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Abstract 


The purpose in this study was to investigate in the relationship between chief executive officer compensation and board duality for American public listed companies. In order to test the relationship the hypothesis was set as:  
H:  Board chair duality positively influences the CEO compensation

The subject chief executive officer compensation has attracted lot of attention in recent years in the Unites States as well as in Europe. This was due to the rapid growth in executive pay over the past three decades. This paper has added value to existing literature by examining the relationship over the past fifteen years, taken into account the recent events on the economic situation.
The results indicated a positive relationship between CEO compensation and board duality. Indeed, CEO compensation was significantly 10% higher in case an executive also was the chairman of the board of directors. Further, it was found that age and tenure had a weak effect on compensation. However, age had a positive influence of 0.6%, while tenure showed a negative influence of 0.2%. The conclusion was that CEOs are able to influence their compensation package positively when they also chair the board. This finding is supported by existing literate that predict for a negative relationship between CEO compensation and duality as a result of the strengthen power of the CEO. 
An upward trend is found in total CEO compensation till the year 2005. The falls in CEO compensation in the years 2001 and 2007 are possibly the result of the recession and economic crisis. On basis of existing literature and CEO compensation trends of recent years it is obvious that an executive tries to enlarge his welfare at the expense of the welfare of the firm. However, executive compensation remains a complex concept that needs further investigation with regard to its relationship with Board chair duality and the economic crises.
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This thesis was written in order to obtain a Master degree in Accounting, Auditing and Control at the Erasmus School of Economics at Erasmus University of Rotterdam. The subject of CEO compensation arose from the seminar Management Accounting, in which it was discussed continuously. After finishing the seminar I decided to further investigate in this subject and I found out that it was a real big and complex subject. However, that made it more interesting for me to continue with it. After reading some literature I found the relationship between CEO pay and board duality even more interesting and decided to put my effort in these subjects. 
I realized that writing a thesis is not a matter of writing a paper that only requires time and effort, but it also requires self-discipline, concentration, and believe in your own ability. The process of writing a thesis adds value to your knowledge, ability and your skills. I am pleased and proud on the work I have accomplished. 
Finally, I would like to thank my family, friends, and supervisor professor E.A. de Groot for supporting me in writing this thesis. 

Rotterdam, July 2010

Elif Kayali

Chapter 1: Introduction

This paper concerns a research proposal for a study on the relationship between the CEO compensation and board chair duality for American listed companies. The subject CEO compensation has attracted lot of attention in recent years in the Unites States as well as in Europe. Especially after the accounting scandals of 2002 and the economic crises researchers start to investigate in the development of executive pay. The executive pay has risen strongly over the past three decades with respect to the salary of an average worker in the United States. At the same time, the emphasis of executive pay has changed from salary based compensation in performance based compensation like bonuses and stock options. This has reinforced the relation between executive pay and firm performance. However, the recent accounting fraud scandals indicate that a number of incentive problems remain unsolved. This incentive problem started as an agency problem between CEO and shareholders, in which the agent (CEO) wants to maximize his own welfare, while the shareholder (principal) wants the agent to act in the way that is in the best interest of the firm. In order to eliminate the principal-agent problem, the shareholder offers sufficient incentives for the executive, which are consistent to firm performance. The increase in executive compensation can be partly explained by the changing market and economic environment. Especially the recent accounting scandals made the policy and regulations tighter and contributed to healthier corporate governance within organizations. The adjustments of the laws were necessary for more transparency and integrity in (financial) reports, on which all stakeholders rely on it. An important body that safeguards shareholders interest and contributes to corporate governance is the Board of Directors. It is the responsibility of the Board of Directors to monitor the CEO’s activities, and to design cost-effective compensation packages that provide CEO’s with incentives to increase shareholder value. However, despite the controlling purposes of the board, CEOs find a way to circumvent the board in an effort to maximize its own welfare. This problem is facilitated when manager is also chairman of the board. Many studies contribute to the relationship between CEO compensation and firm performance; however less is contributed on the relationship with the board of director. The recent developments in policy and regulations has ensured that more attention was placed on board control, simply because the board serves as a supervising body of a company and the board control can be influenced by the executives in an effort to grant themselves with compensations. 
This paper focuses on the impact a CEO has on his own compensation package when he is also chairman of the Board of Directors. This paper contributes to existing literature about CEO compensation with a view on board duality by using a broad timeline that extends to the past years. 

The research question, which is central in this paper, is defined as:

‘CEO board duality positively influences CEO compensation for public listed companies in the United States of America’
Chapter two provides general theories behind CEO compensation, like agency theory and separation of ownership and control, and corporate governance within the United States is discussed. Chapter three gives an overview of the literature with regard to CEO compensation and Board chair duality. Chapter four provides an overview of hypothesis, where chapter five describes the variables, methodology and research design for conducting the research. Further in chapter six the results of research are viewed. Chapter seven includes discussions with regard to existing literature and economic changing climate. Finally, in chapter eight the conclusion, limitations of the paper and recommendations are given. 

Chapter 2: Theoretical overview

2.1 Introduction

In this chapter the theories, which can add an understanding on the relationship between CEO compensation and board duality, will be discussed. As first, the main theory within this subject will be discussed, which is the agency theory. After, the optimal contracting, the managerial power approach, contract theory, stakeholder, and stewardship theory will be addressed followed with the subject ownership and control. Next, corporate governance, board structure, and responsibilities of board and CEO within the US are issued. Finally, composition of CEO compensation package is highlighted. 
2.2 Principal-agent problem theories

This section provides theories concerning the problems between principal and agent. The principal agent theory, known as the Agency theory, is based on assumptions of information asymmetry and goal incongruence between the principal and agent. There are many theories supporting the agency theory, while other theories may have another view on principal-agent problem. The most important approaches will be discussed in this section.  

2.2.1 Agency theory

The agency theory describes the relationship between principal and agent, where the principal (employer) delegates a particular task to the agent (employee) and the agent has an obligation to follow this task. The principal wants the agent acts in that way, that it is in the best interest of the firm and so maximizes his (principals’) wealth. However, if both principal and agent are utility maximizers, the agent will not always act in the best interest of the principal (firms’ interest). This is the concept of goal incongruence that is if both principal and agent have different goals. (Jensen & Meckling, 1976, pp. 6-7)
The main idea of goal congruence is to make managers and subordinates focus their efforts on achieving the goals of the organization. To make sure that manager and subordinates strives to achieve firms’ goals, there should be paid attention to their motivational level. The main purpose of corporate governance is to align managers’ interest with firms’ interest, so to ensure goal congruence in the organization. However, the principal agent problem doesn’t arise only because of goal incongruence, but also due to information asymmetry. Because the agent has, in generally, more information and knowledge about the company than the principal, it will be easier for him to find ways that maximizes his utility. Due to asymmetric information, the principal is not able to monitor the agent effectively, whereas the principal-agent problem arises here. The principal can hardly control whether the agent puts in maximum effort that optimizes the value of the firm. This problem can lead to moral hazard when the agent has too much information knowledge, such that the effective control by the principal disappears. Moral hazard refers to changes in behavior of parties if they are not directly involved in risk by their actions. (Jensen & Meckling, 1976, pp. 6-7)
In order to restrict the principal-agent problem, the principal can limit the differences in interest, from his interest, by offering sufficient incentives for the agent and by incurring monitoring costs designed to limit the inappropriate activities of the agent. Conversely, in some situations the agent will account for the costs, at expense of his own utility, to reduce the agency conflict, called bonding costs. He can, for example, pay the principal to guarantee that he will not act in the way that would harm the principal. However, it still remains difficult and even impossible to find an optimal situation in which both principal and agent are satisfied without making any costs to ensure that the agent will act in the principals’ interest. Generally, in most principal-agent relationships there will be incurred monitoring and bonding costs in order to align the interest of the agent to the principals’ interest, and likewise there will be some divergence between the agent’s actions and those actions which would maximize the welfare of the principal. The welfare reduction of the principal, as result of this divergence, can be defined as ‘residual loss’. Together with monitoring and bonding costs, the agency costs is defined as the sum of:  (Jensen & Meckling, 1976, pp. 6-7)
1. The monitoring costs by the principal

2. The bonding costs by the agent

3. The residual loss

The focus in this paper is on public traded companies. These companies in generally don’t have controlling shareholders, as a result that ownership and management are separated and managers have substantial power. This ‘managerial power’ we can find in the agency theory, in which the agent refers to the CEO and the principal to the shareholder. The CEO has more information and knowledge about the activities of the firm and control over decisions, than the shareholders. However, it is hard for the shareholders to monitor CEO’s, since they are external and therefore cannot verify what the CEO is actually doing. In addition, there is the problem of risk sharing. Shareholders are inclined to participate in more than one firm and are risk neutral with respect to a specific firm. In contrast, CEO’s are tied to the firm they control and are risk averse when making decisions that increases their firms’ risk, because a big part of their own wealth is related to firm value. Therefore, they will tend to avoid risk, which is not always the most preferred action from shareholder’s view. In order to align CEOs interest to shareholders interest, executives can be offered compensation schemes. However, setting contracts and monitoring executives arises in agency costs. The board of directors can design cost-effective compensation packages that provide CEO’s with incentives to increase shareholder value. (Bebchuk & Fried, 2003)
The cost-effective compensation package is an example of the ‘optimal contracting approach’. The main objective of the contract is to provide incentives for the CEO to act in the interest of the shareholders to increase firm value, while minimizing agency cost and at the same time cover the CEO from risk. This approach assumes that the principal (shareholders) is risk neutral and the agent (CEO) is risk-averse (Dechow M. , 2006). Most CEO compensation packages based on the optimal contract approach contain four basic components: 

-Base salary; is a fixed amount and does not depend on effort. 
-Annual bonus: a bonus tied to accounting performance, depends on effort (targets). 
-stock options and long-term incentive plans (including restricted stock plans and multi-year accounting-based performance plans): In case of options, the reward of CEO’s will depend on the return on shares, and so firm performance. So, reward of options will indirectly depend on CEO’s effort. In case of long-term plans, these are linked to performance measures, thus also depend indirectly on CEO’s effort. (Bebchuk & Fried, 2003)
Under the ‘optimal contracting approach’ boards are assumed to design compensation schemes that provides executives with efficient incentives to maximize shareholder value. However, there is another approach that focuses on the link between the agency problem and executive compensation, that is: ‘managerial power theory’. Under this approach, executive compensation is viewed as a part of the agency problem itself. This theory will be explained in the next section.

2.2.2 Managerial power theory
The theory focuses on ability of executives to influence their own compensation schemes. The managerial power approach doesn’t see the CEO compensation as a tool for solving the agency problem. Indeed certain characteristics of executive compensation are seen as part of the problem itself.  Under the optimal contracting approach, the board of director’s designs compensation schemes for the purpose to solve the agency problem between shareholders and CEO’s.  In contrast, under the managerial power approach executives use their compensation to provide themselves with rents. There are some ways to increase CEO’s power, because the greater the CEO’s power, the higher the rents will be. The power of the CEO may increase with the percentage of shares he owns, and so may decrease with the percentage of shares owned by outside shareholders. The CEO’s power will also depend on the organization and composition of the board. (Bebchuk & Fried, 2003) 

2.2.3 Contract theory 

The contract theory deals with contractual agreements between principal and agent. The need for this kind of agreements is generally caused by goal in-congruence and asymmetric information. As described above, the principal and agent have different interests. As the principal strives to maximize the value of the firm, the agent seeks for ways to maximize his own interest. The agent always wants to maximize its utility. The difficulty of monitoring agents effectively, leads to the need for a clear agreement between agents and principals so that the agent goes along with the interest of the principal. Under this theory are labeled ‘moral hazard’, ‘adverse selection’, and ‘signaling’. The main idea is to motivate agents to take actions that are appropriate to the firm. (Bolton, 2005)
Moral hazard between CEO’s and shareholders occurs because of information asymmetry. This is the situation in which the CEO has more information about his actions or intentions to behave inappropriately from the interests of the shareholders, which have less information. By offering a contract (bonus), the CEO might be more careful and take more responsibilities, since the negative consequences of his behavior also influence his bonus. In this way the CEO also is in alignment with the company’s interest. (Bolton, 2005)
Adverse Selection occurs in a situation when before signing a contract, information about the behavior and properties of one party (CEO) is hidden from the other party (shareholders). This may lead to adverse selection.  The one, who as most hide (important) information, has as most advantages from a contract. Adverse selection can be modeled by signaling games and screening games. (Bolton, 2005)
The agency problem can be reduced by both internal and external mechanism. Till so far the internal mechanisms are discussed, that are: incentive contracts, bonding and monitoring costs within the firm. The internal mechanism is based upon financial incentive scheme that offers rewards and punishments to align agents’ interest to principals’ interest.  A second mechanism to align principals’- and agents’ interest is governance structure. The external mechanism includes monitoring activities by the capital market, legislators, investment professionals, and investors. (Depken, Nguyen, & Sarkar, p. 6)

2.2.4 Stewardship theory
This theory shows a different view of the agency theory with respect to executives’ behavior. In the agency theory, executives are assumed to act in their own self-interest, instead of shareholders’ interest, whereas in the stewardship theory it is assumed that CEOs will act as good stewards of the firms’ assets and will in fact pursue the interests of the firm, even if the interest of executives differ from principals’ interest. Executives recognize that the pursuit of the interest of shareholders is also in their favor; this makes the executive motivations unnecessary. So in fact, executives don’t need compensation packages that motivates them to strive for a higher firm value because the absence of self-interest. The opportunistic steward believes in gaining a higher utility with pro-organizational behavior instead of self-serving behavior. (Davis & Schoorman, 1997, pp. 24-26) The pro-organizational behavior of executives is promoted by corporate governance structures by giving them high authority and a higher status (Donaldson & Davis, 1991). This position of the steward would be easily achieved, if the CEO becomes a member of the Board of Directors, and performs tasks without the fear of revocation by non-executive board members. Where the agency theory focuses on monitoring and controlling the executives, the stewardship theory prefers organizations that assist and strengthen executives’ responsibilities.

Despite the positive behavior of executives in the stakeholder theory, the principal mostly prefers to choose for agency theory. The reason lies in the risk-taking behavior of owners. Since owners (principals) are risk averse, they will avoid every action that will lower their wealth. As they are not able to monitor and control executives’ actions under the stakeholder theory, this will bring uncertainty for owners. Hence, owners will assume that executives are going after their self-interest, and will therefore prefer agency theory characteristics and rules.

2.2.5 Stakeholder theory
The stakeholder theory doesn’t focus only on executives maximizing shareholders’ wealth like in the agency theory, but focuses more on CEOs that pursue stakeholders’ interest. The CEO is responsible for maintaining the relationships between the firm and its stakeholders. A firm has numerous of stakeholders like: government, investors, political groups, suppliers, customers, employees, communities, and trade associations (Donaldson & Preston, 1995). Donaldson and Preston describes four central theses with regard to the stakeholder theory: (Donaldson & Preston, 1995, pp. 4-5)
1) The stakeholder theory is descriptive, which means that it proposes a model that describes the organization.

2) The stakeholder Theory is instrumental. It demonstrates a framework for the analysis of the relationship between stakeholder theory in practice and the achievement of firm performance objectives.

3) The fundamental principle of the stakeholder theory is normative. A stakeholder is defined as any person or group that has a (financial) interest in the company. The interest of all stakeholders is regarded to be of intrinsic value, which means that each stakeholder deserves attention for its own sake, not because its ability to pursue interest of other groups, like shareholders. 
4) The stakeholder theory is managerial in that it recommends attitude, structures, and practices. Further, it forces to concentrate simultaneously on the legal interest of all relevant stakeholders, both in the determination of firm structures as general policies, and in some cases in decision making process. 

In a usual input-output model the investors, suppliers, and employees are represented as inputs, which the firm produces into output for the benefit of its customers. However, in the stakeholder theory, all relevant stakeholders are not only considered as input, but also as output, since it is assumed that all groups have an interest in the firm to obtain benefits. Therefore, all stakeholders are of equally importance for an organization and the organization focuses on investing in long-term relationship with its stakeholders.

2.2.6 Pay for performance

Most research on the relation between CEO compensation and firm performance finds it origin in the agency theory. This theory, as described in the previous section, emphasizes compensation plans that are designed by the Board of Directors to align the interest of executives which are risk averse and maximizing their own interest with the interests of the shareholders. The compensation plans are designed just that it minimizes the agency costs. This refers to the ‘optimal contracting approach’. Within the agency theory, the principal-agent problem arises, because the shareholder doesn’t have the opportunity to monitor the CEO effectively, and therefore the CEO goes after his own interest. This is called the ‘asymmetric information’, since the CEO has considerably more information and knowledge about his own actions, than the shareholder. A possibility to solve the principal-agent problem is by offering contracts, for example bonus plan contracts. (Murphy, 1999)
The optimal contract reflects a statistical inference problem: the payouts depend on the likelihood that the appropriate actions were in fact taken. This is based on the ‘informativeness principle’ introduced by Holmstrom (Holmstrom, 1979). The theory argues that the payouts are based on stock-based measures, because realization of stock-based measures provide information that is useful in establishing information about which actions the CEO took. Actions taken by the CEO can also be measured by non-stock-based (like accounting returns) tools to determine whether the CEO indeed took the desired action. If these measures provide sufficient statistic for the CEO’s action, stock-based measures need not to be used at all. (Murphy, 1999)
According to Murphy (Murphy, 1999) ‘an executive’s wealth is explicitly tied to the shareholder’s objective through his holdings of stock, restricted stock, and stock options. In addition, CEO wealth is implicitly tied to stock-price performance through accounting-based bonuses (reflecting the correlation between accounting returns and stock-price performance) and through year-to-year adjustments in salary levels, target bonuses, and option and restricted stock grant sizes’ (Murphy, 1999). The pay-for-performance sensitivity is determined as the dollar change in the CEO’s wealth in relation to a dollar change in the shareholders wealth. Higher pay-performance sensitivity refers to a closer alignment of interests between the CEO and the shareholders. (Murphy, 1999)
2.3 Ownership and control


The principal agent problem arises within a firm when ownership and control is separated and the executive is acting in his own self-interest, instead of firms’ interest.

Separation of ownership and control relates to firms that are owned by shareholders, but are controlled by managers. The decisions are taken by one or more managers, while the shareholder has no control in the company and only benefit from profits. Jensen and Fama described two organizations in which risk-bearing and decision functions are combined in same agents, and in which it is separated. (Fama & Jensen, 1983)
When risk-bearing and decision functions are separated, control of agency problem is of high importance. Notice that agency problems arise because there are agency costs related to contracts, since contracts have to be bond, structured, and monitored. In this situation CEO’s are decision takers and don’t own shares of the firm, so they tend to take actions that deviates from the interest of shareholders, which is made possible due to information asymmetry (CEO’s have more information and knowledge than shareholders). When both decision management and decision control are performed by the CEO, shareholders have little influence on decisions of executives, and as a consequence this makes the position of CEOs stronger. (Fama & Jensen, 1983)
In order to solve the agency problem that arises when an agent performs the same management and control decisions is to restrict residual claims to the agent. Residual claim is the right for a shareholder or other party to benefit from the profit of a firm after all obligations has been paid, so the right to benefit the net cash flows. Restriction of residual claims replaces high control costs to decrease the freedom of actions of decision agents. An example is to give shares of the firm to CEOs, so that they will share risks of the company, as well as the residual claim. These residual claims are also held by other agents (shareholders), and the relationship between these agents and decision agents (CEOs) will lead that agents can monitor agency problems without division of management and control of decisions. However, in order to decrease the agency problem, another problem arises, namely the forgone benefits of unrestricted risk sharing. Decision agents are chosen based on their risk-taking (-bearing) behavior and their specialization in decision taking functions. By restricting residual claims to decision agents, this will be at expense of optimal risk sharing since decision agents will be risk averse, and forgone decision skills, which will lead to a lower residual claim and higher costs of risk-bearing services. 

According to Jensen and Fama (Fama & Jensen, 1983) an effective system for decision control would be, to separate the control of decisions from the management of decisions. Control of decisions implies to the implementation of choice of decision initiatives, the performance measurement of decision agents, and implementation of compensation. Management of decisions concerns the design of proposals for use of resources, structuring of contracts, and the implementation of decisions. This means that a CEO can execute both management and control decisions, but he cannot exercise both management and control rights over the same decisions, so these rights are divided among the decisions. This will avoid that the position of CEOs will be stronger and the impact of control of shareholders will weaken.

2.4 Corporate Governance 
Corporate governance concerns the system, structure or process on which the company is managed. It supports the reduction of conflicts that arises with the separation of ownership and control. This means that corporate governance code describes for which behavior and acts the executives can be held accountable. There are three factors why the CEO has a significant role in the corporate governance system. (Pearce & Zahra, 1991, p. 1) First, the CEO accomplishes an important function with regard to the selection procedure of directors. Secondly, the Board of Directors is contingent upon necessary information given by the CEO. The board must be confident that the information is complete and accurate. Finally, the CEO has the power to affect compensation packages. These factors weaken the power of the Board, and strengthen the power of the CEO. (Pierce & Zahra, 1991)
Corporate governance is the way a company conducts its business, and so it includes management, supervision and control of a company. Corporate governance focuses on the relationship between the company and its stakeholders. A stakeholder is a person or a group, like suppliers, clients, shareholders, banks etc., that have an interest in the company. For this reason, transparency and integrity of financial statements is of big importance, since stakeholders rely on it. The most important stakeholders for a company are the shareholders, the management, and the Board of Directors. Since shareholders are the financers of a company, corporate governance focuses on the safeguard of the interests of the shareholders. We have already seen this under section 2.2 ‘Agency theory’, in which the relationship of shareholder and executives is central and focuses on the alignment between the interests of the shareholder and CEO. By holding executives accountable for their activities, they will be less inclined to act in the way that is in their favor. 

There are six principles of corporate governance established by the Organization for Economic Co-operation and Development ( (OECD, 2004):

1) Ensuring the basis for an effective corporate governance framework.
The corporate governance framework should contribute to the development of integrity, transparency and efficiency in markets, must comply with laws and regulations, and should define the distribution of responsibilities between different supervisory, regulatory and enforcement authorities, and ensure that public interest is served.

2) The rights of shareholders and key ownership functions.
The framework should ensure that organizations protect and promote the exercise of shareholder’ rights.

3)The equitable treatment of shareholders.
All shareholders should be treated equally, and should get the probability to be compensated in case of violation of their rights. 

4)The role of stakeholders in Corporate Governance.
The framework should ensure that organizations are aware of the rights of stakeholders, and have legal or contractual obligations with respect to stakeholders. Stakeholders should get the probability to be compensated in case of violation of their rights. Further, the corporate governance framework should stimulate a better cooperation between companies and its stakeholders.

5)Disclosure and transparency.
The corporate governance framework should ensure disclosures made on time and ensure that all stakeholders  have access to accurate and transparent information. The disclosure should include material information with regard to the financial situation of the company, firm performance, ownership, and governance structures and policies of the company. 
6)The responsibilities of the Board.
The framework should ensure clarity in the activities and obligations of the Board, and its accountability to the company and shareholders. The board should be able to act independently and objectively, and should monitor the activities of the management.

One of the reasons for increased global attention on corporate governance was due to corporate and accounting scandals, which also led to the adoption of the Sarbanes Oxley Act (SOX) of 2002. Sarbanes-Oxley act (of 2002) is a federal law which focuses on the adoption of new or enhanced standards for all US public listed companies, and for its subsidiaries or affiliates abroad. The Act was established after corporate and accounting scandals were revealed with regard to misdeeds by trusted executives of large public corporations. A famous accounting scandal was of Enron, an American energy company, which went bankrupt on December 2001. It was found that managers stopped millions in their pocket, accountants had destroyed evidence, and nearly thousand subsidiaries were set up to evade taxes. After investigation by the financial Control Commission (SEC), came clear that the corporation had overestimated her profits and had large debts.

The most important articles of SOX are 302 and 404. Article 302 refers disclosures, and states that management must periodically report on control effectiveness and operating effectiveness. Article 404 establishes rules for the internal control and financial reporting. Management is required to make a statement about the reliability of internal controls of the company. Both CEO (Chief Executive Officer) as CFO (Chief Financial Officer) must state the accuracy of internal control, and the auditor must add an explicit statement about his agreement with the statements of the CEO and CFO. 

Transparency within firms is not only contributed by corporate governance, there are also international accounting standards that support a clear insight of annual reports and policies of firms. The two most important and adopted accounting standards are ‘International Financial Reporting Standards (IFRS)’ and ‘Generally Accepted Accounting Principles (GAAP)’. GAAP is a rule based accounting standards; develop by ‘The Federal Accounting Standards Advisory Board’ (FASAB).  Certified Public Accountants (CPAs) express their opinion that financial statements are ‘presented fairly in accordance with Generally Accepted Accounting Principles’ if it is fact presented fairly and in accordance with GAAP. It is important that a company follow GAAP rules when reporting their financial data and statements, and this is approved by a CPA, since stakeholders, like banks and suppliers, rely on this information. More countries are converting from GAAP to IFRS. IFRS are principle based standards, adopted by the International Accounting Standards Board (IASB), and applied in, nowadays, more than 113 countries worldwide. From 2005 all listed companies in the European Union are required to report under IFRS.  One of the major differences between the standards is that IFRS is principle based, whereas GAAP is rules based, which means that IFRS is a more general guideline for reporting and GAAP is focused on a high content of literature. The introduction of IFRS should provide a more transparent reporting especially for its important shareholders, include integrity of CEOs actions. Companies in the United States report their financial statements under GAAP.

In the US corporate governance is particularly focused on safeguarding shareholders’ interest. The reason for this is because shareholders are the most uncertain group of other stakeholders. Other stakeholders, like employees, banks, and suppliers, are more certain about their compensation, since it has been fixed in contracts. Contrary, shareholders are not certain whether they will receive their money. Therefore, corporate governance focuses on ensuring shareholders’ interest. With regard to this point, two corporate governance models can be distinguished: the insider continental model versus the outsider Anglo-Saxon model. Within the insider continental model the Board of Directors should take into account the interest of all stakeholders. In contrast, within the Anglo-Saxon system the board focuses on assuring shareholders’ interest. Corporate governance in the US is characterized by the Anglo-Saxon model. Although the focus is on safeguarding shareholders’ interest, this doesn’t mean that other stakeholders are of less importance. For example, the management is responsible for including the performance of business operations, advising the Board of Directors, and supervising of employees. The responsibilities of management are set by the Board of Directors.

The Board of Directors
The Board of Directors is the controlling body of the business activities of a company, which includes organization’s strategy, the development policies and objectives, overseeing the performance of the CEO, and the accountability of the organization’s performance to its stakeholders. The board delegates the authority and responsibility for managing the everyday business activities to the CEO. The most important functions of the board are the selection, compensation and evaluation of the CEO, and is also responsible for the selection of other members of the management team. The board consists of executive directors and non-executive directors. Executive directors are responsible for the development of the firm strategy, whereas the main activities of the non-executive directors are to monitor and advise the executive directors. Non-executive directors supposed to be independent. The board of directors can exist of two structures, namely the one-tier board and a two-tier board. Within a one-tier board, which is common in US, executive directors and non-executive directors operate within one board. Within a two-tier board, executive directors and non-executive directors operate in two separate boards, namely there is a Board of Directors (management board) composed of executive board members, and there is a separate supervisory board with non-executive members.

With regard to its supervisory function, the board is dependent on information provided by the CEO, as well as advice, reports, and opinions of management, auditors, and expert advisors. Since the board cannot state the accuracy of provided information with certainty, the managers and advisors are held responsible for the delivered information. However, the board should ask questions to the managers and advisors about the establishment of the delivered information, including the processes used to make recommendations and decisions.

An overview of the specific responsibilities of the board of directors from (Principles of Corporate Governance, 2002)
-
The board is responsible for the planning and replacement of CEO and management succession. 

-
The board should understand the strategic plans of the company, and is responsible for evaluation and monitoring the implementation of the plans by management

-
The board should have an understanding of the annual operating plans of the organization, and should be able to assess the budgets prepared by management.

-
The board should have a broad understanding of the financial statements of the company. The management is solely responsible for the preparation and presentation of the financial reports. However, the board must verify that the financial reports correspond with the financial condition of the company.

-
The board has the responsibility to hire an outside auditor, through its audit committee, to perform audits of the financial statements of the company.

-
The board has an advisory role regarding the management about important business issues. The CEO and senior management team can always contact the board for informal conferences for consideration of certain matters. 

-
The assessment and approval of specific firm activities is under responsibility of the board, like declaration of dividends and selection of CEOs. To be able to take correct decision about specific transactions, the board and management should be aware of what kinds of decisions or activities require their approval.

-
The board is responsible for the appointment of directors and committee members, and the supervision of the composition, structure, implementation, and evaluation of the Board and its committees. Besides, the board is responsible for execution of effective corporate governance.  

Since CEOs are hired, monitored and, if the case, dismissed by the Board of Directors, executives would like to have a pleasant relationship with their Board of Directors. However, in some cases members of the Board of Directors are chosen by CEOs, what bears the risk that this can be relatives or friends of the CEO, so that the dependent role of Board of Directors weakens. It is also possible that an executive can exercise another function alongside his current position, namely a member of the Board of Directors, which is called board chair duality. This is possible when executive directors and non-executive directors operate within one board, the one-tier board. A one-tier board structure is common in US. Board chair duality brings forth that the CEO has more bargaining power and can influence his own compensation contract. 

The roles of the CEO and its senior management team 
The responsibilities of the CEO and senior management, which is led by the CEO, are running the daily activities of the organization, including strategic planning, risk management, and financial reporting. Management also provides information to the board regarding the activities. It is the responsibility of the CEO to be aware of risks and problems of the company, and is responsible for overseeing the processes for financial reporting from (Principles of Corporate Governance, 2002)

The responsibilities of the CEO its senior management team include:

-
Running the daily operations of the firm, which are reviewed by the board. 

-
The CEO and management are responsible for setting strategic objectives and plans and, if necessary, make changes to plans under the supervision of the board. 

-
Management is responsible for developing annual operating plans and budgets, which is relating to the strategic plans of the company. Management can implement the plans after review and approval of the board.

-
The senior management team has the responsibility to elect qualified management and developing an effective organization structure for the organization.

-
Management should be aware of the risks and take appropriate actions to control these risks.
-
Senior management is responsible for the integrity of the financial reporting system of the company, which makes possible to prepare the financial statements.

2.5 Structure CEO compensation

CEO compensation can be found in different studies. Although there are different definitions of compensation package, it is based on the same structure. Most CEO compensation packages contain four basic components: a base salary, an annual bonus tied to accounting performance, stock options, and long-term incentive plans (including restricted stock plans and multi-year accounting-based performance plans). (Murphy, 1999)
However the bonus plan is not a big percentage of the total CEO compensation, executives can earn high bonus advantages. Murphy founds that CEO’s in financial sector earn higher pay, rather than other industries. Further, he founds that the increase in pay is largely attributable to increases in the grant-date value of stock option grants. 

During the 1990s, base salaries were replaced by stock options, what was considered of the largest component of the compensation package. Furthermore, Murphy points that the CEO compensation increases by the firm size, which increases with high stock option performance. 

Large firms may employ executives that have better qualifications and properties, and may employ executives that are better paid. Murphy reports that more than a half of the performance measures used in bonus schemes is based on accounting measures, while the other measures include individual performance measures, stock price, and various non-financial measures. (Murphy, 1999)
2.5.1 Base Salary
Base salary is a fixed amount executives receive; it doesn’t depend on their effort. The base salary is an important component of the total compensation package for executives for several reasons. First, base salaries reflect the employment contracts of the executives for the coming years, and so also the increases in the fixed wage. Second, because the base salary consist of a fixed wage, the CEO, which is risk-averse, will prefer a higher percentage in base salary rather that an increase in the target bonus, or variable compensation. This is of course logical, since the executive must put extra effort to achieve that extra percentage of the target bonus. Finally, CEOs pay close attention to base salary agreements, because most components of the total compensation package are based on the base salary levels, like target bonus and option grants. So, each dollar increase in base salary has positive consequence on the other components in the compensation package. (Murphy, 1999)


2.5.2 Annual bonus plan

Almost every profit-firm offers an annual bonus plan, which provides incentives for employees that are in a high position employees (executives). The bonus plan is usually expressed as a percentage of the base salary. Under the bonus plan, only bonuses are paid when achieving the target. Below this border, no bonus is paid; even the executive was successful in that year. Executive bonus plans can be categorized in terms of three basic components: performance measures, performance standards, and the structure of the pay-performance relation. While some firms use a combination of financial measures and non-financial measures, almost every firm use accounting measures, like net income, Return on Income (ROI), and Economic Value added (EVA).  As non-financial measure can be mentioned customer satisfaction, quality, and time efficiency. However, the most common non-financial measure is the ‘individual performance’. (Murphy, 1999)
2.5.3 Stock options 

A stock option is a property where an employee receives the right of his employer (or any related party) to buy shares in the company for a certain period (the period of the option) at a predetermined price per share (strike price of the option). Stock options only include stock-price appropriation rewards and not the total shareholder return, since the shareholder return includes dividends. The most common way used, is to pay the executive an accumulation of dividends (plus interest) upon exercise of the underlying options. Stock options provide high incentives for executives, because the payout from exercising options increases with increases in the stock price.  (Murphy, 1999)
However, the incentives from stock options do not reflect the incentives from stock ownership, for several reasons. First, because options reward only stock-price appreciation and not the total (shareholders) stock returns (which include dividends), executives, that are holding options, have incentives to avoid dividends and benefit from repurchases of shares. Second, the executives that hold options have incentives to take part in more risky investments because the value of options increases with stock-price volatility. Finally, there is a possibility for loss of incentives, caused by stock price falling sufficiently below the exercise price, so that the executive perceives little chance of exercising. (Murphy, 1999)
2.5.4 Other forms of compensation plans

Long term incentive plans include stock restrictions, long term incentives, and retire plans. 

Stock restrictions indicate stock of a firm that is not fully transferable until certain conditions have been met, so the grants are restricted. The executives do not have to pay taxes on the share until the restriction lapse, so this is in favor of executives. Also the cost is amortized over the period until the restrictions lapse, and price increases don’t have an influence, because the cost is set as the grant-date stock price. (Murphy, 1999)
The long term incentive plans is a bonus plan on the long term.

Retire plans refer to payouts that the executive receive after their retirement. It can be based on different forms, including benefits based on ‘credited’ years of service, or variable benefits based on inflation or company performance.  (Murphy, 1999)
2.6 Summary


In this chapter some theories are discussed for CEO compensation and the role of board of directors. The main theory behind the compensation package is the agency theory. This theory describes the relation between the principal (shareholder) and agent (CEO), where the agency problem arises due to information asymmetry. Optimal contracting could be a good solution to the agency problem, by offering a contract (bonus scheme) to the agent (CEO). The contract is designed by the board members, in order to maximize firm value. Within the managerial power approach, executives can influence their own compensation package, because the power of the CEO increases with the percentage of shares he owns within a company. This theory is in contrast of the optimal contracting theory. Another theory that refers to the problem of information asymmetry is contract theory. This theory deals with contractual agreements between principal and agent in order to align the agent’s interest to the interest of the principal. Under this theory moral hazard and adverse selection are discussed. The stakeholder theory doesn’t focus only on maximizing shareholders’ wealth, but focuses on CEOs that pursue stakeholders’ interest. The CEO is considered to be responsible for maintaining the relationships between the firm and its stakeholders. Contrary to the agency theories, the stewardship theory argues that CEOs will act as good stewards of the firms’ assets and will pursue the interest of the firm. The final theory regarding the principal-agent problem includes the pay-for-performance approach. According to Jensen and Murphy, the CEO’s wealth depends strongly on the shareholders wealth. Ownership and control is another important theory which is associated with the agency theory, because it describes organizations in which both decision management as decision control is performed by the CEO and which problems arises when risk-bearing and decision functions are separated or combined. Further, corporate governance within the United States is discussed including the influences of the Sarbanes Oxley Act, IFRS, and GAAP on companies. As it was clear, the standards represent the increasing need to improve transparency in annual (financial) reports, better accountability to the Board, and strengthening of control and protection of shareholders. Next, an overview of specific responsibilities of both board of directors and CEO is discussed. Finally, the compensation package is addressed, including a detailed description of base salary, bonus plans, stock return, and other forms of compensation. 
2.7 Conclusion

Most theories point to a large power of the CEO which is able to affect his compensation. This position is strengthened in the absence of a controlling shareholder, which is the case in firms in which ownership and control are separated. Agency problem arises and compensation packages are designed that should align the interest of shareholders and executives. However, according to the agency theory the CEO will always strive to maximize his own welfare and therefore his interest is never aligned to firms’ interest.  The board of directors has the task to oversee the actions taken by the CEO. However, CEOs have certain functions that strengthen their position and reduce board power. To examine the influence of board chair duality has on CEO compensation, applied literature is needed. In the next chapter this relationship is examined in greater detail.
Chapter 3: Literature Overview

3.1 Introduction
In this chapter the mechanism for CEO compensation and the findings of different authors are given with regard to the relationship of CEO compensation and Board of Directors. The previous chapter described the theories that possibly may clarify the relationship between the board and CEO compensation. In this chapter the applied literature with regard to CEO board chair duality is given. 
3.2 Mechanisms aligning managerial and shareholders’ interest
The principal agent problem started together with the separation of ownership and control. The absence of a monitoring firm owner, made decision managers goes after their own self-interest. Together with the growing problem of agency-principal problem, mechanisms are established for the mitigation of different interests of managers and shareholders. The five mechanism that align managerial and shareholders’ interest is explained below: from (Brigham & Daves, 2007, pp. 12-14) and (Fama & Jensen, 1983)

Performance based incentive plans
This is a well-known mechanism to motivate executives with cash-based incentives to achieve organizations’ goals. As described in the previous section, performance based incentive plans are bonuses tied to individual performance, stock option plans, and long term incentive plans like stock restrictions, long term incentives, and retire plans. The purpose of performance based incentive plans are to encourage managers to act in the way that maximizes shareholders’ wealth. 
Direct interventions by shareholders
With direct interventions by shareholders it is meant that managers are controlled directly by shareholders. However, there can be distinguished two ownerships; concentrated and distributed ownership. In a concentrated ownership the firm is owned by a few owners, which makes it easier for a shareholder to intervene when managers acting in a way that is not in favor of the company. In some cases shareholders are also the managers of the firm, this occurs mainly in family companies. In a distributed ownership the firm has many owners, what makes it more difficult to monitor on managers. US have a very distributed ownership structure with both small as large shareholders. The presence of many shareholders makes it possible for, especially, shareholders with a very small percentage of stock to free ride among other shareholders, since they have little incentive to monitor executives’ actions. The reason for holding a small percentage of the stock is to bear the firm risk. 
Board of Directors
The Board of Directors is the supervisory body of a public company, which consists of executive directors and non-executive (independent) directors. Executive directors are responsible for the development of the firm strategy. The task of non-executive directors is to oversee the policies of the executive board and the general affairs of the company and its affiliates. One of the tasks of the non-executive board is to protect firms’ interest against the self-interest of executives. Furthermore, another important task of the non-executive Board members is to give advice to executive directors. To perform this advisory task, the management board should provide the Board of Directors with necessary and relevant information on time. Members of the Board are appointed by the general meeting of shareholders.
The threat of firing
Shareholders can threaten executives with dismissal in case that they prefer working towards magnification of their own wealth instead of shareholders’ wealth. However, in this case shareholders should hold an active controlling role within the organization, otherwise it will be hard to intervene on executives’ actions. Another question is how effective threat of firing is to align shareholders’ and executives’ interest. 

The threat of takeover
Takeover of a firm usually takes places when the stock is undervalued. In this case employees are not guaranteed of their jobs anymore, because the company is controlled by the new owner(s). The threat of hostile takeover is a very effective mechanism to keep executives holding the stock value high, and so increase shareholders’ wealth. 

3.3 Literature CEO and board of directors

An overview of the literature concerning CEO compensation in relation to CEO duality is given in this section. 
Jensen And Meckling 1976 
Jensen and Meckling described in their paper the nature of agency costs, managerial behavior and ownership structure. Managerial behavior refers to property rights, which are individual rights that determine how costs and rewards are distributed across individuals and how resources are used within an organization. Since contracts affect the specification of rights, individual behavior of employees and managers will depend upon the nature of these contracts. Note from the agency theory as discussed in chapter two, that there will always exist divergence between principal (shareholder) and agent (CEO), which result in agency costs. According to Jensen and Meckling, the agency costs are defined as the sum of: (Jensen & Meckling, 1976, p. 6)
‘’1. the monitoring expenditures by the principal (monitoring costs),

2. the bonding expenditures by the agent (a guarantee that agent will not take actions that harm the principal),

3. the residual loss (welfare loss for the principal due to divergence).’’

Jensen and Meckling analyzed the effect of outsiders that own equity of the firm has on agency costs. They compared the behavior of a manager in the situation when he owns all the equity of the firm, and in the situation when he sells a part of his equity to outsiders. They find that in case of a manager owns 100% of the stock, he will act in a way that is in the best interest of the firm, since all the benefits of firm maximization will go to him. In case that a manger sells a part of his shares to outside shareholders, agency costs will occur because the interests of manager and shareholder differ from each other. This will result in managers that seek ways to maximize their own welfare by extracting rents or searching for new profitable organizations, as well as the increasing monitoring costs in an effort to prevent of such actions.

Jensen and Meckling conclude that the agency costs are unavoidable when ownership and control are separated, and the costs (monitoring, bonding, and residual loss) are appropriate only if comparing to an ''ideal world' in which the interests of principal and agent could be aligned at zero costs. (Jensen & Meckling, 1976)
Jensen & Fama – 1983
The literature study is based on organizations in which risk-bearing and decision functions are combined in the same agents, and in which it is separated. Jensen and Fama start their research with the explanation of the role of contracts within an organization. Contracts reflect to the rights and obligations of employees, objectives they should meet, and their payoff function within the company (Fama & Jensen, 1983, p. 3).Organizations having contracts that offer production to customers at low cost price will maintain continue (long term) business. A general contract includes the characteristics of residual claims, and the allocation of the steps of the decision process among agents (Fama & Jensen, 1983, p. 3). Residual claim is the right of obtaining company's assets after all obligations is paid, so is the net revenue residual claimants receive. The residual claimants are company's stockholders, and they have the advantage of unlimited risk sharing between other stockholders. 
The second characteristic of a contract refers to the steps in the decision process: (Fama & Jensen, 1983, p. 4)
1. Initiation- development of suggestions for the optimal use of resources and the composition of contracts. 

2. Ratification- selection of decisions that will be implemented.

3. implementation- the execution of taken decisions.

4. Monitoring- evaluation of actions taken by agents and implementations of bonuses. 

Decision management includes the initiation and implementation steps, while decision control refers to ratification and monitoring. The research in the article is based on whether it is efficient to combine or separate decision management, decision control, and residual risk bearing in the same agents. It depends largely on the company structure and size in which the three function can be combined or separated to be efficient. There are two hypotheses according to the relationship between decision systems and residual claims:

‘’1. Separation of residual risk bearing from decision management leads to decision systems that separate decision management from decision control.

2. Combination of decision management and decision control in a few agents leads to residual claims that are largely restricted to these agents’’ (Fama & Jensen, 1983, p. 5)
In some cases it is efficient to combine risk-bearing and decision functions in the same agent, in particular for small or closed organizations. However, in this case agency problem arises because the agent has too much control and the shareholder is not able to monitor him. In order to eliminate the agency problem when risk-bearing and decision functions are combined, restrictions for residual claims for decision makers should be set. However, in closed corporations like partnerships or family businesses, it is not necessary to separate decision control and decision management, since all agents have similar interest in the organization.

Separation of risk-bearing and decision functions are characteristic for large, open and complex organizations in which decisions functions are distributed to agents throughout the whole organization. In this case it is efficient to delegate specific tasks to agents who have specific information or knowledge, instead of delegating all the decision management and control to the residual claimants. In order to eliminate the agency problem, the ratification and monitoring decision functions should be separated from initiation and implementation functions. In many large organizations with a complex system the residual claims are distributed among different agents. However, it will be costly if all of the agents are responsible for decision control, so this results in a separation of residual risk bearing from decision control, which will end up in agency problems between residual claimants and the decision agents. A solution to eliminate this emerging agency problem is to limit the power of the agents and separate the decision management from decision control. (Fama & Jensen, 1983)
Deckop 1988

Deckop examined the relationship of CEO compensation and firm performance. He found a negative relation between CEO compensation and firm performance, but a positive relation of executive pay and profit as a percentage of sales. Externally hired CEOs had significantly higher compensation than internal CEOs, and both external and internal CEOs had significantly higher earnings than CEOs who were founders of the firm. Of CEO age and tenure it was found to have a weak relationship with compensation. Indeed, of age there was found a negative relationship to compensation. Further, Deckop stated that executives are concentrated too much on the short term goals instead of looking to long-term goals. According to Deckop, an effective way to stimulate CEOs to achieve long-term goals is to tie their pay to the market equity value. (Deckop, 1988)
Finkelstein and Hambrick 1989
Finkelstein and Hambrick examined the determinants of executive pay. They found that executive pay has complex relationships with:  firm size, performance, CEO power, board vigilance, and the CEO’s human capital. As many studies suggested, they also found evidence that CEO tenure reduces board’s power and increases his control on the board, with as a result influence his own compensation package. Next, they found that management experience of the CEO had no relationship with both total compensation and salaries, but had a strong and positive relation with bonuses. CEOs achieve in the future benefits from the educations undertaken as an investment in their career. This would result in their salaries, whereas bonuses are given as compensation for the uncertainty to such benefits. Of CEO age was found a U shape relationship with compensation, which signifies an increase in compensation till a certain point, after which it shows a negative relation to compensation. This relationship of pay outs over time may be due to CEO’s personal circumstances. The need for cash increases in his young years and decreases as he gets older and no longer has major expenses as housing costs and costs of care of children. With respect to tenure, it was assumed to have a positive relationship. However, they found that also CEO tenure has a U relationship with compensation. To be precisely, tenure over 18 years had a negative effect on executive pay. They described two explanations for this relationship. The first is that CEO power holds on for a while and then decreases, due to restricted mobility of the CEO, or due to the replacement of the CEO by younger executives. A second possibility may be due the changed preference of other forms of payout over current cash. This may be related to family or financial circumstances, or due to reduced confidence on share value and dividends. In any case, it seems that personal preferences of CEOs changes over time, and it is the case of firms to which extent they go along with these changes. (Finkelstein & Hambrick, 1989)
Tosi and Gomez-Mejia 1989
Tosi and Gomez determined the influence of monitoring and incentive alignment has on executive pay in owner-controlled firm and management-controlled firms. They found that owner-controlled firms had greater monitoring, and incentive alignment than management-controlled firms. For both kinds of organizations, monitoring influences compensation risk significantly, but this risk is greater in owner-controlled firms. Obviously, a higher risk of managers makes them more accountable for their decisions. The CEO compensation was more affected by large stockholders and the board of directors in the owner controlled firm, while in management-controlled firms this influence was segregated from large stockholders and the board. The decoupling of CEO compensation from performance in management-controlled firms is achieved by separating control from owners and representatives, who are chosen (partly) by management.  As a consequence of separation of control, it is possible for the CEO to influence his compensation positively to protect himself against uncertainty.  (Tosi & Gomez-Mejia, 1989)
Hill and Phan 1991
Hill and Phan investigated in the relationship between CEO compensation and CEO tenure. They found that CEOs influence on the board of directors increases with CEO tenure, and the CEO pay will reflect his preferences stronger during his tenure. Furthermore, tenure weakens the relation between CEO compensation and stock returns. On the basis of many studies there can be assumed that the longer CEO tenure, the more the CEO is tied to the firm, and the more he is willing to pursue his own interest rather than shareholders’ interest. Besides, the longer the CEO tenure, the higher is the ability to dominate the board and so influence his own compensation package positively. According to Hill and Phan there are two possible reasons for this. The first is the nomination of new board members by the CEOs. Due to his function, the CEO is able to nominate and replace board members. This will strengthen his dominance within the firm. On the other side, new CEOs may have little influence on the board, since his predecessor nominated a big part of the board of directors. Therefore, it will take time before board members are loyal to the new CEO, or he will compose a new board over time. Secondly, CEOs have more information than shareholders and the board. Indeed, the board relies on the information provided by the CEO. Furthermore, in time, CEOs are able to gain control over company’s financial information systems. As a consequence this makes the CEO able to keep back relevant information, which may include poor firm performance or bad management, or the CEO may use control of financial information systems to determine agendas of board meetings in a way that is in his favor. Thus, tenure increases CEO power on board over time and along his tenure his compensation package will be close to his preferences than those of the stockholders. (Hill & Phan, 1991)
Boyd 1994

The research is based on the relationship between CEO compensation and board control. The board of directors represents the interest of the shareholders, and is an internal control mechanism that sets CEO compensation. Boyd attempt to prove, that CEO's seek ways to avoid board control in order to maximize salary. The hypothesis is set as 'CEO compensation will be inversely related to levels of board control'.  As a result, CEO compensation is higher in companies in which there is a lower level of board control, while CEO compensation was not significantly correlated to firm size or firm profitability. The degree of Board control is suggested to be effective under several measures: CEO duality, the ratio of insiders, and board stock ownership. As described earlier in this research, CEO duality exists when a CEO is also chairman of the board of directors. On the basis of different studies it can be stated that CEO duality has a negative influence on board control since CEOs power and control will increase and this, in turn, will strengthen his position. To avoid this situation, there should be paid attention to an independent board of directors, which will monitor and evaluate the actions taken by CEO's. Since this will have a negative impact on CEO compensation, the degree of board control is supposed to have a negative relationship with CEO compensation. The ratio of insiders refers to directors that are also member of the management team of the firm. It is suggested that insiders will have a negative influence on board control because they have good relationships with the CEO. Therefore, the inclusion of outside directors would prevent from collusion between CEO and directors. Board stock ownership is measured as the total amount of stock held by board members, excluding the CEO, and it is assumed to have a positive correlation with board control. Board stock ownership is assumed to be a good measure for the fulfillment of control responsibilities. From the sample came clear that CEO duality has indeed a negative correlation with board control. Contrary to assumptions, the insiders’ ratio shows a negative correlation with CEO compensation. This is attributable to top management salaries which are linked to the salary of the executive. The presence of the inside directors may lower the CEO salary to avoid actions that is in his own self-interest. (Boyd, Board Control and CEO Compensation, 1994)
Boyd 1995

Boyd (Boyd, 1995) describes in his paper the relation between board duality and firm performance from the agency and stewardship theories perspectives for different levels of environment uncertainty. The agency theory assumes that a CEO will maximize his own welfare and this is facilitated by his dual function as CEO Chairman as he gets more control. In contrary, the stewardship assumes that a CEO is a good steward of the firm and put effort to maximize firm value. As a chairman of the board, the CEO would increase firm performance. However, Boyd argued that the advantages or disadvantages of board duality may vary for different circumstances. Environmental uncertainty would give an understanding for firm performance under board duality. Boyd founds that board duality has a negative but not significant influence on firm performance. He concludes that both the agency as stewardship theories provide no significant evidence for the effect board duality has on firm performance. However, different environmental levels of uncertainty may have a positive influence of board duality on firm performance under certain industry conditions, and a negative effect under other conditions. For instance, a positive correlation is found in low growth environments and high complexity environments and no correlation is found in high dynamism environment. (Boyd, 1995, p. 9)


Brickley, Coles and Jarrel 1997
In this paper benefits and costs for separating the titles of CEO and Chairman of Board are discussed. Shareholders and regulators advocate for a separation of board duality since a CEO has more power and control, and can influence his own compensation scheme. The separation of the titles would reduce agency costs and improve performance. However, the authors suggest that the costs of separation are larger than its benefits for many large companies. The costs for separation of CEO and chairman titles includes ‘agency costs for monitoring CEO’s behavior, information costs (the transfer of CEO information and specific knowledge to the Board), costs of having firms change their succession processes, and other costs’ (Brickley & Coles, 1997, p. 30). The benefits of separation include the arguments of Fama and Jensen to separate decision management from decision control in order to limit CEO power and decision control. Brickley, Coles and Jarrel find that there is almost no independent insider included in the board of directors, and in almost all cases the CEO is also chairman of the board. They found that firms separating the titles, in most cases have chairmen with specific knowledge, and tend to have a higher stock ownership in the firm than CEO and longer relationships with the firm. Further, a significant number of companies are using the titles of chairman, CEO and president as part of their succession plans for CEO's (Brickley & Coles, 1997, p. 30). Final, they argue that board duality is efficient and corresponds to the interest of the shareholders of large American companies, and that legislative reforms forcing separate titles are misguided. However, more explicit estimates of the costs and benefits are necessary before final conclusions can be drawn regarding this subject. (Brickley & Coles, 1997)

Hermalin & Weisbach 1998  
Hermalin and Weisbach (Hermalin & Weisbach, 1998) did research on board effectiveness when the appointment of board members is partially controlled by the executive. A board's effectiveness depends to a large extent on its independence. A board composed of directors of the management team will be less effective than outside directors as board member. In fact, a board's effectiveness depends on negotiations between existing directors and the CEO which will take over the position of chairman. The executive can appoint new board members under collusion, which would be refused by the board. They would start to negotiate what determines the independence level of the board, and the bargaining power of the CEO which comes from his perceived ability to a replacement. The independence level of the chairman determines its willingness to monitor the CEO, what provides him of information about the CEO used by the board in the decision process to retain or replace him. The primary findings of Hermalin and Weisbach are: (Hermalin & Weisbach, 1998)
· The chance that a CEO is being replaced is high when he performs poorly

· CEO turnover has a negative relation with performance and this relation is strengthened when the board of directors is more independent. 

· Poor firm performance increases the probability that independent directors become member of the board. 

· Board independence decreases with CEO’s tenure, because the proportion of outside directors on the board decreases with CEO tenure. 

Sanders and Carpenter 1998
Sanders and Carpenter examined in their research the relationship between level of internationalization and governance structure, and its impact on executive compensation. The complexity that arises with internationalization can be successfully handled with a firms’ governance structure. A firms’ level of internationalization reflects its independent position on foreign markets for customers and factors of production, and the geographical dispersion of this dependence (Sanders & Carpenter, 1998, p. 2). Sander and Carpenter argued two reasons for the relationship between internationalization and corporate governance. First, corporate governance has important consequences for the way in which top management teams process information (Sanders & Carpenter, 1998, p. 2). Second, corporate governance includes mechanism designed to ensure effective monitoring and motivation of top executives. They found that a firm’s degree of internationalization uses of long-term compensation of executive pay as an incentive alignment; The firm’s degree of internationalization was positively related to CE compensation; the firm’s degree of internationalization was positively and significantly related to the size of a top team. Further, they found that the effect of degree of internationalization on the level of executive pay was greater for CEOs who did not chair the board of directors. Finally, they found that internationalization is related to the size of top management team and board duality. Internationalization results in greater information-processing, for which larger top teams is needed. In this situation it is better to separate the titles of CEO and chairman of the board, because it would make the firm more efficiently handle the information-processing needs that arises with international complexity. (Sanders & Carpenter, 1998)
Bebchuk & Fried 2003
Bebchuk and Fried focus in their research on public listed companies with the absence of a monitoring shareholder from the managerial power approach.  As discussed in chapter two, within the managerial power theory the executive compensation is seen as a part of the agency problem itself, because CEO's use their compensation to provide themselves with rents. This risk increases especially when ownership and control are separated. The opposite theory of the managerial power approach is the optimal contracting approach in which it is assumed that the board of directors designs compensation schemes for executives that aligns the interest of shareholders. According to Bebchuk and Fried, the contracting theory has one big limitation, namely managers that don't seek for ways that increase shareholder value, but only have interest in the equity of the company, which depends on market trends rather and not their own performance. Bebchuk and Fried assume that managerial power and rent extraction have a significant influence on compensation schemes. The greater is managers’ power, the greater is their ability to extract rents. Executives have more power when: the board of directors is relatively weak; there is no large outside shareholder; there are fewer institutional shareholders; and managers are protected by anti-takeover arrangements (Bebchuk & Fried, 2003, p. 7). There is evidence that these factors affect compensation schemes as predicted by the managerial power approach. Although, there is strong evidence that managerial power can reduce agency problems, there should be further invested in the study. There can be contributed to the managerial power approach by analyzing current practices in an effort to improve compensation schemes in contrast to those suggested by optimal contracting approach. (Bebchuk & Fried, 2003)

Ryan and Wiggins 2004

Ryan and Wiggens examined in their paper the relationship between effective corporate governance and the structure of executive compensation. The effectiveness of corporate governance is the result of the independence level of the board of directors, what can be determined by some board characteristics. These board characteristics include: board composition, board size, CEO duality, and CEOs that are rooted in the company (CEO tenure). These characteristics may be a hindrance for effective corporate governance, but can be eliminated by offering compensation schemes for executives. Of board composition it is of interest to know if outsiders or inside directors influence the board power. Board size indicates that the larger the board, the greater are coordination problems, and the more power a CEO has on the board. Board duality is expected to have a negative influence on board power, and this board power decreases with CEO’s tenure. A longer tenure indicates that the CEO becomes entrenched, his influence on the nomination process of new directors increases, and control over the board increases. The CEO can then use the power to bargain a compensation package that keeps off the board to monitor the management team. Ryan and Wiggens found that directors on boards with more insiders receive less equity based compensation. They found that board independence decreases with the increase in tenure, or when insiders control the board or the boards are large. CEOs with a long tenure, provides directors of the board with weaker incentives to monitor. They conclude that CEOs with a long tenure and CEOs of whose board of directors is not independence are rewarded less on equity based compensation, because they have the ability to influence their compensation scheme to make it less sensitive to stock price performance. (Ryan Jr. & Wiggins, 2004)
Brick, Palmon and Wald 2005
Brick, Palmon and Wald examined the relationship between CEO compensation and director compensation. They found a significant positive relationship between CEO and director compensation. They argued that this relationship may be the result of unobserved firm complexity and excessive CEO compensation. Unobserved firm complexity indicates that a complex firm needs higher skilled CEOs and directors, or a higher effort of CEOs. In this situation a low but positive correlation is found between excess compensation and firm performance. On the other hand, a positive relation between CEO and excess compensation may be the result of cronyism of the board and management, in which they don’t protect the interest of shareholders. Indeed, excess compensation may exist in a board culture in which there is no room for criticism and honesty. In this last situation, a negative relationship between firm performance and excess compensation of CEOs and directors is found. Finally, they found that director compensation is closely associated with monitoring and effort of directors for maximizing firm value. (Brick, Palmon, & Wald, 2006)
Fahlenbrach 2008

Fahlenbrach examined the relation between CEO pay and corporate governance. He conducted his research based on three hypotheses. The first hypothesis, the complementarity hypothesis, predicts that firms with good corporate governance would reward their CEOs more if they had established a compensation plan with a higher pay-for-performance sensitivity. Under the substitution hypothesis, weak corporate governance goes along with high sensitivity for CEO pay for performance. This signifies that the various governance mechanisms and pay-for-performance sensitivity serve as substitutes for the alignment of incentives to shareholders’ interest. Contrary to the substation hypothesis, the entrenchment hypothesis assumes that firms with weaker corporate governance will have a lower CEO pay-for-performance sensitivity because risk-averse CEOs will find ways to make his compensation less dependent on stock price fluctuations, by holding less equity or stock options. The hypothesis further predicts that entrenched executives are able to influence their compensation, and so are able to extract excessive compensation. Fahlenbrach found most evidence that the assumptions of the substitution hypothesis are correct. Furthermore, excess compensation may be due governance substitution. He founds that firms with weak corporate governance mechanisms tend to give more power to the CEO. Furthermore, he founds that CEOs have a higher pay-for-performance sensitivity in case of board duality, more inside directors on the board, and little monitoring by large shareholders. Weak corporate governance would ensure better alignment between CEO incentives and shareholders’ interest, which results in a higher pay for performance sensitivity. As CEOs’ risk increases with this sensitivity, he is compensated for that risk by receiving a higher executive pay. (Fahlenbrach, 2008)

Chhaochharia and Grinstein 2009

Chhaochharia and Grinstein did research to CEO compensation and board structure taking into account the changed laws with respect to the accounting scandals of 2001 and 2002. Sarbanes Oxley act was introduces with laws and requirement that should provide better corporate governance and more transparency in the financial statements of companies. Requirements concerning the structure and responsibilities of the board include independency, separate meetings for outside directors, and specific written procedures for evaluation of executives and the election process of new board members. Chhaochharia and Grinstein found that firms that that did not meet these new requirements had a decrease in compensation after establishment of the laws, with respect to firms which met the requirements. Furthermore, they found that especially one requirement had a strong link to the fall in compensation, that is the requirement that the majority of the board should be independence. The decrease in compensation was a result of the decrease in the bonus and the stock-based compensation. They found that the drop in compensation was due to the change in board structure and procedures. Further they found that other monitoring mechanisms like the existence of a large blockholder on the board reduces the effect of board structure and procedures on compensation decisions. (Chhaochharia & Grinstein, 2009)
3.5 Summary of the findings

In the following table a summary of the literature is given.

	Author
	Year
	Subject
	Sample
	Methodology
	Findings

	Jensen and Meckling 
	1976
	Theory of the firm: managerial behavior, agency costs and ownership structure
	A Simple Formal Analysis of the Sources of Agency Costs of Equity and Who Bears Them
	Economic model
	Jensen and Meckling did research on the effect separation of ownership and control has on agency costs. In case a manager owns 100% of the stock he will act in the way that maximizes firm’s wealth. In case when he doesn’t own all of the stock, agency costs arise since managers and outside shareholders have different interests. The manager seeks for ways that maximize his own wealth resulting in agency problem. 



	Jensen & Fama
	1983
	Separation of ownership and control
	Hypotheses are tested by literature
	Literature study
	-Jensen and Fama described two organizations in which risk-baring and decision functions are combined in same agents, and in which it is separated.
-When both decision management as decision control is performed by CEOs, shareholders have little influence on decisions of executives, and as a consequence this makes the position of CEOs stronger.
-When it is efficient to combine decision management and control functions in one or a few agents, it is efficient to control agency problems between residual claimants and decision makers by restricting residual claims to the decision makers.
-Separation of decision management and decision control at all levels of the organization helps to control these agency problems by limiting the power of individual agents to expropriate the interests of residual claimants.

	Deckop
	1988
	Determinants of chief executive officer compensation
	Sample of 120 firms in 1977-81
	Pooled cross-section, time series models
	Deckop examined the relationship of CEO compensation and firm performance. He found a negative relation between CEO compensation and firm performance. Externally hired CEOs had significantly higher compensation than internal CEOs. Of CEO age and tenure it was found to have a weak relationship with compensation, and age had a negative relationship to compensation. 

	Finkelstein and Hambrick

	1989
	CEO compensation: a study of the intersection of markets and political processes
	Sample of 110 firms in the years 1971, 1976, 1982, and 1983
	Pooled cross-sectional analysis
	They examined the determinants of CEO pay. They also found evidence that CEO tenure reduces board’s power, with as a result increased influence on his compensation package. Further they found that management experience of the CEO had no relationship with both total compensation and salaries, but had a strong and positive relation with bonuses. Then, of CEO age and tenure was found to have a U shape relationship with compensation, which signifies an increase in compensation till a certain point, after which it shows a negative relation to compensation. This relationship of pay outs over time may be due to CEO’s personal circumstances.  Finally, they found Tenure over 18 years had a negative effect on executive pay.

	Tosi and Gomez-Mejia 


	1989
	The decoupling of CEO pay and performance
	Observation reports of 175 CEOs of manufacturing companies
	Test of significance of the mean differences; multiple regression 
	Tosi and Gomez determined the influence of monitoring and incentive alignment has on executive pay in owner-controlled firm and management-controlled firms. They found that owner-controlled firms had greater monitoring, and incentive alignment than management-controlled firms. As a consequence of separation of control, it is possible for the CEO to influence his compensation positively to protect himself against uncertainty. 

	Hill and Phan

	1991
	CEO tenure as determinant of CEO pay
	They examined the total cash compensation of CEOs paid from 1977 to 1988 of 104 firms.
	Regression analysis
	Hill and Phan investigated in the relationship between CEO compensation and CEO tenure. They found that the longer the CEO tenure, the higher is the ability to dominate the board and so influence his own compensation package positively. Furthermore, tenure increases CEO power on board over time and along his tenure his compensation package will be close to his preferences than those of the stockholders.

	Boyd
	1994
	Executive compensation and board control 
	Sample of 193 firms in a cross-section of industries for the year 1980.
	LISREL VII analysis.
	Boyd analyzed the relationship between board control and CEO compensation. His findings were: 
-CEO compensation has no significant relationship between firm size and profitability, but has a significant relationship with levels of board control.
-CEO board chair duality and CEO compensation has a negative influence on board control.
-Board stock ownership and board representation by ownership groups have a positive influence on board control.
-The ratio of insiders (directors) has a positive relationship with board control.

	Boyd
	1995
	CEO compensation and firm performance, from the agency and stewardship theory perspectives
	Sample of 192 firms in 12 industries in the year 1980
	Regression analysis and comparison of correlation across subgroups
	Boyd describes in his paper the relation between board duality and firm performance from the agency and stewardship theories perspectives for different levels of environment uncertainty. He founds that both the agency as stewardship theories provide no significant evidence for the effect board duality has on firm performance. However, different environmental levels of uncertainty may have a positive influence of board duality on firm performance under certain industry conditions, like in low growth and high complexity environments, and a negative effect under other conditions, like in high dynamism environment.


	Brickley, Coles, and Jarrel
	1997
	Leadership structure: separating the CEO and chairman of the board.
	sample of

CEOs of 737

firms for the 1988 fiscal year from the Forbes survey
	Regression analysis
	Research on effects of separation the titles of CEO and chairman of the board.
-The costs of separation are larger than its benefits for many companies
-Board duality is efficient and corresponds to the interest of the interest of the shareholders of large American companies.

	Hermalin and Weisbach 
	1998
	Endogenously chosen boards of directors and their monitoring of the CEO
	Literature based economic model
	Economic model
	Research on the effectiveness of the Board, of which the appointment of members is partially influenced by the CEO. A board composed by members of the management team will decrease the board power, and board's effectiveness depends on negotiations between existing directors and the CEO which will take over the position of chairman.


	Sanders and Carpenter
	1998
	Internationalization and firm governance: the roles of CEO compensation, top team composition and board structure
	Sample of 258 firms in 1992 of Standard & Poor's (S&P) 500. Compensation data derived from COMPUSTAT's Execucomp.
	Regression analysis
	Sanders and Carpenter examined in their research the relationship between level of internationalization and governance structure, and its impact on executive compensation
They found that a firm’s degree of internationalization uses of long-term compensation of executive pay as an incentive alignment; The firm’s degree of internationalization was positively related to CE compensation; the firm’s degree of internationalization was positively and significantly related to the size of a top team; the effect of degree of internationalization on the level of executive pay was greater for CEOs who did not chair the board of directors; internationalization is related to the size of top management team and board duality. 

	Bebchuk & Fried
	2003
	Executive compensation and managerial approach
	Literature study
	Literature study
	Bebchuk and Fried use as starting point the managerial power theory. The theory focuses on ability of executives to influence their own compensation schemes.
-Power of CEOs may increase with percentage of shares he owns, and may decreases with the percentage of shares owned by outside shareholders.
-Managerial power and rent extraction have a significant influence on compensation schemes. The greater is managers’ power, the greater is their ability to extract rents.
-Managerial power and rent extraction have a significant influence on compensation.



	Ryan and Wiggens


	2004
	CEO compensation, barriers for effective monitoring and duality
	Sample of  1,018 firms in 1997
	Tobbit regression; analysis of interaction.
	Ryan and Wiggens examined in their paper the relationship between effective corporate governance and the structure of executive compensation. A longer tenure indicates that the CEO becomes entrenched, his influence on the nomination process of new directors increases, and control over the board increases. They conclude that CEOs with a long tenure and CEOs of whose board of directors is not independence are rewarded less on equity based compensation, because they have the ability to influence their compensation scheme to make it less sensitive to stock price performance. 

	Brick, Palmon and Wald

	2005
	CEO compensaiton and firm performance under cronyism 
	Standard and Poor’s Execucomp and COMPUSTAT data sets and handcollected data. Years 1992 to 2001.
	Regression analysis
	Brick, Palmon and Wald examined the relationship between CEO compensation and director compensation. They found a significant positive relationship between CEO and director compensation. They argued that this relationship is the result of unobserved firm complexity and excessive CEO compensation. The positive relationship between CEO and excess compensation is the result of cronyism of the board and management. Director compensation is closely associated with monitoring and effort of directors for maximizing firm value.

	
	
	
	
	
	

	Fahlenbrach


	2008
	Shareholder rights, board, and executive compensation
	Sample of large publicly traded U.S. firms listed in an Investor Responsibility Research Center (IRRC) publication and appearing in the Standard & Poor’s ExecuComp database over the period 1993-2004.
	Regression analysis.
	Fahlenbrach examined the relation between CEO pay and corporate governance. He found that CEOs have a higher pay-for-performance sensitivity in case of board duality, more inside directors on the board, and little monitoring by large shareholders. Weak corporate governance would ensure better alignment between CEO incentives and shareholders’ interest, which results in a higher pay for performance sensitivity. As CEOs’ risk increases with this sensitivity, he is compensated for that risk by receiving a higher executive pay. 



	Chhaochharia and Grinstein
	2009
	CEO compensation and board structure under changed laws
	The database Execucomp of directors information in firms that belong to the S&P 1500 index 865 firms, for the years 2000 to 2005. 


	Regression analysis
	Chhaochharia and Grinstein did research to CEO compensation and board structure taking into account the changed laws with respect to the accounting scandals of 2001 and 2002. They found that firms that that did not meet these new requirements had a decrease in compensation after establishment of the laws, with respect to firms which met the requirements. The decrease in compensation was the result of the decrease in the bonus and the stock-based compensation. They found that the drop in compensation was due to the change in board structure and procedures.


3.6 Summary
Section 3.2 provides mechanism that aligns shareholders and executives interest. These include performance based incentive plans, direct interventions by shareholders, influence of the Board of Directors, the threat of firing, and the threat of takeover. In the final section different studies on the relationship between CEO compensation and the board of directors is discussed. 

Jensen and Meckling (1976) conclude that in case a director owns 100% of the firm's stock, he will act in the way that maximizes firm's utility, since he will benefit of the profits. However, in case the director doesn't own all of the stock, he will act in the way that maximizes his own utility, and not firm's wealth. This results in agency costs. Jensen and Fama (1983) conclude that when a CEO has both decision management and decision control within a company this would lead to a stronger position of a CEO. For complex organization a separation of ownership and control would be the solution. In organization when it is efficient to combine decision management and control functions in the same agent, restricting residual claims to the agent would be a solution to control the agency problem. Deckop (1988) examined the relationship of CEO compensation and firm performance. He found a negative relation between CEO compensation and firm performance. Externally hired CEOs had significantly higher compensation than internal CEOs. Of CEO age and tenure it was found to have a weak relationship with compensation, and age had a negative relationship to compensation. Finkelstein and Hambrick (1989) found evidence that CEO tenure reduces board’s power, with as a result increased influence on his compensation package. Of CEO age and tenure was found to have a U shape relationship with compensation. Tosi and Gomez (1989) found that as a consequence of separation of control, it is possible for the CEO to influence his compensation positively to protect himself against uncertainty. Hill and Phan (1991) investigated in the relationship between CEO compensation and CEO tenure. They found that the longer the CEO tenure, the higher is the ability to dominate the board and so influence his own compensation package positively. Boyd (1994) studied on variables that might strengthen or weaken board control. He concludes that CEO board chair duality and CEO compensation has a negative influence on board control, since this strengthen the control position of the CEO. Boyd (1995) founds that both the agency as stewardship theories provide no significant evidence for the effect board duality has on firm performance. However, different environmental levels of uncertainty may have a positive influence of board duality on firm performance under certain industry conditions and a negative effect under other conditions.  According to Brickley, Coles and Jarrel (1997) separation of CEO and board duality titles would not reduce agency costs, as suggested in other theories. The costs of separation of the titles would be even higher in case of combining the titles. Hermalin and Weisbach (1998) finds that a board composed of outside directors will be more effective than directors from the management team. In fact, the effectiveness of the board depends on negotiations between the current directors and the replacing director. Sanders and Carpenter (1998) examined in their research the relationship between level of internationalization and governance structure, and its impact on executive compensation. They found that the effect of degree of internationalization on the level of executive pay was greater for CEOs who did not chair the board of directors. Bebchuck and Fried (2003) focused on the managerial power theory, which is the opposition of the optimal contract theory. They assume that managerial power and rent extraction have significant influence on compensation packages, but further investigation is needed on this subject. Ryan and Wiggens (2004) examined in their paper the relationship between effective corporate governance and the structure of executive compensation. A longer tenure indicates that the CEO becomes entrenched, his influence on the nomination process of new directors increases, and control over the board increases. Brick, Palmon and Wald (2005) examined the relationship between CEO compensation and director compensation. They found a significant positive relationship between CEO and director compensation. They argued that this relationship is the result of unobserved firm complexity and excessive CEO compensation. Fahlenbrach (2008) examined the relation between CEO pay and corporate governance. He found that CEOs have a higher pay-for-performance sensitivity in case of board duality, more inside directors on the board, and little monitoring by large shareholders. CEOs’ risk increases with this sensitivity, he is compensated for that risk by receiving a higher executive pay. Finally, Chhaochharia and Grinstein (2009) did research to CEO compensation and board structure taking into account the changed laws with respect to the accounting scandals of 2001 and 2002. They found that firms that that did not meet these new requirements had a decrease in compensation after establishment of the laws. The decrease in compensation was the result of the decrease in the bonus and the stock-based compensation. They found that the drop in compensation was due to the change in board structure and procedures.
3.7 Conclusion

Many researchers have investigated in the relationship between CEO compensation and board duality and most found a strong link between the power of the executive and his role as chairman of the board. This dual function may allow the CEO to influence his compensation package. 
However, most studies did not focus on recent years. Hence, there is room for research on this relationship taken into account the development in recent years. In the next chapter the hypothesis is set. 
Chapter 4: Hypothesis
4.1 Introduction 

In this chapter the hypothesis is formulated with respect to the relationship between CEO compensation and board duality. The expectations with regard to the hypothesis correspond to previous literature and theories, of which the findings suggest a positive relationship between board duality and CEO compensation due to the increasing power of the executive. The variables will be further elucidated in the next chapter.
4.2 Hypothesis

According to the literature, it is relevant to research on the relationship between CEO compensation and board chair duality. The hypothesis is formulated as:

H:  Board chair duality positively influences the CEO compensation

A positive relationship is expected between CEO and board duality, since duality strengthen the position of the CEO. There are control variables, which are also taken into account, namely age and tenure. Of CEO age and tenure it is also expected to have a positive influence on CEO compensation, because age and tenure reflect the experience and knowledge of the CEO. In the next chapter, the variables, research design and methodology will be explained in order to conduct the analysis. 
Chapter 5: Methodology 


5.1 Introduction

This chapter provides an overview of the variables, and research design of the study. First in section two the variables for conducting the research are addressed. In section three, the research method is explained and section four the research model is addressed. Section five includes the Validity framework for the research model, and finally a brief summary will be given in section 6.

5.2 Research method and data

The required data about CEO compensation, age and tenure is partially derived from execucomp- compustat database and partially from Wharton Research Data Services/ company legacy. Data about the composition of the board of directors is derived from Wharton Research Data Services/ riskmetrics. Companies of Standard & Poors (S&P) 1500 index are used to refine the selection for North American public listed companies. The time period that is used, is from 1996 to 2010 on annually basis. An explanation of the selected variables: 

-CEO annual compensation: exists of the annual salary and bonus which is the amount in dollars CEOs received in the designated year. 

-CEO age: the age of the CEO in that year. 

-CEO tenure: derived from the starting date he became CEO till date of termination of his title as CEO. This includes the exercise of his title in other companies.

-CEO duality: determined as a ‘yes’ if he is also chairman of the board, or a ‘no’ when he is not the chairman of that the board of that company. The latter will not say that he is not chairman of the board of other companies; he is just not chairman of that company. 

First the data are merged in excel, in which all missing data and duplicate values were filtered out. After collecting this data, the program SPSS is used for testing the hypothesis. In the next section the research model is discussed and the last chapter includes the results. The data is available on CD-ROM. 



5.3 Research model
The research model is based on the linear regression model:

Yi t = β0 + β1* (X1)i t + β2* (X2)i t + β3* (X3)i t + …+ εi t

Yi t= the dependent variable ‘CEO compensation’, which is the amount of compensation paid to CEOs of firm I, in period t. 

(X1)i t= the independent variable ‘CEO is Chairman’ of firm I in period t. This variable is a dummy variable; it has only two values, namely one and zero. When CEO is also chairman the value is ‘1’, in case he is no chairman, the value is ‘0’.

(X2)i t= the control variable ‘CEO age’ of firm i in period t

(X3)i t=  the ‘CEO tenure’ of firm i in period t.

T= time. Data is collected from 1996-2010, so a time period of fifteen years is used, on annual basis, what means that within this model there can be found that t=15. 

β = the beta’s are the estimated parameters. It is expected to have a positive relationship between CEO compensation and duality, so the estimated parameter β1 should be positive. 

εi t= error terms.

So, the research model is: 
CEO compensation it= β0 + β1(CEO is Chairman)it + β2(CEO age)it + β3(CEO tenure)it + εit
Before conducting a linear regression analysis a descriptive analysis is performed in order to check whether there is a normal distribution. If this is not the case, the logarithm should be taken in order to normalize the distribution of the compensation. After, a t-test is conducted to test whether there are differences in the mean of compensation in case CEO is chairman and in case when he is not. Finally, in order to examine the influences the variables have on CEO compensation, a linear regression is done. From the linear regression will be clear to which extent all independent variables influence the CEO compensation. 

It is expected to have a positive relationship between CEO compensation and board duality. According to previous described literature, board charity leads to a higher power of the CEO, what makes it possible to positively influence his compensation scheme. As a chairman of the board, executives have the authority to nominate and replace board members, which as a result weaken board control. For this reason it is expected to have a higher compensation when CEO is also chairman of the board. It is also expected to have a positive relationship with CEO compensation and the controlled variable as executives’ influence on board increases with their tenure, and his age and experience allows him to demand a higher compensation package. 

5.4 Variables


5.4.1 Dependent and independent variables

From the hypothesis the independent and dependent variables can be derived. It is assumed that board duality has influence on the CEO compensation, so CEO compensation is the variable that is affected. Therefore, CEO compensation is set as dependent variable and the CEO duality is set as independent, explanatory, variable. 

As described in chapter two, the compensation package consists of a base salary, bonus plan, stock return, and other forms of compensations. By determining the total CEO cash compensation, the base salary and bonus plan will be taken in consideration, because the bonus reflects directly the incentives of the executives, and the bonus plan consists particularly of targets, which is designed to be in alignment with shareholders’ interest. The base salary is a crucial component of the compensation package, because the other components are mainly based as a percentage of the fixed wage. CEO duality is determined on the basis of numbers of executives that also serve as chairman of the board. 


5.4.2 Control variables

A controlled variable is anything else that could influence the dependent variables. The controlled variables are set as: CEO age and CEO tenure.

Hill and Phan (Hill & Phan, 1991) found that the increase in CEO influence made CEOs able to avoid board control and incentive mechanism. The executives’ influence on boards increases with their tenure, since CEO’s nominate new board members. They also found that the relationship between CEO pay and stock returns weakens with CEO company tenure. Finkelstein and Hambrick (Finkelstein & Hambrick, 1989) found that CEO tenure over 18 years had a negative effect on compensation. They described two explanations for this relationship. The first is that CEO power holds on for a while and then decreases, due to restricted mobility of the CEO, or due to the replacement of the CEO by younger executives. A second possibility may be due the changed preference of other forms of payout over current cash. This may be related to family or financial circumstances, or due to reduced confidence on share value and dividends. Of CEO age they found to have a U shape relationship with compensation, which signifies an increase in compensation till a certain point, after which it shows a negative relation to compensation. This relationship of pay outs over time may be due to CEO’s personal circumstances. The need for cash increases in his young years and decreases as he gets older and no longer has major expenses as costs for care of children. Given the findings, it is expected to have a positive influence of age and tenure on CEO compensation.
5.5 Validity
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The figure below provides a view of the validity framework for the research, derived from (Libby, Bloomfield, & Nelson, 2002, p. 21.)
First, the relation between independent and dependent variable is viewed, as based on the conceptual theory, here the relation between board chair duality and CEO compensation. When the independent variable, board chair duality, affects the dependent variable, CEO compensation, in a way that CEO compensation changes, there is internal validity. This is tested in presence of the operational theory, in what content he measures of independent variable (duality measures) are related to measures of the dependent variable (base salary, and bonus plan). The validity framework reflects the variables. To examine the validity of the test, the connections between the concept and the operational definitions must be valid, that are the links between dependent measures on the dependent variable, and independent measures on the independent variable. Construct validity exist when the independent measures are indeed a valid measure of the independent and dependent variable. There are also other variables that might influence the dependent variable, these are the controlled variable, and must be linked with the measures of the independent variable for conducting a valid test.  (Libby, Bloomfield, & Nelson, 2002)

5.6 Summary

In this chapter the variables, research method, research model and validity of the research are described. The dependent variable is CEO compensation, and board duality is set as independent variable. The variables that may affect as well the CEO compensation are CEO age and tenure, known as control variables. The research method used for this research is a field study. The required data is derived from compustat – execucomp, and Wharton Research Data Services/ riskmetrics and companies legacy, for the years 1995 to 2010 on annually basis. The research model is based on the linear regression model. Finally, in this chapter, the validity of the model is described. The next chapter provides results of the research followed with analysis and conclusions.

Chapter 6: Tests and Results

6.1 Introduction

This chapter includes the results of the tests that are made in order to examine the relationship between CEO compensation and board duality. First a table with descriptive statistics is showed, followed with by a t-test for examination on differences between the average salaries of CEOs who are chairman against CEO who are not chairman. After, a regression analysis is conducted and the regression model of chapter four is further explained on the basis of the results. Finally, conclusions are made and a summary is given. 

6.2 Descriptive statistics
To test the relationship between CEO compensation and duality, the main variables are defined as ‘CEO compensation’ (Bonus +Salary), and ‘CEO is Chairman’. The results should clarify how the CEO compensation is affected if CEO is also chairman, and in case when he is not chairman. The following table shows descriptive statistics which summarizes the sum, mean, standard deviation, and range for the CEO compensation.

	Descriptive Statistics

	
	N
	Minimum
	Maximum
	Mean
	Std. Deviation

	CEO_compensation
	23363
	1
	36812508
	1276371,23
	1543089,167

	CEO_Tenure
	23363
	0
	60
	11,10
	8,028

	AGE
	23363
	29
	94
	55,54
	7,473

	Valid N (listwise)
	23363
	
	
	
	


A range is found from 1 to 36.8 million dollars for the CEO total compensation, with a mean of 1.3 million dollars. Salaries from one dollar may indicate that the CEO is also owner of the company, and therefore pays no salary to itself, but benefits from the profits. Of CEO tenure a mean of 11 years can be found, whereas of age has a mean of 55 years. The next step is to check whether the sample is well distributed. The Kolmogorov-Smirnov (K-S) test and a histogram is used to test on normality. The K-S test shows significance less than 0.05, which indicates that the data cannot be considered as normally distributed. The histogram shows that the data has a skewed distribution, and so is not normally distributed. This is due to the outliers which include the ones and extreme large salaries, such as 36.8 million dollars.

	Tests of Normality

	
	Kolmogorov-Smirnova

	
	Statistic
	df
	Sig.

	CEO_compensation
	,229
	23363
	,000

	a. Lilliefors Significance Correction
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For many statistical tests to have a normal distribution is a condition. In order to normalize the distribution, the logarithm of the total compensation is taken. In this way the compensation is corrected for the many outliers and the mean is less sensitive for these outliers. The logarithm of the CEO compensation is further defined as ‘Log_Compensation’.
6.3 T-test

In this section an independent sample t-test is conducted to test whether the mean of the total salary differs significantly when a CEO is also a chairman with regards to when he is not chairman. The t-test is described for two groups, in this case the first group is executives that are also chairman, and the second group is executives that are no chairman. So, from the t-test should be clear if there are differences in CEO compensation in case CEO is chairman or not. CEO is also chairman is denoted by ‘1’, whereas CEO is no chairman is denoted by ‘0’.

For the T-test, the following hypotheses are defined as:

H0: there is no difference between the average compensation of the two groups 
H1: there are differences in the average compensation between the two groups

The table below shows the test as results from the independent T-test.

	Group Statistics

	
	CEO_is_Chairman
	N
	Mean
	Std. Deviation
	Std. Error Mean

	Log_Compensation
	1
	15156
	5,9964
	,40241
	,00327

	
	0
	8207
	5,8872
	,45515
	,00502


	Independent Samples Test

	
	Levene's Test for Equality of Variances
	t-test for Equality of Means

	
	F
	Sig.
	t
	df
	Sig. (2-tailed)
	Mean Difference
	Std. Error Difference
	95% Confidence Interval of the Difference

	
	
	
	
	
	
	
	
	Lower
	Upper

	Log_Compensation
	Equal variances assumed
	20,324
	,000
	18,908
	23361
	,000
	,10927
	,00578
	,09794
	,12060

	
	Equal variances not assumed
	
	
	18,231
	15153,143
	,000
	,10927
	,00599
	,09752
	,12102


From the first table can be found a higher mean of the total compensation when CEO is Chairman (=1) when he is no chairman (=0). The first table shows nothing else than the total number of salaries, the mean salary, standard deviation, and the standard error to the mean. There can be found 15156 CEOs who are chairman, and 8207 who are not chairman for the years 1996-2010. It is obvious that for the selected time period and selected firms, there are nearly twice as more managers that had both of the titles CEO as chairman. The mean is also higher for the first group (CEO=Chairman) that the second group (CEO is no Chairman). However, only with this table there cannot be concluded that there is a certain relationship between CEO compensation and duality. Therefore, the significance of the independent variable on the compensation should be tested. To explore whether there are significant differences between the variances of the two groups, the Levene’s test for Equality of variances in the second table should be taken. The variances of the two variables are equal when p-value (‘sig.’) is 0.05 or higher, and in case p ≤ 0.05 the variances differ significantly from each other. There can be found a significance of ‘0.000’, this indicates that the variance of the group CEO is chairman differs significantly from the group CEO is no chairman.

The second step is to analyze the results of the second table. Since the variance significance is ‘0’ the bottom row of the table should be analyzed; ‘equal variances not assumed’. The significance (2-tailed) of the mean difference is ‘0.00’. Since p ≤ 0.05 this means that there is a significance that the mean of the two groups differs from each other. Finally, from the tests it follows that the zero hypothesis is rejected, and the alternative hypothesis is assumed. There are significantly differences in the mean between the two groups. It is obvious that the compensation of executives is higher in case of board duality. The figure in the next section shows the difference in CEO compensation for the two groups.

6.3.1 Development total compensation

As resulted from the t-test, there are significant differences in the mean of the compensation package of CEOs who are chairman and of CEOs who are not chairman. The next figure (figure one) represents an overview of development of the total executive compensation for the years 1996-2010 with two lines representing CEO is chairman (=1) and CEO is no chairman (=0). 
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As can be seen from the figure, CEOs who chair the board have higher compensation packages than CEOs who do not chair the board. Remarkable is the reasonable stable growth in CEO compensation till 2005, followed by an extremely deep fall between 2005 and 2007. Also notice the sudden small drop in the year 2002. Despite no clear empirical evidence is regarding the high growth of CEO compensation over the last 30 years, though there are some possible explanations for the increase. Further results will be discussed in the next chapter.
6.3.2 Conclusion
The results show that there are significant differences in the mean of CEO compensation for the two groups. The figure is also representing this finding, in which it is clear that CEOs who chair the board, earn more than CEOs who do not chair the board. However, the t-test only shows the differences in the mean of total compensation between the two groups, but not their significance on the CEO compensation. To analyze the impact of all of the variables on CEO compensation, a linear regression analysis should be conducted. This is examined in the next section. 
6.4 Linear regression analysis 
A linear regression is used to test on consistency between the variables. The value of the independent variable is, with exception of an error term, dependent from one or more variables. Of the error term it is assumed that the total variation is due to an error in the dependent variable. The linear regression model, as described in chapter 4, is:

Yi t = β0 + β1* (X1)i t + β2* (X2)i t + β3* (X3)i t + …+ εi t

Filling in the dependent, independent and control variables, the regression model can be defined as:
CEO compensation it= β0 + β1(CEO is Chairman)it + β2(CEO age)it + β3(CEO tenure)it + εit
Briefly, the linear regression model describes that the value of CEO is chairman, CEO age and CEO tenure influences CEO compensation (Y i t). The degree of influence is derived from the parameters (β), which has a value between zero and one.  

For the linear regression also a normal distribution is a required, so the logarithm of CEO compensation is used as dependent variable. This can be found in the tables under ‘Log_Compensation’.  As a result from the linear regression, the following regression analysis can be found:
CEO compensation= 5.603 + 0.1CEO_is_Chairman + 0.006Age – 0.002CEO_Tenure 

The following tables show the results from the regression analyses.

	Model Summary

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate
	Change Statistics

	
	
	
	
	
	R Square Change
	F Change
	df1
	df2
	Sig. F Change

	1
	,155a
	,024
	,024
	,42229
	,024
	183,478
	3
	22450
	,000

	a. Predictors: (Constant), CEO_is_Chairman, AGE, CEO_Tenure


	ANOVAa

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	98,156
	3
	32,719
	183,478
	,000b

	
	Residual
	4003,389
	22450
	,178
	
	

	
	Total
	4101,544
	22453
	
	
	

	a. Dependent Variable: Log_Compensation

	b. Predictors: (Constant), CEO_is_Chairman, AGE, CEO_Tenure


	Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.
	95,0% Confidence Interval for B

	
	B
	Std. Error
	Beta
	
	
	Lower Bound
	Upper Bound

	1
	(Constant)
	5,603
	,021
	
	263,895
	,000
	5,562
	5,645

	
	AGE
	,006
	,000
	,099
	14,374
	,000
	,005
	,006

	
	CEO_Tenure
	-,002
	,000
	-,039
	-5,599
	,000
	-,003
	-,001

	
	CEO_is_Chairman
	,100
	,006
	,112
	16,629
	,000
	,088
	,112

	a. Dependent Variable: Log_Compensation


In the first table the most important statistic is the R square. The R squared is a value between zero and one, and it indicates the extent a variable predicts the other. In this case, the extent the independent variables predict the dependent variable. There can be found an R square of 2.4%. This means that 2.4% of variance in CEO compensation is explained by the independent variables, and there are more variables that explain CEO compensation. 
The second Anova table describes whether the model is significance or not. If the significance level is p≥0.05, this would mean that the model is not significant, and so not explaining something. From the table can be read p=0.000, so the model is significance in explaining a relationship.                                                                                                                                                                                                                       
From the analysis comes clear that AGE has a small but significant effect of 0.6% on the compensation, while CEO Tenure has a very small and negative effect of 0.2%. When the CEO is also chairman, the compensation is significantly and positively affected with 10% with respect to when he is no chairman. 
6.4.1 Conclusion

Of the variable age was expected to have a positive influence on the compensation. Even though the variable has a slight influence on the compensation, the result has confirmed the expectation. Of tenure also a positive relation was expected, however the result showed the opposite. However, the significance of both control variables is very low, so there should be more investigated in the relationship between compensation and CEO age and tenure. From the analysis comes clear that CEO duality has a positive and significance influence with 10% on CEO compensation. This signifies that the executive compensation is 10 % higher in case a CEO serves also as a chairman of the board of directors. It can be concluded that the hypothesis is correct. 

6.5 Introduction hypothesis confrontation
Given the results, can be stated if the existing literature is still valid? Which literatures are not in accordance with hypothesis and which are? The next table provides an overview of the literature overview compared with the results.  In the next chapter the literature confrontation will be further elucidated in the presence of some figures with regard to the development of CEO compensation.

	Author
	Subject
	Findings of Authors
	In accordance with results?

	Jensen and Meckling (1976) 
	Theory of the firm : managerial behavior, agency costs and ownership structure
	Jensen and Meckling researched the effect of separation of ownership and control has on agency costs. In case a manager owns 100% of the stock he will act in the way that maximizes firm’s wealth. In case when he doesn’t own all of the stock, agency costs arise since managers and outside shareholders have different interests. The manager seeks for ways that maximize his own wealth resulting in agency problem
	Partly. Since CEO compensation is higher in case of duality, this tells that his dual title makes his position stronger, which positively affects his compensation. However, since the tests was not based on ownership, there cannot be concluded whether ownership affects his compensation. Further study should be done to test if the findings of Jensen and Meckling are in accordance with the results of this paper. 



	Jensen & Fama (1983) 
	Separation of ownership and control
	-Jensen and Fama described two organizations in which risk-baring and decision functions are combined in same agents, and in which it is separated. Their main findings were that separation of decision management and decision control at all levels of the organization helps to control these agency problems by limiting the power of individual agents to expropriate the interests of residual claimants.
	Yes. Although there cannot be made a conclusion regarding the ownership structure, it can be stated that the board duality contributes to more power of the CEO. He can compose board members which are largely elected by him, and manipulate the decision of the board.

	Deckop (1988) 
	Determinants of chief executive officer compensation
	Deckop examined the relationship of CEO compensation and firm performance. He found a negative relation between CEO compensation and firm performance. Externally hired CEOs had significantly higher compensation than internal CEOs. Of CEO age and tenure it was found to have a weak relationship with compensation, and age had a negative relationship to compensation.
	Partly. The results show a weak relationship between compensation and the variables age and tenure. However, instead of tenure the results show a negative relationship for age. However, Deckop focused more on the relationship between compensation and firm performance, and less is investigated on explanations for age and tenure. 

	Finkelstein and Hambrick (1989) 

	CEO compensation: a study of the intersection of markets and political processes
	They examined the determinants of CEO pay. They also found evidence that CEO tenure reduces board’s power, with as a result increased influence on his compensation package. Further they found that management experience of the CEO had no relationship with both total compensation and salaries, but had a strong and positive relation with bonuses. Then, of CEO age and tenure was found to have a U shape relationship with compensation, which signifies an increase in compensation till a certain point, after which it shows a negative relation to compensation. This relationship of pay outs over time may be due to CEO’s personal circumstances.  Finally, they found Tenure over 18 years had a negative effect on executive pay.
	Yes. The expectations on CEO age and tenure of this paper are in line with the findings of Finkelstein and Hambrick. However the result of Finkelstein and Hambrick show a U shape relationship for age and tenure, which in this paper no attention is paid to the form of age and tenure. Further investigation may be needed to examine the relationship.

	Tosi and Gomez-Mejia (1989) 


	The decoupling of CEO pay and performance
	Tosi and Gomez determined the influence of monitoring and incentive alignment has on executive pay in owner-controlled firm and management-controlled firms. They found that owner-controlled firms had greater monitoring, and incentive alignment than management-controlled firms. As a consequence of separation of control, it is possible for the CEO to influence his compensation positively to protect himself against uncertainty.
	Yes. Since there is no information on the structure of companies, there can nothing be stated with regard to the monitoring and incentive alignment. However, an assumption was that CEOs can influence their compensation in case they have more control. In the absence of a monitoring shareholder this influence is facilitated.

	Hill and Phan (1991) 

	CEO tenure as determinant of CEO pay
	Hill and Phan investigated in the relationship between CEO compensation and CEO tenure. They found that the longer the CEO tenure, the higher is the ability to dominate the board and so influence his own compensation package positively. Furthermore, tenure increases CEO power on board over time and along his tenure his compensation package will be close to his preferences than those of the stockholders.
	No. The expectations on CEO tenure of this paper correspond to the findings of Hill and Phan, but the results show a negative relationship. However, there should invested more in tenure and board power, since tenure may be a possible indirect influence on compensation. 

	Boyd (1994) 
	Executive compensation and board control
	Boyd analyzed the relationship between board control and CEO compensation. His findings were: 
-CEO compensation has no significant relationship between firm size and profitability, but has a significant relationship with levels of board control.
-CEO board chair duality and CEO compensation has a negative influence on board control.
-Board stock ownership and board representation by ownership groups have a positive influence on board control.
-The ratio of insiders (directors) has a positive relationship with board control.
	Yes. According to the findings of Boyd, CEO board duality and CEO compensation have a negative relation to board power. These findings are validated by the results of this test.

	Boyd (1995)
	CEO compensation and firm performance, from the agency and stewardship theory perspectives

	Boyd describes in his paper the relation between board duality and firm performance from the agency and stewardship theories perspectives for different levels of environment uncertainty. He founds that both the agency as stewardship theories provide no significant evidence for the effect board duality has on firm performance. However, different environmental levels of uncertainty may have a positive influence of board duality on firm performance under certain industry conditions, like in low growth and high complexity environments, and a negative effect under other conditions, like in high dynamism environment.
	No. Boyd did research on the relationship between board duality and firm performance. The results in this paper are based on the relationship between boar duality and CEO compensation. However, in this paper the agency theory is supported, while Boyd did not find a significance effect of the agency theory on the relationship between duality and performance. This finding is in contradiction of the results in this paper. 

	Brickley, Coles, and Jarrel (1997) 
	Separating the CEO and chairman of the board
	Research on effects of separation the titles of CEO and chairman of the board.
--The costs of separation are larger than its benefits for many companies
-Board duality is efficient and corresponds to the interest of the interest of the shareholders of large American companies.
	No. In this paper it is assumed that board duality has a positive influence on CEO compensation, and a higher compensation as a result of duality is perceived as something negative.

	Hermalin & Weisbach (1998)  
	Endogenously chosen boards of directors and their monitoring of the CEO

	Research on the effectiveness of the Board, of which the appointment of members is partially influenced by the CEO.  A board composed by members of the management team will decrease board power, and board's effectiveness depends on negotiations between existing directors and the CEO which will take over the position of chairman.
	Partly. There can no conclusion be drawn with regard to the relation between board composition and board control, since this relation is not tested. However, the assumption that a board with a CEO as chairman has an impact on board control which in turn influences his compensation is supported in this study.

	Sanders and Carpenter (1998)


	Internationalization and firm governance: the roles of CEO compensation, top team composition and board structure

	Sanders and Carpenter examined in their research the relationship between level of internationalization and governance structure, and its impact on executive compensation. They found that a firm’s degree of internationalization uses of long-term compensation of executive pay as an incentive alignment; The firm’s degree of internationalization was positively related to CE compensation; the firm’s degree of internationalization was positively and significantly related to the size of a top team; the effect of degree of internationalization on the level of executive pay was greater for CEOs who did not chair the board of directors; internationalization is related to the size of top management team and board duality.

	No. In this paper it is found to have a positive relationship between executive pay and board duality. However, Sanders and Carpenter found that the effect of degree of internationalization on the level of executive pay was greater for CEOs who did not chair the board of directors, what suggest a negative relationship between executive pay and board duality.

	Bebchuk & Fried (2003) 

	Executive compensation and managerial approach
	Bebchuk and Fried use as starting point the managerial power theory. The theory focuses on ability of executives to influence their own compensation schemes.
-Power of CEOs may increase with percentage of shares he owns, and may decreases with the percentage of shares owned by outside shareholders.
-Managerial power and rent extraction have a significant influence on compensation schemes. The greater is managers’ power, the greater is their ability to extract rents.
	Yes. Board duality has a positive impact on an increased control of the CEO. From the regression analysis comes clear that the compensation is 10% higher in case of board duality. This is in accordance with the findings of Bebchuk and Fried.

	Ryan and Wiggens (2004)


	CEO compensation, barriers for effective monitoring and duality
	Ryan and Wiggens examined in their paper the relationship between effective corporate governance and the structure of executive compensation. A longer tenure indicates that the CEO becomes entrenched, his influence on the nomination process of new directors increases, and control over the board increases. They conclude that CEOs with a long tenure and CEOs of whose board of directors is not independence are rewarded less on equity based compensation, because they have the ability to influence their compensation scheme to make it less sensitive to stock price performance. 
	Partly. Although the results provide a weak and negative relationship between CEO compensation and tenure, there should be invested more in the relationship between tenure and board control. Tenure may be a possible indirect influence on compensation, through affecting board control directly. 

	Brick, Palmon and Wald (2005)

	CEO compensaiton and firm performance under cronyism 
	Brick, Palmon and Wald examined the relationship between CEO compensation and director compensation. They found a significant positive relationship between CEO and director compensation. They argued that this relationship is the result of unobserved firm complexity and excessive CEO compensation. The positive relationship between CEO and excess compensation is the result of cronyism of the board and management. Director compensation is closely associated with monitoring and effort of directors for maximizing firm value.
	Yes. The 10% difference in compensation may be the result of cronyism, but must be further investigated. Anyway, the finding that director compensation is closely associated with monitoring and effort of directors for maximizing firm value is support in this paper.  

	Fahlenbrach (2008)


	Shareholder rights, board, and executive compensation
	Fahlenbrach examined the relation between CEO pay and corporate governance. He found that CEOs have a higher pay-for-performance sensitivity in case of board duality, more inside directors on the board, and little monitoring by large shareholders. Weak corporate governance would ensure better alignment between CEO incentives and shareholders’ interest, which results in a higher pay for performance sensitivity. As CEOs’ risk increases with this sensitivity, he is compensated for that risk by receiving a higher executive pay. 
	Yes. It is obvious that executives earn more when they have more power. This is made possible with the lack of good corporate governance and the lack of monitoring shareholders.

	Chhaochharia and Grinstein (2009)
	CEO compensation and board structure under changed laws
	Chhaochharia and Grinstein did research to CEO compensation and board structure taking into account the changed laws with respect to the accounting scandals of 2001 and 2002. They found that firms that that did not meet these new requirements had a decrease in compensation after establishment of the laws, with respect to firms which met the requirements. The decrease in compensation was the result of the decrease in the bonus and the stock-based compensation. They found that the drop in compensation was due to the change in board structure and procedures.


	Possible. As seen in the figures, there is a fall in CEO compensation in 2001. As greatest influence is expected the recession. However, the changed laws and requirements may also have an influence. In any case, the fluctuations in compensation should be further investigated to examine the possible influences. 


6.6 Summary

In this chapter the results of the tests are described. First an independent sample t-test is conducted to test whether the mean of the total salary differs when a CEO is also a chairman with regards to when he is not chairman. From the t-test it came clear that there are significant differences in the mean of the two groups, what is ‘CEO is chairman’ and ‘CEO is no chairman’. After, a linear regression is used to test on consistency between the variables. The linear regression model is:
CEO compensation= 5.603 + 0.1CEO_is_Chairman + 0.006Age – 0.002CEO_Tenure 
From the analysis comes clear that AGE has a small but significant effect of 0.6% on the compensation, while CEO Tenure has a very small and negative effect of 0.2%. When the CEO is also chairman, the compensation is significantly and positively affected with 10% with respect to when he is no chairman. Of the variable age was expected to have a positive influence on the compensation. Even though the variable has a slight influence on the compensation, the result has confirmed the expectation. Of tenure also a positive relation was expected, however the result showed the opposite. However, the significance of both control variables is very low, so there should be more investigated in the relationship between compensation and CEO age and tenure. From the analysis comes clear that CEO duality has a positive and significance influence with 10% on CEO compensation. This signifies that the executive compensation is 10 % higher in case a CEO serves also as a chairman of the board of directors. Therefore it can be concluded that the hypothesis is accepted. 

Finally, the results are compared with the literature overview of chapter 3. It came clear that research by Jensen and Fama (1983), Finkelstein and Hambrick (1989), Tosi and Gomez (1989), Boyd (1994), and Bebchuck and Fried (2003) are consistent with the findings, which emphasizes that the power of the CEO can influence his pay. The findings of Hill and Phan (1991), and Brickley, Coles, and Jarrel (1997), Boyd (1995) and Sanders and Carpenter (1998) were not supported. The findings of Jensen and Meckling (1976), Deckop (1988), Hermalin and Weisbach (1988), Ryan and Wiggens (2004), and Chhaochharia and Grinstein (2009) are partially consistent.
Chapter 7: Discussion
7.1 Introduction

In this chapter the findings of the tests will be discussed with respect to literature of chapter three and economic history. 
7.2 Discussion with respect to literature

Age
Of the variable age was expected to have a positive influence on the compensation. Even though the variable has a slight influence (0.6%) on the compensation, the result has confirmed the expectation. According to also a weak relationship exists between CEO compensation and age. However Deckop (1988) found a negative relationship for these variables (Deckop, 1988). In this paper it was assumed to have a positive relationship to age for some reasons. The gained experience and knowledge of the executive through years by his position as well as education contribute to a higher executive pay. Older CEOs have more experience and knowledge, which allows them to demand a higher compensation package. Finkelstein and Hambrick found a U shape relationship of age with compensation, which signifies an increase in compensation till a certain point, after which it shows a negative relation to compensation. This relationship of pay outs over time may be due to CEO’s personal circumstances. The need for cash increases in his young years and decreases as he gets older and no longer has major expenses as housing costs and costs of care of children. (Finkelstein & Hambrick, 1989) 

Tenure
Of the variable tenure was also expected to have a positive influence on compensation. It was expected that the longer the CEO tenure, the higher is the ability to dominate the board and so influence his own compensation package positively. However the results show a negative influence of 0.002% on CEO compensation.  According to Hill and Phan (1991) there are two possible reasons for this. The first is the power of the CEO to nominate and replace board members. In the course of time, the CEO would be able to compose his ‘own’ board. 
Second, CEOs have more information than shareholders and the board. The executive would be able to use this specific information against the board and shareholders in order to influence his compensation package (Hill & Phan, 1991). However, the results prove the opposite. Tenure has only one negative effect of 0.06 percent on compensation, which is very small effect. This may be due restricted mobility of the CEO, or due to the replacement of the CEO by younger executives. It may be also due to changed preference of other forms of payout over current cash, which does not influence the compensation package as much Finkelstein and Hambrick (1989).  In contrast, Deckop (1988) found a weak and negative relationship between CEO tenure and executive compensation. Finally, Ryan and Wiggens (2004) state that a long tenure indicates that the CEO becomes entrenched, his influence on the nomination process of new directors increases, and control over the board increases. They conclude that CEOs with a long tenure and CEOs of whose board of directors is not independence are rewarded less on equity based compensation, because they have the ability to influence their compensation scheme to make it less sensitive to stock price performance. (Ryan Jr. & Wiggins, 2004)
CEO compensation
On the basis of literature and theories, it was expected to have a positive relationship with CEO compensation and duality. From the analysis comes clear that CEO duality has a positive and significance influence with 10% on CEO compensation. This signifies that the executive compensation is 10 % higher in case a CEO serves also as a chairman of the board of directors. This result can be explained by studies which assume that as CEOs power increase in a company, he will affect his compensation positively. Separation of ownership and control makes it possible to enlarge the power of the CEO. Especially in the presence of a weak board control and weak corporate governance, the CEO is able to affect his compensation. An agent will always seek for ways to maximize his own welfare. If a manager owns 100% of a firm, his interest would be aligned with the interest of the firm, since he gains from the profit of the firm. However, if the manager doesn’t own 100% of the firm, his interest would not be aligned with the interest of the firm and he would seek ways that maximizes his own welfare. According to Jensen and Meckling (1976), he can do this by extracting rents or searching for new profitable organizations. Tosi and Gomez-Mejia (1989) found that monitoring and incentive alignment was less present in management-controlled firms, than owner-controlled firms. By separation ownership and control, it would be possible for the CEO to influence his compensation positively to protect himself against uncertainty. Jensen and Fama (1983) support this view and add that the solution for arising agency problem and agency costs is to separate decision management from decision control. In this way power of the CEO is limited. According to Bebchuk and Fried (2003), the ability of managers to extract risk increases with their power. Executives have more power when the board of directors is relatively weak; there is no large outside shareholder; there are fewer institutional shareholders; and managers are protected by anti-takeover arrangements. Boyd (1994) found that the degree of board control is suggested to be effective under several measures: CEO duality, the ratio of insiders, and board stock ownership. He also found evidence that CEO duality has a negative influence on board control since CEOs power and control will increase and this, in turn, will strengthen his position. Boyd (1995) did research on the relationship between board duality and firm performance. He did not find a significance effect of the agency theory on the relationship between duality and performance. This finding is in contradiction of the results in this paper, in which the agency theory is supported. Hermalin and Weisbach (1998) did research on the effectiveness of the Board, of which the appointment of members is partially influenced by the CEO.  A board composed by members of the management team will decrease board power, and board's effectiveness depends on negotiations between existing directors and the CEO which will take over the position of chairman. Although, the relation between board composition and board control is not tested in this paper, the view that board chair duality weaken board control and influences compensation is supported. Sanders and Carpenter (1998) found that the effect of degree of internationalization on the level of executive pay was greater for CEOs who did not chair the board of directors, what suggest a negative relationship between executive pay and board duality. Since the degree of internationalization has not been tested in this paper, no conclusions can be drawn with regard to internationalization. However, the findings of Sanders and Carpenter (1998) do not support the assumption of a positive relationship between board chair duality and executive pay. Likewise the findings of Brickley, Coles and Jarrel (1997) are not in accordance with the results. They found that board duality is efficient and corresponds to the interest of the shareholders of large American companies, and that legislative reforms forcing separate titles are misguided. However, more explicit estimates of the costs and benefits are necessary before final conclusions can be drawn regarding this subject. Another possibility of higher compensation is that of weak corporate governance. According to the accounting scandals of 2001-2 it is proven that there was a lack of corporate governance. Fahlenbrach (2008) found that weak corporate governance goes along with high sensitivity for CEO pay for performance. He founds that firms with weak corporate governance mechanisms tend to give more power to the CEO. Furthermore, he founds that CEOs have a higher pay-for-performance sensitivity in case of board duality, more inside directors on the board, and little monitoring by large shareholders. Weak corporate governance would ensure better alignment between CEO incentives and shareholders’ interest, which results in a higher pay for performance sensitivity. As CEOs’ risk increases with this sensitivity, he is compensated for that risk by receiving a higher executive pay (Fahlenbrach, 2008). Ryan and Wiggens (2004) also state that the effectiveness of corporate governance is the result of the independence level of the board of directors. The independence level of the board can be determined by some board characteristics. These board characteristics include: board composition, board size, CEO duality, and CEOs that are rooted in the company (CEO tenure). So, CEO duality and a long tenure would indicate a low control of the board. As discussed in chapter two, there are three factors why the CEO has a significant role in the corporate governance system. First, the CEO accomplishes an important function with regard to the selection procedure of directors. Secondly, the Board of Directors is contingent upon necessary information given by the CEO. The board must be confident that the information is complete and accurate. Finally, the CEO has the power to affect compensation packages. These factors weaken the power of the Board, and strengthen the power of the CEO (Pierce & Zahra, 1991)
7.3 Development of CEO compensation 

As resulted from the t-test, there are significant differences in the mean of the compensation package of CEOs who are chairman and of CEOs who are not chairman, and the results from the linear regression show a significant effect of board chair duality on CEO compensation. The executive compensation has growth strongly over the last three decades. This may be due to two main reasons according to Frydman (2008) (Frydman, 2008). First, the executive pay has increased since the 1970s, due in part to the increasing use of employee stock options. Second, comprehensive datasets which include detailed information on the executive pay are available for these years, what makes it possible to determine accurately the stylized facts on executive compensation over the past three decades. The increase in executive pay over the last decades has increased criticism to argue on determinants of CEO compensation. Different critics argue that the extraordinary increase in executive pay is due the extraction of rents by executives. According to Frydman, the trend in executive pay can be explained in two categories derived from theories. First, executive pay is considered as a result of competitive labor and product market, which includes the demand for talent and scale effects, the effects of trade and product market competition, and the growth of hiring extern managers. Second, institutions that are inside or outside the organization put restrictions on CEO compensation, this include the extraction of rents by CEOs, level of corporate governance, direct monitoring of shareholders, and the influence of social norms. Before the 80s, executives’ major payment consisted of salary and bonus, while during 80s the payment in stock options begun to increase. Especially begin the 90s stock options began to be a large part of CEO compensation. The aim of stock options is to link compensation to share prices, so that executives are given incentives to increase shareholder value. (Frydman, 2008)
For comparison with the two groups of ‘CEO is chairman’ and ‘CEO is no chairman’ the following figure (figure two) is made for a clear overview, which shows the bonus and salary separately. CEOs who are chairman are noticed by a ‘1’, and CEOs who are no chairman are noticed by a ‘0’. A stable growth in salaries can be found over the past 15 years, and this grow runs in parallel for the two groups. It is obvious that most fluctuations occurred in bonuses and this has affected the total compensation line in the first figure, since the shape of the total compensation line is near of the bonus line. Taken these figures, there can be assumed that bonuses are as most affected and not the salaries. This can be found in most pay for performance studies, in which it is found to have no significant relation between performance and fixed salary. However, of the two groups there can be found stronger peaks and drops in duality. In previous literature it was found that duality exists in a weak corporate governance structure, and CEOs has the ability to circumvent board monitoring in order to influence his compensation positively. The CEO could make short decisions to gain higher compensation rather than making long-term decisions (Deckop 1988). The gains and losses on the short term may be a possible explanation for the strong fluctuations in case of board duality. Remarkably, for the second group, of which CEO is also chairman, a deeper fall is perceived in the years 2001 and 2007 that the first group. This may be a possible outcome due to the recession in 2001 and crisis of 2007. Furthermore the sharp increase between the years 2001 to 2005 is stronger for the second group than the first group. It is obvious that bonuses of executives who are chairman are more affected than the executives who are no chairman. 
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7.4 Reflections in an economic changing climate
The whole study should be viewed in the light of the economical changing climate. The figures on page 79 represent: the development of the index of the stock market in the United States according to S&P Index 500 (figure four); figure five shows the growht of GDP as a percent change from preceding period in the USA and EU countries; and figure three shows the bonus development for CEOs who are also chairman (=1) and who are not chairman (=0). As came clear of figure two, salary has a stable growth and the fluctuations are only observed for the bonus line. Therefore figure three is made that only represents the bonus compensation for CEOs who are chairman of the board and for CEOs who are not chairman. 

Three peaks can be found, in the years 2000, 2005 and 2010, and two troughs in the years 2001 and 2007. The declines in the figures S&P index and GDP growth are the outcome of the recession in 2001 and credit crisis in 2007. It is remarkable that the CEO bonus fluctuations are strongly linked to the trend in the S&P index and GDP growth. The increases and decreases of the S&P index can also be observed for the same periods in the CEO compensation figure. For this reason the fluctuations in executive compensation can be attributed to the crises.  
How does it come that the figures are in line with each other? What actually happens when the stock market decreases is the renegotiation of CEO compensation. In a decrease of the stock market there is pressure to use more stock options instead of cash bonus in executive pay. So as a result, at the peak of the value of stock options in the year 2000, the CEOs receive big bonuses. But, as follows from the S&P index the peak is followed by a sharp decrease in the year 2003. Then, renegotiations in CEO compensation take place followed by an increase in the stock market to its zenith in the year 2007, with again big bonuses as a result for the CEOs. Again in the year 2009 there is renegotiated followed by an increase in the stock market, and this cycle goes on. Apparently, the incentives for CEOs are not capable to keep the economy stable.

One of the problems of stock options is that executives take advantages when the stock price increases, but don’t feel a difference in their wealth as a result of decrease in the value of stock options. In this case the executive can take big risks with negative consequences for the company, since they don’t perceive reduction in their wealth in case of value reductions in stock options. Another problem is that stock options are focused on short-term goals, rather that long-term. This has as result that CEOs boost the firm performance on the short term, without thinking of the consequences for the firm on the long run. It is clear that the current incentive schemes for CEOs are focused on the short term and should be revised to stabilize the stock market and to protect the firm of harming as a result of excessive risk taking behavior of CEOs. An example of an agreement that results in excessive risk taking behavior of CEOs is the ‘golden parachute’. A golden parachute is an arrangement for executives, which is included in their contract, and states that in case of termination of their function they will receive a compensation for that risk (may be in stock or cash). However, this arrangement includes high compensation rewards for executives to cover them of risks, and therefore executives are not afraid of taking risky decisions or being dismissed. 

Given the literature and findings with regard to the economic situation, it cannot be blamed the executives who benefit of excessive compensation. Given the agency theory, a manager will always seek for ways that increase his own welfare. For how it looks now, compensation schemes offer incentives for CEOs for the short term rather than long term. Executives are given too much certainty to cover them of risk what is at expense of the firm. Further, they are able to circumvent board control and influence their compensation package positively. However executive compensation remains a complex subject that needs further investigation in many aspects. For example there should be more investigated in risk taking behavior of executives, since each risk has another nature and one risk can be more harmful to the organization than another. The compensation schemes must be re-evaluated on the effectiveness and efficiency, remembering the main purpose of compensation schemes, which is to align shareholders´ interest. 
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Figure 3: represents the bonuses of both groups in large view (1= CEO is chairman; 0= CEO is no chairman).
Figure 4: represents the value of the stock market in the United States according to Standard & Poors 500 Index
Figure 5: represents the growht of GDP as a percent change from preceding period in the USA and EU. (Eurostat Bureau of Economic analysis)

Chapter 8: Conclusion and Recommendations

8.1 Introduction

In this chapter the conclusion will be given as a result of the tests and findings. Second, recommendations will be given, and finally the limitations of the study will be addressed. 


8.2 Conclusion

The research which was central in this paper was defined as ‘Board chair duality positively influences CEO compensation of public listed companies in the United States’. The aim was to find out whether an executive influences his compensation when he also chairs the board of directors. In order to test the relationship the hypothesis was set as:
H:  Board chair duality positively influences the CEO compensation

It was expected to have positive relationships between executive pay (salary + bonus) and the variables board duality, CEO age, and tenure. From the results of the tests in the previous chapter came clear that the CEO compensation is 10% higher when CEO is also chairman. There can be concluded that a CEO is able to influence his own compensation positively in the situation of board duality. This may be due to the increased power of the CEO when he also chairs the board. CEO age has a slight but significant effect on compensation (0.6%), while tenure has a negative but small impact on compensation (0,2%). So, the results don’t meet all of the expectations, namely of tenure. However, this significance is very small, so further investigation is needed to understand the relationship with tenure. There can be found an upward trend in total CEO compensation till the year 2005. The drops in CEO compensation in the years 2001 and 2007 are the result of the recession and economic crisis. However, further investigation in the relationship CEO pay and crises is needed to draw a conclusion on the effects of crises on executive compensation. 
Board duality is a concept that needs further investigation in order to examine its effects on the executive pay. Although, in this paper is determined that in case of board duality the CEO compensation is 10% higher. Possible theories and literature are explained in order to understand this influence. This paper adds value to existing literature by examining the compensation of the past 15 years, taken into account the recent events on the economic situation. On basis of existing literature and CEO compensation trends of recent years it is obvious that an executive tries to enlarge his welfare at the expense of the welfare of the firm. The view that CEOs may be rewarded more, given their position, is not approved in this paper. The criticism on the increased CEO pay and the accounting scandals support this view. 

Executive compensation remains a complex concept. There are various other variables that might explain the trend in executive compensation. Each circumstance or factor might have another effect on the different components of compensation. Therefore each component of executive compensation should be evaluated at difference circumstances with the presence of different factors. 


8.3 Recommendations

On basis of the conclusion there can be stated that a CEO is able to influence his own compensation scheme in a situation of board duality. Given the criticism of existing literature, an excessive executive compensation is perceived as negative. The board of directors is the supervisory board that is supposed to be independent. However, the independence and power of the board is weakened by the elevated position of the executive. Therefore, the recommendations apply to the board of directors:
In case of duality, board of directors should have the control of nomination process of new board members. Within this situation the CEO is able to compose a board that suits his own wishes. This function may enable the board of directors to protect its own independent position. Secondly, the Board of Directors is contingent upon necessary information given by the CEO. The board should be less dependent on the information given by the CEO, by performing controls on the delivered information. Since the position of the CEO is strengthen when he also chairs the board, the problems may be eliminated by choosing and independent (outside) executive that chairs the board. In this way, the CEO is less able to influence board members. 
8.4 Limitations 


A big limitation in this study is the low R squared as found in the regression analysis. This indicates that there are other variables that explain the CEO compensation for a big part. Even though the results comply with a big part of existing literature, further study is recommended for these variables.   
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