A post-graduate
business student
has discovered
an unexpected
link between
companies’
shareholders’
funds and the
amount paid to
directors.
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business, meaning the investment
committed by shareholders to the business.
The typical components which make up
shareholders’ funds are share capital,
reserves of various types and retained profits.

Hence, this finding shows that the more
the company was decreasing its investments
committed, typically in tough times, the
more it was paying its directors.

Similarly, the more the shareholders were
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investing into the company, the less it was paying its directors.
Good governance would dictate that the opposite should be the
case. '

The one-year study was completed in September 2003 by local
stock market dealer Frank Lin as part of his thesis for his Masters
in Business Administration from the Multimedia University.

Lin was seeking to find a connection between directors’
remuneration and ‘company performance. He studied a sample
of 114 Malaysian listed companies, based on their 2002 annual
reports, looking at how much they paid directors.vissi-vis the
companies’ assets, turnover and shareholders’ funds; .-

He says he chose the yardsticks of companies asseté turnover
and shareholders’ funds because they offer an meght into the
financial strength of the companies. *

Assets, Lin writes, indicate the magnitude of the resources
involved in conducu'hg business, while turnoveris a direct measure
from the group sales of the company and indicate the level of
activities going on. In the case of shareholders’ funds, it shows
how efficiently the directors are working with the investments
poured into the company by shareholders.

It should be noted that Lin excluded share options given to
directors because the relevant information was not readily
available. He also excluded companies in the Practice Note 4 sector
that groups companies with negative shareholders’ funds.

While Lin found a positive correlation between remuneration
and turnover and remuneration and assets, it was the negative
correlation between shareholders’ funds and directors
remuneration that was a surprising find.

Lin stumbled upon this finding, beliéving that shareholders’
funds would also have the same bearing on remuneration as the
other two yardsticks.

Based on his research, he four}d that on average, the

compensation of directors was reduced by RM1,602 whenever
shareholders’ funds increased by RM1 million.
' Lin says while he has
some explanations for
this phenomenon, his
views are not conclusive.
‘But it does gives us food
for thought,” he quips,
emphasising that the
issue needs more
research.

According to Lin, one
possible reason for this
finding is that during
tough economic times
like in 2002, companies
sought to overcome their
tight liquidity problems
by disposing of assets,
and thereby decreasing
their shareholders’ funds.

However, when these
companies got a new
injection of cash in hand,

Lin: There is a negative correlation
between shareholders’ funds and
directors’ remuneration
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the tendency was to pay their directors a little more.

Conversely, when times were good, companies went on an
acquisition spree. This used up the companies’ monies and in
turn, albeit incidentally, led to smaller payouts to directors.

Arguably, this scene has taken place because a high percentage
of major shareholders are management themselves.

Another possible reason, according to Lin’s thesis is: ‘...if
shareholders’ funds depletes due to operating losses, shareholders
have little choice but to take drastic action to replace the
management and inevitably drive up the compensation level....
On the other hand, if shareholders’ funds increases, but
compensation comes down, it could be due to the reason that
companies are cash-rich and not actively seeking new investment
opportunities. Therefore maintaining a skeletal board of directors
is sufficient to oversee the operation.’

Lin cites examples of listed government-linked companies,
which have huge piles of shareholders’ funds but do not pay their
directors very much.

Less surprisingly, his thesis found a positive correlation between
remuneration and turnover, and remuneration and assets for the
companies he sampled.

In other words, the more revenue these companies were earning
and the more their assets were rising, the higher was their payout
to the board of directors. ,

Lin writes that turnover has the strongest correlation with
compensation. He says a high turnover means there are more
activities taking place in the company, which may spread over
vastlandsinvolving a bigger workforce and ‘compensation of these
directors need to commensurate with the level of activities, serving
as an incentive to achieve targets’.

He notes that this trend is especially evident when the economy
is weak, as shareholders have little choice but to use compensation
as an incentive tool for directors.

Inhis analysis, Lin found that on average, for every RM1 million
increase in a company’s turnover, total compensation to directors
increased by a significant RM3,360.

One question that would inevitably crop up in this discussion
is, how much should companies be paying directors?

Lin says ‘when shareholders appoint management, they would
like to get the best talent that money can buy in terms of capability,
connections, influence and integrity. It is a common but
questionable belief that the higher the compensation of the
directors, the more superior their ability...."

On the other hand, shareholders are always in a dilemma as
they are also trying to minimise expenses of the company. ‘So
how much is management worth?’ he poses in his thesis.

Lin reckons that in order to attain a balance between an effective
compensation package for directors and not having to spend too
much, one needs to understand the relationship between
corporate performance and money paid to directors.

To be sure, Lin himself does not claim to have the answers to
many of these issues, noting that there is very little research done
on this in the context of Malaysia.

He hopes his research is a good start in this direction and would
serve as a guide for parties attempting to design or negotiate
directors’ remuneration for public-listed companies.
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