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Abstract

Orientation:

In recent years there have been widely publicised discussions and even public outcries
relating to what seems to be excessive remuneration packages received by CEOs, both
in South Africa and abroad. While there is a fairly extensive body of academic
literature that has investigated the relationship between executive remuneration and
company performance, no research could be found that has investigated how
employees’ perceptions of executive remuneration, in relation to company

performance, influences perceptions of fairness or justice.
Research Purpose:

The main objective of the present study, which was conducted within the South
African financial services industry was to establish whether executive remuneration
(consisting of basic salary and short-term incentive bonuses) and company

performance (in terms of return on equity) affects employees’ perceptions of fairness.
Motivation for the Study:

In the South African context there are many senior executives that in most peoples’
opinion earn excessive salaries and bonuses, this while the organisations’ that they
lead perform poorly. As a consequence of their organisation performing badly,
employees need to be retrenched, yet executives seemingly do not forego or even
reduce their salaries or bonuses in order to retain employees and improve the
organisation’s bottom line. The widely publisicised (often extreme) examples of this,
illustrate and are explained by the disconnect that is currently taking place globally,
specifically in South Africa. This disconnect is that of inequality of wealth between
the rich and the poor as measured by the Gini Coefficient, in which South Africa is
now ranked the most inequal country in the world. The aim of the present study is to
better understand some of the dynamics that influence perceptions of fairness in such

scenarios. The present study has implications for organisations in terms of distributive



justice outcomes, Human Resources practices and policies, as well various impacts on

employee motivation and satisfaction.

Research Design:

A quantitative research approach was followed and a 23 full-factorial experimental
design employed to investigate the research question. A convenience sampling
approach was used and data was collected by means of an online questionnaire.
Financial data relating to Johannesburg Stock Exchange (JSE) listed financial services
organisations and their executive remuneration and company performance was
extracted and analysed in order to construct eight experimental stimilu. Each
respondent was given one of these stimuli scenarios to consider and asked to rate their
perception fairness of the remuneration package. Respondents were then given two
sets of additional information and each time asked to again rate the fairness of the
remuneration package. This was done to investigate the impact on fairness if more
contextual information is provided. Employees who responded to the survey (n = 97)
were from various sectors of the financial services industry. The manipulation check
for the experimental stimuli groups was analysed utilising a one-way ANOVA. Data
from the full-factorial experiment in terms of the eight condition groups was analysed
using descriptive statistics, Principal Component Analysis, a full-factorial ANOVA
and a repeated measures ANOVA.

Main Findings:

The results from the full-factorial ANOVA revealed that there was no statisticaly
significant main effect differences between the percieved levels of fairness for each of
the eight stimuli groups. Participants perceptions of fairness did not change
statistically or numerically significantly when given additional information relating to
executive remuneration and company performance. No further analysis was done in

terms of gender, race or level of education.



Practical Organisational Implications:

The employee and organisational implications with regards to perceptions of fairness
and distributive justice by employees may aid organisations in developing and
structuring corporate governance, corporate communication and public relations
documentation, as well as HR policies and procedures that bring about employee buy-
in and transparency with regards to executive remuneration and company

performance metrics.
Contribution/Value Proposition:

The link between executive remuneration and company performance has been
investigated extensivly in the past, yet no literature could be found where the
perceptions of employees and role players have been investigated, in this regard.
Moreover, experiments are not common in HR literature and this study makes a
contribution in showing how experiments can be conducted to answer HR related

research questions.

Keywords.: Executive Remuneration, Company Performance, Perceptions of Fairness,
Distributive Justice, 2° Full Factorial Experimental Design, Factorial ANOVA,
Repeated Measures ANOVA.
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CHAPTER 1
INTRODUCTION

Executive remuneration has received extensive focus and attention over the last few
years, both in the media as well as academic research and literature. Much of this
interest is, however, due to the negative perception of the general public that
executives earn excessive remuneration packages in comparison with other employees

within organisations (Bradley, 2013; Ozkan, 2011).

A significant number of financial scandals in the late 20™ century, culminating in the
financial crisis of 2008 has led to a global recession. The down-turn in several large
economies have resulted in mass retrenchments and other expense reducing measures,
while executives continued to receive large remuneration packages during periods of
austerity (Bradley, 2013; Jasso & Milgrom, 2008; Theunissen & Oberholzer, 2013).
Much of these financial crises were centred around large corporates, such as Enron,
WorldCom, Parmalat and Lehman Brothers Holdings Inc., in which one of the major
contributing factors of all of these scandals were large bonuses that were being paid to
the executives of these companies, this while share prices were overinflated and
financial accounting indicators and statements were incorrectly and in some cases
even fraudulently overstated (de Wet, 2012; Heimann, Mullet, & Bonnefon, 2014;
Mueller, 2006; Theunissen & Oberholzer, 2013).

While there have been no notable South African financial scandal in the last decade
that has had widespread economic implications relating to a national recession, there
has been many reports of corruption, misappropriation of funds and large bonuses
paid out to executives in both the private and public sectors (de Wet, 2012; Ensor,
2010; Financial Mail, 2008; Finweek, 2012; Theunissen & Oberholzer, 2013).
Furthermore, due to the sensitivity of these allegations and the increased awareness of
the levels of remuneration executives receive by the South African workforce,
particularly workers at the lowest levels, this poses serious economic and
organisational questions. One such incident in July 2011 was related to striking Sasol
workers that caused national fuel shortages. These strikes were a protest against

massive pay hikes of the executives at Sasol (Khu Zwayo & Matomela, 2011).
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Concerns surrounding the remuneraiton of executives has led to the seemingly
excessive remuneration packages of CEOs in South Africa being widely publicised
and becoming subject to public scrutiny (Bonorchis & Crowley, 2014; Lamprecht,
2014; Massie, Collier, & Crotty, 2014; Ngobese, 2013). Many commentators have
voiced serious concerns that executives, in particular CEOs, are being remunerated to
the detriment of shareholder’s interests and indeed the long-term success of the
companies that they work for (de Wet, 2012; Resnick, 2013; Theunissen &
Oberholzer, 2013).

The most popular theory that defines and can be attributed to controlling executive
remuneration is agency theory, often also referred to as the principal-agent problem
(Jensen & Meckling, 1976; Jensen & Murphy, 1990; Scholtz & Smit, 2012). While
the structuring of incentives involved in executive remuneration have changed
considerably since 1856 when the first joint stock exchange was established, when
compared to present day structures, agency theory has remained the most approriate
framework with which to describe the relationship between shareholders and
executive directors, and the aligning of their interests (Amess & Drake, 2003; Scholtz
& Smit, 2012). de Wet (2012) identified how agency theory is still used in all modern
executive remuneration and company performance literature, in which company
shareholders are viewed as the principals and management, specifically the Chief
Executive Officer (CEO), as the agent. Even under the assumption that if the agent
were to own all the shares of a company, they are unlikely to seek to maximise the
value of the firm, but rather look to further their own financial ends (Jensen &
Meckling, 1976). Agency costs, which allows for the alignment of agent goals with
that of the shareholders, such as short-term and long-term incentive bonuses and plans
are structured to motivate agents to act in the interest of the shareholders and
maximise shareholder wealth on a sustainable basis (de Wet, 2012; Resnick, 2013;
Scholtz & Smit, 2012). If the goals of the agent are not aligned to that of the
shareholders, a situation exists where the executives of the company could abuse their
rank and power within the company to their own advantage and to the detriment of the
shareholders (Carlos & Nicholas, 1996). In order to address the potential

misalignment between agents and shareholders, corporate governance measures,
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specifically focusing on executive remuneration have been established. Examples of
such measures are the Cadbury Committee in the UK, which in 1992 brought about
worldwide reforms in corporate governance systems (de Wet, 2012); the American
Securities Exchange Commission (SEC) executive remuneration policies; the
Troubled Asset Relief Program (Bradley, 2013; Kim, 2010); the South African King
Code of Governance Principles; and the King Report on Governance, together with
the Companies Act of 2008 (Bradley, 2013; de Wet, 2012; Institute of Directors of
Southern Africa, 2009; Institute of Directors Southern Africa, 2002). While agency
theory has been the dominant framework that has linked executive pay and
performance, there has been some research that questions the validity of this view,
stating that the theory’s view of pay and performance has a narrow focus when
evaluated in terms of the developments in institutional theory (de Wet, 2012; Dittman
& Maug, 2007; Main, Bruce, & Buck, 1996). Main, Bruce and Buck (2005) suggest
the utilisation of three theories to be used as different lenses to look at executive
remuneration, namely stewardship/stakeholder, executive power and principal-agent
theory, which while drawing heavily on agency theory focuses on the intrinsic
rewards that executives receive that are easily quantifiable. Due to the close link these
theories have to agency theory, and the relative small body of literature that has been
amassed, agency theory still remains the most robust framework in which to
investigate the relationship between executive remuneration and company

performance.

While a large volume of academic literature with regards to executive remuneration
has come out of the United States of America, Canada, the United Kingdom and
Europe, a small yet empirically sound body of literature has emerged which
investigates executive remuneration in the South African context, specificly of
publicly traded companies listed on the Johannesburg Stock Exchange (JSE). Much of
these investigations have been in relation to company performance indicators such
Return on Equity (ROE), Return on Assets (ROA), Earnings Per Share (EPS) and
more recently economic value added (EVA) and market value added (MVA) (de Wet,
2012; Resnick, 2013; Scholtz & Smit, 2012; Theunissen & Oberholzer, 2013). There

seems to be consensus in the literature that there are strong links between South
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African executive remuneration and company performance, particularly traditional
accounting performance indicators such as ROE, ROA and EPS, while EVA and
MVA measures have showed weaker relationships with executive remuneration (de
Wet, 2012; Resnick, 2013; Scholtz & Smit, 2012). A similar study conducted by
Fatemi, Desai and Katz (2003), based on American companies, showed stronger
relationships with MVA and EVA. These results are attributed to executive
remuneration committees structuring executive incentives that are aligned with
economic and market value add rather than more traditional performance measures

currently utilised by their South African counterparts.

While a large amount of academic literature has been amassed in terms of
investigating executive remuneration and the relationship (or lack thereof) with
various company performance metrics. No research could, however, be found that has
assessed the perceptions of fairness of employees when considering the remuneration
given to executives, more specifically when the remuneraiton is contrasted with
company performance indicators. As pay transparency and corporate governance
measures continue to bring greater transparency, allow for more scrutiny and strive to
ensure that executive remuneration, specifically short term incentive bonuses, are
aligned to defined company performance metrics in order to ensure a pay for
performance culture with higher levels of visibility, debate and critisism will ensue.
Pay transparency, perceptions of fairness and organisational justice have far ranging
and far felt organisational implications for employees, which include such outcomes
as employee performance, affective commitment, turnover intention, voluntary
turnover behaviour and absenteeism (Heneman & Judge, 2000; Kinicki, McKee-
Ryan, Schriesheim, & Carson, 2002; M.L Williams, Brower, Ford, Williams, &
Carraher, 2008; M.L. Williams, McDaniel, & Nguyen, 2006).

The aim of the current study was to investigate, in a controlled experimental
environment, the influence of executive remuneration data (executive basic salaries
and short term incentive bonuses) and company performance metrics, obtained from
annual financial statements and reports, on employees’ perceptions of fairnes. The
objective of this research was to show the impact of executive remuneration and

company performance on employee’s perceptions of fairness and distributive justice.
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Furthermore, to investigate to what extent the perception of fairness changes (or does
not change) when additional remuneration and company performanceinformation is

introduced.
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CHAPTER 2
LITERATURE REVIEW
Executive Remuneration

Rappaport's (1983) seminal work on the issues regarding incentive plans and the
apparent lack of association between shareholder return and the salary increases
executive received, posed three relevant questions. The first question aimed to
investigate why various compensation programs are often unsuccessful in motivating
executives to practise strategies that will create economic value for shareholders. The
second question asked why organisations do not link executive compensation and
incentives directly to shareholders returns. The last question asked if there were any
internal shareholder value creation performance measures that are sound, in a
theoretical sense, while having the ability to be implemented practically (Rappaport,
1983). Rappaport (1983) warns of the risk of the principal-agent problem as defined
above, in that too much consideration to the management of accounts and accounting
ratios should not detract and draw away awareness of ongoing and operational

concerns of business.

Jensen and Meckling's (1976) agency theory and Ireland's (1996) stakeholder’s model
of an organisation, state that the activities of top executives in an organisation are
linked to the performance of the organisation and therefore need to be monitored by
the shareholders of the organisation. The activities of top executives should at all
times be ethical, lawful and in line with mandated risk principles (being risk free or
risk adjusted). Therefore, in order to reduce agency costs shareholders incentivises top
executives to align their activities with the interests of shareholders in proportion to
the performance level and metrics that they achieve. This has brough about a modern
concept of performance-linked remuneration for top executives, where incentives and
rewards for top executives are based on informed and appropriate decisions and that
incentivise actions and projects that will increase the value of the business that in turn
offer greater returns to shareholders (Main et al., 1996; Resnick, 2013; Scholtz &
Smit, 2012; Theunissen & Oberholzer, 2013).
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Performance-linked remuneration for executives.

A number of studies have investigated performance-linked remuneration for
executives. These studies have shown that the remuneration structure for top
executives has been structured around the performance of the specific organisation in
the particular industry that they operate in (Amess & Drake, 2003; de Wet, 2012;
Gregg, Jewell, & Tonks, 2010; Harris, 2009; Jasso & Milgrom, 2008; Rappaport,
1999; Resnick, 2013; Scholtz & Smit, 2012). Almost all of these studies focus on
financial performance aspects of the organisation in designing the remuneration

packages of top executives.

In a detailed study of 200 listed companies in the United Kingdom it was found that
executive remuneration is made up primarily of three components, namely fixed or
base salary, Short-Term Incentive Bonuses (STIBs) and Long-Term Incentive Plans
(LTIPs) (Conyon, Peck, Read, & Sadler, 2000). Employee benefits made up the fourth
component, however, the contribution as a percentage of total remuneration packages
was found to be insignificant. The quantitative averaging conducted by Conyon et al.,
(2000) indicated that fixed salary made up 54% of remuneration packages, STIBs
made up 24%; and LTIPs 22%, where LTIPs were made up of cash incentives or

company shares constituting direct ownership.

Liu and Stark (2009) concluded that the modern trend in the United Kingdom is to
separate Executive Share Options (ESOs) and LTIPs from each other. Doing so,
forms four fundamental and distinct components of executive remuneration, namely
basic salary, STIPs, LTIBs and ESOs. While basic salary makes-up the fixed and non-
variable component of executive remuneration, STIBs, LTIPs and ESOs are all
performance-linked pay variables that are linked to company performance measures
(Kim, 2010; Main et al., 1996; Massie et al., 2014; Resnick, 2013; Scholtz & Smit,
2012; Theunissen & Oberholzer, 2013).

Conyon et al. (2000) concluded that external consultants collated data in the preferred
method utilised by UK executive remuneration committees in order to determine the
levels of performance achieved by its executives. Furthermore, Bruce, Skovoroda,

Fattorusso and Buck (2007) found that UK companies establish challenging criteria in
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order for executives to earn the full potential of their performance-linked pay
variables. The boards of these companies often opt for performance and targets that
are easily measurable and were the criteria for achievement are made available to both
the executives as well as all employees within the organisation in order to ensure
transparency in line with generally acceptable corporate governance practices (Bruce

etal., 2007).

The level and magnitude of executive pay has been established to largely be
dependent upon the size of the organisation that the executive works for (Firth, Tam
& Tang, 1999). While cognisant of the above, no research has investigated the
relationship between the value of remuneration and the quantum of the executive’s
and organisation’s targets (Firth, Fung, & Rui, 2006). While the size of the
organisation moderates executive remuneration, variations by country as well as
industry exist. Also, level of remuneration is greatly dependent on the remuneration
negotiation and agreements made between organisations and its executives (Ireland,

1996; Resnick, 2013).

As determined by corporate governance committees, ESOs and LTIBs are reflected
separately in annual financial statements or treated as a variable components of
executives’ salaries (Conyon et al., 2000; Firth et al., 2006; Resnick, 2013; Scholtz &
Smit, 2012). There is a variance between countries in terms of the level of executive
remuneration and the potential to earn LTIPs as opposed to STIBs, this is due to the
cultural values of the relevant country (Main et al., 1996; Resnick, 2013). This is
evident in Western organisations favouring STIPs in rewarding executives while
Eastern organisations prefer LTIPs due to their long-term economic growth values

(Conyon et al., 2000; Resnick, 2013).

Japanese organisations place a large emphasis on long-term targets and as a
consequence LTIPs, thus placing the security and sustenance of the business rather
than short-term goals and the STIBs associated with them (Ang & Constand, 1997).
Japanese organisations employ differing strategies in terms of the retention and
accountability of executives and take a long-term view of slow, sustained

performance to build a more secure, sustainable, risk-free or risk adjusted outlook for
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the organisation. Shareholder wealth is often prioritised far less than it is in Western
organisations due the banking industry having great influence of the organisations
board structure and day to day operations while capital structures possess very high

debt to equity ratios (Bryson, Forth, & Zhou, 2014).

In line with the cultural values of Japanese organisations, employee satisfaction and
retention are given very high priority, often superseding the interests of shareholders
(Resnick, 2013). While Japanese executives are offered less mobility in their jobs they
are offered greater job security when compared to their counterparts in the United
States and the United Kingdom. As indicated in the literature Japanese executives
receive a higher fixed component in terms of their total remuneration than variable
components (Ang & Constand, 1997; Basu, Hwang, Mitsudome, & Weintrop, 2007).
A study conducted by Brunello, Graziano and Parigi (2001) indicates that Italian
organisations adopt the same philosophy as Japanese firms in terms of executive

remuneration.

Philippino organisations pay their executives mid-year STIBs that are linked to
company performance and are in turn linked and calculated on performance measures
such as share price growth, MVA and ROA (Unite, Sullivan, Brookman, Majadillas,
& Taningco, 2008). These calculations are based on bi-annual data and performance-
linked STIPs utilising pre-determined formulae signed off by organisation’s executive
remuneration committees. This data and the performance metrics used in determining
the above STIPs is available to the executives in order to ensure full transparency

(Unite et al., 2008).

Executive remuneration in Chinese organisations is dependent on the nature of the
shareholding of the organisation and pay-performance sensitivity is often present
(Firth et al., 2006). Two shareholder structure scenarios are present in China, namely
where the major shareholder is held by state-owned agencies where pay-performance
sensitivity is not exercised or where the major shareholder is individual or private
entity and pay-performance sensitivity is evident (Firth et al., 2006). In comparison to
Western organisations, pay-performance sensitivities in determining executive

remuneration are quite low.
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Pay-performance sensitivity (PFS) is a measure to establish if executives are
compensated appropriately in relation to how well they run the organisation. PFS is
the change (either positive or negative) of executive’s remuneration, of which STIBs
would account for the majority of the variability, with the given performance of the
organisation they run (Clementi & Cooley, 2009). In its simplest form, PFS is the
correlation between executive remuneration and the chosen company performance
metric, as such ROE or EPS. PFS is used as an indicator of the quality of the
organisations corporate governance. A higher sensitivity is a hallmark of a more
aligned executive remuneration structure with the interests of the shareholders
(Clementi & Cooley, 2009). A higher sensitivity demonstrates that executive

remuneration responds more to changes in performance.

The remuneration structure of executives in South Africa as portrayed in the academic
literature is complex due to the multiple components that make up these packages
(Resnick, 2013). These components while having a variable and performance-linked
nature such, as STIBs, are often incorporated into basic salary packages (Ebert,
Torres, & Papadakis, 2008). The majority of the JSE-listed organisations offer shares
or options with no calculation and inclusion consideration of the remuneration
package (Ebert et al., 2008). These share or options, however, may be subject to
dissolution or forfeiture should the executive resign or be removed from the employ
of the organisation (Resnick, 2013). A comparative study revealed that South African
executives are paid (calculated in US Dollars) less than their respective counterparts
in the United States, Australia, United Kingdom, Germany, the Netherlands and Hong
Kong (Ebert et al., 2008). Furthermore, Ebert et al. (2008) concluded that executives
have a higher performance-linked or variable pay component in their remuneration
packages when compared to the structures and packages of executives in Western
countries. The executive remuneration structure of South African executives as per a
survey conducted by Price Waterhouse Coopers (2011) classifies remuneration into
four broad categories namely, basic salary, STIBs, LTIPs and ad-hoc or other
payments. Basic salary is the baseline and guaranteed salary package paid to
executives in order for them to manage their person affairs, enhance their status as

well as being afforded the recognition of remuneration as an executive. STIBs are
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bonuses that are performance-linked to organisation’s chosen performance metrics
and are payable to the executive in less than twelve months (Bradley, 2013). LTIPs
are long-term orientated performance bonuses structured around the achievement of
longer term goals as determined by the organisations board as well ESOs. Ad-hoc or
other payments allow for other considerations that may be extended to executive but

form a negligible amount of total executive remuneration (Price Waterhouse Coopers,

2011).

In summary, a literature review of executive remuneration reveals that the
remuneration of executives consists of a number of common components, namely
basic salary, STIBs and LTIPs. While STIBs and LTIPs are made up and paid in
different means and distributions, basic salary is a fixed component of any executive
package. STIBs are performance-linked variable pay cash incentives based on pre-
determined performance metrics as decided by the organisation’s executive
remuneration committee. LTIPs are made up predominantly of ESOs and as such
comprise of shares in the organisation. STIBs paid as a percentage of total executive
remuneration and as a percentage of basic salary vary in different countries as
indicated to the preceding literature review. In the South African context, STIBs are
markedly higher than in other countries, while overall executive remuneration on
average is lower than many other countries, in comparative US Dollars. For this
study, the executive remuneration components that will be utilised in this study will
consist of basic salary and STIBs. LTIPs were excluded from this study due to
complexity of having to calculate the value of options and shares awarded during a
year, thereafter collating this data for use, falls beyond the scope of this research.
Moreover, a study conducted by Farmer (2008) indicates that share options offered to
executives has steadily fallen from 38% of total executive remuneration in 2004 to

23% in 2008, making this component less relevant as time progresses.

For the purposes of this study any fixed remuneration received during the financial
year will be included in the subtotal that formed basic salary of the executive.
Director’s fees, cash remuneration and any other form of guaranteed compensation
will also be included. STIBs are any unguaranteed form of remuneration. Basic salary

will be analysed separately from STIBs, as the STIBs element of an executive’s
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remuneration package is more likely to be dependent on 