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ABSTRACT

DO CORPORATE GOVERNANCE PRACTICES AFFECT CEO
COMPENSATION? THE MODERATING EFFECT OF ECONOMIC
FREEDOM ON CORPORATE GOVERNANCE - CEO COMPENSATION
RELATIONSHIP: AN INTERNATIONAL STUDY

Akgiin, Sahin
Department of Business Administration
Supervisor: Assist. Prof. Dr. Naz Sayar1 Marcum

August 2019, 86 pages

This study analyzes the association between corporate governance and
CEO compensation adopting the “Agency Theory” and ‘“Managerial Power
Theory”. First, we examine the direct relationship between corporate governance
indicators (such as board structure, employee representatives on board, CEO
duality, board independence, institutional share ownership, and insider share
ownership) and CEO compensation. Second, the study concentrates on the
moderating effect of firm performance on corporate governance — CEO
compensation relationship. Third, the moderating effect of economic freedom on
corporate governance — CEO compensation relationship is investigated. Our
sample includes companies from the United States, and 30 European Union
Member and Western European countries. The results show that there is a
significant relationship between corporate governance indicators and CEO
compensation. In addition, findings indicate that firm performance moderates the
relationship between corporate governance and CEO compensation. Moreover, the
level of economic freedom in a country has a significant effect on the relationship
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between corporate governance and CEO compensation for the percentage of
independent directors on boards and the percentage of outstanding shares held by

insiders.

The results of this study show that corporate governance has a strong effect
on CEO compensation. Additionally, firm performance and the level of economic
freedom in countries moderates the effectiveness of governance indicators and
create a change in the level of CEO compensation. The context of this study is
closely related to companies’ internal and external environments, that both
directors and managers might consider enforcing certain governance practices to

reduce CEO power that is potentially harmful to corporations.

Keywords: Corporate Governance, CEO Compensation, Economic Freedom,

Firm Performance, Board Structure
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KURUMSAL YONETIM UYGULAMALARI CEO TAZMINATLARINI
ETKILER Mi? EKONOMIK OZGURLUGUN KURUMSAL YONETIM — CEO
TAZMINATI ILiSKiSi UZERINDEKI iKi TARAFLI ETKISI:
ULUSLARARASI BIR CALISMA

Akglin, Sahin
Yiiksek Lisans, Isletme Boliimii
Danigman: Dr. Naz Sayar1 Marcum

Agustos 2019, 86 sayfa

Bu calisma, “Vekalet Teorisi” ve “Yonetsel Gii¢ Teorisi” benimsenerek
kurumsal y&netim ile CEO tazminati arasindaki iliskiyi analiz eder. Oncelikle,
kurumsal yonetim gostergeleri (yonetim kurulu yapisi, yonetim kurulu calisan
temsilcileri, CEO ikiligi, yonetim kurulu bagimsizligi, kurumsal hisse sahipligi ve
sirket icerisinden hisse sahipligi gibi) ve CEO tazminati arasindaki dogrudan
incelenmistir. Ikinci olarak, ¢alisma, firma performansinin kurumsal yénetim -
CEO tazminat1 iliskisi {izerindeki iki tarafli etkisine odaklanir. Ugiincii olarak,
ekonomik 6zgiirligiin kurumsal yonetim — CEO tazminat1 iliskisi tizerindeki iKi
tarafl1 etkisi incelenmistir. Calismada kullanilan 6rneklem ABD, toplam 30 farkli
Avrupa Birligi Uyesi ve Bati Avrupa iilkelerinden sirketleri icerir. Sonuglar,
kurumsal yonetim gostergeleri ile CEO tazminati arasinda onemli bir iligki
oldugunu gostermektedir. Ek olarak, bulgular firma performansinin kurumsal
yonetim ve CEO tazminati arasindaki iliskiyi degistirdigini gostermektedir.
Ayrica, bir iilkedeki ekonomik Ozgiirlik seviyesinin, yonetim kurullarindaki

bagimsiz yonetim kurulu {iyelerinin yiizdesi ve sirket igerisindeki hissedar
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hisselerinin yiizdesi géz oniinde bulunduruldugunda, kurumsal yonetim ile CEO
tazminat1 arasindaki iligki iizerinde 6nemli bir etkisinin var oldugu sonucuna

ulasilmistir.

Bu calismanin sonuglari, kurumsal yonetimin CEO tazminatina giiclii bir
etkisi oldugunu gostermektedir. Ek olarak, firma performansi ve {ilkelerdeki
ekonomik oOzgiirlik diizeyi, yonetim gostergelerinin etkinligini iki tarafli
etkilemekte ve CEO tazminat diizeyinde bir degisiklik yaratmaktadir. Diger
taraftan, bu c¢alismanin kapsami sirketlerin hem i¢ hem de dis ortamlar1 ile
yakindan ilgilidir. Dolayisiyla hem yonetim kurulu tiyeleri hem de yoneticiler,
sirketlere potansiyel olarak zarar verebilecek CEO’nun yonetim giiciinii azaltmak

i¢in belirli yonetim uygulamalarini hayata gegirmeyi diisiinebilirler.

Anahtar Kelimeler: Kurumsal Yonetim, CEO Tazminati, Ekonomik Ozgiirliik,

Firma Performansi, Kurul Yapisi
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CHAPTER 1

INTRODUCTION

Corporate governance is a mechanism that separates the benefits of
shareholders and managers by ensuring efficient decision-making and maximizing
firm value (Cuervo, 2002). For this reason, corporate governance became a highly
debated concept as the beginning of the twenty-first century after some serious
business failures and corporate scandals such as WorldCom and Enron came out.
Subsequently, many countries have announced or improved their own governance
principles and mandated companies to follow them. The most well-known
example, “Sarbanes-Oxley Act”, was signed in July 2002 and was aimed to
increase investors’ confidence in the U.S. capital market (Engel, Hayes, & Wang,
2007).

Since there are different corporate governance principles adopted by
countries (such as UK Corporate Governance Code and Modernisation of
Company Law and Enhancement of Corporate Governance in EU), they may
result in distinctive administrative mentality and processes, which are known as
shareholder (Anglo-Saxon) and stakeholder (German-Japanese) approaches. The
shareholder value approach is a traditional model that relates the corporations with
instruments that maximize the shareholders’ interests, whereas, in the stakeholder
approach, non-investing parties such as employees, suppliers, worker
representatives, and banks’ interests are given more importance and are better
represented. (Tirole, 2001; Ayuso, Rodriguez, Garcia-Castro, & Arino, 2014)

Theories like “Agency Theory” and “Managerial Power Theory” provide
sufficient information about how corporate governance practices work in
corporations. Agency Theory explains the utility relationship between owners of
companies (principals) and managers of the companies (agents) (Jensen &

Meckling, 1976). On the other hand, Managerial Power Theory asserts that
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members of a company’s control mechanism such as independent members cannot
operate close enough to management by arranging pay contracts only, so managers
are able to influence decision-makers and gain further benefits (Bebchuck, Fried,
& Walker, 2002). Fama and Jensen (1983) relate this problem with the separation
of “ownership” and “control” and argues that companies can solve such agency
problems by distinguishing management and monitoring functions.

Based on different governance approaches and related theories, many
scholars investigate the outcomes of corporate governance practices in businesses.
Since governance approaches and theories are mostly related to the interests of
different parties of companies, corporate governance practices are closely related
to the financial benefits of all stakeholders in a company. In this regard, some
researchers focus on the effect of board independence on CEO compensation
(Bebchuck et al., 2002; Chhaochharia & Grinstein, 2009; Kim, Mauldin, & Patro,
2014) while others investigate the relationship between CEO duality and CEO
compensation (Core, Holthausen, & Larcker, 1999; Boyd, 1994; Fosberg, 1999).
Besides the direct relationship between governance practices and CEO
compensation, other studies show some governance practices are related to the
effectiveness of control mechanisms in companies such as board structure
(Cromme, 2005; Milles-Reyes & Zhao, 2010; Belot, Ginglinger, Slovin, &
Sushka, 2014), employee representation on boards (Hopt, 1984; Kassalow, 1989;
Fauver & Fuerst, 2006; Huse, Nielsen, & Hagen, 2009), institutional shares (Heard
& Sherman, 1987; David, Kochhar, & Levitas, 1998; Bebchuck & Fried, 2003;
Milles-Reyes & Zhao, 2010) and insider shares (Jensen & Meckling, 1976; Morck,
Shleifer, & Vishny, 1989; Boyd, 1994; Cordeiro & Veliyath, 2003).

This study aims at providing empirical evidence on the relationship
between governance indicators and CEO compensation. Although there are many
studies that investigate the effect of governance indicators on CEO compensation,
according to our knowledge, there is no study considering the effect of board
structure (unitary and two-tier board structures) and employee representation on

CEO compensation. In this regard, this study will provide empirical evidence and



contributes to the related literature by examining the association between those
governance indicators and CEO compensation.

Besides studying the direct relationship between corporate governance
indicators and CEO compensation, this study also considers the moderating effect
of firm performance on corporate governance-CEO compensation relationship.
Also, we investigate the moderating effect of the level of economic freedom on the
corporate governance and CEO compensation relationship. At this point, we also
contribute to the literature by providing empirical evidence regarding how the
economic freedom level in a country moderates the effectiveness of corporate
governance indicators on CEO compensation.

In this study, we first examine the direct relationship between governance
indicators and CEO compensation. The results reveal that except for the
outstanding shares held by insiders, all other governance indicators have
significant effect on CEO compensation, but contrary to the literature, CEO duality
IS negatively associated with CEO compensation. Secondly, we examine the
moderating effect of firm performance on the relationship between each
governance indicator and CEO compensation. In this examination, results indicate
that firm performance has significant and negative moderating effect on board
independence and CEO compensation relationship where the other variables are
not statistically significant. Finally, we examine the moderating effect of economic
freedom on the association between each governance indicator and CEO
compensation. Empirical results show that economic freedom significantly and
positively moderates the effectiveness of board independence and institutional
shares on CEO compensation.

Additionally, we do several tests to check the robustness of our estimations.
Majority of our sample we collect consists of firms from the United States. For this
reason, we examine governance indicators-CEO compensation relationship and
moderating effect of firm performance on governance indicators-CEO
compensation association for U.S. and non-U.S. firms separately. The robustness
results for the direct relationship show that the effects of board structure and

employee representatives on CEO compensation diverge among these groups
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mostly because almost none of the firms in the U.S. has two-tier board structure or
has employee representatives on their corporate boards. Except for this limitation,
results are robust only for institutional shares but not for CEO duality, board
independence and insider shares as we lose the significance of these variables for
the non-U.S. sample. Yet, CEO duality and board independence have qualitatively
similar effects on CEO compensation. For the moderating effect of firm
performance, findings show that results for the interaction of Tobin’s Q and
institutional share ownership are significant and positive, but remaining variables
are not significant for the non-U.S. sample. However, the signs of the coefficients
except for CEO duality and Tobin’s Q interaction are qualitatively similar to that
of the main model.

Since we couldn’t achieve the expected results for CEO duality, we
consider adding firm age and its interaction with CEO duality because we expect
that as firm’s age increases the managerial power of CEO and firm becomes more
dependent to CEO/Chairman. This is because mature firms have fewer
opportunities to find profitable areas to operate in and lower profit margins
compared to younger firms. For this reason, CEO/Chairman gains more
managerial power and in return higher compensation. According to our results, the
interaction of firm age with CEO duality is significant and positive on CEO
compensation. Therefore, we conclude that when CEO duality exists in maturer
companies, CEO compensation increases as the company age increases.

Together with its contributions to the related literature, this study also
provides important results for businesses and governments. The results indicate
that with effective corporate governance, boards are able to control CEOs’ benefits
including compensation and thus protect the rights and interests of all stakeholders
in a company. On the other hand, governments that ensure a proper basis for
effective corporate governance by implementing laws and regulations, protect the
property rights of all individuals and thus prevent gaining excess benefits of any
member of a company.

Our study continues as follows. The next section, Chapter 2, is about the

conceptual background and development of the hypotheses. Chapter 3 provides
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data source, variables that are used in the study, empirical methodology, summary
statistics, regression results, and robustness checks. Finally, Chapter 4 provides a

summary, discussion, and limitations.



CHAPTER 2

CONCEPTUAL FRAMEWORK AND HYPOTHESIS DEVELOPMENT

2.1. Theoretical Background of Corporate Governance

Corporate Governance became a popular topic at the beginning of the
twenty-first century. In the literature, many scholars and organizations have
defined this concept in different ways. According to Cuervo (2002), corporate
governance is a mechanism that separating the benefits of shareholders and
managers by providing efficient decision-making and maximizing the value of the
firm. Those mechanisms, which can be both institutional and market based,
convince decision-makers of the company regarding company’s operations to act
responsibly to increase the value of the organization to suppliers of capital (Denis
& McConnell, 2003). Corporate governance also provides a set of procedures that
enable outside investors (minor shareholders and creditors) to protect themselves
against expropriation by both managers and major shareholders (La Porta, Lopez-
de-Silanes, Shleifer, & Vishny, 2000). Shleifer and Vishny (1997) state that
“Corporate Governance deals with the ways in which suppliers of finance to
corporations assure themselves of getting a return on their investment”.

The Organization for Economic Co-operation and Development (OECD)
describes the concept of corporate governance in The G20/OECD Principles of

Corporate Governance as:
Corporate governance involves a set of relationships between a company’s
management, its board, its shareholders and other stakeholders. Corporate
governance also provides the structure through which the objectives of the

company are set, and the means of attaining those objectives and monitoring
performance are determined. (OECD, 2015).

The purpose of governance is determined in the OECD (2015) report as building
trust, transparency, and accountability, which is a necessity for encouraging not
6



only short-term but also long-term investments and financially stabilization to
achieve healthier growth.

Of course, corporate governance is not a new concept but became more
familiar to all parties in the world after several corporate scandals come out such
as Enron and WorldCom. Subsequent to these scandals, many countries have
announced or improved their own corporate governance principles and mandate
the companies to follow them. One of the most well-known examples, “Sarbanes-
Oxley Act” (SOX), was signed in July 2002. By SOX, which was a response to
major corporate scandals, was aimed at increasing the investors’ confidence in the
capital market (Engel et al., 2007). Engel et al. (2007) also add that according to
some parties, increased requirements of disclosure and penalties for corporate
exploitation lead to enhanced transparency, and thus contribute to the investors’
benefits.

Like in the United States, there are several corporate governance principles
adopted by other countries such as the UK Corporate Governance Code, UK
Stewardship Code and Modernisation of Company Law and Enhancement of
Corporate Governance in EU. The first version of the UK Corporate Governance
Code was introduced in 1992 by Cadbury Committee and the corporate
governance definition which separates shareholders’ and management boards’ role
in a company is still valid (Council, 2010). Also by The UK Stewardship Code, the
principles of effective administration and control of investors over the board
regarding their responsibilities on regulating the actions of its management are
announced and are given force to the “comply or explain” system (Council, 2012).
European Commission announced Modernization of Company Law and
Enhancement of Corporate Governance action plan in 2003 and proposed a set of
rules aimed at enhancing shareholder rights, reinforcing the protection of creditors,
fostering efficiency and competitiveness of business (Europea, 2003).

Besides corporate governance principles, there are different governance
approaches adopted by firms in different countries may result in distinctive
administrative mentality and processes which are known as shareholder (Anglo-

Saxon) and stakeholder (German-Japanese) approaches. These two approaches
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differ in some ways related to goals of the organizations, governance structures
and agreements (Ayuso et al., 2014) The shareholder approach is more commonly
seen in Anglo-Saxon countries than in other developed countries (Tirole, 2001).
The shareholder value approach is a traditional model that relates the corporations
with instruments that maximize the shareholders’ interests, whereas, in the
stakeholder approach, non-investing parties such as employees, suppliers, worker
representatives, and banks’ interests are given more importance and are better
represented. (Ayuso et al., 2014; Tirole, 2001)

Theories like “Agency Theory” and “Managerial Power Theory” are
developed to explain conceptually how corporate governance should work in
businesses. Although this study benefits from both theories, the main idea will be
based on the “Agency Theory”. The theory is about the utility relationship between
“the principals” (the owners of the company) and “the agents” (the managers of
the company) (Jensen & Meckling, 1976). The utility relationship is actually
universal because the agreements that are conducted between two parties like
employer and employee are very similar to the relation of state and citizen (Ross,
1973).

Consequently, one can define the “utility relationship” as the delegation of
work to managers (or the agents) by owners of the company with some decision-
making authority in order to increase their benefits (Jensen & Meckling, 1976). If
both of these parties have different goals regarding utility maximization, this
relationship turns into an “Agency Problem” (Eisenhardt, 1989). The reasons for
agency problem are twofold. The first reason is that principals and agents have
different goals in maximizing utilities; the second reason is that owners of the
company are facing difficulty to understand and follow up the managers’
operations and decisions (Eisenhardt, 1989). To interpret these two reasons, one
can say that if there is an information asymmetry between control and
management mechanisms, managers are prone to exercise their managerial power
over control mechanisms in order to extract benefit for themselves. Bebchuk et al.
(2002) states that the control mechanisms set compensation contracts in the

purpose of maximizing shareholder value, but “The Managerial Power Theory”
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asserts that the members of the control mechanisms cannot operate in arm’s length
by arranging pay contracts, and for this reason, managers can influence the
compensation decisions and gain further benefits. Also, Fama and Jensen (1983)
similarly relate this problem with the separation of “ownership” and “control” by
asserting that organizations can solve the agency problems by distinguishing the
management and monitoring of decisions.

Based on governance principles and related theories, this study will analyze
the relationship between governance indicators (two-tier boards, employee
representation on boards, independent directors on boards, CEO duality,
percentage of institutional and insider shares) and CEO compensation in the

following sections.

2.2. Two-Tier Boards and CEO Compensation

Regarding companies all over the world, two types of board structures
come to the forefront in general; one-tier (unitary) and two-tier board structures.
The first type is the unitary board structure where the firms have only one board,
called the board of directors. This board is composed of both executive and non-
executive members, who generally choose a single executive to assume both
chairperson’s and CEQ’s duties. On the other hand, in the companies adopted a
two-tier board structure, there are basically two types of boards in their
organizational structures. First one is the management board which is responsible
for day-to-day operations and the second one is the supervisory board consisting of
directors who determine the direction of firm’s operations, appoint the managers
and take charge in advisory and monitoring functions on behalf of shareholders
(Belot et al., 2014). Of course, not all organizations have two boards structurally
because through traditions or regulations firms in different countries have to
choose either one-tier (unitary) or a two-tier board structure.

Previously it is discussed that the shareholder approach is more common in

Anglo-Saxon countries like U.S. and U.K. Since this approach stands for
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maximizing shareholders’ interests, companies are more likely to have a one-tier
board structure in those countries. In this type of board structure, shareholders
have the right to appoint members of the board by the law. However, in practice,
CEO/Chairperson choose board members and this results in increasing CEOs
managerial power and passivity of the board members (Millet-Reyes & Zhao,
2010). To prevent dominance by CEOs, corporations may include non-executive
and independent members in the board but as the information asymmetry between
members of the board and CEO increases, the CEO gains dominance over the
board members and act in his/her own interests.

On the other hand, two-tier board structured firms are more common in
other developed countries such as Germany, France, and Japan. In Germany for
example, the law mandates the use of two-tier board structure for all publicly
traded large corporations where the second board, which is called as the
supervisory board, consists of executives of stakeholders such as banks, suppliers,
customers and worker representatives (Tirole, 2001).

Supervisory boards of the firms adopted the stakeholder approach
composed of non-executive and independent members, and their duty is
monitoring the operations of the firm (Cromme, 2005). By this way, power of the
management and supervisory boards are separated from each other and this result
in more accountability and transparency, and less dominance by managers unlike
the situation in one-tier board structured firms. Also, two-tier board structures
enable the supervisory board to perform advisory services and involve in decision-
making processes (Cromme, 2005).

As a result, consideration of stakeholder perspective, there are more control
mechanisms to follow CEOs operations in two-tier board structured firms when
compared with unitary board structured firms. For this reason, the supervisory
board and all shareholders are able to keep an eye on investments and operations
and hence on CEOs of the firm. Thus, for those kinds of organizations, there are
not many opportunities for CEOs to change the direction and rules in firms

according to their own interests
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Boards are identified as a key control mechanism for setting CEO
compensation. CEOs want to maximize their own interests by taking advantage of
low board control for this reason CEO compensation will be greater in firms with
lower levels of control (Boyd, 1994). Following academic literature, we state our

first hypothesis as follows:

H1la: A two-tier board structure is associated with less CEO compensation

than a one-tier board structure.

2.3. Employee Representation on Boards and CEO Compensation

Prior academic literature reveals the importance of employee representation
in corporate boards for governance practices in firms. In some countries like
Germany and France, it is mandated that employees be represented on corporate
boards (Ginglinger, Megginson, & Waxin, 2011). Employee representation on
corporate boards is important because employee directors are more willing to have
long-time survival of the firm than shareholders and also environment, safety and
reputation issues (Huse et al., 2009). Kassalow (1989) compares employee
representation between U.S. and German corporate boards and observes that labor
representation on boards brings important contributions to companies. One and the
most important one is that employee representatives have the ability to influence
the decisions of other board members in line with long-time survival of workers
and the company.

On the other hand, Fauver and Fuerst (2006) propose that representation of
labor in the supervisory board of a firm give valuable “first-hand” operational
information to members and thus employee representation strengthens monitoring
function. According to Hopt (1984), the most explicit contribution of labor
representation on corporate boards is the creation of an additional control
mechanism both on the supervisory and management boards. Since employee

representatives are different from other members of the board like outside directors
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who may be considered as passive members tied to management because of their
other business relationships because they stay on the board by their own rights and
their loyalty to employees.

As mentioned before making use of information asymmetry, CEOs may
tend to maximize their own interests instead of shareholders or stakeholders. Hopt
(1984) asserts that the labor representatives contribute to the monitoring function
by information flow to non-executive board members from work councils and
unions. Fauver and Fuerst (2006) conduct a study showing that employee
representation reduces agency costs of management and lowers information
asymmetry between management and supervisory boards. They also show that
employee representation decreases excessive management board salaries and perk-
taking.

As a result, the existence of employee representatives on corporate boards
provides valuable information about the operations of firms and contribute to
monitoring function of boards. Also, labor representatives contribute to the
interests of all stakeholders in firms by influencing other board members’
decisions regarding the survival of the firm and employees. All these contributions
result in a decrease in CEOs managerial power by decreasing information
asymmetry and increasing board control over managerial decisions of CEOs.
Therefore, CEOs will have less control over their own interests, eventually their

compensations. Accordingly, we state our hypothesis as follows:

H1lb: Employee representation on corporate boards is negatively
associated with CEO compensation.

2.4. Independent Directors on Boards and CEO Compensation

The academic literature shows us that the presence of independent directors
in firms’ corporate boards affects the governance practices of firms. Nasser and

Agrawal (2011) have found that firms having independent directors in their boards
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promote better CEO contracting and monitoring. Also, the trend among firms in
the last decade is increasing the number and power of the outside directors because
of their positive effect on nomination and compensation control mechanisms
(Bebchuck et al., 2002). Previously, we draw attention to managerial power theory
which predicts that compensation will be higher or less dependent on the
performance of CEOs. CEOs would tend to have more power when the boards’
control mechanisms do not work efficiently enough (Bebchuck & Fried, 2003).
This implies that, although independent directors may not have sufficient
information about the operations conducted by management, they contribute to the
monitoring function of boards. Yet, even if they don’t have sufficient information
about the managerial operations, Kim et al. (2014) state that outsider directors’
performance in both advising and CEO compensation monitoring increases as their
tenure increase.

When firms’ board characteristics are compared, the firms with the
majority of their board members composed of independent directors have lower
CEO compensation than the ones with the minority (Chhaochharia & Grinstein,
2009). In addition to their findings, Kim et al. (2014) observe that incremental
CEO compensation decreases as outside directors’ tenure increases because they
obtain necessary information about the company as well as managers timely which
allows them to limit their interests. This leads to our hypothesis as follows:

H1lc: Increase in the percentage of independent directors on corporate

boards is negatively associated with CEO compensation.

2.5. CEO Duality and CEO Compensation

CEO duality means the head of the management is also the chairman of the
board (Boyd, 1994). The relationship between CEO duality and CEO
compensation is discussed by many scholars. Morck et al. (1989) state that the

firms where the top management composed of a single individual who holds the
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titles of CEO and Chairman together, the degree of board control is low. This is
because of the fact that when CEO duality exists, the power of the individual
directors may decrease, since many directors in the board start to act as part of the
management team rather than using their monitoring, rewarding or penalizing
powers to critically evaluate the performance of CEOs (Weidenbaum, 1986).
Similarly, Mallette and Fowler (1992) state that if a single individual serves for
both positions, s/he exercises more managerial power because his/her goals are
more consistent with the management rather than shareholders and she or he is
more likely to act in his/her best interest rather than the corporation’s.

According to Core et al. (1999), there is a positive association between
CEO duality and CEO compensation. In other words, when CEO duality exists,
corporate governance is interpreted as weak and hence the CEO/Chair would be
able to extract additional compensation from the firm. The weakness of
governance may be associated with the absence of separation of decision
management and decision control. According to agency theory, organizations
suffer more while competing with other firms when there is no separation between
the CEO and the chairman of boards (Fama & Jensen, 1983). Thus, the separation
of CEO and chair positions contributes to the creation of an effective governance
mechanism.

The monitoring function of the boards is very important for controlling
CEOs performance and also their compensation. Peasnell, Pope, and Young (2005)
suggest that monitoring ability of the board of directors declines with the increase
in managerial power which interacts with board monitoring of compensation
management. Boyd (1994) finds that CEO duality has a negative relationship with
the degree of board control such that when the board control is low, the CEO
compensation increases. Fosberg (1999) compares the CEOs of the firms with
unitary and dual leadership in terms of their compensations and finds that CEOs of
firms where CEO duality exists receive significantly higher levels of salary, bonus
and total compensation than the ones with no duality. Here we state our next

hypothesis as follows:
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H1d: CEO Duality is positively related to CEO compensation.

2.6. Institutional Shares and CEO Compensation

The firms with stakeholder approach carry on their operations by debt
financing, which means raising money from creditors like individual or
institutional investors by issuing debt, in which they pay the principal and a
predetermined interest in return (Investopedia, 2019). In this regard, a CEO’s
primary duty is coordinating the operations of firms so that firms can pay their
debts on time, while the supervisory board is responsible for determining the
direction of the company and overseeing the operations accordingly. To improve
access to debt, institutional investors and banks gain much more importance in the

eyes of shareholders and the members of the supervisory board.

Availability of banks and institutional investors are critical for a company’s
future operations. Thus, many banks and institutional investors are offered to have
an equity stake in the firm’s equity and they become members of the supervisory
boards. This may bring some serious advantages to firms. Millet-Reyes and Zhao
(2010) summarize these advantages of having institutional investors in boards of
firms such as strengthening monitoring, reducing conflict of interest between
shareholders, creditors and managers, getting access to capital markets by
becoming long-term holders of blocks of equity and possessing private
information about the investments of firms.

Although CEO compensation decreases when there are larger
shareholdings by institutional investors since the existence of them positively
affects the monitoring function of the board of directors and increase the control
over compensation of CEO, in practice usually the opposite is true. David et al.
(1998) divide the effect of institutional shareholders on CEO compensation into
two types: the institutional shareholders without any other business relationship
with the firm (pressure-resistant institutions) and those that have another
relationship with the firm (like managing a pension fund) and that are open to
management pressure (pressure-sensitive institutions). With the pressure-resistant
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institutional shareholders, as the managerial power theory suggests, the CEO’s
managerial power will decrease and consequently, their compensation will be
negatively affected (Bebchuk & Fried, 2003). This is because institutions may use
their shareholder power to resist CEO’s preferences on higher compensation. On
the other hand, for pressure-sensitive institutions, CEOs may make use of the
business relations with institutional shareholders to work together and penalizing
them if they resist CEOs’ own preferences (Heard & Sherman, 1987).

Although in the literature, there are two types of institutional shareholders,
which have opposite effects on CEO compensation, in line with the agency theory,
we argue that the institutional shareholders want to generate profit for their own
interests and guarantee their investments in the companies, given that their
investments in the company are at stake. For this particular reason, they are likely
to authorize and give more power to CEOs. Thus, this leads us to the following

hypothesis.

H1le: Increase in the percentage share held by institutional shareholders in

firms is positively associated with CEO compensation.

2.7. Insider Shares and CEO Compensation

In the extant literature, scholars debate about outstanding shares held by
insiders and its effect on CEO performance and compensation. Some of them
suggest that as insider ownership in a firm increases, agency cost will decrease and
which in turn improve performance of managers because the results of their
operations eventually affect their own interests as well (Morck et al., 1989).
Similarly, Jensen and Meckling (1976) define insider shareholders as managers
and directors who own the firm’s shares and therefore they are supposed to act

responsibly and are willing to increase the firm’s stock value.

From another point of view, Cordeiro and Veliyath (2003) show that
insider ownership and CEO compensation have a negative relationship. In this
study, they consider CEO compensation in two different ways: First as salary plus
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bonuses, and second as total compensation. The results reveal that insider
ownership is significant and negatively related to CEO compensation only where
CEO compensation is considered as salary and bonuses. The reason is that
managers are interested more to increase stock values rather than being paid out.

On the other hand, some researchers argue that insider ownership may have
negative effects on firm performance. Although Morck et al. (1989) state that
insider ownership decreases agency costs and increases firm and managerial
performance. They find that the relationship is not unilateral. If ownership is up to
five percent or above twenty-five percent, the firm’s performance tends to
increase, however, if it is between five and twenty-five percent, self-serving
interests of management fortification in this range of ownership exceeds the
income generated by managers’ shares in the firm. Also, Boyd (1994) states that
when insider ownership is considered as common stocks owned by the board of
directors, but not by the CEO of the firm, the insider ownership has a positive
relationship with board control mechanisms. Thus, consistent with agency theory,
insider ownership by the board of director is an incentive for performing
monitoring responsibilities by members of the board.

As a result, although insider share ownership is a controversial issue, it is
clear that there is a non-negligible effect on control mechanisms and CEO
compensation, we argue that the insider shareholders will tend to increase CEO’s
compensation in the hopes of generating more profit from their own investments in

the company. Thus, this leads us to the next hypothesis.

H1f: Increase in the percentage held by insider shareholders in firms is

positively associated with CEO compensation.
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2.8. The Moderating Effect of Firm Performance on the Relationship Between

Corporate Governance and CEO Compensation

In the previous section, we explained the direct relationship between
corporate governance indicators and CEO compensation. The main idea of the
previous section is the effectiveness of control mechanisms in the firm and
monitoring function of the board of directors and their effects on CEO
compensation. In this part, firm performance is taken into consideration as a
moderator that influences the impact of governance indicators on CEO
compensation.

In academic literature, a significant number of researchers analyze the
relationship between corporate governance practices and firm performance.
Besides different governance indicators which describe the governance level, there
are also many indicators that examine the financial performance of firms. Modern
firms use several types of performance measures such as equity returns, stock
returns, firm value and other financial ratios depending on the approaches adopted
in governance research. Therefore, researchers have different points of view for
governance and performance relationship.

Brown and Caylor (2004) correlate several firm performance measures
with governance indicators. In their findings, accounting ratios such as return on
equity, net profit margin, dividend yield, stock repurchases, and Tobin’s Q are
positively correlated with the firms’ governance scores. Thus, they draw a
conclusion that poor governance results in lower profits (lower return on equity
and profit margin), lower firm value (lower Tobin’s Q) and a smaller amount of
cash distribution to shareholders (lower dividend yield and stock repurchases).

According to Belot et al. (2014), there is little evidence for the relationship
between board structure and firm value. The results of their study show that an
effective monitoring function of two-tier boards is not associated with a lower
degree of firm value, i.e. firms with effective monitoring function ensured by two-
tier board structure have generally high degree of firm value. Increasing the

effectiveness of the monitoring function of corporate boards results in a decrease
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in CEO’s managerial power over the decisions of the board of directors and this
leads to achieving higher financial performance and firm value. On the other hand,
Millet-Reyes and Zhao (2010) examine the effect of board structure on firm
performance. They measure the effect on the firm performance in two different
ways: first as operating performance measured by operating cash flow and return
on equity, second as firm stock performance by Tobin’s Q. The results show that
two-tier boards have a significantly positive effect on operating performance, but
not on stock performance. The difference between the measures for operating and
stock performance is explained by the potential conflict of interests among
stakeholders. Since above findings support the idea that high firm performance is
associated with effective monitoring function of the board and board structure —
stock performance relationship is affected by the conflict of interests among
stakeholders, we expect firm performance to positively moderate the board
structure and CEO compensation relationship.

Besides board structure and firm performance relationship, Brown and
Caylor (2004) analyze different corporate governance indicators with each firm
performance measures. According to the results of their study, the ownership
structure is strongly significant with firm performance. Also, Bhagat and Bolton
(2008) find corporate governance measures affect firm performance. According to
findings, better governance, measured by Gompers, Ishii, and Metrick (2003) and
Bebchuk, Cohen, and Ferrell (2004), as stock ownership of directors’ board has a
significantly positive association with firm’s operating performance. In addition,
Mehran (1995) states that firm performance which is represented by Tobin’s Q and
return on assets is positively related to the percentage of executive compensation
that is equity-based and the percentage of equity held by managers. These studies
suggest that ownership structure is related to firm performance and for this reason,
we expect the firm performance change the effects of institutional share ownership
and insider share ownership over CEO compensation because as the firm
performance increase, institutional shareholders generate more profits and want to
give more power to CEOs. Similarly, insider shareholders with their hopes of

generating more income from their own investments in the company will likely to
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increase the CEO’s compensation in a firm with high financial performance. Thus,
we expect that firm performance moderates positively the institutional/insider
share ownership and CEO compensation relationship.

In addition to the association of ownership structure with firm performance,
Bhagat and Bolton (2008) find CEO-Chair separation as another variable that has a
significant and positive effect on firm performance. Looking at the governance
perspective, if CEO duality exists, the decisions of individual directors on board
are likely to be affected by management decisions and they start to act as a part of
the management. For this reason, CEO/Chairman becomes to take managerial
decisions faster according to their own benefits and this situation leads to higher
firm performance together with higher compensation. Thus, we expect that firm
performance positively moderates CEO duality and CEO compensation
association.

Valenti, Luce, and Mayfield (2011) find that the firm’s financial
performance has a negative association with independent directors. Their study
shows that as the firm performance increases the number of independent members
on corporate boards decrease. Similarly, Bhagat and Bolton (2008) state that board
independence is negatively correlated with performance. As mentioned before, we
expect that higher the percentage of independent directors on corporate boards is
associated with a lower level of CEO compensation. Since firm performance and
board independence are negatively correlated, we consider firm performance to
affect board independence and CEO compensation relationship positively.

Labor representatives contribute to the monitoring function by reducing
information asymmetry between management and non-executive board members
(Hopt, 1984). This means, their existence on corporate boards enable the company
to decrease agency costs of management, also decreases excessive salaries of
managers (Fauver & Fuerst, 2006). By this means, in a company with high
financial performance, CEOs tend to explain the reasons for the high performance
of the company linking to their operational efforts. But employee representatives
enable board members to assess the actual reasons for high firm performance by

information flow from work councils and unions. Thus, their presence in corporate
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boards gains more importance where firm performance is high. Therefore, we
expect to see positive moderation of firm performance on employee representation
on boards and CEO compensation relationship.

When firm performance, governance indicators, and CEO compensation
are considered together, firm performance is likely to affect governance —
performance relationship positively. Prior literature shows that firm performance is
significantly associated with governance indicators such as CEO duality, board
independence and general governance score (Bhagat & Bolton, 2008; Brown &
Caylor, 2004; Valenti et al., 2011). Likewise, studies that analyze firm
performance and CEO compensation relationship find performance and
compensation is significantly related to each other (Mehran, 1995; Joskow &

Rose, 1994). Therefore, we state our next hypothesis as follows:

H2: Firm performance positively moderates the association between CEO

compensation and corporate governance.

2.9. The Definition of Economic Freedom

In this section, as for the firm performance, economic freedom and its
effect on governance indicators and CEO compensation will be analyzed.

The Heritage Foundation, founded in 1973 as a think tank, defines
economic freedom as:

Economic freedom is the fundamental right of every human to control his or her
own labor and property. In an economically free society, individuals are free to
work, produce, consume, and invest in any way they please. In economically free
societies, governments allow labor, capital, and goods to move freely and refrain
from coercion or constraint of liberty beyond the extent necessary to protect and
maintain liberty itself. (The Heritage Foundation, 2019).

Gwartney and Lawson (2003) summarize the essential premises of
economic freedom as a personal choice, voluntary exchange, freedom to compete
and protection of individuals’ property. Also, they add that economic freedom

strengthens the effect of individual choices on the production of goods and
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services. This effect is strengthened by economic freedom because individuals in
an economically free society would have the right to choose to work, produce,
consume and invest in any way they want to, permitted by the law (Miller & Kim,
2013). According to this point of view, governments, institutions, and policies
have important roles in promoting economic freedom in a society. Governments
make laws and create legal structures to promote economic freedom by protecting
the rights of individuals, implementing contracts objectively and also by providing
stable and sound currency. When institutions and policies, on the other hand, are
consistent with economic freedom, they provide an optimal environment for
voluntary exchange, by protecting individuals and their properties. Therefore, legal
and monetary contracts are particularly important (Gwartney & Lawson, 2003).

To measure economic freedom in different countries, The Economic
Freedom of the World Index was first produced by Gwartney, Lawson, and Block
(1996) and updated annually since. According to Gwartney et al. (1996), the index
of economic freedom should measure the extent to which legally purchased
property is protected and individuals are free to engage in voluntary transactions.
Similarly, Hall and Lawson (2014) state that the index is designed to measure the
consistency of a nation’s policies and institutions, which indicates their level of
economic freedom. Economic freedom index puts emphasis on private property
rights, rule of law, free-trading, sound currency and a limited role for
governments. When properties are secured, individuals can trade more freely, the
currency is more stable, government spending is lower and there are fewer
regulations. Such countries get higher scores of economic freedom.

In line with Hall and Lawson (2014), The Heritage Foundation determined
twelve measures for economic freedom and grouped them into four main titles:
‘Rule of Law’, ‘Government Size’, ‘Regulatory Efficiency’ and ‘Market
Openness’. Under ‘Rule of Law’, there are three measures which are the protection
of property rights, judicial effectiveness and government integrity to individuals.
‘Government Size’ basically is related to government’s principles, practices and
their effects on individuals. It is measured by tax burden on individuals’

economies, government’s spending and fiscal health. Another category under
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economic freedom ‘Regulatory Efficiency’ consists of three aspects of freedom:
business, labor and monetary. Business freedom is an individual’s right to start and
run a business without any interference from the government where labor freedom
measures the freedom of individuals’ right to work whenever and wherever they
desire. Also, monetary freedom is related to the stability and reliability of a
country’s currency (Miller & Kim, 2013). Finally, ‘Market Openness’ is measured
by trade freedom, investment freedom and financial freedom showing to what
extent the economic activities in a country considered as free in terms of trading,

investing and access to financing.

2.10. The Moderating Effect of Economic Freedom on the Relationship

Between Corporate Governance and CEO Compensation

As stated in the previous section of this study, institutions and academic
literature identify economic freedom and describe its measures similarly. Each of
them emphasizes different aspects of freedom and its importance on a country’s
prosperity. In this part, we will explore how different levels of economic freedom
in countries change the effectiveness of corporate governance indicators on CEO
compensation.

The Heritage Foundation, as stated above, determined basically four sets of
measures to evaluate economic freedom level of a country which was ‘Rule of

b

Law’, ‘Government Size’, ‘Regulatory Efficiency’ and ‘Market Openness’.
Starting from these main measures, an economically free country can be defined as
a country where properties and purchasing rights are secured, judicial effectiveness
is high, the government treats people equally in terms of law, government
spending is low, fewer regulations on business activities, more stable currency,
and freer market transactions in terms of trading, investing and financing (Hall &
Lawson, 2014). All the measures that determine the level of economic freedom are

in fact take into account the protection of individuals and organizations. Therefore,
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it should have an effect on corporations, which consist of individuals who have
different goals and interests.

In this section, mainly the impact of economic freedom on the relationship
between six corporate governance indicators (board structure, employee
representation on board, independent directors on board, CEO duality, institutional
shares, and insider shares) and CEO compensation will be analyzed. So in the
following paragraphs, we will put emphasis on the relation of economic freedom
on each governance indicator.

As previously mentioned, corporations may have either a single board
which consists of both executive and non-executive members together or a two-tier
board structure which composed of a supervisory board and management board. In
a firm with a unitary board structure, the board is responsible for all aspects of the
company. Thus, advisory and monitoring functions are carried out by managers
(who deals with daily operations of the firm), dependent, and independent
directors together. Also, the chief executive manager is generally chosen as a
member of the board and for this reason s/he may have influence over other
executive and non-executive members of the board. As managerial power theory
and agency theory suggests, the CEO of the firm gains managerial power and may
use it to extract self-oriented benefits from the operations of the firm instead of
protecting interests of shareholders and other stakeholders. On the other hand, in a
two-tier structured firm, there are two boards; the management board handles the
daily operations and the supervisory board oversees the firm’s activities and
monitor managers. Therefore, in this case, the control mechanisms are more
improved and the interests of all stakeholders are better protected as opposed to a
firm with a unitary board.

Economic freedom is a concept that affects both individuals and
corporations because it is related to both laws, judicial effectiveness and protection
of rights. Thus, in case of corporate governance, one can say that it creates a
positive influence over effectiveness of governance practices because if the
economic freedom level is high, there are more effective laws for corporations to

protect the rights of all individuals to pursue their economic objectives without
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interference including the stakeholders of a firm (Gwartney, Lawson, & Hall,
2011). Therefore, a higher degree of economic freedom results in more efficient
control mechanisms and lower managerial power of the CEO over the board of
directors in a two-tier board structured firm. We state our next hypothesis as

follows:

H3a: Economic freedom level of a country positively moderates the

association between CEO compensation and two-tier board structure.

Employee representation puts employees in a formal structure where their
voice in the decision-making process of organizations is heard more often.
Including these representatives in supervisory boards gives many opportunities to
companies, such as providing operational information to directors in the board and
decreasing information asymmetry between management and supervisory boards
and therefore reducing excessive management board salaries and perk-taking
(Fauver & Fuerst, 2006).

In countries that have high economic freedom properties and rights are
secured by law. From corporations’ perspective, economic freedom means
protection of interests of all parties of an organization. Thus, economic freedom
will increase the effectiveness of employee representation and control over CEO
compensation by providing a basis for the representation of labor in boards and
protecting their interests by developed laws and regulations. We state our next

hypothesis as follows:

H3b: Economic freedom level of a country positively moderates the

association between CEO compensation and employee representation on boards.

Having independent directors on supervisory boards of companies
strengthens corporate governance practices of firms in terms of better CEO
contracting, monitoring of management, nomination, and compensation control

mechanisms (Bebchuk et al., 2002; Agrawal & Nasser, 2011). As in two-tier
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structured firms, economic freedom has an additive effect on the effectiveness of
control mechanisms and reduces managerial monopoly in firms by empowering
the rule of law. This is because of the fact that in an economically free country, the
rights of all stakeholders are protected by law. Thus, including independent
directors on supervisory boards brings an objective perspective to the company
and supports economic freedom in terms of protecting the rights of all stakeholders
by providing fairer contracts, improving control mechanisms and reducing

managerial power of the CEOs. We state our next hypothesis as follows:

H3c: Economic freedom positively moderates the association between
CEO compensation and independent directors of boards.

CEO duality creates a negative impact on corporate governance
mechanisms in a firm because when the CEO and the chairman of the board are
the same individuals, the power of independent directors is likely to decrease
because most of the directors, in this case, take sides with the management rather
than acting as objective members of boards, who actively monitor management,
reward or penalize the performance of CEOs. As previously said, economic
freedom contributes to the company’s control mechanisms and also protects the
rights of all stakeholders. From this point of view, economic freedom will reduce
the negative effect of CEO duality on monitoring function of the board and also
help to prevent CEOs from exercising their managerial power on other
stakeholders to create extra benefits for their own behalves. We state our next
hypothesis as follows:

H3d: Economic freedom level of a country negatively moderates the

association between CEO compensation and CEO duality.

Institutional ownership of outstanding shares of a company is an
advantageous way to ease access to capital. Therefore, institutional investors gain

more and more importance from the view of other shareholders and the board of
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directors. Since they constitute a critical mission for the company, they are
generally offered to be members of the board of directors and have a voice on
future plans and operations of the firm. Existence of institutional investors on
supervisory boards increases the effectiveness of the monitoring function of the
board, reducing conflict of the interests and provide financial information and
support for the company’s operations.

As previously mentioned, there are mainly two types of institutional
investors as proposed by David et al. (1998); pressure-resistant institutions and
pressure-sensitive institutions. These two types of institutions differ in several
aspects but the most critical one is the level of tolerance exerted on CEOs’ own
interests and preferences about the company. Pressure-resistant institutions are
able to use their shareholder power against the CEO’s managerial power to resist
his/her preferences for higher compensation. Although they are able to resist the
preferences of CEOs for higher compensation, they may support them if they can
get more income from the shares of the firm. On the other hand, pressure-sensitive
institutions stick more to CEOs preferences as they don’t have any other business
relationship. Thus, this type of institutional investors is more prone to support the
CEOQ’s actions and preferences in order to generate more income.

According to the degree of economic freedom, countries may implement
laws and regulations not only to control and protect the investments of investors
but also to protect the rights and interests of all stakeholders in a firm. Thus,
although they are investors who want as much income as they can acquire, if the
degree of economic freedom is high, the interests of all stakeholders will be
protected by law, which in turn creates a pressure upon institutional investors’
desires. Thus, from this point of view, economic freedom creates a positive effect
on governance practices and negatively affect CEO compensation. We state our

next hypothesis as follows:

H3e: Economic freedom level of a country negatively moderates the

association between CEO compensation and institutional ownership.
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In the previous section, we show that insider ownership and CEO
compensation have a multilateral relationship. In case ‘insider’ is a CEO or a
manager, even though their compensation as salary and bonuses do not change,
management will act to increase stock values in order to double their total
compensations (Cordeiro & Veliyath, 2003). On the other hand, Boyd (1994)
asserts that when ‘insider’ is a member of the board of directors, instead of a CEO,
the insider ownership will have a positive relationship with board control
mechanisms. Thus, the relationship will be negative in this case.

Economic freedom brings rules and regulations in corporations.
Regulations for a company in an economically free country are fewer but effective
in protecting workers and investors. By rule of law, economic freedom provides
assurance for individuals to protect their incomes, savings, real and intellectual
properties from unfair confiscation or theft. Thus, it may bring regulations to
companies to take under control the CEO’s or the management’s actions and
investments in order to protect other investors and stakeholders in the firm. Thus,
economic freedom will have an incremental effect on governance practices and
eventually result in a negative association with CEO compensation. We state our

next hypothesis as follows:

H3f: Economic freedom level of a country negatively moderates the association

between CEO compensation and insider ownership.

28



CHAPTER 3

EMPIRICAL ANALYSIS

3.1. Sources of Data

The main source of data used in this study is Bloomberg Data. It is actually
used heavily and regarded highly by institutional investors and created for the
financial marketplace. For this reason, it provides almost every type of financial
data related to companies, economies, stock exchanges, governance, and many
other subjects. Bloomberg Database, compared to its largest competitor Thompson
Reuters with its Eikon platform, give place to companies in corporate governance
data more than other databases. Because of its wide coverage in terms of corporate
governance indicators and inclusion of companies worldwide, we retrieve
governance and financial data from Bloomberg. In addition to corporate
governance data, we use country-based data which is gathered from the World
Bank Database such as economic freedom index and gross domestic product
growth rate.

We obtain financial data (on corporate governance and financial
performance) for the period 2013 - 2017. Our sample is built with data of firms
from the United States and 30 European Union Member and Western European
countries. The sample consists of 7,146 firm-year observations and 2,075 firms
that have Environmental, Social and Governance (ESG) Disclosure Score
availability in the Bloomberg Database.

3.2. Variables

3.2.1. Corporate Governance Indicators

In this study, we use seven corporate governance measures which are total

CEO compensation, board structure, the percentage of employee representatives
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on the board of directors, the percentage of independent directors on board of
directors, CEO duality, percentage of shares outstanding held by institutions and
percentage of shares outstanding held by insiders.

Total CEO compensation indicates the total amount of compensation paid
to the CEO. We use this variable as a dependent variable and observe the effects of
governance variables on total CEO compensation. In order to make the distribution
of variable less skewed, this variable is measured in logarithmic form.

We use six governance measures as independent variables in our models.
Our most critical independent variable is the board structure. We want to separate
the firms with unitary board structure (firms with a single board composed of both
executive and non-executive members) and the firms with two-tier board structure
(firms with two boards, namely supervisory and management). We measure board
structure as a dummy variable that is equal to 1 if the firm has a two-tier board
structure, and 0 otherwise.

Another corporate governance measure is the percentage of employee
representatives on the board of directors. This measure is calculated by using two
separate variables: the number of employee representatives on the board of
directors and board size. Bloomberg Database provides the first data as the number
of employee representatives on the board when companies have non-executive
employee representatives on board. For the board size, it gives the available
number of directors on the company’s board. Where the company has a
supervisory board and a management board, this variable shows the number of
directors in the supervisory board. The percentage of employee representatives on
boards is measured by the number of employee representatives on board divided
by board size.

Our next governance measure is the percentage of independent directors on
the board of directors, which is calculated as the number of independent directors
on the board divided by board size.

CEO duality is a dummy variable which indicates whether the company’s
chief executive manager is also the chairman of the board. It equals 1 if the CEO is

also the Chairman, and 0 otherwise.
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Another governance measure is the percentage of shares outstanding held
by institutions. This data represents institutions including institutional investors
from Securities and Exchange Commission’s (SEC) Form 13F Quarterly Report,
the United States and International Mutual Funds, Schedule Ds (U.S. insurance
companies) and institution’s stake holdings that appear on the aggregate level.

Finally, we used the percentage of shares outstanding held by insiders as a
governance indicator in the study. Insiders represent a director or senior officer of
a company, as well as any person or entity that owns more than some defined

percentage of a company’s voting shares (Investopedia, 2019).

3.2.2. Firm Performance

In order to determine firms’ financial performance, we use Tobin’s q,
which plays an important role in financial markets. It is defined as the ratio of the
market value of a firm to the replacement cost of its assets (Chung & Pruitt, 1994).
This financial indicator represents not only the firm-specific financial conditions
but also pictures the perspectives of the market. Although Tobin’s q is widely used
by scholars in theory as a financial firm performance indicator, there are different
methods to calculate it (Perfect & Wiles, 1994). We adopt the method used by
Bloomberg Database since it is one of the most commonly used methods in the
literature (Chung and Pruitt, 1994):

e (Market Capitalization + Total Liabilities + Preferred Equities + Minor
Interests) / Total Assets

Since Tobin’s Q not only shows market effects on firm performance but

also takes into account firm-specific financial performance, we expect that this

measure has a significant impact on CEO compensation.
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3.2.3. Economic Freedom Index

As the degree of economic freedom increases, the effectiveness of laws for
firms to protect the rights of all individuals to pursue their economic objectives
without interference increases (Gwartney et al., 2011). Using economic freedom as
a moderator between the corporate governance and CEO compensation, this study
intends to explain how the effect of governance indicators on CEO compensation
change as the degree of economic freedom in a country changes. For this reason,
economic freedom is considered as a country-level variable.

Economic Freedom Index data is obtained from The Heritage Foundation.
The economic freedom index is composed of twelve different measures. These are
Property Rights, Judicial Effectiveness, Government Integrity, Tax Burden,
Government Spending, Fiscal Health, Business Freedom, Labor Freedom,
Monetary Freedom, Trade Freedom, Investment Freedom and finally Financial
Freedom. In order to cover all aspects of economic freedom, we prefer to use
overall economic freedom index which shows the mean of all the above measures.
All measures’ scores range from 0 to 100, so as the overall index. As the score

increases from 0 to 100, the economic freedom in that country also increases.

3.2.4. Firm-Level Control Variables

In this study, we use firm-level control variables to separate firm-specific
effects on CEO compensation because compensation is distributed from firms’
financial income, which may change according to the firm’s financial
performance. In order to control this type of effect, Brown and Caylor (2004) use
the natural logarithm of total assets of the companies, which shows the size of
companies.

Total assets shows the total amount of cash and cash equivalents,
receivables, investments and other assets as represented in firms’ financial
statements. All in all, it is the total of all short- and long-term assets as reported on

the firms’ balance sheets in USD and it is used in logarithmic form.
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Another firm characteristic is financial risk. To measure financial risk, we
use beta from Bloomberg Database. Bloomberg performs a regression of the
historical stock exchange prices against the S&P 500 using weekly data over a
two-year period. (Byu Library, 2019). We obtain beta for fiscal year ends of each
firm in the sample for the 2013-2017 period.

The ratio of total liability to total assets is the next firm-specific measure
that we use in this study. The ratio is calculated by dividing the company’s total
liabilities by total assets. This measure shows the percentage of a company’s assets
that are financed by issuing debt. This ratio enables comparisons of leverage to be
made across different companies in our sample (Investopedia, 2019). The ratio
also is an indicator of the financial risk of a company because it shows to what
extent the assets of a company is enough to meet the liabilities. For these reasons,
we decide to use also this measure to determine financial performance and

calculate it as follows:

e (Total Assets — Total Liabilities) / Total Assets.

The last measure is the ratio of research and development (R&D) expenses
to total assets. The number of R&D expenses can vary from industry to industry.
In some industries such as pharmaceuticals and technology, this type of expenses
can easily go up to millions or billions of dollars. We used the ratio of R&D
expenses to total assets because it is useful in comparing the effectiveness of R&D

expenses between the firms in the same industry.

3.2.5. Industry-Level Control Variables

The corporate governance practices, firm performances, practices, and
regulations may change according to industries that firms operate. For this reason,
the firms in our sample are categorized related to which industry they operate in.
We use, Industry Classification Benchmark (ICB) since it includes industry codes

of firms worldwide. The ICB classifies industries in ten categories (ICB, 2014),
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Table 1 shows these categories and the number of firms included in this study,

which belong to these industries:

Table 1. Number of Firms by Industry

ICB
Industry ICB Industry Number of Firms
Name
Code
1| Oil & Gas 136
1000 | Basic Materials 111
2000 | Industrials 391
3000 | Consumer Goods 185
4000 | Health Care 233

5000 | Consumer Services | 252
6000 | Telecommunications | 30

7000 | Utilities 62

8000 | Financials 525

9000 | Technology 150
Total 2075

To measure industry-level effects, we turn these ICB industry codes into

ten dummy variables.

3.2.6. Country-Level Control Variables

Besides the industry-level effects on CEO compensation, it is also
important to consider country-level effects like in the case of economic freedom.
This study not only analyzes the firm-specific or internal dynamics but also
changes regarding different industries and countries. As Tobin’s Q and CEO
compensation rely to a certain extent on a country’s economic performance, we
use the GDP growth rate to control for economic growth. It is obtained from the
World Bank World Development Indicators (WDI) Database.
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3.2.7. Interaction of Corporate Governance Indicators and Firm

Performance.

In this study, we want to measure the moderating effect of firm
performance on the relationship between firms’ corporate governance and CEO
compensation. For this reason, we decide on Tobin’s Q as an indicator of firm
performance because it not only shows the firm’s financial performance but also
gives an idea about firms’ performance in financial markets. Thus, we multiply

each governance indicator by Tobin’s Q and create six interaction variables.

3.2.8. Interaction of Corporate Governance Indicators and Economic

Freedom Index

We use interaction variables to examine the moderating effect of economic
freedom on the relationship between corporate governance and CEO
compensation. Each interaction variable is calculated as multiplying six corporate

governance indicators by overall economic freedom index.

3.3. Methodology

In this section, we provide information about the methodology used in this
study. To determine the relationship between corporate governance indicators and
CEO compensation, as well as the moderating effect of economic freedom and
firm performance on this relationship we apply three regression models.

We first examine the direct effect of corporate governance on CEO
compensation (Model 1). In this model, we use CEO compensation as the
dependent variable and six governance indicators as independent variables as

follows:

COMPi = fo + SLTWO_TIERi + S2EMPit + fsBOARD_INDj; +
BiDUALITYi; + BsINSIDERit + SsINSTITUTIONi: + $7Qit + SeBETA +

PoTAit + f1oTL_TAit + p1uRD_TAit + f12GDPjt + Industry Dummies (@8]
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where COMP represents the natural logarithm of total compensation for CEO or
equivalents, TWO_TIER stands for the board structure, and it equals to 1 if the
firm uses two-tier board structure and O if the firm uses a one-tier board structure.
EMP shows the percentage of employee representatives on the board of directors,
and BOARD_IND indicates the percentage of independent directors on the board
of directors. DUALITY is a dummy variable, which equals 1 when the CEO is
also the Chairman, otherwise 0. Finally, INSIDER and INSTITUTION show the
percentage of outstanding shares held by insiders and institutions, respectively.

For the control variables, Q stands for Tobin’s Q value, BETA for
systematic risk, TA for the natural logarithm of total assets, TL_TA for total
liabilities to total assets, RD_TA for the R&D expenses divided by total assets and
finally GDP for the percentage of annual GDP growth for the countries.

In the second model (Model 2), we examine the effect of firm performance
on the relationship between corporate governance and CEO compensation. We

construct our second model as follows:

COMPit = fo + p1TWO_TIER;: + S2EMPit + f3sBOARD_IND;: +
LsDUALITYit + BsINSIDERi: + SsINSTITUTION;: + £7Qit +
Le(Qi*TWO_TIERi) + fo(Qit*EMPit) + £10(Qit*BOARD_INDt) +
S11(Qit*DUALITYit) + S12(Qit*INSIDER;) + f13(Qit* INSTITUTION;) +
P1aBETAi + pisTAit + B TL_TAit + p17RD_TAit + p18GDPit

+ Industry Dummies 2

Basically, we modify Model 1 and include interaction variables by
multiplying each corporate governance indicator with Q in order to measure the
effect of firm performance on the relationship between governance indicators and
CEO compensation.

In the last model (Model 3), similar to firm performance, we want to
determine the effect of economic freedom on the relationship between corporate
governance indicators and CEO compensation. Therefore, our third model is

constructed as follows:
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COMPit = o + p1TWO_TIERit + f2EMPit + fsBOARD _INDit +
LsDUALITYt + SsINSIDERit + SsINSTITUTION;: + f7Qit + SsEF It +
Bo(EFIi*TWO_TIERk) + A10(EFI*EMPy) + S11(EFIi*BOARD_INDy) +
B12(EFLi*DUALITY}) + B13(EFLi*INSIDER) + A14(EFIi*INSTITUTIONK)
+ f1sBETAit + f16TAit + f17TL_TAit + f18RD_TAit + f10GDPit

+ Industry Dummies )

where EFI represents the Index of Economic Freedom. In Model 3, we modify
Model 1 by adding Economic Freedom and its interaction variables by each
governance indicators.

Our data consists of observations that are collected over a five-year period
using a panel structure, or in other words longitudinal data. Given that we use a
panel setting, there are some points required to take into consideration. One of
them is to check autocorrelation. For this reason, we apply the Wooldridge Test.

The test results are shown in the following table:

Table 2. Wooldridge Autocorrelation Test Results

Model 1

HO: no first-order autocorrelation
F (1, 1458) = 10.899

Prob>F=  0.0010

Model 2

HO: no first-order autocorrelation
F (1, 1458) = 10.749

Prob>F=  0.0011

Model 3

HO: no first-order autocorrelation
F (1, 1458) = 10.901

Prob>F= 0.0010

Looking at the test results, F-statistics are significant which means there is

significant autocorrelation in each model. To eliminate autocorrelation, we apply
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robust standard errors estimation method., which provides heteroskedasticity-

consistent or “White” standard errors (Hoechle, 2007).

3.4. Summary Statistics

Summary statistics and correlation matrix for the sample is given in Table
3 and Table 4, respectively. Table 3 represents the distributions for the variables
used in the analysis. The dependent variable (COMP) has mean and median scores
of 14.966 and 15.121, respectively where the standard deviation is equal to 1.551.
Since there isn’t a significant difference between mean and median scores, the data
set almost resembles a symmetrical distribution over firms for this variable. On the
other hand, the independent variables, TWO_TIER and EMP have mean values
(0.043 and 1.919, respectively) which are low, suggesting that only 4.3 percent of
total-firm year observations contain firms with two-tier board structure and nearly
two percent of companies’ boards composed of employee representatives on
average.

Table 4 shows that CEO compensation is significantly correlated at %1
level with CEO duality, percentage of independent directors, percentage of
institutional and insider shares of outstanding, beta, total assets, total liability to
total assets, R&D expenses to total assets ratio and economic freedom. Except for
the percentage of insider shares of outstanding and ratio of R&D expenses to total
assets, all other variables are positively associated with CEO compensation.

Table 3. Summary Statistics of the Sample

Variable N|  Mean| Std.Dev. p25/ Median p75
COMP 7,146) 14966 1.551] 14.289| 15.121] 15.840
TWO_TIER 7,146/  0.043]  0.202 0 0 0
EMP 7,146 1919  7.919 0 0 0
DUALITY 7,146  0.327 0.469 0 0  1.000
BOARD_IND 7,146/ 73.709 17.340, 63.636| 77.780] 87.500
INSTITUTION 7,146/ 79.269 30.028 60.417| 85.510] 101.349
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Table 3. Summary Statistics of the Sample (cont’d)

Variable
INSIDER
Q
BETA
TA

TL TA
GDP
RD TA
EFI

N
7,146
7,146
7,146
7,146
7,146
7,146
7,146
7,146

Mean
4.713
2.070
1.044
8.078
0.606
2.143
0.038
74.536

Std.Dev.
9.104
1.646
0.833
2.115
0.263
1.157
0.119
3.398

p25
0.354
1.120
0.805
6.854
0.441
1.677
0
75.100

Median
1.370
1.540
0.998
8.114
0.598
2.273

0

75.500

p75
4.480
2.310
1.232
9.342
0.784
2.569
0.018
76.000

In this table, COMP means the natural logarithm of total CEO compensation, TWO_TIER is a
dummy variable which takes 1 if the firm has two-tier board structure, 0 otherwise, EMP represents
the percentage of employee representatives on board of directors, DUALITY is a dummy variable
which takes 1 if CEO is also a Chairman, 0 otherwise, BOARD _IND represents the percentage of
independent directors on board of directors, INSTITUTION means the percentage of outstanding
shares held by institutions, INSIDER means the percentage of outstanding shares held by insiders,
Q means Tobin’s Q ratio, BETA is for systematic risk of a company’s portfolio, TA means the
natural logarithm of total assets, TL_TA represents the ratio of total liabilities divided by total
assets, GDP stands for the annual GDP growth, RD_TA represents the ratio of R&D expenses

divided by total assets, and EFI represents Economic Freedom Index.

Table 4. Correlation Matrices

COMP

TIER

EMP

DUAL

IND

INST

COMP

1.0000

0.0182

0.1140

-0.0232
0.0439

0.0488*
0.0000

0.2168*
0.0000

0.3170*
0.0000

TIER

1.0000

0.5247*

0.0000

-0.2026*
0.0000

-0.0135
0.2054

-0.1933*
0.0000

EMP

1.0000

-0.1532*

0.0000

-0.1484*
0.0000

-0.1840*
0.0000

DUAL

1.0000

0.0653*

0.0000

0.0565*
0.0000

IND

1.0000

0.2402*
0.0000

INST

1.0000

INSD
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Table 4. Correlation Matrices (cont’d)

COMP | TIER EMP DUAL | IND INST INSD
INSD | -0.1598* | -0.0803* | -0.0792* | 0.0910* | -0.1104* | -0.3023* | 1.0000
0.0000 0.0000 0.0000 0.0000 0.0000 0.0000
Q 0.0115 -0.0796* | -0.0667* | 0.0092 0.0227 -0.0324* | 0.0865*
0.3200 | 0.0000 | 0.0000 |0.3763 |0.0342 |0.0017 | 0.0000
BETA | 0.0663* | -0.0482* | -0.0369* | 0.0299* | 0.0705* | -0.0130 | 0.0197
0.0000 | 0.0000 | 0.0004 |0.0041 |0.0000 |0.2010 | 0.0522
TA 0.3328* | 0.1807* | 0.1821* | 0.0354* | 0.0203 0.1898* | -0.2746*
0.0000 0.0000 0.0000 0.0006 0.0570 0.0000 0.0000
TL_TA | 0.0663* | 0.0185 | 0.0307* | 0.0224 | 0.0137 | -0.0563* | -0.0609*
0.0000 | 0.0740 |0.0030 |0.0305 |0.1988 | 0.0000 | 0.0000
GDP 0.0219 -0.0785* | -0.0657* | -0.0074 | 0.0849* | 0.0919* | 0.0308*
0.0551 0.0000 0.0000 0.4769 0.0000 0.0000 0.0024
RD_TA | -0.0693* | -0.0557* | -0.0377* | -0.0390* | 0.0695* | -0.1131* | 0.0525*
0.0000 | 0.0000 | 0.0003 |0.0002 | 0.0000 | 0.0000 | 0.0000
EFI 0.1227* | -0.1686* | -0.1245* | 0.0304* | 0.4322* | 0.2122* | 0.0752*
0.0000 | 0.0000 | 0.0000 |0.0033 | 0.0000 | 0.0000 | 0.0000
Table 4. Correlation Matrices (cont’d)
Q BETA | TA TL_TA | GDP | RD_TA | EFI
Q 1.0000
BETA | 0.0084 | 1.0000
0.4134
TA 0.4269* | 0.0391* | 1.0000
0.0000 | 0.0001
TL_TA | -0.0385* | -0.0023 | 0.2203* | 1.0000
0.0002 | 0.8205 | 0.0000
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Table 4. Correlation Matrices (cont’d)

Q BETA | TA TL_TA | GDP RD_TA | EFI
GDP 0.0554* | 0.0030 | -0.0639* | -0.0242 | 1.0000
0.0000 | 0.7690 | 0.0000 | 0.0165
RD_TA | 0.4273* | 0.0891* | -0.3743* | 0.0208 | 0.0057 | 1.0000
0.0000 | 0.0000 | 0.0000 | 0.0395 |0.5730
EFI 0.1138* | 0.0095 | -0.2039* | -0.0238 | 0.2577* | 0.0776* | 1.0000
0.0000 | 0.3494 | 0.0000 | 0.0184 | 0.0000 | 0.0000

In this table, TIER stands for TWO_TIER, DUAL means DUALITY, IND represents
BOARD_IND, INST represents INSTITUTION, INSD represents INSIDER, and all variables are
defined in Table 3.

3.5. Regression Results

As previously stated, there are 2,075 firms from Europe and the U.S. and
totally 7,146 firm-year observations for the sample. Table 5 shows the results of
the three models. The first column (Model 1) represents the results for the direct
relationship between CEO compensation and corporate governance indicators. The
second column (Model 2) presents the results for the moderating effect of firm
performance on the CEO compensation — corporate governance relationship in
Model 1. Finally, the third column (Model 3) indicates the results for the
moderating effect of economic freedom level of a country on the association

between CEO compensation and corporate governance.

Table 5. The Main Regression Results for the Sample

(Model 1) (Model 2) (Model 3)
TWO_TIER -0.1547*** | -0.0928 0.4607
(0.005) (0.324) (0.575)
EMP -0.0664*** | -0.0836*** | -0.1289
(0.000) (0.002) (0.643)
DUALITY -0.1254*** | 0.0109 0.0936
(0.000) (0.919) (0.881)
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Table 5. The Main Regression Results for the Sample (cont’d)

(Model 1) (Model 2) (Model 3)
BOARD_IND 0.0717*** | 0.1207*** | 0.4973**
(0.000) (0.000) (0.031)
INSTITUTION 0.0925*** | 0.0536 1.0256*
(0.000) (0.149) (0.053)
INSIDER 0.0183 -0.0136 0.4375
(0.419) (0.655) (0.127)
Q 0.0506 0.1590** 0.0528
(0.247) (0.038) (0.227)
BETA 0.0996 0.0966 0.1013
(0.191) (0.202) (0.190)
TA 0.4681*** | 0.4730*** | 0.5124***
(0.000) (0.000) (0.000)
TL_TA 0.0365 0.0327 0.0346
(0.357) (0.352) (0.383)
GDP 0.0058 0.0057 0.0010
(0.249) (0.261) (0.844)
RD_TA 0.0078 0.0089 0.0122
(0.614) (0.578) (0.428)
EFI 0.3300***
(0.000)
Q*TWO _TIER -0.0236
(0.340)
Q*EMP 0.0227
(0.358)
Q*DUALITY -0.0865
(0.216)
Q*BOARD_IND -0.1651*
(0.068)
Q*INSTITUTION 0.0829
(0.226)
Q*INSIDER 0.0470
(0.272)
EFI*TWO_TIER -0.1782
(0.453)
EFI*EMP 0.0667
(0.812)
EFI*DUALITY -0.0979
(0.731)
EFI*BOARD_IND -0.4805*
(0.055)
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Table 5. The Main Regression Results for the Sample (cont’d)

(Model 1) (Model 2) (Model 3)
EFI*INSTITUTION -0.9728*
(0.073)
EFI*INSIDER -0.4210
(0.150)
Constant 0.1973*** | 0.1534*** | 0.0856
(0.001) (0.002) (0.702)
Industry Dummies Included Included Included
N 7146 7146 7146
D.F. 25 31.0000 32
Chi? 892.2 952.9 1104.7

In this table, Q*TWO_TIER, Q*EMP, Q*DUALITY, Q*BOARD_IND, Q*INSTITUTION and
Q*INSIDER are the interaction variables of Tobin’s Q with board structure, the percentage of
employee representatives on board, CEO duality, the percentage of independent directors on
board, the percentage of outstanding shares held by institutions and the percentage of outstanding
shares held by insiders, respectively. Also, EFI*TWO_TIER, EFI*EMP, EFI*DUALITY,
EFI*BOARD_IND, EFI*INSTITUTION and EFI*INSIDER are the interaction variables of
Economic Freedom Index with board structure, the percentage of employee representatives on
board, CEO duality, the percentage of independent directors on board, the percentage of
outstanding shares held by institutions and the percentage of outstanding shares held by insiders,
respectively. The table indicates the standardized coefficients for each variable and p-values are in
parentheses. *, **, and *** denotes statistical significance at 10%, 5%, and 1% levels respectively.

The results of Model 1 reveal that all the corporate governance indicators
are statistically significant at 1% except the percentage of outstanding shares held
by insiders (INSIDER). In terms of coefficients, results show that both
TWO _TIER and EMP are negatively associated with CEO compensation
(COMP). These findings support both hypotheses la and 1b. Results for
TWO_TIER suggest that the existence of a two-tier board structure results in
stronger governance by separating management and supervisory functions and for
this reason, it is associated with a lower level of CEO compensation. Similarly,
results show that higher percentage of employee representatives (EMP) on
corporate boards strengthen governance in firms by decreasing information
asymmetry and increasing the effectiveness of monitoring ability of the board of

directors, and this leads to a lower level of CEO compensation. Also, the
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percentage of outstanding shares held by institutions (INSTITUTION) is positively
associated with COMP which also provides support for our hypothesis le.

In contrast with the literature and our hypothesis, results suggest that
DUALITY is negatively associated with COMP. According to several studies,
firms have weaker governance and higher CEO compensation where CEO duality
exists (Boyd, 1994; Fosberg, 1999). For this reason, this result will be further
analyzed in the robustness section of the study.

For the board independence (BOARD_IND), findings show that as the
percentage of independent board members is positively correlated with COMP, i.e.
CEO compensation is higher with the higher levels of board independence. As
Kim et. al (2014) states, independent directors may not have sufficient information
about the managerial operations in the firm and this may result in having weaker
control mechanism by the board of directors where their tenure in the firm is low.
From this perspective, the monitoring ability of the board may decrease as the
percentage of lower-tenure independent directors in boards increases. For this
reason, we can conclude that the positive relationship between BOARD _IND and
COMP may be related to directors’ tenure.

Among the firm-specific indicators in Model 1, only total assets (TA) has a
positive and statistically significant effect on CEO compensation where others are
not significant.

To test hypothesis 2, we modify Model 1 to include interaction terms of
firm performance and corporate governance indicators. We expect that, as the
effectiveness of governance practices increases in a firm with high financial
performance, CEO compensation will be higher. Results of Model 2 indicate that
none of the interaction terms is statistically significant except the interaction of
Tobin’s Q and board independence (Q*BOARD IND) which is negative and
significant at 10% (B = -0.1651). Moreover, the direct effect of the percentage of
independent directors on CEO compensation (BOARD _IND) is also significant
and positive (B = 0.1207). Unlike Model 1, when we add the interaction terms in
Model 2, Tobin’s Q (Q) variable becomes significant and positive (B = 0.159).

These findings suggest that the effect of having more independent directors on the
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board of directors on CEO compensation changes dependent on the level of firm
performance. Looking at the coefficients, the effect of board independence on
CEO compensation can be calculated as 0.1207 - 0.1651*Q where the interaction
term is included. This means that when there is a very low level of Tobin’s Q for a
firm, the more board independence results in higher CEO compensation. However,
for the higher levels of Tobin’s Q, the effect of board independence becomes
negative on CEO compensation and as the percentage of independent directors
increases, CEO compensation decreases.

For hypothesis 3, we modify Model 1 by including the Index of Economic
Freedom and its interaction variables with each corporate governance indicators
and construct Model 3. We predict that stronger governance in firms with higher
levels of economic freedom results in lower levels of CEO compensation. Findings
from Model 3 show that economic freedom index (EFI) and its interactions with
the percentage of independent directors on boards and percentage of institutional
shares (EFI*BOARD_IND and EFI*INSTITUTION) are statistically significant at
1%, 10%, and 10% significance level, respectively. The coefficient for EFI is
equal to 0.33, which shows that the higher level of economic freedom in a country
itself has an incremental effect on CEO compensation in a firm. On the other hand,
consistent with our hypotheses H3c and H3e, the interaction terms
EFI*BOARD_IND and EFI*INSTITUTION are statistically significant and have
negative coefficients of -0.4805 and -0.9728 respectively. In this case, the effect of
board independence on CEO compensation under the effect of economic freedom
can be calculated as 0.4973 — 0.4805*EFI. This provides new evidence that board
independence has a negative effect on CEO compensation for the high levels of
economic freedom as stated in hypothesis H3c. In addition, the effect of
institutional shares on CEO compensation by the moderating effect of economic
freedom is equal to 1.0256 — 0.9728*EFI, which means that for the high levels of
economic freedom, the effect of insider shares will be negative on CEO
compensation and as the percentage of insider shares increases, CEO

compensation will decrease as in the hypothesis H3e.
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3.6. Robustness Checks

As mentioned in the previous section, some of the regression results are not
consistent with our hypotheses. For this reason, we analyze the dataset in terms of
countries and the number of observations. We notice that the majority of firm-year
observations are from the United States. Table 6 below shows the top 10 countries

regarding the number of firms in the sample.

Table 6. Number of Firms by Country

. Percentage to
Country Name Number of Firms Grand Tgtal
United States 1314 63,3
Britain 175 8,4
France 85 4,1
Germany 80 3,9
Sweden 60 2,9
Spain 52 2,5
Italy 44 2,1
Norway 42 2,0
Switzerland 40 1,9
Netherlands 32 15
Total 1924 92,7
Grand Total 2075 100,0

According to the table, 63,3 percent of the firms in the sample are from the
United States. Actually, 2,058 firms from the United States have 5,088 firm-year
observations in the sample and this constitutes approximately %71 of total
observations in the sample. Such a high percentage of observations from the U.S.
may create bias because corporate governance practices may differ regarding
different governance approaches such as Anglo-Saxon and German-Japanese.
These approaches differ in the goals of companies and governance structures
(Ayuso et al., 2014). For instance, U.S. firms mostly have unitary board structure
and there are no employee representatives in their boards, whereas in other

countries we can see various combinations of the board and board member
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structures. For this reason, it is important to test our hypotheses also for U.S. and
non-U.S. firms individually.

In order to eliminate a possible bias as a result of a greater percentage of
firm-year observations of the U.S. firms in the sample, we modify Model 1 and
Model 2 by excluding U.S. firms. We do not apply this test to Model 3 because
economic freedom could only be tested in a multi-country setting. If the initial
results are parallel to non-U.S. firms’ case, we can conclude that the conflicts
result from the difference of approaches in U.S. and non-U.S. firms. Table 7 and
Table 8 shows the results for Model 1 and Model 2, respectively. Also, initial
results are denoted as (1), results from non-U.S. sample are denoted as (2) and

finally, results from only U.S. sample are denoted by (3).

Table 7. The Reduced Estimation Results for Model 1

1) (2) 3)
TWO_TIER -0.1547*** | -0.0200
(0.005) (0.696)
EMP -0.0664*** | -0.0121
(0.000) (0.446)
DUALITY -0.1254%** | -0,1152 -0.1589%**
(0.000) (0.199) (0.000)
BOARD_IND 0.0717*** | 0.0366 0.0382
(0.000) (0.107) (0.105)
INSTITUTION 0.0925%** | 0.0470* 0.0702%*
(0.000) (0.058) (0.027)
INSIDER 0.0183 -0.0027 0.0104
(0.419) (0.866) (0.757)
Q 0.0506 0.1931*** | 0.0424
(0.247) (0.000) (0.366)
BETA 0.0996 0.0263 0.0380
(0.191) (0.928) (0.540)
TA 0.4681%** | 0.4736*** | 0.5615%**
(0.000) (0.000) (0.000)
TL_TA 0.0365 -0.0392 0.0396
(0.357) (0.309) (0.367)
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Table 7.

The Reduced Estimation Results for Model 1 (cont’d)

1) ) ©)
GDP 0.0058 0.0107**
(0.249) (0.028)
RD_TA 0.0078 -0.0587 0.0120
(0.614) (0.439) (0.441)
Constant 0.1973*** -0.1998** 0.3862***
(0.001) (0.048) (0.000)
Industry Dummies Included Included Included
N 7146 2058 5088
D.F. 25 25 22
Chi? 892.2 248.9 996.6

All variables are defined in Table 3. The table indicates the standardized coefficients for each
variable and p-values are in parentheses. *, **, and *** denotes statistical significance at 10%, 5%,
and 1% levels respectively.

The results for Model 1 for non-U.S. companies show that two-tier board
structure and percentage of employee representatives on board are not statistically
significant but the results of these variables are qualitatively similar for initial and
non-U.S. estimations. Although CEO duality - CEO compensation relationship is
significant in the main model (column 1), the results show that it is no more
significant for the non-US sample. On the contrary, the percentage of independent
directors has no longer significant effect on CEO compensation in the non-US
sample. On the other hand, percentage of institutional shares outstanding is still
positive and significant effect even though the level of significance drops down to
10% level whereas insider shares is not significant which is parallel with the
overall sample results. Unlike the initial results (1), Tobin’s Q is now statistically
significant and positively associated to CEO compensation at 1% significance
level and annual GDP growth is also positively related to CEO compensation at
5% significance level. The result for R&D expenses to total assets shows that the
relationship is not significant in line with the initial estimation (1). For the
remaining variables BETA and TL_TA, we find no significant relationship with

CEO compensation, parallel with the initial results (1).
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On the other hand, the results of Model 1 for the U.S. companies show that
CEO duality continues to be statistically significant and negatively associated with
CEO compensation. At this point, we conclude that this negative relationship
cannot be explained by differentiating country-setting of the sample. One reason
behind this result may be related to CEOs’ corporate perquisites. It does not have a
direct significant association with CEO compensations according to Yermack
(2006). However, perquisites may arise where a firm’s governance or incentives
are insufficient to take control of the use of assets by managers and in optimal
CEO contracts (Jensen & Meckling, 1976; Fama, 1980). Another reason why CEO
compensation-CEO Duality relationship is not parallel with our expectations may
be related to company age. Until now, we don’t measure the effect of company age
on the CEO’s managerial power and its effect on compensation. According to
Fredrickson, Hambrick, and Baumrin (1988), as firms get larger both in terms of
size and age, a dissatisfied board of directors becomes more likely to fire CEOs
since s/he has readily available alternatives within the firm. For this reason, the
effect of company age on CEOs’ managerial power and its ability to increase CEO
compensation will be further analyzed in this section.

The percentage of institutional shares outstanding (INSTITUTION) and the
natural logarithm of total assets (TA) are significant and positive parallel to other
results in columns (1) and (2). Unlike our expectations, board independence is not
significantly associated with CEO compensation for U.S. firms. The unitary board
structure is common in U.S. firms and for this reason, managers gain more power
on board decisions. Thus, we may conclude that independent directors in unitary
boards are unable to affect CEO compensation and reduce CEO’s managerial
power in the U.S. For remaining variables, BETA and TL_TA, the results are not
statistically significant in different estimations of Model 1.

As mentioned above, board structure (TWO_TIER), the percentage of
employee representatives on board (EMP), CEO duality (DUALITY), the
percentage of independent directors (BOARD_IND) and insider share ownership
(INSIDER) are not statistically significant with CEO compensation. However,

looking at the direction of their effects on CEO compensation, we notice that the
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signs of their coefficients do not change for non-U.S. case except for INSIDER
variable. Therefore, one can say that results for those variables are qualitatively
similar for the non-U.S. case.

Table 8. The Reduced Estimation Results for Model 2

1) (2) 3)
TWO_TIER -0.0928 0.0940
(0.324) (0.305)
EMP -0.0836*** | -0.0248
(0.002) (0.397)
DUALITY 0.0109 -0.1814 -0.0219
(0.919) (0.201) (0.846)
BOARD_IND 0.1207*** | 0.0372 0.0812*
(0.000) (0.275) (0.065)
INSTITUTION 0.0536 -0.0282 0.0300
(0.149) (0.478) (0.539)
INSIDER -0.0136 -0.0326 -0.0340
(0.655) (0.250) (0.442)
Q 0.1590** | 0.0154 0.1211
(0.038) (0.912) (0.176)
Q*TWO_TIER -0.0236 -0.0428
(0.340) (0.130)
Q*EMP 0.0227 0.0162
(0.358) (0.620)
Q*DUALITY -0.0865 0.0491 -0.0841
(0.216) (0.321) (0.241)
Q*BOARD_IND -0.1651* -0.0028 -0.1285
(0.068) (0.983) (0.244)
Q*INSTITUTION | 0.0829 0.1907*** | 0.0737
(0.226) (0.003) (0.356)
Q*INSIDER 0.0470 0.0550 0.0561
(0.272) (0.112) (0.252)
BETA 0.0966 0.0370 0.0350
(0.202) (0.897) (0.582)
TA 0.4730%** | 0.4761%** | 0.5667***
(0.000) (0.000) (0.000)
TL TA 0.0327 -0.0414 0.0357
(0.352) (0.278) (0.361)
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Table 8.

The Reduced Estimation Results for Model 2 (cont’d)

1) ) ©)
GDP 0.0057 0.0102**
(0.261) (0.035)
RD_TA 0.0089 -0.0269 0.0112
(0.578) (0.711) (0.486)
Constant 0.1534*** -0.1820* 0.3524***
(0.002) (0.097) (0.000)
Industry Dummies Included Included Included
N 7146 2058 5088
D.F. 31 31 26
Chi? 952 292 1007

All variables are defined in Table 3 and Table 5. The table indicates the standardized coefficients
for each variable and p-values are in parentheses. *, **, and *** denotes statistical significance at
10%, 5%, and 1% levels respectively.

The results for Model 2 with non-U.S. firms show that the interaction
variable, Q*INSTITUTION is positive and significant at %1 significance level.
However, since this variable is not significant in the main model (1), we can
conclude that such a major presence of U.S. firms in the sample affects the
outcomes. Even if it is not statistically significant, higher institutional share
ownership is associated with lower CEO compensation in non-U.S. companies
regarding the direction of their correlations. With the significant effect of firm
performance on this relationship, the effect of institutional shares turns out to be
positive if the company’s performance is high. Results suggest that outstanding
shares of non-U.S. firms with high performance attract other institutional
investor’s attention regarding profits, for this reason, more institutions purchase
the shares of these firms. For this reason, as the firm performance increase, more
institutional investors want to purchase the shares of the firm and generate profit
for their own interests and also guarantee their investments. Therefore,
institutional investors are more likely to authorize and give managerial power to
CEOs and increase their compensation. However, the presence of U.S. firms in the
sample makes this relationship insignificant on CEO compensation.
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The annual GDP growth is also significantly associated with CEO
compensation at a 5% significance level for non-U.S. companies. Another
important finding is observed for Q and Q*BOARD_IND. These variables are
statistically significant in the initial results (1), but not in column (2). In non-U.S.
firms, the effectiveness of independent directors on CEO compensation decreases
as firm performance increases when compared to U.S. firms. as Kim et al. (2014)
argued this difference may be related to the degree of operational knowledge of
independent directors in supervisory boards in non-U.S. companies because in
unitary boards both dependent and independent members are working together and
independent members’ operational knowledge increasing more rapidly, so as the
efficiency of monitoring functions of the board of directors. Other variables in
estimation (2) has no significant effect on CEO compensation in line with the
initial estimation.

For the U.S. firms, results show that the percentage of independent
directors on board (BOARD_IND), which is significant in the initial results (in
column 1), is also significant in column (3). Although its significance level drops
from 1% to 10%, the direction of the relationship does not change in column (3).
Thus, we can conclude that the U.S. sample findings support our initial results for
this variable. However, Tobin’s Q (Q) and its interaction with the percentage of
independent directors on board (Q*BOARD_IND) are not significant for U.S.
firms although they are significant in the initial estimation. Yet, the results are
qualitatively similar for those variables because signs are consistent for all
estimations (1), (2) and (3).

Consequently, as stated earlier, we cannot test our two variables,
TWO_TIER and EMP, for the U.S. sample because there is no firm with a two-tier
board structure or employee representatives on their boards for country-specific
reasons. However, the initial estimations for Model 1 and Model 2 are biased to a
certain extent because the governance approaches are quite different in the U.S.
firms compared to non-U.S. firms.

In model 1, the results for INSTITUTION and TA are robust in all

estimations. The percentage of outstanding shares held by institutions is positively
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and significantly associated with CEO compensation, parallel with our
expectations. The effect of this variable doesn’t change for U.S. and non-U.S.
sample because institutions control and direct managers’ decisions according to
their own interests. Since this relationship is based on mutual interest, CEOs try to
increase their own benefits by asking for higher compensation. The natural
logarithm of total assets is also positively and significantly associated with CEO
compensation both for the U.S and non-U.S. sample. On the other hand, the
significance of the results for DUALITY varies by the country setting of the
samples (non-U.S. vs. U.S.-only). Since we mostly deal with corporate governance
indicators in Model 1, we will further analyze the effect of CEO duality on CEO
compensation.

In model 2, we investigate that the interaction of board independence and
Tobin’s Q is significantly and negatively related to CEO compensation. However,
among non-U.S. firms, this interaction has no significant effect on CEO
compensation. Moreover, even though the interaction of Tobin’s Q with
institutional share ownership is not significant in the initial sample, they are not
only significant but also positive in the non-U.S. sample. Similarly, annual GDP
growth is positively and significantly related to CEO compensation in non-U. S
sample, although it is not significant in the main model. Consequently, like in the
robustness check for the first model, results of almost each interaction variable are
qualitatively similar in all estimations but there are quantitative differences
between the U.S. and non-U.S. sample.

As stated previously, CEO duality is negatively and significantly associated
with CEO compensation in the main model (Model 1) while it is not significant in
Model 2 and Model 3. Also, CEO duality is still negatively and significantly
associated with CEO compensation in the main model (1) and in the U.S.-only
estimation. Even if the results show that CEO duality has a negative effect on CEO
compensation, we expect that this effect will be lower as the firm’s age getting
larger. Thus, in the following section, we check whether the firm age has any
effect on CEO duality.
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Table 9. The Moderating Effect of Firm Age on CEO duality and

Compensation Relationship

TWO_TIER
EMP

DUALITY
BOARD_IND
INSTITUTION
INSIDER

Q

FIRM_AGE
FIRM_AGE*DUALITY
BETA

TA

TL_TA

GDP

RD_TA

Q*TWO_TIER

Q*EMP

Q*DUALITY

Q*BOARD_IND

(Model 1)

-0.1781%**
(0.002)
-0.0729%**
(0.000)
-0.2106%**
(0.000)
0.0684%**
(0.000)
0.0774%%*
(0.000)
0.0114
(0.632)
0.0532
(0.235)
-0.0248
(0.130)
0.0447%%*
(0.007)
0.0589
(0.336)
0.4803%**
(0.000)
0.0192
(0.626)
0.0091*
(0.087)
0.0039
(0.776)

(Model 2)

-0.1200
(0.227)
-0.0921***
(0.001)
-0.0677
(0.585)
0.1156%**
(0.000)
0.0382
(0.310)
-0.0211
(0.522)
0.1534*
(0.059)
-0.0235
(0.158)
0.0403%*
(0.019)
0.0561
(0.365)
0.4855%**
(0.000)
0.0152
(0.659)
0.0088*
(0.099)
0.0054
(0.712)
-0.0228
(0.388)
0.0252
(0.314)
-0.0849
(0.236)
-0.1573*
(0.099)

(Model 3)

0.0486
(0.956)
-0.3279
(0.208)
-0.4143
(0.569)
0.9348%**
(0.000)
0.5281
(0.168)
0.1055
(0.762)
0.0540
(0.228)
-0.0241
(0.134)
0.0477%%*
(0.004)
0.0648
(0.303)
0.5139%**
(0.000)
0.0178
(0.653)
0.0060
(0.249)
0.0086
(0.534)
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Table 9. The Moderating Effect of Firm Age on CEO duality and CEO

Compensation Relationship (cont’d)

(Model 1) (Model 2) (Model 3)
Q*INSTITUTION 0.0823
(0.246)
Q*INSIDER 0.0460
(0.301)
EFI 0.3267***
(0.000)
EFI*TWO_TIER -0.0668
(0.790)
EFI*EMP 0.2675
(0.308)
EFI*DUALITY 0.0925
(0.777)
EFI*BOARD_IND -0.9437***
(0.000)
EFI*INSTITUTION -0.4720
(0.233)
EFI*INSIDER -0.0976
(0.781)
Constant 0.2407*** 0.1941*** 0.2800
(0.000) (0.000) (0.273)
Industry Dummies Included Included Included
N 6796 6796 6796
D.F. 27 33 34
Chi? 952.1 1014.3 11544

In this table, FIRM_AGE represents the firms’ age and FIRM_AGE*DUALITY represents the
interaction of firm age and CEO duality. All other variables are defined in Table 3 and Table 5. The
table indicates the standardized coefficients for each variable and p-values are in parentheses. *, **,
and *** denotes statistical significance at 10%, 5%, and 1% levels respectively.

Table 9 shows that FIRM_AGE*DUALITY s statistically significant and
positive in all models. When we further analyze the results in model 1, CEO
duality (DUALITY) and its interaction with firm age (FIRM_AGE*DUALITY)
are statistically significant at 1% significance level with coefficients of -0.2106
and 0.0447, respectively. In this case, the effect of CEO duality on CEO

compensation under the effect of firm age is calculated as -0.2106 +
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0.0447*FIRM_AGE, which indicates that the negative effect of CEO duality on
CEO compensation decreases as the firm age increases. In fact, at the beginning
and growth stages of a firm, even if CEO has more managerial power, s/he may act
in a way to increase the value of the firm because CEO will be able to gain more
benefits at mature stages of the firm. Consequently, results reveal that CEOs have
more power to increase their compensation where CEO duality exists in more
mature firms.

As the results in Table 9 indicate, CEO duality and its interaction with firm
age are statistically significant and direction of their effects on CEO compensation
are also the same in all our models. Therefore, as mainly intended, we include non-
U.S. and U.S.-only comparison in Model 1 to further investigate the effect of firm
age on the direct relationship between CEO duality and CEO compensation.
Results in Table 10 show that CEO duality (DUALITY) and its interaction with
firm age (FIRM_AGE*DUALITY) is significant for U.S. companies but not for
non-U.S. companies. Therefore, we conclude that our previous comment on the
results of firm age and duality is valid only for U.S. firms and the maturity level of

a firm has no effect on CEO duality for non-U.S. firms.

Table 10. The Reduced Model for the Moderating Effect of Firm Age on CEO
duality and CEO Compensation Relationship

(1) (2) 3)
TWO_TIER -0.1781*** | -0.0406
(0.002) (0.429)
EMP -0.0729*** | -0.0140
(0.000) (0.328)
DUALITY -0.2106*** | -0.0638 -0.2318%**
(0.000) (0.748) (0.000)
BOARD_IND 0.0684%** | 0.0485** 0.0325
(0.000) (0.025) (0.168)
INSTITUTION 0.0774*** | 0.0423* 0.0646%*
(0.000) (0.056) (0.045)
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1) ) @)
INSIDER 0.0114 -0.0109 0.0098
(0.632) (0.541) (0.775)
Q 0.0532 0.1987*** 0.0428
(0.235) (0.000) (0.380)
FIRM_AGE -0.0248 -0.0057 0.0335
(0.130) (0.764) (0.150)
FIRM_AGE*DUALITY | 0.0447*** -0.0448 0.0385**
(0.007) (0.579) (0.011)
BETA 0.0589 -0.1262 0.0133
(0.336) (0.656) (0.819)
TA 0.4803*** 0.4724%** 0.5549***
(0.000) (0.000) (0.000)
TL_TA 0.0192 -0.0348 0.0234
(0.626) (0.314) (0.604)
GDP 0.0091* 0.0119**
(0.087) (0.020)
RD_TA 0.0039 -0.0668 0.0091
(0.776) (0.357) (0.525)
Constant 0.2407*** -0.2141* 0.4241***
(0.000) (0.071) (0.000)
Industry Dummies Included Included Included
N 6796 1814 4982
D.F. 27 27 24
Chi? 952.1 282.8 1077.9S

As mentioned before, the reason why the relationship between CEO duality
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All variables are defined in Table 3 and Table 9. The table indicates the standardized coefficients
for each variable and p-values are in parentheses. *, **, and *** denotes statistical significance at
10%, 5%, and 1% levels respectively.

and CEO compensation is not significant may be originated from the benefits apart
from compensation. In the literature, this type of benefits is called as CEO’s
corporate perquisites. According to Yermack (2006), perquisites do not have a
direct significant association with CEO compensation, but perquisites may arise
where a firm’s governance or incentives are insufficient to take control of the use
of assets by managers and in optimal CEO contracts (Jensen & Meckling, 1976;
Fama, 1980).




CHAPTER 4

CONCLUSION

4.1. Discussion

This study examines the effect of corporate governance indicators on CEO
compensation. While corporate governance became a popular topic in the last
decade after several serious business failures and corporate scandals, very few
researchers focus on the direct effect of board characteristics (i.e. board structure
and employee representation) on CEO compensation. Additionally, we expect to
provide empirical evidence on how the level of economic freedom moderates the
effect of governance indicators on CEO compensation. In this regard, this study
contributes to the related literature significantly concerning the direct effect of
board characteristics and the moderating effect of economic freedom on CEO
compensation.

We examine the direct effect of governance indicators on CEO
compensation as well as the moderating effect of performance and economic
freedom on governance-CEO compensation relationship in three different models.
The regression results for the direct effects suggest that board structure has a
significant and negative association with CEO compensation. Existence of two-tier
board structure results in stronger governance by separating management and
supervisory functions and thus it is associated with lower levels of CEO
compensation. Similarly, this study documents higher percentage of employee
representatives on corporate boards strengthen governance in firms by decreasing
information asymmetry and increasing the effectiveness of monitoring ability of
the board of directors, which in turn leads to a lower level of CEO compensation.
These results are consistent with our hypotheses and contribute to the related

literature. Additionally, the percentage of outstanding shares held by institutions is
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another governance indicator that significantly affects CEO compensation. The
results show that an increase in the percentage share held by institutional
shareholders in companies leads to higher CEO compensation in line with our
expectations. According to the findings, the percentage of outstanding shares held
by insiders, however, has no significant impact on CEO compensation.

However, we also observe that board independence, measured by the
percentage of independent directors, is significantly and positively associated with
CEO compensation in contrast with our hypothesis. The most possible reason for
such a result may be associated with the level of managerial knowledge of
independent directors. Kim et al. (2014) assert that independent directors may not
have sufficient information to analyze and control the managerial operations in
case the tenure of the directors is low. Thus, the higher percentage of independent
directors in boards may result in weaker control mechanisms in this regard.

The results of the direct effects model also contradict with our hypothesis
and related literature regarding CEO duality and CEO compensation relationship.
Our findings show that there is a negative and significant relationship between
CEO duality and CEO compensation, suggesting that CEO compensation is lower
if the CEO is also the Chairman of the board. Since this contradicts our
expectations, we further analyze this relationship and conduct an additional
analysis by adding company age to our main model. We expect that as the firm’s
age increases companies become more dependent on CEO/Chairman. Results
show that firm age and its interaction are significant on CEO compensation and
that when CEO duality exists in more mature companies, CEO compensation
increases as the company age increases.

In the second model, we examine the moderating effect of firm
performance, measured by Tobin’s Q, on corporate governance and CEO
compensation relationship. Our results document that none of the interaction terms
is statistically significant except the interaction of Tobin’s Q and board
independence. For the higher levels of Tobin’s Q, indicating higher firm
performance, the effect of board independence becomes negative on CEO

compensation. Moreover, as the percentage of independent directors increases,
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CEO compensation decreases. Thus, we contribute to the related literature
regarding the moderating effect of firm performance on board independence and
CEO compensation.

In the last model, which has critical importance for the related literature,
we examine the moderating effect of countries’ level of economic freedom on
corporate governance and CEO compensation relationship. WWe measure economic
freedom by Overall Index of Economic Freedom, provided by The Heritage
Foundation. Our findings show that economic freedom significantly moderates the
relationship between board independence and CEO compensation. Results provide
new evidence that board independence has a negative effect on CEO compensation
for the high levels of economic freedom parallel with our hypothesis. In addition,
economic freedom moderates also the association between institutional share
ownership and CEO compensation, that is, for the higher levels of economic
freedom, insider share ownership reduces CEO compensation.

Since not all regression results are consistent with our hypotheses, we
analyze our sample regarding the number of firms in each country and observe that
the majority of the firms in our sample comes from the United States. This kind of
structure may create biased results because corporate governance practices may
differ regarding governance approaches such as Anglo-Saxon and German-
Japanese approaches. After examining the sample for non-U.S. and the U.S. firms
separately, we observe that the results are robust only for institutional share
ownership regarding their direct effects on CEO compensation. However, the
significance is not preserved for board structure, employee representatives, board
independence, CEO duality, and insider share ownership when we run the first
model for non-U.S. firms. Although they are not significant, we get qualitatively
similar results for non-U.S. firms because the signs of the variables do not change
among the reduced models except insider share ownership. Moreover, for the
model with firm performance, the results are similar to our main model. Although
some variables that are initially significant regarding CEO compensation and
governance relationship become insignificant for non-U.S. firms or vice versa, the

signs of the coefficients do not change. In other words, the results are qualitatively
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similar when we compare the main model with the reduced model including non-
U.S. firms.

4.2. Managerial Implications

As mentioned earlier, strong corporate governance helps firms to protect
the interests of all stakeholders in a company. From this point of view, this study
provides empirical results that are directly related with companies’ both internal
and external environments, by considering governance practices, firm performance
and the level of economic freedom in countries. For this reason, the results of this
study contribute to directors’ practices regarding corporate governance to solve
agency problems arising from conflicts of interests between management and other
stakeholders.

The results of this study may also encourage corporations to set their board
as two-tier structure, allow employee representation on boards, separate CEO and
Chairman positions especially in companies at the maturity stage, increase board
independence, limit institutional share ownership to eliminate self-oriented
operations conducted by CEOs. In this way, companies may overcome the agency
problems, take under control the managerial power of CEOs, and eventually

achieve long-term survival of corporations.

4.3. Limitations

We tackle with several limitations while conducting the study. One of them
is the limited extent of data in Bloomberg Database. Although Bloomberg
Database contains comprehensive financial and governance data when compared
to other databases, companies generally do not transparently disclosure
compensation-related information. Since the main purpose of the study is to
investigate the relationship between CEO compensation, governance indicators
and the level of economic freedom, the data limits the study to a certain extent. In
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addition to missing data issue, the number of firms in each country is limited. As
mentioned before, the results for some variables used in the study cannot be
maintained for non-U.S. firms because the sample size is very low compared to
U.S. firms.

Besides the availability issue of governance data, there are only a limited
number of firms having governance data from each country included in the
Bloomberg Database. For instance, there is only one firm from Romania, two
firms from Hungary and eight firms from Greece in the sample. Such a low
number of firms and observations result in a limited statistical impact on the
overall sample and affects the generalizability of the results. Moreover, some
countries among European Union such as Bulgaria and Lithuania are completely
excluded from the sample because there is not any firm that has governance data
from those countries. Missing data and exclusion of the countries affect the
generalizability of the empirical results of the study.

Although we consider adding more detailed variables related to CEO
compensation, i.e. analyzing bonuses and salaries of CEOs separately, and
variables that are related to board characteristics, i.e. the existence of audit,
compensation or nomination committees, we cannot find such variables in
Bloomberg Database. In fact, these committees are important indicators for
effective monitoring function of the board of directors. For example, audit
committees in corporate boards facilitate coordination between internal and
external auditors to control accounting, audit processes and financial statements. In
other words, their existence helps to reduce information asymmetry between
boards and management (Klein, 1998). Compensation committees, on the other
hand, are responsible for controlling the level of all compensations for top
executives of a firm where nomination committees giving recommendations on the
criteria for electing board members, appointing the members of the board and

ensuring the independence of board members.

62



4.4. Suggestions for Future Research

For future research, the sample of the study may be considered in a
different setting because the majority of our sample consists of firms from the
United States and there are few firms from other countries. Adding more firms and
countries to the sample would increase the generalizability of the results.

Additionally, the existence of board committees may also be considered.
As mentioned above, audit, compensation, and nomination committees have some
contributions to corporate governance. For example, audit committees are crucial
for ensuring effective control mechanism in a company and helps to overcome
agency problems between management and board of directors. On the other hand,
compensation committees are important to control the interests of top executives
including CEOs. Adding these variables to our models may provide a new
understanding of corporate governance, economic freedom, and CEO
compensation relationship.

Finally, our study does not clarify the direct relationship between CEO
duality and CEO compensation for non-U.S. firms. Therefore, the effect of
perquisites on CEO duality and CEO compensation relationship for non-U.S. firms
may be further investigated.
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APPENDICES

A. TURKISH SUMMARY / TURKCE OZET

KURUMSAL YONETIM UYGULAMALARI CEO TAZMINATLARINI
ETKILER Mi? EKONOMIK OZGURLUGUN KURUMSAL YONETIM -
CEO TAZMINATI ILiSKiSi UZERINDEKI iKi TARAFLI ETKISIi:
ULUSLARARASI BiR CALISMA

Kurumsal Yonetimin Teorik Arka Plam

Kurumsal yonetim, etkin karar alma ve firma degerini maksimize ederek
paydaslarin ve yoneticilerin yararlarini ayiran bir mekanizmadir (Cuervo, 2002).
Bu nedenle, kurumsal yonetim, bazi ciddi ticari basarisizliklar ve WorldCom ve
Enron gibi kurumsal skandallarin ortaya ¢ikmasindan sonra yirmi birinci yiizyilin
bast olarak tartisilan bir kavram haline geldi. Daha sonra, bir¢ok iilke kendi
yonetisim ilkelerini agikladi veya gelistirdi ve sirketlerin takip etmelerini istedi. En
bilinen &rnek olan “Sarbanes-Oxley Yasasi” Temmuz 2002'de imzalandi ve
yatirimcilarin ABD'nin sermaye piyasasina olan gilivenini arttirmay1 hedefledi
(Engel, Hayes ve Wang, 2007).

Ulkeler tarafindan kabul edilen farkli kurumsal ydnetim ilkeleri oldugu igin
(Ingiltere Kurumsal Yo6netim Kanunu ve Sirketler Hukukunun Modernizasyonu ve
AB'de Kurumsal Yonetisimin Gelistirilmesi gibi), bu ilkeler hissedar yaklagimi
(Anglo-Sakson) ve paydas (Alman-Japon) yaklagimi olarak bilinen ayirt edici idari
zihniyet ve siireclerle sonucglanabilir. Hissedar degeri yaklasimi, sirketleri hissedar
menfaatlerini en {ist diizeye ¢ikaran araclarla iliskilendiren geleneksel bir model
iken, paydas yaklasiminda; calisanlar, tedarikgiler, is¢i temsilcileri ve bankalarin
cikarlart gibi yatirim yapmayan taraflara daha fazla 6nem verilir ve daha iyi temsil

edilir (Tirole, 2001; Ayuso, Rodriguez, Garcia-Castro ve Arino, 2014).
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“Vekalet Teorisi” ve “Yonetsel Giig Teorisi” gibi teoriler, kurumsal
yonetim uygulamalarinin kurumlarda nasil ¢alistigi hakkinda yeterli bilgi saglar.
Vekalet Teorisi, sirket sahipleri ile sirket yoneticileri arasindaki fayda iliskisini
aciklar (Jensen ve Meckling, 1976). Ote yandan, Yonetim Giicii Teorisi, bir
sirketin bagimsiz iiyeler gibi kontrol mekanizmalarinin {iyelerinin yalnizca 6deme
sozlesmeleri diizenleyerek yonetimle yeterince calisamayacagini, dolayisiyla
yoneticilerin  karar vericileri etkileyebilecegini ve daha fazla fayda
saglayabilecegini iddia eder (Bebchuck, Fried, ve Walker, 2002). Fama ve Jensen
(1983) bu sorunu “miilkiyet” ve “kontrol” ayrimi ile iligskilendirip sirketlerin
yonetim ve izleme islevlerini ayirt ederek bu tiir vekalet sorunlarimi
¢ozebileceklerini savunuyorlar.

Sonug olarak, “fayda iliskisini”, sirket sahiplerinin faydalarimi arttirmak
icin bazi karar alma yetkisi olan yoneticilere delegasyonu olarak tanimlayabiliriz
(Jensen ve Meckling, 1976). Bu taraflarin her ikisinin de fayda maksimizasyonu
konusunda farkli hedefleri varsa, bu iliski vekalet sorununa doniisiir (Eisenhardt,
1989). Vekalet sorununun nedenleri iki yonliidiir. Tk sebep, sirket sahipleri ve
yoneticilerin, faydalari en iist diizeye ¢ikarmada farkli hedefleri oldugu; Ikinci
sebep, sirket sahiplerinin y0neticilerin operasyonlarin1 ve kararlarin1 anlama ve
takip etmekte zorlandiklaridir (Eisenhardt, 1989). Bu iki sebebi yorumlamak
gerekirse, kontrol ve yonetim mekanizmalari1 arasinda bir bilgi asimetrisi varsa,
yoneticilerin kendilerine fayda saglamak ic¢in yOnetsel giiclerini kontrol
mekanizmalari tizerinde kullanma egiliminde olduklar1 sdylenebilir. Bebchuk ve
dig. (2002), kontrol mekanizmalarinin hissedar degerini maksimize etmek
amactyla tazminat sézlesmeleri koydugunu belirtmektedir, ancak “Yonetsel Gii¢
Teorisi”, kontrol mekanizmalarinin iyelerinin {icret sozlesmeleri diizenleyerek
dirsek dirsege ¢alisamayacagini ve bu nedenle yoneticiler tazminatlar {izerindeki
kararlar1 etkileyebilmekte ve kendilerine daha fazla fayda saglayabilmektedirler.
Ayrica, Fama ve Jensen (1983) de benzer sekilde, kuruluslarin kararlarin
yonetimini ve izlenmesini ayirt ederek vekalet sorunlarini ¢ozebilecegini iddia

ederek “miilkiyet” ve “kontrol” ayrimu ile iliskilendirmektedir.
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Kurumsal Yénetim - CEO Tazminati iliskisi

Bu calismada kurumsal yonetim ile CEO tazminati iligkisi toplam 6
degisken kullanilarak analiz edilmektedir. Bunlar: kurul yapisi, yOnetim
kurulundaki ¢alisan temsilcileri, yonetim kurulu bagimsizligi, CEO ikililigi,
kurumsal hissedarlik ve sirket i¢i hisse hissedarlig1 olarak siralanabilir.

Tim diinyadaki sirketlere gelince, genel olarak iki tiir kurul yapisi 6n plana
¢ikmaktadir; tek katmanl (iiniter) ve iki katmanli kurul yapilari. 1k tiir, firmalarin
yonetim kuruluna denilen tek bir kurulun bulundugu iiniter kurul yapisidir. Bu
kurul, hem bagkanin hem de CEO’nun gorevlerini listlenmek icin genellikle tek bir
yonetici segen, hem icract hem de icrac1 olmayan iiyelerden olusur. Ote yandan, iki
katmanli bir kurul yapisini benimseyen sirketlerin orgiitsel yapilarinda temel
olarak iki tiir kurul vardir. Birincisi, giinliik operasyonlardan sorumlu olan icra
kurulu, ikincisi ise firma operasyonlarinin yoniinii belirleyen, yoneticileri tayin
eden ve hissedarlar adina danisma ve izleme islevlerinde gorev alan yoneticilerin
olusturdugu yonetim kurulu. (Belot ve digerleri, 2014). Tabii ki, tim
organizasyonlar yapisal olarak iki kurula sahip degildir, ¢linkii gelenekler veya
diizenlemeler yoluyla farkli iilkelerdeki firmalar tek katli ({initer) veya iki katmanl
kurul yapilar1 se¢gmek zorundadir.

Daha o6nce, ABD ve Ingiltere gibi Anglo-Saxon iilkelerinde hissedarlar
yaklagiminin daha yaygin oldugu tartisilmisti. Bu yaklasim, hissedarlarin
cikarlarini en iist seviyeye ¢ikarmak anlamina geldiginden, sirketlerin bu tilkelerde
tek katmanli bir yonetim kurulu yapisina sahip olma olasilig1 daha yiiksektir. Bu
tip kurul yapisinda, hissedarlar, kurulun iiyelerini yasa ile tayin etme hakkina
sahiptir. Bununla birlikte, uygulamada CEO / Baskan, yonetim kurulu tiyelerini
secmekte ve bu da CEO'larin yonetim giiciinii ve yonetim kurulu {iiyelerinin
pasifligini arttirmaktadir (Millet-Reyes ve Zhao, 2010). CEO'larin hakimiyetini
onlemek icin sirketler, yonetim kurulunda icraci olmayan ve bagimsiz lyeler
igerebilir, ancak yonetim kurulu tiyeleri ve CEO fiyeleri arasindaki bilgi asimetrisi
arttikga, yonetim Kurulu iiyeleri iizerinde hakimiyet kazanir ve kendi ¢ikarlarina

gore hareket eder.
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Diger taraftan, iki katmanli kurul yapilarini benimsemis sirketlerin yonetim
kurullar1 icraci olmayan ve bagimsiz iiyelerden olusan paydas yaklagimini
benimsemistir ve gorevleri sirketin faaliyetlerini izlemektir (Cromme, 2005). Bu
sekilde, yonetim ve denetim kurullarimin giicii birbirinden ayrilir ve bu, tek
katmanli yOnetim kuruluna sahip sirketlerdeki durumun aksine yoneticiler
tarafindan daha fazla hesap verebilirlik ve seffaflik ve daha az baskinlik ile
sonuglanir. Ayrica, iki asamali kurul yapilari, yonetim kurulunun danismanlik
hizmetleri vermesini ve karar alma siireglerinde daha aktif sekilde yer almasini
saglar (Cromme, 2005).

Onceki akademik literatiir, ¢alisanlarm temsil edilmesinin sirket
kurullarindaki yonetim uygulamalar1 i¢in 6nemini ortaya koymaktadir. Almanya
ve Fransa gibi bazi iilkelerde, calisanlarin sirket kurullarinda temsil edilmesi
zorunludur (Ginglinger, Megginson ve Waxin, 2011). Sirket kurullarinda
calisanlarin temsili onemlidir ¢iinkii ¢alisan yoneticileri firmanin uzun siire hayatta
kalmasina ve ayrica cevre, giivenlik ve itibar konularina hissedarlara gore daha
¢ok Onem verirler (Huse vd., 2009). Kassalow (1989), ABD ile Alman sirket
kurullar1 arasindaki c¢alisan temsilini karsilastirir ve kurullardaki is¢i temsilinin
sirketlere onemli katkilar sagladigini gdzlemler. Bunlardan en 6nemlisi, ¢alisan
temsilcilerinin, diger kurul {iyelerinin kararlarini, is¢ilerin ve sirketin uzun siire
hayatta kalmasiyla ayni1 dogrultuda etkileme becerisine sahip olmalaridir.

Bilgi asimetrisinden yararlanma konusundan daha 6nce belirtildigi gibi,
CEO'lar hissedarlar veya menfaat sahipleri yerine kendi menfaatlerini maksimize
etme egiliminde olabilirler. Hopt (1984), is¢i temsilcilerinin yonetimde pay sahini
olmayan tiyelere sagladiklar1 ¢alisma konseylerinden ve sendikalardan gelen bilgi
akisiyla izleme islevine katkida bulundugunu belirtmektedir. Fauver ve Fuerst
(2006), calisan temsiliyetinin yonetimin vekalet maliyetlerini diisiirdiigiini ve icra
ve yonetim kurullar arasindaki bilgi asimetrisini diislirdiigiinii gosteren bir ¢calisma
yiiriitmektedir. Ayrica, ¢alisan temsilinin yiiksek icra Kkurulu tazminatlarin
azalttigin1 gostermektedir.

Akademik literatiir bize firmalarin yonetim kurullarinda bagimsiz

yoneticilerin bulunmasmin firmalarin yOnetisim uygulamalarin1 etkiledigini
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gostermektedir. Nasser ve Agrawal (2011), yonetim kurullarinda bagimsiz
yoneticileri bulunan firmalarin daha iyi CEO s6zlesme ve izlemeyi destekledigini
bulmuslardir. Ayrica, son on yil i¢ginde firmalar arasindaki egilim, aday gosterme
ve tazminat kontrol mekanizmalar iizerindeki olumlu etkilerinden dolay1 dis
yoneticilerin sayisin1 ve giiciinii arttirmaktadir (Bebchuck ve ark. 2002). Onceki
boliimlerde, tazminatin CEO'larin performansina daha az bagli olacagini dngdren
yonetsel gii¢ teorisine dikkat ¢gekmistik. CEQ'lar, kurullarin kontrol mekanizmalari
yeterince verimli ¢calismadiginda daha fazla giice sahip olma egiliminde olacaktir
(Bebchuck ve Fried, 2003). Bu, bagimsiz yoéneticilerin yonetim tarafindan
ylritiilen operasyonlar hakkinda yeterli bilgiye sahip olmamasina ragmen,
kurullarin izleme fonksiyonuna katkida bulunduklar1 anlamina gelir. Ancak,
yonetim islemleri hakkinda yeterli bilgiye sahip olmasalar bile, Kim ve dig.
(2014), yabanci yoneticilerin hem danigmanlik hem de CEO tazminat izlemedeki
performanslarinin gérev siireleri arttik¢a arttigini belirtmistir.

CEO dualitesi, icranin basmin ayni zamanda yonetim kurulu baskani
oldugu anlamina gelir (Boyd, 1994). CEO dualitesi ve CEO tazminati arasindaki
iligki bir¢cok bilim adami tarafindan tartisilmaktadir. Morck ve dig. (1989), iist
yonetimin CEO ve Yo6netim Kurulu unvanini elinde bulunduran tek bir bireyden
olustugu durumlarda yonetim kurulu kontrol etkinliginin disik oldugunu
belirtmektedir. Bunun nedeni, CEO dualitesi oldugu zaman yonetim kurulundaki
bircok yoneticinin CEO’larin performansini elestirel bir sekilde degerlendirmek
i¢in izleme, 6diillendirme veya cezalandirma faaliyetlerini yerine getirmesi yerine
icra ekibinin bir pargasi olarak hareket etmeye basladigindan, bireysel
yoneticilerin giicliniin diismesi olabilir (Weidenbaum, 1986). Benzer sekilde
Mallette ve Fowler (1992), tek bir bireyin her iki pozisyon i¢in de hizmet vermesi
durumunda, hedeflerin hissedarlardan ziyade icra ile daha tutarli olmasinin
muhtemel oldugunu belirtir.

Bir sirketin gelecekteki operasyonlari icin bankalarin ve kurumsal
yatirimcilarin mevcudiyeti kritik dneme sahiptir. Boylelikle bir¢ok bankanin ve
kurumsal yatirnmcinin firmanin 6z sermayesinde bir 6zkaynak hissesine sahip

olmalar1 saglanir ve yonetim kurullarinin iiyeleri olurlar. Bu firmalara bazi ciddi
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avantajlar getirebilir, keza Millet-Reyes ve Zhao (2010), sirket yatirnmcilarinin
izlemenin giiclendirilmesi, hissedarlar, alacaklilar ve yoneticiler arasindaki ¢ikar
catigmasinin azaltilmasi, sermaye piyasasina erisim saglama ve firmalarin
yatirimlart hakkinda 6zel bilgilere sahip olmak gibi avantajlarini 6zetlemektedir.
Ancak, vekalet teorisi dogrultusunda, kurumsal hissedarlarin kendi ¢ikarlari igin
kar elde etmek istediklerini ve sirketteki yatirnmlarinin risk altinda oldugu goz
oniine alindiginda, sirketlerdeki yatirimlarini garanti altina almak istediklerini
savunuyoruz. Bu nedenle, CEO'lara yetki ve daha fazla gilic vermeleri
muhtemeldir.

Ote yandan, bazi arastirmacilar sirket i¢i hisse miilkiyetinin firma
performansi iizerinde olumsuz etkileri olabilecegini savunuyor. Her ne kadar
Morck ve dig. (1989) sirket i¢i hisse miilkiyetinin vekalet maliyetlerini
diigtirdiigiinii ve firma ve yonetim performansini artirdigini belirtse de, iliskinin tek
yonlii olmadigini tespit etmislerdir. Miilkiyet ylizde bese kadar veya ylizde yirmi
besin iizerinde ise, sirketin performansi artma egilimindedir, ancak yiizde bes ila
yirmi bes arasinda ise, yonetimin zenginlestirilmesinde kendi kendine hizmet eden
faydalar Sirketteki yoneticilerin hisseleri tarafindan elde edilen gelir araligini
agmaktadir. Ayrica, Boyd (1994) sirket ici hisse miilkiyetin yonetim kuruluna ait
hisse senetleri olarak kabul edildiginde, sirket i¢i miilkiyetin yonetim kurulu
kontrol mekanizmalari ile pozitif bir iliskisi oldugunu belirtir. Bu nedenle, vekalet
teorisi ile tutarl olarak, yonetim kurulu tarafindan gerceklestirilen hisse miilkiyeti,
yonetim kurulu {yelerinin izleme sorumluluklarini yerine getirmek igin bir
tegviktir. Sonug olarak, sirket i¢i hisse miilkiyeti tartismali bir konu olmakla
birlikte, kontrol mekanizmalari ve CEO’nun tazminati iizerinde goz ardi
edilemeyecek bir etkisinin oldugu asikardir. Dolayisiyla sirket i¢i hissedarlarin
sirkete yaptiklar1 yatirnmlardan daha fazla kar elde etme amaciyla CEO’nun

tazminatini artirma egiliminde olacagini savunuyoruz.
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Firma Performansmmin Kurumsal Yoénetim - CEO Tazminati Iliskisi
Uzerindeki iki Tarafli Etkisi

Onceki boliimde, kurumsal yénetim gostergeleri ile CEO’nun tazminati
arasindaki dogrudan iliski aciklanmaktadir. Ilgili boliimdeki ana fikir, sirketteki
kontrol mekanizmalarinin etkinligi ve yonetim kurulunun izleme islevi ve bunlarin
CEO tazminatina etkileri ile ilgilidir. Bu bolimde ise, firma performansinin
yonetim gostergeleri ve CEO tazminat1 {izerindeki etkisini etkileyen bir moderator
olarak dikkate alinacaktir.

Brown ve Caylor (2004), birka¢ firma performans ol¢iitiinii yonetisim
gostergeleri ile iliskilendirmigtir. Bulgularinda 6zkaynak karliligi, net kar marji,
temettl getirisi, hisse geri alimlar1 ve Tobin’s Q gibi muhasebe oranlari, firmalarin
yonetisim puanlariyla pozitif yonde iliskilidir. Bu nedenle, kotii yonetisimin daha
diisiik kar (daha diisiik 6zkaynak ve kar marj1 getirisi), diisiik firma degeri (diisiik
Tobin’in Q’su) ve hissedarlara daha az miktarda nakit dagitimi (daha diisiik
temettli verimi ve hisse geri alimlari) ile sonuglandig1 sonucuna varirlar.

Belot ve dig. (2014), kurul yapist ile firma degeri arasindaki iliski hakkinda
cok az kanit bulunmaktadir. Caligmalariin sonuglari, iki katmanli kurul yapisiyla
saglanan etkin bir izleme fonksiyonunun diisiik bir firma degeri ile iliskili
olmadigini, yani iki katmanl kurul yapisinin sagladigi etkin izleme fonksiyonuna
sahip firmalarin genellikle yiiksek derecede firma degerine sahip oldugunu
gostermektedir. Sirket kurullarinin izleme fonksiyonunun etkinliginin arttirilmasi,
CEO’nun yonetim kurulu kararlar1 {izerindeki ydnetim giiciinde bir azalmaya
neden olur ve bu da daha yiiksek finansal performans ve firma degeri elde
edilmesine yol acar. Ote yandan, Millet-Reyes ve Zhao (2010) ydnetim kurulu
yapisinin firma performansi tizerindeki etkisini incelemektedir. Firma performansi
tizerindeki etkiyi iki farkli yolla dlgerler: birincisi, nakit akist ve 6zkaynak karlilig
ile dlgiilen isletme performansi, ikincisi Tobin's Q ile dlgiilen firma hisse senedi
performansi. Sonuclar, iki katmanli kurul yapisinin isletim performansi iizerinde
onemli bir etkiye sahip oldugu gosterir niteliktedir. Isletme ve stok performansi
Olgtimleri arasindaki fark, menfaat sahipleri arasindaki potansiyel ¢ikar gatigsmasi

ile aciklanmaktadir. Yukaridaki bulgular, yiiksek firma performansinin yonetim
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kurulu — hisse senedi performans iliskisi ve yonetim kurulu yapisinin etkin izleme
islevi ile iliskili oldugu fikrini desteklediginden, firma performansinin yonetim
kurulu yapisini ve CEO tazminat iligkisini olumlu sekilde yonetmesini bekliyoruz.

Yonetim kurulu yapisi ve firma performans iligkisinin yani sira, Brown ve
Caylor (2004), her bir sirket performans oOlgiisii ile farkli kurumsal yonetim
gostergelerini analiz etmektedir. Calismalarinin sonuglarina gore, miilkiyet yapisi
firma performansi ile son derece iligkilidir. Ayrica, Bhagat ve Bolton (2008)
kurumsal yonetim 6nlemlerinin firma performansini etkiledigini tespit etmistir.
Bulgulara gore, Gompers, Ishii ve Metrick (2003) ve Bebchuk, Cohen ve Ferrell
(2004) tarafindan olglilen daha iyi yonetisim, yonetim kurulunun hissedarligi,
sirketin isletme performansi ile 6nemli Ol¢iide pozitif bir iligkiye sahiptir. Ek
olarak, Mehran (1995), Tobin’s Q’nun temsil ettigi firma performansinin ve
varliklarin geri doniisiiniin, 6zkaynak bazli yonetici tazminat ylizdesi ve
yoneticiler tarafindan elde edilen 6zkaynak yiizdesi ile pozitif iliskili oldugunu
belirtmektedir. Bu c¢aligmalar, miilkiyet yapisinin firma performans: ile iliskili
oldugunu ve bu nedenle firma performansinin kurumsal hissedarlik ve sirket ici
hisse miilkiyetinin CEO tazminat tizerindeki etkilerini degistirmesini bekliyoruz
clinkii firma performansi arttikca, kurumsal hissedarlar daha fazla kar elde ediyor
ve CEO'lara daha fazla gii¢ veriyor. Benzer sekilde, sirket icindeki kendi
yatinmlarindan daha fazla gelir elde etme umuduyla sirket i¢i hissedarlar,
CEO’nun tazminatin1 yiiksek bir finansal performansa sahip bir sirkette
artiracaktir. Bu nedenle, firma performansinin kurumsal / sirket i¢i hisset miilkiyeti
ve CEO tazminat iligkisini olumlu yonde etkilemesini bekliyoruz.

Miilkiyet yapisi ile firma performans: arasindaki iliskinin yani sira, Bhagat
ve Bolton (2008), CEO-Baskanlik ayrimini firma performans tizerinde 6nemli ve
olumlu bir etkiye sahip baska bir degisken olarak goriiyor. Yonetisim perspektifine
bakildiginda, eger CEO dualitesi varsa, icra kararlarindan bireysel yonetici
kararlarinin etkilenmesi muhtemeldir ve icranin bir pargasi olarak hareket etmeye
baglarlar. Bu sebeple CEO / Bagkan, kendi ¢ikarlarina gore yonetim kararlarim

daha hizli alabiliyor ve bu durum yiiksek firma performansinla birlikte daha
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yiiksek CEO tazminatina yol agiyor. Bu nedenle, firma performansinin CEO ikiligi
ve CEO tazminat iligkisini olumlu yonde etkilemesini bekliyoruz.

Valenti, Luce ve Mayfield (2011) firmanin finansal performansinin
bagimsiz yoneticilerle negatif bir iligkisi oldugunu bulmuslardir. Calismalari,
firma performansi arttik¢a, sirket kurullarinda bagimsiz iiye sayisinin azaldigini
gostermektedir. Benzer sekilde, Bhagat ve Bolton (2008) yonetim kurulu
bagimsizliginin performansla negatif yonde iligkili oldugunu belirtmektedir. Daha
once de belirtildigi gibi, sirket kurullarindaki bagimsiz yoneticilerin oraninin daha
diistik bir CEO tazminat diizeyi ile iliskili olmasini bekliyoruz. Firma performansi
ve yonetim kurulu bagimsizligi arasinda negatif bir iliski oldugu ortaya
ciktigindan, yonetim kurulu bagimsizligini ve CEO tazminat iliskisini olumlu
yonde etkileyecegini diisiiniiyoruz.

Calisan temsilcileri, yonetim ve icrada pay sahibi olmayan yo6netim kurulu
iiyeleri arasindaki bilgi asimetrisini azaltarak izleme islevine katkida bulunur
(Hopt, 1984). Bunun anlami, ilgili temsilcilerin yonetim kurullarinda bulunmasi,
sirketin yOnetim maliyetlerini dlisirmesini, ayrica yoneticilerin asir1 maaslarini
diisiiriilmesini saglar (Fauver ve Fuerst, 2006). Bu sayede, finansal performansi
yiksek bir sirkette CEQO’lar, sirketin yiiksek performansini kendi operasyonel
cabalarina baglayarak agiklama egilimindedirler. Ancak calisan temsilcileri, kurul
iiyelerinin yiiksek firma performansinin gergek nedenlerini ¢calisma konseylerinden
ve sendikalardan gelen bilgi akisi ile degerlendirmelerini saglar. Dolayisiyla, sirket
kurullarindaki varligi firma performansinin yiliksek oldugu yerlerde daha fazla
onem kazanmaktadir. Bu nedenle, calisanlarin yonetim kurullarinda temsil
edilmesi ve CEO tazminat iligkisinde firma performansinin olumlu bir etkisi

olmasin1 bekliyoruz.

Ekonomik Ozgiirliik’iin Tanimi
Gwardney ve Lawson (2003), ekonomik 6zgiirliiglin temel sartlarin kisisel
tercih, goniilli degisim, rekabet etme Ozgiirliigli ve bireylerin miilkiyetinin

korunmasi1 olarak 6zetlemektedir. Ayrica, ekonomik oOzgiirliiglin bireysel
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tercihlerin mal ve hizmet {iretimi tizerindeki etkisini giiclendirdigini de ekliyorlar.
Bu etki ekonomik 06zgiirlik tarafindan giiclendirilmektedir, ¢iinkii ekonomik
olarak 6zgiir bir toplumdaki bireyler yasalarin izin verdigi sekilde ¢alisma, iiretme,
tilkketme ve herhangi bir sekilde yatirim yapma hakkina sahip olacaktir (Miller ve
Kim, 2013). Bu goriise gore, hiikiimetlerin, kurumlarin ve politikalarin bir
toplumda ekonomik 6zgiirliigii tesvik etmede O6nemli rolleri vardir. Hiikiimetler,
bireylerin haklarin1 koruyarak, so6zlesmeleri objektif olarak uygulayarak ve ayrica
istikrarlt ve saglam para birimleri saglayarak ekonomik ozgiirliigli tesvik etmek
igin yasalar olusturur ve yasal yapilar olusturur. Ote yandan, kurumlar ve
politikalar ekonomik 6zgiirliikle tutarli oldugunda, bireyleri ve mallarin1 koruyarak
goniillii degisim i¢in en uygun ortami saglarlar. Bu nedenle, yasal ve parasal
sozlesmeler 6zellikle 6nemlidir (Gwardney ve Lawson, 2003).

Farkli iilkelerdeki ekonomik o6zgiirliigli 6lgmek icin, Diinya Ekonomik
Ozgiirliigii Endeksi ilk olarak Gwartney, Lawson ve Block (1996) tarafindan
tiretildi ve o zamandan beri yillik olarak giincelleniyor. Gwartney ve dig. (1996)’¢
gore, ekonomik 6zgiirlik endeksinin yasal olarak satin alinan miilkiin ne dlgiide
korundugunu ve bireylerin goniillii islemlere katilma 6zgiirliigiinii 6lgmesi gerekir.
Benzer sekilde, Hall ve Lawson (2014), endeksin, bir ulusun ekonomik 6zgiirliik
diizeylerini belirten politika ve kurumlarin tutarliligin1 6lgmek i¢in tasarlandigini
belirtmektedir. Ekonomik o6zgiirlilk endeksi, 6zel miilkiyet haklaria, hukukun
ustlinliigli, serbest ticaret, istikrarli para birimi ve hiikiimetler i¢in sinirli bir role
vurgu yapmaktadir. Miilkler giivence altina alindiginda, bireyler daha serbest bir
sekilde ticaret yapabilir, para birimi daha kararlidir, devlet harcamalar1 diisiiktiir ve
daha az diizenleme vardir. Sayilan 6zelliklere sahip tilkeler ekonomik 6zgiirliikten

daha yiiksek puan almaktadir.

Ekonomik Ozgiirliik’iin Kurumsal Yoénetim - CEO Tazminati iliskisi
Uzerindeki ki Tarafli Etkisi
Ekonomik 6zgiirliik, hem bireyleri hem de sirketleri etkileyen bir

kavramdir; cilinkii hem yasalar, hem de adli etkililik ve haklarin korunmasi ile
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ilgilidir. Dolayisiyla, kurumsal yonetim durumunda, yonetisim uygulamalarmin
etkinligi lizerinde olumlu bir etki yarattif1 soylenebilir, c¢ilinkii eger ekonomik
ozgiirliik seviyesi yiiksekse, kurumlarin tiim bireylerin ekonomik amaglarini yerine
getirme haklarini korumalari i¢in daha etkili yasalar vardir. bir firmanin paydaslari
dahil olmak iizere miidahale etmeden (Gwartney, Lawson, & Hall, 2011). Bu
nedenle, daha yiiksek bir ekonomik Ozgiirlilk derecesi, daha verimli kontrol
mekanizmalar1 ve iki kademeli bir kurulu yapilandirilmis sirkette CEO'nun
yonetim kurulu iizerindeki yonetimsel giicii ile sonuglanir.

Ekonomik ozgiirligli yliksek olan iilkelerde miilkiyet ve haklar yasa ile
giivence altina alinmigtir. Kurumlarin bakis agisina gore, ekonomik 6zgiirliik bir
oOrgiitlin tiim taraflarinin ¢ikarlariin korunmasi anlamina gelir. Boylece, ekonomik
ozgiirlik caligsanlarin temsil edilmesinin etkinligini artiracak ve isgiiclinlin
kurullarda temsil edilmesine temel teskil ederek ve ¢ikarlarin1 yasa ve
yonetmeliklerle koruyarak CEO tazminati lizerindeki kontroliinii artiracak.

Sirketlerin yonetim kurullarinda bagimsiz yoneticilere sahip olmasi, daha
iyi CEO sozlesmeleri, icranin izlenmesi, aday gosterilmesi ve tazminat kontrol
mekanizmalari agisindan firmalarin kurumsal yonetim uygulamalarini giiglendirir
(Bebchuk ve digerleri, 2002; Agrawal ve Nasser, 2011). Iki kademeli
yapilandirilmig  firmalarda oldugu gibi, ekonomik ozgiirlik de kontrol
mekanizmalariin etkinligi lizerinde ek bir etkiye sahiptir ve hukuk devleti
kurallarim1  giiclendirerek firmalarda yonetim tekelini azaltir. Bunun nedeni,
ekonomik olarak Ozgiir bir iilkede, tiim paydaslarin haklarinin yasalarca
korunmasidir. Bu nedenle, yonetim kurullarinda bagimsiz iyeler de dahil olmak
iizere sirkete objektif bir bakis agis1 getirmekte ve daha adil s6zlesmeler sunarak,
kontrol mekanizmalarini iyilestirerek ve CEO'larin yonetim giiciinii azaltarak tiim
paydaslarin haklarinin korunmas agisindan ekonomik 6zgiirliigli desteklemektedir.

CEO ikiligi, bir sirkette kurumsal yonetim mekanizmalar1 {iizerinde
olumsuz bir etki yaratir, ¢iinkii CEO ve yonetim kurulu baskani aym kisiler
oldugunda, bagimsiz yoéneticilerin giliciiniin diismesi muhtemeldir ¢iinkii
yoneticilerin ¢cogu bu durumda aktif olarak icrayi izleyen, CEO'larin performansini

odiillendiren veya cezalandiran objektif yonetim kurulu tiyeleri olmak yerine icra
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ile birlikte hareket etmektedir. Daha 6nce de belirtildigi gibi, ekonomik 6zgiirlik,
sitketin kontrol mekanizmalarina katkida bulunur ve ayrica tiim paydaslarin
haklarin1 korur. Bu ag¢idan ekonomik &zgiirlik, CEO dualitesinin yonetim
kurulunun izleme islevi lizerindeki olumsuz etkisini azaltacak ve ayni zamanda
CEQ'larin kendi menfaatlerine ekstra faydalar yaratmalar1 i¢in yoOnetimsel
giiclerini diger paydaslar lizerinde kullanmalarini engellemeye yardimci olacaktir.

Ekonomik o6zgiirlik derecesine gore, iilkeler sadece yatirimeilarin
yatirimlarini kontrol etmek ve korumak i¢in degil, ayn1 zamanda bir sirketteki tiim
paydaslarin haklarin1 ve ¢ikarlarim1i korumak i¢in yasalar ve diizenlemeler
uygulayabilir. Bu nedenle, elde edebilecekleri gelir kadar yatirnm yapmak isteyen
yatirimer olsalar da, ekonomik Ozgiirlik derecesi yiiksekse, tiim paydaslarin
cikarlar yasalarla korunacak ve bu da kurumsal yatirimcilarin istekleri {izerinde
baski yaratacaktir. Dolayisiyla, bu acidan ekonomik o6zgirlik yoOnetisim
uygulamalari tizerinde olumlu bir etki yaratmakta ve CEO tazminatin1 olumsuz
yonde etkilemektedir.

Ekonomik 0Ozgiirlik kurumlarda kurallar ve dilizenlemeler getiriyor.
Ekonomik olarak 6zgiir bir tilkedeki bir sirket i¢in diizenlemeler daha az olmakla
birlikte, calisanlar1 ve yatirimcilart korumada etkilidir. Hukukun {istlinliigii ile
ekonomik ozgiirlik, bireylerin gelirlerini, tasarruflarini, gercek ve fikri
miilkiyetlerini haksiz el koyma veya hirsizliktan korumalar: i¢in giivence saglar.
Bu nedenle, sirketteki diger yatirimcilar1 ve paydaslar1 korumak i¢in CEO'larin
veya yOnetimin eylem ve yatirimlarimi kontrol altina almak icin sirketlere
diizenlemeler getirebilir. Bu nedenle, ekonomik 6zgiirliik yonetisim uygulamalari
iizerinde artan bir etkiye sahip olacak ve sonunda CEO tazminati ile negatif bir

iliski i¢inde olacaktir.

Ampirik Bulgular ve Sonu¢
Yonetisim gostergelerinin CEO tazminati tizerindeki dogrudan etkisini,
firma performans: ve ekonomik o&zgiirliiglin kurumsal yonetim-CEO tazminat

iliskisi tizerindeki ikili etkilerini ti¢ farkli modelde inceliyoruz. Dogrudan etkiler
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icin yapilan regresyon sonuglari, yonetim kurulu yapisinin CEO tazminati ile
onemli ve negatif bir iliskisi oldugunu gostermektedir. 1ki kademeli y&netim
kurulu yapisinin varligi, yonetim ve denetim islevlerini ayirarak daha giiclii bir
yonetisimle sonucglanir ve bu nedenle daha diisiik CEO tazminat seviyeleri ile
iliskilendirilir. Benzer sekilde, bu c¢alisma sirket kurullarinda c¢alisan
temsilcilerinin daha c¢ok yer almasinin, bilgi asimetrisini azaltarak ve yonetim
kurulunun izleme kabiliyetinin etkinligini artirarak CEO'larin daha diisiik bir CEO
tazminatina yol acarak firmalarda yonetisimi gii¢clendirdigini gostermektedir. Bu
sonuclar bizim hipotezlerimizle tutarlidir ve ilgili literatiire katkida bulunur.
Ayrica, kurumlar tarafindan sahip olunan hisse senetlerinin yiizdesi, CEO
tazminatint 6nemli Olgiide etkileyen bir baska yonetim gostergesidir. Sonuglar,
sirketlerdeki kurumsal hissedarlarin yiizde oranindaki artisin beklentilerimiz
dogrultusunda daha yiliksek CEO tazminatina yol agtifin1 gostermektedir.
Bulgulara gore, sirket igerisindekiler tarafindan alinan hisse senetlerinin yiizdesi,
CEO tazminatinda 6nemli bir etkiye sahip degildir.

Bununla birlikte, bagimsiz yonetim yiizdesi ile 6lgiilen yonetim kurulu
bagimsizliginin, hipotezimizin aksine, CEO tazminati ile dnemli ve pozitif olarak
iliskili oldugunu da goézlemliyoruz. Boyle bir sonucun en olas1 nedeni, bagimsiz
yoneticilerin yonetimsel bilgi seviyesi ile iligkilendirilebilir. Kim ve dig. (2014)
bagimsiz yoneticilerin, yoneticilerin gorev siirelerinin diisiik olmasi durumunda
yonetim islemlerini analiz etmek ve kontrol etmek icin yeterli bilgiye sahip
olamayacagin1 iddia etmektedir. Dolayisiyla, yonetim kurullarindaki bagimsiz
yonetmenlerin daha yiiksek yiizdesi bu konuda zayif kontrol mekanizmalarn ile
sonuclanabilir.

Dogrudan etki modelinin sonuglar1 ayn1 zamanda CEO dualite ve CEO
tazminat iligkisi ile ilgili hipotezimiz ve ilgili literatiirle de c¢elismektedir.
Bulgularimiz, CEO dualitesi ile CEO tazminati arasinda negatif ve anlamli bir
iligki oldugunu ve CEO'mun ayni zamanda Yonetim Kurulu Baskani olmasi
durumunda CEO tazminatinin diisiik oldugunu ortaya koymaktadir. Bu
beklentilerimizle celistiginden, bu iliskiyi daha da analiz ediyor ve sirket yasini

ana modelimize ekleyerek ek bir analiz yapiyoruz. Firmanin yasi arttikca
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sirketlerin CEO / Baskan'a daha bagimli hale gelmelerini beklemekle birlikte
sonuglar firma yas1 ve etkilesiminin CEO tazminatinda énemli oldugunu ve CEO
ciftligi daha olgun sirketlerde mevcut oldugunda CEO tazminatinin sirket yasi
arttikca arttigin1 gostermektedir.

Ikinci modelde, kurumsal yonetim ve CEO tazminat iliskisi iizerindeki
Tobin’s Q ile dlgiilen sirket performansinin ikili etkisini inceledik. Sonuglarimiz,
etkilesim terimlerinin hig¢birinin Tobin’s Q ve yonetim kurulu bagimsizliginin
etkilesimi disinda istatistiksel olarak anlamli olmadigin1 belgelemektedir. Tobin’s
Q’nun daha yiiksek seviyelerinde, daha yiiksek firma performansit oldugunu
belirtmek gerekirse, kurul bagimsizliginin CEO’nun tazminati iizerindeki etkisi
olumsuzdur. Ayrica, bagimsiz yoneticilerin yiizdesi arttikca, CEO tazminati
azalmaktadir. Bu nedenle, firma performansinin yonetim kurulundaki bagimsizlik
ve CEO tazminat1 lizerindeki ikili etkisine iligkin literatiire katkida bulunuyoruz.

Ilgili literatiir icin kritik ©neme sahip olan son modelde, iilkelerin
ekonomik 0Ozgiirlik diizeyinin kurumsal yonetim ve CEO tazminat iligkisi
tizerindeki 1limli etkisini incelemekteyiz. Miras Vakfi tarafindan saglanan
Ekonomik Ozgiirliik Endeksi ile ekonomik ozgiirliigii 6lgiiyoruz. Bulgularimiz
ekonomik 6zgiirliigiin yonetim kurulu bagimsizli§i ve CEO tazminati arasindaki
iliskiyi  Onemli Olgiide degistirdigini  gdstermektedir.  Sonuglar, kurul
bagimsizliginin hipotezimizle paralel olarak yiliksek ekonomik 6zgiirliik diizeyleri
icin CEO tazminini olumsuz yonde etkiledigine dair yeni kanitlar sunmaktadir. Ek
olarak, ekonomik ozgiirlik ayni zamanda kurumsal hisse sahipligi ile CEO
tazminati arasindaki iliskiyi yonetmektedir, yani daha yiiksek ekonomik 6zgiirliik
seviyesi i¢in sirketi i¢i hisse sahipligi CEO tazminatini diisiiriir.

Tiim regresyon sonuglarinin hipotezlerimizle tutarli olmadigindan, her
tilkedeki firma sayisi ile ilgili 6rneklemimiz analiz edilmis ve orneklemimizdeki
firmalarin ¢ogunun ABD'den geldigi gozlemlenmistir. Bu tiir bir yap1 onyargil
sonuglar yaratabilir, ¢linkii kurumsal yoOnetim uygulamalart Anglo-Saxon ve
Alman-Japon yaklasimlar: gibi yonetisim yaklagimlarina gore farklilik gosterebilir.
ABD disindaki ABD ve ABD sirketleri i¢cin 6rnegi ayr1 ayri inceledikten sonra,

sonuclarin yalnizca CEO hissesi lizerindeki dogrudan etkileriyle ilgili olarak
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kurumsal hisse sahipligi i¢in gii¢lii oldugunu goézlemliyoruz. Bununla birlikte,
ABD disindaki firmalar i¢in ilk modeli ¢alistirdigimizda yonetim kurulu yapisi,
calisan temsilcileri, yonetim kurulu bagimsizligi, CEO ikiligi ve sirket igi hisse
sahipligi degiskenlerinin istatistiki 6nemini korumadigi goriilmiis fakat istatistiki
olarak 6nemli olmamakla birlikte, ABD disindaki firmalar i¢in niteliksel olarak
benzer sonuglar elde ettik, ¢iinkii degiskenlerin isaretleri, sirket i¢i hisse miilkiyeti
disindaki azaltilmis modeller arasinda degismiyor. Ayrica, firma performansina
sahip model i¢in sonuglar ana modelimize benzemektedir. CEO tazminat ve
yonetisim iliskisi konusunda baslangigta istatistiki olarak 6nemli olan bazi
degiskenler ABD disindaki sirketler i¢in dnemsiz hale gelse de, tersi durumda,
katsayilarin isaretleri degismemektedir. Baska bir deyisle, ana modeli ABD
disindaki firmalar dahil olmak {izere azaltilmis modelle karsilastirdigimizda

sonuglar niteliksel olarak benzerdir.
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