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Abstract 

This investigation studies both theoretical and empirical evidence regarding the trend of rapidly 
increasing executive compensation in America. Over the past three decades, executive 
compensation for the top five highest paid managers of publicly-traded firms has increased so 
much that the parallel changes in the size, complexity, and corporate governance of the standard 
American business cannot seem to explain the trend alone. While some amount of executives’ 
self-dealing is assuredly at play per Babchuck of Harvard Law and National Bureau of Economic 
Research and Grinstein of Cornell, the combination of changes in firm size, complexity, and 
governance, as well as executive compensation structure, pan out as the chief causes of the trend. 
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Executive Compensation in America 

 Over the past several decades, executive compensation has skyrocketed in America—

particularly relative to workers’ compensation. Since the 1970’s the average compensation of the 

top five executives of publicly-traded companies in America has grown from 20 times the 

average workers’ compensation to closer to 400 times, bringing with it heated debate concerning 

the causes and ethics of such growth. Waves of economists have argued over the chief causes of 

this meteoric rise, with perspectives ranging from Classical or Chicago, which cites market 

forces, to Institutional, which cites manipulations of economic and political institutions. While 

recognizing the oft-substantial effects of institutional manipulation, this investigation explores 

evidence that the rise can be attributed to an efficient outcome of a sound labor market that pits 

firms against each other in a competition for the best and brightest managers; this means that no 

sweeping generalization can be made citing CEO pay as excessive or a form of rent-seeking. 

First, Classical economists attribute the rise in executive compensation to the growing 

size of modern businesses. Considering that managerial talent has a multiplicative effect by firm 

size, it is no surprise that managerial talent is more valuable in higher market capitalization firms 

and thus that larger firms must then offer increased compensation to secure the top managers in 

an efficient labor market.1 Since minute increments in managerial talent are multiplied given the 

sheer scope of the executives’ control resulting in huge increases in firm value, an efficient labor 

market would have it that incremental changes in managerial talent require similarly much more 

substantial jumps in compensation. As such, the 500 percent increase in average executive 

compensation since 1980 can be fully explained by the 500 percent increase in the average 

market capitalization over the period, though the distribution of compensation has spread, in no 

                                                           
1 Rosen S. 1981. The economics of superstars. Am. Econ. Rev. 71(5):845-58. Managerial talent has a multiplicative 
effect by firm size. 
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small part due to the precision with which managerial talent can be discreetly measured in the 

age of information.2 In fact, Gabaix and Landier found that “the growth in the size of the typical 

firm [as] measured by the market value of the median S&P 500 firm can explain the entire 

growth in CEO compensation from 1980 to the present,” though it is difficult to imply causality 

when both the standard business size and the average executive compensation have followed an 

upward trend since 1980. Regardless, firm size cannot be ignored as modern executives control 

and are held accountable for significantly larger slices of a significantly larger pie than their 

predecessors. 

 The free market economists propose that the rapidly increasing complexity of business 

can also explain the increase in executive compensation. Citing new technology and 

globalization, Classical economists believe that executives are now better able to leverage their 

high level managerial talent towards increasing firm value than ever before, resulting in 

increasing premiums on top tier executives for businesses. An increase in firm size then must be 

paralleled by an increase in executive compensation as incentive for a then higher level of 

optimal managerial talent, effort, and thus value.3 Further, executive productivity has likely risen 

with the increased complexity of business. Today’s market is inundated with aggressive 

competition both given the increasing liberalization or deregulation of markets and the now 

global economy and host of new foreign competitors. This results in the global economy giving 

way to a much more volatile market, a component of complexity which naturally ensures the 

                                                           
2 Gabaix, X., Landier, A. 2009. A multiplicative model of optimal CEO incentives in market equilibrium. Rev. 
Financ. Stud. 22(12):4881-917. Though better measures of managerial talent or value added have generated 
significant increase in the spread of CEO pay, the increase in average CEO pay parallels the general increase in firm 
size. 
3 Himmelberg, CP., Hubbard, RG. 2000. “Incentive pay and the market for CEOs: an analysis of pay-for-
performance sensitivity.” Work. Pap., Columbia Univ. Executive influence shows a positive correlation with pay-
for-performance sensitivity. 
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increased competitiveness and thus productivity of all levels of managers, but most notably the 

top executives, particularly given the increasing communications technologies which allow for 

frictionless management from overseas.4 Additionally, as best business practices permeate the 

markets at an alarming rate in the age of information, a paradigm shift occurs, moving from high 

demand for firm-specific skills to more general managerial skills, according to Murphy. With 

more general and widely-applicable skill sets, modern executives now face much fiercer 

competition from a much broader labor market, though the executives’ exit opportunities are 

much more numerous.5 Regardless, the shift spells increased executive compensation across the 

board. 

The increase in corporate governance via board oversight and public compensation 

disclosures have also ignited a cyclic rise in executive compensation. With heightened board and 

shareholder oversight in the age of information and increased corporate governance laws and 

regulations such as those requiring disclosure of executive compensation in publicly-traded 

firms, executives and their compensation are much more critically reviewed. This has a three-

fold effect, each resulting in increased levels of executive compensation, according to Bader and 

Zablocki. First, the increase in board and shareholder monitoring leads to increased executive 

turnover, resulting in increased executive productivity in an effort to preserve job stability. 

Second, the increase in public disclosure of executive compensation means that shareholders and 

potential investors, who both ultimately determine stock prices, react in line with increased or 

decreased confidence in firms following increased or decreased executive compensation and thus 

result in increases or decreases in firm value. Furthermore, many top executives whose 

                                                           
4 Campbell JY, Lettau M, Malkiel BG, Yexiao X. 2001. Have individual stocks become more volatile?  An 
empirical exploration of idiosyncratic risk. J. Finance 56(1): 1-43. Advancement in communication technology can 
result in increased market volatility. 
5 Murphy KJ. 1995. Incentives, downsizing, and value creation at General Dynamics. J. Financ.  Econ. 37(3):261-
314. Managerial talent has become more general and commoditized in the age of information. 
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performance may not be optimal are still forcibly given near-average compensation, if only to 

avoid disclosing their below-average managerial talent, particularly in such a fierce and 

competitive global market. Third, the increase in corporate governance parallel to the increase in 

the use of universal best business practices in the age of information ends in executive 

compensation boards with consultants who have conflicts of interest, receiving compensation as 

a percentage of the negotiated executive compensation contract(s).6  

Finally, the dynamic shift from traditional salary and pension plans to an executive 

compensation contract, which includes magnitude higher proportions of at-risk payment or 

equity in the form of stocks and options as well as annual performance bonuses, incentive 

payments and perquisites, has generated the most substantial growth in executive compensation. 

With a larger portion of compensation at-risk based on executive performance, modern 

executives are thus able to generate theoretically infinite pay in accordance with their efforts.7 

Executive compensation contracts begin to serve merely as guidelines, often vastly 

underestimating the ending total compensation of the top five highest paid executives year after 

year, though this underestimate may be a product of the manipulation of the modern accounting 

standards as elaborated by the Generally Accepted Accounting Principles used in the United 

States.8 

While executive compensation appears to be primarily the result of several market forces 

that have developed over the course of the past half-century, there still exists lingering cases of 

excess; rent-seeking behavior such as self-dealing and manipulation of managerial power in 

                                                           
6 Bader, and Zablocki. "Executive Compensation Oversight." Greatboards, n.d. Web. Increased corporate 
governance has paradoxically resulted in increased executive compensation. 
7 Frydman. "CEO Compensation." MIT, n.d. Web. CEO compensation is increasingly made up of variable at-risk 
payment forms. 
8 Hall. "Executive Compensation Review." National Bureau of Economics Research. N.p., n.d. Web. Executive 
compensation may not be fully represented in public disclosures. 
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monopoly rears its ugly head, ultimately ending in inefficiency, economic distortions and 

increased income inequality. To protect our future American and global economies from these 

cases of malpractice, the foremost institutional change seems to be the continued increase in 

corporate governance and board oversight of executive compensation. Despite resulting in 

conflicts of interest, increased corporate governance and board oversight result in tighter scrutiny 

of executives’ performance and their relation to business performance and firm value. As such, it 

is unlikely that the few culpable executives in the few remaining low-competition industries will 

continue to be able to get away with extracting excess profits from their employers.  
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