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Introduction

Compensation policy is one of the internal control mecha-
nisms that may improve corporate governance in firms, as 
it aligns interests between managers and shareholders. 
This may consequently mitigate agency costs between 
them, reduce the managers’ discretion, and link the manag-
ers’ targets with corporate value (Merino et al., 2009). 
However, the disproportionate pay earned by Chief 
Executive Officers (CEOs) and executives, particularly 
when these high amounts of pay are not sufficiently asso-
ciated with firm performance, is a factor driving the recent 
attention to CEO pay.

Establishing and overseeing the company’s policies for 
compensating management are a function of the board 
(Baixauli-Soler & Sánchez-Marín, 2011). For this reason, 
the effective board monitoring should result in the direc-
tors using the pay process as a means of aligning manage-
ment and shareholder interests (Álvarez & Neira, 2006; 

Ozkan, 2007). However, sometimes the executives control 
the board of directors and, consequently, the board fails to 
fulfill its role.

As board features can be an element impacting the top 
managers’ compensation (Hermalin & Weisbach, 2003), 
the board’s composition is essential to achieving good per-
formance. Extant research has analyzed the relationship 
between the board’s characteristics and the CEO’s com-
pensation, focusing mainly on board composition and spe-
cifically on independent directors (Anderson & Bizjak, 
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2003; Ayadi & Boujèlbène, 2013; Petra & Dorata, 2008). 
Nevertheless, the previous literature has paid little atten-
tion to other board members, such as directors appointed 
by institutional investors (from now on institutional direc-
tors), since most previous literature has focused princi-
pally on the association between institutional shareholding 
as represented by shareholders and executive compensa-
tion (e.g., Cheng & Firth, 2005; Ezzeddine & Lamia, 2006; 
Hartzell & Starks, 2003).

Institutional directors appointed by specific dominant 
or controlling shareholders (i.e., banks and insurance 
companies) perform a significant role on boards and in 
resolving issues in corporate governance (Crespí et al., 
2004). In continental Europe, for instance, one of the 
most important agency problems is the expropriation of 
the minority investors’ wealth by large investors; there-
fore, institutional shareholders are among the most rele-
vant dominating shareholders whose presence on the 
board can compensate for the weaknesses of investor 
protection laws (De Andrés et al., 2005; Faccio & Lang, 
2002). Institutional investors thus affect corporate gov-
ernance and are expected to influence the companies in 
which they invest in an attempt to guarantee the compa-
nies’ sustainability in the longer term (Ferreira & Matos, 
2008). Prior research finds, in fact, that institutional 
directors have a relevant effect on financial reporting 
quality (Pucheta-Martínez & García-Meca, 2014), earn-
ings management (Koh, 2003), firm value (Kumar & 
Singh, 2012), and leverage (Booth & Deli, 1999; Byrd & 
Mizruchi, 2005). However, in many countries, this par-
ticular agency problem has led to dominant block-hold-
ers, particularly institutional investors, becoming 
directors. Accordingly, institutional directors have a sig-
nificant influence on continental European boards, 
accounting for 40% of the directorships in countries, 
such as Spain (Heidrick & Struggles, 2011). This high 
figure makes this country an interesting environment to 
explore the association between institutional directors 
and CEO pay.

With this purpose, we analyze first the effect of institu-
tional directors on CEO remuneration (total, fixed, and 
variable), as these directors represent institutional inves-
tors who are large shareholders: consequently, these direc-
tors might perform a relevant task in the supervision of 
managers and in the decision-making process. Second, we 
assume that institutional investors do not behave in a uni-
form way. Recent literature argues that their abilities and 
motivations to engage in corporate governance and their 
aims in doing so may be different (Almazán et al., 2005; 
Cornett et al., 2007; Ferreira & Matos, 2008). Brickley 
et al. (1988) posit that the type of commercial links 
between companies and institutional investors defines the 
role of institutional investors and, consequently, also 
defines the impact of institutional directors on CEO pay. 
Hence, business ties might raise conflicts of interest, as 

institutional investors without such relationships are prob-
ably able to perform more independently and to engage 
actively in monitoring, therefore challenging and impos-
ing controls on corporate managers. Therefore, we distin-
guish between pressure-sensitive directors, who represent 
institutional investors that invest and maintain business 
ties with the firm where they are represented on boards, 
and pressure-resistant directors, who represent institu-
tional investors that only maintain an investment relation 
with the company.

The remainder of the article is structured as follows. 
Next, we address the theoretical background and hypoth-
eses. The section “Research design” describes the institu-
tional setting, the sample, the variables, and the 
methodology. Section “Results” presents the results. 
Finally, the conclusion, the study limitations, and future 
research are provided.

Theoretical background and 
hypotheses

Agency theory is one of the main frameworks used to 
describe the design of compensation policies. According 
to this theory, the separation between the ownership (prin-
cipal) and the management (agent) causes information 
asymmetries and conflicts of interest between them 
(Jensen & Mecking, 1976). The mechanisms for monitor-
ing the alignment to resolve this conflict of interest 
between owners and managers are established by agency 
theory. Among these mechanisms, compensation policy is 
used to align the CEO’s behavior with the owners’ inter-
ests (Fama & Jensen, 1983). The managerial power 
approach posits that CEOs have sufficient power to control 
the board and set or influence their own remuneration 
(Bebchuk & Fried, 2003). Hence, the greater the CEOs’ 
power is, the greater their capacity to increase their income.

The academic literature shows that the monitoring role 
is played by institutional directors and not by independent 
directors (e.g., García Osma & Gill-de-Albornoz Noguer, 
2007; Pucheta-Martínez & García-Meca, 2014). In this 
respect, previous evidence reports that independent direc-
tors do not enhance corporate governance and do not affect 
CEO compensation (e.g., Core et al., 1999; De Andrés 
et al., 2017; Feng et al., 2010; O’Reilly & Main, 2010). It 
is, therefore, interesting to explore the role of institutional 
directorships in determining CEO pay.

Institutional investors can influence CEO compensa-
tion directly through monitoring activities (Gillan & 
Starks, 2000). According to Ryan and Scheider (2002), 
institutional investors are characterized by playing a rele-
vant supervising role. In this regard, David and Kochhar 
(1996) argue that the larger proportion of shares usually 
held by institutional directors (Ozkan, 2011) makes it dif-
ficult and costly for them to sell off their shares, as such a 
move may negatively affect the stock price; therefore, they 
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have incentives to perform monitoring activities and to 
affect CEO compensation. Furthermore, institutional 
investors manage money from other people; hence, they 
have to safeguard their investment against the loss of value 
through monitoring activities and by promoting changes, 
such as those affecting CEO compensation (David & 
Kochhar, 1996). Apart from these incentives, monitoring 
provides benefits, such as influence on management, 
potential financial profit from such influence, and better 
information (Chen et al., 2007), but monitoring is highly 
costly. Therefore, monitoring activities are probably only 
cost-effective for institutional investors and, as a result, 
these activities are most likely to be undertaken by institu-
tional investors (Shleifer & Vishny, 1986).

In addition, institutional investors believe that CEOs 
are overpaid (Bebchuk & Grinstein, 2005) and that this 
overpayment may affect the firm value (Gerhart & 
Milkovich, 1990). Thus, institutional investors have rea-
sons to sit on the board and actively cooperate in resolv-
ing corporate governance problems. Furthermore, 
institutional shareholders are more effective in influenc-
ing the board than dispersed individual ownership is 
(Cubbin & Leech, 1983). Accordingly, institutional 
investor involvement reduces the CEOs’ influence on 
boards that set compensation, and their presence on 
boards is linked with tighter control over CEO compen-
sation (Bertrand & Mullainathan, 2001), as institutional 
investors have the expertise and resources to perform this 
control function (Lee & Chen, 2011).

Prior literature examines the supervising role performed 
by institutional investors, specifically focusing on how 
they will affect CEO compensation consistent with inves-
tor interests. Specifically, while greater pay is preferred by 
the CEO, institutional directors seek lower CEO pay to 
increase the participation of shareholders in the firm’s 
rents (Werner et al., 2005). In this vein, Hartzell and Starks 
(2003) evidence a negative association between institu-
tional ownership concentration and management pay. 
These same results are obtained by Khan et al. (2005) and 
Ozkan (2011), who find a negative impact of large institu-
tional investors on CEO compensation, showing the effec-
tiveness of these owners in alleviating likely agency costs 
by reducing CEO compensation. The thesis that institu-
tional investors decrease CEO pay is also suggested by 
Almazán et al. (2005), Core et al. (1999), Ezzeddine and 
Lamia (2006), Firth et al. (2007), and Ning et al. (2015). 
Sánchez-Marín et al. (2011) also report that the monitoring 
role performed by institutional investors reduces the com-
pensation level of top management. Similarly, Cheng and 
Firth (2005) report that institutional ownership restrains 
executive pay and Gómez-Mejia et al. (2003) find that 
institutional investors reduce the long-term income for 
CEOs. This evidence supports the monitoring (supervi-
sion) hypothesis, which suggests that some directors (insti-
tutional directors) have motivations to supervise 

management teams, and that, consequently, when perform-
ing their monitoring role, these directors (institutional 
directors) will have a negative impact on CEO pay.

However, authors, such as Croci et al. (2012), Feng 
et al. (2010), Fernandes et al. (2012), Khan et al. (2005), 
Lee and Chen (2011), and Victoravich et al. (2013), find 
that institutional ownership positively impacts CEO pay. 
This may be because to maintain their controlling position, 
institutional owners have sufficient power to make deci-
sions according to their own interests and against those of 
minority owners (Cornett et al., 2007; Ruiz-Mallorquí & 
Santana-Martín, 2009). Therefore, institutional sharehold-
ers tend to negotiate privately with firms (Carleton et al., 
1998) to ensure that their own aims are met, and, thus, they 
may collude with the management team (Pound, 1988). 
Accordingly, institutional directors most likely take part in 
tunneling activities (e.g., offering loan guarantees, obtain-
ing advantageous prices in contracts, or expropriating cor-
porate opportunities), rather than in performing monitoring 
activities, namely the monitoring of expropriation of 
wealth from minority investors (Johnson et al., 2000).

Other possible reasons for this positive relationship 
between institutional directors and CEO pay may be 
because institutional directors do not actually play a moni-
toring role and, therefore, do not reduce agency problems. 
Rather, as other theoretical perspectives suggest (resource 
dependence theory and the stewardship theory), they pro-
vide other benefits, such as legitimacy, expertise, and 
access to resources, advice, and channels of information. 
CEOs may thus use their power and influence to obtain 
better compensation. Broadly speaking, these views are 
consistent with the entrenchment (collusion) hypothesis, 
which posits that some directors (institutional directors) 
might have motivations to align with managers and, as a 
result, institutional directors will most likely support 
higher pay for a CEO.

While prior literature demonstrates a linear association 
between institutional directors and CEO pay, a nonlinear 
relationship between institutional directors and CEO pay 
has not yet been explored. Nevertheless, a nonlinear rela-
tionship (may be a U-shaped or an inverted U-shaped one) 
has been evidenced by authors who have analyzed the rela-
tionship between the largest shareholders, such as institu-
tional investors, and corporate performance (Claessens 
et al., 2002; Thomsen & Pedersen, 2000; Yeh, 2005). 
Specifically, Chirinko et al. (1999), Jara-Bertin et al. 
(2012), Navissi and Naiker (2006), and Zou (2010) show 
an inverted U-shape association between institutional 
shareholding and corporate performance. Therefore, the 
supervising hypothesis may be supported given that a 
higher percentage of institutional directors on boards 
results in a higher corporate performance. However, when 
their presence on boards reaches a tipping point, more 
institutional directors beyond this point will be negatively 
associated with firm value because they might entrench 
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themselves. In this situation, they gain absolute control of 
firms and extract private benefits, confirming the entrench-
ment hypothesis. This nonlinear relationship between 
institutional shareholding and corporate performance can 
be extended to the association between institutional direc-
tors and CEO compensation.

These arguments and findings are in line with Brewer 
(1991), who proposes the theory of optimal distinctive-
ness. This theory posits that the outcomes of a group’s 
composition are expected to be nonlinear: very low and 
very high proportions of certain characteristics (institu-
tional directors) within a group (board of directors) result 
in more negative effects (it will result in a higher CEO 
compensation when, according to prior research, a lower 
CEO compensation was expected). By contrast, more pos-
itive effects (it will result in a lower CEO compensation 
when, according to prior research, a lower CEO compen-
sation was expected) can occur when a balanced propor-
tion of characteristics exists (thus U-shaped). This would 
suggest that institutional directors not only might affect 
CEO compensation linearly but also that a nonlinear rela-
tionship could be possible. In addition, a higher concentra-
tion of power among other kinds of directors might be 
progressively more perceptible, as more institutional 
directors are appointed by institutional investors and may 
possibly generate dissatisfaction with those not holding 
this power, that is, the increasing number of institutional 
directors not holding power in the company. Therefore, 
this discontent, which could be due to their loss of power 
and control, might result in individual firm effects, such as 
lowered productivity or turnover, whose combined result 
would be adverse to firm performance. The power sharing 
among a few directors limits the power of the other direc-
tors, potentially resulting in negative effects on company 
outcomes and impacting CEO compensation. There are 
two opposite effects on CEO compensation that can there-
fore be exerted by institutional directors: these effects are 
supported by a nonlinear relationship (U-shaped), not by a 
linear one.

Consequently, the representation of institutional direc-
tors on boards will allow them to perform a more active 
supervising role, preventing CEOs from controlling the 
board and behaving opportunistically with their remunera-
tion. However, due to the differences (e.g., legal restraints, 
investment aims, and accountabilities) among institutional 
directors (Verstegen & Schneider, 2002), conflicts may 
increase when their representation rises on boards. This 
could happen because, instead of performing their moni-
toring tasks in an efficient way, they will be more inter-
ested in competing for control and in the formation of 
competing coalitions. Thus, institutional directors will pri-
oritize forming alliances to challenge the power of other 
institutional directors (Jara-Bertín et al., 2008). Strategic 
choices, such as CEO compensation, can be affected con-
sequently by such differences (Hoskisson et al., 2002). In 

this regard, beyond a certain threshold, more institutional 
directors on boards may generate coordination problems, 
and thus efficient monitoring performed by these directors 
may be lost; this may be exploited by the CEO to collude 
with institutional directors. In this way, institutional direc-
tors could pursue their own goals (e.g., offering loan guar-
antees, obtaining advantageous prices in contracts, or 
expropriating corporate opportunities) and CEOs could 
increase their managerial discretion to increase compensa-
tion. These arguments support a nonlinear association 
between institutional directors and CEO pay, which can be 
stated under the following hypothesis:

H1a. There is a nonlinear association between institu-
tional directorship and CEO total compensation. 
Institutional directors negatively affect CEO total com-
pensation, but when their presence on the board reaches 
a tipping point, they positively impact CEO total 
compensation.

However, institutional directors may also affect the 
structure of CEO compensation (Shin & Seo, 2011). If 
institutional directors perform monitoring activities effec-
tively, they will prefer more CEO fixed compensation and 
less CEO variable compensation. Despite the fact that the 
variable compensation is expected to positively impact 
firm value and align the managers’ and shareholders’ inter-
ests, variable compensation may boost the opposite behav-
ior. Variable pay might promote higher entrenchment 
behavior by CEOs (Croci et al., 2012) and may encourage 
CEOs to pay more attention to the short-term stock price 
(Peng & Röell, 2008) and to manipulate earnings 
(Bergstresser & Philippon, 2006). In this regard, the direct 
monitoring role-played by institutional directors may 
result in a lower demand for variable compensation. Based 
on the above arguments, we put forward the following 
hypothesis:

H1b. Institutional directors positively influence the 
CEO’s fixed compensation and negatively influence the 
CEO’s variable compensation.

Nevertheless, institutional directors (banks, pension 
funds, mutual funds, or insurance companies, among oth-
ers) are a heterogeneous group and employ different 
investment strategies and incentives to participate in cor-
porate governance (Bennett et al., 2003). The efficiency of 
supervision by institutional directors is affected by com-
mercial ties, limiting both their ability to monitor and their 
influence. In this vein, institutional directors can be classi-
fied into two groups: pressure-sensitive institutional direc-
tors and pressure-resistant institutional directors (e.g., 
Almazán et al., 2005; Brickley et al., 1988; Chen et al., 
2007; Cornett et al., 2007; López-Iturriaga et al., 2015; 
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Pucheta-Martínez & García-Meca, 2014; Ruiz-Mallorquí 
& Santana-Martín, 2009).

Pressure-resistant institutional directors (investment 
funds, mutual funds, and pension funds) represent institu-
tional investors that only have an investment relation with 
companies in which they have invested and these directors 
do not have to face a potential conflict of interest arising 
from their commercial links to a firm. This allows them to 
be more independent of the firm, and it is more probable 
that they will take an active part in monitoring and exert-
ing pressure to instigate changes (Almazán et al., 2005; 
Ferreira & Matos, 2008; Jara-Bertín et al., 2012; Pucheta-
Martínez & García-Meca, 2014; Ruiz-Mallorquí & 
Santana-Martín, 2009), thereby mitigating agency prob-
lems between shareholders and managers. These directors 
prefer to invest in a long-term horizon (Tihanyi et al., 
2003), are more likely to actively play a supervising role, 
may affect firm operations according to the shareholders’ 
interests, and are less exposed to pressure from the compa-
nies in which they have invested. From an agency theory 
perspective, pressure-resistant directors will have less con-
flicting interests that might prevent them from implement-
ing monitoring actions by acting as active monitors of the 
firm’s management (Brickley et al., 1988). This supports 
the view that pressure-resistant directors will support a 
decrease in CEO compensation.

Previous research provides evidence that pressure-
resistant institutional directors reduce agency problems 
through lowering levels of executive compensation. 
Parthiban et al. (1998) show a negative relationship 
between pressure-resistant institutional ownership and 
CEO compensation. Similarly, Dong and Ozkan (2008) 
also demonstrate that director pay is constrained by pres-
sure-resistant institutional investors. Almazán et al. (2005) 
and López-Iturriaga et al. (2015) stress that pressure-
resistant institutional directors are negatively associated 
with CEO compensation, and Shin and Seo (2011) find 
that as pressure-resistant directors, directors representing a 
pension fund have a negative influence on CEO compen-
sation. Shin (2011) highlights that to reduce agency prob-
lems, pressure-resistant institutional directors prefer to 
monitor CEO compensation rather than linking it to firm 
performance, as such pay schemes may encourage CEOs 
to engage in fraudulent behavior (Zhang et al., 2008). It is, 
therefore, probable that due to their monitoring role, pres-
sure-resistant institutional directors will reduce CEO 
compensation.

However, Jiao and Ye (2013) extend the nonlinear rela-
tionship (an inverted U-shaped) shown by Jara-Bertín 
et al. (2012) and Navissi and Naiker (2006) between insti-
tutional directors and corporate performance to that 
between pressure-resistant institutional directors and firm 
performance. The authors show an inverted U-shaped 
association between pressure-resistant institutional inves-
tors and the firms’ future performance. This research 

supports the monitoring role-played by pressure-resistant 
directors regarding the management team, as their pres-
ence on boards enhances the firm value. However, when 
the percentage of pressure-resistant directors exceeds a 
certain point, the supervision role performed by them 
becomes ineffective because their influence on managers 
decreases. This might be because pressure-resistant 
directors pursue their own interests, and it is more prob-
able that they may collude with the management team to 
extract personal profits, thereby negatively impacting 
firm performance.

We extend the arguments that support a nonlinear asso-
ciation between pressure-resistant directors and firm value 
to the analysis between pressure-resistant directors and 
CEO compensation. Consistent with the impact of institu-
tional directors as a whole, we posit that efficient monitor-
ing by pressure-resistant directors will result to some extent 
in a negative relationship between them and CEO compen-
sation. However, if their presence on boards reaches a 
threshold, both conflicts of interest and coordination prob-
lems may appear between pressure-resistant directors, and 
this may be exploited by CEOs to ensure their own aims are 
met by various means, for example, by obtaining greater 
compensation. In this context, efficient monitoring may be 
lost, and CEOs may achieve more control and power and 
collude with pressure-resistant directors (Jiao & Ye, 2013). 
Therefore, instead of a linear relationship, there might be a 
nonlinear (a U-shaped) influence of pressure-resistant 
directors on CEO compensation.

In contrast, pressure-sensitive institutional directors 
(banks and insurance companies) are appointed by pres-
sure-sensitive investors, who apart from investing in firms, 
also have a commercial relation with them. It is possible 
that the main objective of pressure-sensitive institutional 
investors, unlike pressure-resistant investors, is not simply 
to maximize firm value but also to expand their own busi-
nesses and derive private profits (Cuervo, 2002; Gorton & 
Schmid, 2000). Pressure-sensitive institutional directors 
are more likely to face conflicts of interest arising from the 
business relationship (Almazán et al., 2005; Shin & Seo, 
2011), as they may jeopardize the business relationship if 
they propose changes (Chen et al., 2007). Furthermore, 
pressure-sensitive directors may prefer to not monitor 
CEOs, and it is more likely they will support the CEO’s 
actions (Brickley et al., 1988). These directors will incur 
higher monitoring costs than the pressure-resistant direc-
tors will incur because the effort required from pressure-
sensitive investors to monitor managers is greater due to 
the need to protect their business relationship (Almazán 
et al., 2005; Chen et al., 2007). This dependent position 
means that pressure-sensitive directors may lack the incen-
tives, motivations, and abilities to effectively monitor 
managers.

In this vein, past research finds that pressure-sensitive 
institutional directors negatively impact firm decisions, as 
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these directors, who maintain a double relationship with 
the firm, may have interests that conflict with the share-
holders’ interests (e.g., Brickley et al., 1988; Ruiz-
Mallorquí & Santana-Martín, 2009, 2011; Tribó & 
Casasola, 2010). Another reason that could explain their 
lack of incentives to monitor managers is that they face 
fiduciary standards and prefer to invest in short-term hori-
zons in order to obtain short-term earnings (see Van der 
Stede, 2013).

Pressure-sensitive institutional directors may be an 
effective mechanism for mitigating agency problems and 
protecting minority shareholders (Canals, 1995). 
Nonetheless, given the low level of shareholder protection 
in civil law countries, their ability to create, dominate, and 
control corporate groups (Morck & Nakamura, 1999), 
their use of privileged information to enhance their busi-
ness and their ability to create alliances with managers or 
other stakeholders allows pressure-sensitive directors to 
make private gains or profits at the expense of minority 
shareholders (Gorton & Schmid, 2000; Roe, 2003). 
Pressure-sensitive directors may face higher costs of 
extracting private benefits since most of them are under 
strict control by regulatory authorities (Maury & Pajuste, 
2005). For this reason, they might collude with CEOs by 
supporting their decisions, such as an increase in the 
CEOs’ compensation, in order to protect their business 
with the firm. David et al. (1998), López-Iturriaga et al. 
(2015), and Shin and Seo (2011) show that pressure-sensi-
tive directors increase CEO compensation.

Alternatively, the addition of pressure-sensitive direc-
tors on boards beyond a tipping point may play a more 
effective role in firm governance, which may have a nega-
tive effect on CEO pay. Although pressure-sensitive insti-
tutional directors are able to create coalitions to derive 
private benefits (Bennedsen & Wolfenzon, 2000; Jara-
Bertín et al., 2008), as their presence on boards increases, 
they may be interested in preventing the formation of 
agreements between themselves and CEOs to avoid expro-
priation activities. The monitoring role-played by them in 
contesting the power of other large shareholders may be 
enhanced (Gomes & Novaes, 2005) and could be used to 
monitor the CEOs’ decisions (e.g., CEO compensation) 
and to prevent collusion between the CEOs and other pres-
sure-sensitive directors. Pressure-sensitive directors might 
challenge the power of controlling owners and dominant 
shareholders, enhancing corporate governance, which may 
lead to a decrease in CEO pay.

The combination of these ideas supports a nonlinear 
relationship between pressure-sensitive institutional direc-
tors and CEO compensation. This nonlinear relationship is 
supported by De Andrés et al. (2010) and Morck et al. 
(2000), who analyzed the relationship between pressure-
sensitive institutional ownership and firm value (U-shaped).

A nonlinear relationship between pressure-sensitive/
pressure-resistant directors and CEO pay has not yet been 

explored, as far as we know. Based on the above argu-
ments, we propose the following hypotheses:

H2a. There is a nonlinear relationship between pres-
sure-sensitive institutional directors and CEO total 
compensation. Pressure-sensitive directors positively 
influence CEO total compensation, but when their pres-
ence on the board reaches a certain threshold, they neg-
atively affect CEO total compensation.

H2b. There is a nonlinear relationship between pres-
sure-resistant institutional directors and CEO total 
compensation. Pressure-resistant directors negatively 
influence CEO total compensation, but when their pres-
ence on the board reaches a certain threshold, they posi-
tively affect CEO total compensation.

As mentioned above, institutional directors might 
impact the structure of CEO pay. Pressure-resistant direc-
tors are less likely to receive pressure from firms in which 
they have invested because they do not tend to maintain a 
business relation with firms. Their actions are character-
ized by a long-term orientation: they will actively perform 
monitoring activities and for the reasons suggested in prior 
hypotheses, will prefer more CEO fixed compensation and 
less CEO variable pay. Concerning pressure-sensitive 
institutional directors, they will prefer more variable than 
fixed compensation for CEOs, as these directors prefer to 
invest in the short-term horizon, and the variable compo-
nent allows the CEOs to focus on the short-term stock 
price (Peng & Röell, 2008). Croci et al. (2012) report that 
the CEOs’ entrenchment may be enhanced by variable 
components, and pressure-sensitive directors will align 
with CEOs to gain more power in order to not damage 
their business with firms where they serve as board mem-
bers. According to the above arguments, we posit the fol-
lowing hypothesis:

H2c. Pressure-sensitive institutional directors nega-
tively (positively) influence CEO fixed (variable) com-
pensation, while pressure-resistant institutional 
directors positively (negatively) influence CEO fixed 
(variable) compensation.

Research design

Institutional setting

The features of the corporate governance system may 
influence compensation policy (Álvarez & Neira, 2006; 
O’Reilly & Main, 2010). The Spanish corporate govern-
ance environment is characterized by a low level of share-
holder protection, the presence of controlling shareholders 
due to the high level of ownership concentration (De 
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Andrés et al., 2005), the strong influence of pay practices 
between firms (firms tend to copy the remuneration prac-
tices of other firms) (Fernández-Alles et al., 2006), and a 
one-tier board system (all directors, nonexecutives, and 
executives make up one board). De Miguel et al. (2004) 
point out that, unlike the situation in the United States and 
the United Kingdom, in Spain, corporate control by the 
market is very unusual. This explains why the main agency 
problem among listed firms is the expropriation of the 
minority shareholders’ wealth by controlling shareholders. 
In addition, unlike the United Kingdom and the United 
States, where financial markets play an important role, the 
capital markets are less liquid in Spain. Thus, Spain has a 
financial system in which the banks have played a signifi-
cant and important role not only as creditors but also as 
shareholders and directors on the boards of firms.

To increase the transparency of firms and the level of 
protection of minority shareholders, Spain has undergone 
both legal and institutional changes. Several corporate 
governance codes have been issued. Focusing on compen-
sation policy and given the importance of this issue, the 
Código Unificado de Buen Gobierno de las Sociedades 
Cotizadas (CUBG, 2006) made recommendations to 
improve transparency concerning the remuneration of both 
managers and directors because transparency is essential 
to avoid excessive remuneration. In the same vein, in 
2003, the Spanish Government enacted the Transparency 
Act (Law 26/2003) aimed at strengthening the transpar-
ency of Spanish listed companies. This law was the first to 
make it mandatory for listed companies to disclose the 
details of the directors’ compensation. Since 2011, and 
according to the Sustainable Economy Act (Law 2/2011), 
listed companies have been required to submit both the 
directors’ and the senior executives’ compensation policy 
to a nonbinding vote at the general meeting of sharehold-
ers. The ECC/461/2013 Act was issued, whereby listed 
firms have to individually disclose the remuneration of 
their directors and managers. Finally, whereas the 31/2014 
Act aims at upgrading and improving governance, making 
the creation of an appointment and remuneration commit-
tee mandatory, the last updated corporate governance 
report (Código de Buen Gobierno de las Sociedades 
Cotizadas [CBGSC], 2015) recommends separating this 
committee into two: an appointment committee and a 
remunerations committee.

Given the high ownership concentration of most 
European listed firms in continental countries, such as 
Spain, Italy, and Germany, and in intermediate position 
countries, such as France, dominant shareholders take 
important positions on boards and strongly influence man-
agement. Among the dominant shareholders, institutional 
investors are some of the most important controlling share-
holders in Europe (Crespí et al., 2004). Institutional inves-
tors, represented by institutional directors on boards, own 
most of the main European continental corporations 

(Spain, France, and Italy). Therefore, how institutional 
directors take part in the firm’s governance is a significant 
public policy matter.

Spain provides a good scenario in which to examine 
how institutional directors may affect CEO pay. First, 
boards become the main mechanism for mitigating the 
most important Spanish agency conflict (the expropriation 
of minority shareholders’ wealth by controlling sharehold-
ers). Second, as highlighted above, Spain is the European 
country with the highest proportion of institutional inves-
tors on boards. Specifically, 40% of board directors in 
Spain are appointed by institutional investors.

Sample

The sample for the panel data analysis was extracted from 
the population of Spanish nonfinancial, listed firms for the 
period 2010–2014. Financial companies have been 
removed from the sample because of their particular 
accounting practices, which make it more difficult to com-
pare their financial statements to those of nonfinancial 
companies. Financial companies are under stricter super-
vision by financial authorities, so the role of their boards 
may be restricted by this control. An unbalanced panel 
consisting of 553 firm-year observations was drawn. 
Mergers, takeovers, or other companies going public 
explain the unbalanced panel. However, Arellano (2003) 
argues that findings obtained for such panels are as trust-
worthy as those provided by balanced panels.

Different sources were consulted to build the database. 
Financial information was obtained from the “Sistemas de 
Análisis de Balances Ibéricos” (SABI) database. Corporate 
governance information and the CEO compensation fig-
ures were obtained from the public registers of the Spanish 
Securities Market Commission (CNMV), particularly 
from the corporate governance and managers and direc-
tors’ remuneration reports that companies have disclosed 
annually since 2003 and 2011, respectively. The annual 
reports disclose the data for two consecutive years.

Variables

Three dependent variables are defined to test the hypothe-
ses. CEO_PAY is the CEO total compensation, measured 
as the logarithm of the CEO’s total compensation. Authors, 
such as Baixauli-Soler and Sánchez-Marín (2011), Croci 
et al. (2012), and Lin and Lin (2014), among others, also 
use the logarithm of the CEO’s compensation. FIX_CEO_
PAY is the proportion of the CEO’s fixed compensation, 
calculated as the ratio between the CEO’s total fixed com-
pensation and the CEO’s total compensation, and VAR_
CEO_PAY is the proportion of the CEO’s variable 
compensation, measured as the ratio between the CEO’s 
total variable compensation and the CEO’s total compen-
sation (López-Iturriaga et al., 2015).
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Several independent variables are used to examine 
how the presence of institutional investors on boards is 
associated with CEO pay. The board’s composition is 
provided in corporate governance reports that Spanish 
listed firms have to disclose every year. Regarding insti-
tutional directors on boards, the report provides the iden-
tification of both the institutional investor and its 
representative. If the institutional director represents a 
bank or insurance company, this director is classified as a 
pressure-sensitive institutional director, but if the institu-
tional director represents an investment fund, a mutual 
fund, or a pension fund, this director is classified as a 
pressure-resistant institutional director.

The variable for institutional directors, who represent 
institutional investors on boards, is defined as INST and is 
calculated as the percentage of the institutional directors 
sitting on boards (López-Iturriaga et al., 2015; Pucheta-
Martínez & García-Meca, 2014). Institutional directors are 
also differentiated into pressure-sensitive and pressure-
resistant directors. The variable SENSIT represents the 
proportion of pressure-sensitive directors on boards, and 
RESIST represents the proportion of pressure-resistant 
directors on boards (García-Meca et al., 2013; López-
Iturriaga et al., 2015; Pucheta-Martínez & García-Meca, 
2014). Finally, the square of the proportion of institutional, 
pressure-sensitive, and pressure-resistant directors is used 
to analyze whether these directors affect CEO compensa-
tion in a nonlinear way. These variables are defined as 
INST2, SENSIT2, and RESIST2, respectively.

CEO compensation may be affected by other factors. 
According to the previous literature, the following varia-
bles are taken into account to control for these factors: firm 
size is defined as SIZE; return on assets is defined as ROA; 
duality in the position of the CEO and president of the 
board of directors is defined as CEO_DUALITY; the 
length of time for which the CEO has performed this role 
is defined as CEO_TENURE; CEO ownership is defined 
as CEO_OWN; the number of meetings held by the board 
is defined as BDMEET; board independence is denoted as 
INDP; and, finally, management ownership is also consid-
ered and is defined as OWNMAN. We also take into 
account the year effects (YEAR) by including a set of 
dummy variables. In Table 1, we provide the description of 
all variables used in this research.

To check our hypotheses, the following model is 
estimated

CEO_COMPENSATION = + INST + INST
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where CEO_COMPENSATION refers to CEO total 
compensation, CEO fixed compensation, and CEO variable 

Table 1. Variable description.

Variables Expected signa Description

CEO_PAY The logarithm of the CEO’s total compensation
FIX_CEO_PAY The ratio between the CEO’s total fixed compensation and the CEO’s total compensation
VAR_CEO_PAY The ratio between the CEO’s total variable compensation and the CEO’s total compensation
INST − The ratio between the number of institutional directors and the total number of directors 

on the board
INST2 + The square of INST
SENSIT + The ratio between the number of institutional directors who represent pressure-sensitive 

institutional investors on the board and the total number of directors on boards
SENSIT2 − The square of SENSIT
RESIST − The ratio between the number of institutional directors who represent pressure-resistant 

institutional investors on the board and the total number of directors
RESIST2 + The square of RESIST
SIZE + The logarithm of total assets
ROA +/− The operating income before interest and taxes over total assets
CEO_DUALITY + A dummy variable equal to 1 if the CEO and president of the board are the same and 0 

otherwise
CEO_TENURE + The years that the CEO has held the firm’s highest position
CEO_OWN + The percentage of shares held by the CEO
BDMEET +/− The number of meetings held by the board in a year.
INDP − The ratio between the number of independent directors and the total number of directors 

on boards
OWNMAN − The proportion of shares held by directors

aExpected signs when the dependent variable refers to CEO total compensation (CEO_PAY).



Pucheta-Martinez and Chiva-Ortells 225

compensation. The firm and the time period are represented 
by the subscript “i” and “t,” respectively. ϕi symbolizes the 
unobservable time-invariant heterogeneity, that is, the unob-
servable heterogeneity (firm-specific effects), which is con-
stant over time and variable among individuals, and µit is the 
disturbance term that varies the cross-time and cross-section 
joint effect.

The dynamic panel data procedure of the generalized 
method of moments (GMM) (Arellano & Bond, 1991; 
Blundell & Bond, 1998) has been used to run our model. 
This estimator introduces the temporal dependency by lag-
ging the dependent variable. The GMM estimator is more 
efficient and consistent than other procedures because this 
estimation corrects the unobservable heterogeneity (ϕi) by 
addressing it as an individual effect and by eliminating it 
with the first differences of the variables. Moreover, the 
GMM estimator also considers endogeneity and mitigates 
the bias of the estimation.

The GMM estimator provides the Wald χ2 test, the 
Arellano–Bond tests AR(1) and AR(2), and the Hansen 
test. The Wald χ2 test shows the model fitness. Whether 
a second-order serial correlation in the first difference 
residuals exists is shown by the Arellano–Bond test 
AR(2). There is no second-order serial correlation if the 
null hypothesis of “no serial correlation” is rejected 
(p > .1). The Hansen test of overidentifying restrictions 
corroborates the appropriateness of the instruments 

employed in the estimation if the null hypothesis of non-
correlation between the instruments and the error term is 
also rejected (p > .1).

Results

Descriptive statistics

The mean value, the standard deviation, and the 10th, 50th, 
and 90th percentiles are provided in Table 2.

As seen, on average, the CEO total compensation 
(CEO_PAY) is 4.25 (the logarithm of the CEO’s total pay). 
Of the CEO’s total compensation, the proportion of the 
CEO’s fixed compensation comprises, on average, 84.88%, 
while the proportion of the CEO variable compensation 
comprises, on average, 15.12%. Regarding the composi-
tion of boards of directors, 44.29% of the directors repre-
sent institutional investors (INST); of these, 36.71% of 
institutional directors are representatives of institutional 
investors maintaining solely an investment relationship 
with the firms in which they invest (pressure-resistant 
directors: RESIST), and 7.58% of institutional directors 
represent institutional investors maintaining both a busi-
ness and an investment relationship with the firms (pres-
sure-sensitive directors: SENSIT). The proportion of 
independent directors on the boards (INDP) is 33.38%, on 
average.

Table 2. Main descriptive statistics.

Variables N M SD 10th percentile 50th percentile 90th percentile

Panel A—continuous variables
 CEO_PAY 553 4.252 3.184 0.000 5.537 7.712
 FIX_CEO_PAY 553 84.883 35.711 51.613 100.000 100.000
 VAR_CEO_PAY 553 15.117 35.710 0.000 0.000 22.393
 INST 553 44.290 28.322 11.111 44.444 75.00
 SENSIT 553 7.580 13.821 0.000 0.000 26.667
 RESIST 553 36.710 26.617 0.000 33.333 71.429
 BDMEET 553 9.707 3.979 5.000 10.000 14.000
 CEO_TENURE 553 1.714 1.514 0.000 1.000 4.000
 CEO_OWN 553 5.516 15.243 0.000 0.001 22.393
 INDP 553 33.383 18.513 11.111 33.333 60.000
 OWNMAN 553 27.726 27.578 0.032 21.193 66.900
 ROA 553 −1.445 55.683 −16.208 1.584 14.533
 SIZE 553 13.054 2.095 10.608 13.059 15.686
Panel B—dummy variables
 Variable 0 % (0) 1 % (1)
 CEO_DUALITY 376 67.993 177 32.007

The mean, standard deviation, and percentiles of the main variables are shown. Panels A and B show the continuous and dummy variables, 
respectively. CEO_PAY is the logarithm of the CEO’s total compensation; FIX_CEO_PAY is the ratio between the CEO’s total fixed compensation 
and the CEO’s total compensation; VAR_CEO_PAY is the ratio between the CEO’s total variable compensation and the CEO’s total compensation; 
INST is the proportion of institutional directors on the board; SENSIT is the proportion of the board directors who are representative of pressure-
sensitive institutional investors; RESIST is the proportion of the board directors who are representative of pressure-resistant institutional investors; 
BDMEET is the number of meetings held by the board in a year; CEO_TENURE is the number of years the CEO has held the firm’s highest 
position; CEO_OWN is the percentage of shares held by the CEO; INDP is the proportion of independent directors on the board; OWNMAN is 
the proportion of stocks held by the directors; ROA is the operating income before interest and taxes over total assets; SIZE is the logarithm of 
total assets; and CEO_DUALITY equals 1 if the CEO and president of the board are the same person and 0 otherwise.
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Table 3. Results of the GMM regression for institutional directors sit on the board of directors.

Variables Model 1
CEO_PAY

Model 2
FIX_CEO_PAY

Model 3
VAR_CEO_PAY

CEO_PAY(t − 1) 0.870*** (0.000) – –
FIX_CEO_PAY(t − 1) – 0.155*** (0.006) –
VAR_CEO_PAY(t − 1) – – .109** (0.025)
INST −3.213** (0.024) 0.277* (0.068) −.180* (0.074)
INST2 0.707** (0.034) – –
SIZE 0.247*** (0.009) 0.055 (0.430) 0.027 (0.628)
ROA 0.099 (0.278) −0.212 (0.408) 0.278 (0.205)
CEO_DUALITY 0.329 (0.496) 0.030 (0.818) 0.049 (0.594)
CEO_TENURE 0.016 (0.803) −0.063*** (0.001) 0.058** (0.018)
CEO_OWN −0.039 (0.163) 0.003 (0.626) −0.001 (0.739)
BDMEET −0.085 (0.140) −0.025 (0.672) 0.004 (0.924)
INDP −2.184 (0.195) 0.751 (0.354) −0.914 (0.147)
OWNMAN 1.188 (0.217) −0.119 (0.909) −0.121 (0.865)
Year effects Yes Yes Yes
Wald test (χ2, p > |χ2|) 9.170′54 (0.000) 1.844′71 (0.000) 166.28 (0.000)
Arellano–Bond test AR(1) (z, p >|z|) −2.76 (0.006) −1.24 (0.215) −1.94 (0.052)
Arellano–Bond test AR(2) (z, p >|z|) 0.09 (0.924) −0.15 (0.879) 0.86 (0.388)
Hansen test (χ2, p >|χ2|) 12.46 (.771) 8.18 (0.516) 3.11 (0.795)

The estimated coefficients are shown. CEO_PAY is the logarithm of the CEO’s total compensation; FIX_CEO_PAY is the ratio between the CEO’s 
total fixed compensation and the CEO’s total compensation; VAR_CEO_PAY is the ratio between the CEO’s total variable compensation and 
the CEO’s total compensation; INST is the proportion of institutional directors on the board; SIZE is the logarithm of total assets; ROA is the 
operating income before interest and taxes over total assets; CEO_DUALITY equals 1 if the CEO and president of the board are the same person 
and 0 otherwise; CEO_TENURE is the number of years the CEO has held the firm’s highest position; CEO_OWN is the percentage of shares 
held by the CEO; BDMEET is the number of meetings held by the board in a year; INDP is the proportion of independent directors on the board; 
OWNMAN is the proportion of stocks held by directors.
*p < .1. **p < .05. ***p < .01.

With respect to other variables, on average, the profita-
bility (ROA) and the firm size (SIZE) are −1.45% and 
13.05 (logarithm of total assets), respectively. On average, 
the boards of directors held 9.71 meetings per year 
(BDMEET), a figure that exceeds the recommendation of 
the CBGSC (2015) (eight meetings/year). Finally, 32% of 
the sample firms have the same person as CEO and chair-
man of the board of directors (CEO_DUALITY), the aver-
age length of the CEO’s tenure is 1.7 years (CEO_TENURE), 
the percentage of shares held by CEOs (CEO_OWN) is 
5.52%, and the directors hold 27.73% of the stocks 
(OWNMAN).

Multivariate analysis

Although not reported for the sake of brevity, the correla-
tion matrix to check for multicollinearity shows that none 
of the correlation coefficients are sufficiently high (>.80) 
to cause multicollinearity problems (Archambeault & 
DeZoort, 2001), except the pairs INST–RESIST and FIX_
CEO_PAY–VAR_CEO_PAY. These pairs are correlated 
by definition, as these are relationships between corporate 
governance variables and compensation variables, and 
these pairs of variables are not incorporated in the model at 
the same time. According to these results, the models used 
have no multicollinearity issues.

In Table 3, using three models, we provide the results of 
the regressions estimated to examine the effect on CEO 
compensation (total, fixed, and variable compensation) of 
institutional directors sitting on boards. In Model 1, where 
the impact of institutional directors on the CEO total com-
pensation is analyzed, the linear INST variable is signifi-
cant and negatively associated with CEO total 
compensation, while the nonlinear INST2 term is positive 
and significantly associated with CEO total compensation. 
This evidence leads us not to reject the hypothesis H1a. 
The results indicate that the proportion of institutional 
directors on boards reduces the CEO total compensation, 
but when the percentage of such directors reaches a certain 
point, they will be more likely to support a higher CEO 
total pay. This nonlinear relation is in line with previous 
studies (Chirinko et al., 1999; Jara-Bertín et al., 2012; 
Navissi & Naiker, 2006; Zou, 2010), which show that 
institutional directors may play two opposite roles: at low 
levels of representation, monitoring activities are under-
taken by institutional directors, which reduce CEO com-
pensation (e.g., Almazán et al., 2005; Ezzeddine & Lamia, 
2006; Firth et al., 2007; Ning et al., 2015; Sánchez-Marín 
et al., 2011). However, these directors increase CEO com-
pensation (Croci et al., 2012; Feng et al., 2010; Fernandes 
et al., 2012) when their presence on boards reaches a cer-
tain threshold, as they may collude with CEOs and be used 
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to further the CEOs’ own ends. Earlier evidence supports 
these findings and the presence of a nonlinear relationship 
between institutional directors and the CEO’s total com-
pensation. This evidence suggests the validity of both the 
monitoring and the entrenchment hypotheses.

In Models 2 and 3 in Table 3, we analyze how institu-
tional directors affect the CEO’s fixed and variable com-
pensation, respectively. The linear INST variable is 
positive and significantly related to the proportion of the 
CEO’s fixed compensation in Model 2. In Model 3, the 
linear INST variable is negative and significantly associ-
ated with the proportion of the CEO’s variable compensa-
tion. These findings support the hypothesis H1b, 
suggesting that institutional directors on boards are more 
likely to increase the CEO’s fixed compensation and to 
decrease the CEO’s variable compensation, consistent 
with prior evidence (Croci et al., 2012; Ke et al., 1999). 
Variable compensation paid to the CEO may cause an 
increase in the CEO’s entrenchment and, as a result, the 
CEO may act against the shareholders’ interests. An effec-
tive monitoring role-played by institutional directors may 
imply that they prefer CEO fixed compensation rather 
than CEO variable compensation since as corporate gov-
ernance mechanisms, institutional directors, and CEO 
variable compensation may be substitutes for each other. 
Concerning the control variable, firm size is positively 

associated with CEO_PAY, and CEO_TENURE nega-
tively impacts the CEO’s fixed compensation and posi-
tively impacts the CEO’s variable compensation. The rest 
of the control variables is not significant.

In Table 4, using three models, we report the findings of 
the regressions performed to analyze the impact of pressure-
sensitive directors on CEO compensation (total, fixed, and 
variable compensation). In Model 1, we analyze the effect 
of pressure-sensitive directors on the CEO’s total compen-
sation. The findings show that pressure-sensitive directors 
do not have any effect on the CEO’s total pay either in a 
linear or nonlinear way. According to this evidence, the 
hypothesis H2a cannot be accepted. The lack of a significant 
effect of pressure-sensitive directors on the CEO’s total 
compensation could be due to several reasons. First, pres-
sure-sensitive directors represent several types of institu-
tional investors (e.g., banks and insurance companies), but 
their aims differ, and their abilities and incentives in relation 
to monitoring the CEO’s total compensation may not be the 
same (Shin & Seo, 2011). Second, these directors are per-
haps more interested in matters, such as defining corporate 
strategies and solving complexity and uncertainty problems, 
rather than in colluding with managers or controlling man-
agers. Finally, pressure-sensitive directors might use other 
corporate governance mechanisms rather than the CEO’s 
total pay to collude or monitor CEOs, supporting the idea 

Table 4. Results of the GMM regression for pressure-sensitive institutional directors sit on the board of directors.

Variables Model 1
CEO_PAY

Model 2
FIX_CEO_PAY

Model 3
VAR_CEO_PAY

CEO_PAY(t − 1) 0.953*** (0.000) – –
FIX_CEO_PAY(t − 1) – 0.109* (0.059) –
VAR_CEO_PAY(t − 1) – – 0.091*** (0.007)
SENSIT −1.498 (0.849) 0.024 (0.954) −0.034 (0.924)
SENSIT2 5.081 (0.691) – –
SIZE 0.067 (0.602) 0.029 (0.562) −0.005 (0.859)
ROA 0.225 (0.107) −0.160 (0.364) 0.245 (0.328)
CEO_DUALITY 0.477 (0.532) −0.053 (0.598) −0.026 (0.710)
CEO_TENURE 0.012 (0.910) −0.061*** (0.001) 0.036* (0.072)
CEO_OWN −0.042 (0.431) −0.002 (0.610) −0.001 (0.717)
BDMEET −0.104 (0.350) −0.002 (0.950) 0.028 (0.321)
INDP 1.619 (0.547) 0.942 (0.232) −0.148 (0.824)
OWNMAN 0.059 (0.971) 0.822 (0.247) −0.122 (0.796)
Year effects Yes Yes Yes
Wald test (χ2, p > |χ2|) 4.207′01 (0.000) 1.135′74 (0.000) 203′49 (0.000)
Arellano–Bond test AR(1) (z, p >|z|) −2.70 (0.007) −1.93 (0.054) −1.82 (0.069)
Arellano–Bond test AR(2) (z, p >|z|) −1.13 (0.259) −1.44 (0.150) −0.22 (0.830)
Hansen test (χ2, p >|χ2|) 14.29 (0.428) 4.78 (0.853) 2.16 (0.904)

The estimated coefficients are shown. CEO_PAY is the logarithm of the CEO’s total compensation; FIX_CEO_PAY is the ratio between the CEO’s 
total fixed compensation and the CEO’s total compensation; VAR_CEO_PAY is the ratio between the CEO’s total variable compensation and the 
CEO’s total compensation; SENSIT is the proportion of the board directors who are representative of pressure-sensitive institutional investors; 
SIZE is the logarithm of total assets; ROA is the operating income before interest and taxes over total assets; CEO_DUALITY equals 1 if the 
CEO and president of the board are the same person and 0 otherwise; CEO_TENURE is the number of years the CEO has held the firm’s highest 
position; CEO_OWN is the percentage of shares held by the CEO; BDMEET is the number of meetings held by the board in a year; INDP is the 
proportion of independent directors on the board; OWNMAN is the proportion of stocks held by directors.
*p < .1. **p < .05. ***p < .01.
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that corporate governance mechanisms substitute for each 
other (Rediker & Seth, 1995).

In Models 2 and 3, the effect of pressure-sensitive 
directors on CEO fixed and variable compensation is ana-
lyzed. The results find that pressure-sensitive directors are 
associated neither with the fixed nor with the variable 
components of the CEO’s compensation. Thus, hypothesis 
H2c can partially be rejected. The arguments provided 
above to justify the preceding findings can also be used 
here. Focusing on the control variables, CEO tenure also 
negatively affects CEO fixed compensation and positively 
affects CEO variable compensation. None of the other 
control variables are significant.

In Table 5, also using three models, we report the find-
ings of the regressions estimated to analyze the impact of 
pressure-resistant directors on CEO compensation (total, 
fixed, and variable compensation). In Model 1, we analyze 
the effect of pressure-resistant directors on the CEO’s total 
compensation. The evidence shows that pressure-resistant 
directors behave as institutional directors as a whole. They 
negatively impact up to a certain threshold CEO total com-
pensation: beyond this threshold, the addition of more 
pressure-resistant directors on boards increases the CEO 
total pay. In this regard, hypothesis H2b can be accepted. 
Our evidence is consistent with Jara-Bertín et al. (2012), 

Jiao and Ye (2013), and Navissi and Naiker (2006), who 
report a nonlinear association between pressure-resistant 
directors and company value. The findings support the the-
sis that up to a certain critical value, pressure-resistant 
institutional directors are an effective mechanism in miti-
gating agency problems and in reducing the CEO total pay. 
However, beyond a critical point, the incorporation of 
more pressure-resistant directors on boards will increase 
the CEO’s total pay, as these directors begin to play an 
entrenchment role rather than a monitoring role.

In Models 2 and 3 in Table 5, the impact of pressure-
resistant directors on the CEO’s fixed and variable pay is 
examined. The results show that pressure-resistant direc-
tors on boards positively impact the CEO’s fixed pay, but 
negatively impact the CEO’s variable compensation, con-
sistent with the roles played by institutional directors as a 
whole. Hypothesis H2c can also be partially accepted. The 
explanation for this evidence is provided above. The con-
trol variables show that firm size has a positive effect on 
CEO total compensation, CEO tenure has a negative 
impact on CEO fixed compensation and a positive impact 
on CEO variable compensation, and the proportion of 
shares held by the directors has a negative impact on CEO 
variable compensation. The remainder of the control vari-
ables is not significant.

Table 5. Results of the GMM regression for pressure-resistant institutional directors sit on the board of directors.

Variables Model 1
CEO_PAY

Model 2
FIX_CEO_PAY

Model 3
VAR_CEO_PAY

CEO_PAY(t − 1) 0.799 *** (0.000) – –
FIX_CEO_PAY(t − 1) – 0.157*** (0.001) –
VAR_CEO_PAY(t − 1) – – 0.081*** (0.004)
RESIST −6.294** (0.024) 0.267** (0.017) −0.105** (0.040)
RESIST2 1.947* (0.076) – –
SIZE 0.386* (0.055) 0.023 (0.597) 0.042 (0.203)
ROA 0.042 (0.833) −0.067 (0.711) 0.006 (0.952)
CEO_DUALITY −0.264 (0.693) −0.029 (0.742) 0.102 (0.271)
CEO_TENURE 0.046 (0.648) −0.057*** (0.000) 0.042*** (0.000)
CEO_OWN 0.027 (0.649) 0.002 (0.610) −0.005 (0.302)
BDMEET −0.118 (0.402) 0.003 (0.915) −0.012 (0.646)
INDP −4.677 (0.143) 0.963 (0.122) −0.637 (0.166)
OWNMAN 1.604 (0.408) 0.204 (0.742) −0.483* (0.069)
Year effects Yes Yes Yes
Wald test (χ2, p >|χ2|) 1.537′67 (0.000) 1.617′63 (0.000) 352′58 (0.000)
Arellano–Bond test AR(1) (z, p >|z|) −2.65 (0.008) −2.48 (0.013) −2.82 (0.005)
Arellano–Bond test AR(2) (z, p >|z|) 0.29 (0.775) −0.79 (0.429) −0.78 (0.435)
Hansen test (χ2, p > |χ2|) 5.25 (0.982) 4.08 (0.906) 2.99 (0.935)

The estimated coefficients are shown. CEO_PAY is the logarithm of the CEO’s total compensation; FIX_CEO_PAY is the ratio between the CEO’s 
total fixed compensation and the CEO’s total compensation; VAR_CEO_PAY is the ratio between the CEO’s total variable compensation and the 
CEO’s total compensation; RESIST is the proportion of the board directors who are representative of pressure-resistant institutional investors; 
SIZE is the logarithm of total assets; ROA is the operating income before interest and taxes over total assets; CEO_DUALITY equals 1 if the 
CEO and president of the board are the same person and 0 otherwise; CEO_TENURE is the number of years the CEO has held the firm’s highest 
position; CEO_OWN is the percentage of shares held by the CEO; BDMEET is the number of meetings held by the board in a year; INDP is the 
proportion of independent directors on the board; OWNMAN is the proportion of stocks held by the directors.
*p < .1. **p < .05. ***p < .01.
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Conclusion
The purpose of this research is to study how the presence 
of institutional directors on Spanish boards influences 
CEO compensation (total, fixed, and variable). First, we 
have analyzed the impact of institutional directors as a 
whole on CEO compensation (total, fixed, and variable). 
Next, the institutional directors have been classified as 
pressure-resistant directors and pressure-sensitive direc-
tors, according to whether they have only an investment 
relationship with the firm or both a business and invest-
ment relationship, respectively. For pressure-sensitive and 
pressure-resistant directors, we also conduct the same 
analysis followed for institutional directors as a whole.

Our results show that depending on the proportion of 
their representation on boards, institutional directors and 
pressure-resistant directors on boards may perform two 
opposite roles. Institutional and pressure-resistant direc-
tors decrease CEO total compensation, but when their 
presence on boards reaches a certain point, they will be 
more likely to support a higher total pay for a CEO. This 
association shows a nonlinear relationship between institu-
tional and pressure-resistant directors and the CEO’s total 
compensation. Opposite to our predictions, pressure-sensi-
tive directors do not affect the CEO’s total compensation 
either in a linear or nonlinear way. Concerning the CEO’s 
compensation structure (fixed and variable), the findings 
evidence that institutional and pressure-resistant directors 
enhance fixed compensation and decrease variable pay, 
while pressure-sensitive directors do not have an effect 
either on fixed or on variable compensation. These find-
ings suggest that institutional and pressure-resistant direc-
tors might play a monitoring role and might also engage in 
collusion with CEOs, exhibiting behavior that is associ-
ated with the best and worse practices of corporate govern-
ance, respectively.

This research contributes to the growing literature on 
the role of institutional directors in corporate governance 
in several ways. First, we show that institutional directors 
as a whole affect CEO compensation. However, when they 
are classified into pressure-resistant and pressure-sensitive 
institutional directors, the findings show that they do not 
behave in the same manner in relation to CEO total com-
pensation: pressure-resistant directors have an effect on 
CEO total compensation and pressure-sensitive directors 
do not. This evidence supports the argument that institu-
tional directors cannot be considered as a uniform group 
(Almazán et al., 2005; Cornett et al., 2007). The different 
ways in which pressure-sensitive and pressure-resistant 
directors can engage in corporate governance (López-
Iturriaga et al., 2015) are evidenced by this research. 
Second, our results show that the monitoring hypothesis 
prevails as the presence of institutional and pressure-
resistant directors on boards increases, but when their 
presence on the board reaches a certain threshold, the 
entrenchment hypothesis prevails. Third, the results show 

a link between the boards of directors and CEO compensa-
tion. In this regard, our evidence supports the view that 
compensation is a mechanism for controlling and disci-
plining CEOs. Institutional and pressure-resistant directors 
can enhance the CEOs’ monitoring in a substitutive or 
complementary manner. Fourth, most research on CEO 
compensation is focused on the United States and the 
United Kingdom (Conyon et al., 2011; Tosi et al., 2000). 
Thus, we extend the analysis to Spain because it is charac-
terized by low legal investor protection, a bank-orientated 
system, and is based on civil law. Given the differences 
between the corporate governance systems in the countries 
in the existing studies, the conclusions of existing research 
are not applicable to Spain. Finally, on the one hand, this 
research is relevant because we show the relationship 
between institutional, pressure-sensitive institutional and 
pressure-resistant institutional directors and CEO compen-
sation in the Spanish context; on the other hand, this 
research is relevant because we extend a nonlinear associa-
tion to such relations.

Some implications for the discussion on corporate gov-
ernance can be drawn from the results presented here. 
First, institutional directors affect corporate governance, 
particularly CEO compensation. However, their impact 
differs when they are classified as pressure-resistant and 
pressure-sensitive directors. The type of institutional 
directors must be considered by policymakers when they 
make recommendations on board composition. Second, 
due to the nonlinear relationship, while a balanced propor-
tion of institutional and pressure-resistant directors can 
reduce CEO pay, a high or low percentage of pressure-
sensitive directors on boards does not result either in 
higher or in lower CEO compensation. Our findings sug-
gest that pressure-sensitive directors perhaps perform 
more a counseling role rather than a supporting or moni-
toring role. Third, in contrast with past research (García 
Osma & Gill-de-Albornoz Noguer, 2007), which shows 
the lack of effect of these directors on corporate govern-
ance, the findings report that independent directors on 
boards improve corporate governance since their presence 
reduces CEO pay. Therefore, policymakers should pay 
more attention to the role-played by these directors when 
they suggest board composition. Finally, the findings point 
to the potential for CEOs to use a weak corporate govern-
ance structure for their own benefit, thereby impairing the 
shareholders’ wealth.

This article has the following limitation. Several factors 
have been controlled, as they may affect CEO compensa-
tion. Such factors have been selected according to theory 
and earlier empirical research, but it is probable that other 
unknown features not taken into account in this study may 
influence CEO compensation.

This research could lead to further investigations in the 
future. First, the creation of an appointment and remunera-
tion committee has recently become mandatory by law in 



230 Business Research Quarterly 23(3)

Spain. It will be necessary to determine how its composi-
tion, particularly in terms of institutional directors, influ-
ences CEO compensation. Second, the Spanish economy 
is characterized by small- and medium-sized companies 
(SMEs). In this vein, how institutional directors exert an 
impact on corporate governance, specifically regarding 
CEO compensation, is a matter requiring further study. 
Third, in this article, the relationship between institutional 
directors and the CEO pay structure has been analyzed in a 
linear way, but it would be interesting to extend this analy-
sis to a nonlinear way. Finally, the effect on CEO compen-
sation revealed by disentangling cases of percentages of 
institutional directors appointed by one or different institu-
tional investors may also be an engaging issue to address.
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