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ABSTRACT

In this study we have examined the impact of the tie between compensation
schemes and performance on the degree of risk taken by corporate decision-
makers. We have explored for the degree of tie, at which, decision-makers are
inclined to embark upon riskier and more promising ventures but withou! being
motivated to fake an excessive amount of risk. We have further compared this
subject matter between decision-makers from the two different environments of
Bangladesh and the US. We have found that this risk behavior is different in the
two dissimilar environments. In Bangladesh, the stronger the tie between the
decision-makers’ compensation schemes and their performances - the greater is
their inclination to prefer riskier profects. In contrast, in the US there seems to be
an optimal degree of tie between the two, somewhere in the middle. Beneath and
beyond this mid-level of tie - US decision-makers are less motivated to take the
riskier projects. Risk is an integral part of any business and it can act as an
important deterrent or motivation for economic development. Stimulating
business development requires therefore, 16 a great extent, willingness for risk
taking by the decision-makers. However, ai the same time, decision-makers have to
be careful not to assume an excessive amount of risk. Overly generous
compensation packages with large-sized stock option grants may have created
incentives for managers to assume excessive amount of risk, contributing to the US
corporate scandals of the post-dotcom era and the current global financial crisis.

The implication from this study is the recommendation io tie only partially
Bangladesh executives’ compensation schemes 1o their performances. It might
enhance the country’s economic development by encouraging decision-makers to
take upon themselves risk, but up to a certain point, and to avoid assuming
excessive amount of risk.
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INTRODUCTION

In this study we have examined the impact of the tie between compensation
schemes and performance on the degree of risk taken by corporate decision-makers.
We have explored for the degree of tie, at which, decision-makers are mclined to
embark upon riskier and more promising ventures but without being motivated to take
an excessive amount of risk. We have further compared this subject matter between
decision-makers from the two different environments of Bangladesh and the US,

There are two sides to risk: the potential for loss (downside) and the
opportunity for higher profit and growth (upside). Both aspects of risk are
relevant when we consider evaluating business ventures. Risk is an integral part
of any business and it can act as an important deterrent or motivation for
economic development. Stimulating business development requires therefore, to a
great extent, willingness for risk taking by the decision-makers. Typically, no one
would take additional risk without being compensated for it. The relationship
between compensation schemes and the degree of risk taken by corporate
decision-makers has been discussed at length in the academic and practitioner
literature. Recently, an article in this journal by Hagigi and Lin (2012) dealing
with the Bangladesh economy, had demonstrated a significant impact of the
degree to which decision-makers are compensated on their attitude towards risk.

In this current study we have further compared this issue between decision-
makers from the two different environments of Bangladesh and the US. We have
found that the risk behavior is different in the two dissimilar environments. In
Bangladesh, the stronger the tie between the decision-makers’ compensation
schemes and their performances - the greater is their inclination to prefer riskier
projects. In contrast, in the US there seems to be an optimal degree of tie between
the two, somewhere in the middle. Beneath and beyond this mid-level of tie - US
decision-makers are less motivated to take the riskier projects.

We surveyed a large sample of Bangladesh and US investors and potential
investors to learn about their attitude towards risk. In the following section, we
discuss the relation between the willingness to take-up risky ventures and
economic development. Next, we discuss the impact of the compensation schemes
on the willingness of decision-makers to take-up risky ventures. After that, we
present our research methodology and proceed by presenting the empirical results
and analysis. We conclude by a brief summary and recommendations.

RISKY VENTURES AND ECONOMIC DEVELOPMENT

The willingness of decision-makers to take upon themselves increased risk
might enhance a country’s economic development. At the same time, one has to
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be careful not to exaggerate by assuming “excessive” risk. Such exaggeration
contributed to the current global credit crisis. There are two sides to risk: the
potential for loss (downside) and the opportunity for higher profit and growth
{upside). Both the downside and the upside of risk are relevant when we consider
or evaluate business ventures (Hagigi & Sivakumar, 2009). Sometimes, an
investor's risk inclination might prevent him or her from taking a beneficial
investment action. A decision-maker might stay away from investing in a
potentially promising business venture, or wrongly select a sub-optimal
investment strategy.

It 1s conventionally assumed that people are risk-averse; however, effective
risk management does not necessarily imply a need to reduce risk. In general, for
a given expected return, risky ventures are less desirable and as a result their
prices are lower compared to ventures that are less risky. Hence, the expected
profitability of riskier ventures is higher. It has been widely documented that there
1s an inverse relationship between risk and expected return. Therefore, effective
risk management does not necessarily mean risk avoidance but rather suitably
tailoring the risk strategy to the firm’s goals and risk preference. An investor may
opt to select a risky project knowing that the compensation will more than make
up for that. This upside potential might lead to break-through outcomes such as
important innovations and economic developments.

Meredith et al. (1982); Siropolis (1997); Hisrich and Peters (1998); Khanka
(1999); and Hossain (2006), among others, have mentioned the importance of the
risk-taking characteristic for an entreprencurship and economic development in
Bangladesh. Rahman (1989), on the other hand, characterized the Bangladesh
entrepreneur as moderate In terms of risk-taking investment behavior. An
interviewee mentioned to the authors recently that Bangladesh investors are
leaning towards low risk taking ventures. This view is echoed also by Sadeq
(1989) who claimed that “in Bangladesh, risks and uncertainty discourage
potential entrepreneurs from undertaking highly profitable and socially desirable
new ventures.”

COMPENSATION SCHEMES AND ATTITUDE TOWARDS RISK

Gormley et al. (2012), among others, suggest that compensation schemes,
which are tied to performance, can provide strong incentives for corporate risk-
taking, They contend that in areas like sales and trading, securitization, and financial
engineering, bonus pools are typically allocated based on current-period
performance and this kind of bonus scheme strongly motivates corporate risk-taking.






























