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Abstract

The purpose of this paper is to review the literature on various theories that are used in
organisations today to determine executive compensation. This paper analyses the relevance
of the theories that are used to determine CEO compensation in modern corporations. The
paper makes an attempt to review extensively the literature on CEO compensation. This
paper looks at the concerns of sixteen theories of executive compensation. This paper further
analyses the special features that are associated with CEO pay. These features help us to
understand the problems that experts on executive pay experience when they try to define the
exact CEO pay when compared to other rewards that are non financial. The drivers of
executive pay are quantified and qualified in order to provide the conceptual background
needed to understand the core factors that determine executive pay. Therefore the role of
institutional investors in driving managerial salary is explored in detail. Finally, the effects of
firm size and good corporate governance on executive pay are carefully analysed.

Keywords: structure of executive pay, chief executive officer, compensation practices in
corporations, the agency problem, relevance of the theories used, mechanisms of corporate
governance, institutional investors and firm size.

1. Introduction

The literature on executive remuneration advances the argument that executive compensation
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is premised on the philosophy that the interests of the board should be aligned to the interests
of the shareholders (Aggarwal and Samwick, 1999). The doctrine of managerialism posits
that the separation of ownership from control creates a divergence of interests between the
management and owners (Tosi et al 2000). Consequently managers concentrate on getting
more pay, power and prestige and in this way they can concentrate on maximising firm size
rather than the value of the company (Tosi et al 2000). The size of the company is used to
justify the level of executive pay (Jensen and Meckling, 1976). Some authorities in corporate
governance believe that shareholders can control the management by using internal control
systems, such as, auditing, budget restrictions and compensation systems (Jensen and Murphy
(1990). Ozkan (2007) argues that there is a positive relationship between executive
compensation and corporate performance. On the other hand the study by Brick et al (2005)
reveals that there is strong negative correlation between executive compensation and
corporate performance. Similar studies carried out by Zhou (2000) established that executive
compensation has a positive relationship with firm size although compensation depends on
corporate performance. Shah et al (2009) carried out a study to investigate the factors that
influence the pay levels of executives in corporations, and the findings revealed that the
following factors were responsible; 1) size of the firm, 2) CEO duality, 3) board
independence, 4) board size, 5) ownership structure, 6) ownership concentration and 7) audit
committee independence.
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Berkema and Mejia (1998) conducted a study to investigate the factors that influence the pay
levels of CEOs and the findings show that the factors are; market forces, the ownership
structure of the firm, size of block holders and the existence of remuneration committees.
Berkema et al (1998) argue that the separation of control and management is critical when it
comes to making decisions on CEO compensation. In other words the composition of the
remuneration committee should be such that the majority of them are outside directors
(Berkema et al, 1998). The literature on corporate governance suggests that board members
have an important role in setting CEO compensation, controlling future projects and making
decisions that affect the replacement of CEOs (Raheja, 2005). The executive pay structure
has several components; such as, bonus stock options, stocks, pensions and perquisites
(Finkelstein and Boyd 1998). Murphy (1999) argues that the elements that constitute CEO
pay are not homogenous in terms of pay practises across firms and industries. Murphy (1999)
identifies four basic components of executive pay: a base salary, an annual bonus linked to
accounting performance, stock options, and long term incentive plans. The packages of most
executive compensation consist of several components, such as, pay-outs for long run
incentive plans; restrictictive stock grants, pension plans, various perquisites, and severance
payments (Jensen and Murphy, 1990; Friedman and Jenter, 2010).

2. The Review of Related Literature

The literature on executive compensation presents sixteen theories which can be used to
interrogate the subject of CEO remuneration and the sixteen theories are grouped into three
distinct approaches, namely 1) the value approach, 2) the agency approach, and 3)the
symbolic approach ( Gomez- Mejia, 1994; Balsam, 2002). Table 1, below, presents groups of
theories used in determining CEO pay scales.
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Table 1. CEO compensation and related theories

Value Approach Theories Agency Approach | Symbolic Approach
Theories Theories
1. Marginal productivity | 1. Complete contract 1. Tournament theory
theory theory
2. Efficiency wage theory 2. Prospect theory 2. Figurehead theory
3. Human capital theory 3. Managerial theory 3. Stewardship theory
4. Opportunity cost theory 4. Hegemony theory 4. Crowding-out theory
5. Superstar theory 5. Socially enacted
proportionality theory
6. Social comparison
7. Implicit psychological
contract theory

Source: Gomez —Mejia (1994)
2.1 The Symbolic Approach

The symbolic approach consists of theories that consider executive pay as a socially
constructed symbol to explain the status, dignity, prestige and the high esteem accorded to the
role of the CEO in the organisation (Gomez and Mejia, 194). The symbolic approach consists
of theories such as, 1) the tournament theory, 2) figurehead theory, 3) stewardship theory 4)
crowding-out theory, 5) implicit/psychological contract theory, 6) socially enacted
proportionality theory and 7) social comparison theory. The tournament theory considers pay
as a prize in a contest (Lazear and Rosen, 1981). The figurehead theory sees the organisation
as a place where political conflicts do exist among various political groups, and that those
groups of people who succeed in manoeuvring others politically get rewarded through
executive compensation (Ungson and Steers, 1984). The stewardship theory suggests that
executive pay scales are premised on the philosophy that the CEO and other members of the
board have agreed to align their interests to those of the shareholders and this cooperative
behaviour is rewarded accordingly (Donaldson et al, 1991). The crowd-out theory is premised
on the philosophy that there must be a balance between intrinsic motivation and extrinsic
motivation in order to avoid the negative effects created by both high salary scales and lower
salary scales (Frey, 1997).

The psychological contract theory suggests that the principal (the shareholders) and the agent
(the board of directors) enter into a relational contract in which the principal is obliged to pay
the agent a fair and reasonable salary and in turn the agent is required to meet his or her work
obligations in a manner that justifies the compensation pay scales (Kidder and Buchholtz,
2002). The socially enacted proportionality theory argues that the salaries that employees get
come from the same source and that the source is considered a pie that has several partitions.
Each partition in the pie resembles a job position in the organisation. Therefore the pie is
divided proportionally according to the responsibilities that characterise a job position. Those
with jobs that require more decision making get the highest share of the pie (Simon, 1957).
The social comparison theory argues that executive pay is a function of normative judgement
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by the board members (Goodman, 1974). Executives use their own pay levels, experiences
and motivations as reference points (Gomez-Mejia, 1994; O’Reily et al, 1988).

2.2 The Value Approach

The value approach is based on the laws of economics of supply and demand as a means for
determining executive compensation (Roberts, 1956). The value approach is supported by
five theories, such as, 1) the marginal productivity theory, 2) efficiency wage theory, 3)
human capital theory, 4) opportunity cost theory, and 5) superstar theory (Gomez-Mejia
1994). The marginal productivity theory relates the services of the executives to any other
input factor of production (Roberts, 1956). Thus executive pay is equal to the executive
marginal revenue products (Roberts, 1956). The human capital theory is based on the
philosophy that executive productivity is highly influenced by the educational background as
well as the breadth of knowledge possessed by the executive (Combs an Skill, 2003). The
executive who has more knowledge and skills has a higher human capital base (Combs and
Skill, 2003). Therefore an executive with massive quantities of knowledge and skill is paid
more for his or her job (Combs and Skill,2003).

The efficiency wage theory suggests that executives will work harder when they are given a
salary which is above the market level of industry (Prendergast, 1999). Executives who are
paid higher than the market level salary will not think about leaving the company and
executives’ turnover decreases whereas productivity increases (Balsam, 2002). The
opportunity cost approach is based on the doctrine of attracting, keeping and retaining
executives through attractive executive pay levels (Thomas, 2002). The superstar theory
argues that there is no perfect substitution for better talent (Rosen, 1981). Therefore the
demand for better talent is ever rising (Rosen, 1981).

2.3 The Agency Problem

The optional contract theory suggests that executive pay is used to align the interest of the
executives to those of the shareholders (Gomez- Mejia and Wiseman, 1997). Basically, the
agency problem reflects the magnitude of the conflict between the executives and the
shareholders as a result of a divergence of interests (Gomez- Mejia and Wiseman, 1997).
Executive pay structures are therefore used to reconstruct the behaviours, interests and
perceptions of executives to reflect the interest of the shareholders (Gomez- Mejia and
Wiseman, 1997). The prospect theory points out that one of the critical responsibilities of the
CEO is risk —taking (Balsam, 2002). The prospect theory suggests that there is a limit to
which the CEO is willing to take more risks (Balsam, 2002). Therefore executive pay levels
reflect the willingness of the CEO to take more risks (Balsam, 2002). The managerial power
theory presupposes that the executive has natural powers to make decisions related to their
pay structures (Jensen and Meckling, 1976). The class hegemony theory suggests executives
share power with executives from other organisations in order to protect their privileges and
the wealth of their class ((Gomez- Mejia 1994).

2.4 Other Theories of Compensation

Figure 1, shows three executive compensation theories, namely, reinforcement and
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expectancy theory, equity theory, and agency theory.

Reinforcement

and Expectancy Equity Theory
Theory

Agency Theory

Figure 1. Theories of executive compensation
Source: Jenson and Murphy, 1990).
2.4.1 Reinforcement and Expectancy Theory

This theory is based on behavior that is repeated. An employee who gets rewarded for
handwork will continue to work hard in order to receive the same reward all the time. In the
same way, employers will continue to reward employees who show adequate dedication to duty.
This theory is prominent where performance appraisal systems are used to reward hard
-work.( (Greenberg, 1986;Parijat and Bagga,2014; Jensen and Murphy,1990).

2.4.2 Equity Theory

This theory talks about equity, fairness and justice in the way salaries are distributed to the
employees in the organization. Some employees may feel that they are not getting enough for
the work they do ((Greenberg, 1986).This kind of feeling will result in the disgruntled
employees not working hard, with the result that productivity is reduced. Some employees will
embark on a go-slow to register their displeasure for not getting a salary level they think they
deserve (Greenberg, 1986).

2.4.3 Agency Theory

The agency theory argues that a company has primary social stakeholders who deserve to
benefit from the proceeds of the company. Primary social stakeholders include employees,
employers, customers, sellers, buyers, the board of directors and the management team (Parijat
and Bagga, 2014). The people who receive salaries from the organization are employees,
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employers, the executive directors, and the management team or the employers. According to
the agency theory, both employees and employers are the critical stakeholders of the company
and the salaries paid to them constitute the agency costs (Parijat and Bagga, 2014). Employees
will increase agency costs whereas employers will reduce them. Therefore the agency cost
theory argues that salaries are used to align the interests of both parties to the interests of
shareholders, as shown in Figure 2, below:

A\ MacrOthlnk Journal of Public Administration and Governance

PRINCIPAL

Figure 2. The agency theory of compensation
Source: Jenson and Murphy (1990).

Figure 2 shows two critical parties to corporate governance, namely, the shareholders and the
board of directors. The shareholders are called the principals whereas the board of directors
are the agents. The shareholders are the owners of the company whereas the board of
directors are hired to run the affairs of the company on behalf of the principals, who are the
shareholders.

3. An Assessment of the Approaches

Academic scholars in corporate governance argue that the three approaches (the value approach,
the agency approach and the symbolic approach) show a very weak relationship between
executive compensation and company performance, (Gomez- Mejia ,1994). The value
approach makes use of economic theories to explain the disparities that exist among the pay
levels of executives. However markets have limited capacity to influence the decision making
process on executive pay levels (Kay, 2000). CEOs wield much power to influence the board of
directors and the decision making process when negotiating their own pay (Aquilera and
Jackson, 2003). It must also be noted that executive pay is also influenced by external forces,
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such as, the government, financial institutions, investors, labour unions and other firms ( Jensen
and Murphy, 2004). The executive pay theories often neglect the role of the external factor in
decision making process that finally translate into executive compensation (Zingales, 1998).
Corporate governance practices are different from one organisation to another and the influence
of such practices on executive pay levels cannot be ignored (Jensen and Murphy, 1990). Most
empirical research on executive pay makes use of data from developed countries, such as the
Unite States of America (USA) and generalisations and conclusions of theories imply that the
USA example is taken to be a worldwide standard (Kaplan , 1995). Authorities in corporate
governance do admit that there are other socially constructed corporate governance
arrangements that are used by the board of directors to make a determination on executive pay
levels (Roe, 2003). Since the agency theory is dominantly used to determine executive pay
levels, other conditions and arrangements made by the board of directors are not given due
considerations (Zingales, 1998).

4. Characteristics of CEO Pay

The remuneration of CEOs is characteristics by a number of concepts that need careful
analysis or evaluation. This means that it is difficult to have quantitative and qualitative
measurement scales that could accurately predict the CEO pay structures that should be
established in companies (Antle and Smith, 1985). CEO pay structures in companies are not
standard. The remuneration of CEOs is associated with other rewards that are not financial in
nature and this situation makes it difficult to define the exact basic salary that constitutes
CEO compensation. In other words the concept of pay is just but one picture of the financial
rewards that accrue to CEOs. In fact CEOs, receive a myriad of both financial and
non-financial rewards that make it difficult to compute the exact monetary rewards that CEOs
receive. According to Finikelstein and Hambrick (1988) CEOs receive various remuneration
packages such as “salary, bonus, benefits, stock options, pension contributions, deferred
income and long term contingent compensation.” Finikelstein and Hambrick (1988) further
argue that the administration of CEO compensation packages creates a number of problems.
The first problem has to do with relating compensation to a specific timeframe. CEOs may
get a stock option this year but may be able to use the stock option two years later. The
problem then arises in trying to define the compensation obtained from the options each
subsequent year (Finkelstein and Hambrick, 1988). The second problem concerns the
definition of a particular salary structure as the base (Finkelstein and Hambrick, 1988).

5. Drivers of CEO Pay

According to Kim and Tucker (2014) in James (2014) the most important drivers of CEO pay
are, firm size, the quality and quantity of workers, gender, the return on assets and the
implementation of good corporate governance in an organization. Studies on executive pay
have revealed that there is no correlation between gender and executive pay in organizations
(Kim and Tucker, 2014). Studies on executive compensation have shown that there is no
agreement on whether or not theories on executive pay constitute the main drivers of CEO
compensation (Kim and Tucker). Since the board of directors play a critical role in
determining CEOQ pay, it can be difficult to define the exact factors that drive CEO pay in
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modern organizations. Finikelstein and Hambrick (1988) in James (2014) argue that the
drivers of CEO compensation include, “market factors, the power and preferences of the
board and CEO prerogatives.”

5.1 Market Forces

Experts on CEO compensation argue that the boards of directors use several environmental
factors to construct a pay structure for the executives. First and foremost the supply and
demand factors are used to define the executive pay structure. Secondly, the executive pay
structure is based on both the physical and emotional sacrifices made by the board of
directors to increase firm performance. The board of directors possess certain rare skills or
competencies that are highly demanded by the firm in the industry and therefore CEO pay is
a direct “response” to the demand and supply of executive skills that are in short supply
(Ciscel and Carroll, 1980). According to Frank (1984) the executives are paid for their
productivity in the long run.

5.2 Power and Preferences

According to Finkelstein and Hambrick (1988) in James (2014) the politics of the
organization are the main drivers of CEO pay. Shareholders exercise ownership of company
but actual control of the company is in the hands of the board of directors. Consequently, the
shareholders do not have adequate information concerning the day to day management of the
company. Secondly the interests of the shareholders are not well related to the interests of the
board of directors. The board of directors see the company as their main source of income
whereas the shareholders want a good return on their investment. Therefore CEO pay levels
are supposed to motivate the board of directors to do their work well to create the desired
shareholder value (James, 2014). Studies on executive pay have also revealed that the total
control or power that the board of directors wield, enable them to award themselves hefty
salaries (James, 2014: Roe, 2003). When the CEO and the board of directors give themselves
hefty salaries, shareholders need to respond and address this, “moral hazard” quickly in order
to prevent the escalation of the agent problem (James 2014;Antle and Smith,1985).

5.3 Corporate Governance and CEO Pay

The structure of corporate governance in both public and private companies is a key factor in
determining executive pay levels (Jensen, 1993). A typical board consists of the chairperson
who is a non-executive director and the CEO who supervisors the executive directors. One of
the responsibilities of the CEO is to hire both outside and inside directors. The CEO wields
more power in the board, when compared to the chairperson, and other directors (Jensen,
1993). This means that both inside and outside directors are not effective when it comes to
putting in place the required executive pay structures (Crystal, 1991). Several studies have
been carried out to establish the relationship between CEO pay and board composition (Core
et al, 1999). There is a positive relationship between executive pay and board composition
(Boyd, 1994). Some studies have revealed the idea that there is a positive correlation between
executive pay and board composition (Lambert et al, 1993). Rosenstein and Wyatt (1990)
argue that the presence of external directors in the board has the effect of increasing
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shareholder value.
5.4 Firm Size and CEO Pay

Lambert et al (1993) argues that the size of the firm cannot be the determining fact of CEO
pay for reasons that the CEO may deliberately create a huge board that can easily diminish
shareholder return on investment. Lambert et al (1993) goes further to say that the director
cannot increase his or her own pay level by enlarging the company. However, numerous
studies have shown that there is a positive relationship between CEO pay and firm size
(Lambert et al, 1993). Some studies have revealed that there is no correlation between firm
size and executive pay. Lambert et al, (1993) argues that there is no association between
company performance and firm size.

5.5 Institutional Shareholders versus CEO Pay

Hartzell and Starks (2005) in James (2014) identify several types of shareholders, who
include institutional shareholders, small private shareholders, large private shareholders and
corporate shareholders. Institutional shareholders have certain demands on the board of
directors and these demands are; good return on investment, an increase in dividends, growth
prospects and an increase in share price. Several studies have shown that companies that have
a higher level of institutional investors are associated with poor CEO compensation (Hartzell
and Starks, 2003). Institutional investors have the capacity to monitor the activities of the
management and this interaction gives the institutional investors the needed capacity to
control CEO pay levels. Hartzell and Starks, (2003).Sheifer and Vishny(1986) posit that
institutional investors can provide incentives in order to align the interests of the board of
directors to the interests of shareholders and such incentives have cost implications. Hartzell
and Starks (2003) argue that the presence of institutional investors correlates highly with firm
performance and not CEO pay.

6. Conclusion

Three approaches were used to explain the processes that are undertaken to determine
executive pay. The three approaches made use of the value approach, the symbolic
approaches and the agency theories to explain the different conditions under which executive
pay levels are considered. The theories do not capture all the conditions and other
arrangements that are used by the board of directors to establish executive pay levels.
Executive pay levels are socially constructed and this accounts for the inherent disparities in
the executive pay levels obtainable in different organisations. The theories do not explain the
main causes of the agency problem in most organisations. CEO pay is a function of several
factors, such as, board structure, firm size, the presence of outside directors, and the influence
of institutional investors. Market forces are also a critical ingredient in determining CEO pay.
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