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Objective: The relative performance evaluation of firms within an industry
creates a tournament-like competitive structure that influences CEOs’
decisions regarding risk-taking. Firms that have achieved poor performance
have a strong motivation to compensate and win in the next period.
Accordingly, the objective of this research is to examine the effect of relative
performance evaluation on firm risk-taking, considering the role of external
and internal managerial competition incentives and proximity to the end of
the performance evaluation period from the perspective of winning the
tournament.

Method: The statistical sample includes 127 firms listed on the Tehran
Stock Exchange, covering the period from 2014 to 2022. To test the
hypotheses, a multiple regression model within the framework of panel data
was utilized.

Results: The research results indicated that firms that performed worse
than their industry peers in the previous period exhibit higher risk-taking in
the current period. Furthermore, the results showed that in firms where
external and internal managerial competition incentives are high, the effect
of poor performance in the previous period on current-period risk-taking is
amplified. In addition, the findings revealed that as the end of the evaluation
period approaches, the effect of poor performance in the previous period on
current-period risk-taking becomes less pronounced in firms where external
and internal managerial competition incentives are high.

Conclusion: Firms that have performed relatively worse than their
competitors during an intermediate period demonstrate higher risk-taking in
the remainder of the evaluation period, and this effect is strengthened when
the importance of achieving success in the competition is greater for the
CEO.
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Introduction

The main and ultimate goal of any economic entity is to maximize firm value and achieve
sustainable performance. Achieving this goal is heavily dependent on the strategies that managers
adopt in response to uncertainties and environmental risks. Organizational behavior toward risk is a
double-edged sword; on the one hand, accepting calculated risks can generate innovative benefits in
areas such as technology, production optimization, and penetration into new markets, potentially
leading to significant increases in profitability and long-term competitive advantage. This dynamic
carries added significance, especially in technology-driven industries where continuous innovation is
vital. However, the primary challenge in implementing risk-taking lies in the agency problem and
managerial incentives. Managers may avoid risks that do not offer direct rewards, or conversely, due
to flawed incentive structures, they may engage in excessive risk-taking that jeopardizes firm
performance.

In financial and organizational literature, the concept of Relative Performance Assessment (RPA)
has emerged as a key determinant of managerial strategic decisions. RPA evaluates a firm’s
performance in comparison to a group of peer firms within the same industry or market. This process
inherently establishes a “tournament-like” competitive structure within the managerial environment.
The firm’s relative position in this “tournament”—that is, whether the firm is positioned high or
low—influences the CEO’s perception of the likelihood of winning and consequently affects
decisions regarding the firm’s future level of risk-taking. Firms that performed poorly in the
preceding evaluation period possess a strong motivation to compensate and “win” the subsequent
tournament, driving them to accept a higher level of risk to close the performance gap.

Therefore, focusing on this theoretical framework, the present study aims to investigate the effect
of relative performance evaluation on firm risk-taking. However, to provide a more comprehensive
and realistic analysis, this relationship is not examined merely in a direct manner; rather, vital
moderating variables are also considered. These variables include external and internal incentives for
managerial competition and proximity to the end of the performance evaluation period.
Understanding how these factors alter the intensity and direction of the relationship between past
performance and future risk-taking under different conditions can provide important insights for
compensation policymakers and boards of directors. By employing empirical methods on companies
listed on the Tehran Stock Exchange, this research seeks to provide robust evidence to confirm or
reject these complex interactions.

Method

This research is descriptive-correlational in nature within the field of accounting and finance
research and, based on its objective, is considered a fundamental empirical study. The sample
consists of 127 companies listed on the Tehran Stock Exchange during the period from 2014 to
2023. To test the hypotheses, a multiple regression model using panel data was employed.

Results

The study’s results indicated that companies with weaker performance in the prior period
compared to their industry counterparts exhibit higher risk-taking in the current period. The
results also showed that in firms where external and internal managerial competition incentives
are high, the effect of poor prior-period performance on current-period risk-taking is amplified.
Furthermore, the results indicated that as the evaluation period nears its end, the effect of poor
prior-period performance on current-period risk-taking becomes less pronounced in firms
where external and internal managerial competition incentives in the industry are high.

Conclusions

The results obtained from the structural equation modeling confirmed the theoretical framework
based on the tournament model and highlighted the following key findings. First, a firm’s poor
performance relative to its industry peers in one evaluation period acts as a strong motivator, leading
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to a significant increase in risk-taking during the current evaluation period. This result indicates that
managers, instead of accepting relative failure, adopt a “risk-to-compensate” strategy to increase
their chances of improving their position in the next cycle and avoiding the negative consequences
associated with failure (such as reduced compensation or job loss).

Second, the intensity of the relationship between past performance and future risk-taking is
systematically moderated by the existing incentive structure within the firm. Specifically, in
companies where external and internal incentives for managerial competition are higher, the effect
of previous poor performance on current-period risk-taking is amplified. This suggests that when
managers have greater financial or reputational incentives to win the competition, the pressure to
compensate for weak performance drives them toward higher levels of risk acceptance.

However, a third finding reveals an important temporal dynamic: when competitive incentives
are high, the effect of poor performance on risk-taking becomes less pronounced as the end of the
evaluation period approaches. This may occur because, as the final decision point nears, managers
avoid unnecessary risks and adopt a more cautious approach to protect their achieved—even if
temporary—standing.

These findings provide valuable insights for public policy debates regarding the design of
executive compensation systems. Any assessment by firms of how their reward policies affect firm
risk must seriously consider the impact of competition based on relative performance. If
compensation systems focus solely on relative outcomes, they may unintentionally push firms
toward greater risk volatility. It is recommended that boards design evaluation mechanisms that
consider not only relative performance but also the risks assumed throughout the period, while
simultaneously moderating the effects of intense managerial competition to prioritize firm stability
and survival over short-term managerial gains.
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