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ABSTRACT

Compensation committee is introduced in Taiwanese firms in 2011 for
addressing the problem of insensitive compensation. | examine whether mandatory
compensation committee increases pay-to-performance relation and whether
composition of committee affects pay-performance relation. Using 4,005 firm-years
of TSE and GTSM listed firms from 2010 to 2012, | find no significant evidence that
compensation committee can improve pay-to-performance relation. But the further
test indicates that composition of committee affects pay-to-performance relation. The
presence of independent director on compensation committee increases
pay-to-performance relation in firms with favorable performance. The result suggests
that setting independent directors on committee may be a solution to increase
pay-to-performance relation. On the other side, the analysis also indicates that the
presence of director with multiple directorships increases pay-to-performance relation.
The finding of positive effect of director with multiple directorships supports previous
research which stated that director with multiple directorships would bring their
experience to board/committee and be more active in participating in

board/committee meeting.

Keywords. Corporate Governance; Compensation Committee; Top Management

Compensation; Pay-to-performance Relation.
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1. Introduction

Insensitivity between compensation and performance has emerged as a
controversial issue recently. The problem was urgent especially in the company which
experienced dramatic loss. For example, the Troubled Asset Relief Program (TARP)
gave $170 billion American International Group (AIG) for solving its risk of collapse.
But in the AIG 2009 disclosure, the employees in financial products division which
lost $40.5 million in 2008 received $1 million or more as a bonus (Kat 2009). The
compensation decision revealed the destruction of pay-to-performance relation, and
moreover, led to profound reflection to the current mechanism of monitoring
compensation level.

The main mechanism of determining appropriate compensation policy is the
compensation committee, a sub-committee under the board. Williamson (1985)
highlighted the importance of the compensation committee and stated that unless
independent compensation committee exists, managements would write their
compensation policy with one hand and sign them with the other. The history of the
compensation committee in United State can be traced back to 1978 when the SEC
introduced the reporting requirement that proxy statement should contain details of
the subcommittee. Even though introducing committees would take companies some
resource, the benefit would be far more than the cost. For example, in the short term,
firms would earn the reputation for good corporate governance; in long term,
compensation committee can monitor the compensation policy to improve

shareholders’ benefit. Hence, although firms are not compelled to introduce
1



compensation committee in that time, most of firms set compensation committee on
board?

The composition of effective compensation committee has attracted attention of
legislators and academics. For example, the 1992 SEC proxy statement disclosure
requirement regulated that all companies should disclose the detailed information on
compensation, performance, and compensation committee in the annual®report.
Furthermore, Internal Revenue Service adopted amendments to the tax deduction
limitation of compensation. It regulated that tax deductions for compensation in
excess of 1 million is not allowed, unless it is performance-based compensation and
the goals of the compensation are determined by compensation committee composed
solely by outsiders.

Numerous research have examined the effect of composition of the
compensation committee. Daily, Johnson, Ellstrand, and Dalton (1998), Conyon and
Peck (1998), and Newman and Mozes (1999) examined the effect of committee
independence; Sun and Cahan (2009), Laux and Laux (2009), and Liao and Hsu
(2013) examined the effect of common membership between boards or committees.

However, compared to the well-established compensation committee system in the

1 In recent years, compensation committees are turned to be compulsorily set on board in some listed
firms. For example, firms which are listed on NYSE and Nasdaq are required to have compensation
committee on board.

2 Besides the cash compensation, information of equity-based compensation and stock return for last
five years should be disclosed. Compensation policy, special decision, and committee composition

information are also required to be disclosed in the Compensation Committee Report.
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U.S., the compensation committee was introduced in Taiwan only recently.

Even though bad performance company with high pay would be disclosed on the
website of Taiwan Stock Exchange Corporation (TWSE), the problem of
compensation insensitivity still exists in Taiwanese fifmEherefore, compensation
committee is suggested to introduce as a mechanism for improving
pay-to-performance relation and strengthening corporate governance. Securities
Exchange Act 14-6 regulates that all Taiwan listed firms should establish
compensation committee before 2012 and disclose all details of composition and
operation in the annual reports. And “Regulations Governing the Appointment and
Exercise of Powers by the Remuneration Committee of a Company Whose Stock is
Listed on the Stock Exchange or Traded Over the Counter” regulates that
compensation committee must be composed by at least three members who are (i)

experts in business, law, finance, or accoufitiagd (ii) outsiders of companry.

3 As Taiwan Stock Exchange Corporation reported in 2010, 98 listed firms which experiencéhess in

last two years paid directors with higher compensation.

4 A remuneration committee member shall meet one ef fillowing professional qualification

requirements, together with at least 5 years work experience:

(1) An instructor or higher in a department of commerce, law, finance, accounting, or other academic
department related to the business needs of the company in a public or private junior college,
college, or university;

(2) Ajudge, public prosecutor, attorney, certified public accountant, or other professional or technical
specialist who has passed a national examination and been awarded a certificate in a profession
necessary for the business of the company.

(3) Have work experience in the area of commerce, law, finance, or accounting, or otherwise
necessary for the business of the company.

® During the 2 years before being appointed or during the term of office, a remuneration committee
3



Even so, the legislation did not regulate that compensation committee should be
composed solely of independent directors as audit committee should. And the lack of
regulation of committee independence is argued in local studies as a flaw (Dai 2011,
Teng and Lee 2012; Liao 2013). However, little research provides empirical evidence
of the effectiveness of mandatory compensation committee in Taiwanese firms.

The purpose of my study is to provide empirical evidence of the effect of

mandatory compensation committee on relation between top management

member shall not have been or be any of the following:

(1) An employee of the company or any of its affiliates.

(2) Adirector or supervisor of the company or any of its affiliates. The same does not apply, however,
in cases where the person is an independent director of the company, its parent company, or any
subsidiary in which the company holds, directly or indirectly, more than 50 percent of the voting
shares.

(3) A natural-person shareholder who holds shares, together with those held by the person's spouse,
minor children, or held by the person under any other's name, in an aggregate amount of 1 percent
or more of the total number of issued shares of the company or ranking in the top 10 in
shareholding.

(4) A spouse, relative within the second degree of kinship, or lineal relative within the third degree of
kinship, of any of the persons in the preceding three subparagraphs.

(5) Adirector, supervisor, or employee of a corporate shareholder that directly holds 5 percent or more
of the total number of issued shares of the company or ranks in the top 5 in shareholding.

(6) A director, supervisor, managerial officer, or shareholder holding 5 percent or more of the shares,
of a specified company or institution that has a financial or business relationship with the
company.

(7) A professional individual who, or an owner, partner, director, supervisor, or managerial officer of a
sole proprietorship, partnership, company, or institution that, provides commercial, legal, financial,
or accounting services or consultation to the company or to any affiliate of the company, or a

spouse thereof.



compensation and accounting performance in Taiwanese firms. By analyzing 4,005
firm-years from firms listed on Taiwan Stock Exchange (TSE) and GreTai Securities
Market (GTSM) from 2010 to 2012, this study tries to answer two principal research
questions: (1) Does compensation committee increase pay-to-performance relation?
(2) Does the composition of compensation committee affect pay-to-performance
relation? The result indicates that there is no evidence that compensation committee
improves pay-to-performance relation after controlling for standard determinants of
the level of top management compensation (e.g., proxies for the firm performance,
ownership structure, and firm size). However, with respect to the committee
composition, | find that top management compensation sensitivity is higher when
more directors with multiple directorships serve on compensation committee.
Although no evidence shows that the compensation sensitivity is associated to the
presence of independent director or audit committee member in all firms, | find that
the presence of independent director in compensation committee increases
compensation sensitivity in firms with favorable performance.

The remainder of this study is organized as follows. Section 2 provides a
comprehensive review of the literature of compensation sensitivity and compensation
committee and the hypothesis of this paper. The detail of research method, data
selection, and variable measurement are included in Section 3. Section 4 and 5 are the
empirical results and the additional tests. Finally, Section 6 consists of the conclusion,

the research limitation, and the contribution of this study.



2. Literatures Review and Hypotheses Development

As Jensen and Meckling (1976) demonstrated, the agency problem exists in the
relation between shareholders (the principle) and managements (the agent) due to the
separation of ownership and control. They stated that shareholders would bear amount
of agency cost if an opportunistic management have self-serving behavior. In order to
constrain the divergence, they suggested that firm should establish incentive policy
and introduce monitor mechanism. Consequently, it raises attention to deal with
agency problem and therefore corporate governance has emerged as an issue of
considerable academic and policy importance.

To address agency problem, compensation which is related to managements’
own benefit is a direct and effective corporate governance mechanism. According to
suggestion of Jensen and Meckling (1976), linkage of pay to performance in
compensation contract and introduction of the compensation committee are practices
for minimizing agency cost. The incentive pay provides managements with the
opportunity to gain more resources; the compensation committee enhances the
appropriate compensation decision. Accordingly, the following sections are the review
of the literatures of pay to performance relation and research about the effect of the
compensation committee on compensation.

2.1. Compensation and Perfor mance

Considerable research have examined the association between compensation and
performance. The objective of these studies is to investigate how sensitive the

management compensation is to performance measurement. For example, Murphy
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(1985) examined the relationship between pay and performance in Fortune 500 firms
in order to contradict the argument that performance plays a minor role in determining
compensation. Through observations of individual executives over time and
individual career lifecycle in different occupations, Murphy’s study demonstrated that
all compensation components, except option, are significantly positive related to firm
stock performance and growth of sale. Stock option, the exception, is more granted to
managements when firm experience unfavorable stock performance.

Coughlan and Schmidt (1985) provided partly different evidence to Murphy.
They examined whether performance motivates the control mechanisms, management
compensation and turnover. They found that cash compensation of CEO is related to
market performance if the CEO is younger than 64 and not in his/her initial or final
year, but cash compensation is not statistically related to accounting performance. The
result is different from research of Murphy (1985), which suggests compensation
component is positively related to firm performance. And they attributed the different
results to the factor that samples in the initial and final year are excluded in their
research.

Jensen and Murphy (1990) investigated the magnitude of all compensation
components to motivate managements, and showed the evidence of equity-based
compensation in addition to cash compensation. The finding indicated that both cash
compensation and equity-based compensation are statistically related to shareholders’
wealth. And in all the compensation components, the equity-based compensation has

the highest sensitivity, increasing for 14.5 cent to 1,000 dollars in shareholder wealth.
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With respect to cash compensation, Leone, Wu, and Zimmerman (2006)
provided evidence to support not only the hypothesis that CEO cash compensation is
related to accounting performance but also the hypothesis that compensation is twice
sensitive to negative stock return than positive stock return. The result indicated that
boards of directors are aggressive to exercise discretion in cash pay toeegost
settling up cost.

Additionally, Lin (2005) and Lee and Chen (2011) examined the association
between CEO compensation and corporate governance determinants in Taiwanese
firms. They used performance as control variable, and they found that CEO cash
compensation is significantly related to accounting performance. The evidence
supports the existence of pay-to-performance relation in Taiwanese firms.

There are also some studies which emphasize on the performance measurement
in pay-to-performance relation. The research of Lambert and Larcker (1987)
empirically examined the weight of market or accounting performance in determining
cash compensation by analytical method. They established compensation function to
support the linear relation between compensation and both accounting and market
performance, and concluded that compensation policy would put more emphasis on
accounting or stock performance measurement, depending on the relative variance of
those performance measurements, degree of growth, and CEO ownership. Therefore,
proper compensation level can be estimated through this function as a benchmark to
examine the existence of excess pay to managers.

In addition, Sloan (1993) tried to provide evidence of the importance of
8



accounting performance in determining compensation. Sloan’s study showed that the
earning-based compensation can shield managements’ wealth from fluctuation of the
market. Thus, even though accounting performance measurement is suggested to be
replaced with market performance measurement since it could be manipulated by
managements. This research suggested that accounting performance measurement is
still an appropriate measurement for compensation.

In summary, pay-to-performance relation is supported in the literature, and
further evidence of weight of performance measurements in determining different
compensation components is also presented. However, appropriate compensation
which both motivates management and promotes the shareholders’ benefit is
determined by compensation committee. Studies have tried to find how existence and
composition of compensation committees affect pay-to-performance relation.

2.2. Compensation Committee and Compensation

As mentioned in the prior paragraph, Jensen and Meckling (1976) suggested that
monitoring mechanism is also needed in order to address agency problems.
Undoubtedly, compensation committee which is delegated to determine appropriate
compensation policy plays a major role in monitoring compensation. Dechow, Huson,
and Sloan (1994) provided evidence of compensation committee effectiveness by
examining relation between executive compensation and restructuring expehditure.

They found that compensation committee would adjust top executives’ cash

® Restructuring brings long-term benefit to firm but decreases profitability of firm and moreover

incentive pay of executives. Thus, executives would tend not to restructure for higher pay.
9



compensation for restructuring charge. The evidence supports that compensation
committee is effective in encouraging executives to make decisions on behalf of
shareholders rather than only for interests of themselves.

However, some studies provided different evidence of the compensation
committee effectiveness. For example, Main and Johnston (1993) examined the effect
of compensation committee on board of British companies which began to establish
compensation committee in 1992. They found no evidence that compensation
committees tailor top managements’ pay and the committees can be viewed as an
extension of corporate governance. Ezzamel and Waston (1998) investigated whether
compensation committee would pay executive bidding-up compensation through U.K.
companies in 1992. They found that compensation committee would increase
compensation level when managements are underpaid but would not decrease
compensation level when overpaid. In addition, Chalevas (2011) provided evidence of
compensation committee in firms of Greece. The existence of compensation
committee was employed as a control variable in their analysis. And they found that
executive compensation is not significantly related to the existence of compensation
committee in companies of Greece.

Moreover, the problem of relation between pay for committee members and pay
for CEO is highlighted in some prior studies. O’Reilly, Main, and Crystal (1988) tried
to explain CEO compensation level through standard economic determinants,
tournament model, and social comparison theory. They found that CEO compensation

is strongly related to compensation of outsiders of the board, especially those who
10



serve on compensation committee, instead of the standard economic determinants,
such as firm size and profitability. Conyon and He (2004) employed the relation
between compensation committee, CEO compensation, and CEO incentives to
examine the three-tier optimal contracting model and the managerial power model.
They found no evidence that compensation committees have positive effect on
compensation decision. But they found that the compensation of compensation
committee members is positively related to that of executives.

Despite that previous studies have indicated that compensation committee is not
effective in controlling compensation, mandatory compensation committee in Taiwan
is established to solve the problem of insensitive compensation as the legislation
implication. Hence, this study proposes the following hypothesis:

H1. Companies with compensation committee on board will have a stronger link

between their top managers’ pay and accounting performance than other

companies.

2.2.1 Independence of Compensation Committee

The independence of committee is the primarily discussed and mostly concerned
issue about the composition of the compensation committee. The effect of the
independence of committee on the compensation decision was been widely discussed
especially after the regulation reform for additional disclosure requirement in 1992

and tax deduction limit in 1993 Newman and Mozes (1999) examined whether the

7 As discussed in Section 1, SEC regulated that companies should disclose the detailed information
11



compensation committee would make CEO-favoring compensation decision when
insiders participate in the committee through data in 1991 (before regulation) and
1992 (after regulation) of the 161 firms which are listed on the F&ERTUNE 250.

They found that the participation of insiders would not affect CEO total compensation.
But in the further research, the evidence indicated that CEO compensation would be
higher in insider-influenced firm than non-insider-influenced firm during period of
unfavorable stock performance, because insiders would compensate CEO for loss of
stock option by granting more options to keep the compensation level. Due to the
CEO-serving decision of insiders, they conclude the independence of the committee is
positively related to committee qualfty.

Vafeas (2003) examined the relation between the participation of insiders in the
compensation committee and CEO compensation and further the effectiveness of the
regulation reforms in long-term period through observations from 1991 to 1997. The
result presented that the membership of insiders would statistically positively related
to non-contingent pay and the sensitivity of non-contingent pay to stock return

increases after the reform.

on compensation, performance, and compensation committee in the annual report. IRS adopted
amendments t that tax deductions for compensation in excess of 1 million is not allowed, unless it is
performance-based compensation which is determined by compensation committee composed solely
by outsiders.

8 Newman and Mozes reminded that the effect of insiders on compensation is not found in analysis of
all firms because it biased when the firms with unfavorable performance are minority of the whole
samples. The comment inspired the further examination of firm with favorable performance and firm

with unfavorable performance respectively in this paper.
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Conyon and Peck (1998) also found the positive effect of the independence of
committee on committee quality by examining the relation between board control,
compensation committee, and top management compensation in U.K. companies.
They showed the evidence that the presence of outsiders on compensation committee
leads to higher pay-to-performance association.

Comparatively, some research have provided the different evidence of the
relation between compensation and independence of committee or board (Core,
Holthausen and Larcker 1999; Anderson and Bizjak 2003; Chalevas 2011; Sun and
Cahan 2009; Bolye and Roberts 2012). Core et al. (1999) investigated the effect of
corporate governance on CEO compensation and the effect of excess compensation
on further performance. After examining all determinants of corporate governance,
they found that higher proportion of outsiders on board contributes to a higher level of
compensation. But the CEO appointed outside director and gray directors may
increase CEO compensation. The participation of outsiders and affiliated directors
could be viewed as sign of bad corporate governance.

In addition, Anderson and Bizjak (2003) presented that there is no significant
relation between compensation level and presence of outsiders on compensation
committee. Furthermore, they pointed out that after CEO leave compensation
committee, the compensation level increases rather than decreases. The participation
of CEO on compensation committee has positive effect on controlling CEO
compensation.

Sun and Cahan (2009) examined whether the quality of compensation committee
13



affect the pay-performance relation. They concluded that membership of CEO on
compensation committee would increase the pay-performance relation in advantage of
CEO’s experience and expertise. But the relation decreased when the CEO appointed
director sit on compensation committee the relation would decrease.

Moreover, Bolye and Roberts (2012) examined whether CEO membership on
compensation committee would lead to CEO opportunistic behavior in compensation
decision in New Zealand firms. The evidence showed that the compensation is
negatively related to CEO membership on compensation committee. Therefore, the
hypothesis that CEO would have self-serving behavior when he serves as committee
member is not supported.

However, with the mixing evidence about the independence of the compensation
committee, independent committee is still suggested to be more effective in
determining appropriate compensation in Taiwanese firms. This idea gives rise to the
following hypothesis:

H2. Presence of independent director in compensation committee is positively

related to pay to performance relation.

2.2.2. Board Overlapping

Directorship overlapping across boards has also been investigated by several
research, and those research have found mixing evidence. On the positive view,
reputation hypothesis is assumed that directors serving on larger board or board in

larger firm would attract directorships, and they are more likely to be active in

14



maintaining their reputation. The number of directors’ directorships has positive effect
on the quality of board they serve, and participation of directors with multiple
directorships on board is a sign of good governance (Shivdasani 1993; Ferris,
Jagannathan, and Pritchard 2003; Sun and Cahan 2009). For example, Shivdasani
(1993) investigated whether the differences in structure of equity ownership and
director of board lead to the incidence of hostile takeovers. The result indicated that
firm with directors who hold fewer directorships on board would be more likely to be
hostile takeover targets.

Ferris et al. (2003) tried to investigate the effect of director with multiple
directorships on corporate governance. In the analysis result, it presented that firm
performance has positive effect on directors’ number of directorship, and multiple
directorships do not have negative effect on subsequent performance. Additionally,
multiple directorships do not decrease the monitoring ability of directors. That is,
directors with multiple directorships participate in more board committees and attend
more committee meeting than other directors do. Moreover, they found that firm
experiences positive abnormal return after announcing directors with multiple
directorships. Implicitly, shareholders have sensed that participation of directors with
multiple directorships can increase the effectiveness of board. Also, Sun and Cahan
(2009) suggested that additional directorships would increase pay-to-performance
relation.

On the other side, the comment supporting the busyness hypothesis argued that

multiple directorships would shrink director’s ability of effectively monitoring. For
15



example, Core et al. (1999) examined the effect of corporate governance on CEO

compensation and firm performance. They contended that busy directors sitting on

board leads to CEO excess compensation and hence poor firm performance. Thus, it
should be seemed as signal of weak corporate governance.

Other two studies, Fich and Shivdasani (2006) and Jiraporn, Singh and Lee
(2009) extended the research of Ferris et.al (2003) but presented inconsistent evidence.
Fich and Shivdasani (2006) was inspired by the case of Ms. Chao who was President
George W. Bush’s cabindtThey examined whether the negative effect of busy
director on firm value exists in common firms. They defined busy director as those
directors who hold three or more than three directorships. The finding evidence
presented that the more busy directors sit on board, the poorer market performance
firms have. Furthermore, they pointed out that majority of busy directors on board
would be ineffective in removing CEO for poor performance. The result indicated that
multiple directorships contribute to ineffective corporate governance.

Jiraporn et al. (2009) examined the relation between multiple directorships and
directors’ monitoring ability. They found that the relation is a U-shaped curve. When
directors serve two or less boards, the relation between number of directorship and

number of committee participating is negative; directors serve more than two boards,

° The Wall Street Journal reported that legislation regulators tended to limit the number of board seats.
Coincidentally, Ms. Chao who was a nominee for President-elect George W. Bush’s cabinet was
featured as one of the 10 busiest directors among large U.S. corporations by the Journal. As expected,
she resigned 6 directorships upon her cabinet confirmation. And the cumulative abnormal returns of

these 6 firms were positive after the announcement.
16



the more directorships they hold, the more committees they participate in. While
according to their descriptive statistic result, about 88 percent of directors hold two or
less directorships, and therefore busyness hypothesis is more supported.

Overall, reflecting to the situation in Taiwan, board overlapping could lead
positive or negative effect on Taiwanese firms. On the positive side, because of
insufficient experts in the initial period of mechanism introduction, experts would
serve on multiple compensation committees and provide their experience to those
committees. Thus, the presence of directors with multiple directorships may increase
committee quality. On the opposite side, because establishing new compensation
policy would take much time, the directorships on multiple compensation committees
would make directors too busy to effectively monitor all firms. Hence, according to
those assumptions, the effect of multiple directorships is uncertain. Based on this idea,
the following hypothesis is developed:

H3. The pay-to-performance relation is expected to be different in companies

with a high proportion of director with multiple directorships on compensation

committee from in the lower ones.

2.2.3. Committee Overlapping

The meaning of overlapping here is defined in a narrow extent that directors may
simultaneously serve on various committees, especially common membership across
compensation and audit committee discussed in this paper. Prior studies have

presented that overlapping between compensation committee and audit committee
17



would lead to spillover effect to compensation committee and lead to more
appropriate and motivating compensation policy.

For example, Zheng and Cullinan (2010) tried to investigate the relation between
compensation structure and common membership across compensation committee
and audit committee. The findings indicated that overlapping would lead to increase
in stock-based compensation and decrease in option-based compensation. That is, the
knowledge of misstatement-inducing would spillover from audit committee to
compensation committee and therefore compensation committee tends to substitute
other incentive pay (e.g. stock-based pay) for the misstatement-inducing pay (e.g.
option-based pay).

In addition, according to the survey of Hermanson, Tompkins, Veliyath and Ye
(2012), some interviewees have remarked the spillover effect that overlapping would
lead to sharing the notion of risk between committees and therefore the committees
would adjust their monitoring action to prevent or deter managerial self-serving
behavior.

On the contrary, Laux and Laux (2009) employed analytical methodology to
demonstrate that higher task separation on board would improve corporate
governance. They found that compensation committee member would not sense the
cost of monitoring CEQO’s earning management behavior when they do not serve on
audit committee. Therefore, compensation committee would favor to pay CEO higher
performance-sensitive compensation, such as stock-based compensation. Furthermore,

they indicated that the increase of equity-based compensation does not necessarily
18



lead to more earning management because audit committee would adjust their
monitoring action for the compensation. Conclusively, task separation between

committees would increase the pay-performance relation and improve the governance
mechanism of board.

In the subsequent research, Liao and Hsu (2013) examined the effect of common
membership on compensation sensitivity and earning quality. They provided
empirical evidence that common membership would lead to lower pay-performance
relation and earning quality. In summary, common membership is examined to
decrease the quality of compensation committee and therefore pay-to-performance
relation in these research.

Overall, prior studies have showed that common membership could increase or
decrease quality of compensation committee. Based on the uncertain effect of
common membership, hypothesis on the effect of common membership between
committees on compensation committee quality is developed as following:

H4. The pay-to-performance relation is expected to be different in companies

with audit committee member on compensation committee from in those without.

19



3. Research Design
In this section, detailed description of the sample source, selection techniques,

research method, and variable measurement of this study are presented.

3.1. Sourcesand Sample

According to the legislator regulation, all listed companies on Taiwan Stock
Exchange (TSE) and GreTai Securities Market (GTSM) should have set the
compensation committee and disclosed the information of committee composition and
operation in the annual report before 2012. This study uses data from firms listed on
the TSE and GTSM, covering the period between 2010 and 2012. All data of
corporate governance and financial report are obtained from the Taiwan Economics
Journal (TEJ) database. The raw sample consists of 4,398 observations in Model 1. |
delete the observations from financial industry and those without available cash
compensation, compensation committee, or financial and market data that this study
needs and leave a final sample of 4,005 firm-years. In Model 1 in 2010 & 2011, | use
1,313 sample firms in 2010 and 1,348 in 2011 to investigate the effect of
compensation committee in the introduction year. While in Model 1 in 2010 & 2012, |
examine the effect of compensation committee in 2012, and | use data of 1,313
sample firms in 2010 and 1,344 in 2012. And 2,692 firm-years with compensation
committee are the observations for examining the effective compensation committee
composition in Model 2. The sample selection process and the detailed classification

and distribution of Model 1 and Model 2 are as follow:
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Table 1. Sampling Process

Model 1 = Modd 2

Raw sample of listed firm on TSE and GTSM (Firm year) 4,398 2,933

Less: Firms from financial industry 132 88
Lack of compensation information 199 117
Lack of market performance information 33 11
Lack of compensation committee information 17 17
\Voluntarily set compensation committée 12 8
Final sampleof listed firm on TSE and GTSM (Firm year) 4,005 2,692
Firm listed on TSE 2,216 1,483
2012 740 740
2011 743 743
2010 733 0
Firm listed on GTSM 1,789 1,209
2012 604 604
2011 605 605
2010 580 0
Model 1in 2010 & 2011 2,661
Mode 1in 2010 & 2012 2,657

% This paper focuses on the effect of mandatory compensation committee. Therefore, firms which
voluntarily set compensation committee are not included in sample. There are four firms(Z330-
3293805 ~ 3527 FE ~ 3702 K74 -K) setting compensation committee in board before the introduction

of legislation of compensation committee.
21



3.2. Research Design and Empirical M odel

This study investigates the effect of mandatory compensation committee on
compensation sensitivity. Referring to Sun and Cahan (2009), | develop Model 1 for
assessing the impact of mandatory compensation committee on pay-to-performance

relation is as followed:

Model 1:

In(CCOMP);; = By + B1ROE;; + B,CC;; + B3CC;; * ROE;; + B4RET;,
+BsBLOCKSHD;, + B¢FAM;, + B;MB;, + BsFSIZE,,
+industry dummies + €

where:
In(CCOMP);, = the logarithm of top managements’ average cash compensation (in
thousands of dollars) in firm i in year t;
ROE;, = earnings after tax before extraordinary items over average equity of
firm in in year t;
CC;; =the dummy variable of compensation committee of firm i in year t.
If compensation committee exists on board, it is equal to 1 and 0
otherwise;
CC;; * ROE;, = the return on equity of firm i in year t if there is compensation
committee on board;

RET;, =the stock return of firmiin year t;
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BLOCKSHD;; =the shareholding owned by outside blockholders of firm i in year t;
FAM;, = the dummy variable of family-controlled firm i in year t. If firm is
controlled by family, it is equal to 1 and O otherwise;
MB;, =the market-to-book ratio of firmiin year t;

FSIZE;, =the firm size of firmiin year t.

Referring to Conyon and Peck (1998), Vefeas (2003), Sun and Cahan (2009), and
Boyle and Roberts (2012), | develop the following model to examine the effect of

compensation committee composition on pay-to-performance relation:

Model 2:

In(CCOMP);; =yo+ V1ROE;; + y2ID;; + y3ID;; x ROE;; + y,MultiDir;
+ysMultiDir;, * ROE;; + y¢AC;; + Y7AC;; * ROE;;
+YgRET;; + YoBLOCKSHD;; + y10FAM;; + y11MB;
+Y12FSIZE;; + industry dummies + &

where:
In(CCOMP),;,;, = the logarithm of top managements’ average cash
compensation (in thousands of dollars) in firm i in year t;
ROE;, = earnings after tax before extraordinary items over average
equity of firm i in year t;
ID;, = participation of independent director in compensation
committee for firm i in year t. If any independent director sits
on compensation committee, it is equal to 1 and 0 otherwise;
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ID; « ROE;;, = the return on equity of firm i in year t if any independent
director serves in compensation committee;
MultiDir;, = the proportion of director with multiple directorships in
compensation committder firm i in year t;
MultiDir;, « ROE;; = interaction of the proportion of director with multiple
directorships in compensation committee with the return on
equity of firm i in year t;
AC;; = overlapping between compensation committee and audit
committee for firm i in year t. If any compensation committee
member sits on audit committee, it is equal to 1 and 0O
otherwise;
AC;; * ROE; = the return on equity of firm i in year t if any audit committee
member serves in compensation committee;
RET;, =the stock return of firm i in year t;
BLOCKSHD;, = the shareholding owned by outside blockholders of firm i in
year t;
MB;,; =the market-to-book ratio of firm i in year t;
FSIZE;; =the firm size of firm i in year t.
FAM;, = the dummy variable of family-controlled firm i in year t. If

firm is controlled by family, it is equal to 1 and O otherwise.
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3.3. Variables M easurements
3.3.1. Top Managements Cash Compensation: Dependent Variable

The compensation proxy is the total cash compensation of top management. | focus
on compensation of top management because top management has responsibility for
overall performance of the corporate. In addition, the compensation of top management
is what compensation committee primarily monitors. On the other side, | use the cash
compensation because compensation data, such as salary, cash bonus, and other cash
compensation is relatively accessible from TEJ Database. The information about value of
equity-based compensation is not available in Taiwan. Previous Taiwanese research of
Lin (2005) and Lee and Chen (2011) used cash compensation as compensation variable.
Moreover, Sun and Cahan (2009) explained that total cash compensation is a better proxy
for cash compensation than other component, i.e. salary only or bonus only. The reason is
that companies would compensate management for lower salary with higher bonus.
Hence, compensation was measured as summation of salary, cash bonus, and other cash
miscellaneous earnings of corporate top management (Lambert and Larcker 1987;
Conyon and Peck 1998; Anderson and Bizjak 2003; Sun and Cahan 2009; Lee and Chen
2011).

Since data of cash compensation are disclosed as the summation of cash
compensation of all president and vice presidents, cash compensation is estimated by
dividing total cash compensation by the number of presidents and vice presidents.
Additionally, for reducing heteroscedasticity, the logarithm of average cash

compensation is adopted as the compensation variable (Finkelstein and Hambrick 1989).
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3.3.2. Compensation Committee Variables

Compensation committee existence. To test Hypothesis 1, the interaction ©€
with ROE is included as testing variable in Model*'1.Moderator variable of
compensation committe€C) is equal to one if there is compensation committee on
board and zero otherwise. Main and Johnston (1993), Conyon and Peck (1998), Conyon
and He (2004), and Chalevas (2011) used this measure. The coefficieGtROE B3,
indicates how the relation between cash compensation and firm performance when
compensation committee exists. A significantly positive coefficient, for example, would

indicate that compensation committee improves pay-to-performance relation.

Independence. Previous research used several measurements to determine
independence of compensation committee, such as proportion of insider member,
outsider member, CEO, and CEO appointed director on committee. However, for
convenience in measurement, the participation of independent directors would be proxy
for committee independendé. D variable is equal to one when there is any
independent director serving on compensation committee and zero otherwise. Anderson
and Bizjak (2003) also used this measure. Hypothesis 2 indicates that independent

directors on compensation committee would improve pay to performance relation.

1 Market performance, e.gRET in this study, is not proxy for firm performance because market
performance would be affected by market noise.

12 The legislation of compensation committee regulates that insiders could serve on committee in the first
three implementation years. However, it is hard to identify insider or management-affiliated director
committee member, while it is easy to identify independent director according the disclosure in annual

report.
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Hence, the coefficient on interaction of independent director indicator with accounting

performancey;, is expected to be positive to support for Hypothesis 2.

Board Overlapping. Consistent with Core et al. (1999), Fich and Shivdasani
(2006), and Sun and Cahan (2009), director with multiple directorships is defined as
director who serves on three or more than three compensation committees, and the
MultiDir is estimated by the number of director with multiple directorships over
committee size. The proportion of director with multiple directorships in compensation
committee is expected to affect pay-to-performance relation in Hypothesis 3. The
coefficient on interaction of proportion of director with multiple directorships in
compensation committee and accounting performancg, is expected to be

significantly different from zero.

Committee Overlapping. This paper focuses on common membership between
compensation committee and audit committee for two reasons. First, compensation
committee and audit committee are more prevalent in Taiwanese firms than other board
committees. Second, compensation committee and audit committee are closely related
to each other. That is, audit committee oversees the financial reporting process and
compensation committee use the information of the report as performance measurement;
compensation decisions affect the risk which audit committee will bear. H&@Gdg,an
indicator that is equal to 1 if there is any audit committee member sitting on

compensation committee and zero otherwise. Liao and Hsu (2013) used this
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measurement. The pay-to-performance is also expected to be different if audit
committee member serves on compensation committee. Thus, the coefficient on
interaction of audit committee indicator with accounting performanege,is also

expected to be significantly different from zero to support for Hypothesis 4.
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3.3.3. Control Variables

I include a series of control variables in the regression analysis to account for
firm characteristics that influence compensation. Referring to previous empirical
research on compensation, | include measures of financial performance (the
accounting return of equityROE and the annual return on common stock, RET
ownership structure (the percentage of firm equity held in blocks of 5 percent or in
top ten blocks,BLOCKSHD, and family controlling indicatoFAM), investment
opportunity (market-to-book ratidylB), firm size (logarithm of total assetSIZE),
and industry dummy. To preclude the effect of outlier, all continuous variables are
winsorized in the highest and lowest 10% interval.

Financial performance is measured by accounting performaRed& and
market performanceRET. ROE s calculated by earnings before extraordinary items
divided by average shareholders’ equRET is estimated by geometric average of
monthly return on investment. According to the research about pay-to-performance
discussed in Section 2, the level of pay can be determined by function of firm
performance. In my study, the performance control variable is used to test whether top
management compensation is linked to firm performance (Vefeas 2003). The
coefficients on ROBNdRETare expected to be positive.

Ownership structure is measured using the sbhliely of blockholders,
BLOCKSHD and family controlling indicator, FAMBLOCKSHD is the sum of
shareholding of all blockholders. According to the report requirement of Taiwan,

blockholders are defined as those who hold more than 10% shareholding. And the
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definition is argued to be biased since the breach is so high that few of stockholders
would own more than 10% percent in large company (Huang, Chu, Chang, and Chen
2013). Thus, | define that blockholders are those who hold five or more than five
percent of shareholding or those who are listed as the top ten main shareholders in
annual report. The definition is conceptually similar to that in Mehran (18@®)on
and Peck (1998)Daily et al. (1998), Core et al. (1999%nderson and Bizjak2003).
Presence of larger blockholders, representing thermadly controlled firm, may
improve monitoring and corporate governance (Hambrick and Finkelstein 1995), and
thereforemore effectively control compensation decision kEistein and Hambrick
1989; Daily et al. 1998; Conyon and Peck 1998; Chalevas 2011). Therefore, the
coefficient on BLOCKSHDs expected to be negative.

According toevidence from Yeh, Lee, and Woidtke (2001), 76%lbTawan
listed firms are controlled by single family, and the family-controlled firm is more
prevalent than early years. Considering the special feature of firms in Taiwan, the
family controlling indicatorFAM, is included as control variabl® FAM is a binary
variable which equals one if firm is controlled by family and zero other#ser

Hong Kong research of Cheng and Firth (2006) showed that family members as

3 Firm is controlled by single family when:

(1) Members from single family serve as chair of board and president.

(2) More than 50 percent of board director are controlled by one family and the proportion of familiar
director and outside director are less than 33 percent.

(3) More than 33 percent of board director are controlled by one family and at least three member of
the family serve as directors or managers.

(4) Shareholdings owned by family are more than critical control level.
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managements are willing to receive less compensation because they can earn
substantial dividend from large shareholding. Teng and Lee (2012) argued that the
family-controlled firm would tend to pay family-related managers higher pay even
though firm doesn’t perform well. The insensitive compensation wdedive other
shareholders benefit. Owing to the contrary view of family controlled firm, coefficient

on FAMis expected to be different from zero.

In additional, Smith and Watts (1992) indicated that firms with more investment
opportunity pay CEO higher salarinvestment opportunityMB, is measured by
equity market value over equity book value presenting as growth opportunity.
Research o6mith and Watt§1992), Core et al. (1999), and Leone et al. (2Q3&d
the measure. According to the finding $fnith and Watt$1992), the coefficient on
MB is expected to be positive.

It is intuitive that large firms tend to pay high compensation to attract and retain
talented management. And the high pay in large firm reflects the return to complex
job (Baker, Jensen and Murphy 1988; Conyon and Peck 1998; Lee and Chen 2011).
Firm size,FSIZE is measured by logarithm of total asset in line with Anderson and
Bizjak (2003) andLiao and Hsu (2013). The coefficient &51ZEis expected to be
positive. Finally, to control the fixed industry effects|daadd the dummy variables

for each two-digit Standard Industrial Classification of R.O.C. industry.
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Table 2. Definitions of Variables

Variables L abel

Definition

Dependent Variables
Cash Compensation of In(CCOMP)

Top Managements

Cash Bonusof Top In(Bonus)

M anagements

Testing Variables

Introduction of CC
Compensation Committee

Committee Composition: ID
Independent Director

Committee Composition: MultiDir
Director with Multiple

Directorships

Cash compensation includes salary and cash bonesmdg® cash compensation is
estimated by total cash compensation for all directors divided by the number of top

managements. And the variable is the logarithm of average cash compensation.

Average cash bonus is estimated by cash bonus for all top managements divided by the

number of top managements. And the variable is the logarithm of average cash bonus.

If compensation committee is set in board, @&variable would be one, and zero,
otherwise.

If there is any independent director serving in compensation committee, WagidbDle
would be one, and zero, otherwise.

Director with multiple directorshipis defined as director who serves on three or more
than three compensation committees, and Muliaalculated by the number of

director with multiple directorshipgdivided by the size of compensation committee.
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(Continued)

Variables L abel Definition

Committee Composition: AC If there is any audit committee director serving in compensation committe®Cthe

Audit Committee Member variable would be one, and zero, otherwise.

Performance measurements

Return of equity ROE The ratio of earnings before extraordinary items divided by geeshareholders’ equity.

Return of asset ROA The ratio of earnings before interest, tax, depreciation, and amortization to average total
asset.

Firm characteristics

Return of stock RET The geometric average of monthly return on commocksinvestment.

Blockholdersshareholding BLOCKSHD Shareholding owned by outside blockholders who own more than 5% of shareholding or
are listed as top ten main shareholders in annual report.

Family Controlled FAM If the firm is controlled by single family, the variable would be one and zero, otherwise.

I nvestment Opportunity MB Market value of average equity divided by book value of common equity.

Firm Size FSIZE The natural logarithm of total asset in the end of the year.
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4. Descriptive Statistics and Empirical Results
4.1. Descriptive Statistics and Other Analyses

Table 3, Panel A summarizes the descriptive statistics of variables included in
Model 1 in 2010 & 2011 which examines the effect of compensation committee in the
first implementation year. These managements’ mean cash compensation is equal to
2,914 thousand NT dollars. The mean value of accounting return of equity is 6.93 and
the mean value of stock return is -6.19. The percentage of ownership of all outside
blockholders has a mean of approximately 20.23% of the outstanding equity. In
addition, 62% of Taiwanese firms are controlled by single family, and the result is
consistent with Yeh et al. (2001). The sample has an average market-to-book ratio of
1.64 and a mean firm size, measured by logarithm of total asset, of 15.26.

Panel B of Table 3 partitions the sample in two groups based on whether firm has
compensation committee. There are 1,348 observations with compensation committee
and 1,313 observations without compensation committee. | find that in the
implementation year firms have significantly (at the 1 percent level) lower investment
opportunity. In addition, firms in 2011 have significant lower return of equity (5.2268
vs. 8.6874, significant at the 1 percent level) and lower stock return (-25.7320 vs.
13.8654, significant at the 1 percent level). However, the univariate results do not
provide any evidence that presence of compensation committee is significantly related
to pay-to-performance relation.

Table 3, panel C shows the result of Pearson Correlations coefficients between

dependent variable and independent variables. The result reveals that cash
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compensation is significantly related to all independent variables, except
compensation committee dummy variable, and all variables are not correlated to other
variables. The highest correlation is between return of eqR®E( with interaction

variable CC*ROB (r=0.6809, p<0.05).
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4§ R
Table 3. Descriptive Statistics and Other Information of Model 1in 2010& 2011 @
0

Panel A: Descriptive statistics N L o

CCOMP 2,661 2.914 2114 215 1,725 2 422 3446 25506

ROE 2,661 6.93 15.96 -64.23 1.52 8.42 15.53 48.37

CC*ROE 2,661 2.65 11.82 -64.23 0 0 7.02 41.71

BLOCKSHD 2,661 20.23 11.31 2.77 12.01 18.20 26 59.77

MB 2,661 1.64 1.18 0.34 0.90 1.32 1.97 8.29
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< @ilE
Panel B: Univariate analysis 4 / X ,

Variables M ean sSD M ean SD t-test )

In(CCOMP) 7.7947 0.6307 7.7815 0.6155 -0.5467 0.5846

RET -25.7320 27.4948 13.8654 47.0300 26.5967 0.0000

FAM 0.6172 0.4862 0.6230 0.4848 0.3075 0.7585

FSIZE 15.2687 1.4290 15.2435 1.4179 -0.4575 0.6473
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Panel C: Pearson correlations

In(CCOMP) (1) 1.0000

ROE (2) 0.2696 1.0000

cC@3) 0.0106  -0.1085  1.0000

CC*ROE (4) 0.1802 0.6809 0.2210 1.0000

RET (5) 0.0425 0.3765 -0.4584 0.0939 1.0000

BLOCKSHD (6) -0.1686 -0.0439 0.0306 -0.0270  0.0942 1.0000

FAM (7) -0.1002 0.0000 -0.0060 0.0124  0.0425 0.1501 1.0000

MB (8) 0.0561 0.2259 -0.2642 0.0570 04171 0.1282 -0.0462 1.0000

FSIZE (9) 0.4421 0.1949 0.0089 0.1217 0.0389 -0.1011 0.0383 -0.1436 1.0000

Note: 1. CCOMP is average total cash compensation of topg®a@ia thousands of NT dollars.

2. Variable definitions are presented in Table 2.
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Descriptive statistics of variables in Model 1 in 2010 & 2012 which tests the effect
of compensation committee in the second year is presented in Table 4, Panel A. These
managements’ mean cash compensation is equal to 2,951 thousand NT dollars. The
mean value of accounting return of equity is 6.12 which is similar to that of Model 1 in
2010 & 2011. But the mean value of stock return (15.40) is significantly higher than
that in Model 1 in 2010 & 2011. The mean of percentage ownership of all outside
blockholders, percentage of family-controlled firm, mean of market-to-book ratio, and
the average firm size are similar to those in Model 1 in 2010 & 2011.

Panel B of Table 4 also partitions the sample in two groups based on whether firm
has compensation committee. There are 1,344 observations with compensation
committee and 1,313 observations without compensation committee. | find that in the
secondary implementation year, 2012, firms also have significant lower return of equity
(3.6065 vs. 8.6874, significant at the 1 percent level). But the stock return is higher in
2012 (16.9010 vs. 13.8654, significant at the 1 percent level). However, the univariate
results of Model 1 in 2010 & 2012 also do not provide any evidence that presence of
compensation committee is significantly related to pay-to-performance relation.

The result of Pearson Correlations coefficients between dependent variable and
independent variables is showed in Panel B. The result is similar with Model 1 in 2010
& 2011 which reveals that cash compensation is significantly related to all independent
variables, except compensation committee dummy variable, and all variables are not
correlated to other variables. The highest correlation is between return of &DEy (

with interaction variableGC*ROE) (r=0.7199, g0.05).
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A Vo
Table 4. Descriptive Statistics and Other Information of Model 1in 2010 & 2012 @
0

Panel A: Descriptive statistics N L o

SHepEeIer

CCOMP 2,657 2,951 2,148 14.67 1,748 2,444 3,476 | .25,506

ROE 2,657 6.12 16.88 -85.30 0.91 7.71 14.94 48.37

CC*ROE 2,657 1.82 12.77 -85.30 0 0 5.82 46

BLOCKSHD 2,657 20.33 11.18 2.77 12.08 18.30 26.28 57.36

MB 2,657 1.73 1.28 0.40 0.95 1.38 2.06 8.47
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< @ilE
Panel B: Univariate analysis 4 / X ,

Variables M ean sSD M ean SD t-test )

In(CCOMP) 7.8203 0.6254 7.7815 0.6155 -1.6111 0.1073

RET 16.9010 35.7776 13.8654 47.0300 -1.8752 0.0609

FAM 0.6198 0.4856 0.6230 0.4848 0.1704 0.8647

FSIZE 15.2839 1.4417 15.2435 1.4179 -0.7280 0.4467




Panel C: Pearson correlations

In(CCOMP) (1) 1.0000

ROE (2) 0.2415 1.0000

cC@3) 0.0313  -0.1505  1.0000

CC*ROE (4) 0.1553 0.7199 0.1413 1.0000

RET (5) 0.0383 0.3647 0.0364 0.2586 1.0000

BLOCKSHD (6) -0.1641 -0.0015 0.0395 0.0311 0.0855 1.0000

FAM (7) -0.1123 -0.0104 -0.0033 -0.0013  0.0406 0.1568 1.0000

MB (8) 0.0655 0.1898 -0.1754 0.0615 0.3112 0.1141 -0.0490 1.0000

FSIZE (9) 0.4412 0.1804 0.0141 0.1099 0.0366 -0.0860 0.0346 -0.1431 1.0000

Note: 1. CCOMP is average total cash compensation of topg®a@ia thousands of NT dollars.

3. Variable definitions are presented in Table 2.
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The descriptive statistic and Pearson Correlation result of Model 2 are presented in
Panel A and B of Table 5. The sample tested in Model 2 is from the subgroup with
compensation committee in Model 1 in 2010 & 2011 and 1-2. Hence, the descriptive
statistic result is the consistent with the average of subgroup in Model 1 in 2010 & 2011
and 1-2 with compensation committee. Approximately 58.14 percent of the observations
set independent director in their boatti,and the result is similar to the result of Liao
(2013)*® On average, 16.06 percent of the directors on the compensation committee are
director with multiple directorships. And about 5.83 percent of observations have audit
committee member serving on compensation committee. Outside blockholders hold
20.6716 percent of outstanding equity, and about 61.85 percent of observations are
controlled by family. The mean value of market-to-book ratio is 1.4224 and the mean
value of firm size, measured by total asset, is 15.2763.

In Panel B, the Pearson Correlation result indicates that most of the coefficients are
low. In addition, the result shows that cash compensation is significantly related to
individual independent variables. Additionally, the presence of independent director,
director with multiple directorships, or audit committee member on compensation
committee would increase the association between accounting performance and market

performance respectively (r=0.1652, p<0.05; r=0.1897, p<0.05; r=0.06025).

* In the regulation of Taiwan, if there is any independent director serving on board, at least one
independent director should serve in compensation committee and be nominated as chairman of
committee.

!> Liao (2013) indicated that 63.2 percent of listed firms in Taiwan set independent director in their

board.
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Table 5. Descriptive Statistics and Other Information of Model 2 A

Panel A: Descriptive statistics

CCOMP 2.692 2.972 2.152 15 1,762 2.462 3526 24,255

ROE 2,692 4.4179 17.0226 -85.3 0.15 6.32 13.22 46

ID*ROE 2,692 2.7287 13.4436 -85.3 0 0 8.94 46

MultiDir* ROE 2,692 0.8781 4.4442 -39.5867 0 0 0.9633 30.59

AC*ROE 2,692 0.2841 4.0753 -49.52 0 0 0 46

BLOCKSHD 2,692 20.6716 11.5485 2.89 12.26 18.62 26.57 59.77

MB 2,692 1.4224 1.1077 0.34 0.78 11 1.67 8.47
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Panel B: Pearson correations

IN(CCOMP) (1)  1.0000

“Qiggﬁ@jpﬂfﬂ-’"

ROE (2) 0.2306 1.0000

ID (3) 0.0494 0.0191 1.0000

ID*ROE (4) 0.1652 0.7696 0.1723 1.0000

MultiDir (5) 0.1699 0.0417 0.0451 0.0435 1.0000

MultiDir *ROE (6) 0.1897 0.5158 0.0304 0.3932 0.3087 1.0000

AC (7) 0.1259 0.0066 0.2112 0.0397 0.0559 -0.0062 1.0000

AC*ROE (8) 0.0612 0.2225 0.0592 0.2905 -0.0009 0.1648 0.2802 1.0000

RET (9) 0.0763 0.3286 -0.0397 0.2561 -0.0047 0.1829 0.0192 0.1029 1.0000
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(Continued)

(1) ¢ 3 (4) 5) (6) (7) (8) ) (10) (11) (12) (13)
BLOCKSHD (10) -0.1597 -0.0048 -0.0705 -0.0406 -0.1155 -0.0101 -0.0565 0.0507 0.0853 1.0000
0.0000 0.8030 0.0003 0.0354 0.0000 0.6001 0.0033 0.0085 0.0000
FAM (11) -0.1075 0.0087 -0.1580 -0.0192 -0.0009 0.0317 -0.1374 0.0071 0.0042 0.1567 1.0000
0.0000 0.6525 0.0000 0.3206 0.9641 0.0997 0.0000 0.7135 0.8279 0.0000
MB (12) 0.0828 0.1544 0.1234 0.2072 0.0054 0.1824 0.0753 0.1994 0.3791 0.1560 -0.0644 1.0000
0.0000 0.0000 0.0000 0.0000 0.7796 0.0620 0.0001 0.0000 0.0000 0.0000 0.0008
FSIZE(13) 04462 0.1609 -0.1137 0.0815 0.2441 0.1367 0.0963 0.0080 0.0101 -0.0769 0.0366 -0.1277 1.0000
0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.6766 0.6018 0.0001 0.0577 0.0000
Note:

1. CCOMP is average total cash compensation of top managers in thousands of NT dollars.

2. Variable definitions are presented in Table 2.
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4.2. Empirical Results

The empirical results of Model 1 in 2010 & 2011 are presented in Table 6.
Column 1 displays the results of the effect of mandatory compensation committee on
pay to performance relation for the whole sample. | find that in the implementation
year compensation committee has no significant relationship with compensation
sensitivity (B,4 =0.0000, p=0.984). For firms with favorable performance or
unfavorable performance, there is also no evidence to support that compensation
committee improves pay-to-performance relatiéh,€0.0039,p=0.117; ;,=-0.0018,
p=0.521). In addition, Table 7 also indicates that in the second implementation year,
compensation committee is not significantly related to pay-to-performance relation no
matter in all firms or in firms with favorable or unfavorable performance
(B21=-0.0014, p0.255; B;,=-0.0004, p=0.881; B;;=-0.0037, p=0.131). Overall,
there is no evidence that supports Hypothesis 1 that compensation committee

increases compensation sensitivity in the first two implementation years.
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Table 6. Regression Results of Model 1in 2010 & 2011: I mpacts of Compensation Committee Existence on Pay-Perfor mance Relation

In(CCOMP);, = Bo + B11ROE;;, + B12CCi, + B13CC;; * ROE;; + B14RET;, + B1sBLOCKSHD,, + B1sFAM;, + B17MB;, + B1gFSIZE,, + industry dummies + &

Model 1in 2010 & 2011 ROE>0 ROE<0
Variable Predicted Sign Coefficient p Predicted Sign Coefficient p Predicted Sign Coefficient p
I ntercept ? 4.7140**  0.000 ? 4.9350*** 0.000 ? 4.0618**  0.000
ROE + 0.0073***  0.000 + 0.0098***  0.000 + 0.0021  0.375
CcC - 0.0490**  0.046 - 0.0043 0.913 - 0.0082 0.908
CC*ROE T 0.0000 0.984 + 0.0039 0.117 T 0.0018 0.521
RET + -0.0004 0.220 + 0.0000 0.963 + -0.0027*** 0.002
BLOCKSHD - -0.0045***  0.000 - -0.0058***  0.000 - -0.0005  0.795
FAM ? -0.0873***  0.000 ? -0.0790***  0.001 ? -0.1103**  0.035
MB + 0.0463***  0.000 + 0.0245**  0.075 + 0.0300 0.218
FSIZE + 0.1945**  0.000 + 0.1842*** 0.000 + 0.2153***  0.000
I ndustry dummy Included Included Included
Sample Size 2,661 2,137 524
Adjusted R? 30.03% 26.80% 33.63%
F-Value 34.58*** 24.01%** 9.55%**

Note: 1. Variable definitions are presented in Table 2.

2. *, ** and*** correspond to 10%, 5%, and 1% significance levels, respectively.
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Table 7. Regression Results of Model 1in 2010 & 2012: I mpacts of Compensation Committee Existence on Pay-Perfor mance Relation in

2010 & 2012

ln(CCOMP)lt = ﬁo + ﬁ21ROEit + ﬁzzccit + ﬁ23CCit * ROEit + ﬁ24RETit + ﬁszLOCKSHDlt + ﬁZGFAMit + ﬁ27MBit + ﬁngSIZEit + industry dummies + ¢

Model 1in 2010 & 2012

ROE>0

ROE<0

Variable
I ntercept
ROE
CcC
CC*ROE
RET
BLOCKSHD
FAM
MB
FSIZE
I ndustry dummy

Sample Size
Adjusted R?
F-Value

Predicted Sign
?
+

Coefficient
4.7168***
0.0075***
0.1030***
-0.0014
-0.0008***
-0.0048***
-0.0917***
0.0527***
0.1970***

Included

2,657
30.26%
34.89***

Y
0.000

0.000
0.000
0.255
0.007
0.000
0.000
0.000
0.000

Predicted Sign Coefficient

?
+

4.8358***
0.0093***
0.0818
-0.0004
-0.0005
-0.0062***
-0.0975***
0.0421**
0.1930***

Included

2,092
27.24%
24.02%**

p Predicted Sign Coefficient  p

0.000 ?
0.000 +

0.034

0.881 +

0.146

0.000 -

0.000 ?
0.001 +

0.000 +

4.3253**  0.000
0.0030  0.186
0.2293***  0.000
0.0037  0.131
-0.0024*** 0.001
-0.0003  0.864
-0.596 0.208
0.0484*  0.020
0.1984***  0.000
Included
565
32.99%
9.68***

Note: 1. Variable definitions are presented in Table 2.
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The regression results of Model 2 are presented in Table 8. No evidence shows that
presence of independent director on compensation committee increases pay-performance
relation (y;=-0.0023,p=0.063). While in favorable performance firm, the participation
of independent director is significantly positively related to the compensation sensitivity,
supporting Hypothesis 2y£=0.0105,p=0.000). Comparatively, the relation cannot be
found in unfavorable performance firm,E-0.0050,p=0.025). The evidence of positive
effect of independence is consistent with Newman and Mozes (1999) and Vafeas (2003).
Especially, Newman and Mozes (1999) found the effect of independence through
opposite evidence that insiders would compensate CEO more for loss of granted stock
option when firm experiences unfavorable stock performance.

In addition, the result shows that directors with multiple directorships would
significantly increase compensation sensitivijy=0.0059, p=0.039), which supports
Hypothesis 3. In favorable performance firm, the presence of director with multiple
directorships has the same positive effect on committee quality.0186,p=0.002).

The evidence is in line with the research of Shivdasani (1993), Ferris et al. (2003), and
Sun and Cahan (2009) Those studies pointed out that director with multiple directorships
bring experience and information to board and are more likely to be active in
participating in board or committee to maintain their reputation. Therefore, the
assumption that the presence of director with multiple directorship is a sign for good
corporate governance is supported in my finding.

Moreover, | find that there is no evidence that participation of audit committee

member on compensation committee is related to compensation sensitivity to support the
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hypothesis even in favorable performance firm,#£-0.0001, p=0.959;y;=-0.0053,
p=0.333;y5=0.0051, p9.417)

The results of control variables, excdpET, are consistent with expected results
and are similar in both Model 1 and Model 2. In ModelRET is significantly and
negatively related to cash compensati®j+(0.0002, p=0.002) while it is not significant
in Model 2 (y;=0.0004,p=0.162) Compared with the positive relation betwde@E
and compensation, the result BET indicates that boards put more emphasis on
accounting performance than market performance in determining top managers cash
compensation. Compensation is decreasing with the percentage of outstanding equity
blockholders. The result is consistent with previous research showing that presence of a
larger blockholders, representing the externally controlled firm, may lead to improved
monitoring and corporate governance (Hambrick and Finkelstein Fi8kelstein and
Hambrick 1989; Daily et al. 1998; Conyon and Peck 1998; Chalevas 2011). Consistent
with Cheng and Firth (2006), family-controlled firms pay top management with less
compensation because management would earn substantial dividend from large
shareholding. The market-to-book ratio is positively related to cash compensation. The
result supports Smith and Watts (1992) which indicated that executives are more paid in
firms with greater investment opportunity. The firm size is also positively related to
compensation. The result is consistent with previous research that large firms tend to pay
high compensation to attract and retain management (Baker, Jensen and Murphy 1988;

Conyon and Peck 1998; Lee and Chen 2011).
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Table 8. Regression Results of Model 2: Impacts of Composition of Compensation Committee on Pay-Perfor mance Relation

ln(CCOMP)u =Yoo+ YIROEit + YZIDit + y31Dit * ROEit + Y4MultiDirit + Y5MultiDirit * ROEit + YGACit + Y7Acit * ROEit + yBRETit + Y9BLOCKSHDlt

+Y10FAM;; + y11MB; + Y12 FSIZE;; + industry dummies + &

Model 2

ROE>0

ROE<O0

Variable
| ntercept
ROE
ID
ID*ROE
MultiDir
MultiDir *ROE
AC
AC*ROE
RET
BLOCKSHD
FAM
MB
FSIZE
I ndustry dummy
Sample Size
Adjusted R?
F-Value

Predicted Sign Coefficient

?
+

4.6832***
0.0067***
0.0145
-0.0023*
0.0416
0.0059**
0.0962**
-0.0001
0.0001
-0.0048***
-0.0799***
0.0615***
0.1988***
Included
2,692
30.90%
32.67***

p
0.000

0.000
0.583
0.063
0.380
0.039
0.042
0.959
0.811
0.000
0.000
0.000
0.000

?
+

+

)

Predicted Sign Coefficient

5.0443***
0.0025
-0.1506***
0.0105***
-0.1253
0.0186***
0.1900**
-0.0053
-0.0001
-0.0068***
-0.0824***
0.389**
0.1879***
Included
2,031
28.73%
22.53***

p
0.000

0.295
0.000
0.000
0.134
0.002
0.025
0.333
0.785
0.000
0.001
0.016
0.000

Predicted Sign
?

+

Coefficient
3.8617***
0.0074
0.0462*
-0.0050
0.0410
0.0004
0.1562
0.0051
0.0004
-0.0011
-0.0421
0.0384
0.2278***
Included
661
36.15%
11.38***

p
0.000

0.000
0.435
0.025
0.738
0.939
0.218
0.417
0.577
0.517
0.344
0.104
0.000

Note: 1. Variable definitions are presented in Table 2.

2. *, ** and*** correspond to 10%, 5%, and 1% significance levels, respectively.



5. Additional Analysis

| test whether effect of compensation committee on pay-performance relation
changes if using alternative accounting performance and compensation component in
additional analyses. Accounting performance measurenREDE in main test, is
replaced forROA which is measured by earnings before interest, tax, depreciation,
and amortization over average total asset. Compensation of top management
(CCOMBP is substituted by bonus of top managemeBGBNUS). Instead of salary,
bonus is adopted as subtitution for total compensation is that bonus is more sensitive

to performance than salary.

Figure 1. Frame of models

Top Managements
Cash . Additional
Main .Iy Compensation {alysis 1&2
ROE Compensation \ ROA

Committee

—

Additional
Analysis 3&35

Additional
Analysis 4&6

Top Managements
Cash Bonus

The descriptive statistic and regression result of Additional Analysis 1-1 which

examines the effect of compensation on relation betva@®MP and ROAIn the
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first implementation year are presented in Table 9 and Table 12. Samples used in this
test are the same as Model 1 in 2010 & 2011. Therefore, the descriptive statistic result
is consistent, except the variablB)A andCC*ROA While as the regression result
presented in Table 12, there is no significant evidence that compensation committee
would increase the association betw&HDA and compensation of top management
(B13=0.0024, p=0.301) even in firms with favorable performanc@;{=0.0018,
p=0.553) The result of other control variables is in linghathe result in Model 1 in

2010 & 2011.

54



Table 9. Descriptive Statistics of Additional Analysis 1-1 (2010 & 2011) ; ' A \((i*_
L_ 5 \EA T
Descriptive statistics g- = N

CC*ROA 2,661 4.35 7.63 -17.57 0 0 8.35 33.57

BLOCKSHD 2,661 20.23 11.31 2.77 12.01 18.20 26 59.77
MB 2,661 1.64 1.18 0.34 0.9 1.32 1.97 8.29
Note:

1. CCOMP is average total cash compensation of top managers in thousands of NT dollars.

2. Variable definitions are presented in Table 2.

55



Table 12. Regression Results of Additional Analysis 1-1: Impacts of Compensation Committee Existence on Relation between Cash

Compensation of Top Management and ROA

ln(CCOMP)lt = ﬁo + ﬁ11ROAit + ﬁuCCl-t + ﬁ13CCit * ROAit + ﬁ14RETit + ﬁlsBLOCKSHDlt + ﬁlGFAMit + ﬁ17MBit + ﬁlgFSIZEit + industry dummies + ¢

Additional Analysis1-1

ROA>0

ROA<O

Variable
I ntercept
ROA
CcC
CC*ROA
RET
BLOCKSHD
FAM
MB
FSIZE
I ndustry dummy

Sample Size
Adjusted R?
F-Value

Predicted Sign
?

+

Coefficient
4,7182***
0.0140***
0.0227
0.0024
-0.0003
-0.0045%**
-0.0925***
0.0283***
0.1923***

Included

2,661
30.93%
36.04***

Y
0.000

0.000
0.468
0.301
0.413
0.000
0.000
0.008
0.000

Predicted Sign Coefficient

?
+

4.6790***
0.0178***
0.0408
0.0018
0.0000
-0.0044***
-0.0814***
0.0190
0.1929***

Included

2,370
28.23%
28.40***

p

0.000

0.000

0.325

0.553

0.927

0.000
0.000
0.153
0.000

Predicted Sign Coefficient p

4.3753***  0.000
0.0108 0.265

-0.1435 0.149
-0.0019 0.866

-0.0019**  0.041
-0.0033 0.191
-0.2022*** 0.003
0.0046 0.847

0.2143**  0.000

Included

291
37.32%
7.17%*

Note: 1. Variable definitions are presented in Table 2.
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While the descriptive statistic and regression result of Additional Analysis 1-2 are
presented in Table 10 and Table 13. The descriptive statistic result, except the
variables,ROA and CC*ROA, is in line with Model 1 in 2010 & 2012. Table 13
indicates that there is no significant evidence that compensation committee would
increase the association betwe®OA and compensation of top management
(B,3=-0.0002,p=0.931; B,5=-0.0015,p=0.609; f55=-0.0085,p=0.416) According
to the result of Additional Analysis 1-1 and 1-2, there is no evidence that

compensation committee has positive effect on pay-to-performance relation.
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Table 10. Descriptive Statistics of Additional Analysis 1-2 (2010 & 2012)

Descriptive statistics

Variables
CCOMP
In(CCOMP)
ROA

CC

CC*ROA
RET
BLOCKSHD
FAM

MB

FSIZE

N
2,657
2,657
2,657
2,657
2,657
2,657
2,657
2,657
2,657
2,657

Mean
2,951
7.80
9.00
0.51
3.87

15.40

20.33
0.62
1.73

15.26

SD

2,148

0.62
8.90
0.50
7.34
41.74
11.18
0.49
1.28
1.43

Min
14.67
2.69
-21.32
0
-21.32
-53.98
2.77
0
0.40
12.29

Q1
1,748
7.47
3.91
0
0
-10.40
12.08
0
0.95
14.27

Q2
2,444

7.80
8.49

7.63

18.30

1.38
15.07

Q3
3,470
8.15
14.29

7.28
31.40
26.28

2.06
16.07

Max
25,506
10.15
34.32

32.55
229.19
57.36

8.47
19.79

Note:

1. CCOMP is average total cash compensation of top managers in thousands of NT dollars.

2. Variable definitions are presented in Table 2.
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Table 13. Regression Results of Additional Analysis 1-2: Impacts of Compensation Committee Existence on Relation between Cash

Compensation of Top Management and ROA

ln(CCOMP)lt = ﬁo + ﬁ21ROAit + ﬁzzccit + ﬁ23CCit * ROAit + ﬁ24RETit + ﬁszLOCKSHDlt + ﬁZGFAMit + ﬁ27MBit + ﬁngSIZEit + industry dummies + ¢

Additional Analysis 1-2

ROA>0

ROA<O

Variable
I ntercept
ROA
CcC
CC*ROA
RET
BLOCKSHD
FAM
MB
FSIZE
I ndustry dummy

Sample Size
Adjusted R?
F-Value

Predicted Sign Coefficient

?
+

4.7030***
0.0138***
0.0917***
-0.0002
-0.0006
-0.0047***
-0.0956***
0.0372***
0.1951***

Included

2,657
30.65%
35.52%**

Y
0.000

0.000
0.002
0.931
0.030
0.000
0.000
0.000
0.000

Predicted Sign Coefficient

?
+

4.6696***
0.0164***
0.1189***
-0.0015
-0.0004
-0.0053***
-0.1014***
0.0377***
0.1975***

Included

2,335
28.76%
28.71***

p Predicted Sign Coefficient

0.000 ?
0.000 +
0.003 -
0.609 +
0.144 +
0.000 =
0.000 ?
0.002 +
0.000 +

4.5583***
0.0036
-0.0945
-0.0085
-0.0014*
-0.0013
-0.0759
-0.0167
0.1912***

Included

322
23.51%
4.40%%

Y
0.000

0.721
0.323
0.461
0.089
0.615
0.260
0.429
0.000

Note: 1. Variable definitions are presented in Table 2.
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Additional Analysis 2 examines whether composition of compensation
committee would influence the relation betwe@G@OMP and ROA The result of
descriptive statistic is presented in Table 11 and Table 14. Table 14 reports that there
is no significant evidence supporting the hypothesis that independent directors or
directors with multiple directorships would increase or affect the compensation
sensitivity. Rather, the result indicates that in firms with unfavorable performance, the
participation of audit committee member increases pay-to-performance relation and
supports Hypothesis 4. The evidence is partly consistent with Zheng and Cullinan
(2010) and Hermanson et al. (2011) which indicated that common membership lead to
knowledge spillover and therefore effective compensation committee. Results of other

control variables are similar to that in Model 2.
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Table 11. Descriptive Statistics of Additional Analysis 2

Descriptive statistics

Variables
CCOMP
In(CCOMP)
ROA
ID
ID*ROA
MultiDir
MultiDir * ROA
AC
AC*ROA
RET
BLOCKSHD
FAM
MB
FSIZE

N
2,692
2,692
2,692
2,692
2,692
2,692
2,692
2,692
2,692
2,692
2,692
2,692
2,692
2,692

Mean
2,972
7.8075
8.1275
0.5814
5.2157
0.1606
1.4510
0.0583
0.5485
-4.4472
20.6716
0.6185
1.4224
15.2763

SD
2,152
0.6281
8.8440
0.4934
8.4638
0.2371
3.3060
0.2344
3.2105
38.3640
11.5485
0.4858
1.1077
1.4351

Min
15
2.6856
-21.32
0
-21.32
0
-14.2133
0
-17.57
-73.5855
2.89
0
0.34
12.2913

Q1
1,762
7.4744
3.315

0
-32.2464
12.26
0
0.78
14.2775

Q2
2,462
7.8085
7.615

0.155

-7.6463
18.615
1
11
15.0778

Q3 Max
3,526 24,255
8.1678  10.0964
13.24 33.57
1 1
10.21 33.57
0.3333 1
1.9654 33.55
0 1
0 33.57
15.6278  159.8555
26.57 59.77
1 1
1.67 8.47
16.1044  19.7854

Note:

1. CCOMP is average total cash compensation of top managers in thousands of NT dollars.

2. Variable definitions are presented in Table 2.
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Table 14. Regression Results of Additional Analysis 2: Impacts of Composition of Compensation Committee on Relation between Cash
Compensation of Top Management and ROA
In(CCOMP);; = yo + Y1ROA;; + y,1ID;; + y3ID;, * ROA;, + yoMultiDir;, + ysMultiDir;, » ROA;; + y¢AC;; + yY7AC;, * ROA;; + YgRET;, + yoBLOCKSHD;

+Y10FAM;; + y11MB; + Y12 FSIZE;; + industry dummies + &

Additional Analysis 2 ROA>0 ROA<0

Variable Predicted Sign Coefficient p Predicted Sign Coefficient p Predicted Sign Coefficient p
| ntercept ? 4.8012** 0.000 ? 4.8525***  0.000 ? 3.7537*** 0.000
ROA T 0.0184***  0.000 + 0.0131***  0.000 T 0.0078 0.311
ID - 0.0623 0.034 - -0.0903**  0.027 - 0.1386 0.104
ID*ROA + -0.0081*** 0.001 + 0.0037 0.263 + -0.0152* 0.065
MultiDir ? 0.0389 0.530 ? 0.0311 0.702 ? -0.0289 0.887
MultiDir *ROA ? 0.0029  0.545 ? 0.0013 0.828 ? -0.0104 0.633
AC ? 0.0499 0.411 ? 0.0790 0.324 ? 0.3831** 0.037
AC*ROA ? 0.0060  0.145 ? 0.0023 0.654 ? 0.0429** 0.047
RET + 0.0002 0.429 + -0.0001 0.685 + 0.0008 0.258
BLOCKSHD - -0.0039***  0.000 - -0.0049***  0.000 - -0.0047** 0.042
FAM ? -0.0954*** 0.000 ? -0.0963***  0.000 ? -0.0545 0.378
MB + 0.0045*  0.087 + 0.0423***  0.002 + 0.0013 0.657
FSIZE + 0.1892***  0.000 + 0.1916**  0.000 + 0.2140*** 0.000
I ndustry dummy Included Included Included
Sample Size 2,693 2,324 369
Adjusted R? 33.28% 31.41% 42.86%
F-Value 34.83*** 27.54*** 7.62%**

Note: 1. Variable definitions are presented in Table 2.

2. *, ** and*** correspond to 10%, 5%, and 1% significance levels, respectively.



In the following analyses, | examine the effect of compensation committee on
association between cash bonus of top management and two accounting performance
respectively-ROEandROA Alternatively stated, Additional Analysis 3-1, 3-2, and 4
examine the effect of existence of compensation committee on director compensation
sensitivity toROE or ROA Additional Analysis 5-1, 5-2, and 6 test the impact of
committee composition on director compensation sensitivitR@E or ROA As
presented in Table 15, the observations in these analyses are not the same as those in
previous analysis because of replacement for cash bonus. There are 2,099
observations in Analysis 3-1 (4-1) which examines the effect of compensation
committee on relation between cash bonus &ROE (ROA in the first
implementation year; 2,100 observations are obtained in Analysis 3-2 (4-2) to test the
effect of compensation committee in the second implementation year. In Analysis 5 &

6 respectively test the effect of the committee composition on relation between cash

bonus and ROBr ROA and 2,137 observations are obtained in these two analyses.
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Table 15. Sampling Process of Additional Analysisfor Cash Bonus

Analysis 3 & 4 Analysis5 & 6

Raw sample of listed firm on TSE and GTSM (Firm year) 4,398 2,933
Less: Firms from financial industry 132 88
Lack of compensation information 1,036 672

Lack of accounting performance information 0 0

Lack of market performance information 33 11

Lack of compensation committee information 17 17
\Voluntarily set compensation committée 12 8

Final sampleof listed firm on TSE and GTSM (Firm year) 3,168 2,137
Firm listed on TSE 1,821 1,226

2012 612 612

2011 614 614

2010 595 -

Firm listed on GTSM 1,347 911

2012 457 457

2011 454 454

2010 436 -

Additional Analysis 3-1 & 4-1 (2010 & 2011) 2,099 -
Additional Analysis 3-2 & 4-2 (2010 & 2012) 2,100 -

' This paper focuses on the effect of mandatory compensation committee. Therefore, firms which voluntarily set
compensation committee are not included in sample. There are four firms&Z&38 - 3293505 ~ 35275 F% -
3702 KIEK) setting compensation committee in board before the introduction of legislation of compensation

committee.
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The descriptive statistic results of Analysis 3-1 and 4-1 are showed in Table 16.
Top managements are annually paid with 1,136,000 dollars for bonus in average. The
regression results of the analyses for examining the effects of compensation
committee on relation between cash bonus RAE (ROA)are shown in Table 19
(21). The results of these two analyses are consistent. There is no evidence to support
that in the first implementation year, compensation committee improves the
association between director cash bonus and accounting performanceR6@ither

ROA
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Table 16. Descriptive Statistics of Additional Analysis 3-1 & 4-1

Descriptive statistics

Variables N Mean
AverBonus 2,099 1,136

In(Bonus) 2,099 6.32
ROE 2,099 8.7728
ROA 2,099 10.0627
CC 2,099 0.5088
CC*ROE 2,099 3.6325
CC*ROA 2,099 4.7035
RET 2,099 -6.0279
BLOCKSHD 2,099 19.5648
FAM 2,099 0.6160
MB 2,099 1.6055
FSIZE 2,099 15.3924

SD Min
1748 0.2857
1.3042 -1.2528
12.7876 -45.34
8.3038 -16.83
0.5000 0
9.9241 -45.34
7.5046 -16.83
42.2041 -73.1931
10.6319 2.77
0.4865 0
1.1067 0.35
1.4078 12.9062

Q1
271
5.6003
2.59
5.07
0
0
0
-34.1989
11.79
0
0.9
14.3697

Q2
600
6.3973
9.13
9.28

0
-14.5856
17.58
1
1.32
15.1834

Q3 Max
1271 20,478
7.1472 9.9271
15.9 46.4
14.93 33.57
1 1
7.71 41.71
8.76 33.57
11.4283  226.6996
25.51 54.61
1 1
1.93 7.93
16.2057  19.7795

Note:

1. In(Bonus)s average cash bonus of top management in thousands of NT dollars.

2. Variable definitions are presented in Table 2.
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Table 19. Regression Results of Additional Analysis 3-1: Impacts of Compensation Committee Existence on Relation between Bonus Pay

and ROE in thefirst implementation year

ln(BonuS)l-t = ﬁo + ﬁllROEit + ﬁuCCit + ﬁ13CCit * ROEit + ﬁ14RETit + ﬁ15BLOCKSHDlt + ﬁ16FAMit + ﬁ17MBit + ﬁlgFSIZEit + industry dummies + ¢

Additional Analysis 3-1

ROE>0

ROE<0

Variable

I ntercept
ROE

CcC

CC*ROE

RET
BLOCKSHD
FAM
MB
FSIZE
I ndustry dummy

Sample Size
Adjusted R?
F-Value

Predicted Sign Coefficient

?
+

0.9124***
0.0289***
0.1848***
-0.0050
-0.0006
-0.0052**
-0.2409***
0.0565*
0.3253***

Included

2,099
23.74%
20.21***

Y
0.007

0.000
0.005
0.208
0.477
0.035
0.000
0.057
0.000

Predicted Sign
?

+

Coefficient
1.4910***
0.0310***
-0.0425
0.0098
-0.0002
-0.0059**
-0.2429
-0.0128
0.2967***

Included

1,768
19.53%
13.62***

p Predicted Sign Coefficient  p

0.000 ? -1.6543* 0.054
0.000 + 0.0285***  0.006
0.660 - 0.1733 0.398
0.111 T -0.0169 0.159
0.810 + -0.0074*** 0.006
0.032 - -0.0007  0.898
0.000 ? -0.1425 0.304
0.718 S 0.2915***  0.001
0.000 + 0.4549**  0.000
Included
331
29.32%
5.56***

Note: 1. Variable definitions are presented in Table 2.
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Table 21. Regression Results of Additional Analysis4-1: | mpacts of Compensation Committee Existence on Relation between Bonus Pay

and ROA in thefirst implementation year

ln(BonuS)it = ﬁo + ﬁllROAit + ﬁuCCit + ﬁ13CCit * ROAit + ﬁ14RETit + ﬁlsBLOCKSHDlt + ﬁlGFAMit + ﬁ17MBit + ﬁlgFSIZEit + industry dummies + ¢

Additional Analysis4-1

ROA>0

ROA<O

Variable

I ntercept
ROA

CcC

CC*ROA

RET
BLOCKSHD
FAM
MB
FSIZE
I ndustry dummy

Sample Size
Adjusted R?
F-Value

?
+

Predicted Sign Coefficient

0.6998**
0.0341***
0.1556*
0.0000
0.0005
-0.0054**
-0.2602***
0.0659**
0.3361***

Included

2,099
22.75%
19.17%**

p
0.038

0.000
0.062
0.997
0.559
0.028
0.000
0.028
0.000

Predicted Sign Coefficient

?
+

0.7750**
0.0391***
0.0746
0.0057
0.0006
-0.0051*
-0.2746***
0.0303
0.3307***

Included

1,929
20.99%
16.06***

p Predicted Sign Coefficient p
0.029 ? -1.2491 0.369

0.000 T 0.0456 0.217
0.469 - -0.1766 0.571
0.448 T -0.0611 0.139
0.436 + -0.0040 0.213
0.050 - -0.0080 0.321
0.000 ? 0.0200 0.926
0.371 + 0.1245 0.214
0.000 + 0.4798***  0.000
Included
170
23.92%
3.04%**

Note: 1. Variable definitions are presented in Table 2.
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The descriptive statistic result of Additional Analysis 3-2 and 4-2 is presented in
Table 17. The mean ®ROE or ROAin 2010 & 2012 are less than in 2010 & 2011
(8.7728 vs. 7.6757; 10.0627 vs. 9.4661). And the cash bonus is reasonable to be lower
in 2010 & 2012 than 2010 & 2011 (1,129 vs. 1,136). Table 20 and 22 indicate that
compensation committee has no positive effect on relation between bonus and

accounting performance in the second implementation year.

69



Table 17. Descriptive Statistics of Additional Analysis 3-2 & 4-2

Descriptive statistics

Variables
AverBonus
In(Bonus)
ROE
ROA
cC
CC*ROE
CC*ROA
RET
BLOCKSHD
FAM
MB
FSIZE

N
2,100
2,100
2,100
2,100
2,100
2,100
2,100
2,100
2,100
2,100
2,100
2,100

Mean
1,129
6.33

7.6757

9.4661

0.5090

2.5379

4.1095

15.1629
19.8066
0.6138
1.6828
15.3937

SD Min
1,727 0.4286
1.2784 -0.8473
13.2836 -49.57
8.4281 -16.27
0.5000 0
10.0093 -49.57
7.2128 -16.27
40.4601 -51.0279
10.7093 2.77
0.4870 0
1.1593 0.41
1.4119 12.8642

Q1 Q2
281.6667 601.4
5.6407 6.3993
1.81 8.24
4.395 8.765
0 1
0 0
0 0
-9.5876 7.8750
11.865 17.84
0 1
0.95 1.36
14.3753  15.1879

Q3 Max
1,260 19,831
7.1386 9.8950
15.37 46.4
14.355 33.2
1 1
6.325 36.04
7.555 33.2
30.4528  226.6996
25.75 55.15
1 1
2.01 7.93
16.1902  19.9010

Note:

1. In(Bonus)s average cash bonus of top management in thousands of NT dollars.

2. Variable definitions are presented in Table 2.
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Table 20. Regression Results of Additional Analysis 3-2: I mpacts of Compensation Committee Existence on Relation between Bonus Pay

and ROE in the second implementation year
ln(BonuS)l-t = ﬁo + ﬁ21ROEit + ﬁzzccit + ﬁz:;CCit * ROEit + ﬁ24RETit + ﬁ25BLOCKSHDlt + ﬁZbFAMit + ﬁ27MBit + ﬁngSIZEit + industry dummies + ¢

Additional Analysis 3-2

ROE>0

ROE<O0

Variable
I ntercept
ROE
CcC
CC*ROE
RET
BLOCKSHD
FAM
MB
FSIZE
I ndustry dummy

Sample Size
Adjusted R?
F-Value

?
+

Predicted Sign Coefficient

0.9612***
0.0283***
0.2698***
-0.0047
-0.0009
-0.0094**
-0.2431***
0.0802***
0.3340***
Included

2,100
26.55%
23.32%**

p
0.003

0.000
0.000
0.212
0.185
0.000
0.000
0.002
0.000

Predicted Sign Coefficient

?
+

1.4340***
0.0280***
0.0758
0.0096
-0.0007
-0.0102***
-0.2686***
0.0379
0.3145***

Included

1,714
21.65%
14.92%**

p Predicted Sign Coefficient

0.000 ?
0.000 -
0.410 -
0.125 +
0.329 +
0.000 -
0.000 ?
0.236 -
0.000 +

-1.2802
0.0253**

0.4528**

-0.0089

-0.0041*

-0.0039
-0.0879
0.2186***
0.4312***

Included

386
27.07%
5.61***

p
0.117

0.014

0.019
0.432
0.058
0.476
0.490
0.003
0.000

Note: 1. Variable definitions are presented in Table 2.
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Table 22. Regression Results of Additional Analysis4-2: Impacts of Compensation Committee Existence on Relation between Bonus Pay and
ROA in the second implementation year

ln(Bonus)it = ﬁo + ﬁ21ROAit + ﬁzzccit + ﬁz:;CCit * ROAit + ﬁ24RETit + ﬁszLOCKSHDlt + ﬁZbFAMit + ﬁ27MBit + ﬁngSIZEit + industry dummies + ¢

Additional Analysis4-2 ROA>0 ROA<O

Variable Predicted Sign Coefficient p Predicted Sign Coefficient p Predicted Sign Coefficient p
I ntercept ? 0.7804** 0.015 ? 0.9055*** 0.008 ? -1.3994 0.293
ROA T 0.0338***  0.000 5 0.0347*** 0.000 S 0.0496 0.176
CC - 0.1585** 0.035 - 0.1736* 0.069 - -0.3533 0.232
CC*ROA T 0.0032 0.581 T 0.0024 0.740 + -0.0625 0.132
RET + 0.0000 0.967 + 0.0004 0.554 + -0.0032 0.198
BLOCKSHD - -0.0091***  0.000 - -0.0084***  0.001 - -0.0081 0.278
FAM ? -0.2647**  0.000 ? -0.2927***  0.000 ? 0.0728 0.700
MB + 0.0800***  0.003 + 0.0731* 0.071 + 0.0427 0.620
FSIZE + 0.3417***  0.000 + 0.3354*** 0.000 + 0.4721**  0.000
I ndustry dummy Included Included Included
Sample Size 2,100 1,885 215
Adjusted R? 25.81% 22.38% 21.90%
F-Value 2247 16.98*** 3.07***

Note: 1. Variable definitions are presented in Table 2.

2. *, ** and*** correspond to 10%, 5%, and 1% significance levels, respectively.
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The effects of compensation committee composition on relation between director
pay andROE or ROAare examined in Additional Analysis 5 and 6. The descriptive
statistic results of Analysis 5 and 6 are summarized in Table 18. Table 23 and 24
report that only in the firms with favorable performance the participation of
independent directors on compensation committee is positive related to R€tGer
nor ROA and cash bonus. On the other hand, the participation of director with
multiple directorships only has positive effect on pay-to-performance relation in firms
with favorable performance. The result is consistent with evidence in Model 2 and
support to Hypothesis 3. While the audit committee member decreases the relation
between cash bonus aRDE The result is contrary to that of the prior analyses in

this study.
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Table 18. Descriptive Statistics of Additional Analysis5 & 6

Descriptive statistics

Variables
Bonus
In(Bonus)
ROE
ROA
ID
ID*ROE
ID*ROA
MultiDir
MultiDir* ROE
MultiDir *ROA
AC
AC*ROE
AC*ROA
RET
BLOCKSHD
FAM
MB
FSIZE

N
2,137
2,137
2,137
2,137
2,137
2,137
2,137
2,137
2,137
2,137
2,137
2,137
2,137
2,137
2,137
2,137
2,137
2,137

Mean
1,143
6.3506
6.0618
8.6583
0.5934
3.6890
5.5765
0.1697
1.1030
1.5876
0.0622
0.3480
0.5891
-4.4386
10.0423
0.6102
1.3692
15.4140

SD
1,727
1.2858

13.3313

8.3537
0.4913
11.5597
8.3537
0.2428
41144
3.3978
0.2416
4.0381
3.3681
36.3855

10.9743

0.4878
0.9719
1.4187

Min
0.2857
-1.2528
-49.57
-16.83
0
-49.57
-16.83
0
-30.2267
-11.39
0
-42.68
-16.83
-73.1931
2.9
0
0.35
12.8642

Q1
203
5.6802
0.9
3.92

0
-30.9432
12.08
0
0.78
14.3939

Q2
605
6.4056
6.74
8.01

1.67

o O O o o o

-6.69
18
1
1.08
15.2160

Q3

1,282

7.1561
13.51
13.41
1
9.73
10.75
0.3333
1.3267
2.3267
0
0
0
15.3718
25.85
1
1.61
16.2066

Max
20,478
9.9271
41.71
33.57
1
41.71
33.57
1
30.59
33.2
1
41.71
33.57
156.461
55.15
1
6.88
19.9010

Note: 1.DCCOMP is average total cash compensation of direatathousands of NT dollars. 2. Variable definitions are presented in Table 2.



Table 23. Regression Results of Additional Analysis 5: Impacts of Composition of Compensation Committee on Relation between
Directors Pay and ROE
ln(DCCOMP)u =%Yoo+ leOEit + YZIDit + Y31Dit * ROEit + ]/4MultiDirit + ]/5MultiDirit * ROEit + y(,ACl-t + Y7Acit * ROEit + YBRETit + YQBLOCKSHDu

+Y10FAM; + y11MB;; + Y12 FSIZE;; + industry dummies + &

Additional Analysis5 ROE>0 ROE<0

Variable Predicted Sign Coefficient p Predicted Sign Coefficient p Predicted Sign Coefficient p
| nter cept ? 1.2050***  0.000 ? 1.7685***  0.000 ? -1.4259 0.048
ROE i 0.0202***  0.000 + 0.0235***  0.000 + 0.0167* 0.055
ID - -0.0545 0.373 - -0.1692* 0.085 - 0.0873 0.592
ID*ROE T 0.0012 0.778 + 0.0096 0.182 T -0.0017 0.857
MultiDir ? 0.0527 0.652 ? -0.1850 0.346 ? -0.2271 0.462
MultiDir* ROE ? 0.0063 0.424 ? 0.0291**  0.036 ? -0.0225 0.234
AC ? 0.3202***  0.005 ? 0.4543** 0.027 ? 0.4274 0.162
AC*ROE ? -0.0155** 0.024 ? -0.0204 0.126 ? -0.0031 0.850
RET + 0.0004 0.634 + 0.0005 0.514 + -0.0002 0.906
BLOCKSHD - -0.0084***  0.000 - -0.0080***  0.003 - -0.0061 0.180
FAM ? -0.2165*** 0.000 ? -0.2573***  0.000 ? -0.0235 0.829
MB i 0.1548***  0.000 i 0.0821* 0.056 + 0.1865** 0.033
FSIZE + 0.3223***  0.000 + 0.2934**  0.000 + 0.4603*** 0.000
I ndustry dummy Included Included Included
Sample Size 2,137 1,682 455
Adjusted R? 24.91% 21.27% 30.63%
F-Value 19.65*** 12.95%** 6.73***

Note: 1. Variable definitions are presented in Table 2.

2. *, ** and*** correspond to 10%, 5%, and 1% significance levels, respectively.



Table 24. Regression Results of Additional Analysis 6: Impacts of Composition of Compensation Committee on Relation between

Directors Pay and ROA

In(DCCOMP);; = yy + Y1ROA;; + v,ID;; + y3ID;;, * ROA;; + y4oMultiDir;, + ysMultiDir;, * ROA;; + y¢AC;; + Y7AC;; » ROA;; + YgRET;, +y9BLOCKSHD,,

+Y10FAM;; + Y11MB;; + Y12, FSIZE;, + industry dummies + &

Additional Analysis 6

ROA>0

ROA<O

Variable
| ntercept
ROA
ID
ID*ROA
MultiDir
MultiDir* ROA
AC
AC*ROA
RET
BLOCKSHD
FAM
MB
FSIZE

I ndustry dummy

Sample Size
Adjusted R?
F-Value

Predicted Sign Coefficient

?
+

0.9962***
0.0407***
-0.0052
-0.0071
0.1659
-0.0107
0.3915***
-0.0166
0.0007
-0.0086***
-0.2346***
0.1404***
0.3250***
Included
2,137
24.92%
19.66***

p
0.002

0.000
0.947
0.288
0.279
0.373
0.007
0.115
0.349
0.000
0.000
0.000
0.000

?

—+

+

)

Predicted Sign Coefficient

1.1945%**
0.0401***
-0.0215
-0.0055
0.0662
-0.0020
0.4406
-0.0193
0.0013
-0.0060**
-0.2641***
0.1208
0.3147***
Included
1,898
21.41%
14.60***

p
0.001

0.000
0.833
0.511
0.732
0.893
0.032
0.177
0.100
0.016
0.000
0.002
0.000

Predicted Sign
?

—+

Coefficient
-2.1857*
0.0221
-0.1010
-0.0389
0.1553
-0.0488
0.3665
0.0193
-0.0022
-0.0233***
0.1621
0.1135
0.4895***
Included
239
30.94%
4.23***

p
0.068

0.497
0.688
0.275
0.787
0.532
0.393
0.707
0.308
0.001
0.327
0.263
0.000

Note: 1. Variable definitions are presented in Table 2.

2. *, ** and*** correspond to 10%, 5%, and 1% significance levels, respectively.



Conclusively, there is no evidence to support that compensation committee
would improve compensation sensitivity in all additional analyses. Nor would the
participation of independent director. In line with the finding in main test, the
presence of director with multiple directorships increase pay-performance relation.
Additionally, the evidence of common membership between compensation and audit

committee is mixing.
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6. Conclusions, Contribution, and Limitations
6.1. Conclusions

Given the world-wide problem of insensitive compensation in both U.S. and
domestic companies, companies in Taiwan are compelled to set compensation
committee in their board before 2012. Little research provides empirical evidence of
the effect of mandatory compensation committee on pay-to-performance relation in
Taiwan firms. The purpose of this paper is trying to present evidence of the recently
introduced regulation and answer two principal research questions: (1) Does
compensation committee increase compensation sensitivity? (2) Does composition of
compensation committee affect compensation sensitivity?

Using 4,005 firm-years of Taiwanese listed firm from 2010 to 2012 as sample, |
find no evidence that compensation committee increases pay-to-performance relation.
However, 1 find that composition of compensation committee affects
pay-to-performance in two respects, independence and multiple directorships.
Participation of independent directors in compensation committee is positively related
to pay-to-performance relation only in companies with favorable performance, while
the proportion of directors with multiple directorships serving on compensation
committee is positively related to compensation committee quality in all firms.

Even though the positive effect of compensation committee is not significant in
the analyses of this study, the introduction of compensation committee is an important
facet of corporate governance in Taiwanese firms. To deal with the problem of

insensitivity compensation, especially those with unfavorable performance,
78



improvement for more effective compensation committee is still necessary. According
to the finding from additional analyses, this study suggests that companies may
improve the quality of monitoring mechanism by setting independent director and

directors with multiple directorships on compensation committee.

6.2. Contribution

This study contributes to the corporate governance literature in the following
ways. First of all, this research provides Taiwan evidence on the effect of corporate
governance reforms of mandatory compensation committee. There is little evidence
about compensation committee in Taiwanese firms because compensation committee
is introduced in Taiwan in recent years. After controlling firm specific characteristics
which are also used in previous research and special feature of Taiwanese firms, the
evidence allows an international comparison and evaluation of other existing research.

Second, the analysis in this paper provides evidence of statistical links between
the existence and composition of compensation committee with pay-to-performance
relation. The evidence can be a reassessment of the regulation of mandatory
compensation committee. Some research commented that authority could encourage
rather than compel firms to set compensation committees. Even the compensation
committee has significantly positive effet on pay-to-performance relations, the
composition of compensation committee is found to improve the compensation
sensitivity through independence and experience.

Furthermore, the evidence of composition of compensation committee provides
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the direction of further regulation development. The independent directors serving on
the compensation committee of firms with favorable performance lead to increase in
committee quality. But in firms with unfavorable performance, the participation of
independent director is not related to compensation committee quality. The result
indicates that increase in the independence of compensation committee is a solution to
improve quality of committees.

On the other side, the participation of director with multiple directorships
significantly increases compensation committee quality in all firms. It implies that in
the initial period of compensation committee introduction, the expert of this field is
insufficient. The directors with multiple directorships would bring experience and
expertise into committee and therefore improve committee quality. Hence, it is not
suggested to regulate for limiting number of directorship now.

6.3. Limitations

This study examines the relation between compensation committee, performance,
and compensation. The primary limitation of this study is insufficient information,
including compensation and other firm characteristics. The value of equity-based
compensation is not compulsorily disclosed in annual report of Taiwan companies. It
leads to inability to observe the whole managements’ compensation package. Thus,
this study employs the total of salary and cash bonus only as compensation variable.

Not only the information of equity-based pay but also the information of
individual compensation is necessary. For example, O'Reilly et al. (1988) and

Conyon and He (2004) examined the effect of compensation of committee member on
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CEO compensation and found that it has positive relatation. Because the cash
compensation is disclosed as the summation of all managements or all executives in
Taiwanese firms, the information of compensation of specific management or
executive is unavailable. And the effect of compensation of specific management is
not controlled in this paper.

Moreover, some information of corporate governance characteristics is not
available, such as the tenure and the shareholding of CEO/compensation committee
member. If information listed above is available, the research in Taiwan of corporate
governance would be more persuasive.

In addition, some features of compensation committee are not examined in my
analyses because of the similarity in all committees. For example, previous research
have investigated that firm size affects committee quality. There are about 96% and
83% compensation committees having three members in compensation committee in
2011 and 2012. The identical characteristic is not relevant to committee quality.
Therefore, it is not examined in my analyses and could be quality determinant tested

in further evidence.
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