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ABSTRACT
Purpose — This commentary explores the implications of Aguinis and colleagues’ study, and in
particular their claim that the inconsistency between CEO pay and CEO performance is
reflective of a fundamental injustice. In doing so, the authors highlight issues regarding the
meaning of fairness in the context of CEO pay, the extent to which CEOs can personally affect
firm performance, and the challenges in ascertaining whether CEOs are overpaid, underpaid, or
appropriately paid.
Design/methodology/approach — The authors employ a conceptual approach, integrating
research on executive compensation and managerial discretion to lend nuance to Aguinis and
colleagues’ arguments and findings.
Findings — The main takeaway of the commentary is that CEO pay fairness is a complex and
multifaceted matter that can be difficult to broadly characterize. The evidence offered by Aguinis
and colleagues regarding power law distributions and the weak overlap between CEO pay and
CEO performance is compelling, but questions about income inequality and pay fairness rarely
lend themselves to straightforward answers. Some caution is thus warranted when evaluating
Aguinis and colleagues’ conclusion that the U.S. CEO labor market is pervasively unfair.
Originality/value — The authors urge scholars who build on the work of Aguinis and colleagues
to pay heed to the challenges in reconciling the twin concepts of CEO pay and CEO

performance.



Aguinis and colleagues (In press) begin their study with a simple yet provocative question: Do
CEOs receive the pay they deserve? In other words, do their actions or demonstrated capabilities
warrant a particular level of compensation? A simple neoclassical model suggests that, over the
long term, a CEO’s compensation is warranted if it is equivalent to the CEO’s marginal product,
or “the excess of a firm’s total profit under that person’s direction over what it would be under
the direction of the best alternative executive, plus the amount that would have to be paid to
secure the latter’s services” (Gomez-Mejia, Tosi, & Hinkin, 1987: 52). The greater the marginal
product, the greater the pay, or so goes the logic. The intuitive nature of this premise makes it all
the more surprising that researchers have struggled to find strong support for it, with the
collective evidence suggesting a statistically significant but practically modest relationship
between firm performance and CEO pay (for meta-anlayses, see Tosi et al., 2000; van Essen,
Otten, & Carberry, 2015). Aguinis and colleagues offer a fresh perspective on this corporate
governance conundrum, specifically by calling attention to the nature of the distributions
underlying chief executive officer (CEO) pay and performance.

Indeed, their study underscores a curiously taken-for-granted aspect of the CEO labor
market: the immense heterogeneity in the amounts CEOs are paid. Much of the focus from
academics and practitioners alike tends to be on the ever-increasing average pay of CEOs (e.g.,
Connelly et al., 2016; Kim, Kogut, & Yang, 2015), who in 2016 were paid around 350 times
what the average firm employee was paid® - an eye-popping ratio, to be sure, and one that
warrants our attention (and perhaps criticism). Sometimes lost in this debate, however, is the fact
that some CEOs are paid far more than others, even after accounting for contextual factors such

firm size, industry affiliation, macroeconomic trends, and so on (Wowak, Hambrick, &
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Henderson, 2011). Aguinis and colleagues shine a spotlight on this variance, arguing and finding
evidence that CEO pay follows a power law distribution whereby a small minority of CEOs
receives the lion’s share of the rewards. That is, the actual variability in CEO pay is much higher
than would be the case if it followed a standard normal distribution where extreme outliers (such
as are routinely observed in CEO pay samples) would be effectively impossible.

In one sense, this is not all that surprising. Economists have long argued that pay
distributions in fields such as the arts, sports, and business follow a power law (Gabaix, 2016).
This theory, known as the “economics of superstars” (Rosen, 1981), posits that even small
differences in talent can manifest in large differences in pay when individuals’ potential marginal
products — i.e., their ability to personally add value — increase exponentially toward the top of the
talent distribution. Because a CEO’s marginal product rises dramatically with firm size (Fama,
1980; Roberts, 1956), it makes sense that CEO pay would follow a power law distribution. To
the extent that the most talented CEOs are actually being hired by the biggest firms, then, the
rank orderings of CEO performance (more specifically, CEO marginal product) and CEO pay
level should be more or less overlapping (Gabaix & Landier, 2008; Malmendier & Tate, 2009;
Tervio, 2008).

It is regarding this latter point where the results of Aguinis and colleagues are most
striking. They find little overlap between the two distributions, an implication of which is that
some CEOs are paid far too much, and others far too little, relative to what they actually deserve.
This is suggestive of an inefficient labor market where boards are making inaccurate ex ante
assessments of CEO talent (i.e., the best CEOs aren’t being sorted into the firms where they can
make the biggest performance impact) and/or granting pay packages that are not closely

reflective of the CEO’s performance relative to peers (i.e., the best CEOs aren’t receiving the pay



they deserve for the performance they have delivered). Both possibilities imply that there is a
significant amount of noise in boards’ CEO pay decisions, which, in turn, could be construed as
being unfair or unjust to some (perhaps many) CEOs. However, although the authors’ evidence
of inconsistency between CEO pay and CEO performance distributions is both novel and
intriguing, the more general claim that this inconsistency is reflective of fundamental injustice
seems more open to conjecture. At the very least, we urge readers to consider three key questions
that help to inform the results and interpretation of Aguinis and colleagues’ study. First, and
most broadly, what does “fair” even mean in the context of CEO pay? Second, to what extent
can CEOs personally affect — for good or for ill — the fates and fortunes of their organizations?
Finally, how can we as researchers accurately assess whether a given CEO is overpaid,
underpaid, or appropriately paid? In the following pages, we offer some thoughts on these issues.
Fairness in the Context of CEO Pay

Front and center in Aguinis and colleagues’ study is the notion of fairness, or (in)justice,
which has long been a point of contention in the realm of executive pay. The issue is often raised
in conjunction with broader societal discussions regarding income inequality, which in recent
years has spawned marches, protests (e.g., the Occupy Wall Street movement), and a widespread
sentiment of anger about the wealth/power gap between the top “1 percent” (a group to which
most CEOs belong) and everyone else (Maharawal, 2013). In a way, the populist uproar over
CEO pay is a modern manifestation of an age-old dynamic whereby the working class questions
and/or distrusts the social hierarchy that gives rise to rich and powerful elites (Piketty, 2014).
Income inequality is a pervasive, long-term phenomenon (Milanovic, Lindert, & Williamson,
2011) that has served as the impetus for public uprisings from ancient Rome to the French

Revolution, and all the way through to modern times. In a world where the wealth of the Walton



family (descendants of Wal-Mart founder Sam Walton) is larger than the combined wealth of
42% of Americans (Fitz, 2015), questions of pay fairness provide near-daily fodder for the
mainstream media.

The pay fairness question raised by Aguinis and colleagues pertains to whether CEOs
receive the pay they deserve in light of the performance they have delivered, which is another
way of asking whether the best (or worst) CEOs receive the highest (or lowest) pay. As such,
their study emphasizes fairness as it applies to the pay CEOs receive relative to the pay other
CEOs receive, which is, of course, an entirely appropriate conceptualization of fairness in a
study of the CEO labor market. From a broader perspective, though, their study invokes a
number of other questions regarding the overall fairness of CEO pay. For instance, what
constitutes a reasonable average level of CEO pay? To what extent should CEO pay contracts
focus on value creation for shareholders versus value creation for other stakeholders (e.g.,
employees, customers, etc.)? And is there a socially acceptable limit to what even the best CEOs
should be paid?

While the first of these questions has not escaped the attention of researchers (e.g.,
Connelly et al., 2016; Kim et al., 2015), it is helpful to consider what the broader population
considers to be fair pay for CEOs. In a recent survey of over 55 thousand people in 40 countries,
Kiatpongsan and Norton (2014) found that people believed, on average, that an ideal CEO-to-
average worker pay ratio would be around 5-to-1 — obviously a far cry from the aforementioned
350-to-1 pay gap between today’s CEOs and lower-level workers. In short, there is a large
disconnect between what many people consider to be fair and what companies actually pay their

CEOs. This in and of itself does not mean that companies are wrong to pay CEOs what they do



(more on that below), but the sobering statistics above do give credence to the argument that
inequality, or at least the widespread perception of it, is “worse than you think” (Fitz, 2015).

Beyond public perceptions of what constitutes fair pay for CEOs, the issue of pay
fairness also touches on how CEO performance should be judged. Specifically, which
organizational audiences should be included in CEO performance evaluations? In weighing CEO
pay fairness from a broader stakeholder perspective, one should arguably consider not only the
value a CEO creates for shareholders, which is naturally an important (probably the most
important) basis for evaluating CEO performance, but also the degree to which a CEO creates
value for company customers, employees, and society at large. For example, recent research
suggests that abundant CEO stock option pay is associated with a greater incidence of potentially
life-threatening product safety problems that warrant recalls (Wowak, Mannor, & Wowak,
2015). Taking these types of outcomes into account might require changing how we think about
CEO marginal product (and the accompanying pay fairness), as shareholder value creation alone
may not fully capture the CEO’s true societal impact. The same argument can be made regarding
employee morale/commitment and corporate social responsibility (Berrone & Gomez-Mejia,
2009). In focusing solely on financial performance, Aguinis and colleagues (as well as other
researchers, ourselves included) may be inadvertently overlooking some other important criteria
that boards consider when setting CEO pay.

From a more philosophical standpoint, it is worthwhile to consider whether there are
socially acceptable limits to what even the best CEOs should be paid. Here, too, some data points
help provide context. According to a 2015 study of S&P 500 CEO-to-worker pay ratios
conducted by the job search firm Glassdoor, Discovery Communications CEO David Zaslav was

paid $156 million in 2014, which was 1,951 times more than the median worker pay in his



company. Is this simply too much for any CEO? Or is this level of pay warranted in certain
circumstances? (Interestingly, the Glassdoor survey included data on employee ratings of
satisfaction. Discovery Communications scored in the top 15%.) Should shareholders be upset
when Apple’s board pays CEO Tim Cook more than $370 million over his first five years in the
position (Gandel, 2016)? Maybe, maybe not. The economics of superstars theory argues that in
cases where the individual’s performance impact is significant, such pay levels may be worth it.
Outsized pay packages may also signal to the broader labor market that the company is willing to
pay top dollar for star performers, which can have a powerful signaling effect (Connelly et al.,
2011). As we discuss below, however, the justification for these pay decisions centrally depends
on the extent to which CEQs are personally responsible for firm performance.
The Influence of CEOs on Firm Performance

While Aguinis and colleagues ask whether CEOs receive the pay they deserve, a relevant
follow-up question is whether CEOs receive the proper credit (or blame) they deserve for firm
performance. That is, any consideration of CEO pay deservingness must account for the CEO’s
marginal product, as it is this latter quantity that forms the basis of economic theories of
compensation. Even if we eschew discussion of moral or ethical justifications for a given level of
compensation — after all, the claim that an individual deserves anything is an unarguably
ideological one — assertions based on economic precepts alone also can nevertheless still be quite
precarious. The key premise, and one that the management and organization literature continues
to struggle to support, is that we have access to robust, valid, econometric measures of a CEO’s
marginal product. Certainly, we can measure firm-level performance during the period that the

CEO was in office. But firm performance (and even residuals of performance regressed on



certain firm-level outcomes, as the authors have done) remains a very rough proxy for individual
CEO performance, let alone ability or underlying merit.

Admittedly, it is hard to fault Aguinis and colleagues’ broader idea that leaders are
instrumental to, and responsible for, the direction, behavior, and success of their organizations.
Upper echelons theory (Hambrick & Mason, 1984) is predicated on the idea that the firm is a
reflection of its top managers, and especially its most empowered senior manager. Executives’
distinct dispositions, ideologies, experiences, and cognitions are held to impact their fields of
vision, perceptions, and interpretations. This heterogeneity leads different executives to favor
different courses of actions, even when faced with objectively similar external stimuli. And, in
general, substantial evidence does bear out this claim (Finkelstein, Hambrick, & Cannella, 2009).
Presumably, then, organizational performance should be directly and measurably attributable to
individual leaders. This idea lies at the heart of much of strategic management, yet it is surprising
how little work directly supports such a claim.

One stream of research closely touching on this issue deals with the concept of
managerial discretion, or the idiosyncratic influence that executives can have beyond inertial
and/or uncontrollable outside forces — in short, the question of whether and when CEOs matter
(e.g., Hambrick & Finkelstein, 1987; Mackey, 2008; Wangrow, Schepker, & Barker, 2015).
Managerial discretion — and therefore the ostensible impact of executives on organizational
outcomes — varies as a function of individual-level (Carpenter & Golden, 1997), organizational-
level (Li & Tang, 2010), industry-level (Finkelstein & Hambrick, 1990), and even country-level
(Crossland & Hambrick, 2011) factors. Managerial discretion also acts as a general moderator of
upper echelons logic — the firm reflects its leaders more when those leaders themselves matter

more (Hambrick, 2007). Evidence also suggests that stakeholders within a given context are able



to recognize and respond to differences in discretion. For example, the negative relationship
between firm performance and subsequent CEO dismissal is several times stronger in high-
discretion societies than in low-discretion societies (Crossland & Chen, 2013).

That said, measuring, and thus getting to the heart of, individual CEO influence has
remained elusive. A series of variance decomposition studies suggests that, yes, in general,
CEOs do matter and often quite substantially. The “CEO effect” — the statistical impact that
CEOs have on firm performance variance after accounting for categorical forces such as year,
industry, and firm effects — has been estimated at anywhere from 5-6% up to 20-30% and above
(for reviews, see Hambrick & Quigley, 2014; Mackey, 2008). Yet several key caveats exist.
First, almost all CEO effect studies report substantial amounts of unexplained variance,
sometimes 50% or more of total firm performance variance. Second, this body of work has been
subject to significant criticism. For example, Blettner, Chaddad, and Bettis (2012) counseled
caution in evaluating the impact of CEOs on firm performance for a range of reasons, including
the characteristics of firm performance time series; possible confounding of CEO, firm, and
time; and the many interactions influencing the CEO-performance effect (also see Brush &
Bromiley, 1997). Other recent work argues that a non-trivial proportion of performance variance
is mistakenly attributed to CEOs and is in fact simple randomness (Fitza, 2014, 2017; also see
Quigley & Graffin, 2017). Third, and most importantly, even allowing for these concerns, most
of this work considers CEOs as a collective and provides little insight into the marginal product
or influence of individual CEOs.

Several authors offer alternative methodological approaches that may get closer to
identifying individual CEO effects, such as using samples of executives that have operated in

multiple firms (Bertrand & Schoar, 2003), measuring the CEO effect “in context” (Hambrick &
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Quigley, 2014), or assessing shareholder responses to unexpected events such as employee
deaths (Johnson et al., 1985; Quigley, Crossland, & Campbell, 2017). Naturally, each of these
alternatives also have their own limitations, but they bring us somewhat closer to answering the
question of how much specific CEOs matter, a question of vital importance to the underlying
issue of pay-performance fairness.
The Conceptualization and Measurement of CEO Over- and Underpayment

Aguinis and colleagues also invoke the concept of CEO over- and underpayment, which
captures the extent to which a CEO’s pay exceeds or falls short of what would be predicted
based on labor market norms (Fong, Misangyi, & Tosi, 2010; Seo et al., 2015; Wade, O’Reilly,
& Pollock, 2006; Wowak et al., 2011). The basic idea is that for any CEO job, there exists a
market rate (or reservation wage) for what the CEO should be paid given the particulars of the
position at that specific point in time: the size and complexity of the company, the financial
health of the company, the industry or industries in which the company operates, and so on. CEO
jobs vary in the demands they place on the people occupying them (Hambrick, Finkelstein, &
Mooney, 2005), and estimating a baseline market rate is a necessary first step in evaluating
whether a given CEO is being paid too much or too little relative to that baseline. The typical
scholarly approach for doing so involves regressing CEO pay on a set of observable, objective
characteristics such as those noted above (company size, recent performance, etc.). The residuals
from these wage models are then used as measures of CEO over- and underpayment, with larger
deviations from zero representing more extreme instances of overpayment (for positive
residuals) and underpayment (for negative residuals).

This approach certainly has merits, the most notable of which is that it substantively

reflects the benchmarking process that boards engage in when determining CEO pay (Holmstrom
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& Kaplan, 2003). Although boards have substantial discretion when choosing peer referents to
justify their CEOs’ pay (Faulkender & Yang, 2010; Porac, Wade, & Pollock, 1999), they also
tend to focus on objectively similar peers (e.g., comparably sized firms in the same industry)
when designing CEO pay packages. Scholars have argued that competitive benchmarking
“represents an efficient way to determine the reservation wage of the CEO and is a necessary
input to the compensation process” (Bizjak, Lemmon, & Naveen, 2008: 166). As such, residuals
from a reasonably specified wage model should capture, at least in part, boards’ conscious
decisions to deviate from market rates when setting their CEOs’ pay.

Yet this technique also comes with drawbacks that are sometimes overlooked in studies
of executive over- and underpayment. First, the R-squared values in researchers’ wage models
rarely exceed 0.50, which means that half (and often more) of the variance in CEO pay levels is
unaccounted for. No measures are perfect, of course, but the use of residuals from such weakly
predictive wage models introduces a considerable amount of measurement error that should be
kept in mind when drawing conclusions. Second, researchers often estimate wage models using
convenience samples of all applicable CEO-firm combinations in the Execucomp database,
which roughly covers the S&P 1500 population. (Indeed, we ourselves have used this approach.)
The relevant labor market for a given CEO is likely much smaller, however, as it strains
credulity to argue that the CEO of the 1,000" largest firm is a salient reference point for the CEO
of the 10" largest firm; moreover, the applicability of cross-industry pay comparisons is surely
open to question. As such, it may be advisable to use smaller samples of similarly sized industry
peers in wage models (Cadman, Klasa, & Matsunaga, 2010).

We likewise believe that scholars would benefit from following Aguinis and colleagues’

approach of assessing over- and underpayment as it applies to individual components of pay, as
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opposed to, or in addition to, total pay. Abundant research has shown that pay instruments such
as fixed salary, stock options, and restricted stock differ widely in their motivational properties
(for a review, see Wowak, Gomez-Mejia, & Steinbach, 2017), which suggests that the effects of
over- and underpayment may hinge upon the specific makeup of pay instruments that comprise
CEO compensation arrangements. Aguinis and colleagues’ use of this approach allowed them to
conclude that their findings were not being driven by one form of pay or another, as they found
consistent results across different operationalizations of over- and underpayment (total pay,
salary, bonus, and option pay). But one can readily envision scenarios where this would not be
the case, and it behooves researchers to incorporate different forms of over- and underpayment in
their theories and empirical analyses.
Conclusion

In summary, we greatly admire the aims of Aguinis and colleagues, and we applaud the
thoroughness and methodological sophistication in their study. Their argument about the
applicability of power law distributions in CEO compensation research is a point well-taken, and
the evidence they offer regarding the weak overlap between CEO pay and firm performance is
intriguing. At the same time, we counsel some caution when evaluating their broader claim that
the U.S. CEO labor market is characterized by pervasive injustice or unfairness. As scholars
build on Aguinis and colleagues’ work in their own research, we encourage them to also consider
the issues we noted regarding the meaning of fairness in the context of CEO pay, the challenges
that accompany assessing CEO marginal product, and the conceptualization and measurement of
value-laden constructs such as overpayment and underpayment.

One might even approach this issue from the opposite perspective by asking why boards

and firms seem to be getting this wrong so consistently (i.e., why the CEO performance and
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CEO compensation power laws so rarely match up). This may, in fact, be further evidence that
engaged firm stakeholders do indeed have an implicit understanding of the discretion and
influence of their senior executives. Perhaps it is not that the boards are getting the allocation of
compensation fundamentally wrong, but that it is us, as researchers, who should be more
circumspect in our evaluations of which CEOs deserve or do not deserve particular levels of
compensation. We offer no sweeping solutions here; only the request that researchers who will
undoubtedly build on the work of Aguinis and colleagues pay careful heed to the fundamental
challenges that accompany efforts to reconcile the twin concepts of CEO compensation and CEO
performance. Questions about income inequality and fairness rarely lend themselves to easy
answers, but they are nevertheless important for scholars to continue to explore — challenges and

all.
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