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ABSTRACT

This thesis will examine the administration of executive compensation in listed
companies in South Africa in order to understand the background to the topical
emotion expressed by the public about the quantum of executive earnings. The
Thesis attempts to explain how approaches are made to these vast payments. It
commences with the history of the management of executive compensation. Before
the 1990s, disclosure of directors’ emoluments was limited to one amount.
Companies suffered losses due to the Agency Theory where executives dominated
boards. With the introduction of remuneration committees and corporate
governance, control was moved to a committee of the board of -non-executive
directors (a remuneration committee). The purpose of this research was to ascertain
whether such a committee is effective. Interviews were held with leading executives
and an analyst. An electronic survey was dispatched to the chief executive officers

and chief financial officers of a large selection of listed companies.

The results of the research are summarised and conclusions expressed on all such
views with the addition of limited input of the author's views. The question requires
an examination of the effectiveness of remuneration committees. Some suggestions

are also made as to future research and actions which may be conducted.

This thesis shows that remuneration committees are not as effective as they should

be and will explain why this is so.



DEFINITIONS, GLOSSARY AND ACRONYMS

The research will be based on certain fundamental assumptions noted in the

following definitions:

Appropriate Dates — Companies Act and King Reports

At the date of submission of this Research, the Companies Act Number 61 of 1973
has been referred to throughout. The Companies Act Number 71 of 2008 has been
passed but is only effective from 2010. The King Report 2 was finalised in 2002 and
the King Report 3 of 2009 has only recently been issued and has thus not been

taken into account, unless a specific recommendation has been considered.

Camouflage
That which compensation designers do to attempt to hide, obscure and to justify the

amount and form of excessive pay. (See Rents and Outrage, below)

CEO

Chief Executive Officer — the head of the Executive Branch of the organisation.

CFO

Chief Financial Officer. The head of all the financial operations of the organisation.

Chaebol
A South Korean form of business conglomerate. The Korean word means "business

group” or "trust" and is often used the way "Big Business" is used in English.

Compensation
Includes all emoluments including the customary (e.g. monthly) salary, bonus,
pension and medical aid contributions, use of vehicles and other assets, and all

other perquisites. Share options are a separate item.

VI



Corporate Governance

“Concerned with holding the balance between economic and social goals and
between individual and communal goals. The aim is to align as nearly as possible
the interests of individuals, corporations and society. Corporate governance is the

system by which companies are directed and controlled.” (Cadbury, 1992).

Executive

Includes only those persons at the head of an organisation. Without being too
prescriptive this will include the Chief Executive Officer (CEO), the Managing
Director (MD) and the Chief Financial Officer (CFO). The Chairman is specifically
excluded because corporate governance recommends only an independent non-
executive chairman whose remuneration is not that of a full time employee and he
does not have a specific function in the day-to-day operations of the firm. Thus, non-
executive directors who are also in a similar position to the chairman are similarly

excluded.

He/She - Gender
Throughout references are made to the male firstly, as a matter of convenience; then
the point has been made that a substantial majority of the executives of listed

companies are male. No chauvinistic intention exists.

JSE

The South African Stock Exchange formally known as the JSE Securities Exchange.

NASDAQ
National Association of Securities Dealers Automatic Quotations.

An automatic information network that provides brokers and dealers with price

quotations on securities traded over-the-counter. (USA)

Non-executive Director (NED) or Outside Director
A member of the board of directors of a company who does not form part of the
executive management team. They are not employees of the company or affiliated

with it in any other way. They are differentiated from executive directors who are

VI



members of the board also serving as executive managers of the company (most
often as corporate officers). To be an independent Non — executive director there
should be no business connection, for example an attorney whose firm conducts
substantial legal matters, a supplier; there should be no meaningful connection
through a shareholding of the director including his family, clients, family trusts. The
difference between an independent non-executive director and a non- executive
director is not stressed herein in order not to confuse the major issues about non-

executive directors with the issues about executive directors.

NYSE
The New York Stock Exchange.

Organisations
Do not only refer to profit earning companies but governmental agencies such as

heads of government, the judiciary and parastatals.

Outrage Costs

The constraints that place some limits on deviations from arms-length contracting
which would be between two independent objective parties. (Similarly see
Camouflage and Rents).

Perks or Perquisites.

Non - pecuniary benefits.

Rents
That which managers use their power in order to secure extra value beyond what
they would obtain under arms—length bargaining, due to their positional advantage.

(Also see Camouflage and Outrage Costs)

S.E.C
The U.S. Securities and Exchange Commission, whose mission is to protect
investors, maintains fair, orderly and efficient markets, and facilitates capital

formation.

VI



SENS
The Stock Exchange News Service of the South African JSE Stock Exchange.

Unitary Board

A single board of directors rather than separate management and supervisory
boards, ldeally, the unitary board would be composed mainly of independent non-
executive directors. Such independent non - executive directors would mainly having

the function of advise and consent (King 2002:21).
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CHAPTER 1
INTRODUCTION

1.1 Background

A lack of controls existed over the CEO and his remuneration before the 1990s. This
can be described as compensation failure. With no disclosure, shareholders were
not aware of the compensation of executives. The strong CEO operated with a board
that he either effectively controlled or there was no controlling or shareholder or one
holding a sizeable voting shareholding. When a board did not have the support of
shareholders, major issues were pushed by the CEO through board meetings. The
board had very little knowledge of the detailed operations of the company and was
intimidated into accepting what they were told. As far as remuneration and the terms
of employment of the CEO go, what was said in his contract, and what actually took
place had different interpretations with the CEO being assertive on his own position.
This problem relates to Agency Theory. It is dealt with in full in a chapter in this
study.

According to Section 297 of the South African Companies Act, number 61 of 1973
there is an obligation to disclose in financial statements “particulars showing the
amount (in total) of emoluments received by all Directors.” Disclosure of individual
directors’ emoluments was previously non-existent. Thus, the compensation of the
CEO was, accordingly, unknown. There were other decisions that could otherwise
have been taken in the interests of the company. Examples would be in the
acquisition of businesses where a short-term decision might be better for the CEO’s
personal share options (which have time limits), rather than making a long-term

acquisition that would be more beneficial to the company.

In South Africa, the UK and the USA full disclosure about Executive Compensation is
now required. In the USA the SEC, in South Africa it is called for by the King Report
through the JSE and in the UK by the Cadbury and Greenbury commissions which

were set up. The “Cadbury Committee’s purpose, which was to review those aspects



of corporate governance specifically related to financial reporting and accountability”
and were introduced by the London Stock Exchange, which requires complete
disclosure (Cadbury, 1992.10).

1.2 The Public Perception

The complaints about the “grossly excessive” compensation paid to “these greedy”
executives are mainly read in the print media. Such perceptions raise emotions that
can fairly be described as jealousy. A balanced society is important thus, the press
have a duty to guide society. Why should the person at the till of Woolworths earn,
say, R 35 000 per annum whereas the chairman’s compensation package may be
some R 6 million? Are two human beings so very different? That is not a subject for
this treatise but it is important when the remuneration committee considers the vast
differences that cause this emotion. This was expressed in a 2006 study,
Remuneration of Chief Executive Officers: An overview of JSE listed companies,
(National Union of Metal Workers of SA, 2006) Solidarity, a trade union movement
which found that

As at the end of 2005, the average Chief Executive Officer (CEQ) of a
company listed on the Johannesburg Stock Exchange (JSE) earned between
R 3 and R 4 million per year or between 35 and 53 times the total
remuneration of the average worker;

The average basic salary of a CEO ranges between R 1, 5mand R 1, 7 m
per month (sic);

Basic salaries of CEOs increased by an average of 18, 5% between 2004 and
2005; and,

No direct relationship could be established between the company profits and

the salaries, bonuses and total emoluments of CEOs.

Even at executive level, at interviews conducted for purposes of this research, it was
related to this author, that executives would have a great interest in the annual

published reports of their competitors, not only to examine their competitive trading



results, but also in order to compare (emotionally) the emoluments paid to

executives with their own earnings.

Trade unions carefully watch results and rates of increases in executive
compensation can thus be a factor in negotiations. Kantor (2006:2) verified this to
the author. These problems do not simplify the task of the remuneration committee in

making compensation decisions.

1.3 Research Writings and Methodology

This thesis will take the reader through an examination of research writings on
remuneration committees reporting on interviews held with a variety of persons.. An
electronic survey was conducted in which executives of listed companies expressed

their views, which views will be analysed and presented to the reader.

The intention is to present the reader with a balanced view on the perceived
effectiveness of remuneration committees of listed companies in South Africa and to
ascertain whether the research can add knowledge and contribute to the betterment

of economic and employment conditions in South Africa.

Whilst the main question asks whether remuneration committees are effective, the
‘supplementary questions’ asked are:

e Whether the perception of remuneration committees and the reality are the

same thing? (Symbolism versus substance)

e How remuneration committees are constituted?

¢ How well and what are the qualifications of the members?

o What is their structure and what are their functions?

e What research says about how effective they are?

¢ What our own research methodology proves against what research writings
advise on?



The “conversion” from the agency problems (lack of controls) shown in the Agency
Theory over to the systems applied to overcome these problems calls for an

examination of whether there has been success.

1.4 Current Events

Compensation and the position of NEDs is currently a major global item of
contention. As the global economy worsens, scapegoats are not difficult to find in the
huge downturns in financial institutions. The first point of call is the “vast, huge,
excessive, etc.” payments made to the CEOs duly followed up by the question about
who approved such payments. The financial press reported on one of the most
prominent and substantial crashes concerning the Royal Bank of Scotland now
nearly 70 per cent owned by UK taxpayers after a £20 billion rescue last year.(See
Business Report International ,1 11 February 2009:22). Almost every financial
journal and newspaper has featured the events prominently. Last year the CEO Fred
Goodwin received a £4,19 million salary including a £2,86 million bonus. Formerly
regarded as one of the world’s top bankers blamed for the ill-timed take over of ABN
Amro, Chairman, Tom McKillop, is now regarded as having failed to keep the CEO in
check. He received a £750 000 payment in November 2007 (Is he a NED if he earns
such a high salary?). He is quoted as being “profoundly sorry” for the bank’s
problems. In HBOS Bank a similar position appears — taken over by Lloyds Bank, 44
per cent owned by taxpayers after bank received a £17 billion bailout, the CEO was
paid £ 1,93 including bonus and incentives of £694,000. The chairman waived his
rights to a pay—off when he left. These events cause a complete loss of confidence
in the system that controls the compensation of those entrusted with the largest and
most trusted institutions. In the press report the four bankers are reported as having
called on the banking sector to “tweak its maligned pay system”. The problems with

these two banks are unfortunately not in isolation.



1.5 The King Commission and the Introduction of South African

Remuneration Committees

The complaints resulted in setting up the commission under an esteemed Judge
Mervyn E King, SC, known as the King Commission on Corporate Governance for
South Africa. The first report in 1994 was followed up by the second report of 2002.
(The King Committee, 2002:8) described the problem saying

“Investors were worried about excessive concentration of power in the hands
of managers with the era of the professional manager. This protection against
greed could encourage the sins of sloth and fear with an erosion of enterprise

and an encouragement of subservience. A balance is needed.”

(Then) President of the World Bank, Jim Wolfensohn, quoted in The King Report
(King, 2002:7) said that

“The proper governance of companies will become as crucial to the world

economy as the proper governing of countries”.

The King Committee, (2002:28) recommended the formation of board committees of
which the minimum were to be audit and remuneration committees, with a charter
that would include delegated powers and reporting procedures, free to take

independent outside professional advice as and when necessary.

The King Committee, (2002:28)wanted non-executive directors to play important
roles in board committees including the requirements that one of them be chairman
having the obligation to submit an annual report to shareholders. The JSE supported
the report and required member companies to comply with these recommendations.
Because the JSE approved and is monitoring the regulations no government controls

and interference with private businesses have been introduced.

Since the King Report was adopted, every South African listed company is required
by the JSE to have a remuneration committee. Only seven years have elapsed since
5



the introduction of the 2002 King 2 report. Having described the background to and
importance of this public problem the purpose of this review becomes clear - to

perform research on whether such committees are effective.

1.6 Structure of the Remuneration Committee

Chapter 3 is devoted to showing the structure, membership, duties and functions of
the Remuneration Committee. The specialised and important nature of the
remuneration of executives is not a matter that can be fully attended to in a usually

busy main board agenda.

This Research will examine whether the committee is a pro- active committee or
merely one whose function is to advice and consent. If the members of the
remuneration committee are not the right persons then the results can be disastrous

as they have a great responsibility in their hands.

1.7 Incentives

Chapter 3, where remuneration committees are explained, links incentives to the
remuneration functions of the remuneration committee. Employment of an executive
today is usually based on basic compensation, to which is added profit sharing.
Large sums are often paid as bonuses. These are usually substantially in excess of
the earnings of the vast majority of workers and as such the company bears a
responsibility to all personnel, to shareholders and society in general. Therefore,
they should be calculated and examined most carefully. The responsibility for the
supervision of these bonuses rests on the remuneration committee where the
capacity for error exists in many ways as the committee members are not directly
involved in the basic figures contained therein. The perfect fit is to appoint the right
CEO and the right top team. One quote from an interview in this study bears
repeating -“The difference between a good company and an excellent company is

the top people who make the company work. You must look after them”



It will be of importance to know whether the executive has been motivated by
remuneration committees to do the utmost for the shareholder/company — either by

the incentive method or by the stewardship system.

How accurate is, the incentive system and what are its failings? |Is more shareholder
involvement beneficial, workable, or desirable in place of or in addition to
remuneration committee governance? Are present regulations adequate and should
they be supplemented? These will be viewed herein not only in South African

companies but also in other countries like USA and UK.

1.8 Nepotism and Cronyism

In Chapter 6 the results and analysis of the electronic survey expresses the views of
respondents. This aspect is viewed with many deep arguments for and against, and
the effect on the company, of cronyism and nepotism. Evidence is hardly ever placed
before shareholders to show what steps boards take in making new appointments of
directors who may thereafter be appointed to the remuneration committee. It is fair to
say that the remuneration committee is as good as its members but then the one of
the important factors of the success of the company is as good as that remuneration

committee.

1.9 Remuneration Consultants

Under the section “Taking Independent Advice” in Chapter 3, the expert knowledge
on remuneration from consultants who operate in the wider market is explained. The
view has been expressed simplistically that such consultants could carry out the
work of a remuneration committee on their own quite easily. However, the charter of
a remuneration committee is much wider than the quantum of compensation that is
the bent of such remuneration consultants. The remuneration committee also knows

and must merge remuneration policies with the strategy of the company.



1.10 Shareholder Power

Chapter 4 (The Literature Review) and Chapter 6 (Results and Analysis of Research
Undertaken) deal extensively with the question whether shareholders should have
the say over executive compensation or whether remuneration committees are better
equipped. Bebchuk and Fried (2004:16) claim there is much abuse by executives
stemming from their position, the solution being increased monitoring roles by
directors and larger (institutional) shareholders. They use stronger terms such as
“‘defective board monitoring” recommending “shareholder power’. Remuneration
committees are not completely accepted and this review will report on the views
expressed both in favour of and against the remuneration committee system as well
as support for and opposition to shareholders involvement in work undertake by a

remuneration committee.

A “fat cat” furore erupted in the UK over a 75 per cent pay rise awarded to the CEO
of British Gas, which then encapsulated itself to the Greenbury Committee and
thereafter to recommendations for the formation of the remuneration committee. This
was then followed by Hampel (1998:1.17) who said that they were equally concerned
with the positive contribution which good corporate governance can make. The
important Combined Code on Corporate Governance was then introduced launching

details of requirements that had not previously been formalised.

1.11 Substance and Symbolism

Westphal and Zajac (1994) in their article Substance and Symbolism in CEO Long
Term Incentive Plans find that a large number of companies adopt, but only to a
limited extent actually use, long-term incentive plans. This suggests that there is a
separation between substance and symbolism in CEO employment contracts in
which symbols are more prevalent in companies with a strong CEO and a poor
performance record. They attribute the cause to be the problem by a board who wish
to exhibit legitimacy in aligning agency costs to the company. It is this avoidance of
substance and the application of symbolism merely to impress that has brought

about the problems which have been shown earlier herein and which brought about
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regulation such as that which was introduced by the JSE and the King Report. The
actual consequence is that the long term incentive plans (LTIP) are “seen but not

heard” or noted but not applied.

1.12 Solving Conflicts

Chapter 2 explains handling of conflicts. Under the Agency Theory method
Henderson (2007) doubts whether the current practices are a solution to the agency
problem created by the separation of control in large public companies and refers to
the acts of a powerful manager in extracting what he terms “rents”. This is the classic
conflict of interest situation. Agency Theory is based on self-interest with no altruistic
desires especially in a situation where the agent's own pockets are the beneficiaries.
The manager will have no real incentive to promote the welfare of the firm. A strong
term “abuse” features in some writings. The structure outside the firm is also related
to the remuneration control problem. Thus, Bolton, Scheinkman and Xiong, (2007)
argue that the root cause behind the recent corporate scandals associated with CEO
pay is the technology bubble of the latter half of the 1990s. This leads to the conflict
between Agency Theory, remuneration committees and shareholder power, - issues

that will be dealt with herein.

1.13 Controls

How good are all the systems and how well are all the controls applied? Do the
NEDs really make a contribution to the remuneration decisions taken by their
committee or do they merely advice and consent with a few pertinent questions
added. The remuneration committee reports tabled annually before shareholders

show many activities of the committee but how effective are these?

Does the remuneration committee merely state what should have been done, not
that which should actually have been done especially in order to cover any pointed
questions that may be asked at a general meeting of the company particularly by

external stakeholders?



Chapter 3 presents criticism of the NED as well as discussion of their independence.

Chapter 6 gives the views of those surveyed on their independence.

1.14 Symmetry of Information

The main board and remuneration committee receive and rely upon information
placed before them regarding the operation of the company by the executives.
Research, which will be dealt with in Chapter 4 was quoted earlier on Agency
Theory, referred to writers who dealt with the difficulties of shareholders and boards
verifying the symmetry of such information. The difficulty of verifying information
submitted by the executive due to internal control problems, audit problems,
performance evaluations, costs and the functions of the non-executive board not
embracing active participation will be outlined. Thus, remuneration committees are
set up by boards who establish a charter embracing duties that assist in resolving

this problem.

These functions are not extensive being almost a monitoring function This research
must consider the extent and consider what Westphal and Zajac (1994) called the
substance and symbolism of the functions set out. What is vital to the company is
whether the NEDs adhere strictly to the rules and procedures and present a “plan”
(also called a long term incentive plan) to shareholders which all looks very good or
whether these plans are implemented in such a way that the company can go
forward in a positive manner to promote itself for the present and the long term
future. Chapter 4 (Literature Review) deals with such Long Term Incentive Plans
(LTIP) and Total Shareholder Returns (TSR).

1.15 South African Research

Strong South African criticism of the remuneration committee system is more
important than reviews of those in the UK and USA. Mongalo (2003) attacks the
structure and application of the systems from numerous angles and Crotty and

Bonorchis (2006) are also not favourable.
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1.16 Government Controls

History showed that should there be weaknesses in the remuneration committee
systems the unfortunate alternative could be for the government to institute controls.

Reference to Chapter 2 on Agency Theory under Conflicts expounds on this.

1.17 The Research Questions and Objectives

The purpose of this thesis is to examine the perceived effectiveness of remuneration
committees in deciding on executive remuneration in South African listed companies.
The research is to ascertain how such committees operate, the public perception of
remuneration committees and why there are problems and how those problems can

be solved.

There is unhappiness about executive compensation not only in the views of
investors but of the public. Reassurance is needed that all is not wrong, that there
are systems in place to prevent executives from unfairly extracting Rents from
companies and that our economy is not suffering because companies are improperly
administered and prices become too high as one of the consequences. When a
company pays its executives unexplained sums, either too high or too low, with
investors being left in the dark a loss of confidence results. This occurs despite there
possibly being a more than adequate explanation. The corporate governance of the
company is called in to question and the share price will suffer. Overseas and
particularly in the UK, remuneration committees report extensively on their activities.
The “devil is in the detail” which can virtually never be enough. Viewing the reports of
such companies (Appendix 4 furnishes a sample report) will illustrate this and show
some of the knowledge that can be added to our South African structure. In essence

— Knowledge Begets Confidence - which will flow from this research.

The public wants to know and they need to know and are entitled to know what
remuneration committees are about, how they operate, and whether they properly
consider executive compensation. A search for information on remuneration

committees and how the heavily criticized bonuses are administered is not likely to
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be successful. The subject is topical and conversational with investors having
decided views. They are thus entitled to know and this research is striving to
contribute to that knowledge. In the research, it will be necessary to see whether
remuneration committees are effective enough to give effect the purposes for which
they were established and whether in South Africa, they can be improved and make

a more substantial contribution to the economy and to corporate governance.

Remuneration committees have been introduced to companies and research has
been carried out to see whether a committee is or has been effective in the limited
number of years since birth. The UK has been advanced in its requirements for the
Remuneration Committee although institutions felt that they had not gone far enough
(supra the literature review). This major problem must also be viewed referring to
committees of less than a decade. The research commences with information on the
problematic Agency Theory (Chapter 2) and is followed by information on the
structure of remuneration committees (Chapter 3). The Literature Review follows in
Chapter 4, after which in Chapters 5 and 6 research conducted by the writer is dealt
with and finally in Chapter 7 the conclusions with areas for further research are set

out. Further research is dealt with in Appendix 1.
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CHAPTER 2
HISTORY OF REMUNERATION FROM AGENCY THEORY

2.1 Introduction: What Is Agency Theory?

The agency relationship is one of the oldest and commonest codified modes of
social interaction which Ross,(1973:134) defines as “a relationship that arises
between two (or more) parties when one designated as the agent acts for, on behalf
of, or as representative for the other being the designated principal in a particular
domain of decision problems.” Jensen and Meckling (1976:308) define an agency
relationship as “A contract under which one or more persons (the principals) engage
another person (the agent) to perform some service on their behalf which involves
delegating some decision making authority to the agent.) “There is a separation of
ownership and control that has lead to the notorious ‘agency problem’ (Solomon,
2007:17).

Agency Theory is the principle where the agent performs his function using
excessive power to undertake the business of the organisation mainly to his own
benefit whereas it should be applied for the benefit of those to whom he is
accountable. In Agency Theory when reference is made to agent and principal this
means that, the agent is the executive or manager, and usually the CEO and the
principal is the shareholder or owner of the organisation. The losses to the
organisation caused by the actions of the agent are known as agency costs. The

principals incur these losses when their interests and those of the agents diverge.

2.2 Agency Theory and Remuneration Committees

Agency Theory deals with the systems that were in operation prior to the introduction
of the remuneration committee to which it is the antithesis. Various methods to
undertake control of agency costs have been researched. The one most often
referred to is the agent’s contract. The administration of these systems takes place

through the establishment of a remuneration committee that is the subject of this
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review. The problems that are part of Agency Theory led to the formation of
remuneration committees details of which are more fully described in the ensuing

chapter.

2.3 Conflicts

The Principal-to-Agent relationship opens the door to conflict. These conflicts affect
how the executive administers the company. The departures from shareholder—
regarding strategies may involve inefficient behaviour according to Bebchuk and
Fried (2004:16) which reduces the size of the pie and causes agency costs. Agents
tend to maximise rationally their own utility at the expense of their principals
(Sanchez, 2007:5). Jensen and Smith (1984) and Cohen and Uliana(1990:7) found
in their research that mainly in the USA the issues are addressed on conflicts of
interest between self-interested individuals in organisations. This problem is not,
however, restricted to the USA but is worldwide. Executive compensation will be
shown herein to be an important factor often considered as a measure of dealing
with the problem. A further measure to achieve maximum value for shareholders is
for the executive to have the real incentives and enthusiasm to promote the firm.
Research into Agency Theory will show in Chapter 4 (Literary Research) that many
authors provide suggested solutions to the problems in the relationship between the
agent and the firm. Such solutions were applied in detail by implementing mutually

beneficial employment contracts.

Bebchuk and Fried (2004:72-74) recognise the agency problem in the managerial
power analysis. They explain that when managers/agents use their power to secure
extra value beyond what they personally would obtain under arms—length bargaining
then economists uses the term “Rents”. Such arms—length bargaining takes place
with a board that has both the inclination to maximize shareholder value and the
necessary time and information to perform that task properly. The manager who
makes decisions, administers, and implements those decisions is not the ultimate
beneficiary of those decisions. This can then result in the manager taking different
actions that may not be as beneficial to the ultimate beneficiaries

(shareholders/owners) as they should be. Flowing from rents is the perception of
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outsiders whose opinions affect the attitudes adopted by boards. Bebchuk and Fried,
(2004:61-68) continue that the extent that boards are deterred depends on whether
the board sees the rents as unjustified, abusive or egregious. They refer to the
negative term used by outsiders as outrage costs. These limits are placed on
managers and directors. That which compensation designers do to attempt to hide,
obscure and to justify the amount and form of excessive pay is called camouflage.
The objective behind camouflaging (as the word itself suggests) is to bring about a
perception of the costs of compensation that can limit criticism. The notion of
camouflage is consistent with the possibility that an outsider might identify the hidden

rents of a compensation arrangement that might otherwise be less visible.

A fuller description of agency costs defines them as the sum of the out—of-pocket
costs of structuring, administering and enforcing contracts, both formal and informal,
plus the residual loss (Jensen & Meckling, 1976:137). Agency costs include all costs
frequently referred to as contracting costs, transaction costs, moral—-hazard costs

and information costs.

2.4 Systems to Resolve Conflicts

The board or shareholders have the choice whether to use the “carrot or the stick” -
the “incentive/persuade or punish” approach — that is a balance between what
persuasion should be applied, alternatively that incentives should be offered. The
punishment might be the threat of what could happen if the agent did not produce
the results expected. Of benefit to both parties in the process of incentivising a
manager is that whatever method is to be applied to incentivise the CEO the most
successful one will be that in which a board causes him to voluntarily and
enthusiastically of his own volition administer the firm. Barnard, {1968) believes it is
best that the individual must be induced to co-operate. Incentives are fundamental in
formal organisations and in consensus efforts to organise. Conversely, inadequate
incentives mean dissolution, failure, or change of purpose. One must then consider

why the employee wishes to contribute his efforts to an organisation.
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Barnard, (1968) refers to the net satisfaction which results from the positive
advantages as opposed to the disadvantages and cites an example of making
employment positively attractive or less onerous. Some of the objectives listed as
incentives are money or material items such as goods. Negative items are listed as
working hours or conditions of work. Depending on the state of mind, the agent can

be induced to contribute by a combination of negative and positive incentives.

With the huge problem of information asymmetry, controls need to be imposed by
remuneration committees to reduce the agent’s self-serving behaviour and in the
process reduce agency costs. These controls include, firstly, performance
evaluations, then internal controls and lastly audits. “Shareholders cannot control nor
watch what the agent is doing” (Jensen & Murphy, 1998:229) Viewing the position of
shareholders and a board, shareholders are inactive except when attending a few
meetings per annum. They appoint a non - executive board so that monitoring does
not start from a positive position. The principals have to put in place situations of
trust that incentivise the manager. Thus, the manager’'s contract is a start of one of
the systems that are used to apply as part of the control mechanism. Substantial
research deals with the provisions of a vast number of systems of compensating the
manager and of aligning his needs with those of shareholders (Lambert and Larcker,
1989:294-5). Of particular importance are the differing views on risk and time
horizons between the parties, which would include schemes to tailor investments to
be made by the company that will give the CEO reassurance about longer or short-

term investments due to his own risk aversion.

2.5 Moral Hazard and Information Asymmetry

Many of the problems of moral hazard are concerned with those raised by agency. In
risk sharing a moral hazard may arise under conditions (like delegation of
responsibility) where the privately taken actions of agents affect the probability
distribution of the outcomes. The source of this moral hazard or incentive problem
points to an asymmetry of information among individuals. These come about due to
individual actions that cannot be observed and hence contracted upon (Holmstrom,

1979). A lack of trust or a breakdown between the parties can have an adverse
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effect with far reaching consequences. The duties of running the firm are delegated
by principals (shareholders) to directors who then delegate these duties to agents
(managers). Considerable discretion is then available to such executives when they
exert day-to-day control as part of their duties. “As agent for the principal the
executive is morally responsible to maximise shareholder utility; however, executives
accept agent status because they perceive the opportunity to maximise their own
utility”. (Sanchez 2007:5) Shareholders do not see immediately what is transpiring in
a company or see such information differently to what they should see resulting in
information asymmetry. Thus, shareholders do not know, nor can they ensure, that

the manager acts in their, best interests.

Information asymmetry is an extensive problem relating to the provision of imperfect
information. At the outset, the manager holds perfect information. In this position, he
has a moral obligation to place the shareholder (and the board) in the same position.
The agent then chooses to disclose only the amount of such information as he
wishes or in the form that he may wish. The information the parties hold will not be

the same and thus not be in symmetry.

To comply with his moral obligation it would be optimal were he to disclose all
information and leave it to the principal to decide what portion thereof should be
eliminated there from. If he does place full and correct information, and the utility
functions of the agent and the principal coincide, then there should not be an agency
problem as both parities are in an optimal situation to benefit from such information.
The principal can then instruct the agent on the action to be taken. The problems
then arise as to how to monitor the action that the agent chooses and to ascertain
whether it is correct and if not how to deal with that problem. Full disclosure is the
commencement of trust and is the basis towards something of importance in the

principal agent relationship, but it is a steep hill to be climbed.

By furnishing information in the format that the agent so chooses, major decisions
can be taken by the principal in relying upon such information that decisions are to
the detriment of the firm. The agent can benefit personally by whatever flows from

there. With such dangers, shareholders need to influence management to act in
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accordance with their objectives. “It can be expensive to monitor the activities of the
agent and to verify his actions” Eisenhardt (1989:69), who found that “information
systems (manipulated by whether or not the principal could monitor the agent's

behaviour) were negatively related to performance-contingent (outcome-based) pay”.

Ross (1973:138) also argues that monitoring would involve bringing in outside
experts at a senior level that may not be economically feasible. An examination of
the actions of a CEO could not be undertaken by managers at a lower (less costly)
level than the CEO himself and quality consultants are known to be expensive.
Calling in third parties to verify the information provided by the agent immediately
commences with the concept that the agent is not believed, thus creating in him an
undesirable atmosphere of mistrust and a souring of his relationship with his

principals.

2.6 Directors and Boards

The structure of companies gives the final powers to shareholders who appoint a
board who then appoint executives to administer the company in accordance with
their instructions (see also Chapter 3 on Remuneration committees). The
remuneration committee directors are non—executive. Bebchuk and Fried (2004:19)
refer to boards that have neither the time nor the information necessary to monitor all
managerial actions to ensure that they do actually benefit shareholders; nor are they
engaged to conduct managerial actions. Being in such a position, a board will
delegate to the CEO the duty to generate shareholder value and in so doing to watch
over the principal’'s money carefully and to maximise shareholder wealth and returns.
According to Gstraunthaler Lukacs and Stellar, (2008:47) a member of the board will
invest sufficient time to satisfy the investors and thereby ensure his re-election. This
imposes a natural limit to the engagements the director can accept. His activities in

the firm itself will accordingly be subject to limited time.

A fundamental approach accepts that there should not be a “we/they” relationship
but rather a “we/us” working concept in between the board and the agent. The

welfare of the company is paramount and any amount of problems would be
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disastrous — a strong term but this should be viewed in terms of the capacity for huge

problems. Thus, the next matter to review is how to resolve this problem.

2.7 Government Intervention

Because the agency costs can grow to uncountable proportions, which can lead to
the failure of a company, there is the alternative of governmental regulation. Writings
on the application of such controls have not been found. “The state in its political
ideologies cannot close the gap” (Gstraunthaler et al, 2008:39-40). To legislate
would almost certainly bring about interference in the internal examination of
company records. History shows that this became necessary in Europe after the
1873 and 1929 turbulences. It can be considered whether substantive controls
flowing from additional legislative powers granted to a remuneration committee can
have extensive effects on markets and share prices. Market crashes are a most

undesirable situation. There is still the alternative of more shareholder power.

2.8 Co-operation

Besides the said performance evaluations and audits, flowing from this the essential
element of organisation is the willingness and the power of persons to co-operate
and contribute their individual effort to the co-operative system. Barnard (1968) says
that these constitute the energies of the organisation because of incentives where
dominating forces are egotistical motives of self-preservation and self-satisfaction.
The approach is turning towards reviewing the individual and his position in the
organisation that is always a basic strategic factor to the structure of the
organisation. It is thus intended that these incentives would limit the agent’s actions
in information symmetry and moral hazard, thus contributing to the overall welfare of

the firm and its principals.

2.9 Incentives? / Persuasion?

It is considered to be improbable to the whole existence of a firm should it not
employ both the positive and negative methods of incentives and persuasion in
19



combination. In commercial organisations, the professed emphasis is almost wholly
on the side of incentives whereas in the case of other organisations the method is
persuasion. Both methods can be used in organisations if account is taken of the
different kinds of contributions required. Organisations experience difficulty in

supplying incentives or in exercising persuasion.

2.10 Motivation

It is common to all debates that the best company performance results from the
intentions of all parties with motivation of the executive being the path to walk. The
two sides of the debate hinge upon whether this is done by appealing to his “hip
pocket” (McConvill, 2004:18) or to foster those factors that make him genuinely
motivated to do best by the corporation. Recognition of the existence of the Agency
Theory problem is vital to the existence and continuation of organisations that are
always made up of people. It is people who have to be motivated and controlled to
ensure the future of organisations. Failing these, unpleasant consequences could
ensue. Maslow (1970) suggests that we first need to satisfy our physiological needs
and thereafter non-financial requirements. He is quoted by Bender (2004) who states

that a main function of the reward is to meet the needs for self-esteem.

2.11 From Agency Theory to Remuneration Committee

Reviewing the problems outlined above in the principal agent relationship and some
of the controls, which are attempted by principals to avoid information asymmetry
and to overcome moral hazards it, must be realised that none of these are perfect.
This is so, especially given the intentions and benefits, which can accrue to the
agent. The major factor to note is that Agency Theory has mainly become historical.
It did “serve the purpose” of being the forerunner of greater concentration on
corporate governance and that is what spawned the Remuneration Committee,

details of which will be seen in the following chapter.
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CHAPTER 3
WHAT ARE REMUNERATION COMMITTEES?

3.1 Introduction on Workings of the Committee

In order to have a fuller understanding of remuneration committees this chapter
explains the workings of, the regulations applicable to, the compaosition of and the
powers and functions of a remuneration committee, its relationships with
shareholders as well as the membership, qualifications and independence of such
remuneration committee members. Research and commentary will be restricted to
substantially infermative matters as regards the structures and regulations of the

rermuneration committee.

3.2 Company Structure

The overall structure of what a typical listed company might resemble follows -
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This organogram illustrates the delegation of authority from shareholders who
appoint the board of directors who appoint committees and the chief executive who

is chairman of the operational board which contains various divisional heads.

3.2 The Committee of the Board of Directors

The main purpose of a remuneration committee is to consider executive
remuneration that was administered by the board itself until the early 1990s. In so
doing, they must apply the philosophy of compensation and strategy of the company.
The Institute of Directors initiated and established the King Committee, who reported
that:

“A suitable mechanism for improving corporate governance, by delegating
specific tasks from the main board to a smaller group and harnessing the
contribution of non-executive directors brought about the remuneration
committee. At a minimum, each board should have an audit and a
remuneration committee. Industry and company specific issues will dictate the

requirement for other committees” (King Committee, 2002:28).

Over the last decade, most large public companies have set up such committees. In
the UK, Cadbury (1992, 4.42: 30) reported

“We also recommend that boards should appoint remuneration committees,
consisting wholly or mainly of non-executive directors and chaired by a non-
executive director, to recommend to the board the remuneration of the

executive directors in all its forms, drawing on outside advice as necessary.”

In South Africa, investors (principals) were becoming unduly concerned with the
excessive concentration of power in the hands of the agent/manager. The era of the
professional manager, as discussed in the previous chapter, calls for a balance.
Controls that are arising indicate the intention to improve the situation by establishing

remuneration committees rather than promoting the self-interests that existed under
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Agency Theory. Should the remuneration committee not be in place agency losses

would occur.

Of all the fundamentals of a company’s establishment, the sine qua non is staff and
importantly, executives. Their terms of employment are important to the application
of the philosophy and the strategy of the employer. A remuneration committee is
fundamental to such workings. At the heart of its structure, it makes decisions that
affect the heads central to the operations of the organization. A remuneration
committee should, hopefully, in looking at the issue of executive remuneration, do so
in a more detached way says (Mongalo, 2003) and will then make recommendations

to the board of directors who would implement them.

The employment of the CEO is a significant matter that carries tremendous
responsibility for the board and its remuneration committee. The CEOQO is the central
pivot around whom the day-to-day operations of the company revolve so that the

choice of the wrong CEO can lead to disaster.

3.3 Charter- Regulations

When the King Committee, (2002:22) recommended the formation of board
committees, they stated that each company should have a charter of its own that
would include inter alia their duties and delegated powers and reporting procedures.
It should be free to take independent outside professional advice as and when
necessary. This charter is the board approved mandate upon which a remuneration
committee carries out its duties - it is its constitution, its terms of reference.
Committees customarily meet three times per annum and on extra occasions should
urgent matters arise. Non-executive directors make up the membership playing
important roles in all board committees including the requirement that one of them is
chairman of the committee. The JSE requires in section 3.84(d) of their current
listings requirements that all issuers (institutions listed on the JSE) must, in
compliance with the King Code, appoint a remuneration committee. In the absence
of any enforcing legislation, government controls and interference with private

businesses are thus avoided. See also Gstraunthaler et al (2008:39-40).
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3.4 Non - Executive Directors (NEDs)

The success of a remuneration committee and of a company depends on whether
the right or wrong NEDs hold office. Although they do have to report to the main
board of directors, they are not mere puppets. The first NEDs were appointed in the
nineteenth century with the intention of attracting investors and to enhance company
status by virtue of their status, Spira and Bender (2004) say that NEDs commanded
disrespect for being thought of as nominees of the system. NEDs are a
counterweight to managerial power which view stresses the monitoring and control
aspect of the functions of the NED Tricker (1978, 1.1). The significance of the
opinion of Spira and Bender (2004) is highlighted when considering views oft
expressed that NEDs are part of cronyism and nepotism that, if ever correct,

impinges on their independent judgement.

“Non-executive directors should be individuals of calibre and credibility, and
have the necessary skill and experience to bring judgment to bear
independent of management, on issues of strategy, performance, resources,
transformation, diversity and employment equity, standards of conduct and

evaluation of performance”. (King Committee, 2002:24)

Hampel (1998), in considering the importance of the skills and experience needed
for NEDs and how they should be appointed, queried whether the pool of available
people was sufficient and how their independence should be defined. Importance
was also stressed about the ability to fulfil the increased control function expected of
them. Cadbury (1992:30) stressed their importance as equal board members and the
positive contribution expected from them. The Higgs Report described the qualities,
personal attributes skills and behaviours required of the NED as “engaged but non
executive; challenging but supportive; independent but involved”. It is important for
them to ensure consistency with sound risk management. The duties of the NED
include availability of time, assuming of risk and knowledge of regulatory oversight

requirement (and his remuneration would be affected correspondingly).
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3.5 The Functions of the NED

These include focusing on ensuring alignment of the remuneration policy with
stakeholders’ interests. Performance objectives are set and they must consider
performance of the company and the executive when determining remuneration
structures. Asymmetry has already been dealt with but the NED must also manage
asymmetry interests inherent in variable compensation effectively. A NED should
have the additional ability to overview other benefits and financial arrangements in
order to ensure that they are justified, market related and disclosed in a transparent

manner.

3.6 Input to a remuneration committee

Although the CEO and CFO are not members of a remuneration committee their
attendance and input at meetings and other deliberations is vital. Together with the
Human Resources Director, they are responsible for fundamental information on
which a remuneration committee makes decisions. Their interfacing with that
committee is more detailed than their relationship with the board itself as systems
and controls are viewed in detail and import. The committee name implies that its

main function is to oversee remuneration.

Agency Theory shows the problem that a strong CEO was able to dominate a board
that did not have the support of a large (percentage) shareholder. A remuneration
committee with a clearly defined charter should thus have the necessary tools with
which to control a strong CEO. Proper governance embraces both conformance and
performance. Conforming to corporate governance standards results in constraints
on management. Boards have to balance this with performance for financial success

and the sustainability of the company's business.

3.7 The CEO and CFO

Matters for consideration at meetings would be fully researched by the CEO and

CFO beforehand. The other executives of the company whose employment terms
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would be decided upon would all be known to the CEO and CFO. These executives
account directly to the CEO and CFO, who should accordingly be in a position to

satisfy the committee on all aspects of their recommendations.

The CEO heads the operations of a company. The overall administration and
controls of all staff are — as with most matters — his final responsibility. At the
remuneration committee he accounts and dedicates his attention to staff with the
main concentration being on executives. Staff of lesser seniority would be reviewed
by the executive operational board — as contrasted to the main board of directors —
but it is at the remuneration committee meeting that the CEO would obtain more

general guidance and approvals on matters relating to such executives.

3.8 Duties of the Remuneration Committee

The duties of the remuneration committee include tying remuneration closely to
performance. In so doing, they set out aspects that need important consideration,
asking numerous questions, starting with whether the policy on directors’
remuneration is in line with guidance in the Code and with guidelines of relevant
institutional investors’ organisations. They stress the support by institutional
shareholders of the company’'s remuneration policy. The Code calls on non-
executive directors to constructively challenge and help develop proposals on
strategy, monitor the reporting of performance, scrutinise the performance of
management in meeting agreed goals and objectives, satisfy themselves on the
integrity of financial information and also ensure that financial controls and risk
management systems are robust and defensible. They must also determine the
appropriate level of remuneration of directors and senior executives based on their
individual contributions to group performance. They have a prime role in appointing
and, where necessary, removing, executive directors and in succession planning.
The committee also recommends and monitors the level and structure of
remuneration for senior management - at least for the first layer below board level.
The board itself should normally determine the non-executive directors’
remuneration. A remuneration committee would assist the board in reviewing the
annual executive compensation, including overseeing share options and schemes.
26



Matters on which independent external advisers would be engaged include tracking
market trends and salary benchmarking information, both local and international in
respect of salary and benefits. Market related remuneration is vital to determining

compensation. Thus, maximum knowledge should be made available by them.

The King 2 Report (King Committee, 2002) proceeds to spells out fully the
requirements that a remuneration committee or such other appropriate board
committee, consisting entirely or mainly of independent non-executive directors,
should make recommendations to the board within agreed terms of reference on the
company’s framework of executive remuneration and should determine specific
remuneration packages for each of the executive directors. Their decisions are taken
with clearly agreed upon reporting procedures and written scope of authority. This is,
ultimately, the responsibility of the board who furnish the final approvai of the
decisions of a remuneration committee upon reporting procedures and written scope
of authority (King Committee 2002:28).

It is therefore up to the NEDs to decide whether they wish to merely implement a
policy, to advise and consent or whether they intend to be pro-active. In so doing
they will give a lead to the company as to its success, at the same time following the

policies which are laid down by the board.

‘It is particularly important that remuneration committees should bring
independent thought and scrutiny to the development and review process
together with an understanding of the drivers of the business which contribute

to shareholder value.” (Association of British Insurers, 2003)

Thus, the problem has been described and the need for action to be taken was being

dealt with. The matter now came in to the public purview.
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3.9 Attendance at Remuneration Committee Meetings

The remuneration committee should consist exclusively of non-executive directors
(supra), although in interviews conducted for this study an instance was found of an
outside life and pensions adviser being appointed to a committee. The usual number
of NED directors is approximately three or four. In the UK FTSE 350, which is a list
of the top 350 companies listed on the London Stock Exchange companies listed
therein are expected to have a minimum of three members on their committee

whereas smaller listed companies are allowed to have just two.

Attendance at the meeting itself consists of far more persons. The main
presentations would emanate from and be led by the CEO and the CFO. Other
persons in attendance would be the secretariat, legal, human relations and tax
advisors. Independent external advisors such as remuneration consultants would
also be present. Only the committee members (NEDS) partake in any voting. All

other attendees are there to advise the committee members.

The recommendations that have been endorsed by the JSE included the
requirement that an independent non-executive director must chair this committee.
The JSE requires this “in order to obtain his or her input on the remuneration of the
other executives”. Reference is made by the JSE to the chief executive officer's
attendance at the meetings saying this would be by invitation but taking no part in
decisions regarding his own remuneration. A substantial part of the information
tabled before a remuneration committee would initially be approved by the CEO and
CFO. In the light of information asymmetry, the information placed before a
remuneration committee also emanates from outside consultants. Thus, whilst
agents may have control of the information outside experts should act as a form of
control over the accuracy. (See Information Asymmetry, infra). NEDs are in a
position at a remuneration committee meeting to interface directly with remuneration
and human resources and tax consultants. Greater detail elucidating on what should
be placed before a committee is seen in the comprehensive remuneration committee

report of a UK company to shareholders in the Appendix 4 (Pearson plc, 2006).
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3.10 Taking Independent Advice

The King Committee, (2002:28) recommended that a remuneration committee
should be free to take independent outside professional advice as and when
necessary. This is a fundamental aspect of the committee’s deliberation, as its
members cannot be expected to have expertise in all aspects of remuneration. Such
experts would customarily attend meetings of the committee. They provide
specialised services having available voluminous schedules of compensation rates
in the market spread across various industries and a wide range of occupations and

positions.

3.11 Powers, Functions and Activities of a Remuneration

Committee

Being, a sub committee of the board of directors, its charter does not grant it
executive powers except possibly in isolated cases of emergency. The committee
thus reports to the board of directors. Such reports contain recommendations on
policy, strategy and employment of executives. Mainly it would concern itself with the

employment of the operational board of directors, including the CEO and CFO.

Some proposals of a remuneration committee also need to be approved by
shareholders should the Articles of Association require this. In the USA, UK and RSA
varying legal and regulatory obligations have been placed on a board to establish

and regulate remuneration committees.

“Compensation decisions do not rest with shareholders but rather with
compensation committees composed of members of boards of directors who
are elected by, but are not perfect agents for, shareholders”. (Jensen &
Murphy, 1990:260)

This view is in contradiction to that of (Bebchuk & Fried, 2004:195-200) which calls
for more shareholder power. Controls over the misuse of power are supposed to
answer the strong criticisms. Laing and Weir, (1998:32) say that
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“There is now greater openness about the way in which executive pay is

being determined with the widespread adoption of remuneration committees”.

3.12 Remuneration and Incentives

Establishing the quantum of remuneration and terms of employment are the main
functions of a remuneration committee. The principle involved is to establish the level
of pay for delivering on-target performance. A major function of the committee is the
incentivising of the CEO and top executives. To do so the system of performance
based compensation (bonuses) is applied. This structure links rewards to corporate
and individual performance. Such performance pay is often substantial when
compared to the basic emoluments and is the subject of much public opinion. To
establish the formula, firstly, and thereafter the actual calculation of such bonuses is
a major task of the committee. This administers and also promotes profitability for
the company. Thus, the remuneration committee should be able to account for the
basis upon which their committee approved such pay for performance bonuses. This
is central to accountability for public trust in the system say Spira and Bender (2004)
and (Cadbury, 1992:58). It has become more acceptable to set out a formula at the
beginning of a financial period to apply a target to the executive who then has to
strive to attain such a target and consequently receives his bonus based on success
of his efforts. Preparing such a target will be based on calculations finally submitted
to the committee by the CEO and CFO. This matter is the subject of the asymmetry
referred to herein. (Vide Paragraph 1.14).

In the UK, a remuneration committee will be guided by the Principles and Guidelines
on Executive Remuneration (2003) issued by The Association of British Insurers
These principles require boards to demonstrate that performance-based
remuneration arrangements are clearly aligned to business strategy and objectives,
regularly reviewed and in line with current best practice. They point out that simple
remuneration structures assist with motivation and enhance the prospects of
successful communication with the employees involved and with shareholders.
Further, performance conditions should be “relevant, stretching and designed to

enhance shareholder value”.
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Other aspects of the actual executive compensation will be generally advised on by
the independent specialists who make representations to the committee. (Vide

Paragraph 3.9).

3.13 Communications Reports to Shareholders

In the USA and on the London Stock Exchange it is compulsory to issue annual
remuneration reports to shareholders. This report forms part of the annual report and
financial statements. The London Stock Exchange has set out regulations for their
expectations. The UK Report is required to comply with the Directors’ Remuneration
Report Regulations (2002) of the London Stock Exchange and is subject to
shareholder approval customarily at the Annual General Meeting. The content of
reports by a remuneration committee can best be observed and understood by
reference to Appendix 4 containing the 17 page UK report of Pearson plc, an
international publishing group listed on the London Stock Exchange. This report was
received from Ewald Muller of the Standards Department of the South African
Institute of Chartered Accountants. He commented that this was one of the finest he
has seen (an opinion that should be endorsed by many, as it is an interesting,
comprehensive and readable report). He also confirmed that he knew of no
regulations obligating a South African company to submit a remuneration report
other than in the King Report (King Committee, 2002:28) and that there are certain
disclosures required regarding remuneration. The importance of this report to the
shareholder is that it furnishes an overall perspective of how well the company is
administered as well as the standard of its corporate governance. Such reports
imbue shareholders and investors with knowledge and confidence, which South

African remuneration reports lack.

Under the heading “Remuneration Policy in South Africa in clause 2.5.3 of the King
Committee Report there is a clear guideline on the policy and objectives of the

Remuneration Committee.

“The chairperson of such committee should attend annual general meetings to
answer any questions from shareowners”. (King, 2002:25).
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3.14 Independence of the NED

Should NEDs not display independence a perception of bias and wrong decisions
would result The NED holds a position of high trust and accountability. The aspect of
nepotism and cronyism as well as systems in use in the USA and UK regulations are

dealt with in the literature review.

Chapter 2 sets out Agency Theory Information and Chapter 3 sets out information on
the remuneration committee in order to apprise the reader of the committee’s
workings. These should be a source of reference throughout this research. With
these basic facts, this research now proceeds to examine in the next Chapter what

the literature tells us about remuneration committees.
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CHAPTER 4
LITERATURE REVIEW

4.1 Introduction and Philosophy

Jensen (2000:1) states that his desire is to understand more thoroughly the forces
pushing firms to operate efficiently and create value, thereby improving human living
standards. Thus, each company will have its own strategy and from this philosophy
of its compensation must flow the proper methods by which compensation is paid to
all employees including executives. Moreover, from such philosophy and the strategy
of the company the result, firstly, should show a positive effect upon employees then
on shareholders, on growth of the firm, then on the economy; and lastly be able to

meet ever-changing developments.

The strategy and philosophy of the company is the background that a remuneration

committee must apply in its deliberations.

The magnitude of payments to CEOs is not only a matter for consideration at
stakeholder level but features prominently in wage bargaining sessions with the
details of the relative pay featured unsympathetically in the country’s media. (Kantor,
2006:2)

In the foreword to the book Reward Management, (Armstrong & Merlis, (2004 viii),
Duncan Brown refers to the discipline that has evolved from pay-focused
administration to a strategically oriented and impacting total rewards management

approach. He says:

“To be effective a remuneration committee must take into account the strategy
of the company and in so doing consider the policy and apply it in its
deliberations about compensation. Remuneration decisions cannot be taken

in isolation or by making only, for example, industry comparisons. Brown
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continues that the policy of the company itself must be applied initially to the

specific employee being considered.”

In the South African context, the Congress of South African Trade Unions (Cosatu,
2004) proposed that company law needs to take account of stakeholders such as the
community in which the company operates, its customers, its employees, its
suppliers and the environment in certain situations mandated by the Constitution and
related legislation. Research today will show herein that it is fundamental to the
amount of compensation that the total remuneration of the executive should not be
based on the activities actually carried out but on what has been performed (results

achieved).

There is thus a serious and urgent need to view the present systems and ascertain
how the problems occurred and whether they were they based on adequate and
proper information or on information asymmetry. The sections below explore factors
that show the background in addition to factors that a remuneration committee must
consistently consider in its deliberations. Considering strategy in their deliberations
indicates the importance of a remuneration committee member also being a member
of the main board that ensures that he will be involved in and then know, as well as

understand, such strategy and policy.

4.2 Corporate Governance

Remuneration committees were set up as part of the implementation of corporate

governance policies intended to promote companies.

“Corporate Governance is the system by which companies are directed and
controlled”. Cadbury, (1992:14) it is concerned with holding the balance between
economic and social goals and between individual and communal goals. It has to
align as nearly as possible the interests of individuals, corporations and society.
Having a remuneration committee is an essential function. According to Cadbury,

(1992:30) it is also recommended

34



“That boards should appoint remuneration committees, consisting wholly or
mainly of non-executive directors and chaired by a non-executive director, to
recommend to the board the remuneration of the executive directors in all its

forms, drawing on outside advice as necessary’.

There are vast benefits to companies that conform properly to corporate governance.
Coombes & Watson (2000), conducted an investor opinion survey published by
McKinsey & Co., Working with Institutional Investors Inc. they found, that more than
84% of the more than 200 global institutional investors surveyed, together
representing more than US$3 trillion in assets, indicated a willingness to pay a
premium for the shares of a well-governed company over one considered poorly
governed but with a comparable financial record. Three-quarters of these investors
indicated that board practices were at least as important as financial performance,
when evaluating companies for potential investment; and that the implications for
companies are profound. Simply by developing good governance practices,
managers can potentially add significant shareowner value. The creation of a good
governance climate can make countries, especially in the emerging markets, a

magnet for global capital.

These empirical results of an opinion survey in conjunction with a firm of the standing
of McKinsey set the mark of how important corporate governance is in capital

markets.

4.3 Quantum of Compensation

How high can one pay compensation? What level of remuneration would be just?
These are questions with vast consequences. Jensen (2002:1) asks whether current
levels of CEO compensation are high enough to attract the best and brightest. Such
reward and performance management is used, not just to align with business goals,
but also in our more knowledge and service—based economy to involve and engage
employees to voluntarily commit to achieving and exceeding those goals. In Talent
Management, Zachary Weinberger (2007) believes that a remuneration philosophy

should be aligned to a company’s overall vision, its mission and its style He states
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his view more stringently when he claims that failing this disaster seems the path
that will follow. The statement by Jensen and Murphy (1998:270) about paying the
executive like a bureaucrat (supra) is well known and is quoted often but in the
context of the philosophy of compensation, it is seen as vital to the enthusiasm that
is injected into the whole company by motivating the CEO. If the CEO is enthused,
incentivised and motivated by his compensation he will act and administer the
company like an executive and not like an unenthused disinterested bureaucrat.
Consequently, a remuneration committee will ensure that the company considers the
advice of Jensen (2000) and will then be better able to meet its objectives and

profitability.

Even in the broader high-performance human resource management approach
Pfeffer (1998) notes that the use of performance contingent pay is recognised as a
key component. The shareholder (principal) is striving for the agent to become a
"partner” in the businesses. The contingent pay is thus a share in the profits that the

company strives to earn and improve

Head-hunters cause a problem to employers because of their extensive activities but

they do keep the market volatile.

Whatever method is to be applied to incentivise the CEO the most successful
method will be that in which a remuneration committee and the board cause him to
voluntarily, willingly and enthusiastically administer the firm. Such policy and strategy
is one in which the principal and agent should be operating in tandem. It is often
applied by companies today being a method in which the NED can delegate
particularly as the NED is not active in the operations of the company. In the
process, the participation by the executive in the earnings has resulted in high
earnings, to the benefit of him and the principal but this is also the cause of the
problems by those who view the payments as too high. Such motivation is dealt with
in (McConvill, 2004) where Pay for Performance is considered a flawed methodology
and remuneration committees are recommended to considered other non-cash

methods of motivation. Refer also to paragraph 4.15 herein.
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4.4 Remuneration Calculations and Performance

This aspect of research writings shows another side where one sees factors other

than direct money considerations come in to deliberations.

Cash compensation of Korean Executives in Chaebols is significantly related to
stock market performance of Chaebols. The magnitude of the responsiveness of pay
to stock market performance is comparable to Japan (and the US in so far as cash

compensation is concerned) (Kato, Kim and Lee, 2007:52).

In their interviews of board committee members, Spira and Bender (2004) bring out
clearly this source of tension, earlier identified by (Tricker, 1978) and by (Hilmer,
1993), that exists within the remuneration committee between ‘Performance’ on the
one hand (achieving an effective agency theory type pay mechanism, thereby
strategically aligning incentives) conformance’ on the other. With ‘Conformance’ the
emphasis is very much on being able to demonstrate in an ex-post sense that pay
awards conform with the various governance codes reviewed above, ie., a
monitoring function. In the pursuit of conformance, the remuneration committee is
mainly concerned with probity, unrighteousness, moral integrity, honesty and
legitimacy (Meyer & Rowan, 1977), (DiMaggio & Powell, 1983). Performance
considerations, on the other hand, are more managerial entail the remuneration
committee actively designing remuneration arrangements that both connect with the
external reality of the executive labour market (in paying the going rate) and address
the agency problem by aligning the interests of the executives with the achievement
of the key success factors that underpin corporate strategy (Jensen & Meckling,
1976:140). In terms of performance, the remuneration committee plays a key role in
the strategic human resource management of the company by crafting remuneration
arrangements that attempt to link the interests of the top management team with
attainment of the key success factors for corporate strategic success (Stredwick,
2000). Thus, there is obviously a clear tension between the performance role and the
conformance role. This finding echoes that of Ogden and Watson (2004, 2006) who,
in a series of interviews with remuneration committees of water companies,

concluded that these remuneration committees felt highly constrained by political
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considerations. Such pressures are seen to result in (DiMaggio & Powell, 1983)
isomorphism in organizational practice, whereby the desire to shape remuneration
design in a similar manner to other comparable companies dominates detailed

considerations of performance effects.

4.5 Owner Shareholder CEOs

Agency Theory thus implies that unless the holders of control exercise that control
then inefficiencies could result which could lead to failure. A comparison is needed
between owner CEOs and professional CEOs. This was carried out by (Barak et al
2008). The significance of their positions is that where there is an owner CEO the
control vests with him and a remuneration committee’s decision can be turned down
by his voting power. The results indicate that owner CEOs receive significantly
higher pay than the professional CEO does. The authors conclude that owner CEOs
extract additional private benefits from the firm. Barak, et al (2008) collected data on
CEO pay in 122 closely held firms traded on the Tel-Aviv Stock Exchange during
1995-2001. After estimating CEO pay performance sensitivity and CEO excess pay,
they examined how these two pay attributes affect end of period (year 2001).

Their main findings and conclusions are firstly that when the CEO is from the
controlling stakeholders, the end of period is negatively correlated with excess pay
CEOs, which appears like a form of private benefits. Then when a professional non-
owner CEO runs the firm, CEO pay performance sensitivity - incentives to
professional CEOs, help promote firm value. This means that the shareholder
(owner) is actually the decision maker in place of the independent board. These
findings are consistent with the view that owner CEOs exploit the firm and extract
private benefits in the form of inflated pay. In the paper by Barak et al (2008),
cronyism appears to be a problem in either CEO or closely controlled companies.
The situation is in contrast to Agency Theory where the executive controls the board

without the existence of a strong controller.

Another aspect of Barak et al's paper (2008) is that of symbolism. Stakeholders see

a remuneration committee that cannot operate without the approval of a powerful
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controlling chairman. This is similar to a reversion to the agency theory problems.

Doubt is thus cast over their decisions.

Barak, Cohen and Lauterbach, (2008) in a similar study found that CEOs who
belong to the family or business group that owns most of the firm shares (“owner
CEOs”) receive significantly (about 50%) higher pay than professional CEOs who do
not belong to the control group (“non-owner CEOs”). Owner CEOs’ pay performance
sensitivity is also (insignificantly) lower than that of non-owner CEOs. These findings
are most consistent with the view that owner CEOs exploit the firm and extract
private benefits in the form of inflated pay. Among owner CEOs, we do not find any
significant differences in pay between CEOs in family firms and CEOs in firms
controlled by business partners. Here again as in (Barak et al, 2008) a remuneration

committee’s decision can be turned down by this voting power.

4.6 Shareholder Power

Bebchuk and Fried, (2004: Section 4) claim abuse by CEOs stems from their
position. The solution is increased monitoring roles by directors and larger
shareholders (institutional). They use stronger terms such as “defective board
monitoring” recommending “shareholder power”. The book is a critique of board
management. The regulations being introduced for compensation committees are
set out by them (and quoted in this review on the structure of remuneration
committees.) There is very little approval by them of existing systems. On the
contrary, when they write on “executive pay excesses” and “defective board
monitoring” they recommend “the alternative managerial power model.” The latter
subject exposes the extent to which pay has not only become higher than what is
optimum for shareholders but how it has been decoupled from performance. They
then accuse directors of not following management when they not instinctively seek

to maximise shareholder value.

Directors’ desires include re-election to the board, to placate CEOs given their power
to benefit directors’ natural tendencies to support awards that benefit their own

remuneration, social and psychological factors such as friendship and loyalty to the
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CEO and senior executives. The effect of these cases is that a remuneration
committee is not effective when its functions are subject to approval of controllers

using their power for other intentions.

The basis of their views is that shareholders would be better at controlling
compensation than existing systems that they consider to be out of control. Whilst
there may be merit in this argument in some companies views have been expressed

that there are different methods for shareholders to express their views.

4.7 Causes of the Technology Bubble

Bolton et al (2007) lay the root cause behind the recent corporate scandals
associated with CEO pay to the technology bubble of the latter half of the 1990s.
Whilst they do not reject the optimal incentive contracting theory of executive
compensation, they believe that the recent evidence on executive pay can be
reconciled with classical Agency Theory which begs the question as to what would
have happened in those scandals had there been an effective remuneration
committee as a watchdog. In a company, the shareholders bear the residual risk in
what transpires in the firm. Jensen (2007:2) in his introduction makes it clear that
such risk vests in them only saying that, accordingly, for control to vest in any other
person who does not bear such risk would be the equivalent of “playing poker with
someone else’s money”. The effect of what (Jensen 2007:2) is recommending is that
whilst the agent may be given a cheque book he is not given a “blank cheque” and

must account to the principals who should monitor.

These research articles crystallize the questions by reviewing the direction of
remuneration committees serving a purpose - whether they are eliminating the

problem, or limiting it or whether they are of any effect at alll.

4.8 Operating on an ad-hoc basis

Landsberg (2007:22) holds the view that remuneration committees tend to operate

on an ad-hoc basis, adopt a cautious attitude and that executive compensation is
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getting too high. This results in the creation of incentives that do not contribute to the
overall health and well-being of the corporate enterprise. However, directors should
know what their roles are and how to execute the written charter of the remuneration

committee as set out by the main board.

4.9 Greater Information and disclosure

As more information on compensation of executives is made public, a better
understanding of the mechanisms that determine executive compensation will
develop (Laing & Weir, 1998:33), whose view is a continuation of how the
remuneration committee system was developed out of greater information disclosure

of compensation rather than under Agency Theory.

Under corporate governance (above 4.2) Coombes and Watson, (2000) showed that
substantial investigations indicated empirically how important it is to exhibit that
corporate governance is being properly applied in a company, as remuneration is
well related to human factor issues of performance of the business. Harrison, (1987)
expressed the view that it is very much about how to get the link between the human
beings that populate the business and the strategic plan laid down by the board.
Comparisons of compensation costs should be made of the company’s own costs
with that of a properly chosen peer group according to Brain, Jackson, Pymm, and
Wright,( 2008). Remuneration committees should set incentives and bonus targets in
advance. Even then, the rewards should only be made for outstanding performance
with a thorough assessment being made whether the targets have been met prior to
making the awards. They stress that the company should not reward failure when
directors leave early owing to poor performance. To strive for perfections may be the
proper method but examination showed a gap in the UK disclosure rules which Ward
(1998) questioned about a serious omission in disclosures. He felt that the aggregate
remuneration earned by a CEO for outside directorships should be disclosed as well
as the amount of time spent on such directorships, pointing out that remuneration
committees should be made aware of such details when reviewing the CEO
remuneration. When shareholders vote for the election of such CEO they may

believe that he is devoting his full time and attention to the affairs of the company.
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This may not actually be so if the CEO is also spending time on outside
directorships. Ward (1998) called for UK policy on disclosure to be amended to
embrace this disclosure with provisions for prior permission to be granted for outside

directorships.

Such research does indicate that remuneration committees are actively pursuing the
most efficient, democratic and open approaches to compensation from many angles.
The movement is in the opposite direction to agency theory. Operating in this

manner does make the committee more effective.

Brain et al (2007) detail some of the authorities under which the UK Combined Code
requirements operate for listing on the London Stock Market including the obligation
on a company to either comply with the code or explain why they are not so doing, -

the so-called ‘comply-or-explain’ approach.

4.10 Regulatory Requirements

It is seen from the above requirements in the UK, USA and South Africa that there
are great responsibilities and thus expectations placed upon the remuneration
committee. Many companies regard the committee as important enough to insist that
one of the non—executive directors appointed to the remuneration committee is the
chairman of the main board. These necessitate adequate allocation of time and
resources plus self-awareness on the part of the committee of the inherent tendency
to follow the norms, rules of thumb, and customary practice of others. (Brain et al,
2008).

4.11 Institutional investors and monitoring

Dedicated, as contrasted to transient, institutional investors can act as a monitoring
or restraining factor on executive remuneration. The importance is that the investors
must not be transient according to Dong and Ozkan (2008) who believe dedicated
investors have a better discipline role to play. They found in their empirical research

that the results also indicate that this is extended to institutional ownership having a
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positive and significant influence on CEQO pay-for-performance sensitivity of option
grants. Consequently, whilst a board may watch its largest (institutional)
shareholders come and go, the board and the remuneration committee remain in a
position where they must steadily continue to take their own decisions with little, if
any, guidance from or consultation with the (institutional) owners, who are, in effect,

their true principals.

Throughout research it is seen that in the dedication of investors/stakeholders that
the company is of primarily importance. The internal structure of the company must
receive prime consideration, which places great stress on the importance of having a
remuneration committee. In South Africa, it has been found that consulting
institutional shareholders on the aspect of compensation does not take place other

than in exceptional circumstances.

4.12 Mergers and Acquisitions

Coakley and lliopoulou, (2006), found that less independent and larger boards award
CEOs significantly higher bonuses and salary following Merger and Acquisition
(“MA”) completion both for the full sample and for the UK and US sub-samples. This
is not to be unexpected as a merged firm is larger in terms of profits and turnover
thus warranting greater responsibilities. Such a merger or acquisition would be
attractive to an agent thus giving him the opportunity for larger compensation. UK
CEOs and executives are rewarded more for the effort exerted in accomplishing

intra-industry or large mergers than for diversifying or small mergers.

4.13 The CEO as Board Chairman?

Whether the CEO should be board chairman is considered all the more important to
corporate governance as the chairman is the ‘communication’ between
shareholders and the company overall. The chairman of the board is expected to be
a non-executive independent director say Coakley and lliopouiou (2006). Goobey
(2005) found that the practice of the CEO also serving as the chairman is more

prevalent among US than UK companies. The Institute of Directors (2008) reported
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on a survey by KPMG:Corporate - Governance in South Africa: Perceptions and
Disclosure, which revealed that 47% of the top 40 companies believe that the
chairperson is not independent. King Committee Report, (2002:23), “The chairperson
should preferably be an independent non executive director”. The draft of King 3 that

has just been issued expresses this more directly leaving out the word “preferably”.

4.14 Pay and Performance

Cash pay is unaffected by other measures of their managerial skill or performance.
However, there is a caveat to the CEO that when a merger takes place his position
will come up for review which can also have a downside or positive effect. In a robust
empirical analysis of Dutch listed companies, Duffhues and Kabir (2008) failed to
detect a positive pay-performance relationship, thus questioning the conventional
wisdom that executive pay based on performance helps to align shareholder
interests with those of executives. Included in their examination was a multivariate
regression table presenting results for cash compensation. The results of these
regressions showed them that executive pay is significantly negatively related to
return on assets, returns on sales and stock. It is consistent with the view that
powerful managers can influence their own pay despite remuneration committees.
The results of the study suggest that other means of resolving agency problems and
novel explanations of executive compensation may provide useful insights. Well —
known firms like Royal Dutch Shell, Heinekens, Reed-Elsevier, Ahold and Unilever
were subject to strong criticisms on total compensation of top executives. In 2003-
2004 and 2004-2005, some top companies were given huge increases and generous
remuneration irrespective of their meagre performance in those years. In criticising
Dutch listed firms for their ingenious use of several anti-takeover defences, resulting
in a bad international reputation, they point out that shareholders have no say in
executive compensation with the non-executive directors. They then refer to
instances in which dominant shareholders are alleged to collude with the
management and influence decisions for their own benefits. What is highlighted is
that controls do not always operate successfully and that even shareholders do not
voice dissent where they should have. This leaves the thought about what effect a

remuneration committee might have had.
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“Although the CEOs compensation is at very high level, it represents a fractional part
of a company’s expenses. Yet the positive impact that a great CEO can have on the
company’s success is huge; but the CEO is costing them pennies a share” say
(Hsieh & Kleiner, 2003:77) thus putting compensation in another context. Although
said in 2003 this is not an outdated view.

Similar findings that executive pay is not linked to performance were made by (Ueng,
Wells & Lilly, (2000:4) who confirm that the principal agent model of executive
compensation suggests that by tying pay to performance shareholders ensure that
corporate managers attempt to maximise shareholder wealth. This is the model of
Jensen and Meckling, (1976). Ueng et al, (2000:4) explain that when the interests of
the principal and agent are not congruent then agency costs arise. Extensive
research writings have endeavoured to find the optimal contract between principal
and agent. They investigate the aspect that some boards are less independent with
executive compensation being linked to CEO influence over the board but from the
two different points of view - that of small and large firms. Their findings show that
size is the most significant determinant in firms of asset size less than the $US 250

million but that CEO influence or pressure is not a determinant.

4.15 Criticism of NEDs

In principle, the system of independent non-executive directors in a properly advised
remuneration committee should be an objective approach to accurately establishing
executive compensation says Ozkan, (2007:350-351). She suggests that non-
executive directors are not more efficient than executive directors in monitoring
executive compensation are. Their function is more an advisory one thus she does
not favour the remuneration committee system. Her research proved that a higher
proportion of non-executive directors of larger boards pay their CEO higher
compensation and finally that CEO compensation is lower when director ownership
is higher.

Ozkan, (2007:350-351) continues that this is the main point of agency theory in

which the initial prime requisite is a lack of a controlling shareholder to watch over a
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strong CEO. Looking at the functions of a remuneration committee it will be seen that
a properly constituted remuneration committee will have a sound bank of

professional advisors.

Main et al (2007) using evidence collected from interviews conducted in late 2006,
questions the adequacy of the agency approach in representing how remuneration
committees design executive pay arrangements. Without being critical of other
research the empirical extent of the investigations conducted by Brain et al (2008) is
noteworthy, with 22 directors who, among them, serve on the remuneration
committees of 35 UK companies. “Consideration should be given to criteria which
reflect the company’s performance relative to a group of comparator companies in
some key variables such as total shareholder return (TSR)” This research further
found that concerns with legitimacy push remuneration committees towards an
institutional isomorphism in processes and practice. The shift in what is expected
from remuneration committees has not been fully reflected in committee practice,
owing to an overriding desire to seek legitimacy in the eyes of the shareholders and

shareholder representative bodies.

4.16 Incentivisation Policy

An important shift has taken place, Brain et al (2008:233. Remuneration committees
are now seen as key agents in the strategic human resource management process
of choosing a remuneration package and arranging that it be calibrated in a way that
ensures that it incentivises the executive towards those decisions and actions
necessary to best deliver the company’s chosen strategy (Baron & Kreps, 1999).
They were once seen merely as an arms-length administrative device to ensure an
acceptable degree of probity in the setting of executive reward, by Core et al, (2003)
deals with the basics saying that the higher the CEO power over the board the
higher the executive compensation (a reference to Agency Theory). The
remuneration committee thus finds itself tasked with a prime responsibility of
remedying or ameliorating the principal agent problem of incentive alignment for
members of the top management team (Jensen & Meckling, 1976). The effects of

incentive compensation on managerial decisions and shareholder value is a vast
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subject (not for elaboration here) which is dealt with extensively by (Larcker,
1989:320-321).

Main and Johnston (1993) found that some 30 percent indeed had a remuneration
committee and that they were often not composed solely of non-executives. This
was contained in a study conducted of 22 large UK companies in 1990 to obtain
evidence of a remuneration committee. The companies paid the highest directors’
compensation where the companies did have remuneration committees. Although
this is but one study and was conducted in 1993 (as noted by Main et al, 2007) it
does suggest that having a remuneration committee is not an indication of improved
corporate governance. These findings could be interpreted that a remuneration
committee is associated with higher levels of pay and made no positive impact on
the incentive structure of pay that was also found by Conyon and Peck, (1998). They
also reported that higher levels of executive pay were associated with a greater
proportion of independent directors on the remuneration committee. Therefore,
independence of the remuneration committee may not provide adequate controls
over the levels of pay. Daily, Johnson, Ellstrand and Dalton, (1998) found no
evidence that a remuneration committee with affiliate directors paid the executives

higher than independent committees.

4.17 Collusion and Bidding Up

A ‘cosy collusion’ exists between executive directors and non-executive directors
who happen to sit on each other's boards or remuneration committees and thus are
able to bid up each other’s earnings according to Ezzamel and Watson 1998:221).
This asymmetric pay adjustment process produced clear evidence of a lack of board

independence and is highly contentious.

If this is the case then the concept of a remuneration committee is failing and they
are not tough enough says Brett, (2003). In the UK, nearly half of company
chairpersons surveyed in the wake of the Hampel, (1998) Report thought that
bidding up of pay occurred, but as a consequence of increased disclosure rather
than the presence of remuneration committees (Clarke, Conyon, and Peck, 1998).

As stated earlier, a remuneration committee is as good as its members. This
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problem is so vital that it should be subjected to much scrutiny in our research. In the
UK, the London Stock Exchange issued a 76-page brochure on “Corporate
Governance - A Practical Guide July 2004” which added much guidance to
companies in their corporate governance and particularly on subjects like the

qualifications of NEDs and their independence.

4.18 Monitoring Role and Further Criticism

Fernandes (2008:30) conducted research of Portuguese companies. After recent
corporate scandals and central roles that top executives played in them, the
Portuguese stock market regulator recommended in 2001 that listed companies
must disclose in their annual reports payments to top executives. The Corporate
Governance recommendation of 2005 introduced corporate governance
recommendations that included the obligation to disclose payment to top executives,
obliging payments to board members to be structured to permit their interests to be
in line with those of the company. The extensive research by Fernandes, (2008:30)
embraced 51 companies listed on Euronext Lisbon from which he hand-collected
data on compensation for all directors from 2002- 2004, categorising companies into
large, medium and small based on market capitalisation. In his sample, one third of
the companies do not have any executive members with the maximum number of
non — executives being 80 per cent. The source of their information is Worldscope,
Datastream, Euronext, and Lisbon. He finds that executive compensation increases
when boards have more non—executive directors, attempting to align the interests of
the directors and shareholders. Stock options granted were not included. The results
show that the overall level of pay of executive members is in line with pay levels in
the U.S. or U.K. The conclusion is not a favourable one for non- Executive Board
members stating that they do not have a strong monitoring role (Fernandes,
2008:30). The belief is that they are affected by the high pay they themselves
receive for low effort having little incentive to act as honest guardians for
shareholders interests. The further conclusion is that wages are higher when
companies have more non- executive board members and companies with no non—
executive members have better alignment between managers and shareholders

interests. This leaves the thought of what effect non—executive members will have on

48



remuneration committees, which have been promoted as one of the solutions to
powerful CEOs, who rule boards Fernandes, (2008:30) accentuate the doubts
expressed in many circles on the independence of outside directors. His data
suggests the NEDs are not really performing their stipulated roles; and certainly not
their watchdog role, there being few incentives for them. They suffer more criticism
with (Fernandes, 2008:30) finding “that there are high wages paid and that the
relatively low effort required by these non-executive based board directorships can

be highly attractive positions.”

Notable in Fernandes, (2008:30) research are firstly, the fact that he is a non-UK or
USA researcher, secondly, his article is current — 2007 — and lastly, it contained
impressive extensive research. If remuneration committees are not effective then he
views the costs of compensation to be too high and corporate governance will also
suffer. The only doubt is whether Portugal is so different from the UK or USA that the
results may not be comparable but there has not been any cause for this doubt.

Finally, his findings are most pointed and direct.

The results of the research by Fernandes,(2008) are against remuneration

committees.

4.19 Institutional Investors: dedicated (long horizons) and

transitional

Dedicated institutional investors with long investment horizons can play a positive
role according to their trading characteristics Dong and Ozkan, (2008). They were
able to provide evidence suggesting that dedicated institutional ownership as
elaborated on earlier not only restrains the director pay level, but also strengthens

pay—performance relationship in firms where they have significant stakes.

Dong and Ozkan, (2008) examined empirically the determinants of director pay for a
sample of listed non-financial firms in the UK. They focused on the effects of
institutional ownership in the UK on both director pay and pay—performance

relationship. Their analysis initially reveals that institutional investors, as a whole,
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make no appreciable difference in the determination of director pay level and pay—
performance relationship. After they divide institutions into “dedicated” and
“transient” groups, they show that dedicated institutions restrain the level of director
pay and strengthen pay—performance link. This is consistent with their expectation
that dedicated (long-horizon) institutions are more involved in corporate governance
and serve a better monitoring and disciplining role than other short-horizon
institutions. Their paper investigated the role of institutional investors in determining
director pay in publicly listed non-financial UK companies. The focus has been on
the distinction between institutional shareholders regarding their investment
horizons. They investigated whether institutional investors, in particular dedicated
ones, impact the level of director pay and influence pay—performance relations taken
by remuneration committees. This becomes significant when considering whether
such investors should be consulted concerning remuneration or even other corporate

governance matters.

4.20 Long Term Incentives (LTI), Total Shareholder Return (TSR)

and Substance and Symbolism

This section examines the attitude of a remuneration committee to the long-term
future of the company as, contrasted to immediate returns, as well as the importance

of the depth of the policy application, when compared to showing a “good story”.

In their interviews, Brain et al (2008:230) found that evidence of a similar desire to
conform also emerged when remuneration committee members attempted to explain
the relative prevalence of growth in earnings per share and total shareholder return
(TSR) (vide paragraph 4.14) as performance metrics in long-term incentive (LTI)
awards to the executive. (Bruce Buck & Main, 2005:1500) The requirement to satisfy
outside commentators rather than to display any linkage to corporate strategy was
usually proffered as a justification. The performance metrics utilised in the
companies where the interviewees sit on the remuneration committee reveal a much
richer range in short term incentives and (annual bonus) than in long term incentives
(share options and performance shares). Westphal and Zajac (1994) also dealt with

long-term incentive plans (LTIP) more from the aspect of substance symbolism in
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CEO contracts. They examined the political and institutional determinants thereof.
Their research extended to 570 of the largest USA companies over two decades.
Their findings showed that a substantial number of firms are likely to adopt, but not
actually use, or only use to a limited extent, long-term incentive plans that they say
suggests a potential separation of substance and symbolism in CEO compensation
contracts. What is even more significant is that their analyses suggest that this
decoupling of LTIP adoption and use is particularly prevalent with firms with powerful
CEOs and firms with poor prior performance. Then they conducted further analyses,
which showed that early adopters are more likely to pursue alignment between CEO
and shareholders interests substantively, although later adopters then may pursue
legitimacy by only symbolically controlling agency costs. How does this leave the
shareholder? The principal sees one thing but what is it that he should see and to
what extent is his investment to suffer from agency costs unknown to him. To put it
succinctly - the principal will believe he is invested in a company with a secure
management tied to a long-term incentive plan, which should show good returns, but
in fact, this is not the case. This leaves him concerned as to what the future holds for

his investment.

4.21 South African Research

There is a dearth of research articles on the remuneration committee system in
South Africa. The book “Executive Pay in South Africa “ is a key piece of literature on
executive compensation and one of the few dedicated to the subject in South Africa
by the authors who write extensively for the daily press in South Africa. Crotty and
Bonorchis (2006:118) relate that on a few occasions local board members were
called on to justify executive remuneration packages. Generally flimsy replies deny
any impression of a vigorous arms length negotiation process or that those directors
are concerned about their reputations. Therefore, they say that what is needed is for
shareholders to pursue these issues. At general meetings of shareholders they have

the opportunity to question the actions of the remuneration committee.

The mere perception of the introduction of a remuneration committee was a welcome

move as it brought assurance that steps in the right direction were being taken to
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look into whether there are independent checks on executive compensation.
However, they raise the question of how strong remuneration committees are in

negotiating compensation packages and how effective they are generally (supra).

The test is only likely to be shown where shareholders raise the issue. In South
Africa, shareholders will unfortunately generally not have before them an annual
remuneration report as extensive as is seen in the example in Appendix 4

(Pearson plc, 2006) in the UK. With such information before them they will be able to
make the enquiries which will ascertain whether it is only symbolism that is being put
before them or whether there is something of substance which will give them

confidence in their company, both present, future short term and long term.

Thus the importance is that companies shape economies, and there needs to be

broader accountability structures to ensure sustainability”

4.22 A South African Critical view of the Remuneration Committee

and its Members

The published South African research has been by Tshepo Mongalo whose
extensive article on remuneration committees in South Africa refers to their failure.
He is now situated at the Law Faculty of the University of Cape Town and confirmed
to this writer telephonically in late 2008 that as far as he is aware this is the only
published research dedicated to remuneration committees in South Africa. Activism
in some large UK companies highlights his view that investors want executive
awards tied to their real contribution to value creation. Ten years after the
introduction of the Cadbury Report (Cadbury, 1992) executives still did not suffer the
consequences of their poor performance and were thus not aligned with
shareholders. A further illustration is the golden handshake which Mongalo (2003)
quotes as rewarding failure even after and probably because of poor performance,
(Supra). He criticises share options that lack the link between pay and performance
because they are one sided — the executive can only gain and not lose. Cosatu

(2004) have figures to prove the disparity between executive pay and the worker
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saying that ‘we live in a grotesquely unequal society’ and that such disparity will have

an adverse impact on employee productivity.

Mongalo (2003) complains about remuneration committees as fundamentally made
up of members who may have a good knowledge of the company but no interest
therein. This aspect can also be considered in the light of what has been written
earlier in this chapter on whether the holdings of institutions are dedicated or
transient. In the UK when remuneration committees were, established executive
compensation grew dramatically. “He knows no evidence that companies with
committees pay their executives lesser remuneration” (Mongalo, 2003:761). Some
reasons for their ineffectiveness is access to information about other companies that
is used as a basis for compensation decisions that should rather be based on merit.
Interestingly, he comments that disclosure, which was so badly desired in the past,
has actually caused remuneration to increase due to other higher payments by
companies being viewed. Whilst expert advisors are promoted as essential to
remuneration committees particularly due to the lack of expertise by board members,
Mongalo (2003) questions their objectivity. It is risky for them to recommend austere
or frugal packages as other consultants would then be preferred by the company in
future. Should the consultants wish to ensure their own futures then recommending
packages in the cases that mediocre results do not warrant them can only promote
them. NEDs sitting on other boards tend to set a higher upper benchmark of pay
within companies than is warranted. To him they have lost objectivity. Then comes
back- scratching. Mongalo (2003:763) says that this applies particularly where the

executive has outside directorships and then continues to recommend that:

‘It is clear that remuneration committees are not well positioned to tackle
concerns regarding executive remuneration packages. In the UK they have
not been positive in ensuring that at least pay is linked to performance.”
(Mongalo, 2003:763). It is clear that disclosure as a mechanism to bring pay

in line with performance has failed dramatically”

Mongalo,(2003:766), referring to the GSK vote (51% of GSK shareholders voted

down a severance agreement), says it is worthwhile for the UK position to be
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seriously considered in South Africa. The payment of $US 35 million had been
recommended in a report from the GSK remuneration committee. This illustrates

effective shareholder power at general meetings of a company.

Mongalo (2003) titled his paper “Shareholder Activism in the United Kingdom
Highlights the Failure of Remuneration Committees: Lessons for South Africa” and
proceeds to show that the significance is that there is a lesson South Africa can
learn from the UK. It is of importance that the article is neither South African nor is
the date 2003 too long ago as the content empirically evidences this. What we do not
have is evidence of empirical South African research. How active are shareholders in
South Africa and where are the leading shareholders? Although the press are active
critics of companies, there is an opportunity for them to provide a welcome lead to
the direction where sharehoiders should go. Mongalo, (2003) is of the view that
remuneration committees are not successful and criticism by the press, although
mainly dedicated to the quantum of compensation, is equally critical, as

remuneration committees would not, in their view, pay such compensation.

Mongalo (2003) has raised many issues that need to be looked at for a remuneration

committee to be more effective.

4.23 Independence of the NED

Should NEDs not display independence a perception of bias and wrong decisions on
compensation and other matters within the bent of the remuneration committee
would result The NED holds a position of high trust and accountability. In the USA,
the SEC set out requirements on NED independence. Wood (2004) explained Rule
16b-3, IRC Section 162(m), and the NYSE and NASDAQ listing requirements as
creating a number of specific requirements for determining compensation committee
independence. These requirements, as detailed as they may be, cannot, however,
be relied upon as the exclusive test of independence. Wood (2004) believes that, in
assessing a director's independence for state law purposes, a board should take
account of personal friendships, prior business relationships, and even ties created

by philanthropic activities between executives and board members. As a lawyer, he
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explains a background of case law on this aspect of independence. He concludes
that such connections might interfere with, or be perceived as interfering with, the
board member's objectivity in evaluating executive pay. The USA regulations
(quoted by (Wood, 2004)) are of more extensive detail than exists in South Africa.
The rules are not only issued by the SEC but also by the Internal Revenue code, the
New York Stock Exchange and the NASDAQ. The implementation of these stringent
requirements may not be easily implemented but they are not merely symbolic.
When called upon to qualify as a NED the applicant should be put to a subjective
test that would not be merely symbolic. The implementation of such a test would

certainly inspire stakeholders.

Having seen that the NED is fundamental to the activities and effectiveness of the
remuneration committee his qualifications are then viewed from two aspects. Firstly,
from the requirements of what one would expect of a director with a particular bent
towards the remuneration committee and secondly, there are the recommendations
(regulations) of bodies like the (Cadbury, 1992) and Greenbury reports (UK) and the
SEC in the USA. It has thus been seen quite clearly that the independence of the
NED is a sine qua non. As with qualifications, this is seen in recommendations

(regulations) and in addition in the person himself.

The importance of the independence of directors is stressed in the King Report at
2.4.3 on page 24 which states these as:

‘Independent director - is a non-executive director who:
(i) is not a representative of a shareowner who has the
ability to control or significantly influence
management;

(i) has not been employed by the company or the
group of which it currently forms part, in any

executive capacity for the preceding three financial
years;

(iii) is not a member of the immediate family of an
individual who is, or has been in any of the past

three financial years, employed by the company or
the group in an executive capacity;

(iv) is not a professional advisor to the company or the
group, other than in a director capacity;

(v) is not a significant supplier to, or customer of the
company or group;

(vi) has no significant contractual relationship with the
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company or group; and

(vii) is free from any business or other relationship which
could be seen to materially interfere with the
individual’s capacity to act in an independent

manner.”

This is a matter for consideration, certainly from the aspect of substance and
symbolism and to avoid criticism of cronyism. Research has shown that the
independence of the NED is actively desired. It is a vital aspect of corporate

governance.

This chapter has shown research on the problems expressed in Agency Theory and
views of a remuneration committee. There have been varied opinions on whether the
remuneration committee system is working, whether it is applicable or whether
shareholders should exercise more power. The importance of the NED has been
seen from many points of view. Remuneration is a major task of the committee and
many aspects have been seen particularly for the benefit of the company by
incentivising the executive. Throughout, the importance and application of corporate

governance has been paramount.

4.24 Motivation

When commenting on the Quantum of Compensation in paragraph 4.3, above
reference was made to (McConvill , 2004) whose view is that pay for performance is
a flawed methodology. His writings of are of great importance and should be noted
by remuneration committees. Unfortunately, this is not a discourse on psychology
but his writing are worth noting well. He draws on an extensive range of literature in
psychology, management and workplace relations, behavioural law and economics,

sociology, philosophy and law.

4.25 Authors Quoted

This literature review has benefited from the writings of top academics locally and

internationally. The King Report (King Committee, 2002) set the tone for corporate
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governance in South Africa and Cadbury (1992) reported in the UK. No literature on
the topic of remuneration committees and executives could exclude Jensen and the
various academics who wrote jointly with him. Sanchez in Spain has vast literature
on his website. Numerous UK writers are quoted. The contrary views on
remuneration committees are expressed succinctly by (Bebchuk & Fried, 2004) in
their book. One might call Crotty and Bonarchis (2006) ubiquitous, reading their
articles almost every day in Business Report (Independent Newspapers); and lastly
one is rather proud of the direct expressions of the views of UCT’s own Mongalo.
Because the results of the McKinsey research are so vital to corporate governance,
enquiries were made to qualify them. The essence of the response received was
“‘McKinsey is the creme de la créme of strategic and financial consultancies. It has

huge and immense credibility.”

Such literature is the starting point after which this thesis will proceed to conduct its

own research by a survey and interview.
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CHAPTER 5
RESEARCH METHODOLOGY

5.1 Quantitative and Qualitative

Research now continues and forms a backdrop to enquiries conducted in a
qualitative approach in the form of personal interviews. The quantitative research
was conducted in the form of a survey despatched electronically in order to enrich,
complement and enhance the qualitative results. In such quantitative research, the

results of the survey conducted are analysed.

Of these two main methods, it is necessary to ascertain whether quantitative
research will be appropriate and to ascertain whether the information furnished can
be applied in comparison with the results of interviews and the literature survey on
the administration of executive compensation by a remuneration committee With this

in mind, the questions in the electronic survey have been designed appropriately.

5.2 The Interviews

The qualitative research interviews were undertaken to obtain practical empirical
information at high level. A spectrum of views was sought to ascertain what
procedures and policies are applied in practice in remuneration committees. The six
persons interviewed were the chairman of a listed company, the managing director
of a formerly listed company, the recently retired CEO of a listed company, the CEO
of a listed company, the chair of remuneration committees of unlisted substantial
companies and an analyst. Each of these persons is involved in remuneration
committees and they hold positions in companies where such committees are a vital
link. The variety of persons interviewed afforded a spread that afforded a balance of
views. Although only six persons were interviewed, no matter how balanced, this low
number was supplemented by the electronic survey that brought in the views of thirty
one persons. After canvassing a variety of views of academics in the Faculty of

Commerce this response was considered to be satisfactory It was concluded that
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survey responses should not stand on their own but need to be supplemented by
the views obtained in interviews and in the literature review. This is discussed further

in 5.4 below.

The writer considers himself highly fortunate in succeeding in obtaining the co-
operation of the interviewees. The outcome brought a balance of views. There are
numerous companies in which the top executives could most likely have a wealth of
experience. To request an interview “out of the blue” would not have much chance of
success and then when conducted the respondent would start from a fundamental,
understandable basis of not knowing whether to trust the writer. The interviews were
highly stimulating. Something, which flowed during the interviews, was an attitude by
those running companies that they would observe in the breach many norms but on
a legal and moral basis would act in the interests of their companies. This was
illustrated by an attitude that where profit targets were not achieved they still paid
executives bonuses for plain hard work in exasperating economic climates and the
chairmen would then be prepared to take the criticism from investors particularly as
they know how hard it is to obtain and retain top executives. They were prepared to

make such disclosures to the writer because of the confidentiality undertaking.

5.3 The Survey

The quantitative research follows the qualitative research. The survey was
conducted through a questionnaire on various aspects of remuneration committees
(Appendix 2). A robust research solicitation of views was conducted in order that a
comparison can be made of a research survey against interviews in order to
ascertain what knowledge can be added and in order to enrich the information from

the interviews.

The basis of choosing the questions flows from the personal interviews conducted as
well as the matters dealt with in the Literature Review Chapter. Matters raised in the
research and reported on in the literature review are thus canvassed from a wider

number of persons in the survey.
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Prior to dispatching the questionnaire, a draft was tested against a variety of persons
for their reactions and criticisms. Without listing all persons a sample would be a
former Cape Town Stock broker who is now a leading investment advisor in London,
the Managing Director of the Finance Section of one of the top international
investment banks situated in Hong Kong, a business woman in Cape Town, and it
goes without saying that this author received valuable guidance from his supervisor.
Some of their comments are of interest. One said that he had never served on a
remuneration committee; that the answers called for should stress more the
“agree/disagree” format; the invitation to the respondent to telephone was
considered important. A few important calls were received. There was some criticism
of the great stress placed on the “jobs for pals” tone of some of the questions. The
response thereto dealt with the importance of the NEDs in the remuneration
committee being so fundamental that if there were not completely independent
members then the investing public would reconsider the corporate governance
aspect of any company’'s remuneration committee. A few of the persons tested
asked for nepotism or cronyism to be explained; consequently, definitions were
inserted in to the questionnaire. Inserting a background explanation to the complete
questionnaire was considered but as brevity is of the essence in obtaining responses
this was not proceeded with. It was decided however to explain briefly the functions
of a remuneration committee in a question. This may be seemingly basic, but it is
vital. In framing the questions, brevity was of importance as the recipients are top
executives and analysts in South Africa who are cognisant of time constraints; if the
survey is too long, they will merely ignore it. It is well recognised that there are a vast
number of surveys being sent out but the electronic method was on balance

considered by far to be the best one.

A general impression received from these discussions is that knowledge on the basic
requirements and the workings of a remuneration committee is thin. It is thus
considered important that the chapter herein headed “Remuneration Committee”
furnishes the reader with a description of the background and workings of the

remuneration committee today.
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Sending the survey via hard copy correspondence was rejected as being too tedious
to the recipient, too costly and not more effective than electronic communication that
is considered more acceptable today than hard copy. It is also easier for the recipient
to reply electronically. The electronic survey method that was decided upon was that
provided by the University of Cape Town known as “Select Survey” which is one not
often used by individuals. The facilities on this system allow questions to be asked in
a variety of formats with multiple-choice answers, the main one being the ‘agree,
disagree’ method. Thus, the decision was made that the best system is for the
questions to be framed mainly to allow for the “agree/disagree” format. This allowed
for a more positive and decisive response. The questions were so worded that direct
and dedicated answers were required without any long deviations. Care was taken to
ensure that opinions were not being expressed or suggested in framing the
questions. The email letters were personalised by being addressed to individuals, by
name, position and their company and more information where considered
necessary, considering that they are persons of influence and experience. The same

letter was thus sent individually to many individuals.

5.4 The Recipients of the Survey

These are persons chosen for their influence and knowledge. The survey was sent
to the CEO and CFO of almost all listed companies on the JSE - a total of 243
emails were dispatched.. In other cases, the survey was addressed to the chairman
or managing director or similar senior positions for reasons applicable to the
individual companies. The analysts or investment officers of institutions were also
addressed. It is of importance to ensure that the list of companies is comprehensive.
Thus, the names and addresses of such recipients were obtained from Macgregor's
‘Who Owns Whom” (2008) book which lists 349 companies plus others on the
development board of the Alternative Exchange which companies were not included
in the survey Whilst the purpose is to include all companies listed on the JSE, those
owning properties reflected in the Property Unit Trusts and Loan Stock companies
were in some instances excluded where they employ very few, if any, staff, rather
using property administration companies. A problem is that new companies are

being listed continuously these cannot be found easily and do not have a listed
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history. A comprehensive list was therefore used. Considerable efforts were made to
obtain email addresses of their companies. Telephonic enquiries were mainly
successful although changes did occur and email reports on non-deliveries did not
facilitate delivery despite follow up calls. The covering letter was worded as to appeal
to the responsibility toward corporate governance. In interviews and general
enquiries it was ascertained that every executive is personally, interested in earnings

thus the introductory caption to the covering letter read “Executive Remuneration”.

Although an email list of all companies listed on the JSE was made available this
was not used for the reason that results on an ad hoc basis were not required. The

responses are from persons whose views should be respected.

In 5.2 references is made to the receipt of 31 responses to the survey out of 243
requests. Despite that view, the quality of the responses received from some of the
most senior executives and the size and stature of their companies make up for
quality over the quantity of the views expressed. The responses are thus
academically considered both acceptable and defendable. Anderson, Sweeney and
Williams (1990:247) confirm this saying that:

“.... The sample size of 30 is the rule of thumb that allows us to assume that

the large sample conditions of the central limit theorem have been satisfied.
This research now proceeds to consider the results of the qualitative and quantitative

research and the literature research, organising the various views together in order

to facilitate comparison.
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CHAPTER 6
RESULTS AND ANALYSIS

Having completed the literature review, conducted the interviews and the survey, it
follows to examine the results of these aspects referred to in the research

methodology.

6.1 Corporate Governance

Each person interviewed accepted that corporate governance of the highest
standard is the norm, with the King Reports setting the basis in South Africa. No
direct reference in the survey was made thereto but it had high standards as the
basis. The literature review reflects an attitude that all of the research strives for the
highest and the best standards for investors, the executives, the company, and its
staff, that corporate governance will produce. A remuneration committee is an

essential function of the prerequisites of corporate governance.

In the literature review it was shown that the vast benefits to companies which
conform properly to corporate governance were noted by Coombes and Watson
(2000), published in the in the McKinsey and Co. report. They found that a huge
number of global institutional investors indicated a willingness to pay a premium for
the shares of a well-governed company over one considered poorly governed but
with a comparable financial record. Three-quarters of these investors indicated that
board practices were at least as important as financial performance, when evaluating
companies for potential investment simultaneously adding significant shareowner
value, which can also make countries, especially in the emerging markets, a magnet
for global capital.

Corporate governance is at the core of all aspects of the motivation, results and
activities involved in this research. None of those interviewed and surveyed had
anything adverse to say about corporate governance nor was there anything adverse

in the literature review.
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6.2 Support for the Remuneration Committee System over Agency

Theory

At interviews, there was acceptance almost throughout in favour of the remuneration
committee system except from the analyst who favoured to empower shareholders.
The survey supported the views of those interviewed by voting 78, 57% against
shareholders having more say or 71,42% against applying alternative methods to the
remuneration committee system. The system is not left alone in an oligarchic manner
but in the survey, there was a 92,74% vote for spelling out their policies to
shareholders in the annual report submitted to the Annual General Meeting of
Shareholders. One respondent commented: "Shareholders should have the authority
to vote on broad remuneration principles via a remuneration report and vote annually

— they should vote on principles”. Another respondent put it differently

“It is impractical to let shareholders decide on operational issues like
remuneration. The chairman of a remuneration committee is to answer
questions on his area of responsibility at a shareholders meeting. They are
entitled to voice concerns or refuse to reappoint directors or ask for

remuneration details at shareholder meetings”.

However, this may not always be the case in practice. Crotty and Bonarchis
(2006:118) relate that when board members were called on to justify packages there
were flimsy replies which denied any impression that a vigorous arms length
negotiation process had been carried out or that directors are concerned about their
reputations. They say that what is needed is for shareholders to pursue these issues
at general meetings of shareholders when they have the opportunity to question the

actions of the remuneration committee.
A conclusive opinion in the survey summed up the matter when a respondent said:

“If shareholders do not agree with the remuneration of executives, they should
voice their opinion to the board. They should, however, not be in a position to

have power to dictate remuneration of executives. The Remuneration
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Committee system should remain as the method authorising executive

remuneration”.

Other points of view appear in the literature review. South African research was
against many aspects of the operations of a remuneration committee. These will be
seen in various aspects of the research outlined in this chapter. Overseas research
expressed many opinions against the remuneration committee system. (Fernandes,
2008:30) conducted extensive empirical research that concluded that NEDs do not
have a strong monitoring role and that executive emoluments are higher when

companies have more NEDs. He criticised NEDs as being influenced by their own

high pay.

Reviewing the analysis of the views expressed one sees that there is much support
for the remuneration committee system in contrast to empowering shareholders but
dissatisfaction with the way the committees are conducted. In the UK, USA and
South Africa remuneration committees were formally introduced approximately a
decade ago. They can thus still be considered young but what should be noted is
that they are progressing away from the Agency Theory methods. This is progress

although they do have room for further improvement.

6.3 Shareholders vs. Remuneration Committees for Executive

Compensation

The debate is whether executive compensation should be decided upon directly by
shareholder involvement rather than delegating this power to a remuneration
committee. In the literature review, there were powerful writings against a
remuneration committee that supported the view that the decisions on remuneration
should vest in shareholders. Bolton et al, (2007), however, claimed that the bursting
of the technology bubble was attributed to the lack of the proper control by
shareholders whereas a properly set up remuneration committee might have

assisted in preventing some of the root causes.

No views were expressed calling for reversion to Agency Theory.
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78,57% voted against placing more power in the hands of shareholders authorising
executive remuneration, with almost the same number (71 42%) not accepting that
there are better alternative methods than the remuneration committee. What was
considered more practical is to limit institutional shareholders to be more effective in
expressing their views to the board on how it decided on executive compensation. In
the section provided in the survey for comments, views expressed were “Why have
any board then? — no points in having a remuneration committee”, “why weaken the
board’s rights, shareholders should vote on broad principles”. One respondent in
viewing shareholder involvement as impractical points out that those large blocks of
shareholders could then express their interest in board remuneration. Other
comments are that decisions in the domain of shareholders destroy wealth and are
impractical. The remuneration of executives goes to the core of a company’s longer
term performance through its influence on the calibre and depth of leadership - thus
they say it is “madness to hand this to a distant and possibly disinterested
shareholder body”; “shareholders would not have access to the necessary specialist
and informed decisions and would have very little knowledge of appropriate
remuneration”. One ‘anti’ view said that shareholder activism is critical on
remuneration related issues. By this, one interprets that shareholders would not see
a balanced view on the importance of compensation particularly the importance of
obtaining and retaining executives and not merely being critical about the
remuneration without being constructive by looking at the overall strategy of the
company. In the interviews, the objection against shareholder involvement was

strong, adding that shareholders also did not have the qualifications to be directors.

Barak et al (2008) as well as Cohen and Lauterbach (2007) showed that shareholder
power could negate a remuneration committee decision indicating that the
independence of a remuneration committee must not be interfered with by a powerful

shareholder.
Bebchuk and Fried, (2004:195-200) were critical of board monitoring and

recommended increased shareholder power by larger institutions. They disapproved

of existing systems and used strong terms such as “defective board monitoring”,
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“abuse by CEOs” and “executive pay excesses” and submitted a “recommended

alternative managerial power model”.

Jensen, (2007:2) warns against giving the agent a “blank cheque” saying he must

account to the principals who should monitor.

The above views indicate much support for the remuneration committee system from
the survey respondents as well as at the interviews. Opposition was shown to
remuneration committees in the literature research with corresponding support from

them for shareholder involvement.

It is prevalent today for companies to seek approval for payment of the fees payable

to NEDs (only) at shareholder meetings.

6.4 Outside Remuneration Consultants

At interviews, most companies supported the use of remuneration consultants. One
company appointed a life and pensions consultant, who is not a director of the
company, as a member of the remuneration committee. In the research literature
there is a strong adverse view on bias shown by such consultants who would affect
their own popularity if they do not present remuneration statistics favourable to the
executives. Mongalo (2003) questions their objectivity saying that it is risky for them
to personally recommend austere or frugal packages as other consultants would
then be preferred by the company in future. Should the consultants wish to secure
their own futures then they should realise that in the event of them recommending
compensation packages that reflect mediocre emoluments they then take the risk of

not being re-appointed

In one interview, the company restricted the use of such consultants to a minimum.
Only on an occasional basis were consultants used. Their committee preferred to
follow the market itself by keeping abreast of trends in the press and by inserting
advertisements themselves as well as generally maintaining communications

between companies and executives.
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In the survey 89,19 % considered it essential for external and /or internal
remuneration consultants to advise the remuneration committee in deciding on
compensation. Whatever the correct view is, the committee must be guided by
proper research into the quantum of compensation paid in the market place and
employments packages and conditions as NEDs cannot themselves be regarded to

be specialists in executive packages.

The analysis stresses the importance of consulting experts on the matter of
executive compensation that is regarded as not being within the knowledge of the
average director. Whilst all were in favour of consulting them, in the literature review
there was a strong warning to be sceptical of the motives of the consultants. From
this, one is left with the thought that the consultants should be put to direct tests as
to their methods; alternatively, two separate firms of consuitants could be used
independently either on the same issue or on different divisions of a company. The

one could be played off against the other.

6.5 The CEO

At each interview, the problem of a sudden unexpected replacement of a CEO was
considered to be a major source of concern. One interviewee had been a director of
a company that had suffered such a problem. No definitive solution to the problem
was offered although many alternatives were considered, the easiest being found in
a group of companies consisting of many divisions to have within such divisions
executives capable of such promotion. The working life of a CEO is considered a
maximum of ten to fifteen years with age being a factor to take in to account,

particularly in the fashion industry.

In a unitary board, the CEOQ is the executive director whilst the majority of the board
are NEDs. At interviews, no need was seen to increase the number of executives
although some companies do also appoint the CFO and Managing Director to the
board. In the survey 62,06% voted to increase the number of executives who are
members of the main board but still ensuring that NEDs remained in the majority.

The unitary board system is becoming well accepted in South Africa with the majority
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of the main board having no involvement at all in the executive function of the
company. This matter was not a contentious one. An important aspect emerging
from the interviews is the importance of ensuring that there is depth to management

that would avoid the major problem of an unexpected loss of a CEO.

“Given the strategic operational role of the chief executive officer, this function

should be separate from that of the chairperson” (King Committee, 2002:23).

6.6 Qualifications Appointment and Independence of NEDs

In the literature review Clarke et al, (1998) pointed out that a remuneration
committee is only as good as its members. A guide as to the qualifications has been
issued by the London Stock Exchange as part of their 76-page brochure on
corporate governance. The qualifications could not be discussed at interviews, as

the interviewees were themselves NEDs.

In the literature review, Mongalo (2003) complains about remuneration committees
being fundamentally made up of members who may have a good knowledge of the
company but no interest therein. In the interviews, the support was for the unitary
board system with no problem being expressed about the selection process. In the
survey 100% voted that remuneration committee members should have various

specific attributes and not to generally be persons with business experience.

These attributes which respondents to the survey listed commenced with a sound
knowledge of remuneration, then followed numerous other attributes such as broad
skills, general commercial and business knowledge of the ins and outs of package
restructuring, employee benefit funds and of tax, to be economically astute, and
have a reputation for being fair with integrity, experience on similar boards (being
wary of conflicts at the same time), experience in human resources, a holistic picture
of best practice in other organisations, independence, common sense and a sense
of reality, having held previous senior managerial positions, industry experience,
ability to stand up to executives and shareholders and finally a working knowledge of

the business.
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67,64% felt that at least two members of the committee should not be directors of the
company and should rather be nominated from a pool of outside persons appointed
for 3 years in order to maintain their independence from the main board. Following
on this 62,85% wanted greater institutional involvement by forming a pool from which
members would be available with impeccable qualifications. Whilst 80% are satisfied
that remuneration committees are generally made up of independent members,
65,71% felt that the committees too often consist of friends and associates of the
board and are thus not entirely independent(vide paragraph 6.7, below). However,
59,38% were against accusing the committee of being part of a “club”. Then 90%
called for the nomination committee to play a more active part in forming the

membership of the remuneration committee.

The extent of the answers furnished is a strong indication of the importance which
senior executives, who are the main respondents of the survey, place upon the
qualifications, appointment and independence of members of the remuneration
committee and the vital part such committee plays in the welfare and progress of the

company.

Thus, one sees that the importance to the company and its owners of the high
standards required from the NEDs equates to that required of the main board

directors.

6.7 Cronyism, Nepotism and the “Club”

These are problematical questions which themselves invite debate. The answers
furnished reflect appropriately. Whilst it is not considered good balance to frame
survey questions to suggest an answer this question was initially very carefully
looked at. Despite one sharp criticism from a survey respondent that the questions
are not appropriate to a Masters thesis - this may well be - there are aspects of the
answer that have been difficult to avoid. The choice of the appointment of additional
directors must almost always express a board's wish to be responsible towards
appointing a person whose qualifications are well known to them — and should refer

to the extensive response on the qualifications of NEDs. When inviting non-executive
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directors to join the board, the board will be most conservative in their approach as a
reversal of their decision can be unpleasant and reflect poorly on them. Accordingly,
the choice would veer toward someone known to them. How well known of course is

the difference between cronyism and independent judgement.

In the literature review Ezzamel and Watson (1998) suggested that a ‘cosy collusion’
exists between executive directors and non-executive directors who happen to sit on
each other's boards or remuneration committees and thus are able to bid up each
other’s earnings. If this is the case then the concept of a remuneration committee is

failing and they are not tough enough to make independent unbiased decisions.

Mongalo (2003) criticises back scratching particularly where the NEDs have outside
directorships in which they can recommend the appointment of each other. He
continues to say that this does not allow remuneration committees to tackle concerns
regarding executive remuneration packages. Another form of cronyism was seen in
the research undertaken by (Barak et al, 2008) where owner CEOs exploit the
company and extract private benefits in the form of inflated pay. Research in the UK
found in a survey that nearly half of company chairmen thought that bidding up of

pay occurred.

Despite these problems, it was thus encouraging to see that the responses to the
survey showed that some two thirds voted in support of the accusation that boards
did not make appointments based on accusations of cronyism and nepotism. Eighty
per cent of the responses confirmed that the independence of persons appointed
should be known to respondents. The result of the vote on whether new
appointments have to be members of a “Club” was 60% saying this was not so and
that appointees were independent of friendship obligations. Some comments are that
remuneration cannot be administered by outsiders, that the remuneration committee
must stand on its own two feet “and if not it is completely useless”. The concerns are
valid but not pervasive as shareholders meetings can take up the issue and
shareholders do have the ability to nominate and appoint NEDs. Some strong
opinions were voiced — an example was that there is a high incidence of cronyism

and that there will always be a high incidence of cronyism. Finally, the sharpest
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criticism is that companies appoint NEDs who are likely to agree with their views and
once appointed they reciprocate favours for the opportunity offered to them. The

comments and the votes are rather mixed and leave one without positive direction.

The following are some direct quotes from respondents to the survey:

“l believe there is a high incidence of cronyism;

Should not happen but | have no knowledge of whether it actually does;

In our experience non-executive directors take their responsibilities very
seriously and make decisions on external information such as remuneration
benchmark reviews;

Companies in most cases appoint non — executives who are likely to agree
with their views. Once appointed these people reciprocate favours for the
opportunity offered to them;

There will always be a degree of cronyism in the appointment of non
executive directors to a remuneration committee.”

It would have been considered aggressive to ask the persons interviewed whether
the appointments they themselves had made were based on matters other than their

best judgement of the suitability of the appointee.

In paragraph 6.5, the importance of the qualifications of the members of a
remuneration committee was stressed. Thus, the instance of any cronyism or
nepotism becomes a startling and major issue should it exist. Shareholder
involvement in the activities of the remuneration committee met with general
disapproval, the appointment of the members of such committee is one that should
be subject to great interest at shareholder meetings. This need not only takes place
when a new appointment is made but when the remuneration committee reports are
submitted for approval at the annual general meetings. At that meeting, the
opportunity should be availed of by shareholders to evaluate each of the members of

the remuneration committee. NEDs should then respond to investor examination.

The recently passed Companies Act, No. 71 of 2008, which will only come into
effect in 2010, provides that the sister committee - the audit committee - “...shall be
appointed at each annual general meeting and shall comprise of at least 3

independent non-executive directors.” A similar provision has not been inserted for a
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remuneration committee but this is a matter for future consideration that would stress

the importance of a remuneration committee.

6.8 Compensation

The literature review, contained many requirements that the compensation
committees should follow the philosophy and strategy of the company. The
committee should be aligned to the company’s overall vision, its mission and style
(Weinberger, 2007). At the interviews, the respondents all felt that compensation in
general is market related. Where criticism was levelled against the amount of
remuneration, it had been found that, when subject to enquiry as to replacement
cost, the latter was found to be higher. The margin of any possible overpayment was
very often considered to make very little difference to the overall profits of the
company but created excellent inducement to the executive. In literature Hsieh and
Kleiner (2003:77) stress that “the positive impact that a great CEO can have is
enormous and companies cannot afford to lose it.” On the other hand, a robust
empirical analysis of Dutch listed companies failed to detect a positive pay

performance relationship (Duffhues & Kabir, 2008)

Ward (1998) felt the need for a remuneration committee to control outside
appointments by the CEO from the aspect of time taken and his earnings. In
addition, his research indicated that remuneration committees actively pursued the
most efficient, democratic and open approaches to compensation from many angles

that caused him to support the committees as opposed to Agency Theory.

Compensation being the main function of a remuneration committee is the subject of
much research on whether various actions by the committee cause compensation to
be higher or lower. The quantum of compensation is a vast subject not elaborated on
herein, specifically due to this research being mainly on the effectiveness of the
remuneration committee. The incentive aspect is considered a major function that

this review now proceeds to deal with.
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6.9 Incentives

In the literature review, Jensen and Murphy, (1998:270) ask whether current levels of
CEO compensation are high enough to attract the best and brightest. He is against
paying the executive like a bureaucrat because that is how he will then work. All
persons interviewed agreed that one of the main financial ways to incentivise the
CEO is by participation in the resuits of operations. 95,24% of those surveyed
agreed that it is accepted today that incentive schemes are important to the
employment of executives. The only dissenting view was expressed by the analyst
who felt that the whole package needed prior approval of shareholders. This was
supplemented in one case where executives participated in the results of nodes only
which were not related to the bottom line. These nodes applied to specific tasks
delegated to these executives. The most prevalent method is where targets are set
at the commencement of a cost period, the formula providing for the executive to
participate in a share of successfully reaching a target agreed upon in advance.
Westphal and Zajac (1994) expressed concern about information asymmetry where
substance and symbolism differed and a problem arose with verifying the targets
submitted by the executive for purposes of calculating incentive payments.
Landsberg (2007:22) warned against remuneration committees acting on an ad hoc

basis saying that incentives should be carefully thought out and structured.

In the literature review Pfeffer (1998), stressed that even in the broader high-
performance human resource management approach the application of pay
contingent upon performance is recognised as a key component of compensation
packages. The principal is striving for the agent to become a ‘partner in the
businesses. The contingent pay is thus equivalent to a share in the profits. To quote

one interview

“The difference between a good company and an excellent company is your

top executives who make the company work. You must look after them”.

Whatever method is to be applied to incentivise the CEO the most successful

method will be that in which a remuneration committee and the board cause him to
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voluntarily, willingly and enthusiastically administer the firm. It was also noted that
the CEO compensation endures for a relatively short period of time during which the

CEO has to provide for his own subsequent future.

It was however, agreed that the payment of bonuses based thereon are not “cast in
stone”. At one interview, the current economic downturn was considered in this light.
The remuneration committee had to consider not paying bonuses when the
executives completed a gruelling year in difficult economic circumstances. The head-
hunters arrived with attractive signing on bonuses. A redeeming feature in these
circumstances is the employment contract to which the executive was bound by a
restraint of trade payment. So the remuneration committee was left with the problem
of how to incentivise major efforts other than in “terms of the rules” especially when
the results achieved are due to external economic factors. They broke the rules and

paid bonuses in these circumstances.

The remuneration committee is guided by a CEO who shows his appreciation and
leadership of the executives. All accept adherence to corporate governance.
Important research writing is the comment by (Jensen and Murphy, 1998:270) that
executives must be incentivised failing, which they will perform like bureaucrats to

the detriment of the company.

In the survey 63,04% disagreed with the concept of shareholders approving the
salary of the executive whilst 61,36% disagreed with the concept of shareholder

approval of executive bonuses.

The views expressed were sharply in favour of the financial aspect taking steps to
incentivise executives by participation in results achieved. Remuneration committees
must however be cautious in merely accepting figures placed before them, whether
such details relate to forecasts as to the future or of historical amounts. The
mechanism of participatory incentivisation is regarded in the interviews as being of
great importance to the success of the organisation. The public perception of high
total emoluments of executives stems not so much from their basic salaries but from

these bonus incentives.
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6.10 Shareholders — Board Representation

Because shareholders are more involved and have an investment to consider, the
question was included which asked whether institutions — generally referred to
because they hold the largest shareholdings — should take up positions on the board.
65,51% supported this view yet, at interviews, the views were that they did not
usually have the expertise or the commitment to the company, whether they have
long or short-term horizons. The institutions themselves were reluctant to accept
board positions and preferred having regular informal financial reviews with their
analysts and executives of the company. One of the institution’s main considerations
is that if they have board representation and then bought and sold the shares they
might be accused of insider trading. This exhibits an interesting aspect of the logic
behind their investing in listed companies. It does not evidence an intention to be a

long-term holder.

In the literature review we read that dedicated, as contrasted to transient, institutional
investors can act as a monitoring or restraining factor on executive remuneration.
The importance is that the investors must not be transient according to (Dong &
Ozkan, 2008:351) who believe dedicated investors have a better discipline role to
play. Dong and Ozkan, (2008:350) found that this is extended to institutional
ownership having a positive and significant influence on CEO pay-for-performance
sensitivity of option grants. Consequently, whilst a board may watch its largest
(institutional) shareholders buy and sell their shares, the board and the remuneration
committee remain in a position where they must steadily continue to take their own
decisions with little if any guidance from or consultation with the (institutional)

owners.

Other than the analyst interviewed; there is little support for shareholder involvement
in the form of direct board representation — not even through the remuneration
committee. In theory, the board should represent the major shareholders who are the
true beneficiaries of the organisation’s results. They should be “there to look after
their money”. This is not the situation due, firstly, to institutions not employing

experts trained with the skills to sit on boards and secondly, because they keep to
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themselves the right to be able to trade in the company’s shares. This latter logic
would render them subject to the penalties of insider trading as well as not being

dedicated long-term holders - thus defeating the purpose of board representation.

6.11 An independent (NED) non- executive director as chairman of
the board

This question is close to the cronyism. In corporate governance, it is accepted and
considered by the King Report, (King Committee, 2002:23) that “the chairperson
should preferably be an independent non-executive director’. Thus, one quarter of
the votes in the survey against an independent NED chairman is significant but in the
end not surprising due to the approach of many executives who are large

shareholders who wish to have stronger control.

In the UK, there was a sharp adverse reaction when household name company
Marks and Spencer appointed its CEO to be the board chairman. The chairman of
the board is expected to be a NED having no management ties (Coakley & lliopoulou
2006). Studies found that less independent and larger boards award CEOs
significantly higher bonuses and salary.

"Companies should be headed by an effective board that can both lead and control
the company. The board should comprise a balance of executive and non-executive
directors, preferably with a majority of non-executive directors, of whom sufficient
should be independent of management so that shareowner interests (including
minority interests) can be protected” (King Committee, 2002:22). Today more

companies are moving towards appointing an Independent NED as chairman.

6.12 The Press

“The media also have a part to play in drawing attention to governance
issues of public or shareholder concern. It is vital to seize the opportunity
presented”. (Cadbury, 1992:18)
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Criticism of the press because they look for sensationalism was felt strongly by (96,
67%) of respondents to the survey. The suggestion was that the press should turn
their attention to investigate fully how compensation is calculated (96,67%) as well
as how such calculations are comprised (91, 66%). The consequences were not as
strongly felt when 66,67% of respondents said that this could affect the quality of
investors and investment. None of the respondents proffered commentary on

whether there are any positive aspects of the functions served by the press.

No research was found on the effect of the press on remuneration committees nor
were they discussed at interviews. The attitude of the press should be reviewed in an
objective long-term context. Until disclosure became obligatory, investors were ill
informed. Once King and other overseas bodies brought in disclosure requirements it
was the press who then highlighted the extent of executive payments as disclosed in
annual and other reports. These writings could be applied to more constructive
comments on other aspects of listed companies’ compensation policies.
Announcements by companies of results are part of press briefings at which
journalists have the opportunity to make balanced enquiries on the operations of
remuneration committees Thus they could then report in even greater depth on the

emoluments that they consider being so vast.

A gap exists for the press to be informative on the workings of a remuneration
committee as well as the infrastructure of executive employment. Such information
would add strength to the information customarily provided by them and

simultaneously promote investor confidence.
The views of those interviewed, the results of the electronic survey and research

literature have now been compared. Conclusions must now be drawn from the

research conducted.
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CHAPTER 7
CONCLUSION

To establish remuneration committees has been a corrective process. The King
Commission in South Africa and the Cadbury Commission in the UK successfully
introduced remuneration committees. The initial problem was the escalating losses
suffered under Agency Theory. Investments in companies suffered Rents and
Outrage costs, the consequential mistrust, losses of confidence and weak corporate
governance. Remuneration committees were thus, introduced as the solution to the

Agency Theory problem. In that they have succeeded.

The importance, whether they are effective is seen in the strategic effect that
remuneration committees have on the results and operations of listed companies. A
divergence of views expressed no confidence in the remuneration committee
system, supported in the literature review by many authors although persons
interviewed did not express any adverse views against the system, nor did the
electronic survey elicit strong views against the system. There was some support for
shareholders to be more empowered, albeit without direct involvement. The strong
call has been for shareholders to be more outspoken in their contacts with boards
whether at shareholder meetings or by indirect approaches. With such a hiatus of
opinions, are they effective? Firstly, the committees are young, having only been
established in the 1990s. Then, there is not much research of a current and topical
nature to establish in some detail whether their operations have actually been

successful. This is one of the matters for future research.

Whether remuneration committees are effective enough has been shown to be
debatable, but they are “the best we have”. Nevertheless, they can be improved
upon. Whilst many faults have been shown in this research, remuneration

committees, although effective, have need for much improvement.

Symbolism may give the impression to outsiders that all is well whereas substance
may well be lacking. Doubts exist whether the committees are substantially carrying

out their functions; for example by the employment of the correct remuneration
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consultants or whether the right persons are appointed to the committees or whether

NEDs are merely friends of the board appointed “crony like.”

There is now full disclosure of the emoluments of the executives and their incentive
bonuses are properly shown. Nevertheless, it has not been established whether the
committees apply their minds fully to the calculations placed before them on how
participation in profit sharing schemes is calculated. Information furnished on such

procedures would instil confidence in investors

King and Cadbury supported the use of outside advisers. The committees are thus
not left to select emoluments based on their own non-professional experience.
Nevertheless, investors should be advised of this in the annual remuneration report
together with information showing that the committee has chosen such consultants
wisely. Doubt has been expressed whether the consultants apply themselves fully in
the interests of the company in a professional manner. The committee should also
be a direct party to the engagement of remuneration consultants and not leave it to
executives to engage them. Enquiries should also be instituted directly by the NEDs

as to compensation in comparable businesses.

King and Cadbury called for the unitary board system comprised of the appropriate
number of NEDs that is now extensively applied by listed companies. The question is
left open as to who appoints the NEDs. Logic would expect those who own the
companies to be represented on the board. Such owners (the institutions) are
avoiding this and leaving it to professional management. They should be more
involved and take such interest as would be expected of one who values full
protection of his assets. Institutions are mainly investing on behalf of client investors
who would expect them to be more involved in the underlying companies in which
their savings are invested. The holder of a life policy with (say) Old Mutual, Sanlam
or Liberty will want to know that his savings are invested in Companies where the
insurance company takes proper and full board representation where they hold large

percentages of the capital and not leave it to others.
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Many points of view have been expressed for and against the effectiveness of the
remuneration committee system for listed companies in South Africa. However, the
structure of the committee omits what is truly left outstanding, that is whether a
committee made up of transient members can finally be effective. Greater openness
in the appointments of NEDs would be one step in improving this perception with
more involvement from larger shareholders on boards that would instil greater
confidence. Strong views were expressed on whether the NEDs were appointed
consequent upon cronyism or nepotism - serious matters which affect their
independence and which cast doubt on whether they were chosen on merit. There is
a need for the regulations defining independence to be more rigorously applied.

The problem is whether their appointments are merely an assignment to them with
no permanence. The introduction to this study related the problems in the Royal
Bank of Scotland and Lloyds Bank. It has still to be seen whether remuneration
committees are strong enough to prevent recurrences. One doubts whether transient
NEDs with short-term engagements have the commitment to become sufficiently

involved.

Remuneration committees serve an important function in promoting corporate
governance. Their existence adds to investor confidence that corporate governance
is in place. The McKinsey quarterly showed us of what tremendous importance
corporate governance is to the capital structure of a company and empirically
illustrated the quantitative effect on company values when corporate governance is,

or is not, properly in place. More visibility is needed in appointments of NEDs.

The conclusion drawn from the research conducted in its various forms is that
remuneration committees are effective with the qualification that much progress still
needs to be made. Thus, there is scope for improvement and further research will

promote this.

Suggestions for further research are contained in Appendix 1.
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APPENDICES

Appendix 1: Further Research to be Undertaken

It would be beneficial to conduct research into the following aspects of remuneration

committees:

What is the reason that shareholders do not attend company meetings and what can
be done either to encourage them or to facilitate their attendance? Some
suggestions have been for video screening between main centres or holding
additional informative meetings at various centres (This was successfully carried out
by the ApexHi Ltd (now Redefine Group).

Should remuneration committees be appointed by shareholders and not by boards?
Should appointments of committee members comprise an equal number of outside
members as NEDs to remuneration committees? Such outside persons would not be
directors with the result that openness would be applied in their appointments,

particularly by shareholders at meetings.

Is it beneficial for institutions to become more involved in directorships and to hold
longer-term horizons in the companies in which they invest, being substantial
investors in most companies on the JSE? This matter has wider implications and

does not only apply to listed companies.

Greater independent scrutiny of whether corporate governance by companies is
implemented in substance or form. Possibly an inspectorate like that of the JSE
could establish whether the corporate governance of individual companies has
actually been successful Reference to the research reported on by Mongalo will

indicate an extension of such avenues which could be explored.
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Appendix 2: The Survey Questionnaire
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Appendix 3: Electronic survey

THE RESPONSES TO THE SURVEY QUESTIONS ARE ANALYSED HERE.

Most answers are in the groups AGREE or STRONGLY AGREE on the one hand
and DISAGREE or STRONGLY DISAGREE on the other hand with provision for
neutral. In order to crystallise the respondents views it is desired to categorise them
into percentages for and against. The formula for so doing is to allocate two points
for a "strongly" and one point for a "not strongly” vote. The reason for the gaps in
the sequence of the numbers below is that the questions requesting comments are
reflected in the detailed responses received.

Percentage | Percentage

No. | QUESTION IN SURVEY FOR AGAINST

It is essential for members of the
remuneration committee (especially being a
1 board sub'commlttee who mus.t oversee 100.00%

remuneration of the top executives) to have
a sound working knowledge of

remuneration.

Prior Shareholder approval should be

2 required BEFORE the board may pay of any
of the following emoluments:

Shareholders must approve the Executive

21 ) , 36.96% 63.04%
Director's Salary.

99 Sharehc?lders must approve the Executive 38.64% 61.36%
Director's Performance bonus

23 Shareholders must approve the Non 78.57% 21.43%

Executive Director's Salary.

The Remuneration Committee may make an
2.4 | urgent appointment on approximately the 70.21% 29.79%
same terms in the event of a CEO vacancy.

Placing more power in the hands of
4 shareholde.rs is better-than the 21.43% 78.57%
Remuneration Committee system of

authorising executive remuneration

06



There are alternative methods of deciding
on Executive Remuneration other than the
Remuneration Committee or shareholders
voting to approve Remuneration

28.51%

71.42%

Institutional shareholders should be more
effective in expressing their views to the
Board of Directors on executive
remuneration

79.41%

20.59%

Because they have no say on Executive
compensation, institutions should express
their disapproval by then voting against
different items submitted to shareholders
meetings like disapproval of annual reports
or appointments of directors.

39.02%

60.98%

The policies of the Remuneration
Committee should be spelled out in detail in
their report to shareholders submitted to the
AGM.

92.74%

4.26%

11

At least two members of the Remuneration
committee should not be directors of the
company and should therefore be
nominated from a pool of outside available
persons appointed for a minimum of three
years in order to retain their independence
of the main board.

67.64%

32.36%

121

It is essential for external and/or internal
remuneration consultants to advise the
Remuneration committee

89.19%

10.81%

121

Remuneration surveys from outside expert
firms are essential for the committee to
decide on compensation

141

The constitution of Remuneration
Committees is too often made up of friends
and associates of the Board and to this
extent is not entirely independent.

65.71%

34.28%
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14.2

Are you satisfied that Remuneration
Committees are generally made up of
independent members

80.00%

20.00%

15

The nomination committee should play a
more active part in forming the membership
of the Remuneration committee

90.00%

10.00%

16

Remuneration committees are not entirely
effective because their non - executive
directors are part of the "club" of the board

40.62%

59.38%

18

Institutions should group together and form
a pool of proposed non - executive directors
who have impeccable qualifications,
available to be nominated on their behalf to
boards. (This would exclude staff of the
institutions)

62.85%

37.15%

19

The chairman of the board should always be
independent non - executive directors.

74.28%

25.72%

20

Whilst maintaining a majority of independent
non - executive directors the full time
executives should be represented on the
main board by more than just the CEO,
CFO and the MD

62.06%

37.94%

21.2

Whether institutions have LONG or SHORT
TERM HORIZONS they should (because
they are the larger shareholders) as a group
be represented on the board.

65.51%

34.49%

24

Availability of non executive directors to
serve on Remuneration Committees

241

Do you think that there is a shortage of non
- executive directors available for
appointment to boards?

89.28%

10.72%

24.2

Do companies make adequate effort to
appoint truly non - executive directors to
their boards

64.28%

35.72%
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25

Non - executive directors do not receive any
tax concessions entitling them to claim
expenditure as a deduction from their
income. This matter should be given further
consideration by the Minister of Finance.

68.00%

32.00%

26

It is accepted today that incentive schemes
are important to the employment of
executives

95.24%

4.76%

28

Are the Press performing a useful function
in guiding the investing public? Your views
on the following questions would be much
appreciated. They relate to compensation
ONLY

28.1

The press are generally looking for
sensationalism

100.00%

28.2

The press should comment more on how
compensation is calculated.

96.67%

3.33%

28.3

The press should investigate more how
performance compensation is calculated.

91.66%

8.33%

28.4

If the press reported more objectively on
compensation the public would become
better investors

66.67%

33.33%
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Appendix 4: Report on Directors’' Remuneration (Pearson plc 2006)
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REPCRT 0% INRECTURS REMUNCRATION CoNTiNULD

Retirement benebits

Wiedeserle the retivemen benefis foe tech ol the
executive directors: Detatls of directors’ peasion
arrangements are st out in @hle 2 ou page 30 of
this reporl

Exvcurive divectors participale 1a the approved pension
ArREIENCRs set up for Pearson emyployees, Mariorle
Scurding. John Makinson, Rona Farhead and Peter
|vanirvich will also vecoive henefits undsr unapproved
arrangermnents bocause of the eag on the amount of
henstits that can be provided from the approved
artargements in the US and the UK,

Ihe pension arrangements for all the execotive
directors include life insurance cover while tn
employment, and enctlenent toa penson 10 the event
of ill-health or disability. A pension for thetr spouse
and/or dependants s also available on death.

[t the VIS, the approved defined benefi arrangernent
15 the Pearson tnc. Pension Plaiw This plan provides a
Iump sim ¢omvertible to o pension on retirenicnt The
fump swm aceriad al 6% of capped compensahon
until 31 December 20011 whan further benctit acoruals
censed, Wormal reticament is age 65 although early
retirement 18 possthle subject to o reduction forearly
payment, No mcieases are guaranised fist pmsinﬂs

m payrnent There 5a spouses pension oy death
service ardd the option to providea death: in retirement
pension by reducing the mombess pension,

Lhe approsed delined conlrilamion arrangemiat

i thie U5 s a 401 (k] plameAt retivement, the account
balances will be nsedqo provide beaefits, In the event
i+ death before rewenient, the account balances will

hie used to provide bepetits for dependants.

T the UK, the approved plan is the Pearson Group
Pension Plan and executive dirsclors paricpale in the
Final Pay <ection. Normal reticement age is 62 bt
subject b company consenr, relirerivnl w possible after
age M The accrired ponsion is reducatt an tetirenient
priar o dge 60, Fensions ia pavinent are guaninteed to
increase cach wear at 3% or the increase in the Indey af
Hetanl Prices, if lower, Peysions [or a miember's spouse,
dependent children and!or nominatid fimancal
dependant are pavablein the event of death.

[n response to the UK Gevermiment's plans for
peasgions simplification and so-called ‘A-Day’ efiectne
fran Apedl 2006 LR esecutive dircetors and allir

membiers of the Pearson Group Pension Plan whooare,
or become, alfected by (he hifetime allonvanee will be
offered a cash supplenient as an alternative to further
accrual of pension benetits an a hasis that is broadly
conl neutral W the compaity Further delabs wiall be set
oui in the report on directars’ remuneration tor k.

Mariorte Saading

Marjorie Scarding participates in the Pearsen lnc
Pension Plan and the approved 401 (k] plan.
Addironal peaston benefits will be provided through
an unfunded unapproved defined contribution

plan and a funded defined eonirbution plan
approved by LM Revéaue and Customs as a
corresponcding plando replace part of he unlunded
plan. The aceaimt balance of e uniundad
mmspprroved detined contribution plan is determined
by referenceto the value of a notional cash account
that inereases annusty by a specified notional inferest
ritle. This plan provades the opportunily Lo converl

i proportion af this notional cash account imio a
naotional share acoount reflecting the vahue of 4
fumber of Poarson onlinary skares, The number of
shaves ii the notianal share account s determined Ty
referetice o the markes vadue of Pearsons shares al the
date af comversion,

i Belf

Dravid Lell s a member o the Pearson Group Peesions
Plan: He 15 eligible fora pessen af swa-thinds of his
final hase salary ar age 62 due 1o s losg service bat
carly reliterment with a reduced pension besorne that
date 15 possible, subject to company consent.

Rt Ertrfnad

Roma Fairhead 18 a mnembaer of the Peamon Group
Pension Man, Hoy pension aceroal rate is 10300 of
pensionahle salacy per s, restricted w the
earinlgs cap introdduced by the Finzance Acp 1980,
Thie cormprasy also conlribules to a Funded
Unapprowed Retirement Benefids Scheme [FURBS)
o her belualf, In the svent of death belore retisement,
the proceeds of the FURES acconnt will ba vsed 1o
pravide benefits for her dependants.

Prter Jinvianenaoh

Peler lovanovich s a micmiber of the Pearson Ing
Vensiom Man and 4re approved 401k plan. He also
participates in an wpfunded, unappaoved Supslermetal
Executive Retivemen! Plan (SEREP) that provides un
annual accreal of 2% of Bnal average canings, s
lenetits accried iy the Pearson Inc. Pension Plan and

Frabsus tiow s v Firpasal Sy - svon 2003
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