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1. INTRODUCTION
The objective of this paper is to analyze the correlation existing among the remuneration of CEOs of Italian firms listed in Milan's stock exchange, some variables of corporate governance and of company performances. More specifically, the analysis focuses on those enterprises which have been uninterruptedly listed on the stock market from 31st December 2005 to 31st December 2006. 
Taking into account the theoretical framework, we have based our analyses on several consultation of the most relevant international contributions referred to the link between CEOs' remuneration and internal variables of the company system. For what concerns the empirical analysis, we have based it on corporate governance reports, informative statements, company budgets and financial analyses.

This paper is organized as follows: introduction (first part) while the mainstream literature concerning the relationship among corporate governance, performance and CEO’s remuneration is analysed in the second part. The third part describes the sample, variables and method used in this paper. The fourth part empirically examines the relationship among executive remuneration, performance variables and corporate governance variables. All conclusions are illustrated in the fifth part.
2. THE THEORETICAL FRAMEWORK: A BRIEF OVERVIEW
According to the agency perspective, the evolution of the public corporation has created a separation between ownership and control and an opportunity for CEOs to maximize their personal wealth at the expense of shareholders (Jensen & Meckling, 1976). 

In the “managerial company” (Chandler, 1972), in order to reduce the conflict of interest between owners and insightful managers (especially CEOs), it is possible to activate various internal and external control mechanisms. External control mechanisms include the threat of a takeover, letting new financial partners into the company and a market for managerial personnel (Fama, 1980). Internal control mechanisms include, for example, involving the management into the company capital, supervision by the board and CEO compensation plans.
In particular, the paper is focused on this last aspect, i.e. on the necessity for the board to identify a CEO compensation plan capable to align his/her interest with those of the owners. For this purpose, we have analysed the direct relationship between firm performance and CEO remuneration and the indirect relationship between corporate governance variables and CEO remuneration.
Performance and CEO remuneration
Agency theory suggests that linking executive compensation to firm performance can mitigate agency problems by aligning manager incentives with those of owners (Jensen and Meckling, 1976).
There is an extensive literature examining the economic relation between executive compensation and firm performance for the United States where a positive relation between pay and performance has been reported (Jensen and Murphy, 1990; Joskow and Rose, 1994; Kaplan, 1994; Boschen and Smith, 1995; Hallock, 1998; Hall and Liebman, 1998; etc.)
. Also in other developed economies, such as Canada (Zhou, 2000), UK (Canyon, Murphy, 2000; Burk et al., 2003), Germany (Haid, Yurtoglu, 2006) and China (Firth et al. 2006) researchers have found a positive - but weaker than in the USA - relation between pay and performance; the same goes for Japan (Kato, 1997; Kato, Kubo, 2006) and Korea (Kato et al., 2006).

Based on the standard agency model, hypothesis 1 can be stated as follows:

Hypothesis 1: There is a positive relationship between company performance and CEO remuneration
Corporate governance and CEO remuneration
From a corporate point of view, “corporate governance system” may be considered as a set of rules which contribute to the discipline of the structure, the composition and activity of the board of directors, the shareholdings meetings and board of auditors, as well as the legal rights of the firms’ shareholders and creditors.
.

Among the above mentioned corporate bodies, the Board of Directors plays a relevant role, among which the control role is the most analysed in works on corporate governance. This role refers to the responsibilities of the board in controlling the behaviour of the directors so that they can act for the benefit of shareholders (Zahra, Pearce, 1989).
Various proxies for governance attributes have been used to explore the relationship between corporate governance and CEO remuneration. In this paper we have analysed four of them, namely board size and CEO remuneration, outsiders and CEO remuneration, leadership and CEO remuneration, compensation committee and CEO remuneration.

Board size and CEO remuneration
Agency theorists consider board size an important attribute to evaluate the effectiveness of the corporate governance system. (Lipton, Lorsh, 1992; Jensen, 1993); Jensen (1993, p. 865), for example, points out that “when boards get beyond seven or eight people they are less likely to function effectively and are easier for the CEO to control”. 

Recently, a positive association between board size and CEO compensation was found (among which: Core et al., 1999). This finding is consistent with organizational behavioural research that suggests that when work groups get too large, productivity decreases as do the ability to form coalitions opposing the CEO and to carry out an effective monitoring role
. As a result Hypothesis 2 states that:

Hypothesis 2: There is a positive relationship between board size and CEO remuneration.

Outsiders and CEO remuneration
According to part of the literature, boards must be dominated by outsiders: these play, in fact, a very important role in the effective control of the CEO and other executives, guaranteeing that decisions are taken for the benefit of shareholders. 

According to the agency theory, outsiders are inclined to go for a greater financial performance (Fama, Jensen, 1983; Johnson et al, 1993), are more likely to dismiss the CEO when performance is low (Weisbach, 1983), are inclined to a greater incentive to protect their personal reputation and, last but not least, they are more objective (Pfeffer, 1981)
.
The empirical results of the relationship we are analysing, however, seem ambiguous: Lambert, Larcker and Weigelt (1993) and Boyd (1994), for example, find that CEO compensation increases with the number of outsiders on the board, Finkelstein and Hambrick (1989) find, instead, that compensation is not related to the percentage of outside directors on the board. Based on the shareholder theory, hypothesis 3 states that
Hypothesis 3: There is a negative relationship between the number of outsiders and CEO remuneration
Leadership and CEO remuneration
The agency theory suggests that the CEO should not serve also as chairman of the board (duality) (Jensen, 1993). Agency theoreticians believe, in fact, that separate board leadership can decrease possible self-utility, maximizing behaviour on the part of the agent, especially powerful CEOs. (Jensen, MecKling, 1976)
.

Also in this case, the findings have been mixed: Kesner et al (1986), for example, find no evidence of a CEO duality effect, while Beatty and Zajac (1994) find that CEO-duality can be suboptimal 

Based on the agency theory, however, hypothesis 4 states that
Hypothesis 4: There is a negative relationship among the dissociation of the chairman of the board, the managing director role (duality) and CEO remuneration.

Compensation Committee and CEO remuneration 
Decisions to hire, compensate or fire top-executives are devoted to the Board of directors (Fama, Jensen, 1983). The presence of a compensation committee - that has an important monitoring and mediator function in the setting of top compensation - can reduce the risk that compensation contracts may be optimized for the CEO, but not for the company. 

As a result, hypothesis 5 states that

Hypothesis 5: There is a negative relationship between the compensation Committee and CEO remuneration 

3. SAMPLE, VARIABLES, METHODOLOGY
3.1 Sample
The initial population consists of all Italian limited liability firms which have been uninterruptedly listed on the Milan stock market from 31st December 2005 to 31st December 2006 (266 firms)
.

From this population we have excluded:

1. foreign firms listed on the Milan stock market (6 companies);

2. firms characterized by unusual reporting periods (i.e. a reporting period different from 31st December) 
3. firms without CEO (2 companies);
4. firms that don’t pay their CEOs (3 companies);
5. banks and insurance companies (56 companies);
6. firms under compulsory administration (1 companies).
7. firms for which it was impossible to find all data (9 companies). 
Thus, our sample was formed by the remaining 178 firms. 
The analysis takes into account several aspects.

· In case of 2 or more CEOs, the remuneration we considered is the total sum of each CEO remuneration
;
· In case of (partial or total) remuneration in foreign currency, we applied as conversion ratio the annual average exchange ratio
;
· In case of CEO(s) turnover(s), we considered as remuneration the sum of all remunerations paid by the firm for their CEO(s).
· In case of companies using the dualistic system, we have decided to analyse the characteristics of the Management Council that can delegate its tasks to one or more of its members (delegated member) – case present in one firm. With companies using the monistic system we carried out an analysis of the Board of Directors – case present in 4 firms;
· In general, in case of changes in the boards’ composition, we have analysed the results as of 31.12.2006;
· In case of CEO acting also as chairman, the analysed remuneration was given by the total of the two remunerations.
3.2 Variables, descriptive statistics and methodology

We have used total compensation of the CEO as a dependent variable. We have named this Comp. 

Definitions of the variables appear in table 1.

Table 1: Variables
Thus, we have decided to analyse more in detail some aspects.
Executive compensation is measured by the natural logarithm of cash emoluments (salary, bonus and other benefits) received by the CEO(s). This variable is expressed in natural logarithm to adjust for non-normality distribution.
Stock options are not included in compensation but are considered as a dummy variable. We have discussed the potential impact of this omission in the results illustrated in the next section. 
Firm performance is measured by ROA and ROE. 
Board governance attributes include: whether the CEO also serves as chair of the board of directors (Duality); board size (Zise); the percentage of board members who are non-executive directors (NonEX); the percentage of non-executive directors who are independent directors (Ind); the presence or absence of Remuneration Committee. These variables are also analysed by the Preda Code, the main reference for the corporate governance system in Italian listed firms. Whereas nowadays the Preda Code indications are still not compulsory, the adoption of its criteria is strongly recommended for all companies listed on the Italian Stock Market. In particular, the Preda Code recommends:

1. that the number of non executives board directors and the stretch of their powers should be such to guarantee a considerable influence over all board decision-making activities. 

2. a reasonable number of independent directors in relation to the total number of the board directors;
3. the separation between the Chief Executive Officer and the Chairman of the Board;
4. the establishment of a remuneration committee mainly made up of non executive directors, most of which independent.
Our regressions include, finally, two sets of control variables:
1. firm size, because CEO pay has been shown to be directly related to firm size (Murphy, 1999). This variable is defined as the natural logarithm of total assets;
2. industry groups: we have classified sample firms into two different industry groups: industry and tertiary.
Tables 2 e 3 contain the descriptive statistics for the variables.
Table 2: Descriptive statistics
The analysis of table 2 has shown: 
1. The mean CEO compensation for Italian listed companies is € 1,012,106;
2. The average board size is 9.3;
3. the average non executives is 66% and the average independent directors/non executives is 58%;
4. the mean total assets is € 8,784,906,000.
Table 3: Descriptive statistics for dummy variables
The sector identified, in table 3, with “0” is tertiary while with “1” we have identified the industrial sector. Details have been indicated in table 4.
Table 4: Industry classification.

3.3 Method
We elaborated the following regression model (Model 1) to test the relationship among CEO remuneration, performance and corporate governance variables.

(1) LnRemi = α0 + α1ROAi + α2ROEi + α3BSizei + α4NonExi + α5Indi + α6Remuni + α7Dualityi + α8LnDIMi + α9STOCK +α10 Sect + εit
(for variables description see table 1) 
Table 5 provides the correlation matrix. 
Analysing the table, we can find that the highest correlation is between Rem and LG10DIM (r = .507). We also find that Rem is correlated with BSize (r = .339), with ROA (r = .309), with Remun (r = .322) and with STOCK (r = .262) (all with p< .001, one-tailed). Moreover, Rem is correlated with ROE (r = .162) (p < .005, one-tailed).
Table 5: Correlation Matrix
4. RESULTS AND ANALYSIS
4.1 Model 1
Table 6 shows the regressions of CEO remunerations on corporate governance variables and performance variables. 
Table 6: Regressions of CEO remuneration (model 1)
It is also interesting to analyse the variance inflation factors (VIF): no variable of our model has a VIF greater than 3; the tolerance is, for all the variables, greater than 0.2. VIF calculation allows us to ensure that no multicolinearity problem affects our results (Netter et al., 1989).
Table 7: Variance Inflation Factors

The overall model is significant (F = 10,583, p = 0.000) and has an adjusted 38.8% R2. Thus, the model explains 38.8% of the variation in CEO compensation in our sample of Italian listed firms.
Moreover, analysing the standardized coefficients (Beta) we have found the following results:

1. Firm size has a significant positive relation with CEO remuneration (p < .001). 
2. ROA has a positive relation with CEO remuneration. Opposite to our hypothesis, ROE is not significant.

3. For what concerns corporate governance variables, according to our hypothesis we have found a significant negative relationship between duality and CEO remuneration and a positive relationship between board size and CEO compensation. Opposite to our hypothesis, there is indeed a significant positive relationship between Remuneration Committee and CEO remuneration; moreover, the relationship between non executives and CEO compensation seems weak, whilst no link between independents and CEO remuneration has been found.
4. No sector or stock option plans were significant.
4.2 Model 2

As mentioned above, one of the limits of Model 1 is that it does not take into account stock option plans.

We all know very well that stock options plans can be useful for the firm to: 1) align managers’ interests with those of the owners; 2) stimulate value creation in the medium-long term; 3) attract the best managers; 4) create, in the firm, a good “environment”; 5) cut down managers’ remuneration 

We have then carried on with the analysis of the relation among CEO remunerations, some corporate governance variables and performance variables for those firms that do not grant stock options

We have estimated the following regression model (Model 2):

(2) LnRemi = α0 + α1ROAi + α2ROEi + α3Bsizei + α4NonExi + α5Indi + α6Remuni + α7Dualityi + α8LnDIMi +α9Sect + εit
(see table 1 for variables description) 

Even if we are aware of the impossibility to compare the results of the two models, we think this analysis can be useful to understand better the results given by Model 1.

Table 8: Regressions of CEO remuneration (model 2)

The overall model 2 is also significant (F = 6,634, p = 0.000) and has an adjusted 39.9% R2.
Moreover, analysing the standardized coefficients (Beta) we have found the following results:

1. Firm size has, also in Model 2, a significant positive relation with CEO remuneration (p < .001). 

2. ROA has a positive relation with CEO remuneration. Opposite to our hypothesis, also in this case ROE was not significant.

3. For what concerns corporate governance variables, there is a significant negative relationship between duality and CEO compensation. Opposite to our hypothesis, a significant positive relationship between Remuneration Committee and CEO remuneration has been found; moreover, the relationship between non executives and CEO compensation seems weak and we have found no link between independents and CEO remuneration, board and CEO compensation, non executives and CEO compensation.

5. FINAL CONCLUSIONS AND IMPLICATIONS FOR FUTURE RESEARCHES 
We have examined the association between several board characteristics, performance variables and CEO remuneration.
Using a sample of 178 Italian firms - all listed in Milan's stock exchange - we have found that the firm size is the most significant variable (with a positive coefficient). 
For what concerns performance variables, ROA is significant with a positive coefficient. This indicates that for our sample CEO compensation increases with profitability. Roe, indeed, is not significant. Possible explanations for this result include the influence of other variables not taken into account in our model (e.g. latent variables).

Finally, for what concerns corporate governance variables, our results are, in part, similar to those seen in previous researches: in fact, we have found a positive relationship between board size and CEO compensation as well as a negative relationship between duality and CEO compensation.

Two results are in contrast with our hypothesis: we found no link between independents and CEO remuneration, whilst there was a positive relationship between the Remuneration Committee and CEO remuneration.
These results need a further and more detailed analysis: in fact, we have to study other variables such as ownership concentration, interlocked outside directors, CEO tenure (all variables that should explain the role of the Remuneration Committee) as well as the “real” independence of some non executive directors.
Further improvements on the ability of the model to show the relationship between the dependent and the independent variables we have analysed, may originate from samples taken on a wider number of years.
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Table 1 – Variables

	LnRem
	Natural logarithm of the cash compensation received by the CEO, where cash compensation includes salary, bonus, non monetary bonus, other benefits

	STOCK
	Dummy variable equal to one when the firm formalizes a stock option plan, 0 in the other case.

	ROA
	Net income /total assets

	ROE
	Net Income/total equity

	Bsize
	number of directors as of 31.12.2006

	NonEx
	Non executives/board size

	Ind
	Indipendents/Non executives

	Remun
	Dummy variable equal to one when remuneration committee is established; 0 in the other case

	Duality
	Dummy variable equal to one when the CEO does not serve as Chairman of the board of directors; 0 in the other case 

	LnDIM
	Natural logarithm of the firm’s total assets

	Sect
	Dummy variable equal to one when firm belongs to the industrial sector; 0 in the other case


Table 2 – Descriptive statistics
	
	N
	Minimum
	Maximum
	Mean
	Std. Deviation

	Comp
	178
	25000,00
	6596800,00
	1012106,3820
	1288280,50141

	ROA
	178
	-25,18
	32,36
	4,1824
	7,65063

	ROE
	178
	-204,96
	134,30
	1,1634
	33,25412

	CdA
	178
	3,00
	20,00
	9,3146
	3,26632

	NonEx
	178
	,00
	94,74
	66,0961
	17,84427

	Ind
	178
	,00
	100,00
	58,1771
	28,20353

	DIM (€/000)
	178
	4361,00
	1033597743,00
	8784905,7865
	78065123,55559

	Valid N (listwise)
	178
	 
	 
	 
	 


Table 3 – Descriptive statistics for dummy variables

	Dummy Variables
	 
	N
	%

	 
	 
	178
	100

	Remun
	0
	40
	22,47

	 
	1
	138
	77,53

	Duality
	0
	57
	32,02

	 
	1
	121
	67,98

	Stock 
	0
	100
	56,18

	 
	1
	78
	43,82

	Sect
	0
	84
	47,19

	 
	1
	94
	52,81


Table 4 – Industry classification.

	Sector
	Companies

	Food industry
	8

	Car industrty
	6

	Paper industry
	1

	Chemical indusry
	15

	Construction industry
	9

	Electronics industry
	19

	Real estate
	12

	Facilities-Machinery
	8

	Other industries
	7

	Media
	12

	Mineral-Metallurgical-Oil.
	4

	Utilities
	15

	Other services
	32

	Textile – Clothing - Accessories
	17

	Transport-Tourism
	13


Source: elaborated from Borsa italiana

Table 5 – Correlation Matrix

	 
	 LgRem
	ROA
	ROE
	Bsize
	NonEx
	Ind
	Remun
	Duality
	LgDIM
	STOCK
	SECT

	LgRem
	Pearson Correlation
	1
	,309(**)
	,162(*)
	,339(**)
	,105
	,056
	,322(**)
	,047
	,507(**)
	,262(**)
	,068

	 
	Sig. (1-tailed)
	
	,000
	,015
	,000
	,081
	,227
	,000
	,267
	,000
	,000
	,183

	ROA
	Pearson Correlation
	
	1
	,491(**)
	,228(**)
	-,023
	,090
	,168(*)
	,122
	,237(**)
	,183(**)
	,110

	 
	Sig. (1-tailed)
	
	 
	,000
	,001
	,382
	,116
	,012
	,053
	,001
	,007
	,072

	ROE
	Pearson Correlation
	
	
	1
	,168(*)
	,087
	-,036
	,031
	,077
	,214(**)
	,148(*)
	,109

	 
	Sig. (1-tailed)
	
	
	 
	,012
	,124
	,315
	,341
	,154
	,002
	,025
	,075

	Bsize
	Pearson Correlation
	
	
	
	1
	,391(**)
	-,042
	,300(**)
	,332(**)
	,445(**)
	,241(**)
	-,116

	 
	Sig. (1-tailed)
	
	
	
	 
	,000
	,287
	,000
	,000
	,000
	,001
	,062

	NonEx
	Pearson Correlation
	
	
	
	
	1
	-,164(*)
	,170(*)
	,089
	,330(**)
	,143(*)
	-,177(**)

	 
	Sig. (1-tailed)
	
	
	
	
	
	,014
	,012
	,119
	,000
	,028
	,009

	Ind
	Pearson Correlation
	
	
	
	
	
	1
	,157(*)
	,022
	,039
	,040
	,013

	 
	Sig. (1-tailed)
	
	
	
	
	
	 
	,018
	,386
	,304
	,298
	,433

	Remun
	Pearson Correlation
	
	
	
	
	
	
	1
	,207(**)
	,159(*)
	,313(**)
	,003

	 
	Sig. (1-tailed)
	
	
	
	
	
	
	 
	,003
	,017
	,000
	,482

	Duality
	Pearson Correlation
	
	
	
	
	
	
	
	1
	,244(**)
	,218(**)
	-,094

	 
	Sig. (1-tailed)
	
	
	
	
	
	
	
	 
	,001
	,002
	,106

	LgDIM
	Pearson Correlation
	
	
	
	
	
	
	
	
	1
	,254(**)
	-,056

	 
	Sig. (1-tailed)
	
	
	
	
	
	
	
	
	 
	,000
	,228

	STOCK
	Pearson Correlation
	
	
	
	
	
	
	
	
	
	1
	-,072

	 
	Sig. (1-tailed)
	
	
	
	
	
	
	
	
	
	 
	,169

	SECT
	Pearson Correlation
	
	
	
	
	
	
	
	
	
	
	1

	 
	Sig. (1-tailed)
	
	
	
	
	
	
	
	
	
	
	 


N = 178

**  Correlation is significant at 0.01 level (1-tailed).

*  Correlation is significant at 0.05 level (1-tailed).

Table 6 – Regressions of CEO remuneration (model 1)

	
	Unstandardized Coefficients
	Standardized Coefficients
	Sig.

	
	B
	Std. Error
	Beta
	

	(Constant)
	3,982
	0,247
	 
	0,000

	ROA
	0,010
	0,005
	0,151
	0,041

	ROE
	-0,001
	0,001
	-0,034
	0,631

	Bsize
	0,020
	0,012
	0,132
	0,083

	NonEx
	-0,003
	0,002
	-0,114
	0,105

	Ind
	0,000
	0,001
	-0,024
	0,707

	Remun
	0,263
	0,082
	0,219
	0,002

	Duality
	-0,181
	0,071
	-0,169
	0,011

	STOCK
	0,085
	0,067
	0,084
	0,207

	SECT
	0,066
	0,063
	0,065
	0,298

	LG10DIM
	0,283
	0,045
	0,447
	0,000

	N: 178
	 
	 
	 
	 

	R-square: 0,388
	 
	 
	 
	 

	F: 10,583; sig. 0,000
	 
	 
	 


Elaborated via SPSS 13.0

Table 7 - Variance Inflation Factors

	 
	Collinearity Statistics

	 
	Tolerance
	VIF

	ROA
	.685
	1,460

	ROE
	.726
	1,377

	Bsize
	.636
	1,573

	NonEx
	.742
	1,347

	Ind
	.921
	1,085

	Remun
	.796
	1,256

	Duality
	.846
	1,182

	LG10DIM
	.830
	1,205

	STOCK
	.931
	1,074

	SECT
	.714
	1,401

	Media
	 
	1,30


Elaborated via SPSS 13.0

Table 8 – Regressions of CEO remuneration (model 2)
	
	Unstandardized Coefficients
	Standardized Coefficients
	Sig.

	
	B
	Std. Error
	Beta
	

	(Constant)
	4,204
	0,349
	 
	0,000

	ROA
	0,013
	0,006
	0,202
	0,056

	ROE
	-0,001
	0,001
	-0,073
	0,447

	Bsize
	0,016
	0,016
	0,105
	0,340

	NonEx
	-0,004
	0,002
	-0,147
	0,112

	Ind
	-0,001
	0,001
	-0,035
	0,678

	Remun
	0,289
	0,091
	0,285
	0,002

	Duality
	-0,269
	0,087
	-0,275
	0,003

	SECT
	0,040
	0,086
	0,041
	0,646

	LgDIM
	0,268
	0,058
	0,423
	0,000

	N: 100
	 
	 
	 
	 

	R-square: 0,399
	 
	 
	 
	 

	F: 6,634; sig. 0,000
	 
	 
	 


Elaborated via SPSS 13.0

Footnotes

 Actually, some studies do not find any relationship (Firth et al., 1995) or just a very weak relationship (Miller, 1995) between these two variables. See Rosen (1992), Murphy (1999) e Gibbons e Waldman (1999) for a review of this issue.

2 In general, if we have more rules guaranteeing a balanced and significant legal guardianship of the parties concerned, the better will be the overall quality of the system.

3 Yermack, (1996), has also demonstrated that company value increases when the board decreases 

4 Actually, according to the stewardship theory, most board members should be insiders «Managers are good stewards of the corporation and diligently at work to attain high level of corporate profit and shareholder returns» (Donaldson, Davis, 1994: 159). 

5 According to the stewardship theory, the double function – chairman and CEO – guarantees leadership and removes any external or internal ambiguity towards those managing the firm (Anderson, Antony, 1986; Donaldson, 1990; Finkelstein, D’Aveni, 1994). 

6 291 listed companies as of 31.12.2006; 24 listed companies during the year, plus one re-admitted on 15.9.2006.

7 In the selected sample, 39 units have more than 1 CEO; namely 26 have 2 CEOs; 10 have 3; 2 have 4 and one firm has 5 CEOs.

8 This was necessary only for two firms.
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