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Abstract 

The issue of firm value has attracted considerable attention among academic 

researchers in accounting and finance. Improving firm value is very crucial for 

the sustainability of the firm and at the same time maximization of shareholders 

wealth. Enhancing firm value necessitated the need and strategy of compensating 

directors of firms. Directors’ compensation takes form of salaries and wages, 

benefits in kind, bonuses, allowances and varied forms of non-financial 

payments. The basic idea is to reward directors according to their level of 

performance and motivate them to do more. Directors who are improperly 

compensated may not have the incentive to perform in the best interest of 

shareholders. Agency theory has showed that there exist problem between 

managers and shareholders because of the separation of ownership from control.  

The broad objective of this study was to investigate directors’ compensation and 

firm value, while the specific objective was to conceptually examine abnormal 

directors’ compensation on firm value. It is a library type of research. This was 

employed by conceptual review of literature. Secondary source of information is 

used and these include information obtained from text book, Journal articles 

publications, conferences and seminars papers. Following outcomes of various 

related review, this study found that abnormal directors’ compensation could 

have influence which is either negatively or positively related with firm value. 

By implication, abnormal directors’ compensation could be critical or weak 

influencing factor of firm value. It therefore recommended that abnormal 

directors’ compensation in form of share bonuses, benefits in kinds and 

allowances should be increased and improved whenever the firm disclose good 

news. Also good corporate governance mechanism in relation to directors’ 

compensation should be improved upon by companies in order to enhance firm 

value. 
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1. Introduction 

 The issue of firm value has attracted considerable interest among academic 

researchers in accounting and finance. Improving firm value is very crucial for the 

sustainability of the firm and at the same time maximization of shareholders wealth. 

Enhancing firm value necessitated the need and strategy of compensating directors of 

firms. Directors compensation takes form of salaries and wages, benefits in kind, 

bonuses, allowances and varied forms of non-financial payments. Compensation is often 

seen as an instrument to align managerial interests (agents) with those of the shareholders 

(principals) (Banghoj, Petersen & Plenborg, 2008; Olaniyan, 2015). Director 

compensation takes form of abnormal and normal, which might induce directors to work 

harder and exert more monitoring efforts. Compensation remains a useful tool in 

encouraging directors to give their best and in reducing the agency problem. Directors’ 

pay increase can ameliorate the agency problem by providing incentives that motivate 

managers to optimize the long term value or earnings potential of the firm (Conyon, 

2006). The common proposition underlying directors’ compensation is motivated in order 

to motivate directors to spend effort and work for the best interest of the shareholders, 

which is maximizing their wealth. 

 Directors compensation can be used as an effective instrument for creating value 

for shareholders by improving their firm performance (El Akremi, Rousse & Trepo, 

2001). Remuneration to directors serves as an incentive that affects decisions made and 

strategies adopted to affect firm value. It is a means for executives to realize rewards for 

their efforts. In corporate context, executives participate in the firm’s profitability. 

Directors who are improperly compensated may not have the incentive to perform in the 

best interest of shareholders, which can be costly to the shareholders. The basic idea is to 

reward directors according to their level of performance and motivate them to do more. 

An increase in the overcompensation of directors could leads to a decrease in the 

likelihood of Chief Executive Officer turnover (CEO), reduces the turnover-performance 

sensitivity, and increases managerial entrenchment among other (Mustafa, 2012). Several 

studies like Abdullah (2006); Buck, Bruce, Main and Udueni (2003); Duffheus and Kabir 

(2007) stated that director compensation could affect firm performance. When 

compensation becomes out of range, the managers are spurred to give in their best as 

their counterpart in related firms get lower compensation package. The implication of this 

is that excessive compensation will serve as an effective tool for motivating managers. 

On the other hand, excessive compensation could make managers involved in window 

dressing practices so as to show that they are doing well in other to retain their job and 

compensation package.  Mustafa (2012) propose that director excess compensation 

signals the presence of collusion and back-scratching between the manager and the board 

members.  When compensation is adequately disclosed, excessive compensation is likely 

to be reduced as the market forces will help in shaping it (Diekmann, 2007). 

 However most studies on directors compensations were conducted in developed 

countries like USA, France, UK (Bebchuk & Fried, 2003; Banghoj, Petersen, & Plenborg, 

et al., 2008), while few of these studies were carried out in developing countries like 
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Nigeria (for example Olaniyan, 2015;  Ogbeide and Akanji (2016), Olalekan and 

Bodunde (2015), Olaniyan (2015), Adegoroye, Oluwafemi, Akanfe and Oladipo (2017), 

Olaniyi, Obembe and Oni (2017), and Oyerogba,  Riro & Memba, 2016). Most of the 

previous studies have concentrated on examining how directors’ or CEOs compensation 

influence firm performance, leaving so much to be explored on abnormal director 

compensation as affects firm value. Though firm performance and value were used 

interchangeably, but their results were inconsistent and inconclusive. Athanasopoulou 

(2009) noted that validating existing conceptual frameworks contexts are possible 

avenues for further research. Hence this study specific objective is to examine the 

influence of abnormal directors compensation on firm value in Nigeria. 

 

2. Concept of Firm Value 

 Firm value is used interchangeably with firm performance and viewed in 

different perspectives. Firm’s value can be described as the benefits stemming from the 

firm’s shares by the shareholders (Rouf, 2011). The value of a company is the total assets 

owned. It consists of the market value of share and liabilities. The measurement of a 

company value can be done through many indicators, e.g. Tobin’s Q, Price Earning Ratio 

(PER), Price to Book Value (PBV) etc (Damodaran, 2002).  Fauzi, Svensson and 

Rahman (2010) define firm performance as the organization’s ability to attain its goals by 

using resources in an efficient and effective manner. Thompson (2004) identify three 

important measures of performance to include economy, which is (1) the profit, market 

share, increased sales return on investment and overall growth (2) efficiency which 

includes the competence, capability, ability, proficiencies and expertise of the 

organization, and (3) effectiveness which is the degree of success of the coordinated 

efforts of the supply chain integration in the organisation.  

 Firm value is mostly measured in financial terms. Ebrahim, Abdullah and  

Faudziah,.(2014) identified countless number of ways forward to measure financial 

performance or firm value and among them are: Return on Assets (ROA), Return on 

Equity (ROE), Tobin-Q, Profit Margin (PM), Earnings Per Share (EPS), Divided Yield 

(DY), Price-Earnings Ratio (PE), Return on Sales (ROS), Expense to Assets (ETA), Cash 

to Assets (CTA), Sales to Assets (STS), Expenses to Sale (ETS), Abnormal returns; 

annual stock return, (RET), Operating Cash Flow (OCF), Return on Capital Employed 

(ROCE), Labor productivity (LP), Critical business Return on Asset (CROA), Cost of 

Capital (COC), Market Value Added (MVA), Operation Profit (OP), Return on 

Investment (ROI), Market-to-book value (MTBV), Log of market capitalization, LOSS, 

Growth in Sales (GRO), Stock Repurchases, Sales Per Employee(SPE), Return on 

revenue (ROR), Output per staff (OPS), Cost Per Service Provided (CPSP) and Cost per 

Client Served (CCS), Superior to cumulative abnormal returns (CARs), Profit Per 

Employee (PPE) and Return on Fixed Assets (ROFA) etc. Most of these proposed 

measures have been utilized by studies regarding governance. Tobin’s Q refers to a 

traditional measure of expected long-run firm performance (Bozec, Dia & Bozec, 2010).  

 The employment of market value of equity may present the firm’s future growth 

opportunities which could stem from factors exogenous to managerial decisions and this 
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is indicated by the companies level (Shan & McIver, 2011). In addition, a high Q ratio 

shows success in the way that the firm has leveraged its investment to develop the 

company that is valued more in terms of its market-value compared to its book-value 

(Kapopoulos & Lazaretou, 2007). In effect, firm value is the perception of the investor to 

the success of a company. It is reflected in the share price of the company. The increase 

of the share price shows the trust of the investors to the company, so they are willing to 

pay more with the aim for higher return.  

 

Directors Abnormal Compensation  

 Directors of firm can either be executive or non executive member. Director of 

firms are motivated for controlling and monitoring or for management of the firm. Brick, 

Oded-Palmon, and Wald (2006) define abnormal compensation as the difference between 

the observed compensation level and the expected compensation level after controlling 

for firm, governance, and CEO characteristics. Directors’ compensation package includes 

the directors’ cash incentive, non-cash incentive and bonus issue of share (Oyerogba, et 

al., 2016). Sigler (2013) notes that the CEO pay was proxied by monthly salary, cash 

compensation and total compensation.  

 According to Michael, Huseyin and Raghavendra (2009) three measures of 

directors compensation include the total compensation, which is an aggregate of salary, 

bonus, total value of restricted stock granted, total value of stock options granted (using 

Black-Scholes), and long term incentive payouts which is total cash compensation which 

includes salary and bonus, and the difference between total compensation and total cash 

compensation which is meant to capture the options and incentive components of total 

compensation. Bebchuk and Fried (2003) noted that, the extent to which managerial 

influence can move compensation arrangements away from optimal contracting outcomes 

depends on the extent to which market participants recognize the problems.  

  

3. Empirical Studies 

 Some empirical studies in relation to executive compensation and firm value are 

as follow. Aduda (2011) examined the relationship between executive compensation and 

firm performance on commercial banks listed at the Nairobi Stock Exchange by using a 

regression model that relates pay and performance. He found out that accounting 

measures of performance are not key considerations in determining executive 

compensation among the banks in Kenya and that size is a key criterion in determining 

executive compensation as it was significantly but negatively related to compensation. 

The negative correlation suggests the capping of executive compensation to ensure 

maximization of returns to shareholders. 

Suherman, Wulan and Agung (2011) conducted a study on the kind of 

relationship that exists between firm performance, corporate governance, and executive 

compensation in financial firms in Indonesia. The sample of the study comprises 13 

financial companies listed during the period 2007-2009 on Indonesian Stock Exchange. 

The inferential statistic result revealed that a significant positive relationship exists 
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between executive compensation and return on asset (ROA).The argument for this 

relation is because the bonus given by company to the executive depends on the company 

profit. The higher the company profit, the higher the bonus that executive will receive. 

However, no significant relationship was found between total shareholders’ return (TSR) 

and executive compensation.  

Mustafa (2012) utilizes a cost minimization stochastic frontier approach to 

investigate the efficiency of director total compensation. The result showed that on 

average, the director actual compensation level is above the efficient compensation level. 

The results suggest that an increase in director excess compensation decreases the 

likelihood of CEO turnover, reduces the turnover-performance sensitivity, and increases 

managerial entrenchment. Thus, the surplus in director compensation is directly 

associated with managerial job security and entrenchment. Furthermore, although 

director excess compensation is not significantly inversely related to the firm’s future 

performance, it has an indirect negative effect on future performance through its impact 

on the entrenchment-performance relationship.  

Yongli and Dave (2012) on the relationship between executive compensation, 

ownership structure and firm performance in Chinese financial corporation’s during the 

period 2001-2009. Relying on secondary data, it was reported that executive 

compensation is negatively related to the largest shareholding, but positively related to 

the proportion of shares held by the five largest shareholders and the ten largest 

shareholders, indicating that private companies tend to pay CEOs higher. Moreover, CEO 

compensation is negatively associated with return on equity RET and ROA, indicating 

that the higher the CEO compensation in Chinese banks, the lower the firm value or firm 

profitability. 

Sigler (2013) examined the relationship of CEO pay and company performance 

for 280 firms listed on the New York Stock Exchange for a period from 2006 to 2009. It 

employed both descriptive and inferential statistic and found a positive and significant 

relationship between total CEO compensation and company performance measured by 

return on equity was established. It was also discovered that the size of the firm appears 

to be the most significant factor in determining the level of total CEO compensation, 

according to the results, the tenure of the chief executive officer is another significant 

variable that influence return on equity. In this study, the CEO pay was proxy by monthly 

salary, cash compensation and total compensation and there is possibility of 

multicolinearity in data which might have affected the result. 

Erick, Kefah and Nyaoga (2014) carried out study on the effect of executive 

compensation on the financial performance of insurance companies in Kenya. The study 

considered performance ratios by using a regression model that establishes the 

relationship between pay and financial performance. The results showed that there is a 

non-significant relationship between executive compensation and financial performance. 

The negative correlation suggests the capping of executive compensation to maximize 

shareholders returns. This advocates that key performance ratios are not key 

considerations in determining executive compensation among the insurance companies in 

Kenya. Hence there is need to sensitize executives to align their payment to accounting 
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performance measures because they are directly linked to shareholder’s wealth 

maximization. 

Olaniyan (2015) examined the effects of executive compensation on the 

performance of non-financial firms in Nigerian Stock Exchange (1996-2012). The 

executive compensations of seventy two non-financial firms were examined along with 

their performances. ROA,ROE and Tobin’s Q were used as a measure of firm 

performance, and panel data reveals a negative significant relationship between executive 

compensation and firm performance. On this ground, this paper suggests that government 

should enforce that the executive compensation of firm is strictly tie to firm performance 

in order to encourage the performance of non-financial firms on Nigeria Stock Exchange. 

Oyerogba, et al., (2016) investigated the impact of executive compensation on firms’ 

profitability among listed companies in Nigeria using a period of ten years ranging from 

2004 to 2013 and a sample size of 70 companies purposefully selected from the 198 

listed companies in Nigeria. Both descriptive and inferential statistics were carried out 

and results indicated that a significant positive relationship exists between the directors’ 

cash incentives, bonus issue of share and earnings per share, while non-cash incentive 

and earnings per share was insignificant. 

Aroh, etal., (2018) examined abnormal directors’ compensation and firm 

performance in Nigeria by emphasizing on the listed banks. The study covered a period 

of five years (2012 to 2016) and the statistical tool employed is Robust Least Square 

Regression Analysis. Results revealed positive but insignificant relationship between firm 

performance measured by shareholders’ value of Tobin Q and abnormal directors’ 

compensation. The results also showed that the size of the firm significantly influence 

shareholder’s wealth but not significantly affecting firms’ profitability.  

  

4. Theoretical Framework 

The following theories are examined below: 

 

i. Agency Theory 

 Agency theory was initiated by Berle and Means (1932), first highlighted by 

Adam Smith in the eighteenth century and explored by Ross (1973), while the first 

detailed description of the theory was presented by Jensen and Meckling in 1976. Agency 

theory predicts that the misalignment of interests between shareholders and managers 

could lead to agency problems, like, managers engaging in activities for their own 

benefits rather than the benefits of the firm’s shareholders (Jensen & Meckling, 1976). 

Executive compensation plans borrows heavily from agency problem. It aims at resolving 

the principal-agent conflict since it aligns the interest of chief executive officers to those 

of shareholders. Bebchuk and Fried (2003) note that the design of executive 

compensation is viewed not only as an instrument for addressing the agency problem 

between managers and shareholders but also as part of the agency problem itself.  

 Since the objective of corporation shareholders is to maximize wealth; agency 

theory predicts that chief executive officers compensation policies will depend on 
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changes in shareholder wealth (Jensen & Murphy, 1990). The optimal solution is tying 

executive compensation to performance with little monitoring (Fama 1980).Shareholder 

efforts to monitor the agent—for instance, shareholder engagement and incentive 

schemes or contracts—lead to additional costs for the company (Solomon, 2010). Jensen 

(2001) highlights that agency problem will increase if the corporate governance structure 

is weak. The aim of the agency theory is to determine the most cost-effective governance 

method for tackling any possible agency issues (Dey, 2008).. Fama (1980) contends that 

the appointment of non-executive directors to a board is designed to control management 

issues and is intended to have a positive effect on firm performance (Jensen & Meckling, 

1976). Furthermore, he noted that the likelihood of a firm adopting a stock-based 

incentive plan for directors is positively liked to the fraction of independent directors on 

the board and could enhance firm value. Compensation of directors is essential in 

reducing agency problems. 

 

ii. Stakeholder Theory  

 The stakeholder theory was propounded by Freeman (1984). Freeman (1984, p. 

vi) defines stakeholder as ‘any group or individual who can effect or is effected by the 

achievement of corporation’s purpose’. The theory is based on the premise that firms 

should be accountable to a broad range of stakeholders such as shareholders, employees, 

suppliers, customers, creditors and communities in the vicinity of the company’s 

operations and the public (Solomon, 2010). The stakeholder theory focuses not only on 

shareholders, but it has been expanded to take into account the interests of many different 

stakeholder groups, including interest groups with social, environmental and ethical 

considerations (Clarke, 2004). The stakeholder theory serves to build good relationships 

between firms and various internal and external stakeholders in the broader environment, 

as it is essential for the implementation and improvement of effective governance 

mechanisms and processes (Christopher, 2010). Thus, the stakeholder theory is an 

important theory in terms of corporate governance (Abu-Tapanjeh, 2009). Clearly, the 

influences and functional corporate governance mechanisms relating to stakeholders can 

affect a firm’s ability and value (Clarkson, 1995).  

 This theory has gained in influence through suggestions that the practice of 

stakeholder management positively contributes to firm value (Donaldson & 

Preston,1995). With researchers finding a strong and consistent relationship between 

corporate governance and firm value as a result of the stakeholder theory’s 

implementation (Udayasankar, Das & Krishnamurti, 2005). According to Clarke (2004), 

if corporate managers are there to maximise the total wealth of the organisation, they 

must take into account the effects of their decisions on all stakeholders. Consequently, 

good corporate governance must focus on creating a feeling of security that a company 

will consider the interests of stakeholders, as the board of directors is responsible for the 

company as well as its stakeholders (Ehikioya, 2009; Ljubojevic & Ljubojevic, 2011). 

Having examined the theories, this study is anchored on the agency theory because when 

directors are compensated, it is expected that they put in more commitment in the affair 
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of the organization on behalf of the shareholders and could help to reduce agency 

problem emanating from separation control.  

 

5.  Conclusion and Recommendations 

 The thrust of this study is to investigate abnormal director compensation in 

relation to firm value. Firm value is important because it has implications in attracting 

investors and wealth maximization. Director abnormal compensation plans in firm are 

means of reducing potential conflicts of interest between management and shareholders. 

An effective compensation programme can add value to the firm by improving the 

alignment of management incentives with stockholder interest. Agency theory revealed 

that there bound to be conflicts between management and owners because of separation 

of control. Following outcomes of various related review, this study found that abnormal 

directors’ compensation could have influence which could either negatively or positively 

related with firm value. By implication, abnormal directors’ compensation could be 

critical or weak influencing factor of firm value.  

It therefore recommended as follows 

i. Abnormal directors’ compensation in form of share bonuses, benefits in kinds and 

allowances should be increased and improved whenever the firm disclose good news 

or made profit in order to encourage directors to put in more effect in the affairs of 

organisations.  

 

ii. Good corporate governance mechanisms capable of addressing directors’ 

compensation should be improved upon by companies in order to enhance firm value. 
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