency as compared to most developed countries such as the United State (US), the
United Kingdom (UK) and Australia. Only some Malaysian firms disclose remuneration paid to directors due to
their performance. Little attention has been given to developing countries such as Malaysia though there is
increasing empirical evidence on corporate governance in developed markets. This causes the extent of the
directors’ remuneration affecting the superior firm performance as an example of economic value added (EVA) to
be unobservable in Malaysia for recent period. Hence, the impact of directors” remuneration on firm performance
is important to help policymakers and shareholders do strategic planning in director remuneration.

2. Literature Review

Principal agent theory has been widely used by empirical researchers to explain the relationship between
remuneration of agent (director) and the benefit of principal (shareholders) in terms of firm performance.
According to Murphy (1985) and Jensen and Murphy (1990), Principal-agent theory can be used to justify the
positive correlation between executive remuneration and firm performance. The linkage between director
remuneration and firm performance should provide an attractive incentive for firm to succeed. These studies
provided the insights into the ambiguous relationship between executives’ remuneration, firm performance and
effectiveness of corporate governance.

The positive relationship between executive remuneration and firm performance has remained strong among
several empirical studies (e.g. Lewellen, Loderer, Martin & Blum (1992), Carpenter & Wade, 2002; Leonard,
1990). Based on the study conducted by Lewellen et al (1992), they found that executive compensation and firm
performance has a positive relationship. They concluded that those firms which pay better will perform better.
There is some evidence that higher levels of pay are associated with executive human capital (Carpenter & Sanders,
2002; Leonard, 1990). According to Hogan and Mc Pheters (1980), firms that acquired better and higher skills
level of executive requested a higher pay in labor markets. Remuneration package can assist firms compete for
high performers who contribute to firm’s future successes (Gerhart, 2000). Besides, remuneration tends to
increase willingness to work, self-efficacy and high performance. Michaud & Gai (2009) hypothesized that
directors such as CEO who received higher pay tend to work harder and then succeed to improve firm’s financial
performance. The researcher found that only cash bonus had a significant positive effect on performance of firm.

Murphy (1985) examined 72 U.S firms from 1964 to 1981 and found a strong positive correlation between
executive compensation and firm performance (measured by shareholders’ return and realized growth in sales).
Jensen and Murphy (2004) added that the immediacy and tangibility of cash awards can provide stronger
incentives than uncertain paper gains in equity plans. Bruck, Liu, and Skovoroda (2008) concluded that the
executive payment positively relates to the past and current firm financial performance. In contrast, Kutum (2015)
found no significant relationship exists between CEO remuneration and bank performance in Canadian Banks
except a weak positive relationship with return on assets (ROA).

There is also a lack of consistency and mixed results in Malaysia. Additionally, all these studies focused on
non-financial firms. Jaafar et al (2012), who focused on family-owned companies, found directors’ remuneration
has a positive relationship with firm performance. Similar results were obtained by Syaiful, Effiezal and James
(2012), they found that in Malaysian family firms, directors’ remuneration significantly affects the board
motivation in improving firm performance. Directors’ remuneration being significantly related to ROA have been
supported by Yatim (2012) In addition, a study by Hassan et al (2003) on Malaysia firms’ performance before
and during the Asian financial crisis (i.e., 1996 to 1998) found a weak positive relationship between director
remuneration and firm performance. In contrast, Tee and Hooy (2009) examined a sample of government-linked
companies (GLCs) from 2001-2006, and found a negative relationship between directors’ remuneration and
company performance (measured by lagged return on equity). However, Dogan and Smyth (2002) and Abdullah
(2006) found no evidence that directors’ remuneration has an impact on firm performance.

Core et al (1999) reported that excess CEO compensation has a negative association with stock returns and
operating performance. Whereas, Croci, Gonenc, and Ozkan (2012) found that CEO compensation is negatively
related to performance in family firms. Aduda (2011) applied a regression model to examine relationship
between Kenya commercial bank’s executive compensation and firm performance and found negative
non-significant relationship between executive compensation and financial performance. On the other hand,
Alshimmiri (2004) examined Arabic Emirates real estate investment trust (REIT) sector and found that there is a
negative relationship between executive’s cash remuneration and REIT companies’ performance (measured by
ROA and ROE).
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3. Methodology
3.1 Sample

In terms of sample selection, this research was carried out by obtaining secondary data and information from
Bursa Malaysia official website, companies annual reports and DataStream databases. The sample of this study
comprised of 40 Malaysian listed companies from Consumer Product Industry over 3-year period between 2012
until 2014. Listed firm was chosen because under Malaysia Code of Corporate Governance, these companies are
required to disclose the information of executive pay structure and the level of remuneration in annual report.

The remuneration information is collected manually from annual reports available online in Bursa Malaysia
official website. The data was collected from annual reports for three years from 2012 until 2014. The sampled
return on asset (ROA) and return on equity(ROE) information was drawn from publically available standardized
financial databases such as DataStream. Besides, the director board size and the number of executive directors’
data were extracted manually from the annual reports of the respective companies. While, other firm level data for
the other variables were gathered from Thompson Reuters DataStream.

3.2 Regression Model

This study employed multiple regression analysis to examine the relationship between the firm performance, and
director remunerations and other control variables. The model attempts to identify the factors that are likely to
have explanatory power towards the firm performance. The Model of this study is expressed as follow:

Firm Performance = f (Director remuneration, board size, CEO duality, firm size, firm age,
(FP) leverage)

Hence our function can be estimated under the following model:
FPit = a+p,DREM;+ B,BOARD;;+ BsDUAL, + BsFSIZE;; + BsFAGE; + BsFLEV: + €+

Whereby;
Dependent variable
FP which is expressed in the following terms:

EVA = the firm’s economic value added
ROA = the firm’s return on asset
ROE = the firm’s return on equity

Independent variable
DREM = director remuneration for the firm i at year t

Control variables

BOARD = the firm’s board size for the firm i at year t
DUAL = the firm’s CEO duality for the firm i at year t
FSIZE = the firm’s size for the firm i at year t

FAGE = the firm’s age for the firm i at year t

FLEV = the firm’s leverage for the firm i at year t

4. Results and Discussion
4.1 Descriptive Statistics

Table 1 presents the summary statistic for this study. As shown in the table the mean of economic value added
(EVA) for the sample companies in is -0.6033 and varies from -67.6 (minimum) to 79.31 (maximum). The gap
between the minimum and maximum score is quite high for them. The standard deviation is 19.004. EVA is used
to measure both internal and external performance which calculated by deducting cost of capital from operating
profit, adjusted for taxes. The second proxy for dependent variable is ROA. ROA is measured by dividing a
firm's net income by its total assets. An analysis of Table 1 reveals that the average ROA for sample companies is
6.9% and ranging from -1.3% to 21.6%. The standard deviation is 4.5%. The third measurement of dependent
variable is ROE. ROE is measured by net income divided by common equity. The mean of ROE for the sample
companies is 11.12%. The range of minimum and maximum is between -2.43% and 56.27%. The standard
deviation is 8.01%.
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Table 1. Summary of Descriptive Statistics

Variable Mean Min Max Std. Dev.
EVA -0.603 -67.600 79.310 19.004
ROA 0.069 -0.013 0.216 0.045
ROE 0.1120 -0.0243 0.5627 0.0801
REM 13.929 10.692 16.372 1.477

BOARD 7.967 3.000 12.000 1.782

DUAL 0.142 0.000 1.000 0.350
FSIZE 12.803 10.811 15.416 0.933
FAGE 22.450 3.000 53.000 13.689
FLEV 32.981 0.130 93.040 38.714

The variables such as director remuneration, firm size in Table 1 is transformed into a natural logarithm. In fact,
natural logarithm helps the variables to distribute the value to normal. Table 1 also exhibits the descriptive
statistics related to mean of the log director remuneration (REM). The range of minimum and maximum is
between 10.69195 and 16.37176. The standard deviation is 1.476886. Furthermore, the mean (median) for board
size (BOARD) is around 7 to 8 directors. Board size is calculated by the number of directors in company. CEO
Duality (DUAL) is dummy variable, the mean is 0.1416667 indicates that only 14.16% of the CEO holds
chairman post simultaneously. Other control variable which is firm size (SIZE) is measured by natural log of
total assets of the companies; the log firm size had an average of 12.80291. The range of minimum and
maximum is between 10.8106 and 15.41611. The standard deviation is 0.9327618. The mean of the firm age is
22.45 years. The range of minimum and maximum is between 3 to 53 years. The last control variable which is
the leverage (LEV) has an average of 32.981%. The range of minimum and maximum is between 0.13% and
93.04%. The leverage is measure by dividing total liabilities per total assets. The gap between the minimum
value and maximum value is quite high.

4.2 Pearson's Correlation Coefficient

Table 2 shows that EVA has positive correlation with BOARD at 5% and negative correlation with DUAL and
SIZE at 1% significant level. Next second performance measurement, which ROA has positive correlated with
ROE and DREM and has negative correlation with FLEV. All of them have significant level at 1%. The third
dependent variable which is ROE is positive correlated with REM at 1%. It also has negative correlation with
DUAL. DREM as independent variable has positive relationship with FSIZE and FLEV at 1% significant level.
Meanwhile, control variables BOARD has negative correlation with DUAL and FAGE at 1% and 10%
respectively. FLEV and FAGE has positive correlation with FSIZE at 1% significant level. There is no
correlation exist between FAGE and FLEV.

Table 2. Pearson's correlation

EVA ROA ROE DREM BOARD DUAL FSIZE FAGE FLEV
EVA 1
ROA 0.009 1
0.922
ROE -0.03 838" 1
0.741 0.000
DREM -0.011 289" 417 1
0.901 0.001 0.000
BOARD .196™ -0.101 -0.066 0.095 1
0.032 0.272 0.475 0.300
DUAL -238™" -0.144 -0.176 -0.073 -235"" 1
0.009 0.117  0.055* 0.427 0.010
FSIZE -316™" -0.027 0.071 358" -0.013 0.176" 1
0.000 0.767 0.438 0.000 0.892 0.055
FAGE 0.043 0.052 0.001 -0.019 -0.171" 0.151" 476" 1
0.645 0.576 0.890 0.840 0.062 0.099 0.000
FLEV 0.018 -.299™" 0.088 283" 0.047 -0.049 2397 -0.061 1
0.845 0.001 0.34 0.002 0.614 0.593 0.008 0.506

FEE KEE

, , indicate significance at the 10%, 5% and 1% levels, respectively.
4.3 Multiple Regression Analysis

Table 3 presents panel data analysis results of EVA (model 1), ROA (model 2) and ROE (model 3). In order to
see the relationship between director remuneration and these variables, our equations model was re-estimated by
replacing the dependent variable EVA by ROA and ROE. Director remuneration is expected to have a positive
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significant relationship with firm performance in term of ROA and ROE. As presented in Table 3, the coefficient
value of director remuneration is 0.007 in regression model 2, and 1.201 in regression model 3.  As shown in
model 2 and 3 in Table 3, there was a positive significant relationship between director remuneration and firm
performance in term of ROA and ROE which p-value at level of significance at 0.01. It implies that director
remuneration is positively affecting firm performance in our sample in term of ROA and ROE. The higher the
remunerations directors received, the better the firms perform. Better remuneration can maintain the quality of
the directors and encourage directors to work harder which can improve the firm performance as a whole. This
result is consistent with prior study by Jensen and Murphy (1990) and Bebchuk and Fried (2004). Prior studies
suggest that firm that provides high remuneration tend to motivate directors to work harder. Hence, directors can
apply their knowledge, skills and experiences to enhance firm performance and keep long term success
(Michaud & Gai, 2009). However, our finding indicates that if EVA is used to proxy firm performance, it shows
positive insignificant to director remuneration. This outcome is consistent with study done by Defina, Harris and
Ramsay (1994).

Table 3. Summary of Multiple Regression Analysis

Model 1 (EVA) Model 2 (ROA) Model 3 (ROE)

Constant 32.753 -0.029 -12.882
1.218 -0.489 -1.137

DREM 1.214 0.007*** 1.201%**
0.930 2.562 2.184

BOARD 1.598* -0.004*** -0.582
1.633 -1.649 -1.412

DUAL -10.665** -0.026%** -4.900%**
-2.150 -2.339 -2.344

FSIZE -5.427** 0.003 1.008
-2.288 0.572 1.008

FAGE 0.312** 0.000 -0.016
2.148 0.234 -0.255

FLEV 0.030 0.001*** 0.004
0.666 -4.043 0.202

R? 0.128 0.207 0.128
Adjusted R? 0.082 0.165 0.082
F 2.774 4.916 2.773
Sig 0.015 0.000 0.015

*, ** *** indicate significance at the 10%, 5% and 1% levels, respectively.

As shown in Table 3 board size has negative relationship with ROA at 10% significant level and positive
relationship with EVA at 1% significant level. Theoretically, authors such as Jensen (1993) concluded that
companies with oversized board of directors tend are more likely to become less effective and may decrease their
efforts and resulting higher degree of free-riding. He added that large boards cause poor communication and
decision making problems. Hence, it is difficult for a large board to coordinate and monitor management. In
other words, a large board may reduce the effectiveness of board monitoring and therefore lower firm
performance. On the other hand, some argue that there are positive relationships between board size and firm
performance. When the board size grows large, more resource networks and independent and professional views
can be brought to board.

The third variable which is CEO duality has negative relationship with firm performance in all model. The
results provide evidence that CEO duality is negative and significantly suggesting a lower firm performance for
those who play dual role of CEO and Chairman of Board. The results show a negative relation between CEO
duality and the firm performance, significant at the 0.01 level for both all dependent variables (EVA, ROA &
ROE). These results confirm our findings and suggest that a CEO who is also chair of the board tends to
decrease the firm performance than a CEO who does not hold both positions. This finding is in line with Conyon
(1997) who found the separation of chairman and CEO post might potentially alleviate agency problems.
According to Jensen (1993), the presence of CEO duality may cause difficulty in controlling the management; as
it tends to be biased towards the management’s interest which may cause less effectiveness of the board
functions, thus lower firm performance. The finding is further explained by Conyon and Peck (1998), they point
out that a combined role of Chairman and CEO would trigger a potential conflict of interest while carrying out
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these separate responsibilities. This negative effect can be explained by the fact that CEO duality is widely seen
as against good governance practices. Thus, this can explain our results of CEO duality have a negative impact
on firm performance (ROA and ROE).

As shown in the table 3 above, firm age is found to be an insignificant variable to determine firm performance
for ROA and ROE. This result is consistent with the research done by Ghosh (2006), who found that firm age
was an insignificant variable based on 462 manufacturing companies. However, the coefficient of firm age
indicates a significant positive relationship between EVA and firm age at 1% significant level. This result is in
line with the studies done by Coad, Segarra, and Teruel (2013) who that found the evidence of firm improves
with age. This may be due to older firms have steadily improved their productivity, hence create higher growth
of profits and lower debt ratios. This relationship can also be explained by the theory of learning by doing, which
stated that firms are more likely to improve their productivity efficiency over time by learning from their past
experiences (Balik & Gort, 1993).

A negative relationship was found between firm size and their firm performance when economic value added
(EVA) is used to proxy firm performance. Nevertheless, the results for ROA and ROE as proxy for firm
performance show there is positive insignificant relationship between firm size and firm performance. Results in
Table 3 shows a significant negative relationship between the size of firm and EVVA with a coefficient of -5.427.
This indicates that any increment in size of the firm will decrease the firm performance. The reason behind is
firm’s expansion in the size could incur a greater increment in capital cost proportion as compared to the
earnings generated. This outcome is consistent Issham et al (2008) as they also concluded that large size and
government linked firms are more likely to have lower EVAsS. Same result also has been found by Hudaib and
Haniffa (2006). One possible explanation has been suggested by Hannan and Freeman (1989) which is smaller
firms are tend to be more creative, innovative and willing to change in order to enrich their values.

The last variable which is FLEV has a positive relationship with ROA at 1% significant level. The positive
impact of leverage towards firm performance has been supported by many studies (Akhtar et al., 2012; Ward &
Price, 2006; Sharma, 2006; Myers, 2001). Jensen (1986) mentioned that leverage reduces the free cash flow
problems therefore increase firm’s performance.

5. Conclusion and Implication of the Study

This study provides evidence of positive significant relationship between director remuneration and firm
performance in terms of ROA and ROE. We suggest that high remuneration may able to motivate and retain
directors in order to perform their duty and work harder for the best interest of shareholders. The results also show
CEO duality and firm size has a negative significant relationship with firm performance. Meanwhile, firm age and
firm leverage show a positive significant relationship with firm performance. Nevertheless, Board size shows
mixed results with firm performance when using different proxies.

The results in this study can be used as a guidance for investors during their investment decisions making. The
main finding of the research shows that directors’ remuneration is positive significantly related to firm
performance (measured by ROA and ROE). This study contributes to a better understanding for investors as how
directors’ remuneration tends to create value and increase firm profitability. Next, this study can be used to help
managers to gain a better insight on how to enhance firm performance. By providing higher remuneration,
directors will be motivated to work harder and increase productivity, this will boost up firm performance as a
whole. This research also assists managers to develop more effective strategies in order to prepare organizations
for a rapidly changing business environment. Our study also recommends the managers to have close monitoring
on director remuneration, CEO duality and leverage, as these factors do have an impact on the firm performance.

This research also tends to provide some useful references to the regulator; such as the need of Bursa Malaysia to
enforce the rules and regulations of disclosure especially those factors that are found to be significantly affecting
the firm performance. With good corporate governance such as monitoring of director remuneration, the public,
investors and employees will be more well protected and treated equally in order to create a transparent capital
market in long run. We suggest future research may include a broader sample from other industries or countries
and testing on other measurements of firm performance such as growth and ratings.
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