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Abstract

Purpose — This paper aims to examine the relationship between CEO compensation and employee
attitudes.

Design/methodology/approach — Based upon equity/organizational justice theories and the CEO
compensation literature, hypotheses were developed which suggest that executive compensation and
employee attitudes will be related. These hypotheses were tested by linking a large-scale survey of
employee attitudes to CEO compensation data for public companies based in the USA.

Findings — Employee attitudes appear to be related to some measures of CEO compensation,
although sometimes the relationship that was found was negative and sometimes it was positive, but
in all cases the effect size was quite small. Specifically, change in CEO salary was negatively related to
evaluation of senior management and general satisfaction. However, change in total CEO
compensation was positively related to evaluation of senior management and general satisfaction,
while CEO bonus level was positively related to general satisfaction.

Research limitations/implications — Limitations of this study include the inability to show a
causal relationship, limited external validity, equations that explain only a small amount of variance
and attitudinal measures that are single source. Future research which helps understand what
employees know and why differences across organizations exist would be helpful.

Practical implications — From an employee attitude perspective, changing performance-based
components of CEO compensation (e.g. bonus) is better than changing CEO salary. However, if salary
is going to be increased, a communication plan for employees should be developed.
Originality/value — Whether executive compensation has an impact on employees’ attitudes has not
been explored previously.
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Many words have been used in the popular press and academic literature to describe
executive compensation in the USA, including “shameful” (Stolberg ef al, 2009),
“soaring” (Maremont, 2005), “exorbitant” (Associated Press, 2005), “excess” (Kidder
and Buchholtz, 2002), and “extraordinary” (Andersson and Bateman, 1997) — none of
them positive. These reactions are driven by the growth of executive compensation
over the past two decades. A study by Bebchuk and Grinstein (2005) found that S&P
500 Chief Executive Officer (CEO) compensation increased on average 146 percent
from 1993 to 2003, while senior management compensation — compensation for the
next four most senior executives — increased 125 percent over the same time period. In
addition, the ratio of total executive compensation to total corporate earnings of their
firms increased from 4.8 percent in the years 1993-1995 to 10.3 percent in 2001-2003.

While significant effort has been expended to understand what drives executive
compensation and particularly CEO compensation (Devers et al, 2007)[1], there has
been much less research on the consequences of executive compensation, especially
with respect to employees’ attitudes and reactions. It is possible that employees
working in firms where top executives make large amounts of compensation relative to
other similarly situated executives might respond with negative attitudes toward the
organization, management, and other focal targets, but little work has analyzed this
important possibility. One study by Andersson and Bateman (1997) examined whether
CEO compensation had an impact on employee cynicism using a scenario-based
experiment with 207 workers in 68 organizations. The compensation of a fictitious
CEO was manipulated along three dimensions:

(1) pay relative to other CEOs in the industry;
(2) pay relative to the average manufacturing worker at the company; and
(3) whether the CEO was on a “lowest paid” or “highest paid” CEO list.

Employees responded to these different vignettes by indicating their degree of
cynicism. A relationship was found between relative CEO pay and cynicism, which
provides some understanding of whether executive compensation can impact
employees’ attitudes. However, employees were responding to pencil and paper
vignettes rather than “real” executives — actual compensation levels of the executives
were not given and relative CEO pay was made salient.

While little empirical work has been completed on this subject, a number of “real
world” incidents suggest that there might be a link between executive compensation
and employee attitudes, at least under specific conditions. For example, Denver transit
workers went on strike partially because management had received raises of between
38 percent and 48 percent while union worker salaries had been frozen (Nguyen, 2006).
Similarly, the CEO of American Airlines was forced to resign after it became known
that retention bonuses and pension protections were given to managers just after
substantial pay concessions had been obtained from unions (Zellner, 2003).

However, it is unclear whether average employees know or care about how much
money their executives earn. Given all of the more proximal antecedents of job
attitudes (see Humphrey ef al, 2007) and the relative difficulty of obtaining pay
information, it may be that only in extreme situations, like those above, that relative
executive compensation affects the attitudes of employees. Therefore the purpose of
this study is to explore the extent to which employee attitudes in the existing US
workforce are impacted by executive compensation levels, specifically CEO
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compensation levels. Note carefully that this study is not designed to examine whether
executive compensation can affect employee attitudes — anecdotal evidence shows that
this is clearly the case under certain circumstances. Nor is this study able to
manipulate levels and awareness of executive pay to analyze whether individuals react
to CEO compensation in principle. Rather, we examine whether the current state of
attitudes of employees in the US workforce are associated with existing compensation
levels of executives. In short, given all the smoke that is out there about high levels of
CEO compensation in the USA, is there any fire in the workforce?

Hypothesis development
What is interesting about the question of whether CEO compensation affects employee
attitudes[2] is that theory could be used to predict either a negative relationship
between attitudes and CEO compensation or a positive one. While there are many
theories that might be considered, organizational justice theories and specifically
equity theory will be the focus of this examination because of their attention to the
distribution of outputs in relationship to inputs and the implications of comparisons
that individuals make. We will augment the organization justice/equity theories with
current views of CEO compensation from the compensation literature to develop
hypotheses.

We begin with a discussion of equity theory, followed by a discussion of potential
drivers of CEO compensation, and then we suggest hypotheses.

Equity theory

Organizational justice theories, wherein social comparison mechanisms are posited to
predict whether individuals perceive their employment world as relatively “just” or
“unjust”, lend support to the idea that CEO compensation might affect employee
attitudes. Starting initially with Adams’s well known equity theory (Adams, 1963,
1965), it is proposed that individuals form perceptions and beliefs about the relative
nature of their inputs and outcomes compared to other referent sources in an
organization. Individuals who perceive their input to outcome ratio to be small when
compared to others develop feelings of inequity or injustice and are motivated to
reduce this state of inequity. In contrast, when the ratios are in balance, they are
relatively satisfied with the situation.

Research has confirmed that individuals in various states of “under-reward”
inequity exhibit lower levels of pay and job satisfaction (Oldham et al., 1986), higher
levels of absenteeism (Dittrich and Carrell, 1979) and turnover (Telly ef al., 1971), lower
performance levels (Pritchard ef al., 1972) and more deviant behaviors such as theft
(Greenberg, 1990). In addition, a meta-analysis conducted by Cohen-Charash and
Spector (2001) showed a weighted mean 7 of 0.47 between perceptions of distributive
justice (that are typically based on equity judgments) and job satisfaction based on 23
studies and over 26,000 subjects. Likewise, a weighted mean 7 of 0.62 was observed for
the relationship between justice perceptions and pay satisfaction based on 11 studies
and 2970 subjects, and a weighted mean 7 of 0.27 for justice perceptions and
satisfaction with management based on nine studies and 3,125 subjects. An
independent meta-analysis conducted by Colquitt et «l (2001) found similar
relationships between distributive justice and a variety of outcomes such as job
satisfaction, organizational commitment, performance, trust and withdrawal.



Initial theories of social comparison emphasized that individuals prefer to select
referents who are similar to themselves when making comparisons (e.g. Adams, 1963,
1965; Festinger, 1954). However, subsequent empirical research has revealed that
individuals sometimes select referents who are dissimilar to themselves (e.g. Martin,
1981; Mettee and Smith, 1977; Reckman and Goethals, 1973). For example, Goodman
(1974, 1977) and Rosen (1986) expanded the set of social comparisons by suggesting
that equity perceptions could be based on a variety of referents, including others inside
or outside of an individual’s organization. In addition, Clark and Senik (2009) found
that individuals used a variety of referents when they compared their income to others
including work colleagues, family, and friends.

Three of the key determinants of referent choice are the availability and salience of
information and relevance of the referent (Kulik and Ambrose, 1992). As media attention
has increasingly focused on executive compensation, the information on CEO
compensation has become more available. In addition, as the difference between
executive compensation and average worker compensation has grown, CEO
compensation may have become more salient to employees. In terms of relevance,
relative deprivation theory (Crosby, 1979, 1984; Runciman, 1966) suggests that
individuals go beyond similar others when making comparisons. Specifically,
individuals compare their or their group’s outcomes to higher-status individuals and
groups. These comparisons can lead individuals to experience feelings of deprivation if
they perceive that they or their groups are rewarded less favorably than the comparison
group (Martin, 1981). Therefore, employees might make equity-based comparisons with
executives and CEOs despite the dissimilarity of their positions In fact, Wade et al (2006)
found that lower-level managers did appear to sue the CEO as a referent.

Given this, equity theory would suggest a negative relationship between CEO
compensation and employee attitudes if employees believe that CEOs’ outputs have
grown more quickly than their inputs, but would suggest a positive relationship if
employees believe that CEOs’ outputs have grown in relationship to their inputs,
assuming an initial state of balance between CEO and employee output to input ratios.
Interestingly, these contrasting attributions mirror the current literature on CEO
compensation (Frydman and Jenter, 2010), where there are divergent views about the
determinants of CEO compensation.

Divergent views of CEO compensation

In a recent qualitative review of the CEO compensation literature, Frydman and Jenter
(2010) suggest that there are two primary opposing views of CEO compensation. The
first view asserts that CEOs make more than they deserve. They make more than they
deserve because they extract rents (“rent extraction view”) from the organization by
using their power to manipulate the compensation process (Bebchuk and Fried, 2004).
In contrast, the second view asserts that CEOs are generally paid efficiently based
upon the market for CEO talent and their worth to the companies they lead (see
Edmans and Gabaix, 2009). While both views have received some empirical support,
neither is completely consistent with all of the historical data.

According to the rent extraction view, CEOs have significant power over key parts
of the compensation process and they use this power to increase their pay (Bebchuk
and Fried, 2004). Specifically, CEOs have many sources of power including choosing
the composition of the board of directors and the rewards that directors earn (Bebchuk
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and Fried, 2004). Recent backdating scandals, where options were found to be dated
based upon maximizing the payout for executives rather than the actual date awarded
(see Yermack, 1997; Lie, 2005), show that manipulation does occur in the compensation
system. In addition, CEOs have been found to benefit from improved company
performance that is not the result of their efforts, but not to suffer when these trends
reverse (Bertrand and Mullainathan, 2001; Garvey and Milbourn, 2006). However, this
view does not explain the rise in CEO compensation since the 1970s (Frydman and
Jenter, 2010). The rent extraction view would suggest that CEO power has increased
since the 1970s, given the growth in compensation. However, research has found that
corporate governance has got stronger over this time frame, which implies that CEO
power has decreased (see Kaplan, 2008).

In contrast, a second view argues that CEO compensation is generally efficient, in that
it helps to resolve the principal-agent problem and reflects the market for top executive
talent and the performance of the companies they lead (Frydman and Jenter, 2010).
Efficiency in this sense means that compensation is related to the CEO’s efforts and
talent and the return to shareholders and is thus “earned”. Empirical work has supported
this view. First, Hall and Liebman (1998) showed that due to the number of options and
restricted stock that are now routinely part of CEO compensation, their wealth is closely
tied to organizational performance. Second, Edmans and Gabaix (2009) found that
optimal contracting theories fit with patterns of CEO compensation including the growth
in compensation (see also Gabaix and Landier, 2008) and increased use of options. In
addition, recent work has found that CEOs provide more value to their organizations
than they receive in compensation (Tervio, 2008; Nguyen and Nielsen, 2010). However,
this view does not explain compensation trends prior to the 1980s (Frydman and Jenter,
2010), nor does it account for the backdating scandals or the amount of pay that is
frequently hidden by corporations (Edmans and Gabaix, 2009).

Extending these views to the employee level, there are at least two different
attributions that employees may make when evaluating CEO compensation in their
organizations. The rent extraction attribution would attribute CEO compensation to
power rather than inputs, while the efficiency attribution would attribute CEO
compensation to inputs that the CEO brings to the organization.

Hypotheses

If lower-level employees attribute the growth in total CEO compensation to rent
extraction, equity theory would suggest a negative relationship between total CEO
compensation and employee attitudes. In this case, employees would believe that CEOs
are receiving outputs that are not related to their inputs (i.e. their performance), and
employees would perceive overpayment inequity at higher levels of the organization.
These perceptions of distributive injustice would be reflected in employees’
evaluations of their own outcomes and attitudes. Based on this, we propose:

HI. Higher levels of total CEO compensation will be negatively related to
employee attitudes, including pay and benefits satisfaction, satisfaction with
senior management and general satisfaction.

In contrast, if total CEO compensation is believed to be efficient, then equity theory
would suggest a positive relationship between CEO compensation and employee
attitudes. In this case, because CEOs are receiving outputs based upon their worth and



performance, employees would perceive an equitable and distributively just workplace
which would be reflected in their evaluations. Based on this, we propose:

H2. Higher levels of total CEO compensation will be positively related to employee
attitudes, including pay and benefits satisfaction, satisfaction with senior
management and general satisfaction.

In addition to looking at total CEO compensation, employees may evaluate distinct
components of CEO compensation separately and may make different attributions
depending upon which component is being evaluated. One distinguishing
characteristic that employees may consider is whether the component is contingent
upon performance. For non-performance dependent components, like salary,
employees may attribute high levels and large changes to CEO power and ability to
control negotiations. This corresponds to the rent extraction view. Thus, employees
would believe that CEOs are receiving outputs that are not related to their inputs and
would perceive overpayment inequity and distributive injustice for these components.
This would be reflected negatively in employees’ evaluations of their own outcomes
and attitudes. Based on this we propose:

H3. Higher levels of compensation components that are not
performance-dependent (e.g. salary) will be negatively related to employee
attitudes, including pay and benefits satisfaction, satisfaction with senior
management and general satisfaction.

In contrast, other major components of executive compensation are contingent on
company performance. For example, stock options are only valuable if the company
performs well in the stock market, and the CEO only gets an annual bonus if the company
hits its targets. Components of compensation that are performance-based correspond more
closely to the view that CEO compensation is efficient, and that CEOs are receiving outputs
based upon their inputs. When evaluating these components, employees would perceive a
more equitable and distributively just workplace, and this would be reflected positively in
their evaluations of their own outcomes and attitudes. Based on this we propose:

H4. Higher levels of compensation components that are performance dependent
(e.g. annual bonus) will be positively related to employee attitudes, including
pay and benefits satisfaction, satisfaction with senior management and
general satisfaction.

Methods
Data and sample
The data for this study originated from the WorkTrends™ database, a worker opinion
database compiled by Gantz Wiley Research. WorkTrends™ draws its sample of adult
workers from a National Family Opinion panel. A stratified sampling technique based
on age, income and geography is used in order to closely replicate the adult worker
population of the US Census. The data for this study came from the 2005 survey, which
was administered in the fourth quarter of 2004.

For the 2005 survey 10,000 surveys were mailed and of those 6,752 completed
surveys were returned for a response rate of 67.5 percent. On average the participants
were 46 years old. This sample was 47 percent male and 29 percent hourly workers.
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One question on the survey asked individuals to identify the “full, formal name of the
company for which you work”. Using the information provided by this question, we
entered the company names into Dun & Bradstreet’s Hoover’s database and were able to
unambiguously link 1,254 participants to a public company (18.6 percent of participants
who completed the survey). Individuals excluded at this point either chose not to provide
a company name, worked for a governmental or non-profit agency (e.g. army, United
States Postal Service, school district, hospital), worked for a company which was in the
midst of a merger or had recently merged (e.g. BancOne), or provided a company name
that could not be uniquely linked to a single, public company.

Compensation data were then obtained for the identified companies using Standard
& Poor’s Compustat Executive Compensation database. This database includes
compensation data (e.g. salary, annual bonus, options) for CEOs and senior executives
compiled from the SEC 14A filings of S&P 500, Mid-Cap 400 and Small-Cap 600
companies. Companies not in these indexes (e.g. AC Moore, Del Monte, Willbros
Engineering) and foreign companies (e.g. AXA, BAE Systems, Ericsson) are not part of
the database, which reduced the final sample to 985 individuals (79 percent of the
individuals at uniquely identified companies).

These 985 individuals came from 428 different companies ranging from companies
where one employee completed the survey (e.g. ADC, Harley Davidson, Texas
Instruments) to Walmart where 56 individuals worked. On average individuals in the
final sample were 45 years old. This sample was 54 percent male and 50 percent hourly
workers.

While there are significant differences between the original sample and the final
sample in terms of age and gender, these differences are not surprising given that they
are samples of two different populations. The original sample represents the adult
working population while the final sample represents adults working at US-owned,
publicly traded companies. Given that compensation data were only available to
employees for these types of companies, the final sample represents workers for whom
CEO compensation could potentially impact job attitudes.

Measures

Dependent variables. An array of dependent variables was examined in order to
understand the relative relationship of CEO compensation to employee attitudes.
Specifically, evaluation of pay and benefits, evaluation of senior management and
general satisfaction were considered as dependent variables.

Evaluation of pay and benefits. To measure evaluation of pay and benefits a
two-item scale was used. Items asked respondents, using a five-point scale ranging
from very good (= 1) to very poor (= 5), how they would rate “your total benefits
program” and “the amount of pay you get on your job”. Items were reverse scored in
order to have higher scores correspond to higher evaluations and the two items were
summed into a composite score. The coefficient « for this scale was 0.69, which is not
surprising given that companies may substitute benefits for pay or pay for benefits
when designing compensation plans for employees.

Evaluation of senior management. To measure evaluation of senior management, a
six-item scale was used. Items asked respondents to indicate the level of agreement
with a series of statements including “Senior management demonstrates that
employees are important to the success of the company”, “Senior management has



clearly communicated our company’s values”, and “When my company’s senior
management says something, you can believe it’s true” using a five-point scale ranging
from strongly agree (= 1) to strongly disagree (= 5). Items were reverse scored in
order to have higher scores correspond to higher evaluations. For this scale one
missing value was imputed using the two-way imputation method (Bernaards and
Sijtsma, 2000) for 14 individuals. Coefficient « for this scale was 0.92.

General satisfaction. A six-item scale was used to measure general satisfaction.
Four of the items asked respondents to indicate how satisfied or dissatisfied they were
with a series of items including “Considering everything, how satisfied are you with
your job?” and “Considering everything, how would you rate your overall satisfaction
in your company at the present time?” using a five-point scale ranging from very
satisfied (= 1) to very dissatisfied ( = 5). Two additional items were used asking the
extent to which they agreed or disagreed with the statements “I like the kind of work I
do”, and “Considering everything, I am satisfied with my company” using a five-point
scale ranging from strongly agree ( = 1) to strongly disagree ( = 5). Items were reverse
scored in order to have higher scores correspond to greater satisfaction. For this scale
one missing value was imputed for 13 individuals, and two missing values were
imputed for one individual using the two-way imputation method (Bernaards and
Sijtsma, 2000). Coefficient « for this scale was 0.90.

Independent variables. The independent variables for this study consisted of
compensation amounts for CEOs. Companies must file compensation information for
CEOs in order to comply with SEC regulations, and, thus it is possible for employees to
have knowledge concerning the compensation levels for these individuals.

CEO compensation figures for 2003 were obtained from the Compustat database.
Given that the survey was distributed in the fourth quarter of 2004, 2003 compensation
numbers would have been the most recent figures to which employees had access
because SEC filings occur after the close of the financial year (in other words, 2003
numbers are available in 2004).

Both compensation level and percentage increase in compensation were considered
in the analyses. Percentage increase (“change”) was included because employees may
find such figures more cognitively accessible, as raises are easier to compare to the
employee’s situation (e.g. the employee received a 5 percent increase while the CEO
received a 33 percent increase, versus the employee made $50,000 this year while the
CEO made $2 million).

CEO total compensation. Total compensation was calculated by summing salary,
incentive pay, other annual compensation (e.g. use of company aircraft, interest on
deferred compensation), restricted stock awards, other long-term compensation
(e.g. contributions to 401(k) plan, life insurance premiums) and dollar value of options
exercised in 2003[3]. A total of 749 individuals had CEO total compensation
information because 235 individuals worked for companies where the CEO joined or
left during 2003 and one individual worked for a company where the information was
not available through Compustat.

CEO salary. CEO salary was obtained from the salary field in the Compustat
database. CEO salary is a non-performance dependent component of CEO compensation
because it is set at the beginning of the year and does not vary based upon how company
performance. A total of 750 individuals had CEO salary information because 235
individuals worked for companies where the CEO joined or left during 2003.
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CEO annual bonus. CEO annual bonus was calculated by subtracting salary from
total current compensation. CEO annual bonus is a performance dependent component
of CEO compensation because it varies based upon whether agreed upon targets or
goals are met during the year. A total of 748 individuals had CEO long-term
compensation information because 235 individuals worked for companies where the
CEO joined or left during 2003 and two individuals worked for companies where the
information was not available through Compustat.

CEO long-term compensation. CEO long-term compensation was computed by
subtracting total current compensation from total compensation. Long-term
compensation includes the value of exercised options, restricted stock and other
long-term compensation. CEO long-term compensation primarily consists of stock and
options (Frydman and Jenter, 2010) and so is a performance dependent component of
total CEO compensation as the value varies with stock market performance. A total of
749 individuals had CEO long-term compensation information because 235 individuals
worked for companies where the CEO joined or left during 2003 and one individual
worked for a company where the information was not available through Compustat.

Change in compensation. Changes in both total compensation and compensation
components were calculated by taking 2003 amounts minus 2002 amounts over 2002
amounts; 2002 and 2003 amounts were used because these would have been the most
recent amounts to which employees had access.

In order to calculate change in compensation, both 2002 and 2003 data had to be
available and 2002 levels could not be zero (as dividing by zero gives an undefined
answer). Therefore, on top of the compensation sample adjustments, additional
adjustments were made for compensation changes. Specifically, a total of 746
individuals had a change in total compensation information because of the 749
individuals with 2003 information, three individuals worked for companies where the
CEO joined or left during 2002. A total of 732 individuals had change in salary
information because of the 750 individuals with 2003 information, 15 individuals
worked for companies where the CEO received no salary in 2002 and three individuals
worked for companies where the CEO joined or left during 2002. A total of 641
individuals had change in bonus information because of the 748 individuals with 2003
information, 104 individuals worked for companies where the CEO received no bonus
in 2002 and three individuals worked for companies where the CEO joined or left
during 2002. Finally, 742 individuals had change in long-term compensation
information because of the 749 individuals with 2003 information, four individuals
worked for companies where the CEO received no long-term compensation in 2002 and
three individuals worked for companies where the CEO joined or left during 2002.

Control variables. Two kinds of controls were used:

(1) company-level; and
(2) individual-level.

Company-level controls included industry (manufacturing, service, other), profitability
(ROA), and organization size (assets, sales). Theoretically, these variables could impact
both CEO compensation and employee attitudes. Given the challenges of running
larger organizations, higher compensation due to human capital requirements
(Agarwal, 1981) would be warranted, although employees within these large
organizations may be less satisfied because they are less connected. In addition, based



upon agency theory (Tosi ef al, 2000), more profitable organizations should have
higher CEO compensation levels because owners should reward agents for pursuing
owners’ goals of profitability and may be nicer places to work as there are fewer
financial strains. Finally, given different dynamics across industries, different
executive compensation levels (Gomez-Mejia and Wiseman, 1997) and employee
attitudes seem reasonable.

Support for the organizational controls comes from previous literature. For
example, Murphy (1999) found that industry was related to level of CEO compensation,
while Scandura and Williams (2004) and MacDermid et @l (2001) found that it was
related to employee attitudes. Similarly, in a meta-analysis Tosi ef al. (2000) found that
profitability and organizational size were related to level of CEO compensation while
Harter et al. (2002) and Schneider et al. (2003) found that profitability and Dekker et al.
(1996), MacDermid et al (2001) and Zipp (1991) found that organizational size were
related to employee attitudes.

SIC codes were used to categorize companies into one of three sectors,
manufacturing, service and other. Profitability was controlled for using return on
assets (ROA), which is an accepted measure of profitability (see Schneider et al., 2003;
Tost et al., 2000) that compares profitability across companies without also measuring
company size (Tosi et al., 2000). Sales and assets were used to control for organizational
size.

Individual-level control variables included demographics and job characteristics.
Demographic controls were household income, age and gender (1 = male, 2 = female).
Job characteristic controls included whether the individual was an hourly (1 = hourly,
0 = salary) or salaried employee and whether they were a manager (1 = yes, 0 = no).

Analytical procedure

In order to maximize the power of the analysis and external validity of the sample, data
were analyzed at the individual level. However, a standard OLS regression would have
been inappropriate because the error terms of individuals at the same company would
not be independent, violating one of the assumptions of OLS regression, and leading to
incorrect specification of the standard errors. In order to address this issue, we used a
cluster regression technique in STATA that adjusts the variance and covariance
matrices to account for interdependent errors within companies and heterogeneous
errors across companies (Rogers, 1993; Soldz, 2008). This methodology has previously
been used to analyze data at the individual level while accounting for cluster affects
within supervisory-subordinate dyads (Glomb and Welsh, 2005) and within work
groups (Glomb and Liao, 2003). Another option would have been to use hierarchical
linear modeling to analyze the data. However, this would have limited the dataset to
only companies with a relatively large number of respondents leading to lower
statistical power and a less representative sample, as smaller companies would not
have been included in the final analysis.

Results

Tables I and II present the means, standard deviations, and correlations for the
variables used. It is interesting to note from Tables I and II that the direction of the
correlations between CEO compensation and employee attitudes varies, sometimes
being positively related and sometimes negatively related. Also interesting to note is
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that the sizes of the correlations are small (Cohen, 1988) with their absolute values
ranging from 0.00 to 0.13.

Looking at Table III, there is some support for H2 (the efficiency hypothesis), that
total CEO compensation will be positively related to employee attitudes, but no support
for HI (the rent extraction hypothesis), that there will be a negative relationship. H2 is
supported as the regression coefficients for total compensation change are positive and
significant for evaluation of senior management (b = 0.21; p < 0.001) and general
satisfaction (b = 0.24; p < 0.01). However, the regression coefficient is not significant in
the evaluation of pay and benefits equation. In addition, the regression coefficients for
total compensation level are not significant for any of the attitudes at the p < 0.05 level.

H3, which suggests a negative relationship for components of compensation that
are not dependent upon performance, receives some support for CEO salary (Table IV).
Specifically, the regression coefficients are negative and significant for change in
salary as it relates to both evaluation of senior management (b = —8.49; p < 0.01) and
general satisfaction (b = —10.62; p < 0.001). However, there are no significant
relationships between employee attitudes and level of salary or for change in salary as
it relates to evaluation of pay and benefits at the p < 0.05 level.

H4, which suggests a positive relationship for components of compensation that are
dependent upon performance, receives limited support. The coefficient for annual
bonus and general satisfaction (b = 0.0002; p < 0.05) is positive and significant
(Table V). However, there are no significant relationships between employee attitudes
and long-term compensation (Table VI), change in annual bonus (Table V), or for CEO
annual bonus (Table V) and evaluation of pay and benefits or evaluation of senior
management at the p < 0.05 level.

Discussion

So, is there any fire? If there are changes in salary, possibly. Significant, negative
relationships were found between percentage change in CEO salary and employee
attitudes. Accordingly, when CEO salaries go up sharply, employee attitudes may
decline. However, for overall compensation and other components of compensation, the
relationships found with employee attitudes were positive with higher CEO
compensation related to higher levels of employee attitudes.

This pattern is consistent with the idea that the relationship between CEO
compensation and employee attitudes depends upon the attributions that employees
make. Employees may view changes in salary negatively because salary is not
sensitive to company performance, and thus this component better corresponds to the
rent extraction view of CEO compensation. In contrast, the other components and
overall measures of compensation are largely performance dependent (Frydman and
Jenter, 2010), and this better corresponds to the view that CEO compensation is
efficient and implies a positive relationship between compensation and employee
attitudes.

However, we cannot rule out alternate explanations. For example, employee
attitudes can only be affected by CEO compensation if employees know and
understand the information. Of the components, salary is the most straightforward and
most similar to what lower-level employees receive. It may be that employees would
react negatively to other components of compensation and overall compensation if
these components were easier to access and understand.
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Table V.

Results for CEO bonus
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Interestingly, the negative effect sizes for CEO salary change and evaluation of senior
management and general satisfaction were 40 times larger than the positive effect sizes
for CEO total compensation change and evaluation of senior management and general
satisfaction, and nearly twice as large as the positive effect size for CEO bonus level
and general satisfaction. Similar to other research, the negative effects outweigh the
positive ones (for a review, see Baumeister ef al, 2001).

However, while the negative effect sizes were much greater than the positive ones,
they were still quite small. A one standard deviation increase in CEO salary change
was related to only a 13-17 percent of a standard deviation decrease in employee
attitudes. For example, a one standard deviation increase in CEO salary change
(48 percent) was related to a 0.85 point decrease in general satisfaction, which is 17
percent of a standard deviation.

Our findings present one possible explanation of what the popular press has
pondered — why there has been no worker revolt over CEO compensation (Krohe,
2005). While employees may react quite negatively to increases in salary, salary is not
the component of CEO compensation that has grown rapidly. In fact, between 1992 and
2008 median CEO salaries increased in real dollars only 12.5 percent (Frydman and
Jenter, 2010), which is equivalent to 0.7 percent per year. In addition, even when
salaries go up, the effect is quite small. This could be because most employees do not
know what their CEOs earn, other determinants of employee attitudes are more
important, because they do not believe they can do anything about it, or because the
effect fades over time.

So, what does this mean for individuals who are involved in setting CEO
compensation? From an employee perspective changes in performance-based
components of pay are better than changes in salary. This fits with the trend
toward incentive-based pay, which is intended to align CEO outcomes with
shareholder interests (Edmans and Gabaix, 2009). In addition, if there is going to be a
substantial increase in salary, a communication plan should be developed which tries
to enhance employees’ feelings of procedural justice, including the rationale for the
level of compensation and the process that was used to set it, in order to mitigate
potentially negative effects on employee attitudes.

Clearly, there are many limitations of this study. First, we are unable to show a
causal relationship as there may be variables omitted that explain the relationships.
Second, the data is not representative of workers at all companies across all
macro-economic conditions. The executive compensation database used to collect CEO
compensation figures is skewed toward larger companies, so workers at smaller
companies are under-represented, and in 2004 the US economy was growing rapidly,
potentially reducing the focus on CEO pay. Third, the equations explain only a small
amount of the variance. Fourth, this is not a test of equity theory, because measures of
inputs employee output. Finally, the attitudinal measures are single source and not
standard measures.

This field is ripe for additional research. First, it would be interesting to understand
how much information employees have about CEO compensation. In other words, in
terms of CEO compensation how many and which employees know, and what do they
know? Second, it would be interesting to find out what mechanisms might be
responsible for the relationships that were found. Are attributions important or are
organizations that increase CEO salaries less pleasant places to work?
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So, there is a lot of smoke in the press, but not much fire among workers. Only
changes in CEO salary were negatively related to employee attitudes, while the other
relationships that were found were positive. In addition, all of the relationships that
were found were small in terms of effect size. This helps explain why employees have
not reacted, except in extreme situations, to increases in CEO compensation even
though these increases may appear to be “shameful” (Stolberg ef al, 2009) and

”»

“extraordinary” (Andersson and Bateman, 1997) to outsiders.

Notes

1. Many firm characteristics have been studied including firm size and profitability (Tosi et al.,
2000), risk (see Miller et al., 2002), acquisitions (Wright ef al, 2002), innovation (Balkin et al.,
2000), and competitive activity (Offstein and Gnyawali, 2005). CEO characteristics and
activities have been studied less frequently (see Grossman and Cannella, 2006; Tosi et al.,
2004), and a few studies have examined governance issues (see Cho and Shen, 2007; David
et al., 1998; O'Reilly and Main, 2007).

2. For executive compensation to affect employees’ attitudes, employees must have some
knowledge concerning what their executives make, they must react to the relative level of
compensation observed. While little empirical work has examined whether employees know
what their executives make, there are numerous sources of this information. SEC filings
contain compensation information for CEOs. In addition, there are many secondary sources,
including union websites, the media and co-workers.

3. The dollar value of options exercised was chosen over the value of options granted during
that year for two reasons. First, the dollar value of options exercised is easier for employees
to understand because it is the actual amount of money the CEO received when the options
were exercised. In contrast, the dollar value of granted options is a theoretical amount of
money that is determined using a complex option-pricing model (i.e. Black-Scholes). Second,
it is more accessible to employees, especially in 2004 when three of the major business
periodicals — i.e. Business Week, Forbes and the Wall Street Journal — reported executive
compensation including the dollar value of exercised options (Anderson ef al., 2005).
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