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1. INTRODUCTION

Companies, as legal entity, are inherently artificial constructs. They lack consciousness, intentionality, or physi-
cal form. Consequently, they are entirely dependent on natural persons to articulate their will, execute deci-
sions, and interact with the real world. This conceptual foundation lies at the heart of corporate legal theory,
which treats legal persons as fictional subjects established for functional and economic purposes. Unlike natural
persons, companies are abstract entities that cannot independently act or think. To overcome this ontological
void, legal systems have historically entrusted natural persons—most notably, the board of directors—to serve as
the operational organs of the company: its mind, voice, and hands.

However, this delegation of corporate agency to natural persons generates an intrinsic tension. The board of
directors, while formally tasked with promoting the best interests of the company, comprises individuals with
personal motivations, distinct values, and self-interested goals. The legal doctrine often portrays the board and
the company as a single, coherent unit—a concept championed in theories such as Roknit’s notion of organi-
zational personhood—but economic and behavioral sciences reveal a stark divergence: individuals vested with
corporate authority often behave in ways that maximize personal utility rather than collective value.

This divergence is especially problematic in the context of directors’ remuneration. The board of directors is
inherently a collective organ—typically composed of three or more members in private companies and five or
more in public companies, as stipulated by many national corporate laws. Despite representing a unitary legal
actor, the board consists of individuals with diverse incentives and varying degrees of influence. Some legal re-
gimes even permit legal persons to serve as directors, contingent upon the appointment of a permanent natural
representative. This additional layer of representation further complicates the already tenuous relationship
between the company’s legal fiction and its decision-making apparatus.

Designing an equitable and effective compensation structure for directors is, therefore, a particularly delicate
challenge. Fixed-fee remuneration can give rise to free-riding, wherein certain directors perform minimal du-
ties while receiving the same compensation as more active or competent peers. Conversely, performance-based
pay may trigger rent-seeking behavior, whereby directors exploit short-term metrics or asymmetrical informa-
tion to inflate personal compensation without creating commensurate value for the company. Neither extreme
adequately addresses the underlying agency dilemma.
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This dilemma transcends technical or administrative considerations; it is a jurisprudential and institutional
challenge rooted in the artificiality of legal personality and the behavioral complexity of human agents. The art
of designing a fictional will for a company is not limited to majority rule or tiered decision-making processes;
it lies in identifying an equilibrium point between the interests of shareholders and third parties when internal
conflicts emerge. Hence, corporate governance structures must evolve beyond mere formalism. They must in-
ternalize the behavioral tendencies of corporate agents and confront the inherent disjunction between abstract
legal entities and the natural persons who animate them.

In conclusion, any serious reform of directors’ remuneration must grapple with the foundational tension between
the abstract corporate persona and the self-interested motivations of those who govern on its behalf. Effective gov-
ernance cannot be achieved through rigid rules alone. Rather, it requires a nuanced approach—one that acknowl-
edges the self-interest of directors while fostering mechanisms to align their incentives with sustainable corporate
success. Only through such a multidimensional strategy—featuring checks and balances, transparency, and perfor-
mance-linked incentives—can the fiction of corporate personhood be reconciled with the reality of human agency.

2. PURPOSE
The existence of an agency relationship in corporate structures is not accidental; it is a structural necessity.
Shareholders, as principals, delegate the daily management and strategic direction of the company to direc-
tors, who act as their agents. This delegation, while efficient in terms of operational functionality, creates an
inevitable agency cost due to the divergence of interests between principals and agents. Among the most criti-
cal manifestations of agency costs in corporate practice are rent-seeking and free-riding—behaviors that often
flourish in opaque or poorly regulated compensation environments.
Against this backdrop, a crucial policy question emerges: How can directors’ remuneration be structured to
align their personal incentives with the company’s long-term success while simultaneously deterring opportun-
istic behaviors? Since directors are economic agents motivated by personal utility, the design of remuneration
systems must account for both their rational self-interest and their fiduciary duties.
This article aims to explore this question by evaluating existing legal and governance frameworks for director
compensation and proposing mechanisms that simultaneously:

1. Minimize rent-seeking behavior by reducing discretion and informational asymmetry;

2. Discourage free-riding by rewarding tangible performance;

3. Align individual motivations with corporate value creation.
The research also considers how these concerns manifest under Iranian corporate law, where fixed compen-
sation schemes dominate, and performance-based rewards remain underdefined or improperly regulated. By
critically assessing these frameworks, the article seeks to advance an effective and context-sensitive model of
directors’ remuneration that reduces agency costs and improves corporate governance outcomes.

3. METHODOLOGY

This study employs a descriptive-analytical methodology, grounded in a comprehensive review of legal texts, ac-
ademic literature, and comparative corporate governance models. The descriptive phase involves the identifica-
tion and interpretation of statutory provisions, regulatory frameworks, and judicial precedents relating to direc-
tors’ compensation—particularly within the context of Iranian corporate law. Primary sources include the Iranian
Commercial law, regulatory circulars issued by relevant authorities, and shareholder meeting procedures. Sec-
ondary sources include doctrinal writings, comparative legal studies, and jurisprudential analyses on the subject
of corporate agency and fiduciary responsibility. The analytical phase builds upon the descriptive findings to
critique existing practices, identify structural weaknesses, and assess potential reforms. Emphasis is placed on
integrating insights from agency theory, institutional economics, and behavioral law and economics. The opin-
ions of Iranian jurists, as well as those from other legal systems (e.g., Anglo-American corporate governance
models), are incorporated to enrich the discussion and ground recommendations in comparative best practices.

4. FINDINGS

An in-depth analysis of Iranian corporate law, particularly as it applies to joint-stock companies, reveals a
structurally limited approach to directors’ remuneration that is insufficient to address the dual challenges of
rent-seeking and free-riding. The current legal framework—largely based on the Iranian Commercial Code of
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1968—permits companies to provide compensation to board members but offers limited guidance on how such
compensation should be structured or justified.

4.1 Fixed Remuneration and the Free-Riding Problem

The most common form of compensation in Iranian companies is a fixed fee, determined by the general assem-
bly of shareholders. While fixed remuneration has the advantage of predictability and administrative simplicity,
it fails to incentivize superior performance. In this context, all directors—regardless of effort, skill, or contribu-
tion—receive equal compensation. This creates fertile ground for free-riding, especially in larger boards where
individual accountability is diffuse. Some directors may fulfill only the bare minimum of legal duties, relying on
more active members to shoulder the burden of governance, strategy, and oversight.

This issue is compounded by the lack of objective performance metrics or accountability frameworks. Iranian
corporate law does not mandate internal performance evaluations for directors, nor does it require the disclo-
sure of board attendance, engagement levels, or contribution to strategic goals. As a result, shareholders are
often ill-equipped to distinguish between effective and ineffective directors.

4.2 Performance-Based Pay and Rent-Seeking Behavior

To mitigate free-riding, some companies experiment with performance-linked rewards, such as annual bonuses
or profit-sharing schemes. However, in the absence of a robust regulatory framework, performance-based
compensation risks encouraging rent-seeking. Directors may focus disproportionately on short-term outcomes
that inflate financial results or stock value at the expense of long-term stability.

Moreover, when performance metrics are ambiguous or easily manipulated, such rewards may be distributed in
a non-transparent and unequal manner. In Iran, bonuses are typically approved by the general assembly with-
out a clear formula or criteria, and often without separate assessment for each director. This opens the door to
political favoritism, boardroom collusion, or informal alliances within the board, particularly in companies with
weak or dispersed ownership structures.

Furthermore, asymmetric access to information between directors and shareholders makes it difficult for the
latter to monitor the integrity of performance data. This gap limits the effectiveness of the general assembly as
a control mechanism and increases the risk of excessive or unjustified remuneration.

4.3 Legal Constraints and Supervisory Mechanisms
Iranian law provides some safeguards to limit abuse. For instance:

* The general assembly must approve director remuneration.

» There is a statutory prohibition on exceeding reasonable bonus levels.

» Directors can, in theory, be held civilly and criminally liable for breaches of fiduciary duty.
However, these safeguards are largely procedural and weakly enforced. The law does not clearly distinguish be-
tween fixed compensation and performance-based rewards, nor does it specify how these components should
be proportioned or evaluated. There is also a lack of independent supervisory bodies within most Iranian com-
panies. The absence of independent or non-executive directors on boards, especially in closely held companies,
further weakens oversight. Moreover, in practice, the general assembly’s role in supervising board performance
is often symbolic. Shareholder meetings tend to be poorly attended, dominated by majority shareholders, or
influenced by internal political dynamics. This results in low accountability, and ultimately, a legal structure that
suppresses rent-seeking only marginally—while leaving the free-riding problem virtually unaddressed.

4.4 Towards a Balanced Compensation Framework
Given these structural limitations, an effective remuneration framework for Iranian companies must strike a
balance between motivation and restraint. This requires:
* A dual-component model: fixed base compensation to ensure predictability and baseline accountability,
combined with performance-based rewards linked to objective, pre-defined metrics.
* Implementation of independent performance evaluation mechanisms at the board level.
* Enhanced transparency and disclosure requirements to inform shareholders about the basis for compen-
sation decisions.
» Legalrecognitionofthedistinctionbetweenbasepayandcontingentrewards,alongwithcriteriaforeachcomponent.
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* Empowerment of minority shareholders to challenge or review compensation decisions through accessible
legal remedies.
Such reforms would help Iranian companies transition from a static, formalistic approach to director pay toward
a more dynamic, performance-sensitive system aligned with international best practices.

5. CONCLUSION

In corporate governance, particularly regarding the fee and remuneration of directors, two fundamental prob-
lems frequently arise: free-riding and rent-seeking. These issues are closely linked to how director fees are
structured. When a fixed amount is designated as the director’s fee, the free-riding problem emerges, as direc-
tors may lack motivation to exert effort beyond the minimum requirements. Conversely, when the fee amount
is left undetermined, rent-seeking behavior becomes a concern, where directors may attempt to extract maxi-
mum personal gain without corresponding value creation for the company.

To address these challenges effectively, it is essential to adopt a hybrid compensation structure—one that includes
both a fixed base fee and a performance-based component. The fixed portion ensures basic accountability and
compensation for assuming the role, while the performance-based portion aligns the director’s incentives with the
company’s success. This structure not only reduces the allure of rent-seeking by capping guaranteed rewards but
also discourages free-riding by linking a significant portion of compensation to measurable outcomes.

In addition to reforming the compensation model, it is crucial to strengthen supervisory and enforcement
mechanisms. This includes enabling the dismissal of underperforming directors, as well as enforcing civil and
criminal liability for breaches of duty. Without a robust oversight framework, even the most well-designed com-
pensation scheme may fail to achieve its intended outcomes. The legal framework governing Iranian joint-stock
companies does, to some extent, reflect this dual approach. However, the implementation and interpretation
of these provisions remain inadequate. Notably, there is a lack of clarity regarding the status of the “reward” as
a component of the fee structure. In practice, rewards are often treated as supplementary and external to the
fixed fee, rather than as an integrated component of a performance-based pay system.

Moreover, the weakness of the supervisory infrastructure, the absence of criteria distinguishing high-perform-
ing from low-performing directors, and the failure to enforce accountability for non-performance mean that the
core problems of free-riding and rent-seeking remain unresolved.

The existing legal structure of director compensation in Iran seems to interpret the fixed fee as the total remu-
neration, with any additional reward being optional and unrelated to performance. While this might suppress
rent-seeking to an extent—since additional rewards are not guaranteed—it fails to address the problem of free-
riding. Directors receive their fixed compensation regardless of their level of contribution or effectiveness.
Even assuming that rewards could be selectively distributed—only to effective directors—no practical mecha-
nism exists within the general meeting framework to distinguish and reward based on individual director per-
formance. This gap means that rewards may still be allocated indiscriminately or based on subjective factors,
rather than on objective performance criteria.

To truly resolve these systemic issues, a formal distinction must be established between the fixed and variable
components of directors’ compensation. The reward must be explicitly linked to performance metrics, such as
profitability, strategic goal achievement, or shareholder value creation. Moreover, governing laws and corporate
bylaws should clearly define the duties of directors, including a positive obligation to improve the company’s
performance. Without such a duty, tools of accountability—such as civil and criminal liability—lose much of their
force, as there is no concrete benchmark against which to measure failure or misconduct.

In conclusion, for Iran’s corporate governance system to effectively curb free-riding and rent-seeking, a com-
prehensive reform is necessary. This includes:

Adopting a dual-component fee model (fixed fee + performance-based reward); Establishing objective perfor-
mance criteria for reward distribution; Strengthening oversight and enforcement mechanisms; Imposing a posi-
tive duty on directors to enhance corporate productivity, with clear consequences for non-fulfillment.

Only through such an integrated approach can the governance structure of Iranian joint-stock companies foster
greater accountability, efficiency, and alignment with shareholder interests.

Keywords: free ride, rent-seeking, directors’ Reward, board of directors.
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