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Abstract

This study focuses on conflict of interest of remuneration committee during the remuneration process in family
firm. The remuneration committee role is to monitor director remuneration in order to ensure the incentive is
linked with board skills, knowledge and experience. The presence of the non-executive director as a majority
member on the board of directors and remuneration committee may influence the remuneration process. The
remuneration committee is responsible for ensuring the remuneration is able to motivate the board to enhance
performance. However, the remuneration committee has a conflict of interest with links between remuneration
and performance in a family firm. Family executives tend to manipulate power and control to increase their
remuneration for personal interest. As a result, increasing remuneration by a family executive without enhanced
performance will affect minority shareholders wealth.
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1.0 Introduction

The responsibility for providing better remuneration rests with the remuneration committee, making it necessary
to clarify the best factors linked to the best packages (Conyon and Peck, 1998). The board should appoint
committee members consisting wholly or mainly of non-executives to recommend remuneration for the board of
directors in all its forms. As a result, remuneration possibly mitigates agency problems (Jensen and Meckling,
1976, Andreas et al., 2010) and achieves better performance consistent with previous studies (Kaplan, 1994,
Murphy, 1985, Cheng and Firth, 2006, Bender, 2007). The remuneration committee needs to justify the best
criteria for remuneration in order to generate the optimal contract that can be offered to the board of directors and
that can increase shareholder wealth (Leone et al., 2006, Shaw and Zhang, 2010). Committee members need to
propose suitable rewards, such as salary, bonuses, fees (Abdul Wahab and Abdul Rahman, 2009, Hartzell and
Starks, 2003, Carter and Zamora, 2009, Craighead et al., 2004), and stock options (Murphy, 1999, Hartzell and
Starks, 2003) to be part of director remuneration and linked to the abilities of each member of the board of
directors (i.e., skills, knowledge, and experience). This will motivate the board of directors to achieve the firm’s
objectives (Carter and Zamora, 2009).

The remuneration committee also plays an important role in the determination of executive pay (Singh and
Harianto, 1989,Main and Johnston, 1992, O'Reilly et al., 1988) such as look at director performance and make
recommendation for bonus (Scott et al. 2008). There are positive, significant relationships between the
remuneration committee and director of remuneration (Jaafar and James, 2013). The remuneration committee
does not have an interest in the firm and puts priority on shareholder interest. Therefore, the remuneration
committee is able to effectively monitor the remuneration process and mitigate agency cost. Anderson and Bijzak
(2003) noticed that the remuneration committee may affect the director of remuneration.
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Furthermore, the committee’s members strictly follow suggestions, which are provided under remuneration
procedures and policies. Implication of this notion may increase shareholder wealth. The remuneration committee
may have less effective monitoring on remuneration related to concentration ownership, such as a family firm.
Jaafar and James (2013) find that a family firm mitigates effective monitoring by a remuneration committee on
remuneration.

Family firms tend to keep executive positions within the family, even though family members may not be as
talented or as qualified to run a business, because of increased personal interest (Moores & Craig 2008).
Non-executives have less power to argue or oppose actions taken by family members because the family appoints
them. Therefore, family groups in committees can actively influence committee decisions in order to benefit
themselves. This fact influences the direction of family group divergences from maximizing profits toward
increasing personal wealth. This trend does not follow the revised 2007 suggestions of the Malaysia Code of
Corporate Governance (MCCG), and an agency’s problem may become serious between majority shareholders
and minority shareholders. This study contributed to literature regarding the monitoring aspect by a remuneration
committee in the remuneration process. This study, expanded the study of Abdul Wahab and Abdul Rahman
(2009), shows the role played by institutional investors in remuneration. This study looks at the role played by the
remuneration committee during the remuneration process in order to increase firm wealth. Although a non-
executive director is dominated in a remuneration committee and may influence the remuneration decision, this
study argues that the presence of a family firm tends to mitigate the relationship between the remuneration
committee and remuneration.The remaining chapters are organized as follows: Chapter 2 outlines the relevant
literature while fully developing the ideas in past research that are most important to the present study. The
research design issues and methodology are explored in Chapter 3, which sets out the study’s conclusions,
limitations, and some suggestions for further research.

2.0 Discussion
2.1 Remuneration Committee and Remuneration

The literature generally suggests that better remuneration may mitigate an agency’s problems (Jensen and
Meckling, 1976, Andreas et al., 2010)and achieve better performance (Kaplan, 1994, Murphy, 1985, Cheng and
Firth, 2006, Bender, 2007). The existence of problems in an agency is often because of dissimilar interests
between the board of directors, which has the intention of increasing their personal wealth, and the shareholders,
whose objective is to maximize shareholder wealth (Jensen and Meckling, 1976, Fama and Jensen, 1983, Fama,
1980). To mitigate this problem, the remuneration committee must step forward with a better director of
remuneration in order to align the interests of the board of directors and shareholders (an implicit assumption in
Malaysia). However, there is limited literature in this regard (e.g.,Shleifer and Vishny, 1986, La Porta et al., 1999,
Claessens et al., 2000, Faccio and Lang, 2002, Anderson and Reeb, 2003, Cheung et al., 2005).The research of
remuneration has mainly discussed the agency theory (Jensen and Meckling, 1976, Fama and Jensen, 1983,
Bebchuk and Fried, 2003,Cheng and Firth, 2006). These studies are focused on how remuneration aligns the
similar interests of the board of directors and shareholders and mitigates agency problems. This situation limits
the ability of theories to inform the remuneration-setting design of the remuneration committee, which could
serve to align similar interests between majority shareholders and minority shareholders in family firms (Jiang
and Peng, 2010, Young et al., 2008). Moreover, agency theory suggests that an optimal contract drives the
motivation and willingness of the board of directors to work for the shareholders’ interests (Bebchuk and Fried,
2003).

Empirical studies have documented the importance of the remuneration committee in a remuneration setting
(Cadbury, 1992, Anderson and Bizjak, 2003, Ezzamel and Watson, 2002). Cadbury (1992)has explained that the
remuneration committee is responsible for the best level of remuneration that will link personal and firm
performance. This is consistent with previous studies, such as that of Anderson and Bizjak (2003), which noted
that greater remuneration committee independence has an influence via monitoring director remuneration.
Ezzamel and Watson (2002) explained that the remuneration committee plays a role in the process of setting
director remuneration. If the proposal is less attractive and may harm shareholder interests, it may not be accepted
as a contract. For example, shareholders may refuse a remuneration proposal related to salaries unless the higher
salary or stock option could improve pay performance but accept poor firm performance (Carter and Zamora,
2009). As suggested in Greenbury (1995), the key to encouraging and enhancing director performance is in
remuneration packages that are linked to the performance of both the company and individual.
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The remuneration committee is established to design effective incentives for the board of directors linked to
performance. The committee members consist of a non-executive director and an executive director. In addition,
Greenbury (1995, p. 14) explains the code of best practice: The board of directors sets up remuneration
committees of non-executive directors to determine, on their behalf and on the behalf of shareholders within
agreed terms of reference, the company’s policy on executive remuneration and specific remuneration packages
for each of the executive directors, including pension rights and any compensation payments. Remuneration
committee has responsibility to address best criteria to links with better remuneration.

If the criteria consider as suitable with the amount of money pay, no more argument by shareholder. Furthermore,
Cadbury (1992) recommends that performance criteria should become the main factor in determining the level of
remuneration along with adherence to the policies and procedures (Hussin & Salim 2009). In fact, one part of the
committee’s tasks is to evaluate the performance of executives and make recommendations for bonus
remuneration (Jackson et al. 2008). As Spira and Bender (2004) explained, remuneration committee members
have to deal with schemes that are becoming more and more intricate and understand the layers of regulation that
have been introduced in recent years. The remuneration-setting process in its initial stages is formed by the
remuneration committee, which is responsible for proposing satisfactory remuneration based on the criteria of
performance and abilities of the board of directors. They should seek advice from outside consultants related to
the peer group and then forward their proposal to the board of directors and shareholders for approval. As
Barkema and Gomez-Mejia (1998) explained: The task of such board committee is to develop proposals, which is
approved by the full board, on the level and mix of CEO compensation. The members of remuneration members
are supposed to be outside directors — individuals who are not executives of the firm on whose boards they sit.

2.2 Family Firm

In family firms, committees face the challenges of implementing their tasks and functions at the design level
because of involvement with top management, which significantly impacts firm performance. In order to align
similar interests between majority and minority shareholders in family firms, incentives need to be provided, as
suggested by agency theory, to mitigate agency problems. As a result, a family executive looking forward to
increased wealth via better performance may be influenced by long-term survival to pass down wealth to the next
generation. Secondly, the return on investment is a priority because they have already invested so much money as
capital. Other perspectives that disagree with this statement argue that the board of directors and the majority
shareholders usually consist of the same people in family firms. This provides an opportunity for expropriation
via excessive remuneration, which is against the remuneration policies and procedures (Anderson and Reeb, 2003,
Morck and Yeung, 2003). In family firms, there is no separation between ownership and control (Anderson and
Reeb, 2003, Gomez-Mejia et al., 2003, Claessens et al., 2000,La Porta et al., 1999), which contrasts with practices
in non-family firms. It, therefore, has the potential to increase conflict between majority and minority
shareholders (Peng and Jiang, 2010, Young et al., 2008). This demonstrates that the ownership concentration
increases agency problems between majority and minority shareholders (Chourou, 2010).

The positive relationship between family ownership and director of remuneration may be due to the altruism
issue, where the parents’ estate and intentions to transfer shares moderate the effect of pay incentives (Schulze et
al., 2003). Parents may believe that they are responsible for bringing wealth to family members, and this
introduces emotion into remuneration, which influences the perception of competence of the executives (Moores
and Craig, 2008). Furthermore, the family group incorporating the firm may argue that they have the right to be
awarded a high remuneration as long as the firm does not bear any costs. The empirical evidence depicts a
positive relationship between family ownership and director of remuneration (Cheung et al., 2005, Basu et al.,
2007). For example, Cheung et al. (2005)explained that higher shareholding tends to receive higher cash
remuneration’ because the owner-manager sets their own level of remuneration. This is supported by Chourou
(2010), who explained that the owner cum manager prefers to use their power to increase personal benefit if it
does not impact upon the firm’s financial situation.

Craighead et al. (2004) explained that the CEO in a family firm achieves higher remuneration than in a non-
family firm; therefore, the remuneration committee faces difficulty in proposing better remuneration and
protecting the minority shareholders’ interests.

!See Cheung et al. (2005), who finds a positive relationship between cash emoluments received by the CEO and the chairman
and their respective shareholding for the levels of ownership of upto 35%in a small firm and 10% in a large firm.
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Cadbury (1992) suggested that under the Code of Best Practice in the UK, a remuneration committee should be
established and committee members should consist of primarily non-executive directors because their decisions
are made in the best interest of shareholders (Klein, 1998). Cadbury’s suggestion is echoed in the Malaysian Code
of Corporate Governance (2000), whereby the remuneration committee should consist wholly or mainly of non-
executive directors. These codes make it easier for the committee to propose a great remuneration and satisfy both
the board of directors and the shareholders. From the perspective of a family firm, a non-executive director who is
on the remuneration committee usually has the right to refuse the remuneration proposal if it does not follow the
remuneration policies and procedures.

They are independent since they do not have a blood relationship to the family members. Thus, they have ability
to utilize their power to counteract the committee’s suggestion if the remuneration is not linked with performance
criteria (Amran and Ahmad, 2009). This was supported by Lambert et al. (1993) and Boyd (1994) who
documented a positive relationship between CEO compensation and the percentage of the board composed of
outside directors. However, the scenario is different in a family firm because of its uniqueness. Moreover, the
remuneration process is an inconvenience for non-executive directors and consultants who address the proposal
fairly for all directors. This is because the presence of family members on the remuneration committee, though
they may be few in number, can still influence proposals regarding key positions. Another reason is that they have
the authority to approve or reject the proposal; therefore, challenging the committee’s decision-making is a waste
of time and creates more problems. The non-executive director who is on the remuneration committee has a
conflict of interest because they must follow the instructions of a family member and fulfill their desire to
increase personal wealth, irrespective of the investments of the minority shareholders.

A non-executive director prefers to follow the instructions of the family member rather than to protect the
minority shareholders’ wealth because the non-executive director tends to express their appreciation for being
given a place on the board of directors and the remuneration committee. The implication of this action leaves the
non-executive director (a non-family member) powerless against the committee’s decision, although it harms the
minority shareholders. Also, the non-executive director continues to serve on the remuneration committee in the
same firm after retirement (Anderson and Bizjak, 2003), and this evokes a feeling of guilt about the remuneration
proposal. The prior studies do less to address the relationship between the remuneration committee and director of
remuneration in a family firm with respect to expropriation. The higher remuneration awarded to family
executives, which is designed by family members, demonstrates the possibility of expropriation being practiced in
family firms (Jaafar et al 2012). However, a study in Europe Continental by Croci et al. (2010) finds the CEO
remuneration is not used by family control to expropriation minority shareholder. The diagram below shows how
the remuneration process involves the remuneration committee in family firm.

Diagram 1: Remuneration Process
Remuneration committee

Family member -| -. Executive director

-. Non-executive director :| Expropriation

Outside Consultant
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»| Packages

Consultancy

Confirmed
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Family member -| Board of director - Family member

| Shareholder

Sources: Jaafar and James (2013), Expropriation via Non-Executive Director and Outside
Consultant in Family-Owned Companies, International Journal of Business and Social Science
Vol. 4 No. 10 [Special Issue — August 2013].

3.0 Conclusion

A remuneration committee is established to monitor the remuneration process in order to provide better director
remuneration by linking the board of directors, capabilities, and performance. Throughout this, better
remuneration may mitigate agency problems between managers and shareholders.
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This is strongly suggested by MCCG (2000) that the member of remuneration committee should consist of wholly
or mainly non-executive director. As a result, the board of directors has motivation in order to work hard to
achieve performance. However, the role played by remuneration cannot be maximizing in family firms due to
power and control held by family executives. Family executive may increase their remuneration as long as not
bear cost to the firm. Furthermore, increasing remuneration without increasing performance may harm minority
shareholders. Dividend pay may decrease due to lower performance. It is very important for family executives to
be part of remuneration committees in order to keep remaining personal interest via remuneration. Therefore, a
remuneration committee faces conflicts of interest in order to play an effective role in a family firm to link
remuneration and performance.
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