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From an integrated agency theory-trust perspective, this study investigated 

how a family owner’s trust toward non-family executives influences their 

compensation in family-controlled firms. In this study, we differentiate two 

forms of trust, cognitive-based and affect-based trust, and hypothesize that 

the incidence of managerial opportunism may vary depending on distinct 

foundations of trust. Specifically, we argue that cognition-based trust is 

positively correlated with non-family CEO’s compensation, while the 

affect-based trust is negatively related to non-family CEO’s pay. Using 

2013 compensation data of 94 non-family CEOs in 75 family-controlled 

firms in Korea, our hypotheses are supported. Agency theory may be 

improved by incorporating a principal’s trust toward an agent and the effect 

of this trust on contracts with an agent.  
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INTRODUCTION 

A wealth of research has focused on the antecedents of executive compensation. 

Spanning diverse perspectives, such as the economic perspective (e.g., Barkema 

& Gomez-Mejia,1998; Jensen & Murphy, 1990; Kaplan, 2008; Hall & Liebman, 

1998), sociological perspective (Daily, Johnson, Ellstrand, and Dalton, 1998; 

Finkelstein & Hambrick,1989; Belliveau, O’Reilly and Wade, 1996; Geletkanycz, 

Boyd, and Finkelstein, 2001) and institutional perspective（Peng, Sun, Pinkham, 

and Chen, 2009；Westphal & Zajac, 1994; Zajac & Westphal, 1998; Tosi & 

Greckhamer, 2004; Staw & Epstein,2000）, this stream of research has provided 

valuable insights into the realm of managerial pay. The economic perspective on 

executive compensation is based on the theories of agency, managerial capitalism 

or tournament (Hallock & Murphy, 1999; Tosi & Greckhamer, 2004). This 

perspective intends to explain how executive compensation as one dimension of 

corporate governance or the corporate control system, is linked to maximize 

economic performance, firm size, other corporate governance mechanisms, or 

explain how it is linked to the pay of other work groups (Jensen & Meckling, 1976; 

Eisenhardt, 1989). However, sociological perspectives emphasize the role of 

managerial characteristics in setting executive pay, such as steward leadership, 

managerial power and social network (Zajac and Westphal, 2004; Daily, Johnson, 

Ellstrand, and Dalton, 1998; Finkelstein & Hambrick,1989; Belliveau, O’Reilly 

and Wade, 1996; Geletkanycz, Boyd, and Finkelstein, 2001). Finally, institutional 
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perspectives have related executive pay with institutional environments, including 

formal and informal institutions, in suggesting two important implications: (1) 

Incentive mechanisms are designed within the formal and informal constraints in 

a given institutional framework; (2) While formal and informal institutions 

combine to govern firm behavior, in situations where formal constrains are unclear 

or fail, informal constraints will play a larger role in reducing uncertainties, 

providing guidance, and conferring legitimacy and rewards to managers and firms 

(Peng, Sun, Pinkham, and Chen, 2009; Sun, Zhao and Yang, 2010).   

The most notable economic perspective in managerial pay is agency theory, 

arguing that agents may act opportunistically and, accordingly, put control 

structures in place (Jensen & Meckling, 1976). However, Cruz, Gomez-Mejia and 

Becerra (2010) have indicated that the assumption of agent opportunism may not 

necessarily hold in a proximate agency relationship where the principal and the 

agent are highly interdependent, work with each other for a very long time, and 

may be emotionally attached, as is the case for the relationship between family 

members (as principals) and non-family CEOs (as agents) in Korean chaebol 

groups, where life-time employment contracts are prevalent. In this situation, trust 

is valued which contributes to make the agency contract more efficient or optimal 

(Portales, Ricart & Rosanas, 1998). Several studies have supported this argument 

by indicating that trust behavior is considered as a critical component of the long-

term hierarchy-like relationship (Williamson, 1985; Dore, 1987; Aoki, 1990; 

Mahoney & Huff, 1994) and accordingly, is a necessary condition for relational 

governance.  
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A growing body of research has highlighted the key role of trust on designing 

agency contracts. For example, Cruz, Gomez-Mejia and Becerra (2010) have 

studied how perceptions of benevolence, one of dimensions of perceived 

trustworthiness, change the design of agency contracts between CEO-TMT in 

family firms. In addition, Fryxell, Dooley and Vryza (2002) have explored the 

interaction of trust and control in US-based international joint ventures.  

Therefore, drawing on the trust literatures, this study intends to serve as a 

bridge between economic perspectives and sociological perspectives on studying 

managerial pay. In this study, we examine how the most powerful family owner’s 

(the principal) trust towards non-family CEOs (the agent) affect the compensation 

design of non-family CEOs in family-controlled firms. At the individual level, 

trust refers to the positive expectations of trust-worthiness and willingness to 

accept vulnerability (Mayer, Davis & Schoorman, 1995; Dietz & Den Hartog, 

2006; Ferrin, Bligh, & Kohles, 2008; Huff & Kelly, 2003;; Tan, Yang & Veliyath, 

2009) and principal forms of interpersonal trust ( Kim, Ferrin, Cooper, & Dirks, 

2004) have cognitive and affective foundations (Lewis & Wiegert, 1985; 

McAllister, 1995). Thus, in this study, trust is defined as “one party’s subjective 

and positive belief that its requirements will be fulfilled through future actions 

undertaken by the other party, regardless of the ability to monitor or control the 

other party”. The positive belief represents the instrumental views of trust, which 

are correlated with the cognitive foundations; while the subjective belief deals with 

the non-instrumental views of trust, which are relevant to affective foundations. 

(Park, 1998). We hypothesize that the family-owner’s cognition-based trust is 
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positively associated with non-family CEO’s compensation. On the other hand, 

the family-owner’s affect-based trust is negatively associated with non-family 

CEO’s compensation.  

We chose family-controlled firms for following reasons. First, some scholars 

have recognized family-controlled firms as “high trust organizations”(Jones, 1983; 

Gomez-Mejia, Nunez-Nickel & Gutierrez, 2001) and thereby argued that the 

degrees of trust, cognition-based or affect-based, have a strong influence on family 

firms’ organizational behavior (Corbetta & Salvato, 2004; Gomez-Mejia et al., 

2001; Pollak, 1985). Second, researchers have indicated that the agency contracts 

in family firms are designed in ways that tend to depart from economic rationality 

(Gomez-Mejia, Nunez-Nickel & Gutierrez, 2001). For example, Lee and Choi 

(2014) have documented that the non-family CEO pay is decoupled from firm 

performance in Korean family-controlled firms, which suggested that economic 

irrationality also exists in designing the non-family CEOs’ pay (Lee and Choi, 

2014).  

We test our predictions using family-controlled large business groups, also 

known as chaebols, in Korea. We believe Korean firms provide an ideal setting for 

four critical reasons. First, unlike the case in the U.S., where the compensation 

decision relies on the compensation committee, several academics and lawmakers 

in Korea have claimed that the executive compensation in Korean family-

controlled firms is set by the group chairman to ensure their loyalty to him, but not 

to other shareholders (Hankyoreh, August 13 2013; Cheong & Kim, 2014).        

According to this view, the perception of family owners towards non-family 
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CEO matters when setting non-family CEO pay. Second, Korean family-

controlled large business groups own a substantial number of member firms. By 

April 2014, Samsung, Hyundai Motors, SK, LG and Lotte, know as the Big Five, 

have 74, 56, 80, 61 and 74 member firms, respectively (Cheong & Kim, 2014). 

Therefore, there are a large fraction of non-family executives in each chabol group, 

which makes it possible to investigate how non-family CEOs’ pay varies based on 

the trust from the most powerful family owner in each chaebol group. Third, 

through direct equity stakes and the extensive use of pyramiding and circular 

shareholdings by chaebols, family executives are able to exert strong control on 

the non-family CEOs’ pay in each affiliated firm, even though each member firm 

is a distinct legal entity. Fourth, due to the prevalence of life-time employment 

contract, the majority of non-family CEOs in Korean chaebol groups have been 

working closely with the family for a long time, which provides an ideal setting to 

examine how a proximal agency relationship may change traditional agency 

contracts.   

This study is expected to offer several contributions to the literature on 

executive pay. First, drawing on an integrated agency-trust perspective, this study 

connects the economic and sociological perspectives to understand non-family 

executive pay in family-controlled firms. Prior studies have primarily focused on 

examining family executive pay in family-controlled firms, while very little is 

known about compensation-setting process for non-family executives. Second, 

this study takes into account the reality that family-controlled and management-

controlled firms differ in terms of compensation-setting process for professional 
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managers. By delving into the perception of family owners towards professional 

managers, this study sheds further light on how the trust between principal and 

agent could alter traditional agency contracts. Third, since previous research on 

trust has relied heavily on experiments and surveys at the individual level, this 

study contributes to the theoretical and empirical literature on trust by suggesting 

and validating specific testable measures of trust based on the antecedents of 

cognition-based and affect-based trust.  

LITERATURE REVIEW 

Agency Theory   

The most notable economic perspective on managerial pay is agency theory, which 

argues that agents may act opportunistically and consequently put control 

structures in place (Cruz, Gomez-Mejia and Becerra, 2010). Agency theory is 

concerned with addressing the agency problem due to the separation of ownership 

and control, and a typical agency problem occurs when (a) the desires or goals of 

the principal and the agent conflict and (b) it is difficult or expensive for the 

principal to verify what the agent is actually doing (Eisenhardt, 1989). Agency 

theory research can be classified into two separate streams of literatures: a 

normative principal-agent literature and a positive agency literature. The 

normative principal-agent literature focuses on designing optimal compensation 

contracts with efficient risk sharing between principal and agent, while the positive, 

empirically based, agency literature, generally emphasizes the separation of 
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corporate ownership and control and the role of board of directors (Jensen, 1983; 

Weisbach, 1988; Mock, Shleifer, and Vishny, 1989; Beatty & Zajac, 1994). More 

specifically, the former highlights the costs and benefits of monitoring when 

designing optimal compensation contracts; the latter primarily deals with detecting 

situations in which the principal and agent are likely to have conflicting goals and 

then design the governance mechanisms that restrict the agent’s self-interest 

behavior (Beatty & Zajac, 1994; Eisenhardt, 1989), such as concentrated 

ownership making for active monitoring of management (Shleifer & Vishny, 1986) 

and the efficient monitoring of outside directors(Fama, 1980; Fama & Jensen, 

1983).  

Agency theory was initiated in an impersonal setting, which means that there 

is a great physical and emotional distance between principal and agent (Cruz, 

Gomez-Mejia, and Becerra, 2010; Berle & Means, 1932). In light of this setting, 

agent behavior is difficult to verify, thus the agents’ opportunism assumptions and 

the constant need for monitoring and control may seem plausible (Finkelstein & 

Hambrick, 1996). However, Cruz, Gomez-Mejia, and Becerra (2010) claim that 

the assumption of agent opportunism may not necessarily hold in a proximate 

agency relationship where principal and agent are highly interdependent, work 

with each other for a very long time, and may be emotionally attached, as is the 

case for the relationship between family members (as principals) and non-family 

CEOs (as agents) in Korean chaebol groups with life-time employment contract. 

In this situation, the agency contract may differ from traditional agency contract 

because the agency contract for a proximal agency relationship “is never 
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absolutely independent” (i.e. anonymous, characterized by insufficient 

communication (Zaheer & Venkatraman, 1995: 374), but develops over time as 

more information becomes accessible and the parties learn to believe in each other 

(Kay, 1992). From this perspective, Gomez-Mejia, Nunez-Nickle and Gutierrez 

(2001) have argued that trust makes the agency contract more efficient or optimal 

(Portales, Ricart & Rosanas, 1998).   

 

Stewardship Theory 

To remedy the limitations of economic perspectives, more sociological 

perspectives on executive compensation have emerged (Finkelstein & Hambrick, 

1989; Belliveau, O’Reilly, & Wade, 1996). While researches drawing upon 

economic perspectives typically attempt to illustrate that the executive 

compensation corresponds with some economic theories, management researchers 

grounded in sociology, have generally concentrated on managerial characteristics 

and the compensation setting process. For example, in contrast to the opportunistic 

self-interest assumption in agency theory, stewardship theory assumes that 

executives may act in good faith and in a situation of interest conflict, it is possible 

for them to pursue organizational interests rather than their own interests (Zajac & 

Westphal, 2004; Cruz, Gomez-Mejia and Becerra, 2010). According to this view, 

managerial behavior is consistent instead of misaligned with the interests of 

principals, therefore, executives are trustworthy individuals and good stewards of 

resources entrusted to them (Donaldson & Davis, 1991; Cruz, Gomez-Mejia and 
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Becerra, 2010). )  Therefore, stewardship theorists normally cast doubts on 

monitor and control mechanisms rooted in agency theory , since they ruin agents’ 

pro-organizational motives and intentions and lead to economic exchanges 

through the use of incentives, stifling unrewarded citizenship behaviors (Bass, 

1985; Deci, Koestner, & Ryan, 1999; Manz & Sims, 1993; Takahashi, 2000; Cruz, 

Gomez-Mejia and Becerra, 2010 ). However, one of the most significant 

limitations in stewardship theory lie in its underlying assumption that managerial 

opportunism is totally irrelevant or negligible, which may go beyond the real 

management situation.  

 

Trust Theory 

Trust as a bridge between agency theory and stewardship theory 

Cruz, Gomez-Mejia and Becerra (2010) have claimed that trust theory offers a 

middle ground where agency theory (economic perspectives) and stewardship 

theory (sociological perspectives) can meet. An agency contract can be regarded 

as how relations among parties form their expectations about future exchanges 

(MacNeil, 1978, 1980). Given the reality that the optimal contract typically cannot 

be written, information asymmetries and “bounded rationality” provides 

convenience for agents’ self-interest seeking behavior. Thus, Zaheer and 

Venkatraman (1995) have proposed that most of the relational exchange is created 

on the basis of a social component, represented by trust. From this perspective, 

trust plays an important role in managing exchanges and contracts (Arrow, 1974). 
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The rationale for the key role of trust is straightforward: in extreme cases, it 

abolishes formal contracts, which are expensive to write, monitor and impose 

(Bromiley and Cummings, 1995). Furthermore, Cruz, Gomez-Mejia and Becerra 

(2010) have argued that the trust literature contains two critical observations that 

are highly relevant to agency theory and contract design. First, the concept of trust 

contains a subjective perception based on a trustor’s explanations of the behavior 

of a trustee. This perspective transcends the rational, calculative utility exchange 

perspective of trust proposed by some economists and game theorists, according 

to which parties in repeated transactions do not take advantage of each other 

because it is in their self-interest to refrain from opportunistic behavior (Gulati, 

1995; Portales, Ricart & Rosanas, 1998). Second, compared with agency theory 

and stewardship theory, trust theory does not suffer from strict assumptions. More 

specifically, trust scholars do not assume that agents’ opportunism is an ongoing 

threat and thus should be restricted through controls, as traditional agency theory 

suggests, and neither do they assume that the managerial opportunism is 

immaterial or negligible.  

 

The concepts of trust 

Fulmer and Gelfand (2012) have summarized that trust definitions, at the 

individual level, concentrate on two key dimensions (Mayer, Davis & Schoorman, 

1995; Dietz & Den Hartog, 2006; Ferrin, Bligh, & Kohles, 2008; Huff & Kelly, 

2003; Kim, Ferrin, Cooper, & Dirks, 2004; Tan, Yang & Veliyath, 2009)：positive 

expectations of trustworthiness, which commonly refer to perceptions, beliefs, or 
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expectations about the trustee’s intention and being able to rely on the trustee, and 

willingness to accept vulnerability, which normally refers to suspension of 

uncertainty or an intention or a decision to take risk and to depend on the trustee. 

Park (1998) has also conceptualized two perspectives of trust: the instrumental, or 

rational, perspective of trust, which indicates that people’s willingness to 

cooperate is on the basis of a belief or expectation that others will reciprocate the 

cooperation (Brann & Foddy, 1988;Tyler & Kramer, 1996); the non-instrumental 

perspective trust, which considers trust as ‘an orientation toward society and 

toward others that has social meaning beyond rational calculations’ (Tyler & 

Kramer, 1996：5) Based on this classification, Park (1998) has suggested that the 

concepts of trust call for the combination of both instrumental and non-

instrumental views. In this study, we follow Park’s classification of trust and 

conceptualize trust as “one party’s subjective and positive belief that its 

requirements will be fulfilled through future actions undertaken by the other party, 

regardless of the ability to monitor or control the other party”.  

It is important to discriminate among forms of trust, arising from diverse 

sources. A multitude of trust literatures have implied different approaches. 

Sociologists, for example, Zucker (1986) have discussed three forms of trust: (1) 

characteristic-based trust, which is created based on social characteristics; (2) 

process-based trust, which is tied to past or expected exchange; (3) institutional-

based, which originates from formal societal structures, based on individual or 

firm-specific attributes or on intermediary mechanisms (Dore, 1987; Jarillo, 1988). 

Lewis and Weigert (1985) further differentiate among affective, cognitive and 
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behavioral foundations of trust. The extensive literature in economics and law 

have distinguished among calculative, personal, and institutional trust (Williamson, 

1993). In this study, we intend to draw on Lewis and Weigert’s research and we 

are particularly interested in the cognitive and affective foundations of trust. 

Combining our definition of trust earlier, the positive belief represents the 

instrumental views of trust, which are correlated with the cognitive foundations; 

while the subjective belief deals with the non-instrumental views of trust, which 

are relevant to affective foundations. 

 

The foundations of principal forms of interpersonal trust 

From a sociological perspective, interpersonal trust has two critical foundations: 

cognitive and affective bases (Lewis & Wiegert, 1985).   

 

Cognition-based trust  

Trust relies on a cognitive process, through which “we cognitively select whom 

will trust in which respects and under what circumstances, and we base the choice 

on what we take to be ‘good reasons’ constituting evidence of 

trustworthiness”(Lewis & Wiegert, 1985:970). Cognitive familiarity with the 

object of trust is needed to formulate trust, which lies in somewhere between total 

knowledge and total ignorance (Simmel, 1964). Specifically, in the case of total 

knowledge, it is unnecessary to develop trust; while given total ignorance, the 

basis for trust is nonexistent (Luhmann,1979; Simmel, 1964; McAllister, 1995). 

Luhman has referred this cognitive process to “overdrawing” on the informational 
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base, because the cognitive element in trust is related to a cognitive “leap” that 

transcends the expectations that reason and experience alone would warrant. 

According to this argument, these expectations merely function as a platform for 

making the leap.  

Following McAllister’s (1995) research, we characterize two major 

antecedents of cognition-based trust: the trustee’s reliable role performance and 

professional credentials (Zucker, 1986). First, since working relationships are 

generally personal and evolve over time, it is possible for people to observe the 

track record overtime, or the ways in which they executed the assigned tasks in the 

past, when evaluating trustworthiness (Cook & Wall, 1980; Granovetter, 1985). 

Evidence that the trustee’s behavior is compatible with norms of reciprocity and 

fairness and that the trustee follows through on commitments is critical (Lindskold, 

1978; Stack, 1988). Moreover, since working relationships normally involve high 

interdependence, the trustee’s role performance is a critical indicator of the ability 

and evidence that the trustee executes role responsibilities reliably will directly 

improve a trustor’s evaluations of a trustee’s trustworthiness (McAllister, 1995). 

Second, formal organizations, through formal role specifications, define 

boundaries for trust (Baier, 1985; Fox, 1974) and trust is domain specific (Zand, 

1972), thus professional credentials provides clear signals how the trustee prepares 

for a specific role. Educational institutions, functional expertise, professional 

associations, and credentialing agencies produce trust by offering assurance that 

the trustee satisfy requirements for acceptability in a larger professional 

community (Zucker, 1986).  
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Based on the analysis above, we can conclude that cognitive-based trust 

reveals technical competency and a fiduciary obligation to perform (Butler, 1991; 

Cook & Wall, 1980) and is established based on predictability, past behavior, 

dependability, and fairness (Rempel, Holmes & Zanna, 1985). In essence, it 

depends on a rational assessment of another’s ability to implement obligations. 

 

Affect-based trust 

In comparison to the cognitive base of trust, affect-based trust is composed of 

emotional bonds between individuals. This form of trust is rooted in emotional 

attachment, genuine care and concern for the other party’s welfare (Lewis & 

Wiegert, 1985, McAllister, 1995). The trustor has a strong belief in the intrinsic 

value of such relationships, thus strongly believing that these sentiments are 

reciprocal (Pennings & Woiceshyn, 1987). Although cognition-based trust relies 

on external factors, which make the trustee’s behavior predictable, affect-based 

trust is generally based on the insights into the motives of the other party. The 

intensive research on attribution shows that behavior identified as personally 

chosen instead of role prescribed, servicing to satisfy legitimate needs, and 

manifesting interpersonal care and concern in lieu of enlightened self-interest 

would serve as crucial factors for the affect-based trust (Clark & Mills, 1979; Clark, 

Mills & Powell, 1986; Clark & Waddell, 1985; Holmes, 1978; Holmes & Rempel, 

1989; Kelly, 1979; Rempel et al., 1985).  

Based on above analysis, we characterize three major antecedents of affect-

based trust: frequent interaction, social similarity and intra-group network. First, 
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only in the contexts of frequent interaction, sufficient social data is available to 

enable the trustor to produce positive expectations about the trustee’s intentions 

(Lewis & Wiegert, 1985). Emotion shares in the relationship between the parties, 

since frequent, longer term interaction give rise to the formation of attachments 

built on reciprocated interpersonal care and concern (McAllister, 1995). Moreover, 

trust scholars have indicated that experiences over time can not only substantially 

intensify positive beliefs concerning the intentions of the other, but conversely, 

curb negative beliefs (Lewicki et al., this issue; Sitkin & Roth, 1993). Second, trust 

scholars have demonstrated that trust derived from shared identity is affect-based 

trust at its broadest. 

Research has identified shared characteristics as antecedents of interpersonal 

trust at the individual level. For example, Light (1984) showed the predisposition 

of ethnic minority entrepreneurs to conduct business through co-ethnic rather than 

interethnic social circles. Likewise, McAllister(1995) has argued that individuals 

with similar fundamental characteristics, such as ethnic and education background, 

may be favorable over diverse groups in terms of initiating and sustaining trust. 

More essentially, social identity theorists have recognized that social-cultural 

similarity provides the basis of shared identity, which may lead to one party to 

characterize himself/herself to the other party as “we” (Turner, 1987), and that 

these internal categorizations have a significant impact on beliefs and attitudes. 

Third, in most cases, the family members and their close associates, serving as 

executives or directors in chaebol groups, will be sitting on the boards in multiple 

group-affiliated firms (Khanna & Rivkin, 2001). There are two competing views 
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on this sharing intra-group human-capital. On the positive side, business groups 

benefit from this intra-group sharing human capital mechanism, since it will 

improve inter-firm communication and otherwise reduce transactions costs 

(Williamson, 1985). On the other hand, existing researches have pointed out that 

intra-group directorships may mainly serve as a monitoring instead of a business 

opportunity seeking role, and further as a channel for family owners to appropriate 

interests, such as pursing inefficient compensation schemes across group-affiliated 

firms (Khanna and Palepu, 2000). From the negative view, the intra-group 

directorships held by non-family executives offer a distinctive indicator of family 

members’ trust towards non-family executives, since, when pursing opportunistic 

behaviors, family members must ensure that the non-family executives would 

corporate and are not detrimental to them. This perception is less associated with 

foundations of competency, while is more related to the intrinsic motives, which 

are emphasized in affect-based trust.  

HYPOTHESES DEVELOPMENT 

The management and trust literatures have viewed trust and opportunism as 

opposite ends of a continuum (Schoorman et al., 2007; Cruz, Gomez-Mejia, and 

Becerra, 2010; McKnight & Chernany, 2001; Ross, Mirowski & Pribesh, 2001). 

For example, Dasgupta defined trust as the “expectation that an exchange partner 

will not engage in opportunistic behaviors” (1988:54). In this study, we 

differentiate two forms of trust, cognitive and affect-based, and hypothesize that 
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the incidence of managerial opportunism may vary depending on distinct 

foundations of trust.   

 

Cognition-based Trust and Non-family CEO Compensation 

Researchers have characterized the cognition-based trust as the minimum-level of 

trust (Park, 1998) and suggested that opportunistic behavior cannot be completely 

eliminated by a combination of cognition-based trust and formal controls (Fryxell, 

Dooley and Vryza, 2002). In the study of trust and control in US-based 

international joint ventures, Fryxell, Dooley and Vryza (2002) have argued that it 

is the affect-based trust that contributes to mitigate fears of opportunistic behavior 

where and when optimal agency contracts are insufficient.  

In the traditional agency contract, as agents’ behavior becomes more difficult 

to forecast and interpret, the potential for opportunism increases, since bounded 

rationality impedes principals to detect it. The agency literature identifies three 

conditions that lead to uncertainty concerning agent behavior, and one of the 

conditions are goal incongruity between principal and agent, which may give rise 

to the agent’s behavior being detrimental to principal’s interest. Lewicki and 

Bunker (1996) have indicated that cognition-based trust does not improve goal 

congruence so that a party may have faith in that one’s interests will be fully 

secured and that formal incentive schemes may be unnecessary. According to this 

view, from the principal’s perspective, the cognition-based trust of family 

members in non-family CEOs will not directly result in a perception of a low 
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incidence of opportunism.  

Furthermore, another stream of research in negotiation has revealed that high 

cognitive-trust increases deception whereas high affective trust decreases it, where 

deception is defined as having no value for one of the two parties (Olekalns & 

Smith, 2009). Based on this finding, the cognition-based trust of family members 

may serve as another distinct channel for non-family executives to appropriate. In 

addition, human capital theory suggests that pay premiums reflect CEOs with 

superior managerial abilities (Combs & Skill, 2003; Carpenter, Sanders and 

Gregersen, 2001; Harris & Helfat, 1997). Therefore, the family-owner’s cognition-

based trust, which is rooted in a rational assessment of another party’s ability to 

implement obligations, may lead to non-family CEO’s higher compensation. This 

leads us to our first hypothesis:  

 

Hypothesis 1: The family-owner’s cognition-based trust is positively associated 

with non-family CEO’s compensation.  

Affect-based Trust and Non-family CEO Compensation 

The agent-trust perspective suggests that principal-agent affect-based trust may 

change explicit agency contracts under some situations (Guseva & Rona-Tas, 2001; 

Ring & Van de Ven, 1994; Zucker, 1986; Cruz, Gomez- Mejia, and Becerra, 2010). 

The rationale for this argument is as follows. First, affect-based trust may cause 

the principal to perceive a low likelihood of agent opportunism, thus decreasing a 

principal’s perceived need to monitor an agent’s behavior, establish formalized 
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procedures, and initiate pecuniary reward programs to align the agents’ interests 

(Bradach & Eccles, 1989; Gulati, 1995; Macaulay, 1963; Powell, 1990). For 

example, Cruz, Gomez- Mejia, and Becerra (2010) have argued that a CEO’s 

perception of TMT benevolence is negatively associated with the proportion of 

variable pay in TMT agency contracts. Second, affect-based trust improves goal 

congruence so that a party may have faith in that his or her interests will be fully 

secured and that formal pecuniary incentive schemes may be unnecessary 

(Lewicki and Bunker, 1996). Unlike formal incentive schemes based on pecuniary 

incentives, affect-based trust contracts are rooted in positive norms of reciprocity 

and demonstrate non-pecuniary rewards, such as genuine care and concern for 

agents. As Whitener et al., (1998) argued, trust relationships are created on the 

voluntary discharge of reciprocal obligations, and this should give rise to 

exchanges with little or unclear economic benefits, which are seldom specified a 

priori. Likewise, Chiles and McMackin (1996) claimed that contractual relations 

instilled with trust will attenuate the risk of opportunism, and this will lead to less 

elaborate safeguards and alter the choice of incentive schemes. Based on the 

discussion above, we argue:  

 

Hypothesis 2: The family-owner’s affect-based trust is negatively associated with 

non-family CEO’s compensation.  
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Figure 1 

Theoretical Model Outlining the Role of Trust in Non-family CEO 

Compensation 

 

 

METHODS 

Sample Selection and Data Sources 

We obtained our sample of large business groups from the Korea Fair Trade 

Commission (KFTC), who officially designates large business groups in Korea. 

According to KFTC, large business groups are defined as whose total assets are 
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larger than 2 trillion Korean won annually and are required to disclose their inside 

shareholdings (e.g., the family member’s cash flow rights), information about 

group-affiliated firms, and about executives and board of directors in the group-

affiliated firms. Because KFTC-designated large business groups include both 

family business groups-i.e., Chaebols-and non-family business groups, we 

excluded the latter ones. Following the KFTC’s distinction, a firm is characterized 

as the member firm of chaebol, (1) when the ownership by the ultimate controlling 

shareholder and related persons (i.e., relatives, other group-affiliated firms, etc.) 

exceeds 30% or (2) when the controlling shareholder executes “controlling 

influence” over the firm, which involves the sharing of directors and managers and 

related party business transactions (Almeida, et al., 2011:455; Jin, 2013). We also 

incorporated all the publicly traded firms in our sample. 

We collected CEO compensation data from the annual reports which was 

available on DART.1 In total, there were 37 family business groups and 143 public 

firms that disclosed CEO compensation data for the year 2013. We excluded the 

family business groups that only disclosed family members’ compensation, 

because we are only concerned with non-family CEOs’ compensation. We 

identified the CEO as a family or non-family CEO by referring to the “Large 

Business Group Situation Disclosure” retrieved from DART, which documented 

CEO family ties in each member firm. We also eliminated the ones that only 

reported one non-family CEO’s compensation as we could not make comparisons 

without other non-family CEOs’ compensation data at the same family business 

                                                             
1 Business reports can be electronically downloaded from the Data Analysis, Retrieval and 

Transfer System (DART), which is controlled by Financial Supervisory Service (FSS).  
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group. Therefore, our sample is comprised of 13 business groups, 74 firms and 96 

non-family CEOs.  

Data on CEO characteristics for 2013 came from diverse information sources, 

such as Naver People Search, Daum People Search, Naver news search, annual 

reports and “Large Business Group Situation Disclosure”. In addition, firm-level 

financial information was taken from KIS Value database.  

 

Measures 

Non-family CEO Compensation. We identified CEO status through the DART 

filing- “Large Business Groups Situation Disclosure”, where each group-affiliated 

firm was required to report CEO personal relationship to firm owners. Non-family 

CEO compensation was measured as total compensation in the year of 2013, the 

sum of salary, bonus, incentive and other pay. Retirement pay was excluded from 

total compensation. We used the logarithmic form of the total compensation to 

alleviate the problem of skewness in CEO compensation. The individual 

components of total compensation were valued in million Korean won.  

Following McAllister (1995)’s research on the antecedents of cognition and 

affection-based trust, this study also incorporated the characteristics of Korean 

family-controlled business groups and created a multi-dimensional 

operationalization of cognitive and affective trust.  

 

Cognition-based trust. The perceived positive intentions in cognition-based trust 
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mainly stem from reliable information regarding the intentions or competence or 

another (Barber, 1983). The trustee’s reliable role performance and professional 

credentials provide credible information about the trustee. In this study, the 

trustee’s reliable role performance was measured as the growth of operating profit 

for the period of 2012-2013. Professional credentials included 6 items, including 

elite education, functional areas, intra-group working experience, CEO positions 

in group, industry association and award. We constructed a scale for professional 

credentials by aggregating the values of each variable making up the scale, then 

we added this scale with the role performance variable to create a scale for 

cognition-based trust.  

Elite education, with values ranging from 0 to 2, was created as follows: 0, 

neither undergraduate nor graduate school is elite; 1, undergraduate or graduate 

school is elite; 2, both undergraduate and graduate schools are elite. Functional 

areas were a simple count of the number of different functions a non-family CEO 

had experience in. Intra-group working experience was measured as the number 

of group-affiliated firms the non-family CEO has worked for. CEO positions in 

group were measured as the total CEO positions the non-family CEO has 

undertaken. Award was measured as the number of awards granted by government 

or influential media that the non-family CEO has received. Industry association 

was coded as follows: 0 if the non-family CEO didn’t belong to any industry 

association; 1 if the non-family CEO was the member of industry associations; 2 

if the non-family CEO was the director of industry associations.  

Affect-based trust. In this study, we argue that frequent interaction, social-cultural 
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similarity and intra-group directorships serve as the indicators for a family owner’s 

affect-based trust. We created a scale for frequent interaction and social-cultural 

similarity by summing up the values of each variable constituting the scale, then 

we added these scales with the intra-group network variable to construct a scale 

for affection-based trust.  

Frequent interaction was measured with four items, group tenure, colleague 

firms, higher non-family manager titles and higher family member titles. It is well 

established in the trust literature that, as tenure and contact grow, perceived trust-

worthiness increases (Becerra & Gupta, 2003). Group tenure was defined as the 

number of years the non-family CEO has served for the family business group. 

Colleague firm was defined as the number of group-affiliated firms that the non-

family CEO and the most powerful family owner have worked for together. Higher 

manager or family titles were measured as the number of individuals in a firm's 

dominant coalition with higher professional manager or family manager official 

titles than a focal executive. Social-cultural similarity was a dummy variable 

coded 1 when a non-family CEO and family owner have attended the same 

university or high school, and 0 otherwise. Intra-group directorship was measured 

as a simple count of the number of intra-group directorships held by non-family 

CEO.  
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Table 1 

Definitions of Variables 

Variable  Proxy Label Definition 

Dependent Variable      

Non-family CEO compensation  COMP The sum of salary, bonus 

incentive and other pays in 

million Korean won, in natural 
logarithm; retirement pays are 

excluded 

Independent Variable      

Cognition-based trust      

Peer reliable role performance operating income 

growth 

GEBIT Firm's operating income 

growth at year-end 2013 

Professional credentials elite education ELITE 0 if undergraduate and graduate 

schools are both non-elite; 1, 

undergraduate or graduate 
school is elite; 2, both 

undergraduate and graduate 
schools are elite 

professional 

services 

PROFSV 0 if no working experience in 

the professional services 
industry; 1 if a non-family CEO 

had working experience in the 

professional services industry, 
including investment banking, 

management consulting, 
university, research institutions 

and government 

functional areas FUNCTION The number of different 
functional areas the non-family 

CEOs had experience in 

award AWARD The number of awards the 
professional manager received  

industry 

association 

INDUSASSO 0 if no industry association;1 if 

a non-family CEO is one the 
members of any industry 

association; 2 if a non-family 

CEO is one the directors of any 
industry association 

 intra-group 

working 
experience 

INWORK The number of group-affiliated 

firms that a non-family CEO 
has worked for  

 CEO positions in 

group 

INCEO The number of CEO positions 

held in the family business 
group 

Affect-based trust       

Frequent interaction group tenure GTENURE The number of years a non-
family CEO has served for the 

family business group 

colleague firms COLLEAGUE The number of group-affiliated 
firms that a non-family CEO 

and a family owner (group 
chair) have worked at together  

higher 

professional 
manager titles 

HMANAGER The number of individuals in a 

firm's dominant coalition with 
higher professional official 

titles than a focal executive 
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higher family 

member titles 

HFAMILY The number of individuals in a 

firm's dominant coalition with 
higher family official titles than 

a focal executive 

Cultural- social similarity university UNIV 1if the non-family CEO and the 

most power family owner 

attended the same university; 0 
otherwise 

high school HIGHSCHOOL 1if the non-family CEO and the 

most power family owner 
attended the same high school; 

0 otherwise 

Intra-group social network intra-group 
directorship 

INBOARD The number of intra-group 
directorships help by a non-

family CEO 

Control Variables       

Firm characteristics       

Firm size Asset ASSET Total asset in Korean billion 

won at year-end 2013, in 
natural logarithm 

 Sales SALES Sales in Korean billion won at 

year-end 2013, in natural 
logarithm 

Firm performance ROA ROA Net income divided by total 

assets at year-end 2013 

 ROE ROE Net income divided by equity 

at year-end 2013 

 ROE ROE(1-yr lag) Net income divided by equity 
at year-end 2012 

Average compensation of non-

family registered directors 

 AVCOMP_NFRD Average compensation of 

registered directors excluding 
total family members’ 

compensation 

Average compensation by 
family business groups 

 AVCOMP_FBG Average compensation of non-
family CEOs in a family 

business group, only including 

non-family CEOs with over 
500 million Korean won 

Family-related characteristics    

Family ownership  FAMOWN The fraction of common shares 
held by the family owner 

(family group chair only) at 
year-end 2013  

Family on board  FAMBOARD The proportion of family 

members on the board at year-
end 2013 

Industry characteristics      

Average compensation 

disclosed by industry 

 AVCOMP_INDUS Constructed from KIS VALUE 

Broad Industry Classification; 
Average industry 

compensation only include 
firms disclosing executive 

compensation above 500 

million Korean won  
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The following control variables were used in the analysis: 

Firm size. Both total assets and total sales in the year of 2013, which were obtained 

from KIS Value Database, were used to measure firm size. As is customary, we 

used the natural logarithm form to mitigate highly skewed distribution.  

Firm performance. Firm’s performance was measured as a firm’s return on assets 

(ROA) in 2013 and return on equity in 2013 and 2012, collected from KIS Value 

Database.  

Average compensation of non-family registered directors. Each firm is required 

to report the number of registered directors, total compensation and average 

compensation for registered directors. Based on this data, we calculated average 

compensation of non-family registered directors by subtracting the compensation 

of family registered directors disclosed from total compensation.  

Average compensation by family business groups. Studying directors’ 

compensation in Korean family business groups, Lee and Choi (2014) have 

revealed that like internal capital market, an internal human capital market also 

exists among family business groups. Therefore, we included average 

compensation of non-family CEOs disclosed in each family business group.  

Average compensation disclosed by industry. We identified a firm’s industry 

sector by the broad classification suggested by KIS Value Database. We calculated 

average industry compensation by including all firms that disclosed CEO 

compensation over 500 million Korean won.  

Family ownership and family director ratio. Family ownership was measured as 

the fraction of common shares held by the family owner (family group chair only) 
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at year-end 2013. Family director ratio was calculated as the number family 

directors as a fraction of board size at year-end 2013.  

 

Validity of objective trust measures 

We assessed the sufficient validity of the objective trust measures by following the 

two-step approach to structural equation modeling outlined in Anderson and 

Gerbing (1988). Therefore, we conducted a confirmatory factor analysis (CFA) to 

evaluate the quality of the measurement model. Within the structural equation 

modeling framework used, multiple observed variables were used to measure 

latent constructs. 

The cognition-based trust model had two latent constructs: professional 

credentials and cognition-based trust. In CFA, several statistical tests are made to 

decide how well the model fits to the data. According to previous studies, a CFI 

value of 0.90 or larger, an RMSEA value of 0.06 or less, and a SRMSR value of 

0.08 or less are indicative of acceptable model fit. The first-order construct, 

professional credentials, achieve acceptable fit, as suggested by a CFI value of 

0.99 (χ2 = 13.39, df=13, P= 0.418), an RMSEA value of 0.018, and a SRMSR 

value of 0.058. However, the 2nd order construct, cognition-based trust, received 

poor fit, as indicated by a CFI value of 0.278 (χ2 = 58.78, df=20, P= 0.00). We 

considered that the large scale difference between role performance measures and 

professional credential measures resulted in this poor fit.  

The affect-based trust model had three latent constructs: frequent interaction, 

social-cultural similarity and affect-based trust. The overall model achieved 
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acceptable fit, showing a CFI value of 0.992(χ2 = 10.14, df=10, P= 0.43) and an 

RMSEA value of 0.012.  

Furthermore, no inter-factor correlation was over the recommended level of 

0.95 (Tabachnick & Fidell, 1996), therefore there was statistic evidence of the 

discriminant validity of cognition and affect-based trust models.  

 

RESULTS 

Table 2 reports descriptive statistics and correlation matrix for each of the variables. 

Non-family CEO compensation is significantly correlated with awards received 

by a non-family CEO (positively) and higher manager titles (positively). 

Cognition-based trust is significantly correlated with a firm’s operating income 

growth, while affect-based trust is significantly correlated with elite education 

(negatively), and working experience at the professional services industry 

(negatively).  
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Table 2 

Descriptive Statistics and Correlation Matrix 

Variable Obs. Mean S.D. 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30

1.GEBIT 75 -0.39 63.13

2.ELITE 93 0.87 0.78 0.04

3.PROFSV 93 0.14 0.35 0.11 0.23*

4.FUNCTION 93 1.29 0.67 -0.04 -0.28* -0.13

5.AWARD 93 1.02 2.65 -0.04 0.11 0.27* -0.06

6.INDUSASSO 93 0.51 0.87 0.08 0.1 0.27* -0.03 0.31*

7.INWORK 93 2.86 1.52 0.19 0.02 -0.02 0.03 -0.06 -0.13

8.INCEO 93 1.75 0.96 -0.21 0.04 0.07 0.08 0.25* 0.14 0.44*

9.PROFESSION 93 8.44 4.08 0.01 0.27* 0.35* 0.08 0.79* 0.44* 0.42* 0.62*

10.GTENURE 92 30.75 8.57 -0.1 -0.24* -0.44* 0.13 -0.35* -0.14 0.18 -0.06 -0.27*

11.COLLEAGUE 93 0.89 0.56 0.07 -0.08 -0.09 0 -0.05 -0.04 0.34* -0.01 0.06 0.26*

12.HMANAGER 93 0.47 0.7 0.04 -0.01 -0.05 0.01 0.03 -0.02 -0.11 -0.15 -0.07 0.06 0.05

13.HFAMILY 93 0.89 1.01 0.06 -0.2 -0.08 0.06 0.07 -0.09 -0.09 -0.03 -0.05 0.06 0.31* 0.26*

14.INTERACTION 92 32.1 8.82 -0.09 -0.25* -0.44* 0.13 -0.34* -0.15 0.19 -0.05 -0.26* 0.99* 0.34* 0.02 0.17

15.HIGHSCHOOL 91 0.07 0.25 -0.16 0.11 0.02 -0.12 -0.07 0.15 -0.01 -0.03 -0.02 0.13 -0.03 0.01 -0.15 0.1

16.UNIV 93 0.2 0.41 -0.17 0.39* 0.26* -0.1 -0.03 0.01 0.05 -0.01 0.08 0.08 -0.05 0.04 -0.05 0.06 0.2

17.SIMILARITY 91 0.26 0.51 -0.18 0.37* 0.22* -0.13 -0.06 0.09 0.03 -0.03 0.05 0.12 -0.09 0.06 -0.12 0.09 0.64* 0.88*

18.INBOARD 93 0.43 0.96 -0.12 -0.06 -0.02 -0.11 0.11 0.13 -0.16 0.09 0.03 -0.04 0.09 -0.01 0.16 -0.01 0.11 -0.14 -0.06

19.COGNITION 75 8.2 63.35 0.99* 0.07 0.14 -0.03 0.02 0.11 0.22 -0.16 0.09 -0.12 0.08 0.04 0.06 -0.11 -0.16 -0.16 -0.17 -0.11

20.AFFECT 91 32.75 8.95 -0.1 -0.23* -0.42* 0.11 -0.33* -0.13 0.17 -0.04 -0.25* 0.98* 0.34* 0.03 0.18 0.99* 0.15 0.09 0.14 0.09 -0.12

21.COMP 93 1315.66 1082.49 0.11 0.01 0.19 -0.02 0.33* 0.02 -0.1 -0.04 0.18 0.05 -0.09 0.43* 0.17 0.02 -0.11 0.18 0.1 -0.17 0.12 0.01

22.AVCOMP_NFRD 93 1067.87 1281.02 0.07 -0.01 0.09 -0.02 0.23* -0.02 -0.14 -0.1 0.08 0.1 0.02 0.53* 0.23* 0.08 -0.08 0.22* 0.15 -0.11 0.07 0.08 0.9*

23.AVCOMP_FBG 92 1316.86 700.57 0.04 0.01 0.16 -0.05 0.19 -0.14 0.1 -0.06 0.13 0.04 -0.24* 0.12 -0.17 0 -0.1 0.18 0.1 -0.31* 0.05 -0.03 0.64* 0.57*

24.AVCOMP_INDUS 90 1260.39 114.99 -0.06 0.06 0.2 -0.06 -0.03 -0.1 0.14 0.06 0.05 -0.12 -0.14 -0.08 -0.04 -0.12 -0.23* 0.13 0.003 0.03 -0.06 -0.12 0.05 0.04 0.16

25.ASSET 93 19431.76 36601.43 0.06 -0.04 0.05 0.01 0.17 0.02 -0.09 -0.02 0.08 0.13 -0.08 0.52* 0.17 0.1 -0.06 0.14 0.09 -0.12 0.07 0.09 0.75* 0.80* 0.45* 0.14

26.SALES 93 14715.44 31925.8 0.07 0.01 0.05 0.03 0.21* 0.04 -0.23* -0.1 0.05 0.13 0.02 0.56* 0.23* 0.11 -0.06 0.16 0.11 -0.1 0.07 0.1 0.82* 0.91* 0.38* -0.07 0.85*

27.ROA2013 92 3.48 4.53 0.12 -0.11 -0.21* 0.16 0.20 0.09 -0.07 0.05 0.13 0.12 0.03 0.30* 0.11 0.11 -0.12 -0.11 -0.13 0.04 0.13 0.12 0.33* 0.40* 0.07 -0.24* 0.34* 0.45*

28.ROE2013 92 4.46 12.58 0.15 -0.08 -0.18 0.1 0.12 0.12 0.15 0.15 0.18 0.17 0.01 0.2 0.02 0.15 -0.05 -0.01 -0.02 0.01 0.15 0.15 0.17 0.23* 0.05 -0.15 0.18 0.21* 0.81*

29.ROE2012 92 8 12.46 -0.25* -0.04 -0.01 0.12 0.09 0.07 -0.07 0.07 0.08 0.16 -0.2 -0.01 -0.27* 0.12 0.15 0.08 0.14 0.06 -0.24* 0.13 0.20 0.20 0.23* 0.13 0.14 0.19 0.31* 0.37*

30.FAMBOARD 92 0.07 0.09 -0.07 -0.13 -0.14 0.32* -0.06 0.11 -0.03 0.04 0 0.03 0.18 -0.04 0.39* 0.09 0.08 -0.14 -0.06 0.24* -0.06 0.11 -0.22* -0.19 -0.45* 0.06 -0.11 -0.12 0.00 -0.02 -0.06

31.FAMOWN 92 7.11 11.8 -0.01 -0.26* -0.08 0.12 -0.11 -0.02 0.08 0.1 -0.06 0.17 0.18 0.01 0.39* 0.22* -0.09 -0.1 -0.11 0.19 -0.02 0.23* -0.07 -0.05 -0.27* 0.17 -0.01 -0.07 0.04 0.1 0.02 0.36*

* p<.05
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We tested our hypotheses using ordinary least squares (OLS) regression 

analysis. Table 3 reports the regression results with the cognition and affect-based 

trust as the independent variable and the non-family CEO compensation as the 

dependent variable.  

Model 1 includes only the control variables. Non- family CEOs tend to 

receive higher compensation in firms with higher average compensation for 

registered directors and in business groups with higher average compensation for 

non-family CEOs. It is fully consistent with previous studies that indicated non-

family CEOs’ compensation in Korean family business groups is determined from 

the standpoint of the whole group, so an internal human capital market may exist.  

Model 2 provides moderate support for hypothesis 1. The greater a family-

owner’s cognition-based trust, the higher the non-family CEO’s compensation is   

(β=.0011), but the coefficient is only marginally significant (p < .10). The results 

are shown in model 3, the model’s significant (p < .10), negative coefficient 

(β=-.0066) for the affect-based trust variable indicates that, as we expected, when 

a non-family CEO obtains the greater affected-based trust from a family owner, 

he/ she would receive lower compensation. Model 4 shows the combined effects 

of cognition and affect-based trust on non-family CEO compensation. We did not 

find either cognition or affect-based trust was significant. When the cognition and 

affect-based trust mixed, there was no effect on non-family CEO compensation.  

Moreover, we found, in addition to average group compensation for non-

family CEOs and average non-family registered directors’ compensation, firm 

performance indicators (ROA, ROE) also exercised a significant effect (positive) 
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on the non-family CEO compensation.  

Table 3 

Effect of Family -owner’s Trust on Non-family CEO’s Compensation 

 

Variables Model 1 Model 2 Model  3 Model  4

COGNITION 0.0011* 0.0009

(1.80) (1.45)

AFFECT -0.0066* -0.0048

(-1.70) (-1.16)

ln (ASSET) -0.0277 -0.0504 -0.0229 -0.0548

(-0.45) (-0.80) (-0.37) (-0.85)

ln (SALES) 0.0157 0.0344 0.0168 0.0423

(0.33) (0.69) (0.35) (0.82)

ROA 0.0137 0.0660*** 0.0115 0.0676***

(1.09) (3.37) (0.91) (3.38)

ROE -0.0041 -0.0455*** -0.0032 -0.045***

(-0.90) (-3.52) (-0.70) (-3.42)

ROE(1-yr lag) 0.0016 0.0056 0.0020 0.0039

(0.55) (0.69) (0.66) (0.47)

AVCOMP_NFRD 0.5044*** 0.5093*** 0.5058*** 0.5184***

(6.47) (6.17) (6.43) (6.14)

AVCOMP_FBG 0.0003*** 0.0002*** 0.0003*** 0.0002**

(3.55) (2.68) (3.66) (2.63)

AVCOMP_INDUS 0.00002 -0.0002 -0.00005 -0.0002

(0.04) (-0.42) (-0.11) (-0.53)

FAMBOARD 0.2900 0.3120 0.3410 0.3470

(0.71) (0.75) (0.82) (0.81)

FAMOWN 0.0015 0.0022 0.0028 0.0032

(0.48) (0.74) (0.89) (1.03)

N 83 71 81 69

R-square 0.79 0.82 0.80 0.82

Adj.   R-square 0.76 0.78 0.77 78.00

F 27.64*** 24.18*** 25.02*** 21.30***

Prob>F   0.00***  0.00***  0.00***  0.00***

t statistics in parentheses;  *p<.10, ** p<.05, *** p<.01
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In order to investigate further how each trust measure could be affecting non-

family CEO compensation, we ran the regression on non-family CEO 

compensation with measures making up cognition and affect-based trust. The table 

4 and table 5 report the effects of individual cognition and affect-based trust 

measures, respectively. Model 1 in table 4 includes only control variables with 

firm characteristics. The number of awards received by a non-family CEO was the 

only cognition-based trust measure that had influence on compensation. The 

positive (β=.044) and significant (p < .05) coefficient shows that when non-family 

CEOs with more awards in larger firms tend to receive more compensation. Model 

2 shows the results with control variables regarding average compensation at 

different levels. Besides awards, the operating income growth (β=.0010, p < .10) 

and functional working experience (β=.0845, p < .10) were also positively 

correlated with compensation. Finally, model 3 contains all the control variables 

and more cognition-based trust measures became significant. Firm’s operating 

income growth (β=.0013 p < .05) and elite education (β=.00781 p < .10) were also 

shown positively associated with the compensation of non-family CEOs.  

Table 5 presents the results for individual affect-based trust measures. We ran 

the regression as we did with individual cognition-based trust measures. When we 

used firm-related control variables, only the same high-school attended by a family 

owner and non-family CEO was negatively associated with compensation. On the 

other hand, we found only the same group-affiliated firms co-worked by a family 

owner and non-family CEO using control variables related to average 

compensation at different levels. To further probe into the effect of group tenure, 
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we also included the square term of group tenure and only used the average 

compensation for registered directors as the control variable. The results in model 

3 suggest an interesting inverted U-shape relationship between group tenure and 

non-family CEO compensation. The negative and significant coefficient of the 

square term of group tenure shows that there was a point at which increasing group 

tenure lowered compensation. For the non-family CEOs in our sample, this value 

was nearly 20.25 years.  
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Table 4 

Effect of Cognition-based Trust on Non-family CEO’s Compensation 

 

Variables MODEL 1 MODEL 2 MODEL 3

GEBIT 0.0009 0.0010* 0.0013**

(0.89) (1.85) (2.29)

ELITE 0.0562 0.0574 0.0781*

(0.77) (1.27) (1.86)

FUNCTION -0.0205 0.0845* 0.1060**

(-0.27) (1.83) (2.38)

AWARD 0.0440** 0.0266** 0.0217*

(2.15) (2.12) (1.84)

INDUSASSO -0.0557 -0.0185 0.0045

(-0.88) (-0.49) (0.12)

INCEO -0.0049 0.0527 0.0610

(-0.07) (1.25) (1.54)

INWORK 0.0265 -0.0535* -0.0266

(0.59) (-1.99) (-1.01)

ln (ASSET) 0.1834*** -0.0403

(4.84) (-1.35)

ROA 0.1043*** 0.0616***

(3.16) (3.15)

ROE -0.0514** -0.0470***

(-2.42) (-3.71)

ROE(1-yr lag) 0.0045 0.0052

(0.37) (0.73)

AVCOMP_NFRD 0.4850*** 0.5695***

(8.32) (7.70)

AVCOMP_FBG 0.0002*** 0.000161**

(3.27) (2.42)

AVCOMP_INDUS -0.0001 -0.0002

(-0.17) (-0.68)

N 75 72 72

R-square 0.52 0.82 0.86

Adj.   R-square 0.43 0.79 0.82

Prob>F   0.00***  0.00*** 0.00***

t statistics in parentheses;  *p<.10, ** p<.05, *** p<.01
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Table 5 

Effect of Affect-based Trust on Non-family CEO’s Compensation 

 

Variables Model 1 Model 2 Model 3 Model 4

GTENURE 0.0163 0.0171 0.0301* 0.0162

(0.57) (1.02) (1.83) (0.90)

GTENURE^2 -0.0004 -0.0004 -0.0007* -0.0004

(-0.61) (-1.11) (-1.86) (-1.00)

COLLEAGUE -0.1064 -0.1359** -0.1502** -0.1254*

(-1.03) (-2.19) (-2.43) (-1.96)

HMANAGER 0.0559 -0.0531 -0.0877 -0.0536

(0.64) (-1.00) (-1.67) (-0.96)

HFAMILY 0.0348 0.0199 -0.0079 0.0258

(0.58) (0.55) (-0.23) (0.66)

UNIV 0.2121 0.0053 -0.0654 0.0209

(1.59) (0.06) (-0.79) (0.24)

HIGHSCHOOL -0.4400** -0.1863 -0.1485 -0.2091

(-2.04) (-1.40) (-1.13) (-1.49)

INBOARD -0.0786 -0.0228 -0.0352 -0.0268

(-1.44) (-0.58) (-1.06) (-0.68)

ln (ASSET) 0.1733*** 0.0051

(4.31) (0.18)

ROA 0.0231 0.0098

(1.14) (0.77)

ROE -0.0046 -0.0046

(-0.65) (-1.07)

ROE(1-yr lag) 0.0110* 0.0033

(2.32) (1.10)

AVCOMP_NFRD 0.5801*** 0.7046*** 0.5620***

(8.23) (14.50) (7.00)

AVCOMP_FBG 0.0002* 0.0002**

(2.32) (2.16)

AVCOMP_INDUS -0.0004 -0.0004

(-1.26) (-1.22)

N 90 87 91 87

R-square 0.45 0.81 0.78 0.81

Adj.   R-square 0.37 0.78 0.76 0.77

Prob>F   0.00***  0.00***  0.00***  0.00***

t statistics in parentheses;  *p<.10, ** p<.05, *** p<.01
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DISCUSSION AND CONCLUSIONS 

Our analysis of trust extends traditional agency theory arguments that have been 

blamed for neglecting the social relationship that might exist among actors 

(Hendry, 2002). When there are strong interdependence between principal and 

agent such as the family owner and non-family CEO in a Korean family-controlled 

business group, the subjective perceptions of a principal (family owner) in regard 

to agents’  (non-family CEO) potential opportunism do make a difference when 

it comes to the design of an agency contract. Our findings indicate the notable 

effect of distinct forms of trust, cognition and affect-based trust, on the design of 

incentive mechanism.  

Our theoretical logic and empirical results demonstrate that incorporating the 

trust perspective into traditional agency theory enables one to further investigate 

how incentive alignment mechanisms are executed especially regarding non-

family executives in family-controlled firms. Some family business scholars have 

identified family-owned businesses as “high trust” organizations (e.g., Jones, 

1983), and have implicitly assumed that family ties are the only condition for the 

perception of trustworthiness. In this study, we argue that given the prevalence of 

lifetime employment contract in Korean family-controlled firms, family owners 

and non-family executives may also attach emotion to the relationship that goes 

beyond the utilitarian logic initiated formal transaction, so the family owner may 
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hold positive beliefs regarding the non-family executive’s behavior or motives. 

This perception may lead to altering the design of traditional incentive 

mechanisms underlying the opportunism assumption.  

Our arguments and empirical findings show that cognition-based trust, 

established on the trustor’s positive perceptions of the trustee’s ability and 

competence, is positively related to the non-family CEO’s compensation. This 

result is consistent with earlier research by Cruz, Gomez-Mejia and Becerra (2010). 

Drawing on the Mayer’s definition of trust, they classified trust as benevolence, 

ability and integrity and found greater variable pay was provided when a CEO had 

greater trust in a TMT’s ability. In particular, the positive effect of cognition-based 

trust is mainly driven by elite education, awards received, role performance, and 

functional working experience. On the other hand, affection-based trust based on 

emotional attachment has negative influence on a non-family CEO’s compensation. 

It corroborates our argument that affect-based trust may lead to lowering the 

principal’s perception of agent’s opportunism and improves goal congruence 

between both parties. Specifically, group tenure and the number of group-affiliated 

firms co-worked by a family-owner and non-family CEO were mainly responsible 

for the negative influence of affect-based trust. It is interesting to see that group 

tenure showed an inverted U-shape relationship with non-family CEO 

compensation. At an early stage, as group tenure increases, a principal’s affect-

based trust are still on the way to develop. However, when group tenure reaches a 

high level, affection-based trust is fully developed and a principle’s perception is 

confirmed of low incidence of agent’s opportunism.  
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This study also intrigues some other interesting issues that may be pursued in 

future research. The “so what” question comes to mind concerning implications of 

these incentive mechanisms for family-controlled firms: Do these incentive 

mechanisms make a difference in terms of firm performance? How do agents 

perceive different forms of trust from a principal? How do these incentive 

mechanisms influence decision making for non-family executives? On the whole, 

trust between family-owners and non-family executives in family-controlled firms 

still stand for a black box in the scholarly management literature and a potential 

door to much-needed pioneering research.  

This study is not without limitations. First, we recognize that the development 

of trust is a dynamic process and it is difficult to capture the development of trust 

with cross-sectional data. Since the Korean government mandates any director or 

internal auditor with total pay above 500 million Korean won from May of 2013, 

only limited compensation data is available for our study. As more compensation 

data is accessible, it may be possible to investigate how the development of trust 

may influence non-family CEO’s compensation. Second, our study only focused 

on a single-country data, so we do not expect our theoretical arguments to apply 

in all the contexts of family-controlled business groups. So, we believe that further 

studies regarding other countries hold promise for enriching our knowledge. Third, 

in relying on limited studies in terms of objective measures of trust, confirmatory 

factor analysis revealed the cognition-based trust model in our study was not an 

ideal one. We concluded that the poor fit resulted from the scale difference 

between role performance measure and professional credential measures. 



40 
 

Therefore, in order to achieve an acceptable fit, further study may change the role 

performance measure into a categorical variable. 
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국문초록 

본 연구는 통합적인 대리인-신임 (agency theory-trust perspective) 

관점에서 한국 재벌그룹 오너들이 전문경영인들에 대한 신임이 

전문경영인 보수에 어떠한 영향을 미치는지 검토하였다. 특히 패밀리 

오너의  신임을 인지 기반의 신임 (cognitive-based trust)과 감정 

기반의 신임(affect-based trust)으로 구별함으로써 두가지 형태의 

신임이 각각 전문경영인의 보수에 어떤 역할을 할 수 있는지 

살펴보았다. 2013 년 최고경영자의 보수를 공개한 75 개 한국 재벌 

기업의 93 명 전문경영인들의 자료를 대상으로 실증분석 결과 인지 

기반의 신임과 전문경영인의 보수는 양적인 관계를 가지는 반면 감정 

기반의 신임과 전문경영인의 보수는 부적인 관계를 나타냈다. 본 

연구는 대리인이론에서 그동안 다루어지지 않은 대리인(agent)과 

주인(principal) 사이에서 존재하는 신임을 고려하였고 나아가 이러한 

신임이 대리인과의 계약에 미치는 영향을 고려할 것을 제시함으로써 

향후 연구의 방향을 제시하였다는데 의의가 있다.  

 

 

 

주요어 : 신임, 최고경영자 보수, 재벌그룹, 대리인 이론  

학  번 : 2013-23798 
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