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Abstract

Purpose – Based on stakeholder, agency and institutional theory, this study aims to examine the role of
institutional ownership in the relationship between environmental, social and governance practices and CEO
compensation.
Design/methodology/approach – Utilizing a fixed-effect panel regression analysis, this research utilized a
panel data approach, analyzing data spanning from 2014 to 2021, focusing on US companies listed on the
S&P500 stock market index. The dataset encompassed 219 companies, leading to a total of 1,533 observations.
Findings – The analysis identified that environmental scores significantly impact CEO equity-linked
compensation, unlike social and governance scores. Additionally, it was found that institutional ownership acts
as a moderating factor in the relationship between the environmental score and CEO equity-linked
compensation, as well as the association between the social score and CEO equity-linked compensation.
Interestingly, the direction of these moderating effects varied between the two relationships, suggesting a
nuanced role of institutional ownership.
Originality/value – This research makes a unique contribution to the field of corporate governance by
exploring the relatively understudied area of institutional ownership’s influence on the ESG practices–CEO
compensation nexus.

Keywords ESG practices, CEO compensation, Institutional ownership, Corporate governance,

Stakeholder theory, Agency theory, Institutional theory

Paper type Research paper

1. Introduction
The landscape of corporate governance is continually evolving, and with it, the significance
of environmental, social and governance (ESG) practices within corporate strategy is
becoming increasingly evident. These practices have expanded their scope beyond mere
compliance; they are integral to the strategic focus of businesses. This shift emphasizes the
importance of incorporating ESG considerations into the corporate ethos, positioning them as
fundamental as profit-centric goals. Decision-makers are now acknowledging the imperative
to balance environmental and societal concerns with traditional financial objectives, marking
a new era of corporate responsibility.

Recognizing the shift towards strategic integration of ESG practices, a notable
development that aligns with this trend is the escalating interest of large institutional
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investors in ESG. These investors are converging on the understanding that sustainable
business practices are critical to long-term value creation and are thus adjusting their
investment strategies accordingly. Characterized as firms or organizations that invest on
behalf of others, institutional investors have assumed a pivotal role due to their expanded
ownership and influential role in shaping corporate policies. These investors often function as
“blockholders”, wielding significant sway over companies, especially when juxtaposed with
private investors (Dyck et al., 2019; Velte, 2020a, b and c, 2023). Consequently, there has been a
significant increase in the allocation of funds towards investments in ESG-centric enterprises.
This shift has catalyzed companies to commit to various ESG goals such as reducing carbon
emissions, fostering diversity and enhancing labor standards. Furthermore, the trend of
tethering CEO compensation to ESG objectives has emerged as a strategic move to motivate
executives to embrace initiatives that might not guarantee immediate financial returns
(Walker, 2022).

The existing body of literature has separately addressed the relationship between ESG
practices and CEO compensation, as well as the role of institutional ownership in executive
compensation (Berrone and Gomez-Mejia, 2009; Cohen et al., 2023; Dong and Ozkan, 2008;
Hartzell and Starks, 2003; Jang et al., 2022; Khan et al., 2005; Ozkan, 2007; Velte and
Obermann, 2021). However, there is a notable gap in studies that consider these elements in
conjunction. Specifically, there appears to be a scarcity of research investigating the interplay
between ESG practices and CEO compensation in the context of institutional ownership.
The discrete impact of each ESG component, under the moderating effect of institutional
ownership on CEO remuneration, remains insufficiently examined. This calls the need for a
comprehensive analysis of how institutional investors, with their ESG objectives, might be
influencing the alignment of non-financial goals with executive remuneration frameworks.

In addressing the identified research gap, our study situates itself at the confluence of
stakeholder theory, agency theory and institutional theory.

Stakeholder theory places significant emphasis on the need to consider the interests of
diverse stakeholders, such as employees, customers, communities and the environment,
whenmaking corporate decisions. It provides a lens throughwhich to understand the broader
societal impact of ESG practices and their influence on CEO compensation. Agency theory
focuses on the relationship between principals (shareholders) and agents (CEOs) and
highlights the need for aligning incentives to ensure that agents act in the best interests of the
principals. This theory helps to explain the motivation behind linking CEO compensation to
ESG objectives. Institutional theory sheds light on the influence of institutional ownership
and the broader institutional environment on corporate practices, including executive
compensation. It provides insights into how institutional investors and external pressures
shape the relationship between ESG practices and CEO compensation.

Our study aims toweave these theoretical domains into a coherent analysis that elucidates
the relationships among ESG practices, institutional ownership, and CEO compensation.
The following research questions have been then formulated to guide our empirical study:

RQ1. How do the individual pillars of ESG influence CEO compensation?

RQ2. What is the moderating role of institutional ownership in the relationship between
ESG practices and CEO compensation?

These questions are designed to examine the intricate influences that ESG considerations,
filtered through the lens of institutional ownership, have on executive compensation models.

Our theoretical contribution lies in demonstrating how environmental performance
impacts CEO compensation, resonating with agency theory’s emphasis on strategic
alignment towards sustainability. Additionally, our findings expand stakeholder theory by
highlighting the role of institutional investors in shaping executive compensation policies.
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The diverse impacts of institutional ownership, as revealed in our study, further enrich the
discourse in institutional theory, illustrating the intricate nature of institutional influences in
corporate sustainability.

With this integrated theoretical approach, our study attempts to provide valuable insights
and empirical evidence to the academic community and business practitioners by offering
firms a clearer understanding of the strategic implications of ESG integration in executive
remuneration schemes.

To fulfill the stated objectives, this research has analyzed panel data spanning from 2014
to 2021, emphasizing US companies listed on the S&P500 stock market index. The dataset
used for this study was composed of 219 companies, yielding a total of 1,533 observations.
Findings suggest divergent outcomes in the way ESG metrics correlate with CEO equity-
linked compensation, contingent upon the level of institutional ownership.

The remainder of the paper is organized as follows: Section 2 provides an overview of the
theoretical framework and the development of hypotheses; Section 3 describes the data
sources and methodology employed for the analysis; Section 4 presents the empirical results;
Section 5 includes a discussion of the findings and presents the conclusions of the study.

2. Theoretical background and hypotheses development
2.1 ESG practices and CEO compensation: a dual lens of stakeholder theory and agency
theory
The conceptualization of corporate sustainability has been subject to a variety of
interpretations in scholarly discourse but there is a consensus on the idea that a
universally accepted delineation of corporate sustainability has yet to emerge (Montiel and
Delgado-Ceballos, 2014; Schaltegger and Burritt, 2005). Rooted in the notion of “sustainable
development”, the term has evolved since its initial introduction in the seminal Brundtland
Report by the World Commission on Environment and Development (1987), which describes
sustainable development as meeting the needs of the present without compromising the
ability of future generations to fulfil their own needs. This seminal report highlights the
imperative of adopting a proactive stance in embracing corporate sustainability.

When measuring corporate sustainability, the literature often refers to ESG scores by
rating agencies as indicativemeasures of a company’s sustainability performance (Drempetic
et al., 2020; Friede et al., 2015; Garcia et al., 2019; Wang et al., 2018). The ESG framework
evaluates a firm’s non-financial impact across three primary areas: environmental, social, and
governance (Arvidsson and Dumay, 2022). The integration of these domains into the
corporate dictionary began in the 1980s, culminating in the 2004 foundational report “Who
Cares Wins: Connecting Financial Markets to a Changing World”, initiated by Kofi Annan
with the support of leading financial institutions.

The environmental dimension of ESG evaluates a company’s management of natural
resources, encompassing critical issues such as emissions, pollution, water usage, recycling,
waste production, impact on biodiversity, ecosystems, and plastic waste. The social
dimension delves into the company’s involvement in social stewardship, assessing practices
related to workplace safety, discrimination, child labor, employee treatment, poverty,
community impact, training, and education. The governance dimension assesses corporate
integrity, focusing on transparency, board diversity, fair executive remuneration, anti-
corruptionmeasures, and adherence to ethical codes (Carnini Pulino et al., 2022; Li et al., 2021).
Together, these pillars form a comprehensive framework for reviewing and advancing
corporate sustainability initiatives.

Previous research exploring the relationship between corporate sustainability and CEO
compensation has examined the components of the CEO remuneration to discern their
associationwith sustainability dimensions (Jian and Lee, 2015; Karim et al., 2018; Velte, 2020a,
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b and c). An example might be found in a recent study conducted by Cohen et al. (2023), which
examines the increasing integration of ESG criteria into executive compensation frameworks
across international publicly traded firms. The findings of this study unveil an intricate
network of practices shaped by geographical, industrial, and organizational dynamics, which
resonate with the principles of strategic incentive alignment. Additionally, it is emphasized
that firms incorporating ESGmetrics in executive compensation tend to attract a higher level
of engagement and financial commitment from institutional investors, reflecting a
congruence with shareholder interests. Similarly, Lee et al. (2023) found that ESG
performance ratings are strongly associated with all forms of compensation in US
financial firms. Among the three ESG pillars, only social and governance exhibit persistent
and significant associations with both short- and long-term executive pay.

Nevertheless, the results are inconclusive, as various studies have presented divergent
findings regarding the relation between corporate sustainability initiatives and executive
compensation. These studies have reported results ranging from a positive association to a
statistically insignificant relationship, and even to a negative correlation (Borghesi et al.,
2014; Ferrel et al., 2016; Gillan et al., 2021; Ikram et al., 2019; Jian and Lee, 2015; Malik and
Shim, 2022; Masulis and Reza, 2015). CEO remuneration is typically segmented into three
main components: fixed compensation (base salary), bonuses (short-term incentives), and
equity-linked compensation (long-term incentives) (Balsam, 2002; Edmans et al., 2017;
Mahoney and Thorn, 2006; McGuire et al., 2003; Profitlich et al., 2021). The fixed
compensation component refers to the CEO’s annual salary, which is determined by the
employment contract and remains decoupled from performance outcomes. Bonuses,
constituting short-term incentives, are contingent upon the fulfillment of specific goals
over the preceding fiscal year. Equity-linked incentives, based on long term performance
metrics spanning two to five years, embody an array of remunerative components such as
extended cash incentives, stock options, long-term benefit schemes, phantom stocks, and
restricted stocks.

The Compensation Committee, a group of independent directors, is responsible for
determining the CEO’s total remuneration package. This committee faces pressure from
stakeholders who seek assurance that CEO compensation aligns with corporate performance
and long-term growth strategies (Bhagat and Bolton, 2019; Daily et al., 1998). The complex
nature of CEO compensation has led to extensive research examining its relationship with
various organizational variables, such as firm performance, innovation, and risk (Bhuyan
et al., 2022; Core et al., 1999; Gande and Kalpathy, 2017; Houston and James, 1995; Miller et al.,
2002; Ozkan, 2011; Sheikh, 2012; You et al., 2020; Zhou et al., 2021).

In this study, we focus on the equity-linked dimension of CEO remuneration and its
relationship with corporate sustainability practices. This component of the compensation
aligns CEO interests with those of the stakeholders, particularly shareholders, over the longer
horizon (McGuire et al., 2003). The synergy between this component of compensation and
sustainability initiatives is particularly pertinent, given their shared long-term orientation.

To explain the relationship between ESG practices and CEO compensation, this study is
anchored in two theoretical frameworks: stakeholder theory and agency theory. Stakeholder
theory envisions the firm as a system of agreements that involve stakeholders with varying
interests, advocating for a multifaceted consideration in corporate decision-making
(Freeman, 1983; Jones, 1995; Jones and Wicks, 1999; McGuire et al., 2003). Contrasted with
shareholders’ theory, which prioritizes shareholder returns (Clarkson, 1995; Hillman et al.,
2001), stakeholder theory broadens the corporate interest to include environmental, social,
and governance concerns. It is within this holistic context that incorporating ESGmetrics into
the structure of CEO compensation, particularly the equity-linked component, establishes an
alignment with stakeholder imperatives, underscoring a shared commitment to the long-
range objectives of sustainability (Mahoney and Thorn, 2006). This synthesis not only
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underlines a collective commitment to corporate responsibility but also ensures that
executive actions are directed towards different stakeholder voices, reflecting a strategic
convergence of motivations across the spectrum of corporate interests.

Concurrently, agency theory posits the firm as a set of contracts between principals
(shareholders) and agents (management), highlighting the potential divergence due to
asymmetric information and conflicting priorities (Fama, 1980; Fama and Jensen, 1983;
Jensen and Meckling, 1976). This divergence is mitigated by aligning agent incentives with
principal objectives through compensatory structures (Eisenhardt, 1989; Haque, 2017;
Ji, 2015; Mahoney and Thorn, 2006; Masulis et al., 2009). Here, long-term incentive-based
compensation ensures that executives’ goals are in harmony with shareholder aims, which
include both financial and ESG dimensions (Abudy et al., 2020; Borghesi et al., 2014; Edmans
et al., 2017; Lozano, 2008). Integrating ESG criteria into executive compensation serves as a
strategic lever, aligning long-term objectives with sustainable and responsible business
practices (Tsang et al., 2021). The equity-linked component of compensation is particularly
well-suited to this end (Ikram et al., 2019; Karim et al., 2018). It encourages CEOs to focus on
goals that extend beyond immediate financial outcomes, considering the long-term
environmental, social, and governance impact of their decisions. This harmonizes
economic objectives with ESG concerns, fostering a sustainability-driven approach that
aligns corporate strategies with the evolving expectations of a society increasingly attuned to
social and environmental stewardship.

Building upon the theoretical foundations of stakeholder theory and agency theory, we
propose specific hypotheses that articulate the anticipated influence of individual ESG pillars
on the structure of CEO equity-linked compensation. Accordingly, we hypothesize the
following:

H1. There is a positive relationship between the environmental performance of a firm
and the CEO equity-linked compensation.

H2. There is a positive relationship between the social performance of a firm and the CEO
equity-linked compensation.

H3. There is a positive relationship between the governance performance of a firm and
the CEO equity-linked compensation.

2.2 ESG practices and CEO compensation: the role of institutional owners
Institutional theory suggests that the environment’s cultural and normative frameworks,
especially as defined by institutional owners, significantly shape firm behavior (Scott, 2005).
To attain and uphold legitimacy, organizations must conform to these established norms and
expectations, a critical strategy for survival and success (DiMaggio and Powell, 1983).
Securing corporate legitimacy is a gateway to both tangible and intangible benefits, ranging
from risk mitigation to improved access to resources. For companies to capitalize on these
advantages, they must align with the prevailing expectations of institutions and
stakeholders, a process that demands ongoing efforts to foster and maintain social
legitimacy (Bansal, 2005; Scott, 2008). This alignment often includes strategies like tying CEO
remuneration to future financial outcomes, incentivizing leadership to prioritize stakeholder
relationships and societal standards through ESG practices. From the perspective of
institutional theory, this strategic congruence not only reinforces a firm’s legitimacy but may
also positively influence CEO compensation.

Institutional investors play a significant role in shaping corporate actions. Traditionally
focused on shareholder value, these investors are increasingly recognizing the significance of
non-financial indicators. As a result, they are including long-term executive incentives into
their governance plans. This strategic orientation underscores the imperative for firms to
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foster legitimacy, a pivotal element in delivering financial outcomes that resonate with the
expectations of institutional investors, especially those with an inclination towards socially
responsible investments and sensitivity to ESG practices (Clark and Hebb, 2005).

The literature on institutional ownership presents two contrasting perspectives on how
institutional investors influence firm management and decision-making, particularly on how
the CEO compensation is shaped (Callen and Fang, 2013). The monitoring perspective
suggests that institutional ownership prioritizes long-term value maximization and
collaborates with management toward this goal, thus exerting a positive influence on
executive compensation and shareholder value (Becht et al., 2010; Zheng, 2010). On the other
hand, the short-termism posits that some institutional investors are primarily interested in
short-term gains. This perspective portrays these investors as less concerned with the long-
term sustainability of firms, and more with realizing quick profits. As a result, they may
encourage management behaviors that prioritize immediate financial returns, potentially at
the expense of long-term value and responsible investment practices (Graves and Waddock,
1990; Yan and Zhang, 2009).

Bridging these theoretical positions with empirical evidence reveals a complex and
somewhat contradictory picture. Some studies, such as those by David et al. (1998), Hartzell
and Starks (2003), Ozkan (2007), and Ryan and Wiggins (2001), identify a negative
relationship between institutional ownership and CEO compensation levels. Conversely,
other research points to an increase in executive remuneration, including salaries and options
(Croci et al., 2012; Khan et al., 2005; Victoravich et al., 2012).

Emerging from this complex evidentiary landscape is the increasing influence of specialized
institutional investors, such as pension funds and socially responsible investment funds. These
institutions have established a specific position as catalysts for promoting corporate
sustainability. They are responsible for leading the market towards an integrated
performance framework that combines financial metrics with ESG goals (Aluchna et al.,
2022; Sparkes and Cowton, 2004; Velte, 2023). The growing trend of non-financial shareholder
activism among these investors reflects a broader redefinition of value, challenging firms to
elevate ESG performance as a central component of corporate strategy (Briscoe and Gupta,
2016; Goranova andRyan, 2013; Guay et al., 2004; Liu et al., 2023). In this evolving context, firms
are increasingly incentivized to boost their ESG credentials not merely to satisfy a moral or
regulatory imperative but to align with the more comprehensive performance metrics now
demanded by a diverse array of institutional stakeholders (Velte, 2017). This new valuation
framework implies that for firms to attract and retain the interest of discerning institutional
investors, they must display an enhanced commitment to ESG priorities.

Within this shifting financial landscape, a proactive cohort of socially responsible
investment funds, public pension funds, and engaged institutional investors is asserting
considerable influence on corporate agendas (Serafeim, 2018). Their investment decisions are
increasingly predicated on a company’s commitment to ESG principles, as these are seen as
indicators of sustainable competitive advantages, performance enhancements, compliance
with evolving industry standards, and the fulfillment of legal and ethical responsibilities
(Park et al., 2019). The trend of channeling investments into socially responsible firms has
gained momentum, reflecting a strategic pivot towards businesses that can demonstrate an
enduring commitment to societal and environmental stewardship (Basse Mama and
Mandaroux, 2022; Guenster, 2012).

In this particular setting, the eager focus of institutional investors on corporate legitimacy
amplifies the role of ESG considerations in the formulation of executive compensation
packages. This is evidenced by recent research by Dikolli et al. (2023), who revealed that ESG
funds are significantly more likely than non-ESG funds to support proposals that align
executive compensation with environmental and social objectives. Within the given context,
the long-term incentive plans for CEOs are being recalibrated to incorporate ESG criteria.
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This adjustment is pivotal, considering the protracted interval over which ESG initiatives
often achieve their desired outcome. Aligning ESG efforts with extended long-term
compensation structures ensures that these long-term incentives are consistent with the
delayed rewards ESG goals provide, thereby fostering a sustained dedication to ESG
commitments.

Accordingly, we hypothesize the following:

H4. The presence of institutional owners moderates the relationship between the
environmental score and CEO equity-linked compensation.

H5. The presence of institutional owners moderates the relationship between the social
score and CEO equity-linked compensation.

H6. The presence of institutional owners moderates the relationship between the
governance score and CEO equity-linked compensation.

3. Data and methodology
3.1 Sample selection
The primary objective of this study is to assess and measure how institutional ownership
impacts the relationship between ESG scores and CEO equity-linked compensation. To achieve
this objective, an exhaustive analysis was conducted using panel data from 2014 to 2021,
focusing onUS companies listed on theS&P500 stockmarket index.We chose this timeframe to
capture significant shifts in the global and US market dynamics concerning ESG
considerations. This period witnessed the adoption of the UN’s Sustainable Development
Goals (2015) and the Paris Agreement (2016), both having a profound influence on companies
and institutional investors globally. In the US, ESG-focused funds saw notable growth, and
prominent institutional investors started to emphasize ESG considerations in their investment
decisions. Thus, this timeframe offers a valid setting for analyzing the interplay between ESG
scores, CEO compensation, and institutional ownership.

To ensure robust and reliable data, various reputable sources were employed. CEO-related
details, including compensation details, were extracted from BoardEX, an internationally
recognized data company that specializes in providing comprehensive and up-to-date data on
board members of publicly traded companies across North America, the United Kingdom,
and Europe. The ESG scores, which cover environmental, social, and governance aspects,
employed in our study, originate from the MSCI database, a credible source for ESG
indicators since 2007. MSCI’s comprehensive assessment methodology is well-established.
Specifically, environmental score offers insights into a company’s performance on
environmental issues such as carbon emissions, natural resource conservation, waste
management, and leveraging environmental opportunities; social score delves into matters
related to workforce treatment, community interactions, human rights adherence, and
product responsibilities; governance score evaluates corporate governance practices,
including structures, executive compensation models, and ethical business conduct. Lastly,
financial information pertaining to the companies under investigation was obtained from
Orbis, a reputable database renowned for its vast repository of global financial data.

Companies on the S&P500 were selected for their representation of the broader US
economy. Although our initial data collection encompassed all S&P500 companies, the final
sample was narrowed down to 219 companies due to missing CEO compensation data,
institutional ownership, and some control variables. Beyond these exclusions, no other
specific exclusion criteria were applied, ensuring our sample remained as comprehensive as
possible. After removing the observation with incomplete data, the remaining dataset
incorporated 219 companies, totaling 1,533 observations.
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3.2 Main variables
The study focuses on examining the relationship between CEO equity-linked compensation,
ESG scores and, institutional ownership.

CEO equity-linked compensation refers to the financial rewards associated with a
company’s stock performance and serves as the dependent variable in our study. The
rationale for using CEO equity-linked compensation to assess the impact of ESG scores lies in
its alignment with long-term value creation. This type of compensation is designed to
incentivize CEOs to make decisions that contribute to the company’s long-term success and
value (Collins et al., 2019; Abudy et al., 2023). By studying the relationship between ESG
scores and CEO equity-linked compensation, we attempt to determinewhether companies are
rewarding CEOs for integrating sustainable and responsible practices into their decision-
making processes.

The independent variables in the analysis are the ESG scores, which are further divided
into environmental (ENS), social (SOS), and governance (GS) scores. Each of these scores
represents a pillar for separate regression analyses.

Following previous studies (Chung and Zhang, 2011; Velte, 2020a, b and c), we also
included amoderator variable called INSOWN, whichmeasures the proportion of shares held
by institutional investors relative to the total number of shares outstanding.

To address endogeneity concerns, the research design includes control variables and
industry and year fixed effects. These control variables include firm characteristics that
could influence CEO compensation, such as financial performance indicators (e.g. ROA and
ROE), firm size (measured by the natural logarithm of employees), and financial leverage
(measured as the ratio of total debt to total assets). Additionally, CEO-related characteristics
that may impact CEO equity-linked compensation, including the previous year’s
compensation (addressing endogeneity through lagged variables), CEO tenure, and CEO
educational background, are also controlled for. Lastly, the percentage of independent board
members is included as a corporate governance variable in the model.

3.3 Regression model
In this study, we employ a panel regression model with fixed effects to examine the
relationship between the variables of interest. Panel regression is a robust statistical
technique that allows for the analysis of data that is collected over time and across different
entities, such as firms or countries. By incorporating both time-series and cross-sectional
dimensions, panel regression enables us to control for unobserved heterogeneity and time-
specific factors that may influence the relationship we are investigating.

We selected the fixed effect as the preferred estimation approach following the Hausman
test. The Hausman test is commonly used to compare the consistency and efficiency of fixed
effects (FE) and random effects (RE)models in panel data analysis. Its purpose is to determine
whether the random effects assumption, which allows for correlation between the
independent variables and the entity-specific effects, holds true. In our case, after
conducting the Hausman test, we found evidence to reject the null hypothesis of no
correlation between the independent variables and the entity-specific effects. This suggests
that the random effects assumption may not be valid, indicating the presence of endogeneity.
As a result, we have opted for the fixed effects model as a more appropriate choice.

For estimation, the following equations are formed:

CEOELCOMPt ¼ α0 þ β0ENS þ β1CEOELCOMPt−1 þ β1ROAþ β2ROE

þ β3FIRMSIZE þ β4FINLEV þ β5CEOTEN þ β6CEOEDU

þ β7BOARDIND þ e
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CEOELCOMPt ¼ α0 þ β0SOSS þ β1CEOELCOMPt−1 þ β1ROAþ β2ROE

þ β3FIRMSIZE þ β4FINLEV þ β5CEOTEN þ β6CEOEDU

þ β7BOARDIND þ e

CEOELCOMPt ¼ α0 þ β0GS þ β1CEOELCOMPt−1 þ β1ROAþ β2ROE þ β3FIRMSIZE

þ β4FINLEV þ β5CEOTEN þ β6CEOEDU þ β7BOARDIND þ e

CEOELCOMPt ¼ α0 þ β0ENS þ β1INSOWN þ β2ENS3 INSOWN

þ β3CEOELCOMPt−1 þ β4ROAþ β5ROE þ β6FIRMSIZE

þ β7FINLEV þ β8CEOTEN þ β9CEOEDU þ β10BOARDIND þ e

CEOELCOMPt ¼ α0 þ β0SOS þ β1INSOWN þ β2SOS3 INSOWN

þ β3CEOELCOMPt−1 þ β4ROAþ β5ROE þ β6FIRMSIZE

þ β7FINLEV þ β8CEOTEN þ β9CEOEDU þ β10BOARDIND þ e

CEOELCOMPt ¼ α0 þ β0GS þ β1INSOWN þ β2GS3 INSOWN þ β3CEOELCOMPt−1

þ β4ROAþ β5ROE þ β6FIRMSIZE þ β7FINLEV þ β8CEOTEN

þ β9CEOEDU þ β10BOARDIND þ e

The equations model the CEO equity-linked compensation (CEO EL COMPt) as a function of
various factors with α0 representing the constant term, and the β coefficients indicating the
influence of each variable on CEO compensation. Specifically, ENS, SOS, and GS reflect the
company’s performance in environmental, social, and governance aspects respectively. CEO
EL COMP(t�1) captures the previous year’s CEO compensation, suggesting that current
compensation is influenced by its historical value. ROA and ROE are indicators of the
company’s financial performance. FIRMSIZE and FINLEV represent the size of the firm and
the financial leverage of the company respectively. CEOTEN and CEOEDU are included to
reflect the CEO’s experience and educational background. BOARDIND suggests the
influence of board composition on CEOpay. Finally, INSOWN is included to capture the effect
of institutional ownership on CEO compensation.

The interaction terms, such as ENS3 INSOWN, SOS3 INSOWN, and GS3 INSOWN, in
our regression models are critical as they capture the moderating role of institutional
ownership on the relationships between the respective ESG scores (ENS, SOS, GS) and CEO
equity-linked compensation.

4. Research results
Table 1 presents the descriptive statistics of the variables after preliminary analysis. CEO
equity-linked compensation ranges from $1,735 to nearly $6.8 million, with an average value
of $21,874.95. The environmental score (ENS) has an average value of 5.78, which is higher
compared to the social (SOS) and governance (GS) scores, with average values of 4.14 and
5.47, respectively. On average, institutional owners control 43.12% of the companies in the
sample. The average CEO tenure is 5.47, and CEOs in the sample have diverse backgrounds,
including engineering (18%), finance (14%), law (17%), management (20%), political sciences
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(19%), and others (13%). The average percent of independent board members is 65%,
ranging from 43% to 87%.

Before conducting the main regression analysis, we checked for multicollinearity and
stationarity using correlation analysis and the Im-Pesaran-Shin unit root test. The correlation
matrix in Table 2 indicates no signs of multicollinearity among the independent and control
variables. The results of the Im-Pesaran-Shin unit root test are reported in Table 3.

The fixed effect panel regression results are presented in Tables 4 and 5. Model 1 shows a
positive and statistically significant relationship between the environmental score and CEO
equity-linked compensation (b 5 1717.830, p < 0.05). This suggests that for every one-unit
increase in the environmental score, CEO equity-linked compensation rises by $1717.830.
Among the control variables, CEO equity-linked compensation in t-1 (beta5 0.151, p> 0.001),
firm size (beta 5 6674.073, p < 0.05), and financial leverage (beta 5 21.786, p < 0.05) also
exhibit statistically significant coefficients. However, Models 2 and 3 do not support our
hypotheses, as there are no significant statistical relationships between the social score and
CEO equity-linked compensation, nor between the governance score and CEO equity-linked
compensation (H2 and H3).

In Table 5, models 4, 5, and 6, the interaction terms are introduced with institutional
ownership as the moderator variable. Model 4 reveals a positive and statistically significant
interaction between the environmental score and institutional ownership (beta 5 93.567,
p < 0.1). Similarly, in Model 5, the interaction term between the social score and institutional
ownership is positive and statistically significant (beta 5 126.841, p < 0.1). However, the
interaction term between the governance score and institutional ownership in Model 6 is not
statistically significant. Consequently, H4 and H5 are supported, while H6 is not.

To investigate the moderation effect of institutional ownership on the relationship
between ESG scores and CEO compensation, we utilized a fixed effects panel regression
model with interaction terms such asENS3 INSOWN, SOS3 INSOWN, andGS3 INSOWN.
The outcomes of this analytical approach informed our visual representations, which further
depict the interaction terms and the nature of these relationships. Figure 1 illustrates the
graph depicting the moderating role of institutional ownership in the relationship between
environmental score and CEO equity-linked compensation. The plot shows a steeper and
positive gradient for high levels of institutional ownership as compared to low levels of

Variable Obs Mean Std. dev Min Max

CEO EL COMP 1,584 21874.95 170249.40 1735 6,745,596
ENS 1,619 5.78 2.50 0 10
SOS 1,619 4.14 1.62 0 9.8
GS 1,619 5.47 1.85 0 10
INSOWN 1,752 43.12 139.72 5 89
ROE 1,657 30.17 71.93 �75.85 107.76
ROA 1,730 6.72 8.65 �67.43 84.21
FIRM SIZE 1,718 9.95 1.38 5.95 14.29
FIN LEV 1,623 4.35 2.88 0.96 12.48
CEO TEN 1,752 5.47 2.39 2 9
BOARD IND 1,752 0.65 0.13 0.43 0.87
ENGIN 1,751 0.18 0.39 0 1
FINANCE 1,751 0.14 0.34 0 1
LAW 1,751 0.17 0.37 0 1
MANAG 1,751 0.20 0.40 0 1
OTHERS 1,751 0.13 0.33 0 1
POL SCI 1,751 0.19 0.39 0 1

Table 1.
Descriptive statistics
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institutional ownership. Thus, this shows that the impact of environmental score in
increasing CEO equity-linked compensation is stronger when there is a high presence of
institutional owners. Institutional investors often have significant voting power and can use
their influence to shape corporate governance, including executive compensation policies.
They may be more inclined to advocate for greater alignment between CEO equity-linked
compensation and environmental performance, as they recognize the long-term benefits of
sustainable business practices. Additionally, institutional investors typically have a longer
investment horizon compared to individual investors. Consequently, they are more likely to
value the long-term advantages of improved environmental performance, such as reduced
regulatory risk, enhanced brand reputation, and increased operational efficiency. This long-
term perspective could lead them to support a stronger correlation between environmental
scores and CEO equity-linked compensation.

Figure 2 illustrates the graph depicting the moderating role of institutional ownership in
the relationship between social score and CEO equity-linked compensation is considered.
The plot shows a steeper and negative gradient for low levels of institutional ownership as
compared to high levels of institutional ownership. Thus, this shows that the impact of social
score in reducing CEO equity-linked compensation is stronger when there is a low presence of
institutional owners.When the institutional ownership is low, themanagement, including the
CEO, might have more discretion over their compensation policies. A high social score in this
context could mean that the company is committed to responsible practices, including
restraint in CEO equity-linked compensation. This commitment could be particularly
pronounced in the absence of large institutional investors, leading to a steeper negative
relationship between social score and CEO equity-linked compensation. In other words, as
social responsibility increases, CEO compensation decreases at a higher rate when
institutional ownership is low.

The contrast in the moderating effects between environmental and social scores reflects
the different weightages institutional owners might attribute to these aspects of ESG. While
environmental practices, with their tangible long-term benefits, attract institutional investors
who then advocate for compensatory alignment, strong social practices in the absence of
dominant institutional influence might signify a self-imposed commitment to societal values,
which often manifests in moderated executive compensations.

5. Discussion
In this study, we sought to explore the intricate dynamics between environmental, social, and
governance scores and CEO compensation, particularly focusing on the moderating role of
institutional ownership. Our findings, derived from fixed effect panel regression models,
reveal that while environmental scores positively influence CEO equity-linked compensation,
especially in the presence of significant institutional ownership, social scores exhibit a
contrasting effect in environments with lower institutional influence. Notably, governance
scores showed no significant impact on CEO compensation.

Variable Fisher-ADF (Z-stat)

CEO EL COMP �4.8889 (0.000)
ENS �6.2218 (0.000)
SOS �6.0879 (0.000)
GS �29.2010 (0.000)
INSOWN �22.5003 (0.000)

Note(s): The statistics in the first row represent the estimated coefficients of the variables while the second
row represents their respective p-values

Table 3.
Panel unit root test
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5.1 Theoretical implications
Our study presents important theoretical implications for agency theory, stakeholder theory,
and institutional theory. In the domain of agency theory, our findings both align with and
diverge from traditional approaches. Historically, this theory has primarily focused on
aligning CEO compensation with shareholder interests, often measured in financial terms.
However, our research, highlighting the positive association between environmental
performance and CEO equity-linked compensation, expands this traditional focus to
include environmental sustainability as a key performance metric. This shift is reflective of a
broader, more progressive understanding of corporate governance where financial and
environmental performances are seen as intertwined (Flammer, 2021). This reflects a
conscious shift toward leveraging compensation to direct CEOs towards decisions that
reinforce a firm’s environmental footprint. Such a direction aligns with the increasing global

Figure 1.
Moderation effect (ENS
as an independent
variable)

Figure 2.
Moderation effect (SOS
as an independent
variable)

MD
62,13

60



concern for sustainability, highlighted by Li et al. (2018). Conversely, the absence of
significant relationship between social and governance scores with CEO equity-linked
compensationmay suggest the intricate nature of the incentivemechanisms for the social and
governance aspects of corporate sustainability. These findings imply that the mechanisms
driving environmental performance rewards might differ from those associated with social
and governance performances (Karim et al., 2018). Moreover, this difference suggests that
agency theory may not apply consistently across all ESG aspects concerning CEO
compensation.

Our findings also offer insights for stakeholder theory. The observed interaction effect of
institutional ownership with environmental and social performance on CEO equity-linked
compensation suggests that institutional investors, as key stakeholders of a firm, can
influence the firm’s executive compensation policy. By this logic, our findings support
stakeholder theory’s assertion that firms have responsibilities towards various stakeholder
groups beyond just shareholders (Focke, 2022). However, while traditional stakeholder
theory emphasizes balancing diverse interests, our study suggests a more proactive role for
certain stakeholders, particularly institutional investors. This represents an evolution in the
theory, showing stakeholders as not just passive recipients of corporate actions but active
influencers in shaping executive compensation strategies. Indeed, empirical evidence
confirms that institutional investors can effectively steer the alignment of CEO compensation
with environmental and social performance.

Furthermore, institutional theory benefits from our research, especially considering our
demonstration of the nuanced moderating effect of institutional ownership on the
relationships between different ESG scores and CEO equity-linked compensation. This
contrasts with earlier, more homogenous views within institutional theory, which often
viewed institutional influences as more uniformly applied across different corporate aspects.
Our findings highlight the intricate and varied nature of these institutional pressures. While
some ESG elements encounter strong institutional pressures, others may operate with a
degree of independence, thus broadening the scope of institutional theory. This complex
landscape of institutional pressures, as discussed by Velte (2023), reveals that not all aspects
of sustainability are influenced equally, offering a more sophisticated understanding of how
institutional factors shape corporate sustainability efforts.

5.2 Managerial implications
Our study’s findings bear significant implications for firms and policymakers.

For firms, the clear emphasis on the positive relationship between environmental
indicators and CEO compensation underscores the importance of integrating sustainability
measures into executive compensation frameworks. Embedding these sustainability
indicators into executive compensation not only aligns financial incentives with
environmental objectives but also communicates a firm’s commitment to environmental
sustainability. From a management standpoint, this practice is instrumental in cultivating a
corporate culture that prioritizes environmental stewardship. It ensures that top executives
are financially motivated to pursue eco-friendly initiatives, thereby aligning their personal
goals with broader environmental objectives. This integration not only incentivizes
sustainable decision-making at the executive level but also symbolizes the firm’s strong
commitment to environmental sustainability, reinforcing its role as a key component of the
company’s overall management strategy.

Furthermore, our results identify potential gaps in how social and governance scores
interact with CEO compensation. It is vital for firms, especially their compensation committees,
to undertake comprehensive reviews of their remuneration structures. Such reviews can assess
whether these frameworks adequately reward executive efforts in these pivotal sustainability
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areas. A thorough introspection and subsequent recalibration of these structures can enhance
organizational credibility. Moreover, this practice extends beyond internal benefits. It has the
potential to strengthen the firm’s credibility in the eyes of socially conscious investors and
stakeholders. The assurance that executive compensation is intricately tied to sustainability
performance sends a powerful message about the company’s dedication to responsible and
forward-thinking management. This, in turn, can enhance the organization’s standing and
attractiveness to those who prioritize sustainable and ethical business practices, solidifying its
position as a leader in responsible management within the industry.

Another key insight from our study centers on the intricate dynamics of ownership
structure, especially concerning social metrics and CEO compensation. Our study suggests
that firms, especially those with less dominant institutional ownership, should contemplate
the integration of social performance indicators into their executive compensation strategies.
This alignment would not only reflect a commitment to social responsibilities but also help in
enhancing stakeholder trust. By ensuring that compensation is commensurate with social
performance, firms can demonstrate their ethical commitment, thereby enhancing their
reputation and building stronger relational capital with stakeholders. This approach can
serve as a catalyst for fostering a more responsible and sustainable business environment,
reflecting a holistic understanding of the interplay between financial performance and social
impact in contemporary corporate governance.

From a policymaking perspective, the role of institutional investors in linking ESG
performance with CEO compensation is vital. Policymakers might consider designing
frameworks encouraging institutional investors to support remuneration policies anchored in
sustainability paradigms. By fostering such an environment, regulators can catalyze a shift
toward embedding sustainability at the very core of corporate compensation philosophies.

Moreover, while many firms report on ESG, the absence of a universal reporting standard
creates data inconsistencies. The lack of standardized ESG reporting can hinder institutional
investors frommaking informed decisions. Policymakers could mandate a standardized ESG
reportingmechanism and solicit feedback from institutional investors to ensure it aligns with
their decision-making criteria.

Furthermore, policymakers, in their unique position, can promote stronger ties between
firms and their institutional investors. By advocating for enhanced dialogues and
interactions, they can ensure that executive compensation structures align with the long-
term sustainability goals often supported by institutional investors. These reinforced
collaborations not only deepen corporate commitment but also bridge the gap between
immediate corporate objectives and overarching societal sustainability ambitions.

5.3 Societal implications
Our study also highlights broader societal implications. First, aligning executive
compensation with ESG metrics can contribute to a stable economic environment by
prioritizing long-term sustainable practices over short-term gain. This alignment can deter
myopic management practices and promote sustainable economic growth.

Furthermore, our findings indicate that when executive compensation is tied to
environmental metrics, it incentivizes top leadership to advocate for environmentally
friendly business operations. Over time, this can reduce the environmental footprints ofmajor
corporations, contributing massively to global sustainability goals.

Finally, our analysis underscores the critical role played by institutional investors in
directing firms towards societal objectives. Their influence can ensure that executive
compensation strategies align not only with shareholder wealth maximization but also with
societal value creation. Such an alignment creates a business ecosystem where profitability
and societal welfare coexist, magnifying the societal benefits of corporate operations.
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5.4 Limitations and future research
While our study offers valuable insights, it does come with limitations. First, while our data
sources – BoardEX, MSCI, and Orbis – are credible, they could contain biases in collection or
reporting. Proprietary databases or industry-specific reports might provide richer, more detailed
data thatwe did not have access to. Secondly, our study primarily focuses onUS companies listed
on the S&P500. Although these companies reflect a large portion of the US economy, they may
not encompass the full range of corporate practices and structures found in other markets or
among smaller firms. The specific corporate governance structures, market dynamics, and
cultural contexts of the US might differ from other regions, potentially influencing the observed
relationship betweenESGscores, CEOcompensation, and institutional ownership. Future studies
could delve into these relationships in diverse geographical regions or with firms not listed on
major indices like the S&P500. Lastly, our chosen period, 2014 to 2021, although significant for
global and US ESG considerations, has its inherent limitations. Noteworthy events of this period,
like the ratification of the UN’s Sustainable Development Goals and the Paris Agreement, could
have influenced corporate and investor behaviors uniquely. It is crucial to contextualize our
findings within this timeframe. We recommend future research to extend their analysis to other
periods or monitor these relationships as they progress beyond 2021, aiding in a deeper
understanding of the temporal trends and the enduring nature of these relationships.
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