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This paper examines the perceptions of managers toward different forms of variable pay and factors by which these attitudes may be explained. The views of managers should reflect their inclination toward risk and may be explained by a number of factors as different theories propose. Besides the theoretical background, the authors also considered several factors that are unique to the Slovenian economy and might influence the behavior of managers. The research shows that despite the fixed-form individual contract, which is the prevailing method of compensation, Slovenian managers seem to have a high perception of variable forms of pay. The reported findings show how different subjective characteristics of managers and the environment in which they operate influence their inclination toward a more risky compensation scheme.  

1. INTRODUCTION

The Agency Theory assumes that managers are risk averse, since their employment security and income are tied to one firm, while stockholders are risk neutral, since they can diversify their shareholdings across multiple firms. However, if a manager is to be given incentive, his reward must depend upon the outcome of the firm. By giving senior managers at the apex of the hierarchy compensation packages, which depend upon overall performance effort, incentives are provided. Executive stockholdings in company’s stocks and stock options, as a form of variable pay, will increase managers' inclination toward risk and direct their activity toward satisfying stockholders' interests (Jensen, Meckling, 1976; Holmstrom 1979; Tosi, Gomez-Mejia, 1989).

Performance based pay of managers, which includes base pay, bonuses and long-term incentive plans
, is also based on the strategic-contingency model which studies the relation between corporate business environment, corporate strategy and managerial compensation. When managers are remunerated by a variable pay (bonuses, long-term incentive and capital appreciation plans), they direct their activities toward implementing the corporate strategic objectives which are – in the constantly changing environment - of key importance for their effectiveness and for achieving the highest possible value for the stockholders
. Therefore, managers are expected to make decisions with greater risk when their pay is related to corporate performance. Kay (1998) relates the increased performance of American companies in the last decade to the increased importance of CEO pay by stock options
.

The environment in which managers are making business decisions also plays an important role in management risk-taking in corporate behavioral models. The Behavioral – Agency Model of Management Risk-Taking (BAM), as opposed to the Agency Theory, does not accept the assumption of management risk aversion. According to BAM, managers are loss averse rather than risk averse. Therefore, high, variable-pay performance targets relative to performance forecasts correspond to loss contexts (ultimately increasing agent risk-taking behavior), whereas managers’ basic pay is fixed such that their standard of life is not jeopardized (Wiseman, Gomez-Mejia, 1998).

The relation between management incentive and risk-taking is an important issue also in transition countries. Schmidt, Schnitzer (1993) are in favor of a flat incentive scheme in privatized companies, since in the transition period, the capital market is not yet developed, and since - due to different uncertainties – it is extremely difficult to measure management efforts. On the contrary, Williamson (1991) and Roland (1996) argued that in the case of fixed pay, managers would not be timely stimulated to make decisions on the reconstruction of companies. Likewise, Bajt (1992) warns that, because of the information asymmetry, managers will find a way of taking possession of the corporate liquidity flow, unless privatization takes into account that in the past, they were de facto “economic” owners of companies. Nuti (1995) adds that variable pay, in the form of stocks and stock options, make the managers in transition countries change to the position of external owners, who act against "employeeism" in privatized companies.

Prašnikar & Svejnar (1998) show, by a model consisting of an investment and an income equation and using the data obtained from the Slovenian companies, that workers are able to appropriate an important part of the firm’s investable surplus as wages and fringe benefits (a "rent seeking behavior"). This is another issue discussed in this paper: the issue of corporate finance in the conditions of not fully developed capital markets, where adverse selection and moral hazard lead to a "hierarchy of finance".
 Prašnikar and Svejnar demonstrate that the size of internal investment funds in Slovenian companies is determined through a bargaining process between the workers and the management
: the stronger the bargaining power of the management and the lower the wages and fringe benefits of workers, the higher the corporate investments. Also, as investment companies who manage investments funds, obtained through the voucher privatization of citizens and are as such an important factor of corporate control in Slovenian companies, often practice the rent-seeking behavior, the variable pay for managers in the form of stocks and stock options is an important factor for the formation of internal funds of the investment and reconstructing of firms (Prašnikar, Cirman, 1999).

In this paper, we analyze the views of the CEOs of Slovenian companies on different ways of managerial compensation. In particular, we are trying to find out what are the perceptions of the managers toward different forms of variable pay and by what factors they can be explained. The rest of the paper is organized as follows. Section II reveals the concept of management risk taking and incentives in Slovenian firms and outlines the main hypothesis of our research. Section III describes the data and variables used in the research. The empirical results are presented in section IV and conclusions are drawn in section V. 

2. CONCEPTUALIZATION OF MANAGEMENT RISK TAKING 
     AND INCENTIVES IN SLOVENIAN COMPANIES

2.1. Management incentives and risk taking

The Agency Theory speaks in favor of variable pay in the form of stocks and stock options in order to transfer part of the risk to managers. The Strategic-contingency model relates the performance based pay to the acquisition of competitive advantages. In both cases, a more risky management pay, in the form of stocks and stock options, should contribute to the adjustment of interests between managers and stockholders and to better corporate performance. 

On the other hand, traditional economic literature states that stockholders control managers through the board of directors and other means of monitoring. With perfect markets and complete information, the utility maximization by the owner and maximization of stockholder value by employed managers acting on behalf of owners, both lead to the same Pareto optimum and to the efficient allocation of resources. However, Berle and Means (1932) have started an ongoing discussion whether in a dispersed corporation, because of information asymmetry and high monitoring cost, stockholders are able to monitor the management and enforce the terms of monitoring. Much of modern research seems to suggest that perceptions of the powerlessness of stockholders in the Berle-Means tradition may have been over-done. Leech and Leahy (1991) have found that the control is an exogenous variable related to the tendency of individual stockholders to invest some endeavor in corporate governance, while ownership concentration is an endogenous variable which is in inverse relation to the size of the company
. According to this view, the monitoring cost for those who want to control are not too high and a board of directors in a joint company is able to monitor managers. It determines a managerial contract with fixed pay and different forms of perks. When it establishes that the managers are acting in the stockholders' interest and reaching the set objectives, it rewards them with bonuses.

Another type of management incentives is the ranking hierarchy and the use of promotion as a type of monitoring gamble. In ranking, management pay is the result of tournament awards: the best ranked at the tournament gets the highest award. Of course, in both, a manager first has to show an adequate effort (posting a bond) before the company demonstrates its appreciation. This is built through a co-operative game, once the company has gained an adequate reputation (Lazear, Rosen, 1981, Aoki, 1984).

Senior management incentives are also derived from the operation of the outside managerial labor market. There are two different strands of thought on the role of the managerial labor market controlling management performance. The first view is that the management market complements stockholder control. Should a company perform badly, the managers would be punished by a lower pay or they would be removed from the position. The other view is that a manager sells his/her skills and that the managerial labor market substitutes stockholders’ control (Fama, 1980). Information on a manager's performance in the past thus provides the basis for new contracts of employment. When a manager successfully manages a company, his pay increases. Idlers are punished by losing position and reputation.

Finally, the product markets and the degree of competition also play a role as the control mechanism of managerial behavior. The more competitive the market, the greater the management effort (Hart, 1983). The basic impact of increased competition is the threat of liquidation which induces the manager of a firm to work harder for a cost reduction in order to avoid liquidation and to remain employed. There is no need for a variable pay when the competition becomes tense (Schmidt, 1996).

Proposition 1a: Stocks, stock options and bonuses are common forms of variable pay of managers. The views of managers on these forms of remuneration express their inclination towards more risky compensation packages. Those on the ranking hierarchy, promotion, managerial labor market, and product market are more related to the fixed pay of managers and, therefore, to less risky compensation. 

Proposition 1b: Management remuneration with variable pay in the form of stocks and stock options is due to high uncertainties in transitional countries that are the most risky
. 

2.2. The factors explaining management incentives and risk taking

The Agency Theory. The Agency Theory considers agent risk aversion which creates opportunity costs for risk-neutral principals who prefer that agents maximize firm returns (Baysinger, Kosnik, Turk, 1991). Whether or not an agent accepts options in which risk is not fully compensated (risk loving), he certainly depends on his subjective characteristics (risk preferences) (McGuirre, 1988; Rees, 1985) the size of his current wealth (Elitzur &Yaari, 1995) and the risk and performance characteristics of the available options (Hoskisson et al. 1991, Kerr & Kren, 1992). 

Proposition 2: The acceptance of more risky compensation packages (risk loving) by managers depends on the subjective characteristics of managers (gender, age ...), the size of their current wealth and the risk and performance characteristics of compensation packages.    

The Behavioral Agency Model (BAM). Those creating behavioral models of decisions find that risk preferences of decision makers, and thus their risk-taking, change with the framing of problems (Kahneman, Tversky, 1979; Lant, 1992; Sitkin, Weingart, 1995). In behavioral decision models, problems are framed by comparing anticipated outcomes from available options against a reference point. When a company has been performing well for some time, and forecasts continue to be favorable (gain framing), then risk-bearing - the risk to agent wealth that can result from employment risk or other threats to agent wealth - will increase. With increased risk-bearing, managers do not make risky decisions (they become more risk averse). As opposed to this, the management in companies that are not yielding the expected business results and have weak business prospects (loss framing), are more inclined to risk-taking since this has no major impact on their current assets (because of low current assets, risk-bearing is decreased). Managers are loss averse rather than risk averse. It is, therefore, not absolutely necessary that well performing companies and their management would also adopt more risky options
. BAM points out that the setting of a high variable-pay, the financial target increases the probability that managers will face a loss decision context, and this ultimately leads to an increase in agent risk-taking. As opposed to this, the use of behavioral criteria creates uncertainty for the agents as to how their performance will be evaluated, increases agent risk-bearing, and ultimately reduces agent risk-taking. BAM also speaks about the importance of direct supervision for management risk-taking. Strong supervision of an executive by the board of directors corresponds to more difficult performance targets and increases agent risk-taking (Wiseman, Gomez-Mejia, 1998). 

Proposition 3: Agent risk-taking and, hence, the acceptance of more risky compensation packages increases by setting the agent decision making in the loss framed context. High variable-pay financial target and strong supervision by the board of directors decrease risk bearing and increase agent risk-taking.  

Impact of transition on management compensation in Slovenian firms. The Slovenian transition of the 1990s was a process consisting of macro-stabilization with soft-budget constraints, relatively slow ownership transformation and a gradual change of the legal system (Mencinger, 1991, Bole, 1992, and OECD, 1997)
. The corporate ownership and governance issues that we explore in this paper were very much affected by the 1993 Privatization Law. The law required firms to allocate 20 percent of their shares to insiders (employees), 20 percent to a Development Fund that auctioned the stocks to investment funds, 10 percent to a National Pension Fund, and 10 percent to a Restitution Fund. In addition, in each enterprise the workers’ council or the board of directors (if it existed) was empowered to allocate the remaining 40 % of company stocks for sale to insiders (employees) or outsiders (through a public tender). Based on the decision of how to allocate the remaining 40 percent of stocks, firms should be classified as being eventually privatized to insiders (the internal method) or outsiders (the external method).

In analysing investment behavior of Slovenian firms, Prašnikar & Svejnar (1998) found that:

(a) Slovenian firms display a strong tradeoff between investment and wages during the transition; 

(b) workers take share in their firm’s surplus and are, to a somewhat lesser extent, also able to use as wages some of the funds that firms are legally supposed to use for depreciation investment
. 

While workers in firms with internal privatization do not appropriate depreciation funds as wages, workers in the (frequently loss making) firms with eventual external privatization do so. Hence, in the latter group of firms, workers do not share in losses but appropriate the depreciation funds as wages. In contrast, workers who know that they will ultimately own the firm tend to replace their firm’s capital, but also pay themselves wages at the expense of the current surplus that they may have to remit in part to the government.

Similar rent seeking behavior is observed also on the side of external owners. Prašnikar, Cirman (1999) and Ribnikar (1999) show the activity of investment companies which are taking an active role in the corporate control. Although originally established with the purpose of managing the investment funds obtained through the voucher privatization, it is their basic short-term interest to collect as large a portion of the firms' cash flow as possible, and in the long term, to become the sole owners of investment funds, and - through them - the owners of the firms. The same happens with the pension and compensation funds, which deal with the question of controlling firms rather than seeking an optimum financial portfolio for their investors.

Slovenia was the most propulsive part of the former Yugoslavian economy. Economic literature ascribes this to the greater openness and engagement of Slovenian firms in international exchange. Through a process of "learning by doing", the managers of Slovenian firms, in particular, obtained the skills providing them with an important advantage over the other transition countries (Prašnikar, Svejnar, 1991). In this respect, the Privatization Law counted on the possibility of internationalization of internal transactions and on higher efficiency by offering the internal sale of social property at a discount price. Both managers and other employees took this opportunity in more than 80 % of privatized firms. For a certain period, the Law also limited the exchange of internal stocks to the internal members of firms only. It is, therefore, natural that managers, especially of firms having a higher “quality" of assets, increased their share in the ownership.

Management compensation in Slovenia is regulated by the Criteria for Individual Management Employment Contracts, signed by the Slovenian Chamber of Commerce on behalf of business organizations and the Manager Association on behalf of managers in 1992. The Criteria bring a common recommendation and guidance for the supervisory boards and for the managers. Individual employment contracts with the chairman of the board of directors, the board members or the director, are prepared by the supervisory board and signed by the chairman of the supervisory board. Contracts with other managers are concluded by the chairman of the board of directors. The provisions of the Criteria should also apply to the recruitment of professionals who could greatly contribute to the performance of a company.

The criteria of 1992 consist primarily of the criteria for the formation of base pay and various types of perks (insurance, education, vacation, redundancy payment…). The criteria for the formation of base pay were primarily based on the size of an average pay within the firm, and on the size of the firm. The results of a survey conducted by the Manager Association in April 1993, have shown that more than 83 % of the respondents either partly or fully respected the Criteria in their individual contracts. Compensation consisted almost exclusively of a fixed part. There was practically no variable pay, and when a variable pay existed, it was defined only on the basis of short-term performance, in cash.

In October 1997, new Criteria for Managerial Incentive Contracts were signed. According to these Criteria, the amount of management pay is a function of classification of firms into small, medium and large with regard to the number of employees, the amount of income and the average value of assets. The base pay amounts to four to eight average pays, calculated according to a special criterion which takes into account the average pay in a firm and the average pay in industry. It is provided that in either case the base pay of a manager should be at least 10 percent higher than the highest pay according to the General Collective Agreement. 

In a firm performing above average, the basic pay may be raised by up to 25 percent, whereas in firms performing below average, it may be lowered by an equal percent. The Criteria recommend the possibility of a profit sharing of up to 30 percent of the annual managerial income. The payment may be made in cash, in stocks or combined. The Criteria for Individual Managerial Employment Contracts also provide the definition of perks, such as education and training, personal use of company car, representation allowances and insurance.

Besides the Criteria for Individual Managerial Employment Contracts, there also exist the views of the investment companies on management compensation (Rutar, 1998). As a rule, the investment companies will support the assembly's decisions regarding the management's participation in profits, when on the date of disclosing income statements and balance sheets, the return on equity of the firm is higher than the interest rate for one-year deposits. The amount of profits which can be distributed to the management shall not exceed five percent of that part of the profits intended for dividend payment to the stockholders, and neither shall it exceed the amount of six monthly pays of an individual member of management. Up to one-third of the participation in the profits shall be paid to the management in cash, and the rest in stocks or company shares. However, when corporate profits are not distributed among the stockholders, the management shall not be entitled to a cash compensation based on its participation in the profits, but exclusively to corporate stocks. The stocks are untransferrable until six months have elapsed after the termination of the function of a member of management, and cannot be sold for the first time by the owner within five years after the receipt. 
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Figure 1: Model of management risk taking and incentives in Slovenian firms

Proposition 4a: The higher the management share in the corporate ownership and the higher the influence of managers on decision making, the higher the acceptance of more risky compensation packages in Slovenian firms. The higher the influence of workers on decision making, the higher the executive risk.   

Proposition 4b: The higher the amount of a fixed pay, set by the individual employment management contract, the less is he willing to change it toward more variable pay and more risky remuneration.

Proposition 4c: The influence of investment companies on management perceptions of variable pay is ambiguous. If managers felt oppressed by the perceptions of investment companies on variable pay, they might oppose it.      

This leads to the model which is presented in Figure 1.

3. DESCRIPTION OF DATA

3.1. Sample and data collection

Variables for this research were chosen from a survey within the framework of the project on “The Behavior of Slovenian Firms in Transition to a Market Economy”, led by the Faculty of Economics at the University of Ljubljana. The project deals with different questions of restructuring the former self-managed enterprises (managerial economics, corporate strategy, corporate takeovers, corporate control and corporate finance, organization and management, marketing, accounting, production management and HRM). 

It was conducted in more than 100 Slovenian enterprises between June 1997 and June 1998. Unfortunately, because of the extensive questionnaires and data from different sources, not all the firms were able to provide the researchers with the required data. The final list of visited firms, therefore, consists of 70. The data set for these firms also include balance sheets and income statements for the period 1995-1997 that the Slovenian firms were required by law to provide to the government.

3.2. Variables 

The dependent variable includes the views of the managers on pay factors, which have been explained in section “Management incentives and risk-taking”. The managers expressed their attitudes towards pay factors by responding to six survey questions: about the variable pay by corporate stocks (variable labeled by STOCKS), by stock options (OPTIONS), bonuses (BONUSES), ranking and promotion as a way of management incentives (RANKING), the role of the managerial labor market in determining managerial incentives (LABOR MARKET) and the role of the product market (MINPF-FX). 

According to Proposition 1a, two latent variables are assumed: inclination towards more risky compensation defined by the forms of variable pay of managers and, on the other side, less risky compensation which is related to the fixed pay of managers. The two latent variables were obtained by factor analysis of the six mentioned variables. The first factor shows large loadings on variable pay by corporate stocks and stock options, but not on bonuses. The second factor has large loadings on all three assumed more fixed pay factors. 

Proposition 1b assumed that the variable pay in the form of stocks and stock options is the most risky due to high uncertainties in transitional countries. According to results of factor analysis, variable BONUSES are not shown to be important as a form of variable pay. It could be that Slovenian managers, in the present situation, relate bonuses more as incorporated into basic pay and not related to their effort (Zupan, 1999). If this is true, a manager can avoid all risk by exerting effort (Ricketts, 1994).  Therefore, in further models and analyses more risky compensation packages (RISK LOVERS) are measured by two indicators: stocks (STOCKS) and stock options (OPTIONS).

The subjective characteristic of managers (Proposition 2) in a firm is measured by two variables: age (AGE) and gender of the top manager (GENDER). One would expect that, because of a larger time horizon, the younger managers would be more inclined toward risky decisions, and the same would be expected of the male managers. The current wealth of managers is measured by the minimum salary of a manager in a firm as compared to the maximum salary according to the collective agreement (MinIC/MaxCW). 

This variable also illustrates the fact expressed in Proposition 4b, namely that in the past, the Slovenian managers have through their managerial incentive contracts obtained different fixed contractual salaries, which have had an essential impact on their attitude toward variable pay. The higher the fixed pay of managers, the less they are inclined to change their employment contract toward variable pay.

The performance characteristic of compensation packages is expressed by the variable QUALITY OF ASSETS. Due to internal information, managers know what is the quality of assets of the firms in the privatization process: the higher the quality, the sooner they will decide on compensation by stocks and stock options. The problem in transition countries is how to express the "quality" of assets; as the capital market is not yet developed, they cannot be expressed by the evaluation of stocks. Therefore, the quality of assets is captured by a binary variable obtained by hierarchical cluster analysis. We used the Ward's method and the square Euclidean distance as a dissimilarity between the units (companies). Groups were formed with respect to different financial ratios for the period 1994 - 1997. 

Finally, the variable LOCATION measured whether a firm was located in town (1) or outside town (0). Due to the proverbial Slovenian's tendency toward being employed near the place where one has built one's house, and, hence, because of low mobility, the “quality” of assets in Slovenia is higher for the managers of firms located outside town than for the managers of firms in town, where the chances of employment are better.

The BAM theory's attempts to explain the attitudes of managers toward risk (RISK LOVERS) are reflected in financial strategic goals and the attitudes of managers toward solving the problems of opportunistic behavior of employees. The latent variable FINANCIAL STRATEGIC GOALS was measured by attitudes of managers toward the importance of the financial strategic goals of a company, expressed as return on assets (SG-ROA), return on equity (SG-ROA), profit margin (SG-PRM), and earnings per share (SG-EPS). Factor analysis (principal axix method and VARIMAX rotation) confirmed the theoretical assumption that those managers who preferred one type of financial strategic goals have preferred also the other financial strategic goals. The proportion of total variance explained by one factor is 57.5%.

The second latent variable which is related to Proposition 3, is the way managers approach the moral hazard and adverse selection problems related to the effort of employees in their companies. Surveyed managers expressed their attitudes towards seven approaches. Factor analysis (maximum likelihood method and VARIMAX rotation) produced two factors. 

The first factor has large factor loadings on the modern approaches of solving the moral hazard and adverse selection problems (MODERN APPROACHES TO M-A PROBLEM): on attitudes to solve the problem by awarding the greater effort of employees higher wages than in other companies (efficiency wage approach, M-A-HARDWORK), by ranking and promotional activities (M-A-CON), and by creating an atmosphere of mutual trust between the company and the employees (M-A-TR). 

The second factor has large factor loadings on attitudes to solve moral hazard and adverse selection problems by using classical methods (CLASSICAL APPROACHES TO M-A PROBLEM). This factor is defined by attitudes to solve the problem by relating the effort and payment of workers to the output (piece rate) (M-A-VAL), close supervision of workers (M-A-SUP), paying workers by market wages (M-A-SAL), and the seniority system (M-A-SEN). 

Proposition 4a is verified through the use of the following variables: the variable OWNERSHIP – Internal owners as the sum of a variable, OWNERSHIP-EMP&MGMT (employees’ and managers’ ownership as a percentage of the company's capital at the end of 1996) and the variable OWNERSHIP-FE&RE&REL (former employees’, retired workers’, relatives of employees’ ownership as a percentage of the company's capital at the end of 1996). Companies do not (do not want to) make public the special records of their managers' stakes. However, since there existed a limitation on the sale of "internal" stocks, we can assume that a larger share of internal owners also means a larger share of managers in company ownership.

The influence of managers was measured by the perception of influence on decision-making by four groups within the company: the importance of top management (TSTK-TMG), the importance of middle-management (STK-MMGT), the importance of low management (STK-LMGT), and the importance of professional staff (STK-PROF). Factor analysis confirmed strong loadings of these four variables (explaining 50.7% of the total variance). 

The latent variable, defined by mentioned measured variables, is labeled by MANAGERS AS STAKEHOLDERS. As mentioned before, we tested Proposition 4b by using the variable MinIC/MaxCV, while the variable OWNERSHIP - INVESTMENT COMPANIES was used for testing Proposition 4c. 

3.3. Operational model

On the basis of the theoretical model and the measurement described above, the operational model can be constructed. It is presented in Figure 2. 

There are all together 25 measured variables considered in the model. Ideally, the operational model could be tested directly by the structural quation model approach (e.g., LISREL approach). As the sample size is rather small and the number of considered variables large, it is not correct to use this approach. Therefore, each latent variable was estimated separately by a composite variable of the variables measuring this latent variable after testing the dimensionality by factor analysis. Each composite variable was obtained in two ways: by factor scores and by Likert scale (Likert, 1932). The estimated parameters of the regression model were very similar for both types of composite variables. Therefore, only the results using Likert scales are presented in the paper.
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Figure 2: Operational model of management risk taking and incentives in Slovenian firms

4. EMPIRICAL RESULTS

Descriptive statistics of variables used and the estimated parameters of the regression model are reported in Tables 2 and 3.

Let us start off by finding that, in Slovenian firms, the management compensation based on the 1992 Criteria for Individual Management Employment Contracts is still prevailing. As seen before, these Criteria place emphasis upon the formation of a fixed pay and different forms of perks. Merkač (1997) quotes that fixed pay in Slovenian firms represents around 85% of the total managerial pay, and 75 % of the other employees' salaries. A report on salaries made by Hewit Associates (1997) using international methodology, states 96 % of fixed pay in total managerial compensation and 94% for the rest of employees. It is, therefore, interesting to see some results of an univariate analysis of the original variables used in our survey, which reflect the management perception in the respondent firms on different forms of remuneration, and which are shown in Table 1. Remuneration with a company's stocks (1 – I totally disagree, 5 – I totally agree) has reached the highest mean value at 4.25. Following remuneration were bonuses (4.16) and stock options (3.85). The other factors, ranking and promotion factors (2.91), the impact of labor market (2.56) and the impact of product market (3.49) have a lesser significance. The composite variable, RISK LOVERS which is our dependent variable, has in this respect high mean values (see Table 2). This could lead us to the conclusion that the managers of Slovenian firms have a high perception of variable remuneration, especially the remuneration with company stocks.

Table 1: Descriptive statistics for original variables
Variable
Mean
Std. Dev.
Scale

OWNERSHIP-EMP&MGMT
27.44
21.59
ratio

OWNERSHIP-FE&RE&REL
5.09
7.66
ratio

STK-TMGMT
4.33
1.15
ordinal

STK-MMGMT
3.27
0.87
ordinal

STK-LMGMT
2.36
0.70
ordinal

STK-PROF
2.92
0.69
ordinal

M-A-VAL
3.39
0.97
ordinal

M-A-SUP
3.07
1.03
ordinal

M-A-HW
3.30
0.85
ordinal

M-A-SAL
2.93
0.94
ordinal

M-A-SEN
2.48
1.00
ordinal

M-A-CON
3.27
1.10
ordinal

M-A-TR
3.78
0.76
ordinal

STOCKS
4.25
0.85
ordinal

OPTIONS
3.85
1.00
ordinal

BONUSES
4.16
0.86
ordinal

RANKING
2.91
1.09
ordinal

LABORMARKET
2.56
1.01
ordinal

MINPF-FX
3.49
1.03
ordinal

SG-ROA
3.81
0.86
ordinal

SG-ROE
4.28
0.79
ordinal

SG-PRM
3.87
0.95
ordinal

SG-EPS
3.57
1.09
ordinal

The results of a regression analysis presented in Table 3 explain, to a certain extent, the dichotomy between the actual developments in firms and the management perception of variable compensation. Our analysis points to a negative relation between the variable MinIC/MaxCW and the composite dependent variable of variable remuneration: the higher the ratio in a company between the minimum salary according to the individual contract and the maximum salary according to the collective contract, the lower the managerial perception of variable remuneration.

Table 2: Descriptive statistics for variables used in the regression model

Variable
Mean
Std. Dev.
Scale

Risk lovers
4.04
0.85
Likert scale

Age
49.16
7,12
numeric

Gender
-
-
dichotomy

MinIP/MaxCW
1.41
0.58
ratio

Location
-
-
dichotomy

Quality of assets
-
-
dichotomy

Financial strategic goals
3.90
0.74
Likert scale

Ownership-internal owners
31.34
24.22
summated variable

Ownership-investment companies
16.04
11.31
ratio

Managers as stakeholders
3.17
0.59
Likert scale

Supervisory board
19.46
21.84
ratio

Classical approaches to m-a problem
2.97
0.60
Likert scale

Modern Approaches to m-a problem
3.45
0.70
Likert scale

The high negative value of the regression coefficient of this variable can be interpreted by saying that risk aversion increases with the amount of current wealth, as affirms the Agency Theory. It can also be interpreted by saying that the already established high fixed pays of the management signify gain framing, which increases risk bearing and therefore, according to BAM, decreases the management willingness to accept risky forms of remuneration. Or, this could simply mean that, in the past, some Slovenian managers have attained favorable individual contracts providing them with an adequate fixed pay and various perks
, so that the more risky forms of remuneration would reduce the value of the present value of their future earnings. 

In particular, the maximum difference between the highest and the lowest basic salary in the sample of 70 firms in 1996 was 1 to 25, and the minimum was 1 to 3.60. Along with standard perks such as accident insurance or life insurance, personal use of a company car, training, and preventive medical check-ups, the managers in better performing companies are also entitled to additional life insurance, medical insurance and pension plans, clothes allowance, additional days of vacation, and the like (Zupan 1999). It even happens that supervisory boards of companies accept such contracts upon the recommendation of "influential" managers of other companies being members or even chairmen of the supervisory boards according to the principle of cross representation.

Table 3: Standardized regression coefficients

Variable
Risk lovers



Age
*-0.247

Gender
-0.023

MinIC/MaxCW
**-0.397

Location
-0.011

Quality of assets
-0.229

Financial strategic goals
**0.326

Ownership-internal owners
-0.022

Ownership-investment companies
0.030

Managers as stakeholders
0.208

Supervisory board
-0.058

Classical approaches to m-a problem
***-0.435

Modern approaches to m-a problem
0.137

N
44

% of variance explained
44.7

F-statistic 
3.897

Legend:

*** -
regression coefficient significant at the 0.01 level (2-tailed) 

**   - 
regression coefficient significant at the 0.05 level (2-tailed) 

*     - 
regression coefficient significant at the 0.10 level (2-tailed)

The QUALITY OF ASSETS variable is not statistically significant, although it has a negative sign in both specifications. Leaving aside the fact that, in transitional countries, it is difficult to express the value of the company assets due to the undeveloped capital market, the negative sign of the regression coefficient is rather surprising. Managers of companies with a better “quality” of assets should thus be less in favor of variable pay, which is contrary to the views of the Agency Theory. Of course, BAM explains just the contrary: because of greater risk bearing, managers of better performing companies increase their risk aversion and are, therefore, not in favor of remuneration with variable pay. It is quite possible that the insignificance of the regression coefficient in the QUALITY OF ASSETS variable reflects a conflict of these two views.

The positive and significant variable FINANCIAL STRATEGIC GOALS points to the relationship between the managerial perception of more risky remuneration and the financial goals of the company. The stronger emphasis on the company's financial goals sets the reference point - and thereby the corresponding frame – defining potential losses and profits. The bigger the weight placed by the Slovenian firms on reaching the financial goals, the more their managers are willing to accept variable pay in the form of stocks and stock options.An interesting result is obtained in the relation between the variables MODERN APPROACHES TO M-A PROBLEM and CLASSICAL APPROACHES TO M-A PROBLEM and variable remuneration. 

The composite variable CLASSICAL APPROACHES TO M-A PROBLEM links the classical ways of contracting in a company. Firstly, when the work effort of an individual is strongly related to the output achieved, the transaction costs on account of moral hazard and adverse selection are reduced (M-A-VAL, Stiglitz, 1975). Secondly, monitoring is a response to the problem of moral hazard and adverse selection, if the activities of employees are not measurable (M-A- SUP). Thirdly, companies often pay their employees exclusively for the performance of a certain job by the size of market wage (M-A-SAL). Fourthly, employees sometimes agree to receiving their remuneration not in a constant stream over time but in a stream which starts lower and rises through time (bond posting, M-A-SEN)
. The regression coefficient of this composite variable is negative and statistically significant at the 0.01 level, as opposed to BAM, which is in favor of direct supervision and highly set financial targets.

The variable MODERN APPROACHES TO M-A PROBLEM, on the other hand, associates three original variables. Firstly, the efficiency wage can be seen as part of the process of constructing monitoring gambles which induce effort. Employees wish to avoid being fired, because this will involve taking a lower wage elsewhere (M-A-HW). Secondly, as shown by Lazaer and Rosen (1981), under certain conditions, a scheme with reward ranking yields an allocation of resources identical to that generated by efficient piece rate (M-A-CON). Thirdly, as stated by Williamson et al. (1975), the building of trust between a company and its employees may lower the moral hazard and the effects of adverse selection (M-A-TR). The regression coefficient of the composite variable is high and positive, but not significant. Such a result could probably be ascribed primarily to the macro-economic environment which is, in Slovenia, enforcing more cooperative employee-management relations (Prašnikar, 1998).

Another significant variable is AGE. The negative regression coefficient confirms our expectations that younger managers in Slovenia are more inclined toward risk than their senior colleges. Regression coefficients of the other variables (gender, location, ownership-internal owners, ownership–investment companies, managers as stakeholders, supervisory board) are of small size and insignificant. 
5. CONCLUSIONS

In the literature of transition, management remuneration has so far been rather neglected, the emphasis having been placed on the privatization of companies and on reaching various privatization targets. Now that the reconstruction of companies has proven to take longer than expected, and one has to deal with various kinds of rent seeking behavior, this question is becoming one of the core questions in transitional countries.

In the case of Slovenia, management remuneration by fixed pay and various forms of perks, as they have been laid down by individual managerial contracts, and referring to the 1992 Criteria for Individual Management Employment Contracts are still prevailing. On the other hand, our in-depth research of 70 firms has shown a high managerial perception of variable pay in the form of stocks and stock options
. In this paper, we have studied the virtual discrepancy, which affects not only the issue of reaching efficient management employment contracts during transition, but also the field of corporate finance in the conditions of undeveloped capital markets, and the need for ensuring internal funds for investments.

Our research has underlined the impact of the established employment contracts on management perception of remuneration with a variable pay in the form of stocks and stock options. The executives of the more propulsive Slovenian firms have, in the past, enforced a diversified system of individual contracts in which the amount of fixed pay follows the hierarchical structure of management. Thus, individual employment contracts allow top management to obtain an enviably high fixed pay and various perks, which are independent of corporate performance. The high significance of the negative value of the regression variable MinIC/MaxCW illustrates a loss in anticipated present value of future management earnings in such companies, which they would have when their individual contracts were changed to place greater importance on the variable pay, as recommended by the amended Criteria for Individual Management Employment Contracts of 1997. This is also expressed by the Agency Theory saying that the size of current wealth increases agent risk aversion, and by BAM saying that gain framing increases risk-bearing and decreases agent risk-taking. As shown by Čok (1999), also the enforcement of the 1997 Criteria for Individual Management Employment Contracts would lead to great trouble. When comparing the stream of management earnings under the fixed individual contract to the stream of earnings under the variable scheme in the form of corporate stocks, and presuming the same present value of both streams of earnings, the first possibility is more favorable because of lesser risk, since it brings a higher expected present value of future income. As a matter of fact, the present tax system does not bring any advantages to remuneration by company stocks, since the same tax rate is imposed on this income as on the pay in cash. When adding to this the views of investment companies as to management remuneration and the problem of "employeesm" studied by Prašnikar and Svejnar (1998), the above mentioned discrepancy will be easier to explain.

Our results confirm the BAM standpoint that a stronger emphasis on financial goals establishes loss contexts and ultimately increases agent risk-taking behavior. High variable-pay performance targets relative to performance forecasts are thus desirable to avoid risk aversion behavior of managers. The problem of Slovenian firms is how to measure their performance. Financial indicators used by developed economies
 are not the most convenient because of the absence of the market evaluation of shares. As shown by Prašnikar, Cirman (1999), net profit, together with depreciation, could serve as the best proxy. Although the maximum depreciation rate is prescribed by the law, companies are free within this framework in creating the depreciation funds intended for internal investments. However, they are the subject of internal bargaining processes, as the workers wish to spend them on salaries and other earnings (Prašnikar, Svejnar, 1998). As the meaning of fictitious profit categories (revaluational adjustment of capital, excess revenues and excess expenses…) decreases with the cleaning of the company balance of payments, this indicator is becoming a good approximation of corporate performance.

Contrary to BAM, which is in favor of close financial supervision, the data obtained from the Slovenian firms show a positive relation between variable management remuneration and the non-conventional ways of corporate governance, which place emphasis upon the firm as a governance structure, upon cooperative environment and upon creating trust between the basic stakeholders in the firm. This is ascribed to the special macro-economic environment in Slovenia, which is the result of past development (Prašnikar, 1998). 
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PREUZIMANJE RIZIKA I MANAGERSKA STIMULACIJA TIJEKOM TRANZICIJE PREMA TRŽIŠNOJ EKONOMIJI: SLUČAJ SLOVENIJE

Sažetak

U radu se istražuju stavovi managera prema različitim formama varijabilnog plaćanja i čimbenici koji mogu objasniti takve stavove. Stajališta pojedinih managera bi trebala odražavati njihovu sklonost  prema riziku, a mogu se objasniti nizom teorijski predviđenih čimbenika. Osim teorijske podloge, autori također razmatraju i nekoliko čimbenika karakterističnih za slovensku ekonomiju, a koji bi također mogli utjecati na ponašanje managera. Istraživanje je pokazalo kako, unatoč fiksnim individualnim ugovorima, koji predstavljaju prevladavajući oblik kompenzacije, slovenski manageri u visokoj mjeri prihvaćaju varijabilne oblike plaćanja. Dobiveni rezultati pokazuju kako osobne karakteristike managera i njihova okolina utječu na sklonost prema rizičnijim oblicima kompenzacije.
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� The base pay is the basic cash compensation for individual work performance not including the difference between individual contributions. Bonuses are primarily designed to motivate better performance. Long-term incentive and capital appreciation plans focus for executive compensation to long-term achievements (Milkovich, Newman, 1996). 


� An alternative perspective, commonly called the resource-based view asserts that an organization's unique resources are the source of its competitive advantage. This view turns the business-based perspective on its head: value-added resources and assets now drive the strategy rather than strategy driving resource allocation. However, the performance-based pay plays an important role in mobilizing human resources in this model (Milkovich, Bloom, 1995). 


� Data indicate that the average options grants for CEOs of Fortune 200 companies grew from approximately $ 82,000 in 1992 to $ 253,000 in 1996, whereas the share of stock options’ compensation in total compensation mix increased from 37 % (1992) to 57 % (1996) (Young, 1998).


� Under the "hierarchy of finance", the availability of internal funds determines investment spending (Stiglitz, Weiss (1981), Myers (1984) and Myers, Majluf (1984). See also Fazzari et al. (1988), Gertler (1988), Kaplan, Zingales (1997) and Hubbard (1998) on positive relationship between the size of internal funds and investments in the developed countries. Cornelli, Portes, Schaffer (1996) point out that this problem is even greater in the transition countries due to the undeveloped market environment.


� J. Prašnikar, Svejnar, Mihajlek, V. Prašnikar (1994), analyse the bargaining process between the management and the workers in the Yugoslavian self-managed firms. Since the majority of the Slovenian companies have chosen internal buyout as the principal model of privatization, workers have preserved an important bargaining power in the decision-making (Prašnikar, Svejnar, 1998).


� Through proxy voting, it is possible for a small coalition to exercise a high degree of control and costs of coalition may not be so great. As Ricketts pointed out, the cost of control depend on three factors: 1) the predictability of the system state; 2) the number of decisions; 3) the cost of forming appropriate coalitions (Ricketts, 1994).


� Wiseman, Gomez- Mejia (1998) suggest that stock option schemes may increase risk bearing of executives and thus increase risk aversion, if options become a part of perceived current wealth. Choices between preserving this wealth and earning new options should result in a conservative risk-averse posture. However, constantly changing environment in transitional economies increases the riskiness of stock options.  


� The research conducted in this context in American companies show mixed results. Jensen, Murphy (1990), have found a positive relation between the variable pay in forms of stock and stock options and corporate performance; however, according to their opinion, executive stockholdings in American companies is too small to judge about the establishment of an effective agency relationship in practice. As opposed to this, Bloom, Milkovich (1995) show that companies operating in more risky environment do not apply management compensation according to corporate performance. Quite on the contrary: companies having a more certain income are more successful and will more often apply fixed management pay.


� Comparing to the situation in the other transition economies, Slovenia’s economic performance is relatively successful. After a period of economic decline in 1990-92, growth resumed, with the GDP increasing to 2.8% in 1993, 5.3% in 1994, 4.1% in 1995, 3.1% in 1996, 3.8% in 1997 and 4.0% (est.) in 1998. While retail prices increased by 104.6% in 1991, the increases gradually declined to 92.9%, 22.9%, 18.3% , 8.6%, 8.8%, 9.4% and 8% (est.) in 1992, 1993, 1994, 1995, 1996, 1997, and 1998 respectively. As in most other transition economies, the unemployment rate rose dramatically, starting at 2% in 1989 and reaching to 14.4% in 1998 (Institute of Macroeconomic Analysis and Development, Autumn Report, 1998) .


� In terms of wage setting, Slovenia has since 1990 had a layered system of agreements that permitted wages to vary across firms and defy government attempts to reign in real wage growth. In August 1990, an “umbrella” general collective agreement was signed between the Slovenian Chamber of Commerce (representing employers) and the Trade Union Organization (representing all workers). This agreement set initial wages for each category of workers and it was supplemented by industry-specific agreements that effectively converted the initial wages in the umbrella agreement into minimum wages at the level of industries. However, the multi-layer bargaining structure resulted in both wage dispersion and a rapid wage growth, and since February 1991, the government has been continuously involved in the bargaining that would limit wage increases and link them to the growth of productivity (see Prašnikar, Svejnar, 1998).


� Let us only mention that the Criteria for Individual Management Employment Contracts (1992) contain an average of 24 salaries’ severance pay. By the law, this is now reduced to six average salaries. 


� By its contents, this variable should belong to the composite variable MODERN APPROACHES TO M-A PROBLEMS. However, the results of the factor analysis place it into the composite variable CLASSICAL APPROACHES TO M-A PROBLEM.


� Bonuses are also considered very high, but it seems from factor analysis that managers in the present situation relate bonuses more as incorporated into basic pay than as a form of variable pay.


� Meaning ROE (Return on equity), ROA (Return on assets), EVA (Economic value added) etc.
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