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This study analyzes the compensation strategy of firms. We examined
differences in the pay and incentives of lower-level managers in firms
with different levels of management discretion. We found that firms
with higher managerial discretion paid compensation premiums
through higher salaries, greater bonuses, and more long-term incen-
tives; however, changes in pay were not related to changes in perfor-
mance, and high-discretion firms did not perform hetter than other
types of firms.

Ten years ago, the academic discourse on executive compensation fo-
cused, almost without exception, on whether or not the compensation of
chief executive officers (CEOs) in the largest U.S. corporations was de-
signed so that executive decision making would be directed at improving
firm performance. Currently, research on managerial compensation is he-
ginning to examine pay and incentives within organizational hierarchies
shifting away from the focus on CEO pay to the study of the determinants
ot pay for lower-level managers (e.g., Abowd. 1990; Fisher & Covindara-
jan, 1992; Gerhart & Milkovich, 1990; Lambert, Larcker, & Weigelt, 1991
1993). The dominant question, however, remains exactly the same as it was
for CEO pay: To what extent does a firm's managerial compensation struc-
ture provide incentives to maximize its performance?

One way to answer the question is to understand the choices that are
made in the design of firms' compensation strategies—the way that firms
orchestrate different components of pay, such as base pay, honuses and in-
centives, and benefits, so that they are effective motivational and control
mechanisms with which to achieve different organizational performance
objectives. Although numerous compensation strategy dimensions have
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been suggested in the literature [cf. Gomez-Mejia & Balkin, 1992). com-
pensation decisions can be classified into four distinct areas of compen-
sation policy (Gerhart & Milkovicb, 1993). The first is the pay-level poli-
cy, which determines whether a firm will pay above, meet, or pay below
the current market wage level [Milkovich & Newman, 1993). The second
area is how firms make pay differentiation decisions at the individual lev-
el; how. for example, pay is related to performance or to organizational
tenure. The third is the pay-structure policy, which governs the relation-
ships between pay rendered at the various levels of an organization. Fi-
nally, the benefits policy is the hasis for how a firm provides employees
with indirect financial compensation. This article focuses on the first two
areas, pay-level policies and pay differentiation at the individual level.

Drawing on concepts from agency theory and managerial capitalism,
we addressed the question of whether the structure of the compensation
of managers at lower levels of an organizational hierarchy is designed to
motivate actions in the best interests of equity holders or those of the firm's
incumhent management.

THEORY AND HYPOTHESES

Theoretical Foundations

In agency theory, firms are defined as systems of explicit and implicit
contracts among those who participate in them. Owners are seen as prin-
cipals who contract with agents (the managers) to "perform some service
on their behalf which involves delegating some decision making author-
ity to the agent" (Jensen & Meckiing, 1976; 308). The principals face the
problem of controlling the agents, because (1) both principals and agents
are assumed to he rational and self-maximizing individuals with divergent
interests. (2) agents can have private information that principals cannot
gain without costs, so information asymmetry exists, and (3) agents are as-
sumed to be averse to work and risk.

Control of an agent is sought through monitoring, risk sharing, or both.
Monitoring involves gathering information on the agent's effort, on random
external factors that may affect the success of the agent's efforts, and on
the outcomes of the agent's activities (Jensen & Meckiing, 1976; McGuire.
1988). Monitoring is unnecessary, however, if the principal and the agent
share risks, because their goals will be aligned. But too mucb risk sharing
may make the agent so risk averse that the principal's returns are adversely
affected (Walsh & Seward, 1990). Incentive alignment, or goal alignment
through incentives, can he achieved through contracts that make the
agent's compensation contingent on outcomes of the agent's performance
(Hunt & Hogler, 1990; McGuire. 1988).

Although the agency model has heen extensively developed theoret-
ically and has generated many hypotheses about CEO compensation, the
results of empirical work based on the model have often been inconsistent
with the theory's formal models of contracting (Jensen & Murphy, 1990).
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This inconsistency is due in large part to internal political forces that af-
fect contracts hut are not accounted for in the theory or are not amenable
to assessment with the methodology commonly used (Jensen & Murohv
1990). ^ ^'

These political forces are considered in managerial capitalism, which
places managerial power in a more central theoretical position (Berle &
Means. 1932; Marris, 1964), Managerial capitalism has two key proposi-
tions. The first is that because high status, salaries, and security accrue to
managers in large firms, firms operated hy managers with a high degree
of power will strive for growth, but firms operated by managers witb low-
er power will strive for financial performance goals that maximize share-
holder wealth. The second proposition is that ownership structure deter-
mines the degree of managerial power in a firm. Ownership structure is
defined by the distribution of equity holdings. When equity holdings in a
large firm are widely dispersed, principals have less influence over man-
agement and the hoard of directors, which, though formally charged with
representing the owners, is in fact controlled by management. In these
management-controlled firms, managers can act in their own interests at
the expense of the owners. When equity holdings are more highly con-
centrated in a single stockholder, principals can exert more influence
over management; in such a situation, a firm is owner-controlled. When
managers have large equity holdings, a firm is called owner-managed. In
owner-managed firms, there should be no principal-agent problem, because
managers hold a significant share of the ownership. Thus, owner-managed
firms should behave like owner-controlled firms (McEachern, 1975).

There is empirical evidence that a firm's ownership structure is re-
flected in the way top managers are paid, since compensation strategy is
one way to align the incentives of principals and agents. Because they have
more influence than the board of directors in setting their own compen-
sation, managers who control a firm can reduce their compensation risk
by designing pay structures that minimize the effects of fluctuating per-
formance (Tosi & Goniez-Mejia, 1989). This is not the case in owner-con-
trolled firms. Although evidence shows a strong relationship between
firm performance and CEO pay in owner-controlled firms, pay is strong-
ly related to growth and sales increases in management-controlled firms
(Gomez-Mejia. Tosi. & Hinkin, 1987; McEachern, 1975).

Whether ownership structure affects the incentives of managers at lev-
els lower than the top management team remains empirically untested, but
theoretical work on agency problems within firms may be revealing. Fama
and Jensen (1983) and Stiglitz (1975) proposed that internal agency prob-
lems are resolved when lower-level managers, who are themselves agents,
act as principals because of decision hierarchies and mutual monitoring!
Baker, Jensen, and Murphy (1988) theorized that there are a number of
problems when managers within a firm act as principals, monitoring oth-
er agents further down the organizational hierarchy. First, unless the
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ageni-monitors are themselves monitored or there is risk sharing, they will
have little reason to enforce value-maximizing contracts with subordinates.
Second, monitoring may be unreliable, because agents must bear all of the
monitoring costs, such as the effort necessary for monitoring, while re-
ceiving little benefit from more accurate monitoring.

Baker. Jensen, and Murphy's (1988) arguments suggest (1) that firms
lacking compensation-performance alignment at the top will not show
more alignment at lower hierarchical levels, and (2) that although there
may be monitoring and incentive alignment at the highest managerial lev-
els, there will be decrements in control, or control loss, as monitoring cas-
cades through hierarchical levels (Williamson, 1967). In other words, the
alignment of managerial compensation and firm performance may weak-
en at progressively lower levels of an organization's hierarchy. This should
be apparent in the firm's compensation strategy.

Therefore, because ownership structure affects the way that top man-
agers are paid, obvious differences in the compensation strategies of firms
should be present as a function of their ownership structures. Our central
thesis is that, because CEO incentive alignment is weak in management-
controlled firms, incentive alignment will be weaker throughout such
firms than it is in owner-controlled and owner-managed firms. We there-
fore formulated hypotheses about differences in the compensation strate-
gies for managers at lower hierarchical levels in these types of firms. The
hypotheses specifically focus on how ownership structure is related to two
aspects of compensation strategy: pay-level policy and policies that gov-
ern individual differences in pay. Pay structure and benefit policies were
not included because there was insufficient information available in the
data set used for the analysis.

Hypotheses
Ownership structure and pay-level differences. Firms make deci-

sions as to whether they should pay above, meet, or pay below prevailing
labor market rates. Since evidence shows that agency costs to principals
resulting from excessive CEO compensation are greater in management-
controlled firms than in owner-controlled firms (Allen, 1981; Dyl, 1988;
Santerre & Neun, 1989), this same relationship should hold at lower hi-
erarchical levels, for two reasons. First, consistent with efficiency wage
theory, paying above-market wages may make upper-level managers' jobs
easier because such a strategy makes it easier to attract and retain high-
quality employees. Second, because pay structures are linear, providing
higher pay for subordinates will have the effect of elevating top-level
managers' own pay. Thus, although all managers may elect to pay above
the market rate to benefit themselves rather than the firm, managers in
management-controlled firms may have the discretion to do so. Therefore,
assuming that owner-managed firms behave like owner-controlled firms
and that compensation strategies are reflected in actual pay levels.
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Hypothesis 1: Management-controlled firms will have
higher levels of management pay than owner-controlled
and owner-managed firms.

Ownership structure and individual differences in pay. If monitor-
ing and risk sharing do cascade through an organization, then the form they
take at lower levels should be affected by their form at the highest levels,
though it should be less pronounced at lower levels because of control loss!
Research has shown that, with firm size controlled, CEO pay in owner-con-
trolled firms is closely related to performance, but in management-con-
trolled firms CEO pay is closely related to growth (Gomez-Mejia et al
1987; McEachern, 1975). This finding suggests that there is greater com-
pensation risk in owner-controlled and owner-managed firms because
compensation strategies will be designed to link pay more strongly to firm
performance, but in management-controlled firms compensation strategies
will be designed to link pay more strongly to growth. Thus,

Hypothesis 2: Changes in managerial pay will be relat-
ed to changes in financial performance in owner-con-
trolled and owner-managed firms and to changes in size
in management-controlled firms.

Pay can be linked to firm performance through long-term or short-term
incentives. Short-term incentives do not shift as much risk to managers as
long-term incentives, since long-term goals may be less clear and more un-
certain. According to managerial capitalism, pay in management-con-
trolled firms bas a short-term orientation: Risk-averse managers should pre-
fer to avoid long-term incentives because they are far more uncertain and
risky. Thus,

Hypothesis 3: The percentage of managers eligible for
long-term performance incentives in owner-controlled
and owner-managed firms will be greater than in man-
agement-controlled firms.

Two questions about compensation strategy that reflect pay risk are
(1) what proportion of total pay should be placed at risk through incen-
tives, and (2) what proportion of the workforce should be eligible for
bonuses. Incentives are related to bigh organizational performance (Ter-
borg & Ungson, 1985). individual performance (Asch, 1990), shareholder
return (Abowd, 1990), productivity (Frisch & Dickinson. 1990), and em-
ployee retention (Lakhani, 1988) and to low absenteeism (Jacobson, 1989).
The following predictions are consistent with Hypothesis 2 and the find-
ing that high percentages of variable managerial pay have positive effects
on subsequent firm financial performance (Gerhart & Milkovich, 1990).

Hypothesis 4: The percentage of employees eligible for
bonuses will be greater in owner-controlled and owner-
managed firms than in management-controlled firms.
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Hypothesis 5: Bonuses will account for a higher per-
centage of managerial pay in owner-controlled and own-
er-managed firms than in management-controlled firms.

Although the five hypotheses concentrate on the relationship of own-
ership structure to compensation strategy, other variables play important
roles. For example, firm size, firm performance, organizational level, re-
sponsibility, type of industry, and human capital indicators such as age,
tenure, and experience have been shown to be associated witb pay (Beck-
er, 1964; Brown & Medoff, 1989; Fisher & Govindarajan, 1992; Gerhart &
Milkovich, 1990; Milkovich & Newman, 1993; O'Reilly. Main, & Crystal,
1988). Thus, we controlled for their effects in the analysis that follows.

METHODS

Sample

The hypotheses were tested with compensation data from a database
provided by the Center For Advanced Human Resource Studies (CAHRS)
at th(! Cornell University School of Industrial and Labor Relations, and witb
data on ownership structures obtained from proxy statements. The CAHRS
database, which was collected by a large compensation consulting firm,
covers the years from 1981 to 1988 and contains compensation informa-
tion from over 800 organizations on more than 200.000 managers. Broad
spectra of positions (e.g.. CEOs, profit center heads, and human resources
generalists) and functional areas (e.g., manufacturing, marketing, and fi-
nance) are represented. Managers are categorized into 12 hierarchical lev-
els. "Level 1" designates an organization's top level, and all CEOs are in
this category. Higher numbers designate successively lower managerial lev-
els; for instance, the lowest-level supervisor in a firm with 12 levels would
be "level 12." Firms contributed to the database for an average 3.6 years.

Firms were only included in this study if ownership data on them
were available and their ownership structures did not change in the years
for which their compensation data were reported. These restrictions re-
sulted in a sample of 307 firms from 34 industries. The firms averaged
$4.86 billion in assets, 28,400 employees, and $5.30 billion in sales.

Measures

Because the hypotheses relate firm ownership to firm compensation
strategy, all variahles were analyzed at the firm level. We computed aver-
age variahle values lor the number of years a firm was in the CAHRS data-
base because pooling data across years provides more accurate, reliable,
and valid measures (Gomez-Mejia et al.. 1987; McEachern. 1975; Zajac,
1990). For variables used in tbe test of pay's sensitivity to changes in per-
formance (Hypothesis 2), we computed change scores. All financial data
were adjusted to December 1992 dollars using tbe Consumer Price Index.

Measures of compensation strategy. Measures were developed to as-
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sess how firms approached tlie compensation strategy dimensions of pay
level and individual differences in pay.

The pay-level policy, the dependent variable of Hypothesis 1. was as-
sessed with two variables, base pay and base and bonus. Base pay is the
average of all surveyed managers' base salaries. Base and bonus is the av-
erage of all surveyed managers' salaries plus bonuses they received.

How individual pay is differentiated by a firm's compensation strat-
egy policy, the dependent variable of Hypotheses 2-5, was assessed with
four indicators of how firm performance is related to pay. One is change
in base and bonus, measured hy the average base and bonus in year (mi-
nus tbe average base and bonus in year t - 1, all divided by average base
and bonus in year f - 1 for all surveyed managers for all years available.
The second is the percentage of managers eligible for long-term perfor-
mance incentives, calculated hy dividing the number of surveyed managers
who are eligible for long-term performance incentives by the total num-
ber of surveyed managers in each firm. The third is the percentage of em-
ployees eligible for bonus, calculated by dividing the number of employ-
ees eligible for bonus by the total number of employees per company. The
fourth is the bonus to base and bonus ratio, calculated by dividing the av-
erage bonus of surveyed managers by the average hase and honus of sur-
veyed managers in each firm.

Ownership structure. Ownership structure is a discrete variable that
classifies as owner-controlled those firms (n = 154) in which at least 5 per-
cent of the outstanding stock is in the hands of one individual or organi-
zation that (1) was not involved in the actual management of the compa-
ny, (2) did not deny heneficial ownership, (3) did uot report only dispo-
sition rights, or (4) was not an employee henefit plan (Gomez-Mejia et al
1987; McEachern, 1975; O'Reilly et al.. 1988).' Otherwise, firms were des-
ignated as management-controlled {n = 112). unless there was a manager
with a 5 percent holding, in which case they were designated as owner-
managed {n = 41). Empirical work has demonstrated the suitahility of the
5 percent cutoff as a proxy for managerial power (Hunt. 1986; Tosi &
Gomez-Mejia. 1989) and its validity as measure of managerial control of
the compensation process (Tosi & Gomez-Mejia, 1994).

Control variables. Measures were obtained for four classes of controls:
organizational variables, human capital variables, job properties, and in-
dustry variables. Organizational variables included size and financial per-
formance. Human capital variables included years of education and years
of experience, each aggregated by firm (Gerhart & Milkovich, 1990). Job
properties included job level and number of employees supervised, each
aggregated by firm. Dummy variables were used to control for industry e ^

' Beneficial ownership and disposition rights are terms used by the Securities and
Exchange Commission to define a condition of ownership in which voting rifihts are not
granted.
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fects (Fisher & Govindarajan, 1992; O'Reilly et al., 1988J. The Appendix
gives details of control variable measurement.

Analysis
The hypotheses were tested using ordinary-least-squares (OLS) re-

gression analysis. Models were specified with the dependent and inde-
pendent variahles relevant to each hypothesis. We included size, perfor-
mance, the job variables, the human capital variahles. and the industry
dummy variables as controls when they were applicahle because of their
association with pay (Becker, 1964; Brown & Medoff, 1989; Fisher & Govin-
darajan. 1992; Gerhart & Milkovich. 1990; Milkovich & Newman, 1993;
O'Reilly et al., 1988).

RESULTS

Table 1 shows the correlation matrix. Subsequent tables show both
standardized and unstandardized regression coefficients, the significance
of each variable in the model, and each model's Ĥ  and adjusted R .̂ The
results of the hypothesis tests are grouped by the two compensation pol-
icy dimensions that were studied.

Ownership Structure and Pay-Level Differences

Dependent variables for Hypothesis 1 were base salary and pay lev-
el. Hierarchical regression analysis was used to show the variance ac-
counted for hy ownership structure after all control variables had been en-
tered into tbe equation. Table 2 shows the regression weights, hetas, and
standard errors for the variables in the four models (the 33 industry dum-
my variables were included in the model hut are not shown on the table).
The base and bonus of managers in owner-controlled and owner-managed
firms is significantly lower than it is in management-controlled firms. The
effects of ownership on base pay approached conventional significance lev-
els [p < .06),

Identical regression models for hase and bonus were computed for
managers from the first through the sixth hierarchical levels.^ The results
are shown in Table 3. For this analysis, the control variables are averages
by level rather than across each firm. The mean number of employees su-
pervised was not included in the model for CEOs (level 1) because it
would be equivalent to the total number of employees in the firm, a val-
ue used to create the size variable. Gompared with owner-controlled firms,
management-controlled firms pay their managers more at all six hierar-

2 There was no analysis of the cascading effects helow the sixth oi^anizational level be-
cause, with the large numher of industries used as control variahles [n = 34). the numher of
cases that had more than six levels was too small and would produce meaningless results.
There were instances in which the same problem occurred for analyses involving owner-man-
aged firms.
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chical levels studied (p < .05). This also appears to be the case for own-
er-managed firms, though the regression coefficients are significant only
for levels 1 and 3 (p < .05).

The tests of Hypothesis 1 show the cost of being a manager in an own-
er-controlled or managed organization. Managers in these firms earned an
average of $6,431 and $7,213 less in salary and $13,095 and $15,044 less
in base and bonus, respectively, than those in management-controlled
firms when individual, job. organization, and industry effects were con-
trolled. These figures vary suhstantially by hierarchical level, with greater
differences appearing at higher levels (see Tahle 3).

Ownership Structure and Individual Pay Differentiation Strategy
Hypothesis 2 assessed the sensitivity of changes in pay to changes in

performance and size as a function of ownership structure. It was tested
only for firms that participated in the survey for at least two consecutive
years and were in an industry represented by three or more firms in the
sample after the data were separated by ownership. The results of the test
for the whole sample, displayed in Tahle 4, show that change in perfor-
mance (p < .01) was related to change in base and honus for owner-con-
trolled firms but not for the management-controlled firms. Change in size
was not significantly related to change in hase and honus for either own-
er- or management-controlled firms.

The cascading effects of incentive alignment were tested with iden-
tical models of hase and honus by hierarchical level for levels 1 through
6 for owner- and management-controlled firms, with industry dummy
variahles included. Because no industry dummy variahles were significant
and each adjusted R'^ was reduced with the inclusion of the industry con-
trols for hoth the owner-controlled and management-controlled subsam-
ples, we analyzed the models without the industry controls. In the own-
er-controlled firms, change in base and honus was significantly related to
change in performance for managerial levels 1 and 3 (p < .05) and ap-
proached significance for level 2 (p < .06). There were no such effects in
management-controlled firms. Table 4 reports the regression weights and
betas for the top three levels of these firms. Levels 4-6 are not reported
because no effects of changes in performance or size were found for either
management- or owner-controlled firms.

The results of the test of Hypothesis 3. designed to assess the use of
long-term incentives in the different classes of ownership, were in the di-
rection opposite of the prediction. Table 5 shows that management-con-
trolled firms made greater use of long-term incentives than owner-con-
trolled and owner-managed firms (p < .01). Hypothesis 4. which specifies
the relationship between ownership structure and the percentage of em-
ployees eligible for bonus, was supported in part, as Table 5 shows. Own-
er-managed firms have significantly greater percentages of bonus-eligible
employees than management-controlled firms (p < .05). Table 5 also shows
opposite results for the test of Hypothesis 5, which states that firms with
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TABLE 5
Results of Regression Analysis for Relationship Between Ownership

and Incentives"

Variables

Size

Performance

Owner-controlled firm

Owner-managed firm

N
R^
Adjusted fl^

Percentage of
Managers

Eligible for
Long-Term
Incentives

.02
(.06)
.04

(.11)
- .11**

(-.18)
- .23**

(-.25)
303
.20**
.09**

Percentage
of Bonus-
Eligible

Employees

.00
(.01)

-.01
(-.09)

.02
(.08)
.05*

(.16)
29S
.23*'
.12**

Percentage
Bonus Pay to

Base and Bonus
for Managers

.02*
(.15)
.03**

(.31)
- .03*

(-.16)
- . 0 6 ' *

(-•21)
306
.30**
.21**

« Data presented are unstandardized betas, with standardized betas in parenllieses.
* p < .05

• ' p < .01

influential owners will design compensation strategies in which bonuses
are more extensively used than they are when managers are in control. Man-
agement-controlled firms had a significantly higher percentage of bonus to
base and bonus than those that were owner-controlled or managed (p < .01).

DISCUSSION

Several implications of the results are worth noting. One is the per-
vasiveness of a lack of incentive alignment in management-controlled
firms. Another is the differential costs of compensation strategies to the
equity holders of owner-controlled firms and management-controlled
firms. Results also provide some insights that embellish the story of how
political processes operate to decouple compensation strategy from firm
performance while maintaining the appearance of economic rationality
when managers control firms.

Compensation Premiums, Control Loss, and Incentive Alignment

The test of Hypothesis 1 showed that pay premiums found in man-
agement-controlled firms at the CEO level are mimicked for managers at
lower hierarchical levels. Overall, managers at the hierarchical levels
studied were paid 8.2 percent more than managers in owner-controlled
firms and 9.5 percent more than those in owner-managed firms. The pay
differences are exaggerated at higher organizational levels. For example,
the average base and bonus of CEOs in management-controlled firms was
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$219,000 (29.5 percent of average CEO pay) higher than that of their coun-
terparts in owner-managed firms. At the sixth hierarchical level, the av-
erage base and bonus differential was $9,300 (15.4 percent of average pay
for sixth-level managers). These results are consistent with those of other
studies of internal pay levels, which found negative relationships be-
tween the pay of top-level managers in firms and equity concentration
(Lambert et al.. 1993: O'Reilly et al., 1988).

There is no apparent economic justification for such premiums for the
firms in this study; the management-controlled firms did not perform bet-
ter than the owner-controlled firms, and they were significantly worse per-
formers than the owner-managed ones.^ Therefore, these premiums can he
considered a lower bound of an estimate of the agency costs incurred in
management-controlled firms. The average firm in this study had around
8,000 exempt employees, including both managers and professionals. A.s-
suming the same compensation differences apply to professional em-
ployees as to managers, the mean base-and-bonus premium in manage-
ment-controlled firms is about $105 million more than it is in owner-con-
trolled firms and ahout $120 million more than in owner-managed firms.
Thns, although the amount of variance in average pay per employee ex-
plained is modest, the financial impact is large.

Not only are there substantial managerial pay premiums in manage-
ment-controlled firms—there are also compensation strategies apparently
designed to decrease compensation risk for managers throughout the firms.
Lower risk for CEOs in these firms (e.g., Gomez-Mejia et al., 1987; McEach-
ern, 1975J is mimicked for managers at lower levels. Changes in perfor-
mance were related to changes in pay for only the top levels in owner-con-
trolled firms. In firms controlled by their management, there was no rela-
tionship between changes in pay and changes in firm performance for any
executive level. In these firms, pay for lower-level management groups is
decoupled from firm performance and not aligned with owners' interests,
leaving them with less compensation risk than their peers in owner-con-
trolled firms.

These results have implications for the control of internal agency
problems. In an owner-controlled firm, the pay and incentives designed
by the dominant coalition align managerial interests with those of own-

' A resuil not reported here showed that there was no difference in the performance of
owner-controlled and management-controlled firms. Further, although Hunt (1986). in re-
viewing the literature on ownership structure, concluded that there were no performance dif-
ferences related to type of control, there are some other bases for arguing that owner con-
trolled firms do perform better. First, the research cited by Hunt (1986) is equivocal in the
matter of performance differences between ownership stmctiires. but it is very possible that
in those studies the performance differences between owner-conlrolled and management-con-
trolled firms are actually larger than reported, because management-controlled firmj: choose
accounting methods that overstate results in favorable ways (Biddle & Lindahl, 1982; Sata-
mon & Smith. 1979). Second, a recent study by Tosi and Gomez-Mejia (1994) found that com-
pensation process monitoring was higher in owner-controlled firms and, more important, it
was correlated with firm performance.
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ers. Consistent with the notion of control loss, incentives are less strong-
ly related to improving firm profitability at lower managerial levels. There
are two possible explanations for this finding. One is that aligning the in-
terests of a firm's dominant coalition with those of its owners is enough
to load to performance improvements. The other is that the alignment of
incentives at the top hierarchical levels by strong pay-performance links
is translated into other types of performance criteria or other types of con-
trol mechanisms at lower levels that still effectively provide motivation
to strive toward better economic performance.

The issue of control loss may be moot in management-controlled
firms, where there is weaker incentive alignment and lower compensation
risk for CEOs and, at the same time, less monitoring of the compensation
process than in owner-controlled firms (Tosi & Gomez-Mejia, 1989,1994).
The question that remains is, what are the bases of control criteria at low-
er executive levels within management-controlled firms? We would spec-
ulate that they are related to perpetuating the power of dominant coalitions
and reducing managerial risk while maintaining a facade of economic ra-
tionality.

The unanticipated lack of support for Hypotheses 3-5 affords a use-
ful opportunity to think a bit further about these political processes. We
proposed that owner-controlled firms would put more pay at risk for more
employees than management-controlled firms. However, just the opposite
is the case in these data. Further, these firms pay larger bonuses, which
make up a larger proportion of base and bonus than those paid in owner-
controlled and owner-managed firms. In fact, bonuses account for more
than 50 percent of the difference between management-controlled and
owner-controlled firms in base and bonus.

One explanation for these results is that the bases for determining
bonuses vary with ownership structure. The typical approach to deter-
mining bonuses is to allocate a percentage of profits to a bonus pool, por-
tions of which are then allocated to individual senior managers (Hills,
1987). In owner-controlled firms, the triggering mechanism for the size of
the bonus pool and the basis for its distribution to lower-level managers
appears to be improvements in firm performance. In management-con-
troUnd firms, the triggering mechanism is not so obviou.s and, further, is
under the control of the dominant management coalition (Tosi & Gomez-
Mejia, 1989). More than likely, the measures of performance used to de-
termine bonuses change from year to year, reflecting indicators that are
more advantageous to the internal managers (Crystal, 1991: 15). Thus, in
management-controlled firms bonuses may not reflect risk, but rather,
may serve as a discretionary mechanism for providing higher levels of pay
to managers.

Conclusion '
Several caveats must be taken into account when considering the

present results. First, the firms surveyed and the individual managers in-
cluded in the survey do not constitute a random sample. Thus, the aver-
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aged data may be biased if there were differences in the response patterns
of the firms. Second, the sampled firms are more representative of Fortune
500 firms than of the average American firm, which may limit the gener-
alizability of the findings. Third, the data contain neither the actual nor
the estimated values of benefits and long-term incentives, nor is there any
information about how bonuses were actually determined, which limits
our ability to test the performance sensitivity of these plans. Further it is
likely that the consulting firm that collected the data used a somewhat
standard set of recommended practices, such as joh evaluation methods
and industry surveys, which may limit the variance in the compensation
strategies of the surveyed firms that were clients, increasing the difficul-
ty of detecting true effects of ownership structure. Last, the testing of Hy-
pothesis 2 involved the use of change scores, which have heen the sub-
ject of considerable debate (see, for example. Tisak and Smith [1994] and
Edwards [19941). However, change scores have been conventionally used
in testing pay sensitivities (e.g., Gomez-Mejia et al., 1987; Kerr & Kren
1992; Lambert et al., 1991; Lewellen, 1968). Further, because archival
measures of the type used here have less systematic error and higher re-
liability than individual-level, psychologically based measures, their use
in the analysis of pay-performance sensitivities is less problematic (Tisak
& Smith, 1994).

These limitations notwithstanding, the results show how the diver-
gent interests of managers and owners are reflected in compensation
strategies for top and upper-middle executives, which are a function of
ownership structure. Further, they suggest other issues to be investigated
that might broaden knowledge of pay and incentives and how they are
used by firms. One is the performance criteria employed at middle hier-
archical managerial levels and the relationship of these criteria to those
used at the top levels and whether or not systematic differences between
firms emerge as a function of ownership structure and firm performance
A second is the extent to which pay criteria may have shifted from peri-
od to period to justify pay increases and other incentives in management-
controlled firms. A third is the study of the actual justifications used by
boards of directors for premium compensation strategies in firms that do
not have particularly strong economic performance. The difficulty with
such research is obvious. It requires data that are not easily obtainable from
most existing sources and that would therefore require a great deal of ef-
fort to obtain. Unless researchers attempt to undertake inquiry of tbis
type, however, a simple fact remains: Explanations about compensation
strategy will continue to only he based on very divergent theoretical
frames from which can come only stronger ideological posturing and very
little useful knowledge.
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APPENDIX
Control Variables

Organizational size. A composite index constructed from a factor analysis of the stan-
dardized values of assets, sales, and number of employees. These separate standard scores
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were weighted by item loadings (.96. .95, .85, respecUvely) to obtain the size measure. The
regression results were similar when using assets, number of employees, sales, or a non-
weighted composite of assets, sales, and number of employees as the size measure.

Financial performance. A composite index constructed from standardized values of re-
turn on assets (ROA) and return on equity (ROE).

Years of education. The average years of education of all surveyed managers in a firm.
Years of experience. A composite measure that includes average years of firm-specific

experience and average potential market experience. Years of firm-specific experience is the
number of years an employee has been with a firm. Years of potential market experience was
calculated by age minus years of education minus 6; it measures the potential experience of
incumbi?nls in the labor market (Gerhart & Milkovich. 1990).

Job level. The average number of reporting levels between a company's board of direc-
tors and the position of the incumbents.

Employees supervised. The average number of exempt and nanexempt employees su-
pervised directly and indirectly. It is a measure of supervisory responsibility.

Change variables. Used as control variables in testing Hypothesis 2. Calculated for year
/ as variable in year ( minus variable in year / - 1, all divided by variable in year t - 1, for
all years available.

Base and bonus. Used as a control variable in the model testing Hypothesis 2. A possi-
ble problem in our use of change scores is that companies initially low in pay may have larg-
er gain.s than those higher in pay because there is more room for change. Thus, findings that
appear to be due to changes in pay may actually be due to pay level. To control for this sta-
tistical artifact, pay level was included in the model.

Industry dummies. Firms were included in the analysis only if there were at least two
other firms with identical two-digit Standard Industrial Classification codes (Gerhart &
Milkovich, 1990; Leonard, 1990).
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