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This paperfleshes out the rent extraction viewof CEO compensation put forward by themanagerial power theory
(Bebchuk, Fried, & Walker, 2002), and tests its main implications on the relation between CEO power and the
structure of CEO pay. For a measure of CEO power most relevant to managerial power theory, we use the CEO
pay slice due to Bebchuk, Cremers, and Peyer (2011). Based on the sample of S&P 500 firms for the period of
1999–2008, we find that the implied relation between power and pay is largely supported. Our findings suggest
that the managerial power theory has relevance in explaining the relation between power and pay when the
focus is on managerial bargaining power. Given the multiple dimensions of CEO power, however, the scope of
powermay need to be broadened for a better understanding of howmanagerial power affects firm performance.

© 2014 Elsevier Inc. All rights reserved.

1. Introduction

The compensation for corporations' chief executive officers (CEOs)
continues to attract interests from academics, the business press as
well as the general public. Of particular interest in recent times has
been the growth in the level of CEO compensation that is beyond the in-
crease in firm size or corporate earnings. For example, Bebchuk and
Grinstein (2005) report that, during the period of 1993–2003, the aver-
age total CEO compensation for S&P 500 firms increased by 166%, of
which only 66% is explained by an increase in firm size measured by
sales and performance measured by return on assets with the rest

remaining unexplained.1,2 The growth in CEO pay, against the backdrop
of corporate scandals and governance failures that plagued corporations
around the world, has put executive compensation at the center of the
debate on corporate governance.

Among the many issues that relate to executive compensation is a
debate on whether the leading paradigm of agency theory is adequate
in explaining the observed practice of executive pay. In the standard
agency theory, executive compensation is viewed as a solution to share-
holders' optimal contractingproblem: the contract is designed by share-
holders or their representatives to maximize shareholder value subject
to the CEO's incentive and participation constraints. In a series of articles
and an influential book, Bebchuk and his co-authors (Bebchuk & Fried,
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☆ Anearlier version of this paperwaspreviously circulated as “Managerial Power, Stock-
based Compensation, and Firm Performance: Theory and Evidence”. We are thankful for
many useful comments from Paul Grout, Baibing Li, Chih-Liang Liu, Ron Masulis, Randall
Morck, Peter Pham, Laura Starks, Sudipto Dasgupta, seminar audience at various institu-
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Corporate Governance (2008) and the Asian FMA meeting (2009). Jessica Chung and
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the Australian Research Council's Discovery Projects funding scheme (ARC Discovery
Project Grant DP0663716). Any remaining errors are our own.
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1 According to Forbes (“Big paychecks”, March 5, 2007), the collective total CEO pay for
the largest 500 firms in the US increased by 38% during 2005–2006. During the same pe-
riod, the S&P 500 index rose by 15.79%. Numerous articles in themedia report high-profile
cases of ‘excessive’ CEO pay despite mediocre firm performance. For example, see The
Economist (November 24, 2005), “Too many turkeys”; The Economist (January 18, 2007),
“Power pay”; Fortune (June 30, 2006), “The real CEO pay problem”; and The New York
Times (January 4, 2007), “An ousted chief's going-away pay is seen by many as typically
excessive”.

2 An alternative explanation for the growth of CEO pay is offered by Gabaix and Landier
(2008). Based on the data on CEO pay in the US between 1980 and 2003, they find that the
six-fold increase in CEO pay during the period can be attributed to the six-fold increase in
market value of firms.
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2003; Bebchuk & Fried, 2004; Bebchuk et al., 2002) challenge this view.
Their main argument is that observed practice of executive pay is
explained better by the managerial power theory whereby CEOs effec-
tively set their own pay by influencing the pay-setting process.3

Bebchuk and Fried (2004) provide ample evidence in support of this
view. The interest in themanagerial power theory and the controversies
surrounding CEO power and pay can be witnessed by a host of the
critiques of, and the support for Bebchuk and Fried's book.4

The central thesis of managerial power theory is simple. Rather than
a solution to shareholders' optimal contracting problem, executive
compensation is viewed as a mechanism through which powerful,
entrenched CEOs extract rent from shareholders. As a consequence,
the more powerful CEOs are, the larger pay they award themselves
with less strings attached. In doing so, the only constraint CEOs face is
what Bebchuk and Fried called the ‘outrage constraint’, which curbs
pay that is considered too excessive.5 If one takes these implications
literally, then the corollaries are that the total CEO pay should increase
in managerial power and pay-performance sensitivity of CEO compen-
sation should decrease in managerial power. While the first corollary
seems hardly disputable, the second one is not entirely clear. If more
power renders the CEO more room for rent extraction, then it would
be rational for the CEO to try to maximize firm value, which he can
extract through channels that are incentive-neutral. In other words,
one needs to be more clear about how managerial power affects the
structure of CEO compensation.

The purpose of this paper is to flesh out and test the implications of
managerial power theory on the relation between CEO power and the
structure of CEO pay. Specifically we are interested in howCEO power af-
fects an incentive-neutral component of pay such as salary, performance-
based pay such as stock-based compensation and, consequently, total
compensation. To focus on the main thesis of managerial power theory,
we restrict our attention to one aspect of power, namely the CEO's
power to influence his own pay. Then the effect of CEO power on the
structure of CEO pay depends on the extent to which the CEO can use
his compensation contract for rent extraction. If the CEO can use salary
as the main vehicle for rent extraction, then more power should lead to
larger salary. But the CEO's performance-based pay should be indepen-
dent of CEO power. The reason is that the CEO will choose an optimal
level of performance-based pay that maximizes the size of pie, which
he can extract through salary. Thus power does not lead to a distortion
in efficiency, but only results in wealth transfer from shareholders to
the CEO. However, if the CEO's salary cannot be increased too much for
some reasons,6 then his performance-based pay can be used as an addi-
tional channel for rent extraction. The CEO will first use salary for rent
extraction and, after the ceiling has been reached, turn to stock-based

compensation. Therefore, in firms that face a binding salary ceiling, the
CEO's stock-based compensation would increase in CEO power. More-
over, since the increase in stock-based compensation in these firms
would expose the CEO to too much risk, the CEO's total pay must also
increase in CEO power to compensate for the risk. To summarize, we ex-
pect the CEO's salary to increase in CEO power in all firms, the CEO's
stock-based compensation to increase in CEO power only in firms that
face a binding salary ceiling, and the CEO's total compensation to increase
more in CEO power in firms with a binding salary ceiling.

We take these implications to the data from a sample of S&P 500
firms for the period of 1999–2008. A key element in our empirical
analysis is to divide firms into two groups depending on whether they
perceive some form of effective salary ceiling. We use $1 million as the
threshold, of which justification is provided at length in Section 3.2. We
call thosefirms that pay CEO salary nomore than $1 million ‘constrained’
and the rest ‘unconstrained’.

For a measure of CEO power most relevant to managerial power
theory, we use the CEO pay slice due to Bebchuk et al. (2011). This mea-
sure most closely proxies the CEO's bargaining power, as it reflects the
extent towhich the CEO's power and influence is used to push for an in-
crease in CEO compensation (Bebchuk et al., 2011, p. 206). Although the
CEO pay slice is our primary proxy for CEO power, we also use two ad-
ditional measures of CEO power: board independence and concentra-
tion of titles. These two measures reflect more general dimensions of
CEO power such as decision-making authority and, hence, more direct
relation to firm performance (Adams, Almeida, & Ferreira, 2005). The
purpose of using the three different proxies of CEO power is to examine
whether the implications of managerial power theory have support
when one considers various dimensions of CEO power. If they are sup-
ported only when power is proxied by the CEO pay slice, then we may
say that themanagerial power theory is relevant in explaining the rela-
tion between power and pay, but not the relation between power and
firm performance. Since our hypotheses are derived based on the
CEO's bargaining power, we expect them to have support when CEO
power is proxied by the CEO pay slice. For the other two measures of
CEO power, the relation between power and pay is indeterminate and
is an empirical question.

When CEO power is measured by the CEO pay slice, our findings
mostly support our hypotheses. First, in both groups of firms, salary
increases in CEO power. Second, the CEO's total compensation in-
creases more in the constrained group of firms when the CEO pay
slice increases. These two results are both consistent with our hy-
potheses. Third, the CEO's stock-based compensation increases in
CEO power in both groups of firms, although the magnitude of coef-
ficient is smaller in the unconstrained group of firms. The last result
partially supports our hypothesis, which predicts that the CEO's
stock-based compensation increases in CEO power only in the
constrained group of firms. But the larger increase in the constrained
group of firms is consistent with the implication of our hypothesis.
For the other two measures of CEO power, we only find support for
the relation between power and salary. Given that these two mea-
sures of CEO power are more closely related to firm performance
than the CEO pay slice, our results imply that the managerial power
theory has limited applicability in explaining the relation between
CEO power and firm performance.

Overall, our findings suggest that CEO power as envisaged in the
managerial power theory is most closely proxied by the CEO pay slice.
This is also the approach we have taken in deriving our hypotheses.
That is,wehave focused only on one aspect ofmanagerial power, namely,
the power to influence one's own pay. However, managerial power has
diverse dimensions as has been pointed out by many (e.g., Adams et al.,
2005; Finkelstein, 1992; Pfeffer, 1992). We have abstracted away other
aspects of managerial power in this paper, not because they are not rele-
vant but because ourmain objective is to understandmore rigorously the
central implications of managerial power theory. Defining power in this
way leads to clear predictions regarding the relation between power

3 Themanagerial power theory, broadly defined, can be traced back at least to Berle and
Means (1932, pp 80–82). They describe the mechanism whereby the management, even
with negligible share ownership, can assume effective control of the firm through the ap-
pointment of the proxy committee, which they dub management control. It is also found,
although without formalization, in the more recent management literature. For example,
Finkelstein (1992) describes various dimensions of managerial power. The ability to affect
one's own pay is one dimension of managerial power, closely related to what Finkelstein
called structural power, which is also the definition of power adopted by Lambert, Larcker,
and Weigelt (1993). How managerial power influences CEO pay has been the subject of
many studies from legal, organizational and sociological perspectives, as Bebchuk and
Fried (2004) acknowledge.

4 Various academic responses, critical as well as supportive, are listed on http://www.
pay-without-performance.com. Weisbach (2007) offers a more ‘balanced’ review of the
book.

5 As Weisbach (2007) points out, the weakness of the managerial power approach is
that the ‘outrage’ constraint is not well-specified. One possible interpretation is that the
constraint imposes some upper bound either on the size of total CEOpay or on the element
of pay that is highly visible to public, such as cash salary and bonus. In this paper, we take
the second interpretation as it is alsomore in line with what Bebchuk and Fried called the
‘camouflage’ aspect of CEO compensation.

6 In Section 3.2, we discuss why a salary cap – actual or perceived – can be a plausible
constraint for some firms.
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