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Abstract - The study aims to investigate the relationship between CEO compensation and performance of insurance 
companies listed on Pakistan Stock Exchange, Pakistan during 2007-2016. Data used in this study were collected from the 
annual reports published by the insurance companies during the study period. Pooled ordinary least square (OLS) method was 
used to see the impact of explanatory variables (Growth, ROA, solvency ratio, claims ratio, expense ratio and MBR) on CEO 
compensation. Findings suggest that somehow their exists a relationship between CEO compensation and performance of 
insurance companies of Pakistan. As one of the performance measure Market-to-book ratio is significantly and inversely 
related to CEO compensation, suggesting companies with potential growth and with lower market-to-book ratio pay more to 
the CEO’s. Moreover CEO compensation has a positive relationship with Size of the firm, solvency ratio and expense ratio. 
 
Index Terms - CEO compensation, Claim ratio, Expense ratio, Firm performance, Solvency ratio. 

I. INTRODUCTION 
 
Without business risk absorption a company cannot 
lead towards the success easily. Basically, the nature 
of the insurance business is to provide protection to the 
policy holders in the times of accidents through the 
minimization of loss (Ahmed et al. 2011). In today 
risky and dynamic business environment no firm can 
run their operations without the support of insurance 
companies. Moreover, if insurance companies 
discontinue providing insurance then firms may stop 
their operations due to risks. As insurance companies 
manage the risk of the business entities or individuals 
they are known as backbone of an economy. Indeed, a 
well growing and developed insurance industry 
benefits the development of an economy as provides 
the long-term funds for the infrastructure development 
of an economy (Charumanthi, 2012).  
 
Therefore, measuring performance and its 
relationships with other variables is indispensible 
because it is allied with the performance of other 
business due to its risk absorption behavior. 
Performance of insurance companies is affected by 
internal as well as external factors. Internal factors are 
the firm specific factors that are under the control of 
the firm like management expenses, solvency margin 
and growth (Akotey et al., 2013).  
 
Over the past few decades many researchers have 
given attention to the relationship between firm 
performance and CEO remuneration (Holmstrom, 
1979;Jensen and Murphy, 1990; Cole and Mehran, 
1998).Performance of insurance company can be 
measured through different factors like profitability, 
sales turnover, dividend growth and capital employed 
(Liargovas and Skandalis, 2008). Insurance industry in 
Pakistan has undergone from significant changes from 

1949 to 2002 such as, in 1948 government established 
the department of insurance and given it under the 
supervision of Ministry of Commerce to see all the 
affairs of insurance sector. In 1949, in order to 
promote the insurance activities government of 
Pakistan established the Insurance Association of 
Pakistan on 9 February. In order to strengthen the 
insurance industry government established, The 
Pakistan Reinsurance Corporation (now a day, 
Pakistan Reinsurance Company Ltd) to provide 
reinsurance facilities to the insurance firms. In 1973 
Government established State Life Insurance 
Corporation to enter in the life insurance business and 
safe guard the interest of policy holders. In 1973 
government replaced NCS with National Investment 
Fund (NIF) in order to manage insurance business of 
government and semi-government firms. Year 2000 
brought many changes in the insurance sector of 
Pakistan; first insurance sector was given under their 
supervision Securities and Exchange Commission of 
Pakistan (SECP) to look after then issues of the 
insurance industry in Pakistan. Second the Insurance 
Act 1938 had outdated and replaced with other 
regulations. New insurance ordinance was passed on 
August 19, 2000 by SECP that increased the minimum 
paid up capital requirements of both life and non-life 
insurance and results in the good financial health of 
the companies. Minimum paid up capital requirement 
for life insurance is 100 to 150 million rupee and 50 to 
80 million rupees for non-life insurance company. 
Moreover the regulatory responsibilities of the 
insurance companies have been handed over to (SECP) 
in 2002 (Hassan et al. 2012).  
Identifying the relationship between firm performance 
and CEO compensation of performance of insurance 
companies facilitate to design the policies that may 
improve the performance of the firm. Executives who 
are not properly compensated may not perform in the 
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best interest of shareholders. The level of CEO 
compensation and its relationship with firm 
performance are key issue for legislators, economists, 
journalists and directors (Lambert and Larcker, 1985). 
Shareholders are mainly interested in maximizing 
their wealth. In order to motivate the executives there 
should be healthy compensation package to work for 
the best interest of shareholders (EI Akremi et al. 
2001). Remuneration to CEO and executives serves as 
incentives that effect the decisions and steps taken to 
initiate strategies by the executives in the company 
which in turn affects the performance of the company. 
Good compensation package motivate executives and 
increase their performance and in this way they 
participate in company’s profitability (Finkelstein and 
Boyd, 1998). Hence, finding the relationship between 
firm performance and CEO compensation is of great 
interest to the insurance regulators, management, 
investors and researches.  
 
Problem Identification: 
Healthy compensation packages motivate executives 
to work for the best interest of the shareholders that is 
wealth maximization. A manager whose 
compensation is just his fixed salary and don’t receive 
incentives in the shape of bonuses and others materials, 
will not be much motivated to work for shareholders 
because of not getting share from company’s profit 
(Murphy, 1998). Ozkan (2007) found a positive 
relationship between firm performance and CEO 
compensation. Determinants of CEO compensation 
are greatly discussed in developed countries but in 
Pakistan very few attempts have been made to explore 
the relationship between firm performance and CEO 
compensation of insurance companies of Pakistan. But 
those are not as much significant and reliable like 
developed countries and there exist a huge research 
gap. However, no study is available that has explored 
the joint effects on life and non life insurance 
companies for the longer time period. Accordingly, 
this paper seeks to examine the relationship between 
CEO compensation and performance of insurance 
companies of Pakistan.  
 
II. LITERATURE REVIEW 
 
If managers are not compensated in truly manners then 
they work for their own benefits and not for the 
company. In this way a situation of misalignment of 
interest between shareholders and managers emerge 
that could lead to agency problem. Compensation 
plans aims at resolving principal agent conflict and 
aligns the interests of CEO and shareholders in the 
best possible way (Bebchuk and Fried, 2003). 
Attractive compensation plans to CEO’s align their 
direction towards the company’s objective that is 
shareholders wealth maximization. According to 
agency theory CEO remuneration is dependent on the 
changes in shareholders wealth (Erick et al. 2014). 
Moreover manager’s productivity is not only function 

of their strength, intelligence and physical capital but 
also the human capital that is the knowledge and skills 
a person has to conduct the activities with economic 
value (Milgrom, 1992). Human capital theory is about 
the skills, abilities and knowledge a person show while 
performing a work. The level of CEO compensation 
depends on the CEO’s Skills that he transfers in the 
organization (Murphy and Zabojnik, 2004)  
Compensation packages are the part of the sound 
corporate governance of the insurance companies. The 
compensation policy must not be so tight that it restrict 
the insurance companies to attract the skilled talent nor 
it should be so loosen that CEO can be easily overpaid 
because of their influence on the board. The board 
should monitor the top management on the behalf of 
the shareholders and but have significant influence on 
the committee that suggests the remuneration (singler, 
2011) 
Organizations give compensations to their executives 
in the form of monetary and non-monetary. These are 
designed to attract new employees and motivate them 
to perform well in commitment with the company 
(Koala Consulting and Training, 2008). CEO 
compensation is the sum of salary, bonus, options, 
allowances, medical, profit sharing, stock grants and 
other cash incentives (Sun et al. 2013).  Previous 
literature on CEO compensation is highly 
multidisciplinary. Various academics like, finance, 
accounting, management and economics fields have 
contributed to the literature, where some researchers 
have contradictory views about the same point and 
other have same somewhere. Some of the previous 
studies are here to discuss the relationship between 
CEO compensation and firm performance.  
Murphy (1985) found a strong positive relationship 
between firm performance and CEO compensation. 
Bonus and stock options plan improve the pay and 
increase the level of performance (Anderson et al. 
2000). Firm performance measured by return on assets 
has a positive relationship with the compensation of 
executives of the insurance companies (Ke et al. 1999). 
Wilson and Higgins (2001) explained that total 
compensation of the CEO in the insurance companies 
is sensitive to the firm size and market returns. 
Structure of the board and pay for performance is 
positively related and sensitive to the ROA. 
Aduda (2011) explained the relationship between 
CEO compensation and firm performance of the 
commercial banks listed at Nairobi Stock Exchange. 
He explained that accounting measures of 
performance are not the key considerations in 
determining the compensations among the banks in 
Kenya. While size is the key criterion in determining 
the executive compensation. 
Sun et al. (2013) examined the relationship between 
CEO compensation and firm performance in the US 
property liability insurance companies. He used the 
DEA technique for the Input and output variables to 
calculate efficiency scores and then Trans log model 
was used the level of CEO compensation and 
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insurance firm performance. He used quite new 
variables and found that firm efficiency and 
performance is significantly associated with CEO 
compensation.  
While on the other hand Erick et al. (2014) conducted 
a research on Insurance firms of Kenya and in his 
study he found insignificant relationship between 
CEO compensation and firm performance. 
Profitability is widely used as proxy for performance 
measurement of companies. Higher profits provide 
means (greater availability of finance) and ends (high 
returns on investment) as well. Therefore from the 
above explanation we can understand that insurance 
companies have dual responsibility. One side they 
have to be profitable in order to achieve higher rate of 
return for investments on the other side insurance 
companies need to be profitable in order to be solvent 
enough to make other industries stable in the economy 
as they were before risk occurred (Sambasivam and 
Ayele, 2013). Return on assets is mostly used 
performance measure for insurance companies but 
researchers have used other measures also such as: 
return on equity (ROE), return on invested capital 
(ROIC). ROA shows company’s profitability as 
compared to its total assets, it tells how much efficient 
the management of the company is in term of using 
their assets to generate revenues. ROE tells that how 
much a company generates profit from the money 
invested by the shareholders. ROIC tells how much a 
company is efficient in managing its capital under 
profitable investment (Al-Shami, 2008).  
Claims are the expenses of the insurance company that 
they have paid to policyholders. High levels of claims 
are bad for the health of the insurance company and 
lead towards insolvency. Claims have negative 
significant impact on the performance of the insurance 
companies’ profitability. This is in accordance with 
the micro economic theory that higher value of 
expenses reduces the profitability of the firm (Pervan 
et al. 2012). Claim ratio is expressed as net claims to 
net premiums. A lower claim ratio shows the 
efficiency of the underwriting team and better claims 
management mechanism and the vice versa (Anirban 
Sarkar, 2013).  
Expenses on management are the operating expense 
which includes management salary and benefits, 
office, stationery and administrative expenses. This 
ratio tells about the productivity and cost effectiveness 
of the firm. Lower ratio indicates that firm is in good 
health and profitable. On the other hand higher ratio 
indicates financial instability; reduction in profits and 
leads toward loses (Anirban Sarkar, 2013). Higher 
value of operating expense has direct impact on the 
profit of insurance companies that’s why insurers seek 
to reduce the level of their management expenses. So 
an inverse relationship exists between this variable 
and profitability of the insurance companies (Maja 
Pervan, 2010). Solvency of insurance company refers 
to its ability to pay the claims. If the assets are illiquid 
the insurance company is insolvent. Financial 

soundness and solvency of insurance company 
depends on the sufficient technical reserves and 
capital strength of for safety margin. Solvency margin 
is the excess amount of assets over liabilities that 
insurers have to maintain as safety margin (Burca and 
Batrinca, 2014). Insurance companies those have 
higher level of solvency margin can be found as 
financially strong.  Theory suggests that the more 
financially strong insurance companies are more able 
to attract policy holders and dictate the attractiveness 
(Shiu, 2004). On the other hand, in some studies 
solvency margin shows negative relationship with 
performance of insurance companies. The negative 
relationship indicates that solvency margin is a 
proportionate of capital that is available to satisfy the 
long term expenses of the insurance company. 
Moreover the cost of equity is greater than cost of 
capital raised by the insurance companies through 
other sources which in turn creates a negative impact 
on performance Bawa and Chattha (2013). 
Growth is simply the rate of increase of premiums 
written (sale). It is measured as year to year change in 
premiums of insurance companies. Charumathi (2012) 
found a negative relationship gross written premium 
and Indian life insurers.  It means that insurance 
companies having more growth will have lower 
profitability because of the related provisioning of 
solvency margin and high underwriting risk. Akotey et 
al. (2013) conducted a research on life insurance 
companies in Ghana and their results showed that 
gross written premium have positive significant 
relationship with sales profitability and underwriting 
profit but negative with investment income. The 
positive relationship is due to the fact more a company 
underwrites more profit it gains. 
According to size larger companies are more 
profitable because they achieve economies of scale 
and in term of labor cost. Moreover larger insurance 
companies have more capacity to deal with market 
fluctuations and uncertainty than smaller companies. 
Large companies’ talent pool is wider they have more 
trained, skilled, experienced and qualified employees. 
In short large companies performs better even in worst 
situation than smaller companies. Company size is 
measured as natural logarithm of total assets (Shiu, 
2004).  Alternatively, according to Yuqi Li (2007) 
firms larger in size have negative relationship with 
performance because of the inside politics and 
bureaucratic decisions. 
 
III. RESEARCH DESIGN  
 
Data set: This study aims to investigate the 
relationship between the CEO compensation and 
performance of insurance companies of Pakistan listed 
on Karachi Stock Exchange Pakistan during 
2007-2016. For estimation purpose panel data was 
used and the data was collected from annual reports 
published by the insurance companies during the study 
period. Data relevant to market price of shares 
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collected from the publications of Karachi Stock 
Exchange. On the basis of data availability 22 firms 
are taken in sample. The sample specification is 
presented in Table 1.  
 

Table: 1: Sample Specification 

 
 
Variables 
Table 2 presents the definition of variables included in 
the study. The definitions were largely adopted from 
existing literature in order to make comparison with 
earlier empirical studies.  
 

Table 2: Definition of variable 

 
 
Methodology 
The study used panel data to estimate regression 
models to identify the relationship between the CEO 
compensation and performance. The basic regression 
model is expressed as follows:  

 
Where, 

itCOMP represents Compensation of CEO i at 
time t.

itGROW  represents growth of firm i at time t.

itSIZ  represents size firm i at time t. itROA  represents 
return on assets of the firm i at time t.

itSOL  Represents 
solvency ratio of firm i at time t. itCLMR represents 
claims ratio of a firm i at time t. itEXPN represents 
expenses ratio of a firm i  at time t. itMBR  represents 
market to book ratio of firm i at of firm i at time t. time 
t. 0 represents common y-intercept. 101  
represents Coefficients of the concerned explanatory 
variable. it  represents error term. 
 
Descriptive statistics 
 
Table 3 presents the summary statistics of variables 
included in the study. The mean value of CEO 
compensation is 15.30 and the mean value of growth is 

16.28%. Mean value of firm size is 20.91.Mean value 
of return on assets is 6.14% indicating the proportion 
of firms’ profit before taxes to total assets. Mean value 
of solvency ratio is 4.10 it indicates the ability of 
insurance companies to settle down claims in the 
unforeseen situations, such as natural disasters and 
sudden decline in prices of stocks in the market. Mean 
value of claim ratio is 21.46% which indicates the 
proportion of claims satisfied by the sample 
companies during the study period. The ratio is quite 
high which might be either due to the natural disasters 
(e.g. earthquake and floods) or because of inefficiency 
of managers during the study period. Mean value of 
expenses ratio is 14.78% which indicates the 
proportion of spending on the management to acquire 
policies. The average market-to-book ratio is 2.67 
indicating that managers’ of insurance companies 
have created more worth of their assets than book 
value  

Table 3 

 
Correlation Analysis 
Pearson’s Correlation coefficient method was used to 
measure the relationships between the variables and 
the results are shown in table 4 given below in 
Appendix.  
 
IV. EMPIRICAL RESULTS 
 
The P>F value is 0.0000 which shows that the model is 
highly significant and the R2 is 0.55 which shows that 
our model accounts for 55% of the total variability. 
Moreover the regressions results show that growth of 
the firm is positively related to the CEO 
compensation, it means that when the company’s 
business grows the level of CEO also grows or vice 
versa. But the relationship in our study is insignificant. 
Our finding is consistent with the findings of Sun et al. 
(2013). Size of the company is positively related to 
CEO compensation and it is has highly significant 
relationship in our study. It means that larger firms pay 
more to CEO’s to motivate to align the CEO 
objectives with Shareholders objectives this increases 
the overall company performance. Our findings are 
consistent with the findings of Sun et al. (2013) and 
contradict with the findings of Aduda (2011). Return 
on assets is positively related to the CEO 
compensation but the relationship is insignificant, our 
findings are consistent with the findings of Fernandes 
(2005) and Sun et al. (2013). Solvency ratio is 
positively and significantly related to the CEO 



International Journal of Management and Applied Science, ISSN: 2394-7926                                                 Volume-4, Issue-9, Sep.-2018 
http://iraj.in 

Relationship between CEO Compensation and Performance: An Empirical Investigation of Insurance Companies of Pakistan 
 

84 

performance. It means that company’s having higher 
solvency ratio defaults lower and satisfy the claims of 
policyholders well. This in turn creates a positive 
impact on firm performance and CEO compensation. 
Our results are consistent with the study of Erick et al. 
(2014). Claims ratio shows a negative but insignificant 
relationship. Expense ratio shows a positive 
significant relationship with CEO compensation 
because these are the spending on management for 
writting more policies. Market to book ratio is 
negatively and significantly related to CEO 
performance. Means companies those are growing and 
are with lower market to book ratio pay more to the 
CEO.  Our finding is consistent with the findings of 
Sun et al. (2013) and Fernandes (2005). 
 
Table 5: Effects of explanatory variables on CEO compensation 

( itCOMP  ). 

 
 

CONCLUSION 
 
This paper examines the relationship between CEO 
compensation and performance of insurance 
companies of Pakistan. The results of this study show 
that this is the first study on this issue in insurance 
sector of Pakistan. The findings suggest that somehow 
their is a relationship between CEO compensation and 
firm performance. Market-to-book ratio is 
significantly and inversely related to CEO 
compensation, suggesting companies with potential 
growth and with lower market-to-book ratio pay more 
to the CEO. Size of the company, solvency ratio and 
expense ratio are positively related to CEO 
compensation and are high significant. These are also 
the performance indicators of the firm, which means 
that their is a tie between CEO compensation and firm 
performance.  The findings of the study are valuable 
for insurance companies and its policymaker in 
understanding how to conduct the compensation 
packages that resolves the principle-agent problem. 
Moreover it motivates the executives to maximize 
their performance to achieve shareholders goals. For 
example, underwriting expense is tied with CEO 
compensation as these are the spending on 
management to underwrite new policies. It motivates 
executives and they work hard for more policy writing 
which in turn achieves the shareholder wealth 
maximization goal.   This paper is subject to number 
of limitations, first we limited our sample to 22 
insurance companies due the data availability. Second, 
we limit our study to the period of 2005-2013, and 

hence there is a need to elaborate our findings for more 
recent periods. Finally, we have selected just Life and 
Non-life insurance companies in our sample and 
missed the Takaful companies because they might be 
limited due to different nature and organizational 
structure. 
 
FUTURE IMPLICATIONS AND LIMITATIONS 
 
This research is subject to number of limitations like 
data availability, sample size, insurance industry and 
model selection. Data of all firms were not available 
for 10 years that’s why we have taken only 22 firms in 
our sample size.  Moreover the research is based on 
life and non life insurance companies and Takaful 
companies are not included in this research. Future 
researchers have a great chance to research on 
combined analysis of life, non life and Takaful 
companies. More detailed variables related to CEO 
compensation can be used. Percentage change in 
macro economic variables like, Inflation, interest rate 
can be tested to see the increase and decrease of CEO 
compensation accordingly.  
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