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Background: Optimal contracting continues to dominate boardroom and dinner discussions
worldwide in light of the 2008 global financial crisis and especially in South Africa, due to the
growing income gap. Increased scrutiny is being placed on South African state-owned entities
(SOEs), as a result of the seemingly poor performance of SOEs. Some of the SOEs are reported
to have received financial bailouts from taxpayers’ money, while executives are raking in
millions of rands in remuneration, provoking some concerns on the alignment of executive
pay to company performance in SOEs.

Aim: The study will assist remuneration committees and policymakers in the structuring of
executive pay in SOEs to ensure alignment to company performance.

Setting: The study sought to assess, based on empirical evidence, if there is a positive
relationship between Chief Executive Officer (CEO) and Chief Financial Officer (CFO)
remuneration and company performance in South African SOEs in the period between 2010
and 2014. All 21 Schedule 2 SOEs were included in the study.

Methods: The research was a quantitative archival research methodology. Correlation and
multiple regression analysis were the main statistical techniques used in this study.

Results: Contrary to popular media, a positive relationship between CEO and CFO
remuneration (fixed pay and short-term incentives) and company performance in SOEs was
observed. Company size appears to be the key determiner of fixed pay in SOEs. The positive
relationship was mainly noted on absolute profitability measurements like EBITDA (earnings
before interest and tax and depreciation and amortisation) and net profit.

Conclusion: SOE remuneration committees and policymakers should maintain the positive
relationship; however, more emphasis should be placed on financial efficiency measurements

so as to enhance efficiencies in SOEs.

Introduction

The executive remuneration of South African state-owned entities (SOEs) has come under
increasing scrutiny because of their perceived poor performance and as a result of being in a
country with one of the worst economic inequalities in the world (Naidoo 2012). The increasing
income gap in South Africa between rich and poor split along racial lines has resulted in numerous
questions being raised about the seemingly excessive top management remuneration. Naidoo
(2012) cites a 2012 Price Waterhouse Coopers report stating that executive directors of large-capital
companies earn on average R10m/year (R4m/year guaranteed package, R2m performance bonus
and R4m in share plan benefits). In contrast, SA’s lowest-paid workers earn around R3500 per
month or R42 000 per year. This equates to a pay gap of 250-300 times. It is no different in SOEs.
The average pay gap ratio between Eskom’s top management and workers is 93:9 (Naidoo 2012).

Globally, the executive remuneration debate has intensified following the 2008 global financial
crisis as bankers were seen to have given themselves excessive remuneration, despite the poor
performance of the institutions (Choe, Tian & Yin 2014). Equally, SOEs have not been immune to
this debate. For example, the Spanish government in 2012 announced that it was cutting executive
pay by up to 35% for companies supported by taxpayers’ money in order for the executives to
share in the pain of austerity measures (Tremlett 2012). Furthermore, the Chinese government
announced it would be cutting the salaries of the top executives in Banks and SOEs in order to
reduce inequality (Wright 2015). The State-Owned Assets Supervision Commission of China
recently called for all SOE salaries to be strictly linked to business performance, it emphasised that
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salary increases should be in line with the increases in
company profits (Juan 2015).

Some authors have questioned whether the exponential
growth in executive compensation in the past two decades is
consistent with shareholder interests (Bebchuk & Fried 2004;
Jensen & Murphy 1990). Chief Executive Officer (CEO)
compensation is crucial in mitigating the potential conflict of
interest between executives and shareholders, as it is used as
an instrument of aligning shareholders’ and executives’
interests (Ozkan 2011). Prior studies by Murphy (1999); Core,
Guay and Larcker (2003); Jensen, Murphy and Wruck (2004)
and Devers etal. (2007) conducted on mostly listed companies,
have not been consistent on the impact of executive
compensation on company performance. The studies have
raised doubt on the ability of executive compensation to align
with shareholder and executive interests.

The debates on executive compensation have essentially
been split into two seemingly competing views. The first
view contends that executive compensation is a result of
efficient bargaining between executives and shareholders to
mitigate the agency—principal problem, commonly referred
to as the optimal contracting approach. The competing view
contends that executive compensation is a result of ‘greedy’
powerful executives who essentially extract rents from
companies and thus set their own pay, commonly referred
to as the managerial power approach. These seemingly
contrasting views have resulted in the ongoing debate
on whether executive pay is linked to organisational
performance, in line with the optimal contracting approach.
The concept of pay for performance has largely been led by
Jensen and Murphy (1990). In South Africa, there is growing
discontent regarding executive compensation in SOEs, in
light of the seemingly poor performance by the SOEs. Some
of the SOEs, like the South African Broadcasting Corporation
Limited (SABC) and South African Airways (Pty) Limited
(SAA), have been reported in the media to be receiving or
have received Government bailouts, yet the company
executives are said to be raking in millions in salaries and
bonuses (Business Tech 2014).

Most of the literature reviewed has focused primarily on the
relationship between executive pay and company performance
in listed companies. Academic literature relating to pay for
performance relationships in SOEs is scarce. Most of the
executive pay studies in SOEs have been done on listed Chinese
SOEs and these studies have generally been inconclusive. It is
therefore crucial to understand how South African SOEs set
compensation packages and how they are linked to company
performance, considering the critical developmental role that
these organisations play in the economy and the importance of
these entities to remain sustainable.

Research questions

Based on popular media reports and current debates between
policymakers and academics, there appears to be a
disconnection between executive remuneration and SOE
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performance. The aim of this study is to contribute to the
literature relating to executive pay for performance in SOEs,
especially unlisted SOEs in developing countries, where
policymakers, academics and the general public have been
debating the link between CEO pay to company performance.
The following are the research questions:

Research question one

Is there a positive relationship between CEO and Chief
Financial Officer (CFO) fixed pay and company performance
over the period 2010-2014 in South African Schedule 2 SOEs?

Research question two

Is there a positive relationship between CEO and CFO short-
term incentive payout and company performance over the
period 2010-2014 in South African Schedule 2 SOEs?

Research question three

Which individual company performance measure is the best
predictor of the CEO and CFO fixed pay component of
compensation over the period 2010-2014 in South African
Schedule 2 SOEs?

Research question four

Which individual company performance measure is the best
predictor of the CEO and CFO short-term incentive
component of compensation over the period 2010-2014 in
South African Schedule 2 SOEs?

Literature review

Chief Executive Officer and Chief Financial
Officer responsibilities

According to Shaw (2012), the CEO’s main responsibility is to
manage company resources within the context of a dynamic
external environment in order to create value for the
shareholders. Friedman (2014) states that the CFO’s
responsibility is to oversee and manage information and
reporting systems. The author also notes that, while the CFO
has a fiduciary duty to the shareholders and the board, he
also reports to the CEO.

The SOX Act requires that the CFO and CEO certify the
financial reports of companies listed in United States. In
South Africa, the Companies Act of 2008, which came into
effect on the 1 May 2011 requires that both the CEO and
CFO certify the financial statements (Republic of South
Africa 2011). Moreover, the CEO and CFO are the two
executives who are generally the members of the company
board in South African SOEs. This fact elevates the power
and importance of CFOs beyond that of other executives.
According to Hambrick and Quigley (2014), executives play
a critical role in a company as they substantially shape the
fate of companies. The CEO and CFO can be viewed as
shareholder agents; thus, their primary role is to protect
and grow shareholder value.
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Company performance measurement

Bussin (2015) notes that there are three different measurements
of company performance, that is, absolute financial
performance measures (verified measures of performance
within a specific year), financial performance ratios derived
from absolute financial performance measures and market
performance measures, assessed through the share price
performance of the company. Various agency theorists argue
that multiple performance measurements can be used by
principals in an optimal contract, for the principals to be able
to fully understand the effort put in by the agent in achieving
shareholder value.

Conyon and He (2014) posit that once principals have a full
understanding of the performance measurements that best
reflect the agent’s effort, more sensible and precise measures
can be consistently used in the optimal contract as an
indication of the agent’s effort.

Goergen and Renneboog (2011) and Bussin (2015) argue that
accounting-based performance measurements measure past
performance and are subject to manipulation and thus might
notbe appropriate in determining executive past performance
as rent-seeking CEOs are prone to manipulating the
accounting measurements in order to achieve higher bonuses,
evidenced by accounting scandals at Enron and Worldcom.
According to Goergen and Renneboog (2011) and Wang and
Xiao (2011), the most common accounting measures used to
assess company performance are revenue, operating income
or profit and earnings per share (EPS). However, based on
literature reviewed, there appears to be no consensus on
measuring company performance as various authors have
used various measures of absolute financial performance to
assess company performance in the pay to performance
studies. Shaw (2012) used profit after tax, earnings before
interest and tax and depreciation and amortisation (EBITDA),
return on equity (ROE) and headline earnings per share
(HEPS) in order to assess company performance, while
Bussin and Nel (2013) used ROE, asset turnover, profit
margin and leverage in order to assess company performance.
Van Blerck (2013) used economic value added (EVA), share
price performance and ROE. Theku (2014) used ROE, return
on assets (ROA), Asset Turnover, Revenue, HEPS, change in
share price and market capitalisation as measurements of
company performance. Bussin and Modau (2015) used
market value added, EVA, ROE and EPS.

State-owned entities

There is no comprehensive legislative definition of national
or provincial SOEs in the South African statues (Bronstein &
Olivier 2015). The starting point for defining national or
provincial SOEs is the PFMA Act 1 of 1999, which lists public
entities in Schedules 2 and 3. Major public entities like
Eskom, Transnet and Telkom are listed in Schedule 2.
According to ‘Introduction” section of the PFMA Act 1 of
1999, national public entities are defined as government
business enterprises or an entity that is substantially funded
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from tax revenues or levies or other statutory funds. Thus,
government business enterprises are more self-sufficient and
commercial than the remainder of the ordinary entities. Most
of the entities that are substantially funded from tax revenues
are classified under Schedule 3 entities, while major
government business enterprises are classified as Schedule 2
enterprises. Most of the Schedule 2 SOEs have come under
scrutiny in recent years in the media because of the seemingly
excessive executive salaries in spite of the poor performance
of the SOEs.

According to Thomas (2012), SOEs primarily drive a
developmental agenda in developing countries through the
provision of basic services such as water and electricity, and
thus profit maximisation is not their main goal. However,
Thomas (2012) notes that the funding model prevalent at
most of the major SOEs is generally profit driven, which is at
odds with the provision of basic resources at the lowest cost
possible to the populace. It is this conflict between social
objective versus the profit motive that raises debates on
executive remuneration in SOEs, that is, whether the
executive compensation should be based on company
performance measured through accounting measurements
or the company achieving its social objectives. However, it is
apparent that for the SOEs to remain financially sustainable,
a closer alignment of pay for performance is necessary.

Pay for performance relationship

Agency theory suggests that a high pay—performance
relationship motivates top executives to enhance their input
and improve corporate performance (Amzaleg et al. 2014).
Numerous studies relating to the relationship between CEO
pay and company performance have been done in South
Africa. A study by Shaw (2012) on executive pay to
performance relationship in the South African financial
industry over a 6-year period (2005-2010) noted a moderate
to strong relationship between CEO remuneration and
company performance. However, the study noted that the
moderate to strong relationship noted was in decline during
periods of economic downturn, and thus, CEOs tended to
use managerial power in uncertain economic periods to draw
high pay than for their pay to be in accordance with the
company performance. Moreover, Shaw (2012) observed a
shift from variable pay to fixed pay in the remuneration
structure of CEOs as a result of the declining company
performance. The restructuring of the CEO remuneration
results in a lower pay to performance relationship as most of
the variable pay is linked to company performance.

In a study by Bussin and Nel (2015) on the pay to performance
sensitivity in the South African retail and consumer goods
industry over a 6-year period (2006-2011), the authors
observed a weak relationship between CEO pay and
company performance, based on Du Pont analysis
measurements. A negative relationship was noted between
CEO guaranteed pay versus ROE. Thus, Bussin and Nel
(2015) note that there is no alignment between CEO
compensation and company performance in this industry.
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A study by Van Blerck (2013) supported the findings by
Shaw (2012) as Van Blerck (2013) noted in the study of the
relationship between executive remuneration and company
performance based on EVA over a 10-year period (2002-2011)
that, unlike United States, South African banks showed a
strong positive relationship between executive pay and
company performance and this could serve to explain why
South African banks survived the 2008 financial crisis.

Theku (2014) also supported the findings by Shaw (2012),
Van Blerck (2013) in the study of 30 South African mining
companies listed on the Johannesburg Stock Exchange (JSE)
over a period of 5 years (2009—2013). In the study, the author
noted that in most of the mining companies there was a
moderate to strong relationship between CEO remuneration
and company performance. Furthermore, Bussin and Modau
(2015) supported the observations by Shaw (2012), Van
Blerck (2013) and Theku (2014), in the study of executive
remuneration relationship to company performance in
26 firms listed on the JSE over a 7-year period (2006-2012).
In the study, Bussin and Modau (2015) noted that there was
a positive relationship between CEO pay and company
performance based on ROE. However, similar to observations
by Shaw (2012), Bussin and Modau (2015) observed that
during periods of economic uncertainty, such as after the
2008 financial crisis, there has been a restructuring of CEO
remuneration among firms. Post 2008, most of the variable
pay linked to company performance has been restructured to
be fixed, thus resulting in a declining correlation between
CEO pay and company performance.

Approaches and theories

Corporate governance

Corporate governance is defined as a collection of rules and
policies, which affect how a company is controlled or
monitored (Donaldson 2012). Corporate governance serves
to ensure that executives are working mainly for the benefit
of shareholders by trying to increase the economic value of
the firm (Chalevas 2011). Conyon and He (2011) also support
the above view, as they note that, according to various studies
by Hoélmstrom (1979), Holmstrom and Milgrom (1991) and
Core and Guay (1999), agency theory predicts that incentive
remuneration and monitoring are substitute mechanisms
that together mitigate agency problems. Conyon and He
(2011) note in their study that the relationship between
executive pay and firm performance is driven by the strength
of internal corporate governance mechanisms, mainly being
the monitoring by shareholders and boards of directors. In
addition, Dicks (2012) notes in his study that governance
mitigates agency costs, by allowing firms to reduce incentive
compensation and thus pay executives in line with company
performance, limiting rent extraction by powerful CEOs.

In South Africa, according to the Institute of Directors
Southern Africa (2017), the code that drives governance of
executive compensation is King IV. According to Bussin
(2015), a critical requirement by the code is the requirement
that CEO remuneration be linked to company performance.
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Even though the code is not legally enforceable as it is a code
of practice, it appears to have a significant impact on how
South African companies, including SOEs, set their executive
remuneration (Bussin 2015). The code also recommends that
every company should ideally have a minimum of two
executive directors as part of its board of directors, being the
CEO and CFO.

Composition of Chief Executive Officer compensation

According to Goergen and Renneboog (2011), the amount
and composition of the compensation package is important
for motivating and aligning executives with shareholders’
interests. Compensation packages normally consist of the
following: base salary, pension, insurance, bonus, severance
package and long-term benefits like shares or share options
(Goergen & Renneboog 2011). Goergen and Renneboog
(2011) posit that the following is considered with regards to
the following compensation components:

* Base Salary — In setting the base salary, the authors note
that the compensation committee takes into account some
of the factors such as the experience, seniority and firm
size of the company. According to Bussin (2015), base
salary is viewed as a risk-free monthly payment as this is
normally not linked to company performance. In
addition, Bussin (2011) notes that the base salary includes
allowances such as travelling, entertainment and
telephone and it also includes company benefits, such as
pension and the guaranteed annual bonuses, commonly
referred in South Africa as the 13th Cheque.

* Bonus - This represents the annual bonus that is mainly
based on the company performance of the previous
financial year. Based on previous studies, company
performance is mainly based on financial performance
(accounting and market). The bonus is normally referred
to as a short-term incentive as this is based on annual
performance.

¢ Long-term benefits — This normally includes share
options, shares and long-term bonuses, which are based
on company performance over more than a year.

® Severance and retirement package — Companies award
this to executives, so as to encourage shareholder wealth
maximisation without any job loss concerns by the
executives. Among the major South African SOEs, only
Telkom is listed, thus most of the executive remuneration
in SOEs exclude the long-term benefits, such as shares
and share options.

Research design

A quantitative deductive research methodology was used
in this study. The study was longitudinal, covering the
period 2010-2014 financial years and followed an archival
research strategy. The financial data used were obtained
from published financial statements of the SOEs. All the
SOEs have a common financial year-end that is 31st of
March. Thus, no adjustments had to be done to the financial
information to ensure comparability and analysis. The
quantitative deductive research methodology approach
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enables the testing of the relationship between CEO and
CFO remuneration with company performance.

Population and sample

This study focused on entities listed in Schedule 2 of the
PFMA Act as these entities are more commercially oriented
and thus have a profit objective. The executive compensation
of Schedule 2 SOEs is expected to be aligned to company
financial performance. The list shown in Table 1 is a list of the
Schedule 2 entities. All the entities, including the subsidiary
companies are included in the study.

Unit of analysis

The CEO and CFO total remuneration includes the Fixed
and Variable portion of remuneration. Bussin (2011) notes
that fixed pay includes basic salary and employee benefits,
for example, all allowances, guaranteed annual bonuses
(13th Cheque) and car and housing benefits and employer
contributions, while variable pay includes short-term
incentives such as performance bonuses. Fewer than five
companies were noted to be paying long-term bonuses;
thus, long-term bonuses were excluded for the purposes of
this study.

Company performance

According to Theku (2014), two key performance measures
are commonly used to assess company performance. These
are market-related performance measurements, for example,
change in share price and accounting-related performance
measurements, and for example, change in net profits.
Because SOEs are not listed companies, only accounting
measures of performance can be used to assess the company

TABLE 1: List of Schedule 2 entities.

Company Industry
Air Traffic and Navigation Services Company Limited Aviation
Airports Company of South Africa Limited Airline
Alexkor Limited Mining
Armaments Corporation of South Africa Limited Defence

Broadband Infrastructure Company (Pty) Ltd Telecommunications
Central Energy Fund (Pty) Ltd (CEF) Energy

DENEL (Pty) Ltd Defence
Development Bank of Southern Africa (DBSA) Development Finance
Eskom Energy

Independent Development Trust (IDT) Social Development

Industrial Development Corporation of South Africa Development Finance

Limited (IDC)

Land and Agricultural Development Bank of South Africa Development Finance
South African Airways (Pty) Limited (SAA) Airline

South African Broadcasting Corporation Limited (SABC) Information Services
South African Express (Pty) Limited Airline

South African Forestry Company Limited (SAFCOL) Forestry

South African Nuclear Energy Corporation Limited (NECSA)  Nuclear Energy
South African Post Office Limited (SAPO)
Telkom SA Limited

Trans-Caledon Tunnel Authority (TCTA)

Transnet Limited Transport

Postal Services
Telecommunications

Water Infrastructure

Source: National Treasury, 2014, Public institutions listed in PFMA schedule 1, 2, 3A, 3B, 3C
and 3D, viewed n.d., from http://www.treasury.gov.za/legislation/pfma/public%20entities/
default.aspx
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performance. The company information that was used to
assess company performance, measured through 10
accounting performance metrics based on prior pay for
performance relationship studies, was ROE, ROA, liquidity,
revenue growth, EBITDA margin, net profit margin, revenue
amount, EBITDA amount, net profit amount and total assets.

Data collection and analysis

The source of the data used in this study was the published
annual reports of the Schedule 2 SOEs. Once the financial
statements were obtained, the company financial information
as stated above, that is, the remuneration of the CEO and
CFO and the relevant financial performance information,
was captured onto an excel spreadsheet. Some of the
descriptive statistics were done using excel functionalities
and the rest of the descriptive statistics, for example,
calculating mean, minimum and maximum were done using
the Statistical Package for Social Sciences (SPSS 2012)
software package. In addition, SPSS (2012) was also used to
perform correlation statistical analysis in order to test the
strength of the relationship between remuneration and
company performance measured as per the accounting
measures mentioned above for the CEO and CFO. Because of
the statistical analysis required to be performed on the data,
the data were tested for normal distribution using the
Shapiro-Wilks test as the sample size was small. Based on the
Shapiro-Wilks test, the data were observed not to be normally
distributed. As a result, non-parametric testing was
performed to test for differences between the financial years
for all the variables (company performance measures and
remuneration components).

According to Pallant (2013), the Kruskal-Wallis Test allows
comparison of scores on a continuous variable for three or
more groups. The Kruskal-Wallis test was performed to test
for differences between the financial years. Following the test
for normality and the comparison test, the data were observed
to be positively auto-correlated and thus in order to test
which company performance measurement is the best
predictor of the CEO and CFO fixed pay and short-term
incentive, a multiple regression analysis using the Cochrane-
Orcutt estimation method was performed.

Empirical results and discussion
Descriptive statistics

The study included all the SOEs listed as Schedule 2 entities.
There are 21 Schedule 2 entities.

Because of the small number of Schedule 2 entities, all
Schedule 2 entities were included in the sample. Only
Schedule 2 entities were included in the sample as these are
the major SOEs and these SOEs are expected to be self-
sustainable, thus remuneration is expected to be linked to
company performance. Of the 21 SOEs, only 4 SOEs had no
change in CEO over the study period (2010-2014) and only
6 SOEs had no change in CFO over the study period
(2010-2014). Thus, the bulk of the SOEs had more than one
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CEO or CFO over the study period. In a case where a CEO or
CFO was in the position for few months of the financial year,
the few months fixed pay was extrapolated for 12 months.
No extrapolation was, however, done on short-term
incentives as this was expected to be aligned to company
performance. The total number of cases included in the
study was 104, being 21 SOEs over a period of 5 years (2010-
2014). At the time of the study, SA Express had not published
the 2014 financial year results, thus only 2010-2013 results
for SA Express were included in the study. Table 2 shows a
summary of the descriptive statistics relating to the sample
included in the study.

As shown in Table 2, they were six missing data points
relating to CFO fixed pay and CFO STI relating to two SOEs
(Alexkor (SOC) Limited and CEF (SOC) Limited). The
information relating to the above two SOEs was not
disclosed in the relevant financial years and, as a result, was
excluded from this study. Each variable in Table 2 is
discussed below under the company performance measures
and remuneration measures.

Research question 1

This research question sought to assess if there is a positive
relationship between fixed pay for the CEO, CFO and
company performance measures. The positive relationship
between fixed pay and company performance was tested
using SPSS (2012) correlation analysis. It was observed in the
correlation analysis results that with the exception of the
ROA measure, the company performance measures that had
a relationship with CEO Fixed Pay and CFO Fixed Pay were
similar. Thus, CEO and CFO Fixed Pay determination appears
to be based on similar company performance measures. The
following is a discussion of the relationship of each company
measures to the fixed pay of the CEO and CFO based on the
correlation analysis results presented in Tables 3 and 4.

Chief Executive Officer fixed pay

It was observed that 7 out of the 10 performance measures
showed a statistically significant relationship with CEO fixed

TABLE 2: Descriptive statistics.
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pay. Among the seven performance measures that displayed
a statistically significant relationship with CEO fixed pay,
three had a strong positive relationship with CEO fixed pay,
which includes revenue, EBITDA and total assets. Three
displayed a weak relationship between CEO fixed pay and
company performance (liquidity ratio, ROA and EBITDA
margin), while net profit showed a moderate to strong
relationship with fixed pay. The company performance
measures that displayed a moderate or strong relationship
with fixed pay are closely related to the company profitability
measurements (EBITDA and Net Profit) and size of the
company measurements (revenue and total assets); thus, it
appears that CEO fixed pay in SOEs has a positive relationship
with company performance, mainly being profitability
measurements. In addition, it was observed that CEO fixed
pay has a strong positive relationship with company size.

Chief Financial Officer fixed pay

Six out of the 10 performance measures showed a statistically
significant relationship between CFO fixed pay and the
company performance measures. Revenue and EBITDA
showed a strong relationship with CFO fixed pay. Net profit
and total assets showed a moderate to strong positive
relationship with CFO fixed pay. EBITDA margin showed a
weak positive relationship, similar to what was observed for
the CEO fixed pay. However, it was observed that there was a
weak to moderate negative relationship with the liquidity ratio.
This was not expected, however, because of the fact that the
relationship was noted to be weak, and no further investigation
was conducted. Similar to the CEO fixed pay relationship with
the company performance measures, most of the company
performance measurements with a moderate or strong positive
relationship were related to company profitability and company
size; thus, it can be reasonably assumed that CFO fixed pay in
SOEs has a positive relationship with company performance,
mainly being company profitability measurements and a strong
positive relationship with company size. The strong positive
relationship observed between CEO and CFO fixed pay and
company size is in line with studies by Tosi et al. (2000), Gabaix,
Landier and Sauvagnat (2014), Yusuf and Abubakar (2014) and
Theku (2014).

Variable description N Mean Mode Median Minimum Maximum Standard
Valid Missing deviation
CEO fixed pay (R'm) 104 0 3.4 2.67 2.9 1.9 7.6 1.3
CEO short-term incentives (STI) (R'm) 104 0 1.0 0.4 - 6.5 1.3
CFO fixed pay (R'm) 98 6 2.4 1.7 21 0.7 6.1 1.1
CFO short-term incentives (STI) (R'm) 98 6 0.6 0.2 - 4.3 0.8
Return on equity (%) 104 0 6.6 -333.91 5.1 (333.9) 575.4 73.3
Return on assets (ROA) 104 0 0.6 -39.5¢ 1.6 (39.5) 52.7 11.2
Liquidity ratio 104 0 26 -2.97 1.8 (2.9) 126 28
Revenue change (%) 104 0 13.1 -99.9t 9.5 (99.9) 256.5 43.5
EBITDA margin (%) 104 0 0.7 -865.97 11.7 (865.9) 78.2 95.1
Net profit margin (%) 104 0 (6.5) 2.9 5.1 (863.8) 162.5 94.5
Revenue (R'm) 104 0 13237.0 36.67 3577.8 36.6 139506.0 25451.1
EBITDA (R'm) 104 0 2976.4 -5142.0% 215.8 (5142.0) 32485.0 6996.8
Net profit (R'm) 104 0 1021.1 33 110.5 (11636.0) 37585.0 4345.5
Total assets (R'm) 104 0 46005.7 307.3F 10738.2 307.3 504993.0 89803.2

T, Multiple modes exist: the smallest value is shown.

http://www.sajems.org . Open Access
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TABLE 3: Correlation analysis — CEO fixed pay and company performance variables.

Statistical test Variable CEO_FP REO ROA Lig_Ratio Rev_Change EBITDA_Marg NetPro_Marg Revenue EBITDA Net_Profit Total_Ass
Pearson CEO_FP 1.000 0118  0.194  -0.265 -0.026 0.188 0.132 0.602  0.642 0.432 0.550
Lcielaten ROE 0.118 1.000 0142  -0.038 -0.076 0.073 0.089 000  0.068 0.135 0.010
ROA 0.194 0142  1.000  -0.093 -0.299 0.464 0.547 0.076  0.286 0.532 0.074
Liq_Ratio 0265  -0.038  -0.093  1.000 0.219 -0.367 -0.282 0220 0214  -0.076 -0.141
Rev_Change 0.026  -0.076 -0.299  0.219 1.000 -0.449 -0.502 0.004  0.007 -0.008 0.016
EBITDA_Marg  0.188 0073 0464  -0.367 -0.449 1.000 0.925 0120 0173 0.141 0.130
NetPro_Marg  0.132 0089 0547  -0.282 -0.502 0.925 1.000 0.079  0.119 0.162 0.080
Revenue 0.602 0100 0076  -0.220 -0.004 0.120 0.079 1.000  0.849 0.443 0.940
EBITDA 0.642 0068 0286  -0.214 0.007 0.173 0.119 0.849  1.000 0.733 0.842
Net_Profit 0.432 0135 0532  -0.076 -0.008 0.141 0.162 0443 0733 1.000 0.421
Total_Ass 0.550 0010 0074  -0.141 0.016 0.130 0.080 0.940  0.842 0.421 1.000
Significance ~ CEO_FP - 0116  0.024 0.003 0.395 0.028 0.091 0.000  0.000 0.000 0.000
(1-tailed) ROE 0.116 - 0.076 0.352 0.220 0.230 0.184 0.156  0.245 0.086 0.460
ROA 0.024 0.076 - 0.174 0.001 0.000 0.000 0221  0.002 0.000 0.229
Liq_Ratio 0.003 0352  0.174 - 0.013 0.000 0.002 0012  0.015 0.222 0.077
Rev_Change 0.395 0220  0.001 0.013 - 0.000 0.000 0482 0471 0.466 0.435
EBITDA Marg  0.028 0230  0.000 0.000 0.000 - 0.000 0.112  0.040 0.077 0.094
NetPro_Marg  0.091 0.184  0.000 0.002 0.000 0.000 - 0212 0.115 0.050 0.211
Revenue 0.000 0156  0.221 0.012 0.482 0.112 0.212 - 0.000 0.000 0.000
EBITDA 0.000 0.245  0.002 0.015 0.471 0.040 0.115 0.000 - 0.000 0.000
Net_Profit 0.000 0.086  0.000 0.222 0.466 0.077 0.050 0.000  0.000 - 0.000
Total_Ass 0.000 0460  0.229 0.077 0.435 0.094 0.211 0.000  0.000 0.000 -

CEO_FP, Chief Executive Officer_Fixed Pay; REO, return on equity; ROA, return on assets; Liq_Ratio, liquidity ratio; Rev_Change, revenue change (%); EBITDA_Marg, Earnings before interest, tax,
depreciation, tax and depreciation margin; NetPro_Marg, net profit margin; EBITDA, earnings before interest, tax, depreciation, tax and depreciation; Net_Profit, net profit; Total_Ass, total assets.

TABLE 4: Correlation analysis — CFO fixed pay and company performance variables.

Statistical test Variable CEO_FP REO ROA Lig_Ratio Rev_Change EBITDA_Marg NetPro_Marg Revenue EBITDA Net_Profit Total_Ass
Pearson CEO_FP 1.000 0159 0155  -0.323 -0.045 0.177 0.115 0.588 0.597 0.449 0.477
SETE Bt REO 0.159 1.000 0229  -0.108 -0.084 0.102 0.132 0.092 0.060 0.144 -0.010
ROA 0.155 0.229 1.000  -0.124 -0.309 0.466 0.544 0.077 0.292 0.537 0.076
Liq_Ratio 0323  -0108  -0.124  1.000 0.238 -0.402 -0.320 0255  -0.233 -0.096 -0.161
Rev_Change -0.045  -0.084  -0.309  0.238 1.000 -0.457 -0.508 -0.005 0.006 -0.012 0.019
EBITDA_Marg  0.177 0102 0466  -0.402 -0.457 1.000 0.927 0.123 0.176 0.142 0.134
NetPro_Marg  0.115 0132 0544  -0320 -0.508 0.927 1.000 0.080 0.121 0.162 0.082
Revenue 0.588 0092 0077  -0.255 -0.005 0.123 0.080 1.000 0.849 0.442 0.940
EBITDA 0.597 0060 0292  -0.233 0.006 0.176 0.121 0.849 1.000 0.734 0.842
Net_Profit 0.449 0144 0537  -0.096 -0.012 0.142 0.162 0.442 0.734 1.000 0.421
Total_Ass 0.477 0010 0076  -0.161 0.019 0.134 0.082 0.940 0.842 0.421 1.000
Significance ~ CEO_FP - 0.059 0063  0.001 0.332 0.040 0.130 0.000 0.000 0.000 0.000
(1-tailed) REO 0.059 - 0012  0.145 0.205 0.158 0.097 0.183 0.280 0.078 0.462
ROA 0.063 0.012 - 0.111 0.001 0.000 0.000 0.226 0.002 0.000 0.229
Lig_Ratio 0.001 0145 0111 - 0.009 0.000 0.001 0.006 0.011 0.173 0.056
Rev_Change 0.332 0.205  0.001  0.009 - 0.000 0.000 0.482 0.476 0.455 0.427
EBITDA_Marg  0.040 0.158  0.000  0.000 0.000 - 0.000 0.113 0.041 0.082 0.094
NetPro_Marg  0.130 0.097  0.000  0.001 0.000 0.000 - 0.216 0.117 0.055 0.212
Revenue 0.000 0.183 0226  0.006 0.482 0.113 0.216 - 0.000 0.000 0.000
EBITDA 0.000 0.280 0002 0011 0.476 0.041 0.117 0.000 - 0.000 0.000
Net_Profit 0.000 0078 0000 0173 0.455 0.082 0.055 0.000 0.000 - 0.000
Total_Ass 0.000 0462 0229  0.056 0.427 0.094 0.212 0.000 0.000 0.000 -

CEO_FP, Chief Executive Officer_Fixed Pay; CFO, Chief Financial Officer; REO, return on equity; ROA, return on assets; Liq_Ratio, liquidity ratio; Rev_Change, revenue change (%); EBITDA_Marg,
earnings before interest, tax, depreciation, tax and depreciation margin; NetPro_Marg, net profit margin; EBITDA, earnings before interest, tax, depreciation, tax and depreciation; Net_Profit, net

profit; Total_Ass, total assets.

Research question 2

This research question seeks to understand if there is a
positive relationship between short-term incentive payout
for CEO, CFO and company performance measures. A
correlation analysis was performed between the short-term
incentive payout and each of the company performance
measures. Similar to the observations made in research
question 1, it was noted that the CEO and CFO had similar
statistically significant company performance measures that
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had an impact on their short-term incentive amount, and
inversely, company performance that did not have any
statistically significant impact on short-term incentive. The
results of research question 2 are summarised in Table 5.

As per Table 5, it was observed that 4 of the 10 company
performance measures that were tested for correlation with
CEO and CFO short-term incentive payout had a statistically
significant relationship. Of the four company performance
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TABLE 5: Chief Executive Officer (CEO) and Chief Financial Officer (CFO) short-
term incentive relationship with company performance.

Company performance CEO CFO

Return on equity No relationship No relationship

Return on assets No relationship No relationship

Liquidity ratio No relationship No relationship
Revenue change
EBITDA margin

Net profit margin

No relationship No relationship

No relationship No relationship

No relationship No relationship

Revenue Weak positive relationship  Moderate positive
relationship
EBITDA Moderate positive Moderate positive
relationship relationship
Net profit Weak positive relationship ~ Weak positive relationship

Total assets Weak positive relationship  Moderate positive

relationship

CEO, Chief Executive Officer; CFO, Chief Financial Officer.

measures, only EBITDA had a moderate relationship with a
short-term incentive payout for the CEO. The rest of the
measures, that is revenue, net profit and total assets had a
weak positive relationship for the CEO. The weak positive
relationship for company size measurements that is revenue
and total assets indicates that company size does not appear
to be a key consideration for the purposes of determining
CEO short-term incentives.

With regard to the CFO, three of the 10 company performance
measurements had a moderate relationship with CFO short-
term incentive payout, that is, revenue, EBITDA and total
assets, while net profit had a weak relationship. Of the three
company performance measurement with a moderate
relationship, it was observed that EBITDA had the strongest
correlation. Thus, it appears that company size does not
appear to be a key consideration with regards to short-term
incentives. Based on the correlation analysis results, it
appears that there is positive relationship between CEO and
CFO short-term incentives and company performance
measure, mainly being the absolute company profitability
measurement (EBITDA). This finding is line with the findings
by Firth, Fung and Rui, (2006) and Conyon and He (2011),
who observed a positive relationship between CEO pay and
company performance in state-controlled companies in
China, even though the relationship was weaker than
privately controlled companies.

The moderate positive relationship between company
EBITDA and CEO and CFO short-term incentives might be
an indication that other factors other than the financial
performance of the company have an influence on the CEO
and CFO short-term incentive payout. This could be an
indication that CEOs and CFOs use managerial power in
determining the short-term incentives as envisaged by
Bebchuk and Fried (2004). Moreover, this might be
explained by the dichotomy of objectives as indicated by
Thomas (2012) that SOEs drive a developmental agenda,
yet their funding model is profit driven; thus, CEOs and
CFOs performance rating for the purposes of short-term
incentives might be more biased towards social
development key performance indicators (KPIs) than
financial performance KPIs.
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Research question 3

This research question seeks to understand which company
performance measure is the best predictor of CEO and CFO
fixed pay. A standard multiple regression analysis was
performed. However, prior to performing the regression
analysis, a multicollinearity test relating to the independent
company performance measures that have a correlation
was performed. This test is performed to ensure that
independent variables that display a high correlation are
removed from the regression analysis. Based on the latter,
with regards to CEO and CFO fixed pay, total assets and
EBITDA company performance measures were removed
from the regression analysis model. Total assets and
EBITDA had the highest correlation as evidenced by the
multicollinearity test results in (CEO fixed pay) and (CFO
fixed pay). Revenue was observed to have a low correlation
with the rest of the company performance measures after
removing total assets and EBITDA, evidenced by the
multicollinearity test results. Furthermore, because of the
positive auto-correlation that was observed, the Cochrane-
Orcutt estimation method was used to perform the
regression model analysis. The results for the CEO and CFO
fixed pay are discussed below separately.

To determine which individual company performance
measure is the best predictor of fixed pay for the CEO and
CFO in SOEs, a regression analysis using the Cochrane-
Orcutt estimation method was performed. The results for
both the CEO and CFO indicate that revenue, which is a
proxy for company size, is the best predictor of the fixed pay
for the CEO and CFO. This finding thus supports similar
studies by Tosi et al. (2000), Gabaix, Landier and Sauvagnat
(2014), Yusuf and Abubakar (2014), Theku (2014) and Bussin
and Nel (2015), who indicated in their studies that firm size
was the key determiner of CEO pay.

Research question 4

This research question sought to observe which individual
company performance measure is the best predictor of CEO
and CFO short-term incentive payout in SOEs. Similar to
research question 3, a standard multiple regression analysis
was performed. Prior to performing the multiple regression
analysis, multicollinearity tests were performed. The
multicollinearity tests were performed as the inputs to the
multiple regression analysis. In testing which performance
measures had a high correlation, that is, through the
multicollinearity test, total assets were observed to have a
high correlation with the other company performance
measures and thus was excluded for both the CEO and
CFO short-term incentive test.

As a result of the positive auto-correlation that was noted,
based on the Durbin—-Watson score that was observed, the
Cochrane-Orcutt estimation method was used to perform
the regression model analysis. The following is a discussion
of the results for the CEO and CFO short-term incentive
regression analysis.
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The regression analysis based on the Cochrane-Orcutt
estimation method shows that EBITDA is the best predictor
for both the CEO and CFO short-term incentive payout. This
finding is contrary to the sentiments expressed in popular
media that executive remuneration in SOEs is not linked to
company performance. However, the extent of influence of
EBITDA on short-term incentive for the CEO and CFO
appears to be small, evidenced by the R*result of 17.3% for the
CEO and 12.3% for the CFO. The R? result shown in Table 6
(CEO short-term incentive) and Table 7 (CFO short-term
incentive) is an indication of the variation in the short-term
incentive payout that is explained by changes in revenue,
EBITDA, net profit and the constant. EBITDA is the most
significant predictor of the short-term incentive payout as a
result of having the highest standardised co-efficient beta for
both the CEO and CFO short-term incentive payout.

Limitations of this study and areas
for further research

As a result of time and the nature of the study, the following
limitations were noted: the study does not show a causal
relationship between CEO and CFO remuneration and
company performance; thus, no additional information
about the casual factors influencing CEO and CFO
remuneration and company performance has been provided
as the study only describes the relationship between CEO
and CFO and company performance, measured through
accounting measurements. The study is limited to Schedule
2 entities, and thus, the findings from the research may not
be applicable for other non-Schedule 2 SOEs or SOEs in
other countries because of other dynamics coming into play,
for example, culture and the business environment in which
the SOE operates. The study focused on accounting
company performance measures and thus other critical
performance measures, for example, achieving of
shareholders compact was considered outside the scope of
this study. The meeting of the shareholders compact might
be a good indicator of company performance for South
African SOEs because the mandate of SOEs is different from
listed or privately held companies.

Furthermore, as a result of the high CEO and CFO turnover
noted in the SOEs, the impact of the high turnover on the
financial performance of the SOE can be considered for future
research. While the appointment of South African SOEs CEO
and CFO is made by the board, the decision requires to be
ratified by the Minister of the responsible Government

TABLE 6: Model fit summary — Chief Executive Officer short-term incentive
regression.

R R? Adjusted R? Standard error of Durbin-Watson
the estimate
0.415 0.173 0.139 1.063 2.163

Table 7: Model fit summary — Chief Financial Officer short-term incentive
regression.

R R? Adjusted R? Standard error of Durbin-Watson
the estimate
0.351 0.123 0.085 0.643 2.058
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Department and South African Executive Cabinet. The latter
opens up space for political appointments. Further studies
could consider comparing the performance of South African
SOEs with highly connected executives or board members to
SOEs with low political connections. Moreover, further
studies could be done to assess what effect the political
connections have on the pay to performance relationship.

Conclusion

Executive remuneration remains a hot topic, especially in
the South African context where the income gap continues to
increase. Thus, it is important that the policy makers ensure
that an appropriate balance is achieved between executive
pay and company performance in order to ensure that
executives are appropriately rewarded to achieve company
objectives, while ensuring that SOE employees or customers
are not alienated in the process as a result of the rising
income gap.

Contrary to popular media reports, it appears that the fixed
pay and short-term incentives of CEOs and CFOs have a
positive relationship with company performance. However,
the positive relationship was mainly observed on absolute
profitability measurements, like EBITDA and Net Profit.
Company size appears to be a key consideration in the
determination of CEO and CFO fixed pay. More emphasis
needs to be placed on efficiency-related company performance
measures, to ensure that the SOE executives continue to drive
efficiencies in their operations and in so doing secure the
financial sustainability of the SOE and reduce reliance on
market dominance as the competitive advantage. Moreover,
it is important that remuneration committees of the SOEs
reconsider the balance of financial performance measures
versus non-financial performance measures in the
determination of the CEO and CFO short-term incentive
payout as evidenced by the moderate positive relationship
and the low level of influence EBITDA seems to have on the
short-term incentive payout, in order to ensure that the
financial sustainability of the SOEs remains a top priority for
the executives. This will reduce the reliance of some of the
SOEs on South African taxpayers as some of the SOEs have
been reported to having received financial bailouts from the
South African government in the past financial years.

Lastly, it is important that SOEs remuneration committees
continue to manage fixed pay for SOE executives to ensure
that company size is not used as the main reason for high
fixed pay, by rent-seeking executives. However, at the same
time, in order to attract the appropriate talent at these SOEs,
it is important that short-term incentives take into account
company size.
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