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CHIEF EXECUTIVE COMPENSATION DURING EARLY TRANSITION:
FURTHER EVIDENCE FROM BULGARIA

L Introduction

Theorists have identified several matters concerning the managerial labor market that
potentially have a vital bearing on the success of overall reform during transition (e.g. Aghion et
al., 1994). Key issues include the formation of markets for managers and the specific design of
management contracts in order to contribute to improved incentives packages for chief executive
officers (CEOs) and ultimately to result in improved enterprise productivity. Unfortunately,
reflecting the limited nature of the available data, our understanding of actual managerial labor
_markets during early transition and the provision of hard data that will inform such debates is
confined to a handful of empirical studies. Some of the most influential empirical work is by
Groves et al. (1994, 1995) who, in examining the case of China, present evidence to show how
contract features such as performance based compensation are associated with gains in firm's
total factor productivity. For the former communist countries, Jones and Kato (1996) draw on
panel survey data for a large sample of Bulgarian firms to report some of the first econometric
evidehce on the determinants of executive compensation for an economy during fading
communism and early transition. Using standard specifications, CEQ pay was found to be
positively related to size but not to profitability. In specifications adapted to transitional |
economies, CEO compensation was found to be positively related to size and to productivity and
to be more strongly tied to productivity when the firm was either corporatized or privatized. In
this paper we draw on additional waves of the Bulgarian survey to investigate changes in CEO
compensation in subsequent years (1992-1995) in which substantially more Bulgarian managers
worked in privatized and corporatized firms.

We continue in the next section by briefly reviewing some of the key issues that have
appeared in the theoretical and empirical literature concerning management in economies in
transition. Furthermore, this discussion relates some of these issues to the specific context of

transition in Bulgaria. Next we describe what are most unusual data-—-for a panel of firms, with



ABSTRACT

By using new waves of a panel survey of Bulgarian firms with matching information for
chief executives, evidence is presented on the determinants of chief executive compensation
during 1992-1995. During that period, findings based on first difference models indicate that
changes in CEO pay are positively related to changes in total assets whereas they are unrelated to
changes in traditional measures of performance (such as profits, ROA, profit margin). More
importantly, the most significant (statistically and economically) determinant of changes in CEQ
pay is consistently found to be the ownership structure of the firm. Specifically, CEOs in state-
owned firms receive additional pay worth almost 30,000 Leva (in real terms) more than CEOs in
other firms, ceteris paribus. To achieve the equivalent amount of pay raise by increasing total
assets would require raising the firm’s total asset by more than 700 million Leva (in real terms).
We compare our findings with those for other transitional economies (including work based on
earlier waves of the Bulgarian panel) and studies of the managerial labor market in China and
suggest that a key reason for our findings is the lack of financial discipline in Bulgarian state-
owned firms during 1992-1995.



managers to pursue profitability, then arguably more market-oriented managerial behavior would
be encouraged. In the context of early transition, downsizing of overstaffed state owned firms
and productivity increases appear to be key ingredients of successful reform. Arguably such
adjustments will be facilitated when executive compensation is structured so as to reward
managers for rational downsizing and productivity increases. Hence, a key hypothesis is that, in
the context of transition economies, one will expect to find a link between indicators of firm
performance and the level of executive pay, other things equal.

In addition, theorists have noted the existence of several problems in labor markets,
especially those of moral hazard and adverse selection. Such problems are especially evident
-when information is asymmetric--for example when one party to the employment relation
(usually the principal) has imperfect information about the other party (the agent) and obtaining
reliable information is costly. In fast changing environments facing transition economies--though
environments often faced by much institutional inertia (North, 1990) these issues are expected to
be particularly important and to lead to diverse hypotheses. In particular, we hypothesize that
potentially there will be acute differences in principal-agent relationships in private- compared to
state-owned firms which will produce variation in the optimal level of executive compensation,
as well as differences in the effects of executive compensation on firm performance. Thus some
forms of private ownership can be expected to lead to better monitoring of managers and thus
lessen the need for payment of efficiency wages to managers.

Turning to empirical work, up to now very little detailed evidence has been furnished on g
what is actually happening in managerial labor markets during transition. For most countries, the
focus has been on aspects of corporate governance. Most studies (e.g., Ash and Hare, 1994 and
Blasi, 1995 for Russia) find that even where there has been mass privatization, managers are
very powerful and exercise great power than in usually held to be appropriate for the proper
functioning of a market economy (Nuti, 1997). There are however some empirical studies
which point to the potentially important role of differences in management behavior in

accounting for at least some of the differences in firm adjustment during early transition (e.g.



corresponding data at the chief executive level. We use these data to estimate first difference
models in order to examine several hypotheses on the determinants of chief executive pay. We
find that changes in CEO pay from 1992 to 1995 are positively related to changes in total assets
over the same time period whereas they are unrelated to changes in traditional measures of
performance (such as profits, ROA, profit margin) over the same time period. More importantly,
the most significant (statistically and economically) determinant of CEO pay changes over the
1992-95 period is consistently found to be the ownership structure of the firm. Specifically, the
average pay increase for a CEO in a state-owned firm is nearly 30,000 Leva (in real terms) more
than for CEOs in other firms, ceteris paribus. According to our first difference model estimates,
-to achieve the equivalent amount of pay raise by increasing total assets would require raising the

firm’s total assets by more than 700 million Leva (in real terms).

II. Conceptual Framework and Transition in Bulgaria

The managerial labor market during early transition is believed to have a number of
features. Some of these reflect the legacy of arrangements in Soviet-type economies including
managerial reward systems in which pay was mainly a base wage and the pay of top managers
was a low multiple of the average wage. Theorists have pointed out how these arrangements
would be expected to result in acute incentive and motivational problems for managers (e.g.
Bonin, 1976; Weitzman, 1976.) A substantial gap would emerge between behavior in a
proprietary fashion (as called for under the official ideology) and the reality of risk aversion and :
the pursuit of a quiet life (Kornai, 1992). Partly because of asymmetries in information between
managers and planners, a "ratchet effect” would emerge with extensive managerial slack (e.g.
Ickes and Samuelson, 1987; Litwack, 1991). In turn, several systemic inefficiencies were
predicted including diverse pathologies of production (e.g. Putterman, 1993).

Hence, in order to facilitate successful overall reform during early transition, many have
stressed the crucial importance of reforming incentive systems (e.g. Aghion et al., 1994). For

instance, when executive compensation is structured so as to provide pecuniary incentives for



changes and arguably (Jones and Miller, 1997) the pace of change, in fact, has been far less
dramatic than the indicators in studies such as E.B.R.D. (1996) would suggest.

In particular, the fear of accelerating unemployment paralyzed the political process. The
move to privatization of large state-owned firms was, quite limited (at least until the beginning of
1997). Hence for the period under study in this paper, a focus of reform efforts was on
corporatization rather than wholesale privatization. In this respect the situation confronting
Bulgarian managers was apparently more similar to that confronting Chinese managers
compared to managers of privatized firms in many transition economies in the former Soviet
Union. However, there are important differences. For one thing, evidence from surveys (Jones,

-1995) points to Bulgarian managers, absent ownership changes, exercising considerable
influence in the typical firm. Furthermore, while privatization is not a requirement for
restructuring, various special interest groups have managed to retard attempts to restructure
(Pamouktchiev, Parvulov and Petranov,1997) Rather than look for ways to improve state
enterprise efficiency by improving governance structures, managerial positions have become
part of the political spoils system. To the extent that managers are able to enhance their incomes
through “shadow firms," these are indeed plum positions. Perhaps most important, because of
the failure to deal with the problem of bad debts, the context within which Bulgarian managers

operated often was characterized by continuing soft budget constraints.

IIL. The Data

To help to improve our limited knowledge in the general area of executive pay, this study
uses data from later waves of the surveys that were analyzed in an earlier paper (Jones and Kato,
1996) namely the Bulgarian Management Survey (BMS), the Bulgarian Economic Survey (BES)
and the Bulgarian Labor Flexibility Survey (BLFS). The BLFS was a project sponsored by the
ILO to assess microeconomic changes in labor practices in Bulgarian industry. The BLFS
involved 490 establishments, selected to ensure a nationally and sectorally representative sample.

Specifically, the population was defined as all state-owned (in 1989) Bulgarian manufacturing



Pinto et al. 1993 for Poland. ) Arguably such differences at least in part reflect differences in
management quality that, in turn, are linked with differences in the structure of executive
compensation. Moreover, the work by Groves ¢t al. (e.g. 1995) points to the role that
corporatization (rather than privatization) in producing better motivated management (and , in
turn, enhanced enterprise performance.)

Turning to the case of Bulgaria, for many that experience in general deserves closer
attention because, according to many macroeconomic indicators, the Bulgarian performance lies
somewhere in the middle range for transforming economies -- poorer than the Visegrad group
and the Baltic Republics but better than many other former communist countries, including
‘Ukraine and Belarus and arguably Russia. Most noticeably, in Bulgaria declines in output and
average real income are much greater and unemployment and inflation much higher than in the
former group, though often better than in the latter (e.g. Blanchard, 1996; Murrell, 1996 ). In
addition, Bulgaria has been exceptional is its growth pattern. Most transition economies did not
begin to grow until inflation was under 50%. Fischer et al. (1996) report that only Bulgaria and
Romania began to grow before inflation dropped below 50%. (Of course, some countries in the
former Soviet Union have not yet brought inflation down and have not begun to grow again.)

Characterizing the Bulgarian transition strategy since 1990 is not straightforward _
because, in some ways the Bulgarian approach has been quite radical - including rapid price
liberalization, a new competition policy and extensive and swift small-scale privatization-- and
thus is reminiscent of "big bang" experiences elsewhere.’

At the same time, the pace of change in other areas has been excruciatingly slow and
there were major policy blunders (e.g.Wyzan, 1998.). While formal policy changes have been
heterodox, both the implementation of policy measures and the receptiveness of economic agents
to changes seem to have been quite uneven. Consequently the de facto pace of institutional

change often turns out to be far less than a casual observer might expect based on de jure

! For accounts of reform in Bulgaria see Bristow (1996), Dobrinsky (1996), Jones and Miller (eds., 1997} and
Wyzan (1998.)



Kato and Rockel (1992) report comparable ratios for Japan of 13 and for the US of 32.3
However, since the comparable ratio in Bulgaria during 1989-1992 was 1.92, and in 1993 was
2.92 it is clear that the ratio has continued to widen during early transition in Bulgaria.
Moreover, from Table 1, where we report summary statistics when the sample is divided
according to ownership, we see that CEOs in state firms on average earn 60% more than their
counterparts in privatized and corporatized firms and that a two-sample test of means indicates
that this difference is statistically significant at the 1% ievel.

From the BES data were obtained on detailed financial balance sheet and income
statement data, including measures of size, productivity, and profitability. From Table 1, we see
- that, for many indicators two-sample tests of means indicate that there are statistically significant
differences between the state owned firms compared to privatized and corporatized firms. Thus

the average state owned firm is much bigger (for example, a labor force of 538 workers
compared to 222}, much less profitable (for example, a negative Return On Asset, ROA9S5,
compared to a positive ROA for privatized and corporatized firms) and has higher productivity

(PRODS9S).

IV. The Relation between Executive Compensation and Firm Performance in Transition

To study the relation between executive compensation and firm performance in a
transitional economy, we augment a standard chief executive compensation equation4 by a
dummy variable indicating whether, during the period 1992-1995, the firm remains state-owned.

That is,
A(CEOPAY);i= o + BA(PERFORMANCE); + Y(STATE); + u; (D

* However, the ratio is not dramatically different than has been reported for other transition economies. Thus for
Russia, Mikhalev and Bjorksten (1995) report that in September 1994 the manager/average pay ratio ranges from
2.8 t0 3.7 in Russian state owned enterprises and joint-stock companies.

* See, for instance, Murphy (1998) for a standard chief executive compensation equation.



organizations (SOE's) that operated on a for profit basis and had more than 80 employees in
1992, the year of the first wave of data collection. Subsequent waves of data collection took
place in 1994 and in 1996.

The sampling design for enterprises operated at two levels. First, five groupings of the
320 municipal districts in Bulgaria were selected on the bases of geographic and urban
variability, reproducing aggregate country-wide industry distributions, and minimizing data
collection costs (Sofia, Pernik, Pleven, Burgas and Plovdiv). Second, within each of the five
regions, population enumeration lists of SOE's were compiled by the Central Statistical Bureau.
The number of sampled firms per region was set to reproduce the population proportions of firms

-per region in 1989 (the first year for which data were gathered). The five regions contained a
population of 727 SOE's. Within each region, within major industry categories, firms were
ordered by size and the approximate two-thirds largest were selected up to the desired sample
size of about 500. Thus the sample contains 69% of the population of firms, but selected to
reproduce population distributions by region and industry. In terms of employment, the sample
SOE's contain about 95% of all SOE employees in the five regions in 1989.

The BMS collected survey data from the chief executive officers in the same 490
Bulgarian firms. A wide variety of questions were asked including information about chief
executives, including pay and the method and terms of appointment. Data were also gathered
concerning some firm characteristics, for example the form of enterprise ownership.

During 1995 (the most recent year for which data were collected), as shown in Table 1,
the annual chief executive compensation in thousands of 1995 Leva (CEOPAY95) was about
272.5 thousand Leva,” about 3.07 times the average worker's wage. As such this ratio of

CEO/average worker pay is rather lower than what has been reported for western countries. Thus

2 Unfortunately we do not have data on ali potentially important aspects of executive compensation, Thus we do not
have systematic information for all CEO income including information for non-wage income such as subsidized
food and transportation. However, the data that are available on such items for firms in our sample suggest that
when such forms of income-in-kind were present, they were usually obtained not only by most CEOs but also by
most workers, However, we have some information on the incidence of fringes, we have no data on the value of
such items of income in kind. See Jones, Kato and Avramov (1995) and Jones and Kato (1996) for more on this.
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stock market returns is usually lower than the estimated sensitivity of pay to accounting
measures. For example, Rosen (1990) in reviewing various studies finds that the effects on log
of pay of the rate of return to shareholders are in the 0.10 - 0.15 range, whereas the estimated
sensitivity of pay to accounting measures are in the 1.0 - 1.2 range. For our study, only
accounting profitability measures are used since the absence of an active stock market means that
stock market measures are irrelevant to STEs in transition like Bulgaria.”

To test whether growth may be an important firm objective in Bulgaria, we also consider
firm size as an alternative performance measure. In addition, in the face of transition and
eventual privatization, increasing labor productivity (via labor shedding and/or increased work
intensity) may be a prime goal of the firm and their chief executives. Thus, we also consider
labor productivity as an alternative firm performance measure.

We estimate Eq. (1) by merging data from the aforementioned three surveys (the BMS,
the BLFS, and the BES). We successfully assembled a panel of 98 firms which provide data
necessary for our regression analysis for both 1992 and 1995. Descriptive statistics for key
variables are summarized in Table 2, where all value variables are in 1992 Leva.8

Table 2 indicates that CEO pay has increased in real terms only slightly from 1992 to
1995 overall. However, pay for CEOs in state-owned firms has risen substantially in real term
from 62 thousands of Leva in 1992 to 73 thousands of Leva in 1995 whereas pay for CEOs in
privatized/corporatized firms has fallen substantially in real terms from 54,000 Leva in 1992 to
43,000 Leva in 1995. The observed difference in CEO pay changes over the 1992-95 period
tends to point to the presence of rent associated with state-owned firms although the final verdict

will need to wait for multiple regression analysis in which firm performance is controlled for.

7 Since the accounting practices used in pre-transition Bulgaria differ from conventional approaches used in the
west, potentially there are many difficulties in using standard accounting measures of explanatory variables such as
profitability and assets. However, in some work, measures of key variables have been adapted to the special
circumstances of transition economies. For example Pinto et al, (1993) construct several measures of "profitability”.
In this paper we follow this literature and construct similar measures.

® We use CP] data provided by Jeffrey Miller. We lose additional 20 firms when we use data on total assets.
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where A(CEOPAY); = changes in chief executive pay of firm i from 1992 to 1995,
A(PERFORMANCE); = changes in performance measure of firm i from 1992 to 1995; and
(STATE); = 1 if firm i remains state-owned over the 1992-95 period, 0 otherwise. The distur-
bance term, u;, we assume u; - NID(0, 6?).°

The estimated coefficients on A(PERFORMANCE);, B, indicate pay-performance
sensitivities, or the amount of pay raise that a CEO receives when firm performance improves by
an additional unit. On the other hand, the estimated coefficients on (STATE);, y can be used to
test whether CEOs in state-owned firms earn rent. Specifically, positive and significant
estimates on y suggest that, after controlling for firm performance, the average CEO working for
-a state-owned firms receives an additional pay raise of y as compared to his/her counterpart in
privatized/corporatized firms. In other words, positive and significant estimates on y can be
interpreted as indicating the presence of financial discipline which privatization/corporatization
has brought to CEO compensation.

In prior empirical studies of executive compensation in the U.S., the UK., Japan and
other advanced market economies,® PERFORMANCE is typically measured either by stock
market returns or by various accounting measures. This reflects the fact that the application of
the principal-agent theory to the design of executive compensation contracts in general predicts a
positive correlation between managerial pay and some observable measures of the well-being of
shareholders. However, while most studies do find a significant positive correlation between pay
and performance, the correlation is often very small in magnitude and thus difficult to easily

reconcile with principal-agent models. Studies also find that the estimated sensitivity of pay to

5 In other specifications, we augmented this equation to include interaction terms and estimate the following chief
executive compensation equation:

A(CEO PAY);= a + BPA(PERFORMANCE); + Y(STATE); + 8 APERFORMANCE)*(STATE); + u;

® Low degree of freedom and multicollinearity, however, made the estimates rather imprecise.

Ehrenberg and Milkovich (1987) and Rosen (1990) provides a thorough review of the large body of evidence on
U.S. executive compensation. Evidence on other countries is relatively scarce. For recent evidence on the UK., see
Main (1991), Gregg, Machin and Szymanski (1993), Conyon (1997). For evidence on J. apan, see Kato and Rockel

(1992}, Kaplan (1994), Ang and Constand (1993), Hebner and Kato ( 1997), Kato (1997). For evidence on Spain,
see Angel and Fumas (1997).
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performance, the average CEO receives additional pay worth 21 to 29,000 Leva (in real terms)
over the three-year period by working for state-firms rather than for privatized/corporatized
firms. Since in 1995, the average CEO earned about 60,000 Leva (Table 2), the additional pay
received by state-firm CEOs amounts to almost 50% of the average CEO pay in 1992. Hence,
the rent earned by state firm CEOs seems to be significant not only statistically but
economically.

The only performance variable which is found to influence changes in CEO pay is total
assets. Thus, the estimated coefficient on DASSETS is positive and statistically significant at the
2 percent level. However, this pay-performance sensitivity appears to be rather modest,

-representing a 40 Leva change in CEO pay for each 1 million Leva change in total assets. For
example, according to column (iv) of Table 3, the average pay increase for CEOs in state-owned
firms is nearly 30,000 Leva (in real terms) more than in other firms, ceteris paribus. To achieve a
comparable increase in pay by increasing total assets would require raising the firm’s total assets

by more than 700 million Leva (in real terms).

Y. Summary and Implications

Using a probabilistic panel survey of firms with matching information for chief
executives, we examine the determinants of chief executive compensation during an interesting
period of transition in the Bulgarian economy. During that period, findings based on first
difference models indicate that changes in CEO pay are positively related to changes in total
assets. However, changes in CEO compensation are unrelated to changes in traditional measures
of performance (such as profits, ROA, profit margin). The strong pay-size relationships, coupled
with the absence of pay-profitability relationships, suggest that executive compensation is still
largely structured so as to provide incentives for managers to increase size (or resist downsizing)
and pay no attention to profitability.

Perhaps the most notable finding is that CEO pay increases are higher in firms that

remained completely state-owned (and are neither privatized nor even corporatized.) This finding
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For DPERFORMANCE, we first consider changes in profit from 1992 to 1995. As
shown in Table 2, the average firm was making a profit of 7.6 million Leva in 1992. However,
by 1995, profit turned negative (a loss of 4 million Leva in real terms). Thus, overall, profit fell
by nearly 12 million Leva in real terms over the 1992-95 period. The average state-owned firm
was making a profit of 15 million Leva at the beginning of the period yet its performance
worsened substantially over the period and it ended up losing 13 million Leva by 1995. On the
other hand, .privatizcd!corporatized firms, on average, improved their performance from negative
profits of 2 million Leva in 1992 to positive profits of 7 million Leva in 1995.

We then consider three alternative size measures: (i) DASSET (changes in total assets
from 1992 to 1995); (ii) DSALES (changes in income from sales from 1992 to 1995); and (iii)
DEMPLOY (changes in the number of workers from 1992 to 1995). The table shows a
significant downsizing over the period of 1992-95. On average, total assets fell by 141 million
Leva in real terms; sales dropped by 60 million Leva; and the level of employment fell by more
than 100 employees. Unlike CEO pay and profit, there appears to be no qualitative difference in
the extent of downsizing between state-owned firms and other firms.

Finally, we consider three performance indices: (i) DROA (change in Return On Asset,
defined as profit/total assets); (ii) DMARGIN (change in profit margin, defined as profit/sales);
and (iii) DPROD (change in labor productivity, defined as sales/employment). The table shows
an improvement in ROA and profit margin yet a decrease in labor productivity over the period.
Somewhat mixed results are obtained from subsetting the sample to those in state-owned firms
and those in other firms. ROA improved for both state-owned and other firms, whereas profit
margin improved only for other firms. Labor productivity fell for both types of firms.

In Table 3 we report OLS estimates of Eq. (1). Since we consider eight alternative
performance measures, there are eight sets of estimates. Perhaps the most consistent and
important result is the statistically significant and positive correlation between STATE and
DCEOPAY. In all eight specifications, the estimated coefficients on STATE are positive and

statistically significant at the 1 percent level. In other words, after controlling for firm
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is found consistently for all specifications. Together with the absence of pay-profitability and
compensation-productivity relationships, this finding suggests that the financial discipline
surrounding firms in the state sector was especially weak. In other words, corporatization and
privatization did lead to stronger discipline on CEO compensation thus reducing the rent
associated with state-owned firms.

In respects such as the link between size and pay our findings resemble those in our
earlier study and covering the period of fading communism and very early transition, namely
1989-1992. However, there are some important differences in findings between the two studies.
Compared to our findings for the earlier period for Bulgaria we find no evidence of a pay-

-productivity relationship. Thus these latest findings are consistent with the view that serious
policy blunders took place during the period, producing weak incentives for managers to be
financially disciplined and led to the disappearance of incentives‘for managers {0 increase
productivity (or slow down the deterioration of productivity).9

More broadly, our finding that some change in the determinants of executive
compensation is apparent even without widespread privatization is consistent with findings in
other areas for Bulgaria including the determinants of productive efficiency (Jones, Klinedinst
and Rock, 1998) and wage determination (Jones and Hayperuma, 1994). However, as witb these
other studies we also find evidence of substantial inertia in the forces influencing executive
compensation.

In some respects our findings are similar to those that have emerged in other studies for
transition economies, notably Groves et al. (1995.) Thus for both countries there is evidence of a
link between size and executive compensation. In accounting for the differences across countries,
clearly the differences in institutional contexts matter. In addition, arguably a key consideration
behind the failure to find a link between productivity/profitability and pay in Bulgaria is because,
unlike in China, the performance of the economy has been so chaotic. In such circumstances it

was (and probably still is) premature to find a pay-performance link.

® However, one has to interpret these differences with caution since the sample of firms used for this paper is smaller
than that used in Jones and Kato (1996)
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