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Abstract. Excessive executive compensation is tantamount to a breach of agency contract. There are two main problems
with excessive executive compensation: excessive compensation is stealing from a shareholder’ s standpoint; excessive
executive compensation is demoralizing to the other workersin the organization.

Purpose. This paper aims to provide a conceptual framework of the antecedent and postcedent of excessive executive
compensation.

Approach. The paper inclines on agency theory and the attendant principal -agent contract. The paper follows a critical
deconstruction approach, culminating in the devel opment of an original conceptual framework.

Finding. Through a critical deconstruction of agency theory postulation of optimal agent’s response to corporate
compensation structure, it emerges that this postulation may not hold in all instances given that gargantuan
compensation structure has a high propensity to nurture irresistible executive financial misdemeanours to inflate profit
or share price, which are the performance index of reaping the excessive compensation. This incubates ancillary
agency costs to the detriment of the principal and corporate survival.

Theoretical and practical value. The paper offers insight into corporate governance strategy for accounting and
business law theory and practice in university business schools and for further research. In addition, corporate boards
may draw insights from the theory developed in this paper, which portrays the antecedents and postcedents of executive
excessive compensation. This theory will catalyse debate and rethinking of corporate compensation policies within the
boards of directors. The paper offers an original contribution to the contentious agency cost issues by developing a
conceptual framework of the antecedent and postcedent of excessive executive compensation — depicting obscured
additional agency costs.
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Konains HrBakse
VYuisepcumem Jlimnono, m. Ilimepcoype, Ilieoenno-Agpurancoxka Pecnybonixa

Cucrema HaAMipHOI BUHATOPOAY KePIBHUKIB — HeBIIOMe MOPYLICHHS
KOHTPAKTY 3 areHTCTBOM KOPIOPATHBHOI0 YIIPABJIIHHSA

Anomauin. Haomipna 6unazopooa KepieHUKI6 NPUpIBHIOEMbCA 00 NOPYULEHHS A2eHMCbK020 KOHmpakmy. Icnye 0si
OCHOBHI npobaemu, noé’ A3aHi 3 HAOMIPHOIO BUHAZOPOOOIO KEPIBHUKIG. HAOMIDHA BUHA2OPOOA — ye KPAOIdiCKA 3 MOYKU
30py aKyionepa; HaOMipHa 8UHA2OPOOA KePIBHUKIE 0eMOPANI3YE THUUX NPAYIBHUKIE KOMNAHIT.

Mema docnioxycenna. Ll cmamms mae Ha Memi HAOAMU KOHYENMYAIbHY OCHOBY NONEPEeOHiX i HACMYNHUX BUNAOKIE
HAOMIPHOT UHA2OPOOU KEPIGHUKIE.

Hocrnionuybkuii nioxio. Teopemuuynol OCHOB0I OOCHIONCEHHS € Meopis A2eHMCmed Ma CYNYMHbO2O 002080pY
npunyunan-azenm. Cmamms 0OMPUMYEMbCA NIOXO0Y KPUMUYHOI OEKOHCMPYKYIl, KYIbMIHAYIEID K020 € po3pobKa
OpUIHANILHOI KOHYENMYAbHOI OCHOBU.

Pesynemamu. Ha ocnosi kpumuunoi oexoncmpykyii nocmynayii azenmcobkoi meopii npo onmuMaibHy peakyiio azeHma
Ha KOPpNopamueHy CmMpyKmypy 6UHa2opoou 3 aCO8aHO, WO Ysi NOCMYIAYIL MOJCe He BUKOHYBAMUCA Y 6CIX GUNAOKAX,
8PAX0BYIOUU, WO 2I2AHMCLKA CIMPYKMYPA BUHA2OPOOU MAE BUCOKY CXUTbHICMb CHPUAMU HenepeOOPHUM (QIHAHCOBUM
3M08AHCUBAHHAM BUKOHABYOI 871A0U 3 Memoio 3a8ulyeHHs npudymky abo yinu axyiu, sKi € iHOeKcom egexkmuenocmi
OMpUMAHHA HAOMIpHOI 8uHazopoou. Lle npooykye OONOMIdCHI a2eHMCbKI eumpamu HA WKOOY NPUHYUNALy md
BUINCUBAHHIO KOMNAHII.
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Teopemuune ma npakmuune 3nauenns. Cmamms nponoHye po3ymMinHa cmpamezii KOPROPAMuUEHO20 YNPasiiHHs O
meopii ma npakmuku 6yxeanmepcbkozo OONIKY Ma 20Cno0apcbKo20 Npaed 6 YHIGepcumemcbKux OizHec-uikoaax, da
maxoxc 0 NoOaIbUUX 00Caiodcens. Kpim moeo, npagninta KOpnopayiti Modice NOYEpNHYmu KOPUCHI 3HAHHS 3 meopii,
po3pobneHoi 6 yiu cmammi, AKA ONUCYE NONEpeoHi Ma HACMYNHI BUNAOKU HAOMIDHOI BUHA2OPOOU KepiBHUKIE.
L meopis cmane xamanizamopom OUCKYCii ma nepeocMUCIenHs KOPROpamueHoi NOXmuKu unazopoou 6 paoax
oupexmopie. Cmamms NPOROHYE OPUIHAILHUU BHECOK y CHIpHI NUMAHHA A2EHMCLKUX SUmpam, po3poonaioyu
KOHYenmyanibHy OCHO8Y NONEPeOHiX 1| HACMYNHUX BUNAOKI8 HAOMIDHOI BUHA2OPOOU KepIBHUKIE — i3 DO3KPUMMAM

npuxoseanux 000aMKOBUX A2EHMCbKUX eumpant.

Kniouosi cnoea. 0ozosip npunyunan-azenm, KOPROPAMUSHe YNPAGLIHHI, A2EHMCbKI GUMPAMU, A2EHMCbKA Meopis,

NOPYUWEHHS KOHMPAKMY .

1. INTRODUCTION

The author believes that a better introduction and
perhaps a better summary of this discussion will be
Elson's essay on the answers to excessive executive
compensation:

“There are two main problems with excessive
executive compensation. The first problem with excessive
compensation is that it is stealing. Thisis a real problem
from a shareholder's standpoint. Number two, excessive
executive compensation demoralizes the other workersin
the organization. After all, everyone else in the
organization is not going to cut costs if they see the
executives taking and walking off with everything that
they thought they were saving” (Elson, 2007, p. 403).

The principal-agent theory has long been a notable
business and economic philosophy (Ali, 2014, pp. 419-432).
This theory tends to provide suggestions toward a potential
resolution (to the extent possible) of the ever-expanding
quagmire subsisting in the principal-agent contract and by
implication to the wider spectrum of corporate governance
(see example, Pandey et a., 2023). However, the many
exiging dilemmas in corporate governance amidst the
agency theories have made scholars suggest that many
ideologies of existing theories may not condtitute absolute
catalysts to governance problems. Instead, a plurdigtic
approach might provide better approaches to resolving the
expanding dynamics of corporate governance complexities
(Letzaet d., 2014).

Excess executive compensation is an aspect of
obscured agency cost that has suffered apparent neglect
or, a best, weakly discussed in the theory and practice of
accounting, law, economics, and business. The lack of
due attention to excess compensation may have emanated
from strands of philosophical sweeping of excess
compensation under the ambit of optimal contracting —
inthe somewhat generalized thought that excess
compensation stems from surplus economic gain from
exceptionally skilled CEOs. For example, according to
the optimal contracting theory, compensation is a key
performance incentive and a factor in luring and keeping
skilled executive directors (Bebchuk et a., 2001).
However, whilst this theory deserves due accolade, there
is an apparent lack of ceiling where excess compensation
may be said to have reached a climax and thus deserves a
hiatus. Along with this reasoning, Kramm & Robeyns
(2020) remind us of the advocacy by modern philosophy
about the need for an upper limit to individua wealth
acquisition. This is because, by nature, wealth acquisition
is insatiable; accordingly, if an agent's excess
compensation is left boundless, it may lead to an ultimate

sub-optimal  return to the corporation, which might,
therefore, corrode the very essence of agency costs.
The crux of agency cost is to attempt a balance between
the principal and the agent’s interest; after that, the agent
may provide commensurate services and return the
principa’s investment in the corporation. Accordingly,
without a ceiling on excess compensation, it may imply
that the more a company's financia performance
increases, the more the CEO may acquire excess
compensation.

“Excessive pay is defined as compensation that is
20% or greater than the national average CEO salary”
(Whelton, 2012, p. 15).

Scholars such as Whelton (2012) argue that excessive
CEO compensation has changed the relationship between
CEOs and corporate stakeholders in addition to a
detrimental effect on the general society. Whelton (2012)
notes a cheating culture and attendant corruption, in
which excessive compensation incubates corporate
misconduct — which, amongst others, includes CEO
corruption and attendant unethical behaviour by
stakeholders. Harris & Bromiley (2007) concurs that
executive compensation may exacerbate corporate
financial impropriety.

It follows, therefore, that if excessive compensation is
likened to cheating, if stakeholders are not happy with
excessive compensation and if it breeds a ripple of
corruption along the corridors of corporate governance, it
is thus tantamount to an obscured breach in principal-
agent contract.

Corporate law experts and accountants need
additional information to assist with tracing and solving
corporate misconduct.

The contemporary corporate landscape is in dire need
of increased financia ethics. Hence, an obscured aspect
of this phenomenon is the problem of this paper, namely
the need to understand the antecedents of excess
compensation and the attendant governance issues that

need corporate regulatory and policy redressing.
Accordingly, this paper provides a framework

highlighting the drivers of excess compensation, which
may assist in modelling additional regulatory checks and
policiesin corporate governance.

The next section of the paper provides a synopsis of
principal-agent theory, thisis followed by a discussion on
obscured agency cost (excessive executive compensation)
and a framework. The fina section provides the
conclusion and recommendation.
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2. PROBLEM STATEMENT

Contemporary executive compensation seems to rely
sweepingly on the agency theory assumption that agents
would respond optimally to formulating their structure of
incentives. “A bounded rationality perspective also
suggests that rewards for specific outcomes increase the
probability that individuals work toward those
outcomes’ (Harris & Bromiley, 2007, p. 352). However,
excessive compensation may counter the agency theory's
assumption regarding incentives.

In their research, Harris & Bromiley (2007) note that

executive behavioural constructs may be
phenomenologicaly  profoundly  entwined  with
incentives. An intriguing submission by Harris

& Bromiley (2007) is that it is far easier to be ethica
when a manager’s pay is not too gigantic, but that: “ It is
harder to be ethical when substantial portions of one's
pay can be influenced through misrepresentation. The
strong incentive power of stock options means that “ the
temptation to inflate stock prices artificially will also be
strong”, especially when options congtitute a large
portion of a CEO's pay package” (Harris & Bromiley,
2007, p. 352).

The above postulate in Harris & Bromiley (2007) had
areal-life industry corroboration when a highly rated US
litigator and former federal prosecutor commented that
huge executive financial compensation, which existed in
Enron, was a significant insignia to the existence of
executive financial malpractice and its linkage to Enron’s
debacle. Thus, in his law article in the New York Times
of 2002. Eichenwald (2002) elaborated the following
regarding executive excessive compensation in Enron:
“The bonus payments and other special cash
distributions include some $320 million paid just 10
months before Enron's collapse into bankruptcy,
according to company records. Legal experts said that
the payments could provide strong evidence of a mative
for the financial machinations that investigators think
distorted the company's reported performance and
ultimately led to its demise. Without those efforts, the
profit and stock price levels required to obtain the money
almost certainly  would not have been
reached” (Eichenwald, 2002, p. 1).

3. RESEARCH OBJECTIVE

This paper aims to provide a framework for the
antecedents and postcedent of excessive executive
compensation. It would be very valuable for corporate
attorneys and accountants in tracing and ameliorating
corporate financial malfeasance.

4. THEORETICAL BACKGROUND

Agency Theory in Corporate Governance —
A Synopsis

Agency theory describes the relationship between a
principal and the agent; whilst the principal provides the
capital, the agent is hired to run the business on behalf of
the principal. By so doing, the principa delegates
authority to the agent and in return, the agent is expected
to run the business efficiently to provide financial returns
to the principal. This, therefore, represents the contract or

the agreement that subsists between the agent and the
principal; however, given that the agent runs the business
on a day-to-day basis, the agent develops an apparent
monopoly of the business information more than the
principal (Mishra, Heide, & Cort, 1998).

This information imbalance creates information
asymmetry, which results in corporate governance
problems because ceteris paribus businessmen and
women are economically rational people and would place
their personal financial benefit first before thinking about
the principal. Accordingly, possessing abundant
privileged information may influence the extent to which
the agent could abuse their power by using corporate
information to their personal advantage at the expense of
shareholders (Haugen & Senbet, 1979; Macher et al.,
2011). These and more create problems for the principal
who initiates approaches for monitoring the activities of
the agent; these include, among other things, regular
preparation of financial reports and external auditing of
the financial reports, which gives rise to agency costs in
the principal-agent contract, which includes amongst
others monitoring costs, bonding costs and residual l1oss
(Florackis, 2008).

5.RESEARCH RESULTS

The Obscured Agency Cost in Corporate
Governance — Toward a Framework of Excess
Compensation Cost

Scholars of economics and law uphold that
ideological penchant may be related to the economic
genres of ingtitutions and choice (Kalt & Zupan, 1990).
Therefore, ingtilling ideological characteristics into the
analysis of agency costs usher complexities, including,
among other things, the measurement problem and
approach to the measurement. Hence, Fama & Jensen
(1983) opine that a significant factor in corporate survival
is the approach and success in controlling agency
problems.

Fama & Jensen (1983) opine that the root of agency
problems lies in the cost implication of writing and
enforcing contracts between the agent and the principal.
These expensive characteristics of the principal agency
relationship result in different agency costs, such as
monitoring costs, structuring costs, bonding costs, and
residual costs (or residua loss). Albeit the agency costs
are meant to neutralise and/or reduce the agent’s excesses
or contravention of the contracts, there is ill no
guarantee that the principal is assured of positive benefit
from the business entrusted to the care of the agent. There
is the possibility that in some principa agency
relationships, the total costs of contract enforcement may
exceed the benefits. The excess costs over the benefits of
the agency relationship are the residual loss (or residua
costs) (Fama & Jensen, 1983).

Two opposing perspectives on excess pay result in
opposing predictions about how governance structures
and excess compensation might be related. On the one
hand, excessive pay might be an agency expense
(Bebchuk et al., 2001). According to the managerial
power hypothesis, executive directors have significant
control over their own pay, making it difficult to deter
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them from securing a lucrative contract that is not always
related to their performance (Bebchuk & Fried, 2003).
This theory says excess compensation worsens agency
issues by hurting business performance. Accordingly, the
agency cost view would expect governance structures to
function as a limitation against excessive compensation
of executives; this function is thus anticipated to reduce
agency costs.

On the other hand, according to Fama (1980),
excessive compensation may be a way to increase senior
directors drive to boost businesses financial
performance. According to the optimal contracting
hypothesis, pay is a key performance incentive as well as
a factor in luring and keeping skilled executive directors
(Bebchuk et al., 2001). Therefore, if a company agrees
with this viewpoint, the company should try to pay more
than the opportunity costs of executive directors in order
to have them achieve more desirable results (Bebchuk et
a., 2001). According to Shleifer & Vishny (1997),
governance arrangements are generally interested in a
company's ability to maximize its profits. The governance
structures are, therefore, anticipated to promote excess
remuneration to maximize company performance,
according to the performance motivator view of excess
compensation.

This paper’s framework is developed with reliance on
the critical literature argument that excessive executive
compensation, in addition to constituting extraordinary
cost burden to the principal, may contain other ancillary
costs (directly or indirectly), which, put together, may
jeopardise the interest of the principa and other
stakeholders, with an additiona potential threat to
corporate survival at the long or short.

This framework corroborates scholarly arguments in
the empirica literature, which questions the value of
excessive executive compensation (Walker, 2012):
“Extracting excessive executive pay is likely to have
other adverse consequences beyond transferring funds
from shareholders, other investors, and workers to
executives. The managerial power view of the executive
compensation setting process implies that the design of
executive pay packages will be distorted from the most
efficient design to camouflage executive pay and deflect
outrage. To the extent that it is transparent, excessive
executive pay may adversely affect worker morale at
lower organizational levels’.

Whilst buttressing the argument that excessive
executive compensation may entice executives to
financial malpractices that could tumble the corporate
existence, Eichenwald (2002) quoted Stephen Meagher —
a US white collar case expert, alitigator and a former US
prosecutor, as follows: “A strong financial motive is
probably the best evidence a prosecutor can get to
promote or establish criminal intent,” said Stephen
Meagher, a former federal prosecutor who handled
white-collar cases and now represents whistle-blowers.
“The levels of compensation that we are talking about
here would certainly seem to be a powerful incentive for
anyone to do anything.” (quoted in New York Times by
Eichenwald, 2002, p. 1).

Based on the preceding discussions, this paper
contributes a framework in Figure 1 for understanding the
dynamics and further discussion of excessive executive
compensation.

Weak corporate
governance

Decrease in stock returns

A

A 4

Overconfident CEO |[¢—»

CEO excess compensation

Joint effect

A 4

Overinvestment &
value-destroying M&A

Decrease in profit

Figure 1. Framework of Excess Executive Compensation —Ancillaries and Ripples

Source: Author’s Modd (with insights from the literature).

6. THEORETICAL AND PRACTICAL VALUE

This paper possesses practicad and academic
theoretical significance. Corporate boards may draw
insights from the theory developed in this paper, which
portrays the antecedents and postcedents of excessive
executive compensation. This theory will catalyse debate
and rethinking of corporate compensation policies within
the boards of directors. This paper's conceptua
framework would engender further discussions, debates
and research that would apply the conceptua framework

to critical and empirical research. Additionaly, the issues
raised in this paper provide a good discussion paper for
business schools in corporate governance and business
law classes.

The paper contributes a new debate on the corollaries
and ripples of excessive executive compensation by
developing a new conceptual framework, which brings
new insight and deconstruction to the principal-agent
contract and the attendant agency costs.
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7. CONCLUSION

This paper was motivated by the apparent obscurity of
the dynamics of additiona agency cost implicit in
excessive executive compensation. Accordingly, there
exists a corporate governance problem which draws from
an apparent sweeping belief that excessive executive
compensation inclines on the agency theory assumption
that agents would respond optimaly to executive
compensation  structure.  Thus, most executive
compensation  structures have been tailored toward
unlimited executive compensation perksin so far as there
is evidence of improved profit or share price
performance, albeit the apparent existence of unethical
financial practices that beget the profit or share price
performance.  This obscured agency costs further
obfuscate accounting and legal apparatuses that could be
applied to curb related malfeasance. Therefore, this paper
engaged in a critica deconstruction of excessive
executive compensation and provides a maiden
conceptua framework to guide practical and theoretical
understanding and further developmental debates around
excessive  executive compensation (EEC). This
framework highlights the intertwined antecedents to
excessive executive compensation and the postcedents of
excessive executive compensation.

Overdl, the significance and value of the paper are
encapsulated within the additiona agency costs
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