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ABSTRACT
Executive compensation has attracted much attention over the past few decades. However,
a careful review of the literature reveals that there is a need for more empirical studies using
different theoretical perspectives. In this thesis, we add theoretical insights from strategic
management and analyze some of the determinants of executive compensation within a
multidisciplinary framework. Using data from a relatively large sample of Canad ian-based metal

mining firms, we examine and discuss the effects of firm strategy on executive compensation.

Areas for future research are also discussed.
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I Introduction
. ".What makes money so fascinating a subject, after all, is the magnificent lack of justice
with which it gets distributed. Salaries constitute comedy as the dictionary defines it:
instances of "incongruity," "exaggeration carried to the point of the ridiculous”...Money in
terms of being "deserved" or even "earned," is a treacherous subject. Zeus is known to have

turned himself into a shower of gold, and probably this is the safest way to think of money - as

a kind of meteorological accident which falls, like other sorts of rain, upon the just and unjust”
(Maddocks, 1979, p.1-2).

Of all human resource issues, probably none has attracted as much attention across
different fields as executive compensation (Gomez-Mejia, 1994), with researchers from a wide
range of disciplines contributing knowledge to this fascinating and intriguing subject. A
parallel fascination exists in the popular press, as evidenced by regular coverage and annual
reports in Fortune, Canadian Business, Business Week, and Forbes. 1t is not difficult to see
why executive compensation has generated such spellbinding interest. A top executive
position represents an alluring goal in terms of money, power and prestige to almost any
motivated person working in business. Of the one million taxpayers with incomes in the top 1
percent in the United States in 1990, approximately three hundred and ten thousand, or 31
percent, were business leaders, with the select group of chief executives heading Fortune 500
companies averaging salaries of $1.4 million per year, plus another $1.4 million in stock
options and incentives (Bok, 1993; Crystal, 1991).

The high visibility of executive compensation and relatively easy access to archival data
have also led to close scrutiny and a resultant large body of theoretical and empirical research
on this topic. A careful review of the major studies in the literature reveals that much of the
research has been conducted in economics and industrial relations (Finkelstein & Hambrick,
1988; 1989), where the focus is on studying the effects of firm performance and firm size on
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executive compensation. Over time, many related studies have been conducted in other
disciplines, including sociology (Simon, 1957: Blau, 1970; O'Reilly, Main & Crystal, 1988;
Ratcliff, 1980); psychology (Adams, 1963: Andrews & Henry, 1963; Lawler & Porter, 1963;
Foster, 1980; Miller, 1995); and political science (Steers & Ungson, 1984; Weick, 1979;
Westphal & Zajac, 1994). In these studies, the focus shifts to more behavioural-based theories
and explanatory variables, such as power and human capital. Nevertheless, there are many
aspects of executive compensation, such as its relationship with performance, that continue to
baffle researchers. As Gomez-Mejia (1994, p. 201) concluded in a review article, "...it is
amazing how little we know about executive pay in spite of the massive volume of empirical
work available on this topic.” As such, there is still need for additional insights and new
perspectives from which the determinants of executive compensation should be analyzed.
Recently, a number of studies, emanating from the strategic management/business
policy discipline, have begun to explore the effects of an organization's strategy on executive
compensation (see for example, Kerr, 1985; Rajagopalan & Finkelstein, 1992; Veliyath, Ferris
& Ramaswamy, 1994). A major underlying preoccupation of many of these studies is the fact
that despite broadly similar characteristics (such as size and performance), executives
sometimes earn vastly different compensation across organizations. It is argued that these
firms employ different strategies, which imply different compensable behaviours such as risk-
taking, creativity and innovativeness. Despite a general belief that organizational strategy
helps to determine executive compensation, only a relatively small number of studies have
empirically examined this relationship (e.g., Balkin & Gomez-Mejia, 1990; Kerr, 1985;
Murthy & Salter, 1975), and only a few of these utilize the well-established Miles and Snow
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(1978) typology and instrument to classify firms according to their strategy (e.g., Rajagopalan
& Finkelstein, 1992; Veliyath, Ferris & Ramaswamy, 1994)'. However, studies in this latter
group base their analyses on relatively small samples of U.S. firms (none of the studies
reviewed in this group exceeded a sample of 50 firms)2. Thus, there is a need for studies with
larger samples.

There is also a need for research that goes beyond the general effects of strategy on the
levels of executive compensation to encompass structural/design issues as well. Much of the
extant research addresses the strategic determinants of overall levels of executive compensation
but not structural issues. As one recent overview stated, “the authors of much of the recent
literature on compensation recognize that firm strategy may influence pay design. However,
there has been very little empirical research on how organizational strategy affects CEO pay”
(Barkema and Gomez-Mejia, 1998, p.139). In fact, there is a paucity of empirical research on
how the generally studied determinants affect CEO compensation structure. That is, the

effects of firm size and firm performance on CEO compensation structure (such as salary and

'"The Miles and Snow (1978) instrument used to classify firm strategy has been found to be a
valid and reliable measure (see for example, James and Hatten, 1995). Miles and Snow (1978)
categorized organizations into four groups based mainly on the rate of change in the organizational
and product domains. At one end of the spectrum, Prospectors usually pioneer product and
market/spatial development, while Defenders, at the other end, engage in little or no product or
market/spatial development. Analysers are an intermediate type and Reactors follow no coherent
strategy. While there are other typologies used to classify organizational strategies (e.g., Porter,
1980; Rumelt, 1974), it is generally contended that the Miles and Snow typology is best suited

to explain compensation system differences (Caroll, 1987; Gomez-Mejia, 1994). See Appendix
1 for the original instrument.

*The variables examined and methodology employed are also different from that used in this
thesis.



other short-term versus stock-based/long-term compensation) are rarely studied (a notable

exception is Rajagopalan, 1997).
Furthermore, almost all of the studies on executive compensation analyze U.S.-based
companies and data. As Barkema and Gomez-Mejia (1998, pp.142-143) note, *

previous

empirical research has overwhelmingly used U.S. data sources. However, data on other

countries represent a rich, virtually untapped, source of increased understanding of what
determines executive pay...we believe such international research is a particularly exciting
avenue for further research.” There are reasons to believe that management practices,
including executive compensation, differ across countries. Some scholars suggest that
management policies and practices are culture-bound (see for example, Hofstede, 1980;
d'Iribarne, 1989) and exhibit values and norms of their societies. This argument can be
extended to executive compensation issues. As Pennings (1993, p.264) contends,
"...these issues acquire extra significance when we consider executive reward systems in
different societies. Organizations are institutions that exhibit the values and norms of their
societies... What others...have called institutionalization is merely a statement about an
organization's quest for legitimacy that hinges on its environment's expectations. In this vein,

publicized executive compensation systems among US firms are symbolic messages that

signify compliance with sound management practices and also communicate the contractual
value of ‘one gets what one deserves'".

There is evidence which suggest that despite broadly similar economic, legal, social
and cultural attributes (such as a largely Anglo-Saxon heritage, language, etc.), management
and executive compensation practices differ when Canada is compared with the United States
(Misutka, 1992; Pallet and Trepanier, 1992: McGugan, 1995; Magnan, St-Onge & Thorne,
1995). For instance, a recent Towers and Perrin survey found that while US executives were,

on average, the highest paid in the world, their Canadian counterparts were ranked eleventh
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(Crawford, 1994). As such, studies using firms and data from Canada will help to guide
generalizations of results from U.S.-based research. Such studies are practically non-existent?.
Following from the above, the main objective of this study is to examine and analyze the
effects of firm strategy on the level and structure of executive compensation using data drawn
from Canadian firms, taking into account traditionally investigated variables such as firm size
and firm performance.

The thesis is divided into six main sections. Following this introduction, Section II
offers relevant background information on executive compensation: its definition, importance,
and key characteristics. This lays the foundation for the literature review (Section [1I) which
discusses the theoretical and empirical contributions from the various disciplines to this topic.
In Section IV, the strategic management/business policy literature on the organizational
strategy-executive compensation relationship is examined in detail. Section V outlines the
theoretical framework and hypotheses to be used in the study and Section VI explains the
methodology to test these hypotheses. The results are then outlined (Section VII) and
discussed, including limitations and recommendations for future research (Section VIII). The

thesis concludes with a general summary (Section I[X).

"The study by Magnan, et al. (1995) did compare U.S. and Canadian executive pay; the data
for the Canadian firms were drawn from U.S. sources.
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IT Executive Compensation: Definition, Importance and Key Characteristics

Executive compensation is a complex field of study which has been studied from a
number of perspectives and disciplines. Terminologies and methods vary across studies and
this can easily confuse those who are not intimately familiar with the field. As such, the
provision of general knowledge on what is executive compensation, its importance, and key

characteristics, is an essential step towards a better comprehension ot the theoretical and

empirical studies on this topic.

Definition: Compensation can be defined as "all forms of financial returns and tangible
services and benefits employees receive as part of an employment relationship” (Milkovich &
Newman, 1996. p.5). This definition includes all compensation received directly in the form
of money or indirectly through benefits and services. It should be noted that alternative or
intrinsic or non-monetary rewards, such as recognition ceremonies and celebration of
achievements, are excluded from this definition even though they may be thought of as part of
an organization's total reward system. As Agarwal (1998) notes, these intrinsic rewards are
usually not studied for a number of reasons. Among others, such reasons include the fact that
compensation rewards form the major portion of a typical organization’s total operating costs,
intrinsic and extrinsic rewards may be closely tied together, and that intrinsic rewards
themselves may not be sufficient to generate and sustain high levels of desired employee
behaviours.

Legally, an executive position is defined by the U.S. Fair Labor Standards Act as a job
exempt from overtime pay where the job holder supervises at least two full-time subordinates
in a position customarily requiring the exercise of independent judgement and discretion
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(Ellig, 1982). However, such a definition may include jobs even at a low level supervisory

position. In Canada, the Ontario Securities Act (1993) defines an “executive officer” as any

person who performs a policy making role in respect of the organization. The determination
of who performs a policy making function is made by respective organizations based on their
own particular circumstances. As a result of these somewhat vague definitions, many
empirical studies usually state explicitly, when operationaiizing the variables, which
management positions are included in the analyses*. In this study, executive compensation is
defined as all direct monetary compensation (salaries, bonuses, merit pay and stock options),
as well as indirect compensation such as benefits and services (e. g., pensions and other
benefits) an organization's top managers receive as part of an employment relationship®.
Importance; The study of executive compensation became important with the advent of the
large firm. Early researchers, of the days when the owner-entrepreneur was the dominant
figure on the industrial scene, did not have to do much theorizing about executive
compensation; executive compensation, in these typically small firms, was simply the profits
remaining to an owner after workers' wages and other expenses had been deducted from
revenues. However, with the separation of ownership from control resulting from the rise of

the large firm, executive compensation became increasingly more important in compensation

‘Many empirical studies analyze the data of the top five managers of an organization due
mainly to the fact that organizations in the U.S. (and Ontario - if they earn more than $100,000
per year) are required by law to provide compensation data for these executives.

*This broad definition is provided so that the reader will understand its usage in the literature
review; however, executive compensation is later in this thesis operationalized in terms of CEO
total compensation, and the individual components of the compensation package.
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theory and administration.

Executive compensation in contemporary organizations is important for a number of
reasons. Firstly, executives are the main strategists of organizations and as a result, their
compensation packages may have a direct bearing on the business decisions or strategic
choices crucial to an organization's future success (Gomez-Mejia, 1994). Executives may be
able to use their privileged positions to design their compensation packages with self-serving
motives in mind. For instance, organizational strategies to increase the firm size, or
management layers, may be implemented if this leads to lower risk and more prestige and pay
for executives (Agarwal, 1974, 1981; Dyl, 1988; Kroll, Simmons & Wright, 1990). Further,
defensive tactics such as the "golden parachute”, which provides the executive with a
substantial lump sum payment in the case of dismissal in a takeover, may reduce the
implementation of strategies to fight such takeovers (Singh & Harianto, 1989).

Secondly. executive compensation is considered a critical component of an
organization's compensation program since "it directly and indirectly drives both the formal
compensation plan for the employees and how they perceive the reward's system link to their
own compensation” (Gomez-Mejia & Welbourne, 1989, p.231). That is, executives, acting
with their own interests in mind, can enforce their own priorities in managing subordinates.
As a result, goals and objectives built into the executive compensation plan permeate the entire
system (Gomez-Mejia & Welbourne, 1989; Salter, 1973). Behavioural scientists further argue
that an organization's compensation strategy is of critical importance because the reward
system signals the type of behaviour essential for organizational and personal success (Foster,

1980; Haire, Ghiselli & Porter, 1963; Lawler, 1990). As Agarwal (1998) states, reward



systems influence both membership (e.g., joining the organization, remaining in the
organization, etc.) and performance behaviours (e.g., productivity, innovativeness, etc.); both
types of behaviours are essential in an organization’s attempt to achieve its objectives and
realize its strategies.

Thirdly, executive compensation, especially that of the chief executive, can have a
multiplier effect on the compensation structure of the entire organizauon. That is, higher pay
at the top is associated with higher pay at lower levels (Mahoney, 1979; Milkovich &
Newman, 1996; Simon, 1957). In fact, Mahoney (1979) found that differences in pay between
managerial levels approximate 33 percent. Such a multiplier effect can have implications for
the organization's various labour cost ratios®.

Finally, executive compensation can be controversial because of the large sums of
money usually involved. Such controversy may arise from constant scrutiny by the press,
shareholders, government, unions and other stakeholders, and this can have financial
implications for an organization. For instance, the United Way saw its contributions fall as
much as 10 percent in 1992 after the press reported that its president received an annual
compensation package of $463,000 plus perks such as first-class travel (Gomez-Mejia, 1994).
Issues of fairness and equity continue to be of central importance as information is
disseminated about the relatively low ratios of executive to worker pay in other countries

(approx. 17 to 1 in Japan) and these figures are compared to that of North America, especially

“This paragraph implies that there is a "pull effect” on executive compensation; that is, higher
pay at the top "pulls” pay at the bottom. However, a reverse "push effect” may also exist; that

is, higher pay at lower levels (which senior executives can set) can also lead to more pay at higher
levels.



the United States, where the ratio is about 100 to 1 (Bok, 1993; Deckop, 1987). Many studies
also reveal that executive compensation sometimes increases despite financial losses incurred
by their organizations (Crystal, 1992; Bok, 1993). As a result of these and other factors,
executive compensation occupies, and will continue to occupy well into the future, a position
of vital strategic importance to the organization.
Key Characteristics: Executive compensation displays certain distinctive characteristics that
make it a complex phenomenon. These characteristics can be examined under two broad
aspects: levels and design (Gomez-Mejia, 1994). The levels of executive compensation
include salary, bonuses, equity-based pay, benefits and perquisites. Salaries and bonuses.
relatively straightforward to calculate, are particularly amenable to empirical study. In fact,
many researchers use the sum of salary and bonuses (cash compensation) as a proxy for total
compensation since these two figures (i.e., cash compensation and total compensation) are
highly correlated (Agarwal, 1981; Eaton & Rosen, 1983; Lewellen & Huntsman, 1970:
Rajagopalan & Prescott, 1990). Equity-based pay consists of income derived from long-term
incentive plans. Such plans provide executives with cash awards and equity in the firm.
Although these incentives are "long-term", some organizations allow their executives to cash
stocks whenever they feel is best for them. As a result, these incentives are difficult, if not
impossible, to annualize (Agarwal, 1974; Finkelstein & Hambrick, 1988. 1989; Kerr & Bettis,
1987; Rajagopalan & Prescott, 1990). Benefits and perquisites are also difficult to quantify
with a high degree of reliability. As such, empirical studies do not usually annualize this
component of the package.

The design or structure (proportionate distribution of compensation across the various
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components) of the executive compensation package is of crucial strategic importance to the
organization. The package can be designed, for instance, to influence risk exposure and
reflect status symbols, both of which have implications for organizational culture and strategy.
That is, the proportion of total compensation attributed to each of the components can be
varied so as to emphasize/influence the organization's strategic direction. The design also
includes market considerations which can determine its competitiveness; that is, the package
can lead, lag or match an organization's competitors.

In summary, an understanding of the definition, importance and key characteristics of
executive compensation lays the groundwork for a better understanding of the theoretical and
empirical research. While this section has deliberately simplified the issues, in reality they are
much more complex and this has been the case ever since executive compensation became

worthy of theoretical artention.
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III A Review of the Literature: Theory and Evidence

Over the years, there has been considerable theoretical and empirical research on
executive compensation. To facilitate a "smooth” flow of the vast literature on this topic, this
review separates the various theoretical and empirical studies in the field according to
contributions from the major disciplines, viz., economics, industrial relations, sociology,
psychology, political science, iaw, accounting, finance, management and strategic
management/business policy. Such a disciplinary-focussed literature review allows for a
chronological examination of the issues as the field/area of study evolved, thereby allowing for
a better flow and understanding of this complex phenomenon. It should be noted, however,
that while this literature review attempts a neat separation of the issues and theories covered by
these disciplines. in reality this is not the case’. Many of the issues are highly interrelated and
are covered by a number of these disciplines. To make matters even more complex, some of
the theories, such as agency theory, are utilized by more than one discipline. As a result of
these interrelationships, several recent studies have attempted to integrate a variety of
economic, behavioural and political factors in their approaches and analyses (e.g., Finkelstein
& Hambrick, 1988, 1989; Fizel, Louie & Mentzer, 1990; Rajagopalan & Prescott, 1990).

It is also important to note that all the disciplines contributing to an understanding of
executive compensation are of equal importance. However, this thesis will focus on the
economics and management/strategic management perspectives for two reasons. Firstly, the

economics discipline contributed most of the pioneering work in the field and as Finkelstein

It is important to note as well that the sections are categorized according to the issues covered
rather than the home disciplines of the researchers.
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and Hambrick (1989, p.123) state, “although organization and strategy theorists have made
periodic contributions, . ..the bulk of the work continues to be generated by economists..."
Economic studies thus laid the foundation and continue to contribute significantly to
knowledge of the topic. Secondly, strategic management, though relatively recent, arguably
has the greatest promise, partly as a result of its inter-disciplinary nature (Foulkes, 1991).
Further, the literature emanating from this discipline is given more detailed attention because it
lays the basis for this thesis.
i) Economics and Industrial Relations

Researchers in the economics discipline made some of the earliest contributions to
executive labour market issues and "to date, the study of executive compensation has been
largely the province of economists” (Finkelstein & Hambrick, 1988. p.543). Compensation
studies in the economics discipline emphasize a market approach; that is, ceteris paribus,
supply and demand forces determine compensation. These studies try to explain the
differences among the prices or levels of compensation for various types of human services.
As stated in the preceding section, early theorists did not have to deal with a professional
executive class since the dominant figure on the industrial scene was the owner-entrepreneur.
However, with the advent of the large firm and a consequent separation of ownership and
control, theoretical and empirical studies in the economi;:s discipline began to focus
increasingly on executive compensation. These studies attempt to explain executive
compensation from a number of theoretical perspectives, viz., marginal revenue product

theory, human capital theory, managerialism and agency theory.
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Marginal Revenue Productivity and Human Capital Theory

Using the classical marginal revenue productivity (MRP) theory, early studies utilizing
an economic framework contend that the services of the executive should be treated as any
other factor or input of production. The price paid for executive services, according to MRP
theory, is the intersection of supply and demand in the executive labour market which, in
equilibrium, is equal to the marginal revenue product. This basic MRP theory was later
extended by neo-classical economists, who argued that pay received by the executive will fall
somewhere between the next best financial offer he or she would receive in the labour market
and his or her marginal revenue productiviry (Roberts, 1959). Closely related to MRP theory
is human capital theory which focuses on individual contributions of the executive. Human
capital theory posits that individual factors, especially the accumulated knowledge and skills of
the executive, may explain compensation levels. That is, the amount of human capital
possessed by executives influence their productivity, and consequently their compensation
(Agarwal, 1981, Becker, 1964, Mincer, 1970).

Most of the early literature in the economics discipline focused on the effects of firm
size and performance on an executive's MRP and consequently his or her compensation.
Taussig and Barker (1925), using data from 442 companies between 1904 and 1914, found a
positive correlation between executive compensation and company size. Dividing the sample
into four groups based on size (sales), the researchers found large differences across the four
sub-samples. Similar differences were not found when the companies were divided into
groups based on earnings. In another study, Roberts (1959), in an analysis of data from a
large number of firms from 1933-1950, found that company size (in terms of sales) accounted

14



for a significant variation in executive compensation. The wide range of salaries for top
executives in different firms of the same size was explained as market imperfections and
discontinuities. In a similar study, McGauire, Chin and Ebing (1962) investigated the
relationship between executive incomes and sales of 45 large U.S. industrial corporations for
the period 1953-1959. The researchers also found that chief executive compensation was
positively correlated with size (sales).

The economic studies cited so far sought explanations for the differences in the levels
of top executive compensation, and the general conclusion was that such compensation is
influenced mainly by company size. On the other hand, Lewellen and Huntsman (1970), ina
study of 50 large manufacturing corporations between 1940-1963, concluded that executive
compensation is better explained by company profits rather than size. Apart from trying to
explain levels of executive pay, this study also looked at changes in the executive
compensation package and found that total after-tax compensation of top executives doubled
during the period. Other studies by Burgess (1963) and Masson (1971) also analyzed the
nature of changes in the executive compensation package across firms. Both studies reported
general increases in pre-tax compensation, with the latter study reporting that stock-market
performance may be the most important determinant of executive returns.

As stated before, economic theory explains the relationship between company size,
performance and executive compensation through the use of marginal revenue productivity
theory. That is, an executive's MRP is the excess of a firm's total profit under that person's
direction over what it would be under the direction of the best alternative executive, plus the
amount that would have to be paid to secure the latter's services. Other researchers have
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explained this relationship somewhat differently. Recognizing that at the level of the firm,
MRP theory is only a theory of labour demand and that most of the earlier studies did not
explain why a company 's size was so closely related to executive compensation, some
researchers have sought explanations from the labour supply perspective through human
capital theory. It is argued that firm size and executive compensation are related because
greater sizc implics a more complex organization, which in turn demands better managerial
skills and ability to ensure success, which in turn implies better compensation (Agarwal, 1974,
1981; Mincer, 1970). However, with the exception of firm-specific CEO tenure, empirical
results do not generally support the human capital effect, partly as a result of little variation in
these variables (Agarwal, 1981; Gerhart & Milkovich, 1990). In a study of 168 insurance
companies in the U.S., Agarwal (1981) found that job complexity and an employer's ability to
pay account for almost 80 percent of the variance in executive compensation. with firm-
specific CEO tenure being significant as well. These results support the notion that company
size, closely related to job complexity, firm-specific CEO tenure, and a company's ability to
pay, is a major determinant of executive compensation.

While most of these pioneering studies® established strong arguments for a positive
relationship between organization size and executive compensation, there is considerable
controversy regarding the relationship between organizational performance, as measured by

profits, and executive compensation. While some studies have reported a positive relationship

*This section of the literature review focuses on the pioneering/seminal studies. There are
numerous more recent studies which report similar size-executive compensation results (e.g.,
Veliyath, et al., 1994; DiNardo, Hallock & Pischke, 1998); these are discussed later in the thesis.
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between executive compensation and performance (Lambert & Larcker, 1985: Coughlan &
Smith, 1985; Murphy, 1985; Magnan, et al., 1995), other studies have found no significant
relationships between these two variables (Kerr & Bettis. 1987, Eaton and Rosen, 1983;
Finkelstein and Hambrick, 1989). A third group of studies report that both firm size and
performance are important determinants of executive compensation (Ciscell & Caroll, 1980:
Hirschey & Pappas, 1981: Lewellen, Loderer & Martin, 1987; Deckop, 1988 Belkaout,
1992). It is thus apparent that while firm size seems to be generally accepted as a major
determinant of executive compensation, there is still considerable controversy as to the role of

firm performance.

Closely related to the economics-based approaches are contributions from the field of

industrial relations. While industrial relations is a very broad and diverse field of study, its
contributions to compensation knowledge are based almost exclusively on related primary
disciplines: institutional and labour economics. In the industrial relations-related studies,
executive compensation is viewed as resulting from forces operating in the executive labour
market. Early studies in this field, while not focusing specifically on executive compensation,
suggest that variations in wages and salaries across industries can be explained by forces
present in the labour market (Dunlop, 1957; Lester, 1946; Reynolds, 1946). In a more recent,
and executive compensation-related study, Deckop (1988) found that chief executive
compensation is positively related to profit as a percentage of sales. It was further reported
that CEOs recruited from outside of the direct labour market (industry) earned significantly
more than internally promoted CEOs and that both of these groups earned more than CEOs
who were founders of the firm. While a number of other studies in the field focused
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specifically on executive compensation (e. g. Abowd, 1990; Ehrenberg, 1990; Leonard, 1990)
the issues covered, and thus the contributions to knowledge, cannot be significantly
differentiated from that provided by the economics discipline.
Managerialism and Agency Theory

Managerialism theory postulates that the separation of ownership and control, prevalent
in the modern corporation, gives executives power to usc the firm to pursue their own interests
(Berle & Means, 1932). Manifestation of this theory is evident, for instance, where executives
use the organization to reduce or eliminate risk exposure in their compensation package (Tosi
& Gomez-Mejia, 1989) or when they focus on short term performance as a way to justify
higher pay, through the use of questionable accounting procedures (Rappaport, 1978, 1981).
Agency theory can be considered an extension of managerialism theory and has received
considerably more theoretical and empirical attention. It recognizes the control problems that
may arise between top executives and owners but the focus is more on the mechanisms that
may be used to manage this conflict of interest. Basically, this theory emphasizes how
contingent compensation contracts for managers that link pay to performance can align the
interests of executives and shareholders (Fama, 1980: Fama & Jensen, 1983a, 1983b: Jensen
& Meckling, 1976). As Gomez-Mejia (1994, p.182) summarizes,
"...[this theory] recognises that any relationship where one party (agent) makes decisions and
allocates resources on behalf of another party (principal) control mechanisms in exchange for a
fee carries the potential for conflict of interest between the two. Furthermore, this condition,
if left unchecked, is almost certain to produce "agency costs" for the principal because the
agent is tempted to pursue his or her own objectives at the expense of the principal.”

The theory also implies that an agent can "get away" with self-serving interests because

he or she has better information about the tasks at hand than the absentee owner. There have
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been a number of studies using an agency perspective in the economics literature (Coughlan &
Schmidt, 1985; Fama & Jensen, 1983a, 1983b; Garen, 1994; Jensen & Meckling, 1976;
Lewellen, Loderer & Rosenfeld, 1985). The basic finding of these studies is that the
separation of ownership and control can create conflicts of interest between management and
ownership and that such conflicts can be minimized if owners align executive compensation
with organizational strategy. Further, a related stream of cmpirical studies has examined the
extent to which greater monitoring of executives reduces the "agency costs" and thus increases
the welfare of principals or owners (Gomez-Mejia, Tosi & Hinkin, 1987: Hoskisson, Hitt,
Turk & Tyler, 1989; Jensen & Murphy, 1990a, 1990b; Tosi & Gomez-Mejia, 1989, 1994).
However, even from an agency theory perspective, the executive compensation-
organizational performance relationship seems difficult to explain. Two of the early
proponents of this theory, Jensen and Murphy (1990a, 1990b), in an analysis of performance
pay and incentives for over 2000 CEOs spanning over three decades, found that the relation
between CEO wealth and shareholder wealth is small ($1,000 change in shareholder wealth
corresponded to a 6.7 cents increase in CEQ salary and bonus over two years) and that this
has been the trend over the last 50 years. The researchers found this result "puzzling" and
hypothesized that other forces "operating in hoth the political sector and within organizations
appear to be important but are difficult to document because they operate in informal and
indirect ways" (Jensen & Murphy, 1990a, p.227).
Summary: Based on what has been discussed so far, it is apparent that the main contribution
of the literature emanating from the economics discipline and to a lesser extent, industrial
relations, has been explanations about the major determinants of executive compensation.
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That is, executive compensation is addressed as an observable phenomenon to be explained, a
dependent variable in a conceptual formulation. However, due to inconsistent findings. such
as the performance-executive compensation relationship, as well as the perceived unrealistic
assumptions of MRP theory, contributions from other disciplines were warranted. The

behavioural sciences were among the first disciplines to offer alternative, sometimes

complementary, explanations.

ii) The Behavioural Sciences

Classical and neo-classical economists assume a rational-economic model of man that
gives the greatest importance (o economic gain as the motivator of human behaviour.
However, the famous Hawthorne studies, as well as seminal studies bv Whyte (1955) and
Maslow (1972), introduced a behavioural, social-man, perspective on human motivation. Such
sociological and psychological perspectives view the executive as an individual with needs,

drives, and motivations, both as a person with a distinct identity, and as a member of a

group(s).

a) Sociology

The sociological perspective views the "worth" of an executive as being socially
enacted rather than based on the economic value of his or her contributions to the
organization. Researchers in this tradition argue that organizational structures create social
expectations concerning executive compensation. Sociological studies approach executive
compensation from two main theoretical perspectives: social comparison (structural) theory
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and "power" theory.

Social Comparison or Structural Theory

Social comparison/structural theory has its roots firmly in the sociological discipline.
In his seminal work, Simon (1957) stated that there is a widely shared belief that appropriate
pay differentials by rank should be maintained. That is, social stratification norms demand

that pay differentials be proportionate to rank. He suggested that there is an approximate 30

percent pay differential in successive management ranks, thus implying that taller
organizations with more managerial levels pay their top executives more than their colleagues
in flatter organizations. Along similar lines, Blau (1970) argues that the expanding size of
organizations gives rise to increasing subdivision of responsibilities, widens the span of control
of managers, and simultaneously creates structural differentiation and problems of
coordination that require supervisory attention. From these arguments, it may be imputed that
managers in more complex organizations would have to be paid better for undertaking greater
responsibilities.

Mahoney (1979) reported some empirical evidence that supports these theoretical
perspectives. He found that people in pyramidal organizations expect pay to increase by about
33 percent from one rank to the next. This implies that executive compensation in large
organizations may be natural outcomes of a "hierarchical pecking order" (Gomez-Mejia,
1994). Agarwal (1974, 1981) also found that differences in executive compensation vary
according to levels of management or the complexity of the job. Milkovich and Newman
(1993) review further empirical evidence which suggest that managers who are in the second
level of a company earn about two-thirds of a CEO's salary, and those in the next level down

21



earn slightly more than half of a chief executive's salary. They further point out that these
ratios have been stable for more than a decade.

Drawing from cognitive dissonance theory, social comparison theory also focuses on
decision processes of external parties responsible for executive compensation decisions
(O'Reilly, Main & Crystal, 1988). Proponents of this theory argue that board members use
their executive colleagues as referent points in determining their own compensation and o
"underpay" an executive produces cognitive dissonance which other executives on the board
will try to "correct”. O'Reilly et al. (1988) further argue that boards and compensation
committees continuously engage in social comparisons and consequently, the compensation of
an executive will reflect, independent of other forces, the compensation levels of other
members of the board.

Class hegemony theory, similar to social comparison theory, further posits that
executives share a commonality of interest in the protection of the status quo. That is, many
organizations have interlocking directorates and boards composed of a common class. Boards

are thus used to legitimize high executive compensation levels, reflecting a shared commitment

to protect the wealth of the managerial class (Ratcliff, 1980).

"Power" Theory

From another sociological perspective, Allen (1981) analyzes executive compensation

in terms of privilege and power relationships within organizations. As he states,

"in recent years, sociologists have come to recognize the importance of power, as
distinct from the related but narrower concept of formal authority, as a key concept in the
study of organizations...this distinction has led to the realization that organizational power is
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often employed to augment and protect the privileges enjoyed by those who wield such
power...organizational elites sometimes use their power to reward themselves
disproportionately for their contributions to an organization” (p.112).

In a study of 218 industrial corporations, and measuring power as control over blocks
of stocks, Allen (1981) found that remuneration received by a chief executive is directly
related to his or her power within the corporation in relation to the power of other executives.
While this power-executive compensation relationship has not attracted considerable atention

in the sociological discipline, it is the focus of studies based in political science (discussed later

in this thesis).

b) Psychology

Many early studies using the behavioural sciences approach viewed all individuals as
being alike. However, there is a growing body of literature that attempts to classify individual
needs and motives. Some of the issues explored in this literature include the role of money or
pay in motivating various kinds of behaviour, the relationship between satisfaction with pay
and performance, and the role of perceived equity on the level of satisfaction and performance.
The theoretical basis of the studies that explore these issues rest with various motivational
theories: equity theory, expectancy theory and tournament theory.

Equity and Expectancy Theories

Equity theory, as it relates to executive compensation, emphasizes the importance of a
feeling of fairness in reward allocation for executives within and across organizations.

Adams' (1963) work introduced many issues related to pay inequities and these laid the
foundations for later work on equity theory in executive compensation. Randall (1968,
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p-130), a management theorist and practitioner, adding an ethical perspective to executjye
compensation as well, suggests that top Mmanagement compensation is related to both interna|

and external equity:

“the number-one man confronts a very special moral equation, for example, whep j¢
comes to fixing salaries for himself and the other executives...there are two guidelines by
which his honest-mindedness can be determined. The first is comparison with competitgrs. If
the company is fourth in size in the industry, but he is first in compensation, something s
wrong with his conscience. The second is comparison within his own organization. Fqy

example, if he pays himself twice as much as his second in command, he has a serious ethical
blind spot."

In an early empirical study, Andrews and Henry (1963) found that equitable pay
comparison between oneself and one's subordinate was of critical importance to satisfacijon
with pay. In their study of 219 managers in San Francisco firms, they further reported (hat
outside pay comparisons played an important role in the process of individual pay evalygtion.
In another early study, Lawler and Porter (1963), in an examination of 1913 managers from
the American Management Association, found that when management level was held cqpsiant,
higher-paid managers gave less importance to pay than lower-paid managers. They alsg found
that young and well-educated managers preferred pay to security and other benefits, whjje
older and less-educated managers preferred security and other benefits to pay. More Tecently,
Foster (1980), Zajac (1990) and Miller (1995) all found evidence that suggest equity isgyes
and satisfaction with rewards are intricately linked to the executive compensation-
organizational performance relationship.

Expectancy theory, another motivational theory, suggests that if executives believe that
the effort they expend will lead to the achievement of organization and performance gogls, and
this achievement, in turn, will lead to the receipt of desired rewards, they will become
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motivated to expend the required effort (Gerhart & Milkovich, 1990; Lawler, 1981, 1990:
Vroom, 1964). The psychological aspects of executive compensation thus offer new insights
on the theory of compensation. As Haire, Ghiselli and Porter (1963, p.3) stated, "pay, in one
form or another, is certainly one of the mainsprings of motivation in our society...as a

motivator, it becomes part of general psychological problems."

Tournament Theory

Although tournament theory originated in economics (Gomez-Mejia, Paulin & Grabke,
1995), its arguments are based more on human motivation theory rather than "rational-man”

economics. The basic tenets of the theory are summarized as,

"...tournament theory proposes that the amount of compensation received by executives
of an organization is analogous to tournament winnings. Tournament participants are
members of the organization who could eventually reach the pinnacle of the CEO position, the
largest prize of all. The prospect of this prize sends powerful signals throughout the
organization that by working harder and making the best possible use of one's personal talents
one may, in the end, win the trophy of the number one spot. The emphasis is not on whether
an executive deserves his or her amount of compensation; rather, the focus is on the
motivational properties that executive compensation levels bring to those lower in the
organization" (Gomez-Mejia, Paulin & Grabke, 1995, p.553).

In tournament theory, introduced by Lazear and Rosen (1681), it is argued that rather
than rewarding an executive for economic performance, a firm's executive compensation
package offers a very attractive financial trophy at the top to increase the aspirational level of
all managers. Empiricai studies on such "tournament effects" have reported mixed results.
While some found evidence that supports the tournament model (Bull, Scholter & Weiget,
1987; Ehrenberg & Boganno, 1990; Leonard, 1990), one study did not (O'Reilly, Main &
Crystal, 1988). As such, it is too early to assess the explanatory power of tournament theory

since considerably more research needs to be done.
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In summary, the literature in the behavioural sciences generally treats executive
compensation as an independent or manipulable variable in the explanation of executive
behaviour. That is, executive compensation is treated by the behavioural scientist as a cause
of relevant phenomena rather than as something to be explained. While economics and
behavioural sciences complement each other in explaining the antecedents and consequences of
executive compensation, these disciplines fall short in adequately explaining other important
aspects of top management compensation, including the all pervasive role of power.
iif) Political Science and Law

"The country is in a bind, but I'm cheerful and I'm chipper,

As I slash employee wages like a fiscal Jack the Ripper,

And [ take away their health care and never mind their hollers,

And I pay myself a bonus of a couple of million dollars."

Mark Russell, quoted in Milkovich and Newman (1993, p.v).

As early behavioural scientists point out, the economic model implies that there is a
money-motivated mass which must be managed by a more broadly motivated moral elite
(McGregor, 1960; Schein, 1970). This suggests that most people work solely for pay, with
the executive, as part of the elite group, further motivated by power. This power perspective
was later explicitly developed by researchers in political science, and to a lesser extent
sociology, who argued that apart from money, executives are also motivated by the need for
power and status, and that this in turn explains in part some of the inconsistent findings in the
economic studies. Political science explicitly addresses these issues from two main theoretical
perspectives. The first views the executive as a political figurehead whose compensation
should reflect his or her ability to manage symbolic activity and the second deals with aspects

of the power relationship and their effects on executive compensation.
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Political Figurehead/Strategist Theory

The first perspective views the executive as a political figurehead and strategist who is
expected to develop and implement organizational strategies through personal charisma,
bargaining and consensus building. He or she is also expected to serve as a boundary spanner
to other stakeholders (Steers & Ungson, 1987: Ungson & Steers, 1984). This political model
is grounded in organizational theory. Mintzberg (1973) suggests that as legal authorities of
their organizations, managers act as symbols and are obliged to perform symbolic activities,
such as attending ceremonial events and receiving important visitors. They also act as
boundary spanners in listening to the concerns of stakeholders and relaying the organization's
position to them. From this perspective, the executive can be viewed more as an evangelist
than an accountant (Weick, 1979). As Steers and Ungson (1984) note, in terms of
compensation, these political and symbolic activities are difficult to evaluate. As such, they
argue for a decoupling of rewards and organization performance and suggest that executive
compensation should also be reflective of how the individual manages the political functions of
the organization. However, this theory has not attracted much, if any, empirical attention.
Agency Theory

The second perspective deals with the power relationships within an organization and
views agency theory from a political standpoint. As Finkelstein and Hambrick (1988, p.549)
state, "the political model stands at the heart of recent agency theory."” From this perspective
of agency theory, the separation of ownership and control that resulted mainly from the rapid
growth of firms in this century, has left owners lacking absolute power and control over the
organization (Fama, 1980). Recognizing that managers (agents) can use power for their self-
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interests, one recourse by owners is to establish compensation systems that will encourage
executives to pursue owners' interests (Eisenhardt, 1989; Hoskisson, Hill, Turk & Tyler,

1989). It is proposed that such compensation systems should include, among others, a

substantial portion of the pay package to be "at risk" and an incentive system that emphasizes

long-term performance, so that the executive's fortune is tied to the welfare of stockholders
(Gomez-Mcjia, 1994).

However, there is some evidence which suggest that these "control mechanisms" break
down as the tenure of top executives increases. Hill and Phan (1991) found that the
relationship between chief executive pay and stock returns weakens with tenure. They
rationalized that the longer the tenure of chief executives, the more entrenched they were
likely to become and the more powerful to pursue their own interests rather than those of
stockholders. That is, given time, top executives may be able to dominate the board of
directors and consequently demand compensation packages that reflect their preferences more
closely than those of stockholders.

In an earlier study, Finkelstein and Hambrick (1989) found that an inverted U-shaped
relationship existed between CEO tenure and executive pay with total pay starting to decline
after 18 years of tenure. They suggested 2 main reasons for this finding: the first is that power
accrues for a while then diminishes due to the CEO's reduced mobility in the managerial
labour market, or due to his or her evolution into a figurehead; secondly, it may not be that
CEOs are paid less but that the pay mix shifts from cash to stock earnings over time,
suggesting that personal circumstances and power influence pay.

In a further explanation of the role of power in determining executive compensation,
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Westphal and Zajac (1994) suggest that there is a decoupling of long term incentive plan
(LTIP) adoption and use, which is particularly prevalent in firms with powerful chief
executives. They argue that executives adopt LTIPs as a symbolic gesture in aligning
executive and shareholders wealth but consequently use their power to minimize the use of
such plans since LTIPs increase overall compensation risk.

Recently, a stream of related research has been focussing on various governance
mechanisms, including the role of power as measured by the CEO’s influence on the board
making the executive compensation decisions (board of directors and/or compensation
committee). However, the results are mixed. Some studies report a positive relationship. For
instance, Sridharan (1996), in a study of 167 firms, found that CEQ pay is positively related to
measures of CEO influence over the board, as well as firm size.

Other studies report limited or no effect between the board control/monitoring-
executive compensation relationship. Conyon and Peck (1998), in a study of large, publicly
traded U K. firms, found that board monitoring, measured in terms of the proportion of non-
executive directors on a board and the presence of remuneration committees and CEO duality,
has only a limited effect on the level of top management pay. Daily, Johnson, Ellstrand and
Dalton (1998) in a study of 125 large U.S. corporations from 1992-94, found no evidence of a
systematic relationship between compensation committee interdependence and CEQ
compensation. Carr (1997), in a study of executive compensation in small publicly traded
firms, also found no significant support for the hypothesis that the stronger the role of insiders
on the board, the weaker will be the link between organizational outcomes/performance and
executive compensation. Further, Harris and Helfat (1997) found that tenure of the CEO on
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the board of directors lacked any statistical significance in the relationship with executive pay.

While both political perspectives of executive compensation deal with executive power
and status within the organization, the legal aspect reflects a wider political context. As a
result of pressures from labour, the press and the general public, governments are increasingly
trying to tackle "excessive" executive compensation through legislation. The U.S. Federal and
Ontario provincial laws require detailed reporting of executive compensation in publicly listed
companies. In 1992, the U.S Securities and Exchange Commission (SEC) stipulated
fundamental changes in the determination and reporting of executive compensation..."the SEC
now permits stockholders to propose and vote to limit executive compensation. This and other
proposed rule changes signal renewed interest in, and closer scrutiny of, all components of
executive compensation” (Milkovich & Newman, 1993, p.552).

The U.S. Congress has also reacted harshly to seemingly excessive "golden
parachutes” payments by imposing increased tax liability on executives and limiting
employer’s ability to utilize tax deductions through the Tax Reform Act of 1986 (Crystal,
1988; Gomez-Mejia & Welbourne, 1989). Lawler (1990) further advocates the
implementation of progressive taxation for executive compensation. As he argues, "these tax
brackets would impact relatively few individuals, but they would be at least a partially
effective way of dealing with what is perceived as a social inequity” (p.282). The legal
imposition of taxation should not be overlooked in the study of executive pay determination
since, as Finkelstein and Hambrick (1988) note, an historic preference for stock options is
largely due to the availability of tax deductions.

There is some empirical evidence that government regulation affects executive
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compensation. Braunstein (1993) in a study of three groups of firms under varying degrees of
regulatory intervention, found that the form and degree of government regulation facing an
industry does influence the determinants of executive compensation, and by implication, the
behaviour of top managers in terms of the goals and objectives that they pursue. In a previous
study that utilized the Miles and Snow (1978) typology, Snow and Hrebiniak (1980) found "an
unusually” high number of reactor-type companies in the semi-conductor and air transportation
industries. They contended that this was due mainly to government regulation. While this
study did not focus on executive compensation, it is indirectly related since other researchers
report variations across these strategic archetypes (Veliyath, Ferris & Ramaswamy, 1994).

In summary, the literature in the political science and law disciplines offer additional
explanations on the determinants and consequences of executive compensation. The role of
CEO power in an organization, which can be captured by firm-specific tenure, seems
promising; studies on his/her power over the board, though results are mixed, offer insights on
other factors affecting executive compensation. While these insights are useful, they
nevertheless fall short of offering comprehensive, holistic analyses of some issues such as the
executive compensation-performance relationship. Such analyses are attempted by the

management/strategic management discipline but before these are examined, a note on

measurement issues and the contribution from the accounting and finance disciplines is

pertinent.

iv) Accounting and Finance

The main contribution from the accounting and finance disciplines lies in the
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measurement of executive compensation and the role of various performance indices in
determining executive compensation. Financial statements containing accounting numbers
facilitate contracting with related parties, including executives. It is well established that
executive compensation contracts are explicitly or implicitly tied to accounting figures, as well
as market measures (Antle & Smith, 1985: Bushman & Indjejikian, 1993; Jensen & Murphy,
1990a). However, there seems to be an apparent popularity of accounting earnings in top
executive compensation contracts since such earnings reflect factors that are largely under
executives’ control (Sloan, 1993). In a survey of top management officers of Forbes 500
firms, Gibbons and Murphy (1990) found that more than half of the survey participants stated
that accounting measures are advantageous because stock prices are influenced by market
factors outside of management's control.

However, there is considerable controversy as to the validity of the accounting
procedures and information used by some organizations. Legitimate accounting procedures
adopted by organizations may vary significantly and this can lead to differences in reported
earnings, to which executive bonuses and incentives are usually tied. For instance, the use of
first-in, first-out (FIFO) inventory system and straight line depreciation tend to increase
reported earnings in the short run, while the opposite is true for last-in, first-out (LIFO) and
accelerated depreciation (Dyl, 1989). As such, the profits or other accounting figures reported
by an organization may not be true reflections of organizational performance since these
figures are only estimates derived from accounting procedures chosen by management. Such
an inherent executive discretionary power leaves room for manipulation by executives in

favour of their personal interests. For instance, if executives are rewarded for annual
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profitability with lucrative bonuses, they are more likely to adopt accounting procedures that
increase short-term earnings (Gomez-Mejia, 1994; Rappaport, 1986, 1990).

As such, many researchers and organizations have opted for the use of stock prices in
calculating a firm's value. In fact, many organizations offer incentives based on stock prices
in an effort to make the manager "think like an owner" (Leach, 1995). However, as Lambert
(1993, p.101) argues, "stock price is affected 0y many factors that unquestionably are relevant
for purposes of assessing the value of the firm, but have nothing to do with the manager's
contribution to the value of the firm."

Further, some researchers are beginning to evaluate the effect of various performance
measures in determining executive compensation. Ittner, Larcker and Rajan (1997), in a study
of 317 firms, found that non-financial measures in annual bonus contracts increase with,
among other factors, the level of regulation and the extent to which a firm follows an
innovation-oriented strategy. The time-effect has also been considered. Noting that most
empirical studies investigate the short-term executive pay-performance sensitivity, Boschen
and Smith (1995), examined the effects of performance over a multiple-year period. They
found that cumulative response (over a long period) is roughly 10 times that of the
contemporaneous response. That is, a multi-year period is a better predictor of the pay-
performance relationship, rather than current (1 year) performance.

In view of the inherent strengths and weaknesses of both accounting and market
measures, one solution to the problem of measuring firm performance lies in the use of both
accounting and market data/measures (Tosi & Gomez-Mejia, 1994), over a period of a few

years.
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IV. A Focus on Strategic Management/Business Policy

"Around the year 60 B.C., a young Roman general set out to build the first truly
professional army. He had what we would call today a vision and a strategy. Over several
years this military genius, Julius Caesar, ...developed compensation programs to reinforce his
strategy...for the past two thousand years, kings, generals, and others in power have used pay
to encourage the accomplishment of an end result" (McLaughlin, 1991, p.5).

From a management perspective, the executive compensation system is an integral part
of the formulation and implementation of organizational purpose (Murthy, 1977). ‘The
compensation system is thus viewed as supporting the overall strategy of the organization.
The strategic management perspective was introduced into the literature about thirty years ago,
at about the same time North American business discovered "strategy" (McLaughlin, 1991).
The strategic management or business policy discipline has an attractive conceptual appeal
when applied to executive compensation. Implicit in this approach are assumptions about the
individual, as a person and as a member of a group(s), which is part of the psychological and
sociological disciplines. The manager also takes into consideration various market constraints
which are at the centre of the economics discipline. He or she is also seen as a power broker
and boundary spanner, the heart of the political perspective. As such, strategic management
can be viewed as a synthesizing discipline which utilizes a comprehensive analytical
framework.

The strategic management discipline sees the executive as an active participant in the

management process, with the capability of designing control systems, including

compensation, that bridge the gap between the organization's internal and external
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environments®. The focus from a management/strategic management perspective, in relation
lo executive compensation, is thus on the appropriateness of the compensation system for a
given organization and its relationship with other aspects of management (Murthy, 1977).

Early theoretical formulations in this field were influenced by management theorists
who were also practitioners. Barnard (1968), in one of the earliest contributions, regarded
objective incentives, such as material inducements, and subjective incentives, such as
persuasion and inculcation of motives, as of central importance to formal organizations. He
also contended that there may be a need to create appropriate psychological conditions,
including the atmosphere to achieve organizational goals and perspectives, for these incentives
to work effectively. Greenewalt (1959) and Sloan (1965), former top executives at DuPont
and General Motors respectively, both viewed the executive bonus plan and incentive
programs as integral to management's philosophy and spirit of the organization. As noted
earlier, Randall (1968), another executive, also presented a case for internal and external
equity in the determination of executive compensation.

Overall, these practitioners point out the usefulness and limitations of executive
financial and non-financial incentives, and the need for a compensation system that supports
organizational strategy. That is, strategy was seen as an important variable in determining
compensation. As interest with such strategic issues grew, academics conducted a number of

empirical and theoretical studies on the relationship between executive compensation and

*While this position is largely similar to that postulated by agency theorists, the strategic
management literature goes further to imply that this drive for congruency is influenced by
managerial (internal) and other stakeholder interests (largely external), whereas agency theory
emphasizes the latter (that is, the paramountcy of external controls).
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organizational strategy, more specificaily, on how organizational strategy drives executive
compensation or vice versa'®. These studies can be examined under various ‘proxies” used in
classifying strategy: degree of diversification: stage of life cycle; industry type; and degree of
environmental adaptation (Miles and Snow's 1978 classification).
Diversification and executive compensation

One set of empirical studies focuses on diversification strategies implemented by
organizations and the effects of these on executive compensation. The underlying premise of
these studies is that the degree of firm diversification influences compensation as a result of
different degrees of autonomy and other organizational characteristics. That is, conglomerates
tend to be more concerned than large diversified firms (ends of the diversification continuum)
with maintaining an entrepreneurial atmosphere; they demonstrate clear incentives for
independent action on the part of division managers in research and development, marketing
and production. These concerns are usually expressed through the specification criteria and
the administration of a highly variable bonus component (Kerr, 1985).

Berg (1969) in a study of conglomerates and diversified majors'', found that

conglomerates, using stock option plans and incentive compensation schemes, tend to reward

‘“While this study recognizes that executive compensation may drive organizational strategy,
as suggested by Galbraith and Merill (1991) and Holthausen, Larcker and Sloan (1995), this is not
the focus of this research. Rather, this study focuses on executive compensation as being
supportive of/determined by organizational strategy.

"Berg (1969) defines conglomerates as those companies that became highly diversified quickly
as a result of acquisitions and mergers in more-or-less unrelated areas. Diversified majors, on the

other hand, are large companies that become diversified over a long period of time through
internal expansion into related areas.
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their managers better for the achievement of performance goals than diversified managers.
Further, they seem less constrained by corporate policies in the amounts and types of incentive
compensation they can offer.

In another study, Lorsch and Allen (1973), in an examination of two conglomerates
and one vertically integrated firm, found that the conglomerates used more formalized
procedures with predetermined indices based on division results. That iS, managers' pay
increases were tied to objective formulas based on financial end results. On the other hand,
the integrated firm used a less formal system based on corporate results which were not linked
to pay increases by a formula.

Salter (1973) in a review of the literature, presented a prescriptive listing of important
characteristics of reward systems. He identified corporate-division and interdivision relations
as the aspects of organizational structure that bear on reward system design. He further
argued that the compensation system must remain congruent with the firm's structural
configuration if the system is to contribute effectively to strategic objectives.

Pitts (1974) further found that the bonus systems for managers in companies that grew
principally by external acquisitions (vs. those that grew by internal expansion) were more
quantitative, were closely linked with returns on investment, and had a wider range between
the highest and lowest paid manager.

Murthy and Salter (1975) and Murthy (1977), in different versions of a study of 53
large manufacturing firms, found a low correlation between chief executive pay and financial
performance in companies with one dominant product but this link was found to be much
stronger in companies pursuing a variety of unrelated products. Kerr (1985) also found a link
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between firm diversification and managerial reward systems in his study of 20 large industrial
firms. He concluded, however, that compensation strategy was influenced more by the
process of diversification than by the extent of diversification. That is, managers' bonuses
were larger when formal performance criteria were established than when the process was
informal.

Balkin and Gomez-Mejia (1990), in a survey of 192 cxecutives in business units of
large firms, found that corporate strategy was a significant predictor of pay package design,
pay level relative to the market, and pay administration policies. while business unit strategy
predicted pay package design and pay level relative to the market.

In a more recent study, Rose and Shepard (1997) investigated the relationship between
CEO compensation (n=473) and firm diversification over a five-year period (1985-90); they
found that a CEO in a diversified firm averaged 13% more in salary and bonus than a CEO in

a similar-sized but undiversified firm, other things being equal.

Organizational/product life cycles and executive compensation

While the studies cited above use firm diversification as a proxy for corporate strategy,
another group of studies focuses on the effects of organizational and product life cycles on
executive compensation. As Thurston (1968) argued, firms at different stages of their life

cycles require different pay structures:

"a fast-growing high-risk company in a dynamic, challenging environment needs a system of
high reward to compensate members of the top team that produces such spectacular growth
and profits. On the other hand, a relatively low-risk business does not need to set its salary
structure at anywhere the same level. Nor does it need the sort of annual cash bonuses that
range, in some instances, from 20 to 50 percent of salary" (pp.84-85).
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There is some empirical evidence that support these theoretical arguments. Balkin and
Gomez-Mejia (1987), in a study of 33 high-tech and 72 non high-teck firms, found that the life
cycle was related to compensation strategies. More specifically, they reported that small firms
at the growth stage of the life cycle, with a high proportion of R & D expenditures, tend to
rely on incentive rewards and that this compensation strategy makes a greater contribution to

effectiveness for firms sharing those characteristics.

Industry-type and executive compensation

Another related group of studies highlight the role of "industry-type" ', which has a
relationship to strategy, in determining or moderating the determinants of executive
compensation. A central argument in these studies is that compensation strategies vary
considerably across industries as a reflection of different degrees of profitability, rates of
growth and barriers to entry (Deckop, 1988; Eaton & Rosen, 1983; Raviv. 1985: Rajagopalan
& Prescott, 1990; Scherer, 1980). These arguments are consistent with studies done by
institutional economists in the 1940s and 1950s who suggested that there was no single going
rate of pay across organizations for most occupations and that job differences could not
entirely explain organizational differences (Dunlop. 1957; Lester, 1946; Reynolds, 1946).

Mahoney (1979) explained such effects as a consequence of the fact that organizations in a

“Of course, "industry-type", per se, is not a strategy variable; it is included in this section to
llustrate the relationship berween industry-type and strategy. Note, however, that even though
general strategies may be broadly similar within an industry, there are distinctive differences
across firms in a particular industry. As such, it is important that research on the effects of
strategy should control for industry-type. One such way is to focus on a specific industry.
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particular industry encounter similar constraints of technology, raw materials, product demand
and pricing that provide a constraint on ability to pay.

Along similar lines, Gerhart and Milkovich (1990), using data on about 14,000
managers in 200 organizations, found that industry membership was a significant factor in
explaining compensation. They also suggested that theories focusing only on individual, job
and environmental factors arc not sufficient in explaining vrganizational differences in
compensation practices. Rajagopalan and Prescott (1990), in an examination of economic,
behavioural and strategic constructs across three diverse industry groups, also found that
industry structure has significant effects on the relationship between antecedent variables and
top management compensation. More specifically, Balkin and Gomez-Mejia (1987) found that
high technology firms have significantly greater incentive components in their executive
compensation package than non-high technology firms.

From a managerial discretion perspective, Magnan and St-Onge (1997) found that
executive compensation was more related to firm (bank) performance in firms that allowed for
high managerial discretion (mainly non-regulated environments) versus those that operated in a
context of low managerial discretion. Managerial discretion was captured by two industry-

specific attributes: a bank’s strategic domain, and its regulatory environment.

Miles and Snow's strategic archetypes and executive compensation

Apart from strategies associated with firm diversification, life cycles, and industry-
type, other studies have used Miles and Snow's (1978) strategic archetypes and concepts in the
study of executive compensation. The underlying premise of these studies is that firms employ
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different strategies to adapt to their different environments. These adaptations (or according to
Miles and Snow, responses to the firm's entrepreneurial, engineering and administrative
problems) imply different strategies and behaviours, such as risk-taking, innovativeness and
creativity'3,

Rajagopalan and Finkelstein (1992) investigated the effects of strategic orientation (and
environmental change) on senicr management reward systems in S0 U.S. clectric utility firms,
with controls for firm size, firm profitability, CEO age, tenure in position, and shareholdings.
Firms were classified into Miles and Snow’s (1978) strategic archetypes using cluster analysis.
Using MANCOVA, they found that firms with more discretionary strategic orientations
(Prospectors) generally paid their managers more (salary, bonus, and total cash compensation)
than Defenders and attributed this to the increased risk faced by managers in Prospector firms;
this finding supports an earlier theoretical contention made by Caroll (1987).

Veliyath, Ferris and Ramaswamy (1994), in a study of 46 publicly traded U.S. drug
and pharmaceutical firms, with controls for managers’ employment risk, firm performance,
and firm size, also found that Prospector firms generally paid their CEOs better than their

counterparts in Defender and Analyzer firms. Firms were classified into the Miles and Snow

“The Miles and Snow (1978) typology proposes four strategic archetypes: prospectors,
defenders, analyzers, and reactors. Miles and Snow suggest that effective strategic adaptation
occurs when an organization's responses to three inter-related problems (entrepreneurial,
engineering and administrative) are mutually consistent. The administrative problem deals with
executive appraisal, reward, and compensation mechanisms. Prospectors continually search for
new-product opportunities and focus heavily on research and product development. In contrast,
defenders are firms that entrench themselves within a narrowly defined, stable product-market
domain, and they grow primarily through market penetration. Analyzers are midway between
these two groups, and reactors have no clear-cut strategy.
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(1978) strategic types using cluster analysis and the data were analyzed using ANOV As and
within-and-between analysis (WABA). Veliyath et al. (1994) contend that this finding may be
a reflection of greater employment risks faced by these managers.

Further, Rajagopalan (1997) examined the performance implications of the fit between
strategic orientations and incentive plan characteristics. The results suggest that annual bonus
plans that usc cash incentives and accounting measures of performance lead to better
performance in Defender-type firms, whereas stock-based incentive plans and market-based
performance measures lead to better performance in Prospectors.

While Gaver and Gaver (1995) did not explicitly use the Miles and Snow (1978)
typology, their classifications were somewhat similar: growth (prospector-like) versus non-
growth companies. In their study of 321 Fortune 1000 firms in 1993, they found that
executives in growth firms received a larger portion of their compensation from long-term
incentives (mainly stock options), while those of non-growth firms received a larger portion of
their pay from fixed salary.

Summary: As the above review reveals, research on how organizational/firm strategy
affects executive compensation is beginning to show some promise. In particular, the use of
the Miles and Snow (1978) typology in classifying strategic archetypes for analyses seems to
be well-suited for compensation research (Caroll, 1987, Gomez-Mejia, 1994). The studies

which have so far used this approach are good "starting points" for research using larger

samples and in countries other than the United States.
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Qverall Summary of the Literature: As the literature review tllustrates, firm strategy is being
increasingly recognized as an important determinant of executive compensation. However,
this variable needs to be incorporated into a model that includes other variables found
significant in previous research, while at the same time maintaining parsimony.

From the economics and industrial relations literature, it is evident that Jirm size (and
‘0 a lesser exteni associated human capital variabies), and performance are the main
variables. There is some support in the political science/power literature for firm-specific
CEO tenure of the executives as a determinant of executive compensation. As a whole, the
sociological and psychological disciplines focus more on the consequences of executive
compensation, and as such, no clear determinant can be derived from this literature; the
probable exception is "levels of management" (from social comparison theory). However,
organizational size can be used as a proxy.

While the above factors have all been found to be significant determinants of executive
compensation, there has been a limited attempt to combine these variables in a systematic
manner, especially for Canadian firms. It is this lacuna in the literature, as well as the
strategic importance of executive compensation issues, that necessitates additional research in

the field. A theoretical framework is essential in conducting such research.
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V. Theoretical Framework and Hypotheses
Theoretical Background and Framework

At least since the seminal work of Chandler (1962) students of business policy,
organizational behaviour and human resources management have argued that an organization's
strategy, its structure and its managerial processes have to be congruent with one another
(Andrews, 1971; Hofer, 1975; Peters & Waterman, 1982; Stonich, 1982 ). The concept of
congruency or fit, a central notion of contingency theory, is based on the notion that an
organization’s strategy can be decomposed into its elements (such as technology, marketing,
compensation, etc.) that are important in their individual roles, as well as their roles in overall
strategic plans (Balkin & Gomez-Mejia, 1990; Venkatraman & Camillus, 1984). Since strategic
synergy among the elements is an implied objective of an organization, then an important
normative test for a firm's strategy is internal consistency (Porter, 1980: Galbraith & Schendel,
1983). That is, if functional strategies, such as employee and executive compensation, are not
integrated or congruent with the overall strategy, then the organization may have an unclear
strategic direction leading to suboptimal or even dysfunctional outcomes (Balkin & Gomez-
Mejia, 1990).

Following such reasoning, many researchers have argued for highly inter-related links
between generic human resources management policies and organizational strategies (Foulkes,
1975; Milkovich, Dyer & Mahoney, 1983; Milkovich & Newman, 1996: Mills, 1979). This
strategic human resource management perspective views people as an important source of
strategic opportunities and constraints that should be factored into organizational strategies
(Dyer, 1983). Compensation is considered one of the most important components of the
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strategic thrust of human resource management (Balkin & Gomez-Mejia, 1990; Beer, Spector,
Lawrence, Mills & Walton, 1985), and of late, there has been an increasing advocacy for closer
links between compensation and organizational strategies (Balkin & Gomez-Mejia, 1987; Caroll,
1987, Galbraith & Merill, 1990; Lawler, 1984, 1990: Henderson & Richer, 1987; Milkovich,
1988; Milkovich & Newman, 1996; Steers & Ungson, 1987). Executive compensation, as a
distinct component of compensation decisions, arguably has the greatest strategic implications
for an organization's success and by logical extension of the above reasoning, should be
congruent with, or supportive of, organizational strategy. Thus, from a contingency theory
perspective, it is implied that executive compensation strategies are more likely to be effective if
they are contingent on the overall strategy followed by the organization, other things being equal
(Milkovich, 1988). That is, executive compensation is dependent on organizational strategy.'

Behavioural theory also suggests that executive compensation may be influenced by firm
strategy. As outlined earlier in the thesis, many behavioural theorists contend that it is crucial for
executives to be motivated by an appropriate reward package so as to further company goais
(Freedman & Montanari, 1983; Lawler, 1990; Salter, 1973). In general, it is contended that for
an organization to be successful, the reward system must be aligned with organizational goals

and strategies (Galbraith & Nathanson, 1978; Lawler, 1981, 1990).

'On the other hand, it can also be argued that an organization's strategy is more likely to be
effective if it is contingent on executive compensation. That is, organizational strategy is dependent
on executive compensation. The argument rests on the premise that successful implementation of
business strategies depends, to a large extent, on executives. This relationship can be explained by
the control-oriented theories: managerialism, class hegemony and agency (explained earlier in the
literature review). In general these theories imply that managerial interests are likely to be aligned
with, or drive organizational strategy. However, this relationship (executive compensation as a
determinant of organizational strategy) is not the focus of this study.
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More specifically, expectancy theory (Vroom. 1964) suggests that if executives believe
that the effort they expend will lead to the achievement of organizational strategies and
performance goals, and this achievement, in turn, will lead to the receipt of desired rewards, they
will become motivated to expend the required effort (Gerhart and Milkovich, 1990; Lawler,
1990). Thus, the executive compensation package should be directly influenced by firm strategy.

Apart from firm strategy, and as evident from the literature review, other variables have
been investigated, and some found to be significant predictors of chief executive compensation.
Thus, this study will extend previous work done in relation to the effects of some of these
predictors, especially firm size and firm performance. and to a lesser extent, human capital
variables, viz., CEO education and firm-specific CEO tenure (since there is limited support in
previous research for these variables). Industry has also been found to be an influential factor in
explaining executive compensation (e.g., Deckop, 1988: Rajagopalan & Prescott, 1990) but in
this single-industry study, this factor is controlled by design.

In keeping with the multidisciplinary focus of this thesis, it is important to discuss the
various theories used to explain previous work on these variables, including human capital
theory. the profit-maximization hypothesis, and power theory. These were introduced earlier in
the literature review, and will be discussed in a more specific manner in the hypotheses

development section later in this chapter.

Figure | below shows the hypothetical relationships among the variables

specifically examined in this study.
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Figure I: A Theoretical Framework
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As noted earlier, this study utilizes the Miles and Snow (1978) framework in classifying
firms into strategic archetypes. One of the major premises of the Miles and Snow (1978)
typology is that there are identifiable strategic orientations that exist within an industry. Using
this framework, a firm can be classified as a Prospector, a Defender, an Analyzer, or a
Reactor. These strategic orientations reflect conscious decisions by management in adapting to
the challenges/problems in the organization’s entrepreneurial, engineering, and administrative

47



domains (Miles, Snow, Meyer & Coleman, 1977). That is, firms may choose one of the four
strategic orientations in its quest to adapt to environmental changes.

The key dimension underlying the Miles and Snow typology is the rate at which an
organization changes its products or markets/geographic areas of operation (Hambrick, 1983).
Prospectors usually pioneer product and market/ geographic/spatial development and tend to
actively explore opportunities, or “prospect,” the most intensive. They compeie primarily by
stimulating and meeting new opportunities. Defenders are at the other end of the spectrum.
They engage in little or no new product or market/geographic development and often control
relatively secure niches within their industries. Such organizations compete primarily on the
basis of price, quality or service. Analyzers are an intermediate type. They make fewer and
slower market or product changes than do prospectors, and are less committed to stability and
efficiency than are defenders. Finally, Reactors do not seem to follow a conscious strategy
and are viewed as a dysfunctional organizational type (Hambrick. 1983; Miles & Snow, 1978;
Miles, Snow, Meyer & Coleman, 1978; Snow & Hrebiniak, 1980; Zahra & Pearce, 1990).

In a recent review of the research evidence on this typology, Zahra and Pearce (1990)
found that there was strong support for the existence of the strategic types. However, two
factors suggest that reactors will be outnumbered and/or outperformed by the other three
types. First, as Conant, Mokwa and Varadarajan (1990) note, many managers are naturally
reluctant to self type themselves as reactors. Second, since reactors do not follow a conscious
strategy, they are viewed as a dysfunctional organizational type with low organizational
performance (Miles & Snow, 1978). Such organizational types may have great difficulties

surviving the rapidly changing contemporary business environment. These factors may have
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accounted for Zahra and Pearce's (1990) finding that Reactors were ignored in eight of the
seventeen (47.1%) studies they reviewed. Subsequent research also indicates that while the
four strategic groups exist, reactors are generally not analyzed, which can be a result of the
above two factors (e.g., Floyd & Wooldridge, 1992; Rajagopalan and Finkelstein, 1992;
Veliyath, Ferris & Ramaswamy, 1994; Veliyath & Shortnell, 1995). In fact, most studies
(e.g., Rajagopalan and Finkelstein, 1992; Rajagopalan, 1996; Thomas, Litchert and
Ramaswamy, 1991) focus on the two strategic types at the ends of the spectrum, viz.,
prospectors and defenders. This is done as a result of the fact that there may be just these two
clearly identifiable strategic types present in a particular industry (e.g.. Rajagopalan, 1996) or
that the researchers aim to increase the statistical robustness of their results (e.g., Thomas,

Litschert and Ramaswamy, 1991; Rajagopalan and Finkelstein, 1992).

Hypotheses
(a) The Organizational Strategy-Executive Compensation Relationship

As noted earlier in this chapter, the organizational strategy-executive compensation
relationship may be explained from two main theoretical perspectives, viz., contingency theory
and expectancy theory. From a contingency theory perspective, it is suggested that executive
compensation is contingent upon firm strategy since the compensation package may be
designed to foster and promote behaviours required to achieve firm strategy; that is, firm
strategy drives executive compensation. Expectancy theory suggests a similar relationship.
That is, executives are motivated to work towards the achievement of the firm’s goals and
strategies since it is expected that such effort will be appropriately rewarded. Again, firm
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strategy precedes the executive compensation package.

A number of empirical studies have examined how organizational strategy acts as a
determinant of executive compensation. Balkin and Gomez-Mejia (1990), Berg (1969), Kerr
(1985), Lorsch and Allen (1973), Murthy (1977), Murthy and Salter (1973), Pitts (1974). and
Rose and Shepard (1997) all found that a firm's strategy, judged by the extent and types of
diversification activities, influenced executive compensation. Other studies found that
organizational and product life cycles (Balkin & Gomez-Mejia, 1987), and "industry type"
(Deckop, 1988; Eaton & Rosen, 1983; Raviv, 1985; Rajagopalan & Prescott, 1990; Scherer,
1980), both closely related to organizational strategy, influenced executive compensation.

In the executive compensation-related studies which used the Miles and Snow (1978)
typology (Rajagopalan & Finkelstein, 1992; Veliyath, Ferris & Ramaswamy, 1994)°, it was
found that Prospector (innovative) firms generally paid their executives better (absolute
amounts) than others, a finding that supports an earlier contention made by Caroll (1987).
The authors in these studies posited that this may be a reflection of greater employment risks
faced by these managers.

Further, in one study that examined structural aspects of executive compensation
(Rajagopalan, 1997), it was found that long-term/stock incentives have a stronger positive
performance effect among Prospectors than among Defenders. Thus, it is logical to expect
that stock options would be used more heavily by Prospectors; this would be consequently

reflected in higher stock-based pay for CEOs in Prospector firms. Gaver and Gaver (1995)

’These studies were examined in detail in the literature review,
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also found that executives of growth firms (similar to Prospectors) received a larger portion of
their compensation from long-term incentives (mainly stock-based compensation), while those
of non-growth firms received a larger portion of their pay from fixed salary.
Based on the above, it is suggested that:
Hla: Chief Executive Officers in Prospector firms will earn more than their
counterparts in the other strategic types, in terms of total compensation and individual
compensation components.
HIb: Chief Executive Officers in Prospectors will earn proportionately more in stock-

based/long-term compensation than their counterparts in other strategic rvpes.

(b) The Firm Size-Executive Compensation Relationship

Firm size and firm performance have been central to the study of executive
compensation, probably ever since the issue came under the empirical microscope, and it is
imperative that they be included in any related research. Over time, many researchers have
investigated the “size maximization hypothesis™ which posits that executives consciously
increase the size of their firms since larger firms are deemed to be more prestigious and more
financially rewarding. From another perspective, other researchers using human capital
theory argue that increasing firm size requires higher levels of human capital, such as
education and experience, for organizational success (Agarwal, 1981; Gerhart and Milkovich,
1990). Thus, executives in large firms are paid at higher levels than their counterparts in

smaller firms.

One of the few consistent findings in the literature is that firm size is positively related



to executive compensation (Agarwal, 1981; Barkema & Gomez-Mejia, 1998; McGuire, Chiu
& Ebing, 1962; Roberts, 1959: Taussig & Barker, 1925; Veliyath, et al, 1994). Various
explanations have been offered for this relationship, including the contention that with
increasing organizational size is an associated greater responsibility and tasks requiring better

management skills and education. Size may also be a proxy for job complexity and levels of

management.
Based on the above, it is hypothesized that:

H2: CEOs in larger firms will earn more than their counterparts in smaller firms, in

terms of total compensation and individual compensation components.

(c) The Organizational Performance-Executive Compensation Relationship

The firm performance-executive compensation relationship has also been widely
researched, mainly under the “profir maximization hypothesis” - that is, executives are
rewarded for maximizing firm performance. Evidence on this relationship has been mixed.
However, much of this research utilizes “flawed” accounting measures such as annual firm
profits, which can be contaminated by accounting procedures and which may display a
collinearity problem with firm size. Of recent, many researchers have begun using more
promising cumulative (over a few years) measures, such as average stock price/return on stock
investments and average earnings per share (e.g., Rajagopalan, 1997; DiNardo, Hallock, and
Pischke, 1998).

Nevertheless, there is still considerable controversy as to the influence of firm
performance on executive compensation. While some studies have reported a positive
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relationship between the two variables (e. g.. Lambert & Larcker, 1985; Coughlan & Smith,
1985), others have found that the relationship is not significant (Kerr & Bettis, 1987: Eaton &
Rosen, 1983; Finkelstein & Hambrick, 1989). However, recently many organizations have
been criticized by various stakeholders (employees, shareholders, the general public, the press,
etc.) for displaying double-standards in laying off workers and cutting wages in times of
financial difficulties but at the same time increasing executive compensation. Such pressures,
in part, have led to the enactment of legislation (such as the amendment of the Onzario
Securities Act, 1993) requiring public companies to disclose relevant information on executive
compensation. Such legislation seems to be achieving the desired effect, viz.. bringing
executive compensation in line with organizational performance (see for example, Mayers.
1996).

However, as some scholars suggest, accounting and market-based performance
measures may have different impacts on the structural components of executive compensation
(e.g., Barkema and Gomez-Mejia, 1998; Rajagopalan, 1996). That is, accounting
performance measures emphasize short-term, usually annual, performance, whereas market-
based measures emphasize long-term objectives. Thus, these different performance measures
should reflect such considerations in the compensation package. As Rajagopalan (1997)
argues, bonus plans and short-term compensation:

“...tend to emphasize short-term performance because, in general, they use annual indicators
of financial performance to evaluate managers. ..accounting measures of performance such as

return on equity, return on investment, and earnings per share have the advantages of allowing

the firm to target specific objectives and focus management on asset management and
efficiency” (p.768).

On the other hand,
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“...long-term plans impose less risk upon a firm’s managers than short-term plans because
managers are less likely to be penalized for short-term fluctuations in performance over which
they may have little control...[w]here the scope of managerial actions is such that it would be
difficult to deconstruct performances into discrete actions or objectives, market-based
performance measures (such as market return to shareholders/stock price growth) provide a
more holistic evaluation of a firm's performance than accounting measures” (p.769).

Based on the above, it is expected that:
H3a: Short-term CEO compensation will be better predicted by accounting-based
performance measures than by market-based performance measures.
H3b: Long-term/stock-based CEO compensation will be better predicted by market-

based performance measures than bv accounting-based performance measures.

d) The Executive Tenure-, and Education-Executive Compensation Relationships

Studies emanating from sociology (power theory) and political science (agency theory)
suggest that an executive's power in an organization, measured largely in terms of tenure, is
positively related to his/her compensation (Allen, 1981; Hill & Phan, 1991; Finkelstein &
Hambrick, 1989; Westphal & Zajac, 1994). It is posited that executives use their
organizational power to serve their self interests through their control over compensation-
setting boards of directors, as well as their own authority in setting compensation levels and
design. From a human capital perspective, a CEO with longer tenure may reflect better ability
and success on his/her part, and thus the need for higher compensation. As previous research
suggests, the main component of tenure is service as CEO in the “current” firm (e. g,
Agarwal, 1981); that is, firm-specific CEO tenure. Using human capital theory, it is also

suggested that education may have a positive impact on executive compensation, since firms
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may pay more for additional skills and knowledge (Agarwal, 1981).
Based on the above, it is suggested that:
H4a: Chief executive officer compensation (total and individual components) will be
positively related to firm-specific CEO tenure.

H4b: Chief executive officer compensation (total and individual components) will be

positively related to CEQ education.
(e) The Overall Relationship

From the theoretical framework established in this section and a review of the
empirical studies (e.g., Balkin & Gomez-Mejia, 1990; Kerr, 1985; Rajagopalan & Finkelstein,
1992; Veliyath. et al., 1994), it is evident that firm strategy influences executive
compensation. Using contingency theory, it is posited that CEQ compensation has to be
aligned or congruent with firm strategy for optimal performance. That is, firm strategy
influences executive compensation.

As noted before, motivation theory can also be used to explain why firm strategy may
be driving executive compensation. Using expectancy theory (Vroom, 1964), many
behavioural scientists contend that executives are motivated by an appropriate reward package
S0 as to further the company's goals and strategies (Freedman & Montanari, 1983: Lawler,
1990; Salter, 1973). Thus, a firm’s strategy precedes or drives the executive compensation
package. Thus, it is hypothesized that:

H5: Firm strategy will add incrementally to the effects of size, performance, tenure,

and education in explaining the level of CEO compensation, in terms of total

compensation and individual compensation components.
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VI. Methodology

Population and Samples

The population consisted of an enumeration of all CEOs (N = 102) of firms in the
Ontario-based metal mining industry listed on the Toronto Stock Exchange; company
presidents were used when there were no named CEOs'. As in previous studies of a similar
nature. subsidiaries of other companies and foreign-based firms were excluded (sec for
example, Thomas, Litschert and Ramaswamy, 1991; Veliyath, et al., 1994). Subsidiaries
were excluded since it was unclear whether or not they were in control of strategic decisions.
Data for most companies also only exist at the company/corporate level. Foreign-based firms
were excluded because they may be operating in different legal, social, political, and economic
environments quite different from Canada. Further, the focus of the study is on Canadian-
based firms.

Ontario-based firms were used since chief executive compensation data are available as
a result of changes in the Ontario Securities Act in 1993. This legislation requires all firms
that trade in Ontario to submit annual reports on all components of compensation for their
CEOs/Presidents/Chairs and four other top earning executives, if their compensation is over
$100,000 each for the year. Reports for CEOs have to be filed regardless of the amounts they
earn. Ontario-based firms on the Toronto Stock Exchange were targeted because of the
relative ease of obtaining supplemental information from these companies (geographical

proximity, etc.), as well as the public nature of performance data for listed firms.

'""CEOs” used throughout the thesis instead of “CEOs/Presidents.” *Chairmen” were not
included unless they were also the CEOs of the firm.

56



It was important to select firms characterized by a primary business activity or one
main organizational strategy; that is, where business efforts are concentrated on a single
product or a related group of products since highly diversified firms may have different
strategies for different products/services. Thus, metal mining firms (Standard Industrial
Classification system, Group 10) were selected. This industry is also the most heavily
represented on the TSE. thus offering the best opportunity for robust statistical analyses.
Further, examining a particular industry will control for any industry effects/external factors
on executive compensation strategy (Raviv, 1985; Magnan and St-Onge, 1997). This is
essential since compensation systems may vary across industries as a reflection of varying
degrees of profitability and barriers to entry (Deckop, 1988 Eaton & Rosen, 1983
Rajagopalan & Prescott, 1990). As Antle and Smith (1988) note, firms within the same
industry face the same economic conditions and similar business risks, and as Agarwal (1981)
and Eaton and Rosen (1983) found, controlling for the effects of industry significantly
improves the degree to which the composition of top compensation is explained by
organizational and individual factors. As a result of these factors, most scholars have focused
on one industry when classifying firms into the Miles and Snow strategic archetypes (e.g.,

Rajagopalan, 1997; Rajagopalan and Prescott, 1990; Veliyath, et al., 1994).

The Metal Mining Industry

The Canadian metal mining industry (SIC Code 10), which includes producers of gold,
copper, diamonds, nickel, zinc, and silver, among others, is dependent on a host of factors for
its viability. Since all the firms in this study were on the TSE, several other factors other than
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those inherently management-oriented affected a firm’s profitability. These include: domestic
demand (thus the state of the local economy); economic performance of major export markets,
especially the United States (accounts for approx. 80% of all metal exports); supply (for
example, “dumping” of gold by former Soviet Republics led to an over supply problem in
1994-5 and consequent price decreases): exchange rates; and, inventories.

Mainly as a result of fluctuations of the above, world market prices of metals have
experienced considerable volatility (Natural Resources Canada, various annual reports, 1990-
1996). Prices for some of these products are shown in Table 1.

Tablel: Metal Price Record (yearly averages)

Zinc (US$/1b) Lead (US$/Ib) | Silver (US$/0z) | Gold (US$/0z)
1982 .3840 .2470 7.87 374.92
1983 3742 .1946 11.61 426.69
1984 .4520 .2003 8.13 360.27
1985 .3794 .1766 6.14 317.27
1986 .3604 .1835 5.46 367.92
1987 .3720 .2695 7.00 446.46
1988 5364 .2958 6.54 436.72
1989 7770 .3059 5.50 381.24
1990 .6896 .3691 4.84 383.78
1991 .5061 2357 3.86 353.50
1992 5624 .2459 3.95 34418
1993 .4364 1842 4.30 359.77
1994 .4540 2518 5.30 384.65
1995 4678 2862 5.19 384.16
1996 .4652 3513 5.20 | 387.71

Source: Natural Resources Canada, Annual Reports, various years.

Thus, the “risk” factor is relatively high in this industry. As one firm in the sample

reported:

“the exploration and development of mining properties involves high risks and significant
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competition. The mining industry is highly speculative in nature, involving many risks which
even a combination of scientific knowledge, technical skills, and industry experience cannot
always overcome, often resulting in unproductive efforts. There can be no assurance that the

exploration, development and production activities of the Company will be viable in the
future.”

Thus, the performance of a company may be at the “mercy” of the market and other

factors external to the company.

Data Sources

Executive compensation data for 1996 were drawn from Form 40 submissions by the
firms filed with the Ontario Securities Commission (OSC); these reports are available from the
Laser-D CD-ROM database (Micromedia). Data missing from this database were acquired,
when available, directly from Micromedia, a firm contracted by the OSC to tabulate the data
and to which it has exclusive rights. The data for the cluster analytic procedures used in
classifying firm strategy were taken from company annual reports, the Compact-D CD-ROM
database (Micromedia), and other financial documents (e. g., Financial Post data cards, etc.).
The same sources were used for data on firm financial performance and size for the 1994-96
period. Missing data were acquired directly from the firms in question. A comparison of
company-originated data and data on the electronic databases revealed complete accuracy of
the latter data.

A survey of firm strategies using the basic paragraph method (see Procedures and
Appendix 1) was used to validate the strategic groups derived from cluster analysis. Data on
tenure and CEO education were collected from this survey, as well as from recent editions of

the publication “Who’s Who in Canadian Business.”
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Research Variables and Instrumentation

Organizational Strategy: The Miles and Snow (1978) framework, as described earlier, was
used to classify firms into strategic types. Even though there are a number of useful
typologies in the strategic management and organizational behaviour literarure (e.g. Porter,
1980; Rumelt, 1974), "the Miles and Snow typology seems to have the clearest implications
for compensation system differences” (Caroll, 1987, p.350). That is, it is relatively casy o
match compensation systems with the Miles and Snow strategic archetypes. Many researchers
have successfully utilized this typology in recent studies to relate overall organizational
strategies and various organizational elements (Conant, Mokwa & Varadarajan, 1990;
McDaniel & Kolari, 1987; Raghuram & Arvey, 1994; Veliyath, Ferris & Ramaswamy, 1994).
As Balkin and Gomez-Mejia (1992, pp.77-78) state, "the Miles and Snow typology has proven
to be very robust and adaptable as evidenced by its successful application to the study of a
wide variety of strategic issues...empirical results also provide strong support for its reliability
and validity.” Along similar lines, in an evaluation of the reliability and validity of the Miles
and Snow (1978) instrument (paragraph method and variations), Shortnell and Zajac (1990)
state that "overall, the results provide strong support for the measurement of Miles and Snow's
(1978) strategic types...researchers can use the typology with increased confidence in future
work in organizations and their strategies” (p.830).

In measuring strategy, both "intended” and "realized" initiatives are important but the
correspondence between the two is not necessarily high (Mintzberg, 1978, 1987; Snow &
Hambrick, 1980). Actions, not intentions or plans, are likely to have a greater impact on costs
and behaviours related to executive compensation. As such, the study focuses on realized
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strategies; that is, current strategies which have been consistent or stable over time (Miles &
Snow, 1978; Mintzberg, 1978). This approach is consistent with several studies. in the field
(e.g., Chrisman, Hofer & Boulton, 1988; Gerhart & Milkovich, 1990; Hofer & Schendel,
1978).

Recently, a number of studies have been using cluster analysis to “cluster™ or classify
firms into the Miles and Snow’s strategic archetypes (¢.g., Conant, Mokwa & Wood, 1987:
Veliyath, et al., 1994). This procedure may be considered as more reliable and valid,
especially when triangulated with the paragraph method self-classifications, than the paragraph
method only. As such, company data were "clustered” based on five-year averages of relevant
indices (see section on procedures); five-year averages should result in strategic archetypes
that are relatively stable.

Executive compensation, comprises several components and it is important to measure
each. Consistent with proxy forms submitted to the Ontario Securities Commission, and as
stipulated by the Ontario Securities Act, this study will focus on seven components: salary,
annual bonus, “other” annual compensation, total short-term compensation, stock-based
compensation, “other” long term incentives (LTls), and total compensation for 1996. For
purposes of this study, these components may be grouped under two main categories: short-
term and long-term (mainly stock-based) compensation.

While. the sum of annual salary and bonus has been frequently used as a proxy for the
level of executive compensation in previous research [the summation of these two figures
represents approximately 64-80% of total executive compensation (Agarwal, 1981: Kerr &
Bettis, 1987, Rajagopalan, 1997; Rajagopalan & Prescott, 1990; Veliyath, et al., 1994)], the
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other components, especially stock-based compensation, are increasingly being used by
company executives. Thus, it is logical that these should be separately measured since the
determinants may differ across components.

Short-term compensation is a combination of salary, annual bonus, and other annual
compensation. Salary is measured as the amount reported, plus any consulting fees paid by
the organization for his® services. Annual bonus is also measured as reported; this inciudes ail
annual cash compensation paid to chief executives as a result of agreed upon criteria such as
performance. Other annual cash compensation (this is how it is reported by the firms)
includes perks and benefits; this figure is most likely an underestimation for firms with
relatively low salaries and bonus since the legislation stipulates that firms may choose only to
report figures that exceed $50,000 or 10% of the CEOs aggregate salary and bonus whichever
is larger. Nevertheless, many firms submitted these figures despite the fact that they were
below that stipulated. Since this is a relatively small component, it is combined with salary in
this study to reflect total fixed annual compensation. Thus, total short-term cash
compensation includes total fixed annual compensation plus annual bonus.

Stock-based/long-term compensation is measured in terms of exercised stocks in 1996:
that is, the amount of cash a CEO receives as a result of “cashing in” on held stock options.
This variable has been similarly measured by many scholars (see for example, Griner, 1995;
Rose and Shepard, 1997) and is generally accepted as an indicator of stock-based

compensation by the Securities and Exchange Commission (SEC), OSC, and accompanying

*The sample/population was exclusively male.
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legistation (Griner, 1995). However, exercised options, as a measure, suffers from two
weaknesses. First, it understates current compensation in years that CEOs receive substantial
option grants - the ex ante value of options is not recorded as compensation. Second, it
Overstates current compensation in years that options are exercised, when the entire ex post
gain is attributed to current compensation (Rose and Shepard, 1997). As Rajagopalan (1997,
D.763) notes. *.. executives can often choose when to reccive stock bonuses or reaiize stock
options, and it is almost impossible, therefore, to specify the year or years when the income
generated by such plans should be credited to the executive's compensation package.”

While it would be ideal to incorporate the “future-oriented” or “uncashed” stock option
component into the total compensation figure, this could not have been done in this study for a
number of reasons. First, a majority of firms did not provide enough information to facilitate
such computations. For instance, to use the Black-Scholes Option Pricing formula,
information is required, among others, on the amount of stocks issued (including stock
appreciation rights, restricted stocks, phantom stocks, etc.), period to maturity, exercise price,
dividends per share, future interest rates, and share prices for the past four or five years.
Many companies do not report some of these vital figures. This problem is compounded by
the fact that executive compensation data reports (Form 40) have only been filed since 1994;
figures for stocks granted prior to 1993, but still held, are thus unknown. Other researchers
have faced similar problems and as Berton (1990) concluded, “most companies don’t give
enough specifics to make the calculation” (p.226).

Second, as many researchers have noted, the complex mathematical methods that have
been developed to value the various forms of stock-based compensation require guesses on
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some indices (e.g., interest rates and opportunity costs), leading to widely divergent estimates
as to the cash value of such compensation (Gomez-Mejia, 1994; Rajagopalan, 1996).

Other Long Term Incentives (LTIs) are fixed incentives such as paid insurance
premiums and imputed interest on reduced rate loans. Long-term compensation comprises
both stock-based compensation and other LTIs. However. this latter figure is typically small;
thus, stock-hased compensation is generally reflective of, and comprises the major portion of
long-term compensation. Toral Annual Compensation (1996) is a combination of all the
components.

Organizational performance can be measured by both accounting and market-based
indices (see section on accounting and finance in the literature review). It is recognized that
because of varying accounting procedures, some of these figures, such as reported profits or
earnings per share, may be questionable (Dyl, 1989; Gomez-Mejia, 1994; Rappaport, 1981,
1986). Further, market measures, such as share price, can reflect the impact of market
idiosyncrasies rather than an organization's efficiency (Gibbons & Murphy, 1990 Lambert,
1993; Sloan, 1993). As such, organizational performance was separately measured in the
model in terms of each of these indices, namely, earnings per share and return on
market/share price. Each was averaged for a three-year period (1994-96) and assessed
separately.

A three-year (1994, 1995, 1996) period reflects the fact that firms usually take the
immediate past and current performance into consideration when making compensation
decisions. This practice is evident in many firms in the sample. Further, the current year is
taken into consideration because many firms offered “new” or “renewed” compensation
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packages during 1996, which suggests that the current year (1996) [and immediate past fiscal
years] may have been taken into consideration by compensation committees.

Organizational size: As in previous research, the book value of a firm’s total assets was
used to operationalize this variable (Eaton and Rosen, 1983 Veliyath, et al., 1994). Like the
performance variable, this was averaged for a three-year period; that is, an average 1994-96
figure was used to ensure stability of the size factor, as well as considerations made explicit
under “organizational performance” above. That is, both immediate past and current figures
are taken into account when compensation committees make their decisions.

Executive tenure: Previous research suggest that firm-specific experience as a CEO may be a
significant determinant (e.g., Agarwal, 1981); thus, this variable was operationalized as the
total number of years the CEO has worked in that position in the firm under study.

Education is measured in terms of highest education achieved. and was coded in the following

manner: 1. High School; 2. College/Technical; 3. Bachelors degree; 4. Masters degree; 5.
PhD.

Procedures

The selected sample of firms was first categorized into Miles and Snow's (1978)
strategic archetypes using cluster analysis. Cluster analysis is a technique commonly used to
classify firms into strategic groups (Ketchen & Shook, 1996). Previous studies that have used
cluster analysis to classify firms according to the Miles and Snow (1978) framework include
Veliyath, et al (1994), Smith, Guthrie & Chen (1989), and Conant, Mokwa & Wood (1987);
the Veliyath et al. (1994) study used archival data. The use of cluster analytic techniques may
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be viewed as a psychometric advance over the self- and managerial-typing methods some

researchers use to classify firms into Miles and Snow's strategic groups.

The firms were clustered on the following four variables/ratios: total revenues to
assets; exploration expenditures to total revenues; general administrative expenses to total
revenues; and, total operating expenses to revenues®. The variables, derived from archival
data. were averaged over a five-year period (1992-96) so as to allow relatively stable firm
strategies to be derived (Veliyath, et al.,1994). The selected classificatory variables represent
integral aspects of the Miles and Snow (1978) typology and have theoretical support in the
literature (see Thomas, Litschert & Ramaswamy, 1991; Veliyath, et al., 1994). That is. the
variables are related to distinctive characteristics evident in Miles and Snow’s archetypes.

Two critical dimensions of firm strategy in the Miles and Snow (1978) model are
“administrative and operational efficiency” and “the search for new or more products”, as
evident in expenditures on exploration. The variables/data used in the cluster analysis reflect
these considerations.

Revenues per unit of Assets: This ratio measures the efficiency of asset utilization. Defenders
are characterized by stability and high degrees of operational efficiency and are thus expected

to score the highest, followed by analyzers (who are between defenders and prospectors in

terms of efficiency) and prospectors.

*Total revenues include sales and other income from investments; assets are indicated by the
stated book values; exploration expenses are expenses incurred in exploring new sites; general
administrative expenses include salaries, rent, office supplies, and other general administrative
expenses (excluding advertising and promotion); and total operating expenses include all other

expenses (such as advertising and promotion, mining at current sites, etc) plus exploration and
general administrative.
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Exploration Expenditures to Total Revenues: P.evious research emphasizes the use of
research/exploration expenditures to differentiate strategic types (e.g., Snow & Hrebiniak,

1980; Thomas, et al., 1991). Hence, a ratio of exploration expenditures to total revenues was

used as a standardized indicator of a firm’s propensity to search for new/more products. A
similar variable (R & D expenditures to total sales) has been used in a number of studies that
investigated the Miles and Snow typelogy (e. g., Thomas, et al., 1991, Veliyath, et al., 1994,
Hambrick, 1983; McDaniel & Kolari, 1987). Since prospectors engage in more innovative
activity, they are expected to rank higher on this variable.

General Administration Expenses per dollar of Revenue: This is a measure of relative lack of
administrative efficiency (Veliyath, et al., 1994). As prospectors seldom attain high levels of
efficiency, they were expected to score the highest on this ratio, followed by analyzers and
defenders.

Toral Operating Expenses 1o Revenues: This is also a measure of lack of efficiency. It
combines general administrative and exploration, as well as mining and other expenses. This
i1s useful as it strengthens the relationships established by the separate expenses, as well as
adding another dimension, viz., development and other expenditures such as promotion and
advertising. Prospectors are expected to score the highest on this ratio.

An analysis of the icicle plots, agglomeration coefficients and the dendogram derived
from the agglomerative hierarchical cluster analysis, using the variables identified above,
revealed three identifiable clusters: Cluster 1 was the largest group with 68 firms, with Cluster
2 having 30. Cluster 3 had only 3 firms. One firm could not be classified because of missing
data (a total of 101 firms were thus classified). Based on the statistics of the classificatory
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variables, Cluster 1 was identified as Prospectors and Cluster 2 as Defenders (see Table 2).
Cluster 3, though it revealed some reactor-type indicators, was too small for any substantive
deductions. Thus only these two groups (Clusters 1 and 2) were analyzed. While it was
somewhat surprising that there were no firms identified as Analyzers, this is not unusual in the
literature (see for example, Rajagopalan, 1997; Hambrick, 1981a,b; Hambrick, 1983; Barett
and Windham, 1984; Slocum, Cron, Hansen, and Rawlings, 1985; Simon, 1987). The
absence of Analyzers could be attributed to the fact that in order for a firm to be classified as
an Analyzer, it would have to be more efficient than a Prospector and more innovative than a
Defender. In the metal mining industry, constrained by fluctuating profitability and other
factors (Natural Resources Canada, various years), firms may be unable to deploy the
resources for both internal efficiency and aggressive innovation, the hallmarks of an Analyzer
strategy (Rajagopalan, 1996; Ramaswamy. Thomas, and Litschert, 1994).

As Table 2 below shows, firms in Cluster 1 had significantly lower values on total
revenues/assets, with Cluster 2 showing significant increases. This is to be expected since
Defenders are characterized in the Miles and Snow (1978) typology as the most stable and
efficient, thus realizing the greatest asset utilization efficiency values. As expected, Cluster 1
averaged significantly higher on the exploration expenses to revenue ratio, which implies that
Prospectors in the sample display the greatest propensity to search for new and/or more
products. For the ‘inefficiency’ measure, general administrative expenses per dollar of
revenue, Cluster 1 averaged significantly higher than Cluster 2, suggesting that prospector-like
firms use a comparatively greater proportion of their revenues to manage the organization. A
similar result is obtained for the ratio of total operational expenses to revenues. Thus, both
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Clusters 1 and 2 displayed characteristics evident in Prospector and Defender firms,

respectively.

Table 2: Strategic Archetypes Derived from Cluster Analysis

Cluster Variables Cluster | Cluster 2 F-Ratio P-values
(Praspectors)  (Defenders)

Revenues to Assels .04 (p) .54 (d) 113.63 .0000
Expl Exp to 2.30 (p) A7 3.12 .0805
Revenues

Gen Adm Exp to 4.00 (p) 21 () 6.51 .0123
Revenues

Total operational exp 9.11 (p) 1.20 (d) 4.48 .0369

10 revenues

Notes: Cluster algorithm - Wards. Each variable averaged for the firm over the five years 1992-96. The figures
reported are the actual means of the variables. The letters within parentheses indicate which clusters were the
most prospector-like (p) or defender-like (d) on each row variable. Four cases were deleted (one for missing data

and three “Reactors”) thus reducing the sample 1o 98(68 Prospectors and 30 Defenders). Statistical signiticance
tested using a one-way ANOVA.

Validation of Strategic Types

A multiple approach to validation was employed. First, the reliability of the clusters
was examined. Reliability is a necessary but not sufficient condition of validity (Kerlinger,
1986). One of the primary methods of ensuring reliability is to split a sample and analyze the
two halves separately. Consistency across the two halves indicates reliability provided that the
two halves are not significantly different on relevant criteria. Thus, the sample was split into
halves with the first 51 cases (data arranged largely in alphabetical order - by firm names)

grouped into the first sub-sample. An examination of the classificatory variables revealed no
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major differences that may affect subsequent statistical interpretations (see Table 3 below).

Table 3: A Comparison of the Classificatory Variables: A Split-Half Reliability Test

1st half 2nd half Significance
Variables Mean SD Mean SD F-ratio P-value
Exp Exp to Revenues 13.17 62.56 12.49 69.90 .0031 .9560
Oper Exp to Revenues 32.97 149.45 27.51 125.83 .0393 .8432
Revenues to Assets .16 .19 .22 .39 .9583 .3300
Gen Adm Exp to Assets 18.97 89.64 11.42 53.29 .2636 .6008

Notes: Significance tested using a one-way ANOVA.

Cluster analysis on the two halves, using the same procedures employed with the tull
sample, revealed 96% consistency:; that is, 97 firms out of the 101 were classified exactly as in
the full sample. The suggests high reliability of the original clusters.

Second, the stability of the strategic groups/clusters was examined. While it is
acknowledged that strategies may change over time, it is logical to assume that most
companies would not change radically from a Prospector to a Defender, or vice versa. This
was confirmed through an examination of the surveys/questionnaires received from
respondents. Thus, the strategic orientation of the firms was re-analyzed for the 1993-96,
1994-96, and the 1995-96 periods, using relevant average data from these years. That is, the
four ratios were re-calculated for a four-year, a three-year, and a two-year period respectively,
and cluster analysis performed in each case. For the 1993-96 period, there were 6 deviations
from the 5-year results for a ‘consistency’ rate of approx. 94%; for 1994-96, there were two
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deviations (98 % consistency), and for the 1995-96 period, 4 deviations (96 % consistency).
This not only suggests strategic stability but reliability of the clusters as well (test-retest
analysis).

Theory can also be used to deduce validity of the clusters (Ketchen and Shook, 1996).
The Miles and Snow (1978) theoretical framework suggests that firms can be clustered based
on their search for new/more products or innovativeness, as well as administrative and
operational efficiency. Thus, strategic groups derived from cluster analysis should be
generally indicative of the theory-based predictions. In this study, four variables/ratios were
used to classify firms in line with the Miles and Snow (1978) framework. In all four instances
(revenues to assets ratio; general administrative expenses to revenues ratio; exploration
expenses to revenue ratio; and, total operational expenses to revenue ratio), the differences in
the two clusters were significant and in the direction suggested by theory. For example,
Prospectors displayed a significantly higher propensity to search for new and more products
(as measured by the exploration expenses to revenues ratio). In previous research, Veliyath et
al. (1994) reported theoretical conformity in four of their seven variables used for clustering,
and Rajagopalan (1997) reported conformity in three out of four.

Finally, through questionnaire surveys, researchers also use incumbents (CEOs and
other senior staff) to classify firms into Miles and Snow’s strategic types. In these surveys,
some researchers use the basic paragraph method (for example, James and Hatten, 1995;
McDaniel and Kolari, 1987; Snow and Hrebiniak, 1980), whilst others use variations of the
paragraph method (see for example, Thomas, Litschert, and Ramaswamy, 1991; Conant,
Mokwa and Wood, 1987; Raghuram and Arvey, 1994). Since the paragraph method is easy to
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administer (see Appendix 1) and found to be reliable and valid (James and Hatten, 1995), a
survey incorporating this instrument was sent to the CEOs/Presidents of all firms in the
sample. These were first mailed, and after a telephone follow-up to non-respondents, copies
were also faxed. Responses were received from nineteen (19) firms, corresponding to a
response rate of approximately 19%. While this response rate is somewhat low. it is not
surprising taking into account the busy schedules of company cxccutives. These firm-based
classifications revealed a hit rate of approximately 84 %; that is, 16 out of the 19 classifications
by CEOs/company executives corresponded with that derived from the cluster analysis. An
examination of the company data (exploration expenses, revenues, etc.) suggests that the three
“deviant” cases may have been incorrectly classified by the executives (two of whom were not

the CEOs). Nevertheless, a hit rate of 84 % suggests high validity of the original clusters.

Data Analysis

Hypotheses 1a proposed that executives in Prospector firms will earn more than their
counterparts in other strategic types. To test this hypothesis (that CEOs in Prospectors will
earn more cash compensation than their counterparts in Defender firms), one-way analyses of
variance (ANOVA) was conducted to assess the significance of mean differences across the
two strategic groups derived from cluster analysis. Hypothesis 1b suggested that CEOs in
prospector firms will earn proportionately more long term/stock-based compensation than their
counterparts in Defenders. Descriptive statistics and ANOV A were used to test this

hypothesis.
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Hypotheses 2, 3a and 3b, 4a and 4b, and 5 proposed that firm size, firm performance,
firm specific CEO tenure, CEO education, and firm strategy will be positively related to
and/or will explain some of the observed variance in the dependent variables (various
components of chief executive compensation). To test these hypotheses, descriptive statistics
and correlation analyses were first conducted to assess the size and direction of relationships,
10 assess probable inter-correlations, and to test Hynotheses H4a and H4b. Then, linear
regression analyses were conducted with total CEQ compensation for 1996, as well as the
various components of the compensation package, as the dependent variables. The
independent variables firm size and firm performance were averaged over the 1994-96 period,
since firms tend to use immediate past and current figures as indicators to base compensation
(Finkelstein & Hambrick, 1989). These data (1994-96) are considered long enough to limit
the influence of short term irregularities but short enough to provide a reliable estimate of the
organization’s recent performance (McEachern, 1975: Tosi and Gomez-Mejia, 1989). A
dummy variable (0= Prospector; 1 =Defender) was used to represent strategy. Executive
tenure and education were measured as continuous variables.

Thus, in general, the regression model was:

Y =a+bED +bFS + bFP + bET + bFS + ¢
where,
Y = chief executive compensation (or President where there is no CEO)
ED = CEO education
FS = firm size
FP = firm performance
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ET = tenure as CEO of current firm, and,

FS = firm strategy
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VII. Results

General
Descriptive Statistics

Table 4 below shows the descriptive statistics of the relevant variables in the full and
sub-samples (Prospectors vs. Defenders).

Table 4: Descriptive Statistics

Variables Total Sample Prospectors Defenders
N Mean SD N Mean SD N Mean | SD

Salary 95 13470 | 124,10 |63 |96.79 | 67.95 28 237.52 | 162.41
Fixed Annual Comp 95 138.97 | 127.35 | 63 100.23 | 69.90 28 243.45 | 167.90
Bonus 95 36.37 13410 |63 |9.70 37.68 8 101.51 | 230.33
Total Short-term Comp 95 175.34 | 231.40 | 63 109.93 | 86.32 28 344.97 | 354.64
Exercised Options 95 96.67 |290.70 |63 | 98.16 258.59 | 28 106.45 | 373.21
LTIs 95 1.95 8.11 63 .83 4.71 28 4.74 12.89
Total Comp 95 274.00 | 400.60 | 63 208.92 | 282.50 | 28 456.16 | 567.20
Size (log assets) 101 | 9.84 1.86 68 | 9.40 1.24 29 10.96 | 2.56
EPS 99 .06 .61 66 .01 .52 30 17 .78
Market Return 83 1.32 3.49 53 1.58 3.73 28 .88 313
Tenure 23 6.43 3.81 11 7.09 2.91 12 5.83 4.53
Education 38 3.71 .80 18 |3.83 .79 20 3.60 .82

| Strategy | 98 | .31 .46 68 0.00 0.00 g 1.00 .00

Notes: All monetary figures are in thousands of Canadian dollars (except log assets); US dollars were converted

using the appropriate rates for the various years.
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As Table 4 above shows, many of the variables vary considerably across strategic
archetypes (the significance of these differences are shown in Table 5). While CEOs in
Defenders earned more than their counterparts in Prospector firms, including all the
components of the total compensation package, it is important to note that the proportion of
stock-based pay (cashed/exercised options) to total compensation is higher for Prospectors
(approximately 47%) when compared tc Defenders (23 %). Table 4 alsu shows that Pruspector
firms are smaller, having lower earnings per share (an accounting performance measure) but
higher returns on stock investments to shareholders (a market-based performance measure).

CEOs in Prospector firms have also been in their current positions longer and are, in general,

slightly more educated.

Hypothesis 1

Hypothesis 1a suggested that CEQs in prospector firms will earn more in total
compensation, including all its components, mainly as a result of prospector-like behaviours
such as innovativeness and risk-taking. However, as Table 5 shows, this hypothesis is not
supported. In fact, CEOs in Defender firms earn significantly more than their counterparts in

Prospector firms, except for stock-based compensation where the difference in compensation is

not significant (Hypothesis 1b).
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Table 5: Differences in Research Variables Across Strategic Archetypes

Variables Prospectors (mean) Defenders (mean) F-Ratio P-Values
Salary 96,789 237,517 34.2198 .0000
Fixed Annual Compensation 100,230 243,555 33.2611 .0000
Bonus 9,698 101,514 9.5655 0026
Annual Cash Compensation 109,928 344,969 24.7064 .0000
Cashed Options 98,161 106,448 .0150 .9028
LTIs 829 4738 4.4945 .0368
Total Annual Compensation 208,919 456,155 7.7346 .0066
Size (log assets) 9.40 10.96 16.5208 .0001
EPS 01 17 1.3746 2440
Market Return 1.58 .88 7339 .3942
Tenure 7.09 5.83 6137 4421
Education 3.83 3.60 .7969 3779

Notes: Mean differences tested using a one-way ANOVA; N shown in Table 2; with the exception of assets,

figures represent actual means; all monetary figures are in Canadian dollars.

These apparent inconsistent results necessitated further analysis. Firm life-cycle theory
suggests that “younger” firms will have a lower ability to pay, when compared to “older,”
more-established firms (Daft, 1995). Thus, younger firms may focus on long-term rather than
short-term compensation. A post-hoc examination of firms within the two strategic groups
revealed that Prospectors are younger than Defenders in terms of their life cycles. Using the

year of incorporation as the indicator of firm age, Prospectors were found to be approximately
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18 years old, compared to approximately 27 years for Defenders. In fact, this difference is
statistically significant (using ANOVA, F-ratio= 3.1732; p-value=.0780). Further, as Table
6 below shows, almost 50% of the Prospectors were below 10 years old, compared to 37% for
Defenders. On the other hand, almost 25% of the Defenders were over 50 years old,

compared to 12% for Prospectors.

Table 6: Age Distribution of Prospectors and Defenders

Age (yrs) Prospectors | Cumulative % Defenders | Cumulative % | Total Sample | Cumulative %
1-10 32 47% 11 37% 45 4%

11-20 14 68 8 63 23 67

21-30 3 72 1 67 S 72

31-40 7 82 2 73 9 80

41-50 4 88 1 77 S 85

51-60 6 97 2 83 8 93

>60 2 100 S 100 7 100

Total 68 30 102

Notes: The total sample includes firms classified neither as Prospectors nor Defenders.

These results suggest that firm strategy may be related to the stage of the firm in the

life cycle (examined in more detail later in the “discussion” section).

Hypothesis 2

Hypothesis 2a suggested that firm size would be positively related to CEO
compensation and that CEOs in larger firms will earn more than their counterparts in smaller
firms. Descriptive statistics, the correlation coefficients (Table 7), and the results of the
regression analyses (Tables 8-14) suggest strong support for this hypothesis. As Table 7
shows, firm size is positively related to salary, fixed annual compensation, annual bonus, total
short-term compensation, long term fixed incentives, and total compensation for 1996 (at p <
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.001), as well as cashed/exercised options (at p < .05).

Table 7: Pearson’s Zero-Order Correlation Coefficients (one-tailed)

1 2 3 4 5 6 7 8 9 10 11 12 13
! 1.00
2 -9915*** 1.00
3 .5865%** .5669*** 1.00
4 .8855%** 8788%*+ 8913+ | 0
S .2495%*%  2326%* 0467 1551+ 1.00
0O A205%%%  4129%** 3108%** 4073*** . 0061 1.00
7 71010%%*  .6B47=** . 5550%** G894*** g151*** 2S11°*  1.00
8 7809%c¢  TBIBrer  59BS*e 7781t 1736%*  4695°** .58517%v .00
Y -2352%%  2284%*  4448%** 3808%e¢s |3]9 ATT7%e 321200 33540 1.0

10 -.0765 -.0809 -.0344 -.06360 3278+ - (0580 2023+ - 2351 -.0153 1.00
1l 0526 1911 0282 1490 -.0706 -.0632 -.0050 1371 0518 -3155* 100

2 0772 .0521 1282 1045 0901 .2549+ 1284 .0107 122 4295%s= . 2223

1.00

13 5270%*+  5216%** .3115%*% 4661*** 0130 2193%%  2828%** 3840%** |20 -.0959 - 1685 - 1472 1.00

Notes: ***p < 0l;**p < 05 *p< .10

I. Salary; 2. Fixed Annual Compensation; 3. Bonus; 4. Annual Short-term Compensation; 5. Cashed Options/Long-term
compensation; 6. Long term Incentives; 7. Total Compensation: For the above, N=95.

8. Size (log assets); N=101; 9. Earnings per share; N=99; 10. Market Return; N=83: 11. Tenure; N=23;
12. Education; N=38; 13. Strategy; N=98.
Table 7 also suggests that larger firms enjoy higher accounting performance and their
CEOs have been working longer in their current positions. They are also more defender-like
and experience lower market performance.
Since there are fairly high levels of inter-correlations among the independent variables,
a stepwise regression analysis was required to assess the unique effects of size on the

dependent variables. Tables 8-14 show that size remains a significant predictor for salary (p
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< .001), salary and other annual fixed compensation (p < .001), bonus (p < .001), total
short-term compensation (p < .001), exercised options (p < .05), fixed LTIs (p < .05), and
total 1996 compensation (p < . 001). These relationships are evident in both the full- and
reduced models.

In the full-model (Model 1), the four main predictors are used (firm size, accounting
performance, market-based performance, and strategy); listwise deletions of missing variables
resulted in N=73 for the stepwise regressions. In Model 2 (the reduced model in terms of
degrees of freedom), firm-specific CEO tenure and education are added. The models are
separate because of limited data for tenure and education (N =23 and 38, respectively);
listwise deletion of missing variables resulted in N=17 for the stepwise regressions. While
Model 2 is not crucial to this study (that is, CEO education and tenure are not central to the
study and do not have considerable support in the literature), it is included, in part, to
demonstrate the relative stability of the relationships (strength and direction) among the
significant main variables (i.e., executive compensation, size, performance, and firm strategy).

In all the models/regressions, firm size had to be transformed (natural log assets). An
examination of the residuals revealed no violations of the assumptions necessary for regression

analyses (e.g., normal distribution of errors, etc).
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Table 8: Regression results: Salary as Dependent variable

Model 1 Model 2

Bela T-Ratio p-value Beta T-ratio p-value
Variables
In Equation
Firm size .76 10.655 .0000 .64 3.900 0016
Strategy 18 2.486 .0153 32 1.955 .0708
F-value 97.04 .0000 19.08 .0001
R-sq. 73 13
R-sq. (Adj.) 73 .69
Not in Equation
EPS .06 .870 3873 -.14 -.954 .3576
Market Return 07 1.185 .2402 - 13 -.832 4204
Tenure .02 124 .9030
Education .18 1.215 2458

Notes: In Model 1, R-sq. increased from .71 (size) to .73 (strategy) from Step | to Step 2; that is, strategy added

.02. In Model 2, the corresponding figure was .04: In Model 1, N=73 (listwise deletions); Model 2, N=17.

As Table 8 shows, both firm size and firm strategy (Defender) are significant

predictors of CEO salary for both models 1 and 2. The other independent variables (EPS and

market return in Model 1 and EPS, market return, tenure, and education in Model 2) are not

included in the equation. In both models, the explained variance (73%) is relatively high.
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Table 9: Regression results: Fixed Annual Compensation as Dependent variable

Model 1 Model 2

Beta T-Ratio p-value Beta T-ratio p-value
Variables
In Equation
Firm size 75 10.548 .0000 61 3.426 0041
Strategy 18 2.517 0141 32 1.767 .0990
F-value 95.68 .0000 14.98 .003
R-sq. 73 .68
R-sq. (Adj.) 72 .64
Not in Equation
EPS 06 978 3316 -.15 -.941 3640
Market Return 07 1.116 .2682 -17 -.985 3426
Tenure 18 1.172 .2620
Education A1 .663 5190

Notes: In Model 1, R-sq. increased from .70 in Step 110 .73 at Step 2; that is, strategy added .03. In Model 2,
the corresponding figure was .04

As in the case of CEO salary, firm size and strategy are significant predictors of fixed
annual compensation (salary plus benefits and perks). As Table 9 shows, R-squared remains

relatively high (.73 and .68 for models 1 and 2, respectively).
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Table 10: Regression results: Annual Bonus as Dependent variable

Model 1 Model 2

Beta T-Ratio p-value Beta T-ratio p-value
Variables
In Equation
Firm size .56 6.175 .0000 .79 5.322 .0001
EPS .25 2.787 .0068 .26 1.791 .0966
Market Return .34 2.259 0417
F-value 32.51 .0000 13.79 .0002
R-sq. .48 .76
R-sq. (Adj.) 47 1
Not in Equation
Market Retwurn .06 .679 .4993
Strategy .02 .186 .8526 -.01 -.073 9431
Tenure -.06 -.459 6546
Education 12 691 5030

Notes: In Model 1, R-squared increased from .42 (size) 10.48 (EPS) from Step 1 tp Step 2; that is, EPS added

.06. In Model 2, R-squared increased from .54 (Step ! - size) to .70 (Step 2 - market return) to .76 (Step 3 -
EPS).

For annual bonus, accounting performance (EPS) is added to firm size as a significant
predictor in Model 1. While R-squared is reduced in this Model (.48), it is still relatively
high. Market return is also significant in Model 2 and R-squared becomes considerably higher
(.76). However, in Model 2, it is evident that Prospectors receive higher bonuses (negative

coefficient), though not at statistically significant levels.
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Table 11: Regression results: Total Short-term Compensation as Dependent variable

Model 1 Model 2

Beta T-Ratio p-value Beta T-ratio p-value
Variables
In Equation
Firm size .83 12.713 .0000 .88 8.493 .0000
Strategy .19 1.778 .0988
Education 21 2.293 .0391
F-value 161.61 .0000 39.93 .0000
R-sq. .69 .90
R-sq. (Adj.) .69 .88
Not in Equation
EPS A1 1.615 1108 .05 .500 6264
Market Return .07 991 .3250 -.02 -.156 8786
Strategy 10 1.322 .1905
Tenure 14 1.600 .1356

Notes: In Model 2, R-squared increases from .85 (Step 1 -size) to .88 (Step 2 - education) to .90 (Step 3 -
strategy)

As Table 11 illustrates, only firm size is a significant predictor of total short-term
compensation in Model 1. A defender-like strategy loses its significant impact as a result of
the bonus component. In Model 2, however, strategy and education are significant, with R-

squared rising to 90%.
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Table 12: Regression results: Exercised Options as Dependent variable

Model 1 Model 2

Beta T-Ratio p-value Beta T-ratio p-value
Variables
In Equation
Firm size .24 2.159 .0343 42 1.813 .0898
Market Return .36 3.279 .0016
F-value 6.73 .0021 3.29 .0898
R-sq. .16 18
R-sq. (Adj.) 14 A3
Not in Equation
EPS .05 457 .6494 17 T4 4871
Strategy -.06 -456 .6501 -.001 -.005 .9960
Market Return .08 .307 7635
Tenure =13 -.535 6011
Education .26 1.070 .3025

Notes: In Model 1, R-squared increases from .10 (Step 1 - market return) to .16 (Step 2 - size).

As Table 12 shows, market return and firm size are significant predictors of exercised
options in Model 1, with only firm size retaining its significance in Model 2. While the sign
of the strategy coefficient changes, which indicates that stock-based pay is greater for

Prospectors, the effect is not statistically significant . R-squared is relatively low (.16 and

.18).
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Table 13: Regression results: Fixed LTIs as Dependent variable

Model 1 Model 2

Beta T-Ratio p-value | Beta T-ratio p-value
Variables
In Equation
Firm size 41 3.381 .0003 .61 2.963 .0097
F-value 14.68 .0003 8.79 .0097
R-sq. 17 .37
R-sq. (Adj.) .16 .33
Not in Equation
EPS .02 206 .8375 .20 .967 .3499
Market Return .01 .063 .9502 -.03 - 115 .9098
Strategy .08 616 .5397 -.11 -.423 .6735
Tenure -.20 -.943 3616
Education .19 912 3773

For fixed long-term incentives, firm size is the only significant predictor (Table 13).

Further, R-squared is relatively low (.17 and .37). The strategy coefficient is also negative in

the reduced model (LTIs more used by Prospectors).
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Table 14: Regression results: Total Compensation as Dependent variable

Model 1 Model 2

Beta T-Ratio | p-value | Beta T-ratio p-value
Variables
In Equation
Firm size .67 7.669 .0000 .68 3.203 0059
Market Return 31 3.49%4 .0008
F-value 31.99 .0000 10.26 .0059
R-sq. .48 41
R-sq. (Adj.) .46 37
Not in Equation
EPS .10 1.118 .2676 15 736 4739
Strategy 02 231 .8181 .04 .168 .8692
Market Return .07 343 71365
Tenure -.08 -.412 6864
Education .26 1.280 2214

Notes: For Model 1, R-squared increases from .39 (Step | - size) to .48 (Step 2 - market return).

For total 1996 compensation, firm size and market return are significant predictors,

with R-squared being .48. In Model 2, only firm size retains its significance (R-squared =

41).

Hypothesis 3
Hypothesis 3 proposed that firm performance would be positively related to CEQ

compensation. More specifically, it was proposed that accounting performance would have a
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greater impact on components of short-term/annual compensation and total short-term
compensation (Hypothesis 3a) and that market-based performance would be a better predictor
of long-term compensation/stock-based pay (Hypothesis 3b). As Tables 7 (correlation
analysis) and 8-14 (regression analyses) show, there is support for both hypotheses. That is,
for short-term compensation, earnings per share (EPS) is positively correlated with salary
(.24). fixed annual compensation (.23), bonus (.44), and total short-term compensation (.39),
all at significant levels (support for H3a). However, for stock-based/long-term compensation,
EPS loses its significance; instead, market return is positively correlated (support for H3b), at
a statistically significant level (.33). Itis important to note that the market for metals,
especially gold, has experienced tremendous uncertainty over the past few years (see previous
section on the metal-mining industry); otherwise, this relationship might have been even
stronger. In the regression analysis (Tables 8-14), EPS is kept in the equation for annual
bonus (.25, p < .01 - Table 10), and while not in the equation, has a strong positive
relationship with total short-term compensation (.11, p = .11; Table 11). For exercised

options, as predicted, market return is kept in the equation (.36, p < .0l; Table 12).

Hypothesis 4

Hypothesis 4a proposed that a CEQ’s tenure in his current position would be positively
related to his compensation. As Tables 7 and 8-14 show, there is no support for this
hypothesis. More specifically, firm-specific tenure is not significant in any of the relevant
relationships in Table 7, and is not kept in the equations in Tables 8-14. Of interest, the
results suggest that for exercised stocks, fixed LTIs, and total compensation, the relationship is
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negative. That is, CEOs with less firm-specific tenure receive more in terms of these
compensation variables. However, this result must be interpreted with caution since there is a
small number of valid observations for this variable (N=23 or about 20% of the sample).
Further, these relationships are not statistically significant. With regards to the CEQ
education-executive compensation relationship (H4b), with the exception of a significant, but
weak positive relationship with long-term incentives (Table 7), there is no support for this

hypothesis. For the regression analysis, education is kept in the equation for total short-term

compensation only (.21, p < .05; Table 11). Again, this result must be interpreted with

caution.

Hypothesis 5

Hypothesis 5 suggested that firm strategy would be a significant predictor of CEQ
compensation, controlling for other important variables. That is, it would add explanatory
power to the “standard” predictor variables, viz., firm size and firm performance. As Tables
8-14 show, while the direction of the effect is not in line with the proposition (more
compensation for Prospectors), the size is significant for some aspects of compensation. That
is, CEOs in Defender firms earn significantly more in short-term compensation than their
counterparts in Prospector firms when all relevant variables are in the equation (Tables 8-14;
since Defenders were coded as 1, a positive coefficient signifies more compensation for
Defenders) . This effect does not apply for stock-based compensation (Table 12), which in
turn affects total compensation (Table 14), since the direction changes for these structural
aspects of compensation. That is, for stock-based compensation, the direction of the
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relationship is in line with that proposed in the hypothesis. In other words, CEOs in

Prospector firms earn more than their counterparts in stock-based compensation; however, the

effect is not statistically significant.

General

As Tables 8-14 show, the coefficient of determination {R-square) declines considerabiy
from short-term (salary, fixed annual compensation, bonus, total short-term compensation) to
total compensation. This is clearly a result of the effects of the long-term components. That
is, the variables in the study explain short-term better than long-term compensation.

Nevertheless, a significant amount of the variance is explained in all the components, as well

as the overall package.
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VIII. Discussion

Firm Strategy and Executive Compensation

It was hypothesized that chief executives in Prospector firms will receive more
compensation - salary, annual fixed compensation, bonus, short-term cash, stock-based, fixed
LTIs, and total compensation - than their counterparts in defender firms, These hypotheses were
based on previous research which suggested that the CEOs would be appropriately compensated
for behaviours generally found in Prospector-like firms, viz., innovation, creative thinking, and
risk-taking (Rajagopalan and Finkelstein, 1992; Veliyath, et al., 1994)'. However, with the
exception of stock-based compensation, CEOs in Prospectors received significantly lower
compensation, controlling for firm size and other variables. These findings can be explained
using theory and research on firm life cycles, and an examination of the structure of
compensation packages across the strategic types.

Firm life cycle theory and research suggest that firms go through several stages in their

development: birth, growth, matunty, decline, and death. Some firms may be able to stave off

'It is important to note that this study is not a total replication of any previous work. The
Veliyath et al. (1994) and Rajagopalan and Finkelstein (1992) studies are the most similar of
previous research. While the method of classifying firms into strategic types (cluster analysis)
and focus (executive compensation) are similar to the two studies, this thesis utilizes different
statistical analysis and different samples (industry and country). In comparing the two studies
with this thesis, it should be noted that Veliyath et al. (1994) and Rajagopalan and Finkelstein
(1992) did not attempt to measure the dollar value of the stock-option component. Thus,
comparisons hold only for the salary and bonus components. Further, it is also important to note
that the sample sizes in the two previous studies were 50 and 39. In both studies the size of each
cell (by 3 strategic types) was less than 20; in fact, in the Veliyath et al. (1994) study, there were
only six (6) Defenders. Thus there are questions on the statistical robustness of these results.
Also, the industry in question is different in each study. Thus, all the studies may be accurate if

different industries reward executives in the strategic types differently - only future research can
address this issue.
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death if during the period of decline they are able to reinvigorate themselves through strategies
usually employed at the growth stage.

Firms at the entrepreneurial and growth stages of their cycles tend to be relatively small
and “prospector-like” (Daft, 1995), with research and exploration being emphasized. Such firms
usually have iimited financial resources and their ability to pay is consequently limited. Thus,
they tend to emphasize performance-based and variable long term incentive rewards. such as
stock-based compensation. As noted earlier, Prospectors are significantly younger than
Defenders in this study.

Firms trying to re-invigorate themselves at the decline stage would also display
prospector-like characteristics. That is, as a result of limited financial resources and ability to
pay, compensation committees would most likely emphasize long-term incentives, such as stock-
based pay. This seems evident in this study. Many of the Prospector firms are relatively “old
and small” which suggests that they may be on the decline (12 Prospector firms are actually
above 40 years old - Table 6). Thus, in this period of re-invigoraticn, CEOs in Prospector firms
receive relatively low short-term compensation.

In an earlier empirical study, Balkin and Gomez-Mejia (1987) found that firms at the
growth stage of their product life cycles, where the proportion of research and development
expenditures was relatively high, relied on incentive rewards. The reasoning applied to stage of
the product life cycle can be applied to general firm life cycle. As Balkin and Gomez-Mejia

(1987, p.171) noted,

“the stage in the life cycle is likely to be a key determinant of compensation strategies and their
effectiveness in achieving organizational goals. One would expect those firms at the growth
stage to pay employees more in the form of an incentive basis and less in the form of salary and
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benefits. Such a policy would allow a growing business to shift some of its compensation costs
from a fixed expense to a variable expense. The advantage of this strategy is that the firm
receives float from employees and pays a portion of its compensation costs when it is in the best

financial position to do so... as a result, the growing firm can secure greater flexibility to invest
heavily in research and development, new technology, expansion of capacity,
advertising (instead of additional compensation) to fuel the growth.”

marketing and

The findings in this study suggest that Prospector firms are emphasizing long-term
incentives (stock-based pay). This has allowed them to invest proportionately more in research,
exploration and development, as well as marketing and advertising (included in total operating
costs). Defender firms are more mature and stable, and risk is consequently reduced. Thus, as
firms become more defender-like, they are more likely to emphasize fixed pay (salary and
benefits) and pay proportionately less in variable long-term incentives. This is in line with
arguments made by Thumnston (1968), viz., a fast-growing high-risk company needs to
emphasize performance based pay versus fixed-pay for low-risk businesses (see quote on pe.
38).

Rajagopalan (1997) also reported similar findings in her study; that is, Prospector firms
emphasize long-term incentives/stock options in their executive compensation strategies. As she

contended,

“innovative, growth strategies are more likely to yield positive results in the long term than in the
short term and often, there is a greater chance of failure associated with these strategies than less
innovative strategies...from the viewpoint of the firm’s owners, incentive plans which promote

risk-seeking behaviours and longer time horizons and control self-serving managerial behaviours
are desirable for Prospector firms™ (p.766).

The findings by Balkin and Gomez-Mejia (1987) and Rajagopalan (1997) are consistent
with that reported in this study. First, as Table 4 shows, there is a greater proportion of risk-

based pay in the compensation package for CEOs in Prospector firms. The stock-based
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component accounted for 47% of the total compensation package of CEOs in Prospectors,
compared to 23% for Defenders. In the regression analyses, these changing proportions are
reflected in the comparative size and direction of the strategy coefficients when the dependent
variables change from salary to bonus to cash compensation to stock-based compensation to total
compensation. Further, among the 98 firms analyzed in this study, 10 reported no annual cash
compensation for their CEOs; that is, chief executives in these fimms relied tolally on the firm’s
market performance (stock-based pay) thus putting their entire compensation package at risk. Of
these firms, 90% (nine out of the ten) were Prospectors.

The bottom line of the foregoing discussion is that compensation for CEOs in Prospector
firms may be lower than that of their counterparts in Defenders since Prospector firms are in the
entrepreneurial/growth or decline/re-invigoration stage of their life cycles and are thus placing

emphasis on stock-based pay, some of which (viz., future options) could not have been

calculated in this study.

The firm size-executive compensation relationship

This study confirms previous research, including a meta-analysis (Tosi, Katz & Gomez-
Mejia, 1998, as reported by Barkema & Gomez-Mejia, 1998), that reported a significant positive
relationship between firm size and executive compensation (see for example, Agarwal, 1981;
Roberts, 1959; Veliyath, et al., 1994; Rose and Shepard, 1997). In this study, not only is firm
size positively related to overall compensation but with every component of the compensation
package as well. There are two related explanations for this finding. As explained in previous
research, executives in larger firms may be receiving more compensation since these firms are
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generally more prestigious and thus, more financially rewarding. Larger firms are also more
likely to have better financial resources and their ability to pay is consequently enhanced. These
contentions are in line with the size maximization hypothesis.

From another perspective, an executive working in large firms is expected to have the
necessary skills, knowledge, and ability to be successful. These qualities require higher levels of
human capital (education, experience, etc.). Such human capital may or may not be reflected in
institutional-granted recognition (degrees, etc). For instance, technical expertise (e.g., surveying)
and negotiating ability (to get access to Third World sites, for example) may be elements of
natural ability, not reflected in formal degrees and other forms of such recognition. Nevertheless,
the possession of such human capital justifies better compensation. That is, CEOs in larger firms
are expected to have greater responsibility and tasks requiring qualitatively better human capital
and are thus expected to be paid at higher levels than their counterparts in smaller firms. This

explanation is in line with human capital theory.

The firm performance-executive compensation relationship

Firm performance has probably received the most empirical attention in the exccutive
compensation literature (Gomez-Mejia and Wiseman, 1997). Despite seven decades of research,
its relationship with executive compensation has remained elusive. As a recent review concluded
researchers are going into a “blind alley,” and the call was for research that examined the effects
of various performance measures on executive compensation design (Barkema and Gomez-
Mejia, 1998). In line with this call, this study investigated the effects of an accounting and a
market measure of performance on the various components on CEQ compensation. The results
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suggest that while earnings per share (the accounting measure) is a significant predictor of short-
term compensation (bonus and total short-term compensation in the full model), it loses its
significance for long-term/stock-based compensation. In fact, share price growth? and return on
stocks are better predictors of such compensation.

This finding is in line with that reported in Rajagopalan (1997); that is, accounting
measures are better predictors of short-term compensation, and market measures betier predict
variable long-term incentives/stock-options. Thus, this research supports the view that while
performance measures may not be demonstrating a significant impact on executive compensation

in the literature, it is evident that an analysis of the impact of different performance measures

does yield insights on the design of total compensation packages.

The executive tenure-executive compensation and education-executive compensation
relationships

Previous research evidence on the impact of executive tenure and education has been
mixed. With the exception of the education-short term compensation effect, these variables do
not have a significant impact on CEO compensation in this study. However, these overall
results should be interpreted with caution given the small number of valid data points (23 for
tenure and 38 for education). These generally non-significant results can be explained by the fact
that there is little variation in both variables; that is, the CEOs have similar tenures (fairly long

periods) and education (most have university education).

*Tested but not included in study - highly correlated with stock returns.
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General

As in U.S.-based research, firm size, and to a lesser impact, firm performance, impact the
most on executive compensation in this study. There are a few reasons why CEO compensation
in Canada may be reflecting these dynamics evident in the United States. Firsi, recent disclosure
rules may be having a pull-effect as Canadian CEQs compare their relatively low compensation
with their U.S counterparts, some of whom work in U.S-based subsidiaries of Canadian firms.
That is, CEO compensation in Canada may be playing catch-up with, and be reflective of, CEO
pay in the United States. Second, with the dismantling of trade barriers, Canadian CEOs are
increasingly taking up world-wide positions, where they are probably making constant
compensation comparisons with their counterparts.

It is important to note, however, the contradictory results with regards to the effects of
firm strategy on CEO compensation. In the previous U.S.-based studies, it was found that
Prospectors earn more than their counterparts in other strategic groups; however, in this study,
Defenders were found to be earning the most. Do Canadian firms place a different value on
prospector-like strategies? Are the effects of firm strategy somehow bound by cultural factors?
Are there industry effects? Since all the studies that have used Miles and Snow (1978) typology
to examine the firm strategy-executive compensation relationship can be described as
exploratory, answers to such questions can only be addressed in future research.

Contributions to Theory and Practice

This thesis makes a significant contribution to the literature. F irst, this study uses a

multidisciplinary framework to study the determinants of executive compensation; such a
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framework is generally lacking in the literature. Theory and research from several disciplines are
utilized to foster a better understanding of this complex issue. Second, this study adds strategy
as a determinant of executive compensation. There is relative paucity of research that utilizes
insights from the strategic management/business policy discipline, and only a few studies utilize
the established Miles and Snow (1978) framework to investigate the effects of firm strategy on
executive compensation. Using such insights conforms with recent suggestions in review articles
(see, for example, Gomez-Mejia, 1994 Barkema and Gomez-Mejia, 1998) for new perspectives
to study this issue. Further, this is the first study that examines the effects of firm strategy on
executive compensation in Canadian firms. Previous studies have been dominated by U.S.-based
data. Third, this study is methodologically more rigorous (results statistically more robust) than
previous similar studies, especially in terms of sample sizes and procedures used in classifying
firms into strategic types. Such rigour is especially important in light of previous studies that
report opposite results in relation to the effects of firm strategy on executive compensation.
Hopefully, this study will generate new debates on the issue. Fourth, this thesis goes beyond the
study of levels of executive compensation, the focus of much of extant research, to examine
structural aspects of executive compensation as well. Such a focus is generally lacking in the
literature (Barkema and Gomez-Mejia, 1998). Fifth, itis suggested in this thesis that one of the
shortcomings of previous research on the effects of firm performance on executive compensation
may be found in the measurement of such performance. Using a market-based and an
accounting-based measure, each averaged over a three year period, this thesis suggests that the
impact of each measure may be different on the various components of executive compensation;
this issue has been sparsely studied in the literature (Barkema and Gomez-Mejia, 1998). Finally,
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in replicating previous research on the effects of traditionally investigated variables, such as firm
size and firm performance, this study extends our knowledge of executive compensation.

From a practical perspective, Canadian firms and business leaders can use this study for
informed decision-making on executive compensation. For firms and business leaders, this

thesis also allows for a deeper insight and the development of general knowledge on factors that

affect CEO compensation. a politically sensitive issue in society.

Limitations and Future Research

This study was confined to publicly traded firms in a single industry. While this is a
necessary condition for testing hypotheses using Miles and Snow’s (1978) framework. it limits
the scope and generalizability of the study®. Nevertheless, as advocated in Miles and Snow’s
(1978) seminal study, research may be replicated in other industries, on an industry by industry
basis, provided that appropriate data are available. Further, no other industry on the TSE had a
large enough sample to facilitate comparative analysis. Thus, future research should expand on
this work to probably include firms on U.S. stock exchanges. While future studies on non-public
firms would be ideal, and laudable if it could be successfully done, there is the inherent problem
of lack of data. Financial data for such firms are very difficult to obtain and access to CEO

compensation data may be even more daunting.

Second, this study employed a cross-sectional research design. One of the main problems

*Some authors view this as a strength since the focus is on strategic variation within a
single industry (see Rajagopalan, 1998, for example). They argue, and justifiably so, that one
cannot assess strategic typologies across industries since, for example, a Prospector strategy in
the auto parts industry may be deemed as a Defender in the software industry.
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of such designs is that changes to relevant variables cannot be traced through time. Thus, as
more data become available in the future, research should be expanded to take into consideration
the effects of changes in variables such as firm size, performance and strategy on executive
compensation over time.

Third, as a result of missing data, the value of future options could not be calculated.
While there is controversy on the method of calculations and impact of this form of
compensation, it would be useful to incorporate into the analysis since it seems as if Prospector
firms place much emphasis on this factor. In this study, the total compensation of Prospector
CEOs may have been underestimated because of a lack of incorporation of such stock grants;
thus, both in-the-pocket* and future compensation were ignored. Future studies should address
this issue since data reliability emanating from firms, with guidance by the OSC, can only get
better.

Fourth, this study examined executive compensation as a phenomenon that results from
firm strategy; that is, firm strategy causes or influences CEQ compensation. However, the
reverse could also be true - as a result of the influential nature of the chief executive position,
compensation strategies can be used to influence firm strategy. Future research should thus
investigate the role of executive compensation, along with other independent variables, in
influencing firm strategy. Further, future studies should use causal modelling techniques such as

path analysis and structural equation modelling to examine other aspects of this relationship.

*In-the-pocket stock compensation refers to the situation where executives have options

that can be profitably exercised (current share price above exercise/granted price) but they
instead choose not to do so.
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Finally, in the spirit of parsimony, this study restricted itself io Just a few independent
variables. However, it is obvious that a few more variables may be “at work.” This is especially
the case when the explained variances were relatively low (LTIs, annual bonus, and stock-based
pay). One promising explanatory variable is CEO power as perhaps measured on his/her
influence on the compensation committees (see for example, Barkema and Gomez-Mejia, 1998;
Daily, et al., 1998). Futurc rescarch should most certainly take such variables into consideration.

Further, for two of the independent variables - executive tenure and education - the sample sizes
were relatively small due to a lack of data. However, these factors are not central to the study
(due to the fact that there is little support in previous research). While it would be ideal to
incorporate more data on education and tenure in future research, there is the inherent problem of
lack of such data from public sources in Canada, and acquiring information through surveys is a
daunting task.

A final area for future research is the relationship between firm strategy, in terms of Miles
and Snow’s (1978) framework and firm life cycle. Firm strategy seems to be related to the stage
of the product/firm life cycle. However, to the best of our knowledge, there is no research on the
relationship between the Miles and Snow’s (1978) strategic types and a firm’s life cycle

relationship. Do firms get more Defender-like as they mature? [f so, how does this impact on

functional strategies, such as compensation? This could be an exciting area of research.
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IX. Conclusions

In summary, the main objective of this study was to examine and analyze the effects of
firm strategy on the level and structure of executive compensation using data drawn from
Canadian firms, taking into consideration traditionally investigated factors such as firm size and
performance. It was found, as expected, that firm size and performance affect both the level and
structure of CEO compensation. However, the result with regard Lo firm strategy was somewhat
opposite to the relationship hypothesized. This was explained as a probable result of the stage of
the firm’s life cycle, as well as the structure of CEQ compensation across strategic archetypes.

This thesis makes a theoretical, as well as practical contribution to our knowledge.
Theoretically, it uses a multidisciplinary framework to assess the relative impact of different
predictors - both traditional and “new” - on executive compensation. Thus, it adds to the
literature through extensions of previous studies as well as through new insights. This study may
also be used by business leaders and firms to educate themselves on this issue.

In the opening quote of this thesis, it is mentioned that salaries constitute “comedy"”, and
“exaggeration carried to the point of the ridiculous.” Many writers, especially in the popular
press, frequently advocate such a state of affairs on this issue. However, as this research
suggests, and if suggested areas of future research are expedited, the future looks less uncertain.

Perhaps, there may be some method in the “on-the -surface” madness, after all.
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APPENDIX 1

Miles and Spow’s Paragraph Method: Measure of Strategy Type

. Which one of the following descriptions most cioseiy fits your organizarion compares (0 other
firms 1n the industry? (Please consider your division or company as a whale 2nd notw that none
of the tvpes listed below is inherendy "good” or "bad.”

~——Type | mqummnnmwlmmdﬂﬂiﬂmamm‘h°h‘
relativeiy stable product or sexvice area Thgomm'monmd;moﬁcamﬁnnmdm
ox‘pmuctxorsewic::thmitscompuim.andittn’umpmmitsdoxmin_bypﬁqmghi;h:
quaiity, superior service, lower prices. and so forth. Often this type of Organzanon 13 notat the
foretront of deveiopments in the industry - it tends to ignore industry changes that have no direce

mﬂmmonmmumofommnmdmmmmdonddngmemwbm
in a iimited area.

——Type 2 This type of organization cypicaily operates within a broad product-mariet domain
m I .i. IE.- m . . l |. .mm'inmm
market areas even if not ail of these efforts prove to be highly profitable. The organization
responds rapidly to exrly signais concerning areas of opporrunity, and these responses often lead
to a new round of compesitive actions. However, this type of organization may not mamtEm
market soength in ail of the areas it enters,

——Type 3 This rype of organization agempts to maintin a sable, limited line of products or
services. ‘while at the same time moving out quickly to follow a carefully seiected set of the
more promusing new deveiopments in the industy. The organization is seidom 'ﬁmm'ymh
new products or sexvices. Howm.bymduﬂyrnmﬁmﬂng&ea:dmofmormm
\n areas compadble with its smble product-market base, the organization can frequendy be
"second in" ‘with 3 more cost-efficient product or sexrvice.

——Type ¢ This type of organizasion does not appear to have 2 consistent product-market
orienrasion, The organizarion is usuaily not as aggressive in mainmining established products nd
markess as some of itS compexitors. Rather, the crganization responds in those aress WheS it
is forced to by environmenmi pressures.



APPENDIX 2

Name of Company:
Name of Respondent
Title of Respondent

.................................................................................
.................................................................................

.................................................................................

4 .
l. Which one of the rollowng descrotions most closeiy tits your organizanon compared to
others in your industry during the 1996 fiscai year? (Please consider your firm as a whole and
aote that none of the types listed below is inherentiy **good” or “bad™).

Type 1 [ ]: This rype of organizarion arternpts to locate and mamtain a secure niche in a
reiatively stable product or geographnic area. The organization tends to offer a more limited range
of products and services than 1ts competitors. and it tries to protect its domain by offering higher
quality, superior service, and so forth. Often this rype of organization is not at the forefront of
deveiopments in the industry - it tends to ignore industry changes that have no direct influence

on current areas of Operaton and concenmates instead on doing the best job possible in a limited
area.

Type2[ |: This rype of organizastion typicaily operates within a broad product-market or
geographic domain that undergoes penodic redefininon. This organizaton vaiues being *frst
in” in new pmdm:t-markct or geographic areas even if not ail of these efforts prove o be highly
profitable. The organization responds rapidly to early signais concermng areas of opportunity,
and these responses often iead to a new round of compettive actions. However, this type of
oTganization may not maintain market strength in ail of the areas it enters.

Type3{ ]: This type of organization attempts to maintain a stah'= ““nited ling of products us
services, while at the same time moving out quickly to follow a care...iy seiected set of the more
promising new deveiopments in the industry. The organizarion is seidom “first In” with new
products or services or in new geographic areas. However. by carefuily monitormg the actions o
MjOr COMIPENLOrs 1n areas companble wath its stable product-market base. the orgamzanion can
frequently be “second in” with a more cost efficient product or service.

Type4 [ ]: This rype of organization does not appear (0 have a consistent product-mariet
orientation. The organizarion is usuaily not as aggressive in maintaining established products

and markets as some of its competitors. Rather, the organizarion responds in those are2s where it
is forced to by environmental pressures.

2. How would you have classified your organization in:

(a) 19927  Typeil ] Type 2[ | Type3 [ | Typed [ ]
)19937  Typeil | Type2[ | Type3 [ | Typed [ |
() 19947  Typei[ ] Type2[ | Type3 [ | Typed [ |
(d) 19957  Typeil | Type2{ | Typed [ | Typed( |

(e) 1997 Typei !l ! Type2! | Types{ | Typed [ ]



3. The roillowing question reiates specificaily to the Chief Executive Officer: President of the
company. Please provide the most appropriate response.

[. Tenure:Expenence:

(a) Years working in this organization in current position

(b) Years working in this organizarion (all posidons)

(c) Years working in positions similar to current job in other organizations

(d) Years empioyed in the workforce 1all positions. ail organizations)

[I. Educanon: Please wndicate the highest ievei of education completed and major:

Educagon Major
(a) University:

Ph.D. (]

Graduate (]

Undergraduate (]

Other (specify) (]

(b) College DiplomasCertificate (]

(c) High Schooi Dipioma (]

.......

(d) Other (piease specify) (]

+. How many persons were empioyed in your organization (i.c, on your payroil) in the
following years?

Reguiar fuil-time Reguiar part-time ~ Contractual (with firm)

(a) 1992
(b) 1993
(c) 1994
(d) 1995
(e) 1996
() 1997

3. Did you sub-contract any part of your operations to other companies/conractors? ...
[f so. piease speciiy

THANK YOU.
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