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This dissertation investigates the antecedents and consequences to pay disparity 

between the CEO and non-CEO executives from an equity-based perspective. While the 

principles of agency theory suggest that CEOs are granted higher compensation packages 

to better align their motives to those of the firm’s shareholders, empirical research has not 

supported a positive relationship between rising CEO pay and firm performance. Some 

results even suggest a negative relationship.  This dissertation argues that if 

organizational outcomes are determined by the integrated skills and talents of its 

dominant coalition, and if the management of a firm’s trajectory is a shared process, then, 

the disparity in rewards between the CEO and those that work closest to him becomes an 

important area of study. 

The dissertation investigates the antecedents of pay disparity and proposes that 

the quality of a firm’s governance marked by independent boards as well as higher levels 

of blockholders will be more likely to temper and better align the CEO’s compensation 
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and thereby reduce pay disparity.  Empirical results support the major propositions as 

firms with independent Chairman of the Board, fewer interlocking directors, and higher 

levels of blockholders were found to have lower levels of pay disparity between the CEO 

and non-CEO executives.  Pay disparity was tested both at the firm level and at the 

individual executive level and both were found have a significant effect on non-CEO 

executive turnover for up to two years.  

Central to the dissertation is a moderation model which proposes that pay 

disparity has a profound effect on an executive team’s ability to integrate its diverse 

experience and educational background, and consequently, its capacity to respond 

strategically to its changing competitive landscape. The study examines the education, 

age, tenure and functional background of top management teams of Fortune 500 firms 

and finds support for the assertion that the positive relationship between heterogeneously 

composed teams and firm performance is contingent on rewards equality between the 

CEO and balance of the top team membership. The findings suggest that higher levels of 

pay disparity attenuate the negative aspects of cognitive diversity serving to impede the 

firm’s competitive performance. 
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Without scrupulous attention to distributive justice, not even a band of thieves could live 
together   (Miguel de Cervantes)  

 

CHAPTER 1 - INTRODUCTION 

1.1 Introduction to the Research 

CEO compensation has taken center stage both in and out of the boardroom.  So 

popular is the discussion over rising CEO pay that it is difficult to find a business 

magazine that does not devote at least one article to this phenomenon.  Whether the 

descriptions of escalating CEO pay as “obscene” (Hartford, 2006) or “out of control”, 

(Tully, 2006) are fitting, the rise of CEO pay to unprecedented levels remains undisputed: 

in 2007, the average CEO of a large US firm earned over $10.8 million in compensation 

up 11.5% over 2006; the 20 highest paid CEOs earned an average of over $36 million in 

the USA, triple that of the 20 highest paid CEOs in Europe; the average CEO to average 

worker pay ratio was 364, up over 240% from 1990 (Institute for Policy Studies, 2007). 

The principles of agency theory (Fama, 1980) suggest that CEOs are increasingly 

granted higher compensation packages in an effort to better align their motives to those of 

the firm’s shareholders and to establish a clear link between pay and firm performance.  

As noted by Miller “the link between performance and reward is the primary tenet of the 

US compensation system and the justification corporations give for granting large 

increases in CEO pay” (1995:1361).  However, research has been unable to support a 

strong link between compensation and performance.   Tosi, Werner, Katz and Gomez-
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Mejia’s meta-analysis of CEO pay studies found  less than 5% of CEO compensation to 

be explained by performance, concluding that “there is a large unexplained variance in 

CEO pay” (2000:331).  Similarly, after reviewing over 250 empirical papers investigating 

the link between CEO pay and performance, Gomez-Mejia and Welbourne (1988) found 

that results were “disappointing and often conflicting” (1988:185) suggesting not only the 

lack of a clear positive relationship between CEO compensation and firm performance, 

but in some instances, a negative relationship.   In another paper suggesting future 

research framework in executive compensation Barkema and Gomez-Mejia  have 

surmised that “the failure identify a robust relationship between top management 

compensation and firm performance has led scholars into a blind alley” (1998:135) 

An area of growing importance which may assist us in untangling the 

disappointing and conflicting relationship between CEO compensation and firm 

performance, is the increasing wage disparity resulting between CEOs and other 

members of the firm.  In 2007, the average CEO was paid just over $10,800,000 per 

annum, or 364 times that of an average worker’s salary of $29,544 (Institute for Policy 

Studies, 2007).  This is the second highest ratio of CEO to worker compensation in 

history since data collection began in 1965.  At this ratio, the average CEO earns slightly 

more in one day what an average worker earns in an entire year.  The disparity in wages 

caused by CEO compensation is not limited to the average worker: in 2006, the median 

CEO wage was almost three times the median wage of a firm’s non-CEO executive. Thus 

climbing CEO wages pose inequity issues not only for the average worker, but for all 

employees of the organizations including those trusted individuals at the apex of 

organizations who, alongside the CEO, share in the firm’s leadership. 
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While the compensation of the CEO has attracted a significant amount of 

research, there is scant literature investigating the entire executive team’s compensation 

as the pay of non-CEO executives has had little theoretical or empirical focus (Carpenter 

& Sanders 2002) which may assist in propagating the notion that it is the CEO who solely 

determines a firm’s performance outcomes.  Theoretical and empirical research suggests 

that firms which consistently outperform do so due to the broad leadership skills 

embedded in their strong cadre of executives responsible for making key decisions 

(Hambrick & Finkelstein, 1987; Keck & Tushman, 1993), and that the “management of 

an enterprise is typically a shared activity, extending well beyond the chief executive” 

(Hambrick, 1995:111).  The intensity and celerity of change in a firm’s competitive 

landscape demands diverse skills sets and multiple leadership approaches and a firm’s 

ability to integrate the different skills of its top executives enables performance 

improvements not achievable by any one member, including the CEO (Katzenback, 

1998).  

It can then be argued that successful firms integrate the complementary yet 

diverse skill mix of their top executives and fully exploit team processes to strategically 

respond to the changes in their competitive, technological, and socio-political 

environments.  As noted by Higgins and Gullati, “the demographic composition of the 

TMT including functional background, educational experience and firm tenure serve as 

proxies for cognitive models, belief systems, networks and affiliations which, in various 

combinations, affect team decisions” (2006: 5).  Effective executive teams, by virtue of 

their diverse skills developed through their heterogeneous functional and educational 

backgrounds, or differences in experience through age or firm tenure are able to gather 
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information from a variety of sources that consider pluralistic interpretations and 

perspectives (Hamrbick & Mason, 1984) enabling a deeper understanding of a firm’s 

external and internal challenges. They use their heterogeneous backgrounds and 

experiences to the firms advantage by sharing and learning from each other’s skill sets 

(Katzenbach, 1998) to formulate a novel, innovative, yet cohesive strategic response to 

such challenges; effective teams, due to their integration of different skills, experiences, 

and expertise, swiftly coordinate implementation of the agreed-upon strategies (Andrews, 

1971).  In contrast, firms with fragmented top management teams lack a capable, 

integrated top executive group as executives in such firms operate in  “relatively 

independent spheres, with minimal interaction” (Hambrick, 1995: 115) which render 

them ineffective to adapt readily to changing environmental demands.  

In essence, then, if a firm’s continued success rests on its ability to exploit the 

diverse skills of its team of top managers and to recognize that the management of a 

firm’s trajectory is a shared process (Hambrick, 1995) then, the pay rewards of those 

involved in determining such a process, and moreover, their individual pay disparities 

becomes an important area of study.  Such an investigation becomes even more pertinent 

in today’s rising CEO pay packages as compensation disparity between CEOs and their 

team of executives continues to grow (Kirkland, 2006) and, correspondingly, boards of 

directors and other stakeholders increasingly hold the CEO singularly responsible for 

firm performance.  Executive compensation packages with significantly higher rewards 

for the CEO infer that it is the CEO who has absolute control and responsibility over firm 

performance and may act to galvanize CEO power.  Such CEO-centered compensation 

structures may result in increased deference to the CEO’s sole leadership approach and 
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subsequently, “an orientation that seems unaware of the presence and legitimacy of 

organizational perspectives other than that of the chief executive” (Swiercz & Ross, 

2003:420).  Thus, growing pay disparities between the CEO and other non-CEO 

executives may result in decreased collective strategic response or a response which, by 

using several members’ different skills is able to produce performance improvement 

greater than that achievable by any one member alone.  This research aims to deepen our 

understanding of pay disparity between the CEO and non-CEO executives, its 

antecedents, and its effects on team fragmentation, top executive integration, and 

consequently, a firm’s ability to exploit the executive team’s heterogeneous set of skills 

to strategically respond to its changing environment.  

1.2 Theoretical Framework 

The primary focus of this present research is to determine both the antecedents to 

pay disparity between the CEO and non-CEO executives and its consequences on the 

team’s ability to utilize its cognitive heterogeneity to respond strategically to 

environmental changes.  The research proposes that the quality of a firm’s internal 

governance affects CEO compensation, and consequently, the levels of pay disparity 

between the CEO and the rest of the executives.   The board of directors as well as 

blockholders have been identified as a firm’s primary internal governing mechanisms and 

prior research has found both to impact CEO compensation (La Porta, Lopez-de-Silanes, 

Shelifer & Vishney, 2000; Shelifer and Vishney 1997).  With the primary responsibility 

of engaging, monitoring, and when necessary, replacing top management (Bhagat, Carey, 

& Elson, 2006), the board of directors represents the firms’ stockholders (Fama & Jensen, 

1983; Zald, 1969) and exists to align the interests of the management with those of its 
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shareholders (Mizruchi, 1983; Walsh & Seward, 1990).   Research investigating the 

effectiveness of boards and specifically their role in setting CEO compensation, has noted 

the importance board control vis-à-vis CEO control (Zald, 1969).  Fama and Jensen 

(1983) have argued that in order to remain effective, a board of directors needs sufficient 

incentives and should be free from influence or collusion by the CEO.   

Research examining board control has identified CEO duality (Hambrick and 

Finklestein, 1987; Patton and Baker, 1987) the ratio of insiders on the board (Alderfer, 

1986; Beatty and Zajac, 1994), and interlocking directors (Davis, 1991; Westphal & 

Zajac, 1997) as important variables in assessing board control.  All three variables affect 

board independence which facilitates objective assessment of the CEO and inclusion of 

outsider directors provides a wider perspective and better protects board members against 

CEO collusion.   

In addition to board independence, blockholders or the number of shareholders 

who hold large fractions of a firm’s shares are noted to be an important variable for 

assessing its internal governance as single shareholders with large holdings will have a 

stronger incentive to protect their investment by monitoring the management’s activities 

(Grossman & Hart, 1980) and consequently, serve to increase firm value (Holderness, 

2003). Blockholders typically serve as directors and officers of the firm and are generally 

in a position to influence management decisions (Mikkelson & Ruback, 1985).  Research 

has found that when board members hold block equity, their firms are less likely to award 

excessive CEO compensation (Dyl, 1988) and more likely to compensate for 

performance rather than luck (Bertrand & Mullainathan, 2001) or size and scale (Gomez-

Mejia & Welbourne, 1988). Moreover, Board members with large stock ownership are 
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less likely to award incentive-based compensation to CEOs (Mehran, 1995) and more 

likely to initiate CEO succession in poorly performing firms (Bhagat et al., 2006). 

This research proposes that the quality of internal governance as measured by 

board independence and blockholding affect CEO compensation as they serve to increase 

monitoring and counter the CEO’s influence in setting his or her own pay.  Hence, the 

current research model as depicted by Figure 1 proposes that the quality of internal 

governance affects pay disparity between the CEO and non-CEO executives, and that pay 

disparity in turn affects the relationship between executive team heterogeneity and the 

firm’s ability to respond strategically to changes in its competitive landscape.   

The consequences of pay disparity are grounded in equity theory (Adams, 1965), 

and distributive justice theory (Homans, 1961) which note that individuals judge the 

fairness of their organizations by making comparisons of their own efforts and rewards 

with the efforts and rewards of others. In instances where individuals perceive that their 

own ratio of inputs to outcomes or rewards is balanced with the ratio of referent others, 

equity exists.  If however, individuals perceive that there is an imbalance, such that they 

are exerting a higher level of effort for the same rewards or that they are exerting the 

same level of effort for lower rewards, then feelings of inequity can result causing them 

to alter their behavior until equity is restored.  

Basic equity theory suggests that when employees perceive an inequity between 

the outcomes or rewards they believe they should receive and what they actually receive, 

tension results, and employees will behave in ways to reduce such tension (Goodman & 

Friedman, 1968; Greenberg, 1982) so that balance is established.  The equity-exchange 

model has theorized that under-rewarded individuals will lower their contributions or 
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involvements with the organization (Gould, 1979; March & Simon, 1958).  Empirical 

research has demonstrated that perceptions of inequity can lead to reduced cooperation 

(Cowherd & Levine, 1992; Levine, 1991) job withdrawal (Bretz & Thomas, 1992), 

resentment and even taking revenge (Crino & Leap, 1989; Greenberg, 1990), and finally, 

to turnover (Summers & Hendrix 1991).   

Research in the related field of distributive justice is concerned with the general 

fairness of allocation of resources and suggests that individuals monitor the input 

/outcome ratio of referent others and make comparisons against their own (Festinger, 

1954; Folger & Konovsky, 1989; Greenberg, 1986).  Distributive justice suggests that 

even if an employee perceives equity between his or her own input versus his or her own 

reward, the same employee can feel distributively under-rewarded if his ratio does not 

seem just or fair when compared to the ratio of others in the firm (Mowday, 1991).  It has 

been argued that distributive justice shapes individuals’ relations with other 

organizational members and their attachment to the organization in general (Greenberg 

1987; Greenberg, 1990; Sweeny & McFarlin, 1993). 

This implies that large pay disparities between CEO and non-CEO team members 

can lead to the latter harboring feelings of inequity or injustice, causing the executive 

team to be less integrated, less likely to contribute fully, and thereby incapable to exploit 

their diverse skill set to respond to the firm’s environmental changes.  Top management 

teams who lack the integrative structure to adequately process and interpret 

environmental signals will experience information overload (Mintzberg, 1983) leading to 

higher levels of stress amongst the members (Bronner, 1982) and moreover, they will not 

be committed to the decisions made and will withhold full cooperation. Such behavior 
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will not only deteriorate the quality of strategic decisions and their implementation, but 

more importantly, will also alter the teams’ ability to accurately read incoming 

environmental signals and thereby limit the types of novel and innovative strategic 

alternatives for evaluation.  However, as noted by Mowday (1991), the most useful 

application of equity theory may be in how it affects interpersonal interaction and 

integrative communication suggesting that equity can have a profound impact on the 

overall success of the firm.  

1.3 Research Model 

Figure 1 Research Model 

 

1.4 Outcome 

The outcome of the present study is to build a foundation of both theory and 

evidence on the pay distribution structure of the top management team (upper echelon of 
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executives), its antecedents and consequences.  The current research investigates the 

characteristic of internal corporate governance that leads to lower wage disparities and 

then follows an equity and justice perspective to empirically test the effects of wage 

disparity between the CEO and non-CEO executives on the firm’s ability to utilize the 

executive team’s heterogeneous skills and exploit team processes.  It determines whether 

executive teams with lower wage disparities are better able to respond to changes in their 

competitive landscape by formulating and implementing novel, innovative and firm-

specific strategies, who, due to their collective nature, provide performance improvement 

over strategies conceived by any one individual.   

1.5 Research Questions 

As indicated above, the present study focuses on both the antecedents and performance 

consequences of executive team wage dispersion. The questions below frame the study as 

follows: 

1. How does corporate governance affect pay disparity between the CEO and non-

CEO executives? 

2. What is the relationship between the pay disparity and the turnover of non-CEO 

executives? 

3. What are the effects of executive pay disparity on the top management team’s 

ability to utilize their heterogeneous skills in order to respond strategically to 

environmental changes? 

4. What is impact of pay disparity between the CEO and non-CEO executives on 

their combined ability to formulate, come to consensus on, and implement 

innovative strategies? 
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5. How does the turnover of non-CEO executives affect the firm’s ability to respond 

to its changing environment? 

1.6 Organization of the Dissertation 

The remainder of the dissertation is organized as follows: Chapter two provides a 

review of the relevant literature in the four major constructs identified.  The review 

begins with antecedents to pay disparity and discusses the role of corporate governance, 

and specifically the importance of governance having a vested interest in, of being 

objective about, and independent to the CEO when setting CEO compensation. The next 

section discusses pay disparity and informs on various perspectives including equity 

theory and distributive justice theories; next, the chapter delves into the consequences of 

pay disparity discussing its harmful effects including employee turnover.   

The following discussion reviews top management team literature and upper 

echelon theory detailing findings on executive team composition and its relationship to 

performance; the final section of the literature review covers the three main areas of 

strategic response, namely strategy formulation, strategy consensus, and strategy 

implementation.  This section builds upon existing literature and provides foundational 

theory regarding the harmful effects of pay disparity on an executive team’s ability to 

utilize its heterogeneous skills to formulate and execute a strategic response.  

Chapter three provides the formal development of theory as well as formulation of 

the dissertation hypotheses. Chapter four reviews the details of the research methods 

employed to empirically test for the hypotheses generated in chapter two. It discusses 

areas of sample selection, statistical analysis techniques and measurement issues. Chapter 

five presents the results of the empirical tests while chapter six provides a discussion of 
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the results regarding the antecedents to and consequences of pay disparity between the 

CEO and non-CEO executives.  Chapter five presents the conclusions, limitations and 

practical implications of the research.   
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CHAPTER II – LITERATURE REVIEW 

2.1 Introduction to the literature Review 

This research primarily focuses on how escalating CEO pay affects the executive 

team and their combined ability to respond to the firm’s changing environment.   The 

literature review is divided into four sections.  The first section discusses the antecedents 

of CEO pay, highlighting how the quality of a firm’s governance and its relationship with 

CEO pay.  The literature demonstrates that CEOs will exert their power and influence to 

actively manage their compensation levels and maximize their personal wealth; it 

underscores the necessity of independent and objective governance to ensure tempered 

compensation levels that are in line with internal and external labor markets. The next 

section discusses pay disparity and literature reviewing both hierarchical pay structures 

(higher disparities) and compressed pay structures.  The research observes that while 

extreme pay rewards for a few individuals are effective in attracting and retaining higher 

levels of talent, the disparity caused by such rewards may have adverse effects on the 

balance of the employees, and consequently on team interaction and effectiveness.  

The following section highlights perspectives from equity and distributive justice 

theories reviewing the harmful effects of inequity including dissatisfaction, withdrawal, 

and eventually, turnover. This section is followed by a review of the upper echelon 

literature and top management teams delving into issues of heterogeneous versus 

homogenous composed teams.  It observes that top management teams composed of 

more diverse perspectives as formed by managers’ different educational and functional 
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expertise and experiences possess the breadth and depth of cognitive capacity to better 

process complex information, and provide a more creative, and exhaustive search for 

solutions. However, the literature also underscores that those differences that enable 

greater cognitive capacity may also serve to reduce team integration, and increase team 

fragmentation, leading to a fine-grained discussion on heterogeneity’s “double-edged 

sword”.  

The final section reviews the steps which a firm takes to strategically respond to 

its changing environment and specifically the top management team’s role in 

formulating, agreeing upon, and implementing the required strategic changes.  The 

research demonstrates that in order to leverage the benefits of diverse cognitive 

perspectives, top managers must be able to fully and openly articulate and debate these 

different perspectives, in a transparent, trusting, and equitable environment without fear 

of retribution or reprisals.  The literature demonstrates that environments characterized by 

higher levels of trust, relative equal sharing of power, and higher levels of team member 

loyalty will foster genuine consensus and the commitment necessary to effectively 

implement strategic change.    

2.2 The role of Governance in CEO Compensation 

As CEO compensation has skyrocketed and corporate scandals have followed 

suit, boards are increasingly coming under fire for lack of quality in their governance.  As 

noted by a recent article in Business Week, “the most egregious governance failure of the 

20th century: astronomical executive pay” (Lavelle , 2002:5). Examples of such 

governance failures abound.  In 2001, shareholders of E Trade demanded restitution 

when the CEO and Chairman of the Board was awarded a compensation package valued 
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at $80 million, a year in which the firm lost $254.1 million.  Comparatively, the CEO of 

Goldman Sachs (a competitor of E Trade) earned $23 million while his brokerage firm 

earned 2.31 billion in the same period.  Similarly, the CEO of Dollar General, Cal Turner, 

had to return $6.8 million of his undeserved compensation when the firm’s financial 

results were restated. As noted by the AFL-CIO, such negligence in corporate governance 

results in two important trends: first, an increased dissociation between a firm’s 

performance and the compensation of its CEO; second, a dangerous increase in the ratio 

between the compensation of the CEO and others in the firm.  

 Research investigating the effectiveness of boards and specifically their role in 

CEO compensation, has noted the importance of board independence. Higher quality 

governance has been associated with vigilant (Finkelstein & D’aveni, 1994) boards who 

are not dominated by the CEO’s power and influence (Rechner, & Dalton, 1991), with 

the unbiased ability to monitor, discipline, and take appropriate and necessary actions to 

protect shareholder interests (Dalton & Kesner, 1985) and the interests of other 

employees.  This association between governance quality and independence has been 

most recently reflected in the passing of the Sarbanes-Oxley act by Congress in 2001 

which requires a fully independent audit committee to oversee and monitor the 

relationship between the firm and its external financial auditors.   Similarly, the NYSE’s 

2003 Corporate Governance rules approved by the SEC note that “listed companies must 

have a compensation committee composed entirely of independent directors” (NYSE 

Corporate Governance Rules, 2003). The Business Roundtable, an organization of CEOs 

of leading U.S. corporations with the mandate of ensuring best practices in corporate 

governance, also recommends that “compensation of the CEO and other top executives 
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should be determined by a compensation committee composed entirely of independent 

directors, either as a committee or together with the other independent directors based on 

the committee's recommendations” (Business Roundtable, November 14, 2003).  

The above regulations, prompted largely from the fallout of recent corporate 

scandals such as Enron and Tyco, have created a flight to governance quality and large 

shareholders or blockholders as well as the board of directors have been identified as two 

important groups contributing to a firm’s quality of internal governance (La Porta, 

Lopez-de-Silanes, 2000; Shleifer and Vishney 1997).  Prior research has found a 

relationship between the quality of a firm’s internal governance and CEO compensation.   

As sizable shareholders, blockholders protect their collective interests and the board of 

directors represents the interests of the balance of the shareholders, (Fama & Jensen, 

1983; Zald, 1969) and exists to align the interests of the management with those of its 

owners (Mizruchi, 1983; Walsh & Seward, 1990). “The Strength –and indeed survival – 

of any corporation depends on a balance of two distinct powers: the power of those who 

own the corporation and the power of those who run it” (Monks & Minnow, 1991:167). 

Since the power of those who own the corporation is diffused over thousands of 

different individuals, their collective interests are represented by the corporation’s board 

of directors who have the fiduciary duty to safeguard the interests of equity owners or 

shareholders. Agency theory suggests that because CEOs have minimal ownership in the 

organization, their goals will diverge from those of the shareholders, resulting in the 

CEO’s focus on personal wealth maximization rather than shareholder wealth 

maximization (Jensen & Meckling 1976).  Hence the board, functioning as the formal 

apex of the organization, separates the control of decisions from the management of 
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decisions by taking responsibility of the ratification and monitoring of decisions while the 

CEO bears the responsibility of initiating and implementing the decision (Fama & 

Jensen, 1983).  

Through aligning CEO compensation to firm profits, the board ensures that the 

decisions initiated and implemented by the firm maximize shareholder wealth and 

thereby effectively carries out it governance responsibility.  As noted by Walsh and 

Seward (1990), when assessing the CEO, boards must ascertain whether changes in firm 

performance are directly attributed to factors under the CEO’s control such as effort and 

ability, or caused by externally controlled factors such as shifts within the industry and 

environment.  In order to minimize shirking and maximize ability, boards prefer to tightly 

couple firm performance to CEO pay; however, in order to maximize their salary and 

reduce their exposure and vulnerability to factors outside of their control, CEO’s prefer a 

looser link between their pay firm performance (Hill & Phan, 1991) and may exert 

influence, “and tamper with the board’s ability to monitor” (Walsh & Seward, 1991:431) 

in order to satisfy personal interests even when such interests directly conflict with 

shareholder wealth maximization (Demski, Patell & Wolfson, 1984) or are acquired at 

the expense of other employees of the firm.  

Since one of the board’s defining functions is to monitor, counsel, and direct a 

firm’s CEO, it is required to evaluate and assess the competency, integrity and 

performance of leadership (Dalton & Rechner, 1989) and recommend changes or modify 

incentives as necessary.    Fama and Jensen (1983) have argued that in order to remain 

effective, a board of directors needs sufficient incentives and should be free from 

influence or collusion by the CEO.  Hence, the board must have sufficient power and 
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control vis-à-vis the CEO (Zald, 1969) in order to protect shareholder interest and 

mitigate the CEO’s influence over his or her own compensation (Hill & Phan, 1991).  

Governance literature has noted however, that typically, the balance of power resides 

with the CEO and not with the board (Mace, 1986; Monks & Minnow, 1996).  The 

literature has identified several mechanisms through which CEOs can exert power and 

influence over the board including carrying the dual role of Chairman of the board, 

appointing insider directors, and appointing outsider directors with interlocking 

relationships.  

2.2.1 CEO Duality 
 

When the CEO has a dual role and also serves as the Chairman of the board, it 

“signals the absence of separation of decision management and decision control” (Fama 

& Jensen, 1983:314) which may lead to self-interested behavior (Jensen & Meckling, 

1976) and create “conflict of interest in which a CEO who is responsible for the overall 

strategic management of a firm is also in a position to evaluate the effectiveness of that 

strategy” (Finkelstein & D’aveni, 1994:1082).  By granting the firm’s ultimate formal 

authority to the CEO, the board effectively increases the CEO’s power which may lead to 

entrenchment behavior (Mallette & Fowler, 1992).  Such behaviors may include setting 

the meeting agenda, as well as limiting the amount and type of information available to 

the board so that it is only able to minimally assess the CEO’s effectiveness (Mace, 

1986).  Board members may be discouraged to ask discerning questions, and board 

meetings may become mere formalities: “The unsophisticated director may learn from 

experiencing rebuffs that presidents do not want penetrating, issue-provoking questions 
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but only those which are gentle and supportive and an affirmation that the board supports 

him” (Mace, 1986: 187) 

Further, as Chair of the board, the CEO significantly influences new board 

membership as a reported 82% of board vacancies in 1991 were filled via 

recommendations from Chairmen of Boards (Korn Ferry International Survey, 1993).  

Such influence may result in the CEO further stacking the board with loyal directors 

sympathetic to his or her interests.  Crystal (1991) has theorized that directors who are 

appointed by the CEO are unable to maximize shareholders interests and may establish 

inappropriate compensation structures for fear of not being re-elected. The author shares 

his own personal story as a compensation consultant trying to reign in the salary of a 

CEO: “The CEO did not take kindly to my suggestion.  First, he tried to argue me out of 

the recommendation by challenging my survey data. But he wasn’t successful. So he 

looked me in the eye and posed a question to me that I will never forget: “Just who do 

you think is paying your bills anyway?” (1991:12-13).  Lambert, Larker and Weigelt 

(1993) demonstrate that CEO’s who select their own board members receive higher 

compensation and rewards compared to CEO’s who inherit their boards.  Rechner and 

Dalton (1991) demonstrate the negative effects of CEO duality on firm ROE and ROI for 

141 randomly selected corporations.  The authors “provide empirical support for some 

strongly worded admonitions” (1991:159) against CEOs serving as board of directors and 

conclude that “given that one of the board’s central functions is to monitor the 

performance of top management, allowing the CEO to fulfill both roles is thought to 

compromise the desired system of checks and balances” (1991:155). 
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 Westphal and Zajac (1995) empirically demonstrate how CEOs with dual roles 

may compromise such checks and balances by investigating the relationship between 

CEO duality and board structure in their sample of 413 fortune 500 firms over a period of 

six years.  These authors find that boards who have the CEO serving as its chair will be 

more likely to appoint new directors who are demographically similar to the CEO 

compared to more independent boards.  Further, the study finds that demographic 

similarity between the CEO and the board of directors results in more generous CEO 

compensation awarded.  

The literature generally supports the idea that because duality violates objective 

assessment of the CEO’s performance, it provides the CEO with an opportunity to 

influence and thereby increase his or her compensation.  However, it can be argued that 

the increase in compensation commensurate the increase in responsibility as the CEO will 

be required to put forth additional efforts and resources to carry out the added role of 

Chairman of the Board. While no study has directly investigated the relationship between 

CEO pay and the resulting disparity under situations of duality, the literature generally 

argues that granting the CEO dual roles reduces the board’s power, independence, and 

compromises the quality of governance as it limits the board’s ability to challenge CEO 

actions and enables greater CEO involvement in board matters (Westphal, 1998) 

including CEO evaluation and compensation: 

“In the final analysis a board of directors can only be as effective as its chairman 
wants it to be. It is the chairman who, over time, is the main architect of the board 
– i.e., of its composition, agendas, priorities, and procedures.  The chairman 
chooses the directors he wants and uses the (or not) as he wishes. A chairman who 
wants a strong, independent and effective board will in time have such a board. 
But the reverse is equally true: a chairman who wants a passive and uninvolved 
board to rubber-stamp his own decisions can in time also achieve such a board” 
(as quoted by Hugh Parker in Minow & Monks, 1996:180).   
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2.2.2 Insider Directors 
 

CEO compensation necessarily involves assessing the magnitude of 

responsibility, effort, and risk that is directly shouldered by the CEO as compared to 

other members of the firm (Tosi & Gomez-Mejia, 1994).  In addition, the CEO salary 

needs to be quantitatively assessed against the firm’s complexity, scale, and 

diversification as compared to industry norms. Hence, it has been argued, that insiders, 

due to their subordination to the CEO, may not have the capacity to objectively monitor 

and evaluate the CEO.  Insiders, having been selected by the CEO, may be reticent to 

contradict or challenge their leader’s views either due to loyalty or fear, and as beholden 

to the CEO for the furthering of their careers, be reluctant to “rock the boat” (Patton & 

Baker, 1987:10).  Further, similar to CEO duality, appointment of insiders violates the 

separation of decision management and decision control as insiders become responsible 

for the development and implementation (decision management) as well as the 

ratification and monitoring (decision control) of their decisions (Fama & Jensen, 1983).   

In contrast, outside board members, those “who are not dependant on the chief 

executive for promotion, or for legal or consulting business” (Monks & Minnow, 

1996:193) may be better positioned to objectively evaluate the CEO, and temper his 

compensation structure so it is better situated within the company’s overall compensation 

framework as well as better aligned with industry norms.  Fama (1980) argues that “the 

viability of the board as a market-induced mechanism for low-cost internal transfer of 

control might be enhanced by the inclusion of outside directors (as they) might be 

regarded as professional referees whose task is to simulate and oversee the competition 

among the firm’s top management” (1980:293).  Hermalin and Weisbach (1998) have 
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noted the percentage of outsider directors increases following poor performance and 

Weisbach (1988) demonstrates that CEO turnover is more closely associated with poor 

performance on boards dominated by outside directors, concluding that “outsider 

dominated boards tend to add to their firm value through their CEO changes” (1988:458).  

A study by Westphal (1998) linking CEO ingratiation behavior to changing levels 

of board independence notes that CEO compensation is likely to be reduced as the ratio 

of outsiders on the board and other mechanisms of board independence increase 

including the splitting of CEO and Chairman of Board role.  A more recent study by 

Vafeas (2003) investigating the effects of the Sarbanes-Oxley and related SEC 

regulations notes that reformed compensation committees, or those with no members 

from inside the organization, are more likely to align performance to CEO compensation 

by granting a higher mix of contingent pay compared to insiders, or pre-reform 

committees.   

The above studies indicate that outside directors are more likely to associate the 

CEO’s performance with compensation, suggesting that CEOs, in order to maximize 

personal wealth would be motivated to appoint a higher number of insider directors in 

order to decouple pay from performance and reduce their compensation-earning risk.  

Hence, powerful CEOs would be more likely to appoint inside directors.  A recent 

longitudinal study by Boone, Field, Karpoff, and Raheja (2003) provides empirical 

evidence of this motivation by investigating changes in board structure of firms for ten 

years from IPO date and demonstrate that the percentage of insider board member 

increases with CEO’s power, as proxied by the number of shares owned and by the tenure 
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of the CEO.  These authors conclude that powerful CEOs will use their influence to place 

friendly insiders and affiliated outsiders on the board of directors.  

2.2.3 Interlocking Directors 
 

While insider directors may be more susceptible to the CEO’s power and 

influence, the appointment of outside directors, or those who are not employed by the 

corporation does not necessarily improve governance quality.  As noted by Fama and 

Jensen, “effective separation of top level decision management and control means that 

outside directors have incentives to carry out their tasks and do not collude with 

managers to expropriate residual claimants” (1983:315).  However, as noted by Korn 

Ferry’s 1989 report, 86% of corporations with revenues in excess of $1 billion had at 

least one CEO from another firm on their board and it has been suggested that due to 

their empathy for their fellow CEO, such directors may have a diminished ability or 

willingness to actively monitor them (Monks & Minnow, 1996).   

Westphal and Zajac have argued that there exists a “network of corporate leaders” 

(1997:163) who serve as board of directors and who this elite group has certain norms of 

reciprocity that result in a generalized obligation to support the CEO.  O’Reilly, Main, 

and Crystal (1988) empirically demonstrate this reciprocity by finding that the 

compensation levels of outsider directors as well as outsiders serving on the 

compensation committee are associated with CEO compensation.  Their results indicate 

that a 100,000 increase in the average salary of an outside director results in an increase 

of $46,000 in the CEO’s salary; an increase of $100,000 in the average salary of an 

outside director serving on the firm’s compensation committee results in an even larger 

increase of $51,000 in the CEO’s salary.  In a similar vein, Brick, Palmon and Wald 
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investigate the director’s pay granted by a firm and the compensation of its CEO and find 

evidence of “cronyism where board members and management do not protect shareholder 

interest” (2006:404).  After controlling for variables such as firm size, complexity, and 

debt ratio, the authors conclude a significant and positive relationship between a firm’s 

outside director pay and CEO compensation where a 10% increase in director pay results 

in a reciprocal 2.2% increase in CEO compensation. 

Such reciprocity becomes even more harmful when CEOs are interlocked on 

boards, or when the CEO of firm A serves on the board of firm B, and the CEO firm B 

serves on the board of firm A.  Davis (1991) investigates the relationship between board 

interlock and the firm’s adoption of a poison pill, or a management entrenchment device 

to avoid a hostile takeover.  Poison pills effectively increase the power of management, 

forcing potential buyers to negotiate with the existing management of the firm rather than 

the equity owners or shareholders, thereby making the target firm less appetizing 

(MacMinn & Cook, 1991).  Hostile takeovers generally imply higher unemployment for 

the target firm and Davis’ (1991) study demonstrates that firms with interlocking boards 

were more likely to adopt poison pill provisions, thereby protecting existing management 

at the expense of increasing shareholder wealth.   In addition to protecting each other’s 

welfare, Hallock notes that, “if two CEOs or their subordinates serve on each other’s 

boards, they are reciprocally interlocked, then these CEOs may have both the incentive 

and the opportunity to raise each other’s pay” (332:1997). In his large sample study of 

over 700 US corporations, Hallock (1997) finds that approximately eight percent of US 

corporations have interlocking CEOs and that CEO compensation of firms with 

interlocked boards is significantly higher than firms without interlocked boards.  
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2.2.4 Blockholders and Large Shareholders 
 

The quality of governance is determined by how strongly the individuals with 

power over the control management of the firm represent the interests of shareholders.  

When ownership is diffused over millions of shareholders, shareholder power is also 

diffused; in contrast, the existence of large shareholders, or those who own more than a 

5% block of shares in the firm, fortify shareholder power and hence contribute to the 

quality of firm governance.  Prior research has argues that owner-controlled firms, or 

firms with blockholders on the board have individuals with an economic incentive to 

monitor the activities of management and to ensure that CEO compensation levels are not 

excessive and are related to firm performance (Dyl, 1988; Hambrick & Finkelstein, 

1995).   

Several studies have empirically investigated the effects of blockholders on 

executive compensation.  Gomez-Mejia, Tosi and Henkin (1987) demonstrate in their 

sample of 71 large manufacturing companies that firms with blockholders (owner-

controlled) are significantly more likely to compensate for performance while diffused 

ownership firms (management controlled) are more likely to compensate for size and 

scale of the firm.  Dyl (1988) found that at optimal levels of ownership, blockholders can 

reduce excessive compensation by 32%.  Similarly, David, Kochar and Levitas (1998) 

report a negative relationship between CEO compensation and blockholders as well as 

pressure-resistant institutional holders.  These authors note that while institutional owners 

behave similar to blockholders, those institutional owners who have an on-going 

reciprocal relationship with the firm such as banks and insurance firms are less likely to 
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advocate for shareholder rights and favor more generous CEO compensation packages in 

order to continue their business relationship with the firm.  

Similar to blockholders, when board of directors own significant shares in the 

firm, research has noted that they act like blockholders, better representing shareholder 

interests.  Mace notes, that equity owning board of directors have an attitude that implies 

“this is my money – these are my assets” (1986:188) whereas non-equity owning 

directors feel that “this is somebody else’s money – these are not my assets” (1986:188).  

Hence, owner-directors “generally do in fact ask discerning questions” (1986:188) 

leading to more tempered, and appropriate compensation structures.  Bertrand and 

Mullainathan (2001) demonstrate the effects of blockholders on CEO compensation by 

finding that pay generally increases for luck or for positive outcomes not directly 

associated with the CEO as the CEO’s tenure increases;   however, in their sample of oil 

firms, the authors find that such pay for luck is tempered if there is a large shareholder on 

the board of directors.  The study also finds that when an external block holder is present, 

CEOs are charged more for their options than when there are no block holders present.  

Similarly, a recent study by Bhagat, Carey, and Elson (2006) demonstrate that as the 

director’s equity in a firm increases, given poor performance, there is a higher likelihood 

of CEO turnover, suggesting that directors act like shareholders when they become 

shareholders, and are more likely to set appropriate compensation which reflects the 

CEO’s abilities and effort.  

2.2.5 Summary of Quality of Governance literature review 

The board of directors and large shareholders have been noted as two important 

contributors to a firm’s governance as they exist to separate the decision control functions 
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from the decision management functions of the firm (Fama & Jensen, 1983).  The board 

of directors has the fundamental responsibility of structuring and awarding CEO 

compensation so that it aligns the CEO’s interests with those of the shareholders, and fits 

within the overall framework of the firm.  The structuring of the CEO’s salary necessarily 

involves the assessment of firm performance, and the CEO’s unique contribution to the 

management of the firm’s scale, size, and risk of operations.  It has been argued that the 

board must have the capacity to be properly objective in its evaluation (Fama, 1980) and 

to ensure that the compensation levels are tempered and in line with industry norms and 

not disproportionably high when compared to both internal and external labor market 

(Boyd, 1994).  Researchers have noted that the board requires sufficient power vis-à-vis 

the CEO to act independently of the CEO’s influence in order to carry out these duties 

effectively (Finkelstein & D’Aveni ,1994; Mace, 1986) and separation of CEO from 

Board chair, having a greater proportion of outside directors, minimizing interlocking 

directorship, and having a higher number block holders and institutional shareholders 

have been identified as important mechanisms to achieve board independence and power.   

 While numerous studies have investigated the above mechanisms and have found 

a relationship with CEO compensation, two separate studies have evaluated multiple 

mechanisms collectively and their relationship to CEO compensation.  The first study by 

Boyd (1994) investigates the effects of CEO duality, insiders, stock ownership by board, 

block holders on the board, and director’s pay on the level of control which the board 

enjoys.  As expected, duality contributes negatively to board control while stock 

ownership by board, blockholders, and directors pay contributes positively to board 

control.  Board control had a large, significant, and negative effect on CEO 
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compensation.  The anomaly in this study was that insiders contributed positively to 

board control and the authors explained that perhaps, in their sample of 193 firms, the 

insider directors, in order to avoid perceptions of siding with the CEO were more 

objective and true to their legal and fiduciary obligations.  However, since this study did 

not test for interlocking directors, it is also possible that outside directors were less 

motivated to be objective.  

 The second study to collectively investigate numerous measures of control is by 

Westphal (1998) who investigates the effects of changes in board control and 

independence on various CEO ingratiation behaviors as well as on CEO compensation.  

This study constructed board control as a function of outsider director ratio, CEO duality, 

demographic distance between the board of directors and the CEO, and lack of friendship 

ties between the CEO and the board of directors (similar to interlocking directors).  The 

study found that these four mechanisms represented board control and that board control 

negatively influenced CEO compensation.  This study further found that when boards 

gained additional control, CEOs would engage in ingratiation and persuasion behavior in 

order to offset the negative changes in their compensation levels.  

 The above review of the governance literature suggest that CEOs will exert their 

power and influence over the board to actively manage their compensation levels and 

maximize their personal and individual wealth.  However, since organizational resources 

are finite and egregious compensation awards to the CEO can come at the expense of 

other employees in the firm including other members of the top management team, 

widening the pay gap and the pay disparity amongst the executive team.  This suggests 

that the quality of a firm’s governance plays an important role and is a significant 
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antecedent to setting appropriate CEO compensation levels and in managing the pay 

disparity within the executive team. 

2.3 Pay Disparity 

Compensation is often viewed as an expression of the organization’s values and 

culture  (Kerr & Slocum, 2005; Rynes & Gerhart, 2000) as compensation, promotion, and 

reward policies contribute to the formation of employee attitudes, their motivation to 

perform and their willingness to cooperate with each other (Salscheider, 1981).  Firms 

that promote a hierarchical or more dispersed pay structure underscore the importance for 

individual meritocracy as they create a structure where rewards for effort or human 

capital increase commensurably (Heneman, 1992; Zenger, 1992).  It has been argued that 

higher pay dispersions induce greater performance as they provide a clearer link between 

pay and performance and increase the returns for higher performance (Milgrom & 

Roberts, 1992).  Marked hierarchy in pay levels reflect the heterogeneity of human 

capital as well as efforts contributed within an organization (Livernash, 1957) and serve 

to motivate employees to fulfill specific and demanding roles (Gomez-Mejia et al., 1987). 

The relative resources a firm expends on CEO compensation compared to the pay for 

other executives as well as other employees indicates whether the organization supports a 

more collectivistic, united culture or a more individualistic, market culture (Gomez-

Mejia, Olsen & Milkovich, 1989). Compensation has been defined as “all forms of 

financial returns and tangible services and benefits employees receive as part of an 

employment relationship” (2002:7) and represents the tangible value a firm places on the 

contributions made by individual employees (Rynes & Gerhart, 2000).   
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Finkelstein and Hambrick (1988) note that while CEO compensation reflects the 

supply and demand for CEO-caliber executives, extreme financial rewards may not serve 

to directly increase a CEO’s intensity of effort as CEOs are highly motivated individuals 

whose self-worth is strongly related to their career success.  However, the higher rewards 

can serve as a powerful symbol of success (Lawler, 1981), and may also act to motivate 

other executives who are engaged in a tournament to eventually become the CEO (Lazear 

& Rosen, 1981; Main, O’Reilly, & Wade, 1993).   

2.3.1 Tournament Theory 

Tournament theory argues that the CEO’s extreme rewards symbolize the grand 

prize in a series of successive, hierarchical tournaments in which top team executives 

compete (Green & Stokey, 1983; Nalebuff & Stiglitz, 1983).  Winners of the tournament 

at one level move up to the next, higher level, with the CEO’s position representing the 

final round.  Extreme financial rewards for the CEO represent the top prize and those 

below this level are willing to give up some of their rewards in order to have a larger 

grand prize for which they can compete.  Tournament theory implies that a larger pool of 

internal candidates, through their contributions towards the grand prize, will increase the 

grand prize or the spread of the pay disparity; it also suggests that wider pay differentials 

or hierarchical pay structures will improve motivation through competition for higher 

rewards (Main et al., 1993). Becker and Huselid’s (1992) investigation of race car drivers 

found support for tournament theory by observing significant differences in prize money 

offered by race promoters and larger burses were associated with better driver 

performance. However, the authors note that increases in prize money brought 

diminishing returns suggesting that “there appears to be a limit to the incentive effects of 
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the tournament system in auto racing, and most promoters appear to have recognized it” 

(1992:344). Heyman’s study of Swedish firms has also demonstrated some support for 

tournament theory finding a positive relationship between managerial pay spread and 

firm performance; however, instead of finding a positive relationship between the top pay 

spread and the number of internal candidates for the top position as predicted by 

tournament theory, this study found the pay spread to decrease as the number of 

candidates rose, “consistent with wage-setting theories stressing the importance of 

fairness and cooperation”(2005:1326).   

O’Rielly, Main, and Crystal (1988) make a direct comparison between 

tournament theory and social comparison theory by asking whether CEO pay spreads are 

determined by the number of Vice Presidents or if they are associated with the 

compensation levels of compensation committee members.  The authors found no support 

for tournament theory and instead found that CEO compensation to be associated with 

outside members of the board of directors serving on the compensation committee.  

Similarly, Carpenter and Sanders (2002) in their study investigating CEO and TMT pay 

demonstrate that the compensation levels of the entire top management team - not just the 

CEO – influence firm performance.  These authors conclude that while the CEO’s 

compensation is an important variable, the pay of the balance of the top team  

“also has significant implications for firms’ subsequent performance” (2002:375), 

currently unaccounted for in tournament theory.  

While tournament theory literature supports hierarchical pay structures, other 

researchers have argued for compressed pay structures as they instill a greater feeling of 

fairness which may lead to greater productivity and effectiveness (Kochan & Osterman, 

 31



1994).  Since an organization has limited resources, increases in one employee’s salary 

limit the increase for every other employee, and hence, a firm’s compensation structure 

has significant meaning as it affects all employees within an organization. Since 

compensation forms the basis of the exchange relationship between the employee and 

employer it is fundamentally linked with issues of fairness and equity (Milkovich & 

Newman, 2002).   

2.3.2 Equity Theory 

The link between compensation and fairness was first made by Adams’ (1965) 

equity theory which proposed that an exchange between two or more parties is 

determined to be fair when the contribution made is consistent with the rewards provided.  

When there is inconsistency, such that the input or contribution is greater or less than the 

outcome or rewards, the equity ratio is not equal, and inequity exists.  Inequity represents 

the difference between the actual outcome and the employee’s perception of what the 

outcome should be, and causes feelings of dissatisfaction. The dissatisfaction will result 

in tension and the individual will be motivated to reduce the tension in one of several 

ways: by altering the inputs or contributions made; by altering the outcomes through 

renegotiating their rewards; by changing their perceptions of inputs or outcomes so that 

they can cognitively restore equity; or by leaving the situation.  An individual’s 

motivation to restore the equity will be proportional to the tension or dissatisfaction felt 

(Adams, 1965) and they will choose the least costly and most appropriate means to 

restore equity (Cook & Hegtvedt, 1983).   

As noted by Weick (1966), equity involves a ratio of inputs to outcomes as 

perceived by the person making the judgment.  Inputs can be absolute and 
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straightforward such as education, expertise, qualifications, experience, or more 

ambiguous such as effort, drive, ambition, empathy, intelligence or interpersonal skills.  

Similarly, outcomes or rewards can be clearly observable such as monetary 

compensation, perquisites ('Perks'), or flexible working arrangements, or they can be 

more esoteric such as job satisfaction, power, status, or satisfaction of more altruistic 

ambitions.   

Basic equity theory suggests that the inequity employees perceive between the 

outcomes or rewards they receive and those that they believe they should receive is based 

on their comparison of a referent other (Adams, 1965), generally chosen due to their 

similarity in attributes (Weick, 1966).  Moreover, social comparison theory (Festinger, 

1954) postulates that individuals are more likely to compare themselves to those who are 

better in ability or position preferring to compare themselves to a higher benchmark 

(Goethals & Darley, 1977).  Nosanchuck and Erickson (1985) demonstrated through a 

competitive bridge playing club that individuals will tend to compare themselves to those 

of a higher ability or ranking even if such comparisons result in ego-deflating outcomes. 

More recent literature suggests that referent others are chosen based on the availability of 

information about them as well as their relevance or attractiveness for the comparison 

(Levine & Moreland, 1987) which can arise from a shared identity or group membership 

(Miller, Turnbull & McFarland, 1988).  This suggests that non-CEO executives would 

more likely choose the CEO as their referent choice when assessing the fairness of their 

compensation packages, as they have a shared identity with the CEO in the firm’s 

executive team, and the CEO represents a higher positional authority linked with greater 

outcome or reward.  Further, non-CEO executives would have insight into the CEO’s job 
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facets, his or her professional experiences, and other demographic details enabling for 

computational ease in assessment of similarities, increasing their relevance and 

appropriateness as a referent choice (Kulik & Ambrose, 1992).  In fact, Wade, O’Reilly 

and Pollock (2006) have argued that CEO compensation has relevance to all employees 

in the organizations, but that its effects are most strongly felt by those of the closest 

proximity to the CEO. 

2.3.3 Distributive Justice 

Distributive justice (Homans, 1961), closely linked to Adams (1965) equity 

theory, focuses on the allocation of resources developing the idea that individuals 

compare their allocations with that of a referent other assessing whether they are 

inequitably over, under, or equally paid.  Overpayment will induce feelings of guilt while 

under payment induces anger; equal ratios are theorized to yield a state of equity and 

feelings of satisfaction (Greenberg, 1990).   Individuals who feel inequity in their 

allocation of rewards will adjust their own inputs, change the referent other to one that is 

more palatable, or they may also choose to alter their perception of the input / outcome of 

their selected referent other in order to restore distributive equity (Greenberg, 1987).  

Moreover, when one member of a group or team with similar skills receives relatively 

excessive rewards, other members of the group may experience relative deprivation 

(Crosby, 1982) and become less willing to cooperate to accomplish interdependent tasks.  

As many as one hundred research studies, typically on lower level or hourly-paid 

workers, primarily in the form of experiments, tested equity and distributive justice 

following Adam’s (1965) research.  These studies, typically in a clerical, factory, or retail 

environment, tested subject performance for a certain reward while believing that referent 
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others were being rewarded higher or lower for the same work (Adams & Freeman, 

1976).   Adams (1965) initially investigated the effects of wage inequity through 

productivity experiments of hourly workers and found that underpaid subjects produced 

less than overpaid subjects. Martin and Peterson (1987) demonstrated in a retail store 

research setting, that lower-wage workers working in stores that had a high proportion of 

higher-wage workers were far less satisfied than lower-wage workers in stores that had a 

lower proportion of high-wage workers.  Clark (1969) found that supermarkets with a 

higher number of similar-status workers had more satisfied workers, and the stores were 

more efficient, had lower absenteeism and lower turnover.  These studies generally found 

lowered performance when workers were underpaid and increased performance for 

overpayment (Adams & Freedman, 1976; Greenberg, 1982) leading to generally strong 

conclusions for equity and distributive theories (Greenberg, 1982; Mowday, 1991).  

Studies determining the antecedents to distributive justice investigating the 

rationale behind resource allocation have observed the complexity of the process that 

managers utilize to allocate rewards.  In their review of resource allocation rules, Parks, 

Conlon, Ang, and Botempo (1999) note that managers invoke one of three basic rules to 

determine allocation: Allocation by equity where pay or other rewards are assigned based 

on past, present, or expected future contributions; allocations by equality, where rewards 

are assigned equally, or each individual has an equal opportunity to receive the reward; 

and allocation by need, where resources are allocated to ensure fulfillment of those who 

have the greatest need.  More recently, Simpson and Varma (2006) found that equality 

can be further subdivided into two distinct constructs as absolute and bounded, where the 

former reflects equality amongst all individuals in the organization and the latter reflects 
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equality amongst a particular group membership.  Interestingly, this study found that in 

their two-group sample of union activists and managers, both groups utilized equity rules 

over equality rules to allocate resources underscoring the predominant role played by 

equity in resource allocation decisions.  

Studies investigating the consequences of just or unjust rewards have found 

perceptions of fairness and fairness outcomes to be linked to individual pay satisfaction, 

and in turn, employee behavior.  Moorman (1991) demonstrated that perceptions of 

organizational justice, or the belief that employees had been rewarded fairly in 

comparison to referent others determined levels of individual organizational citizenship 

behavior such altruism, courtesy, or general conscientiousness.  Johnson and Johnson 

(1991) found pay equity to be a primary antecedent to an individual’s commitment to the 

organization. Tremblay, Sire and Balkin (2000) demonstrated with 285 employees in 

three French organizations that those employees who perceived greater fairness in their 

wages had higher pay satisfaction, and that further, pay satisfaction affected their attitude 

and involvement in the firm.  Cowherd & Levine (1992) found that in their sample of 41 

organizations, perceptions of fairness was positively related to product quality suggesting 

“that product quality may be diminished when high wages for the upper echelon are not 

matched by high wages for lower level employee” (1992:317). 

The above studies demonstrated the importance of perceptions of fairness on 

individual employee behavior through its effect on pay satisfaction, and in turn employee 

attitude and involvement in the firm. Employee involvement has been noted to be a 

particularly important effectiveness variable as it relates to the willingness of an 

employee to engage in activities which support and are consistent with the organization’s 
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objectives (Gould, 1979).  The contributions and involvement provided by the 

employees, and particularly by the top executive team is the source from which the 

organization manufactures the resources needed to produce the inducements offered to its 

employees (Levine, 1991) underscoring the economical importance of fairness and equity 

in a firm’s compensation structure.  

2.3.4 The Economists’ Views 

Several economists, having noticed the importance of pay disparity on employee 

involvement, have focused on group level effects by investigating the impact of equity on 

collaborative working relationships. Levine (1991), upon examining the effects of pay 

disparity on cohesiveness, and subsequently on productivity, modeled implications 

suggesting that narrowing differences in wage and status promotes an atmosphere of trust 

and confidence, and reinforces more active participation, leading to greater productivity.  

Lazear similarly notes that “when harmony is important, pay compression is optimal on 

strict efficiency grounds” (1989:579).  His models imply that cooperative behavior leads 

to sufficiently improved productivity to offset its adverse effects on pay-for-performance 

seeking high quality workers.  Lazear (1989) further cautions that since top management 

executives typically have a higher proportion of competitive individuals, pay by relative 

performance is even more harmful for the upper echelon group.   Such competitive 

behavior may in fact lead to higher CEO compensation packages as firms outbid one 

another to purchase the highest available helmsman talent, thereby creating extreme pay 

dispersions within the winning bidder’s organization (Frank & Cook, 1995).   

The above studies conducted were unique in that they addressed the issue of wage 

disparity through economical lenses and advanced the idea that reducing wage disparity, 
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due to its positive impact on employee involvement and interaction, could lead to 

improved firm efficiencies. Rather than focusing on individual performance, these studies 

initiated the important discussion on the potential effects of pay disparity on team 

performance. Examining the tradeoff between economic efficiency and wage equity, 

Deutch (1985) summarized that when cooperation is required, even the smallest 

movements towards reducing wage disparities increases effectiveness.   

2.3.5 Recent Pay Disparity Studies 

More recent studies have demonstrated empirically, the impact of wage disparity 

on team effectiveness and subsequently on organizational performance.  Pfeffer and 

Langton’s (1993) study investigates the effects of wage disparity on university faculty 

members and finds that higher wage disparity had a negative effect on various 

productivity variables including the faculty member’s ability to generate collaborative 

research.  This study evidenced two important findings: 1) faculty members in 

departments with higher salary dispersions were less likely to work on collaborative 

research and 2) that when salary was more strongly tied to research productivity, there 

was a higher tendency to work alone.  This study also demonstrated the importance of the 

referent other as it evidenced a higher level of dissatisfaction from wage disparity if the 

wage disparity was among closely connected members or members from the same 

department or with similar fields.  This study demonstrates that pay for performance 

leads to a preference of individual goals over team goals, and that moreover, higher pay 

disparity discourages team goals.  

Bloom’s (1999) study of pay distributions is unique in that it investigates baseball 

teams and the effects of pay dispersion on individual players as well as team 
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performance.  Similar to CEOs, certain players on a team are paid considerably higher 

due to their talent and the market for specific skills.  This study generates two important 

findings: 1) Teams with wider pay dispersions are negatively related to individual ball 

player performance; while the relationship is stronger for lower paid ball players, it also 

holds for higher paid players. 2) Wider pay dispersions lead to poorer team performance.  

This study is important as it suggests that higher compensation packages do not 

necessarily bring about commensurably higher individual performances.  More 

importantly, it suggests that higher compensation packages that lead to wider pay 

disparities among the organization negatively impact team processes, and thus lead to a 

decrease in team synergies where 1+1 will not equal three, and possibly may even equal 

less than two. 

A similar study by Frick, Prinz, and Winkelmann (2003) investigating wage 

inequality on the performance of football, baseball, hockey, and basketball teams found a 

negative relationship between wage inequality and overall team performance in football 

and baseball, no discernable difference in hockey, and a positive relationship in 

basketball.  These authors conclude that reducing wage disparities are most important 

where “the rules of the game require a large number of players to interact” (479:2003).  

Interestingly, Harder’s (1992) investigation of sports player compensation and team 

performance in basketball and baseball found that when players are underpaid, they are 

more likely to engage in selfish behaviors such as taking more questionable scoring 

opportunities thereby lowering team performance while overpaid players demonstrated 

more cooperative and team-spirited behavior. Combined, these studies suggest that 
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perceptions of pay equity are important in team sports where performance is based not 

only on individual performance but the integrated performance of the entire team.  

  A more recent study by Siegel and Hambrick (2005) provides insight into the 

reasons why pay disparity affects firm performance by investigating the moderating 

effects of technological intensiveness.  This study defines two types of pay disparities: 

vertical pay disparities are those that create marked pay differences between executive 

levels; horizontal pay differences are those that create marked pay differences within the 

same hierarchical level. The study argues that due to the greater environmental 

uncertainty characterized by hi-tech industries, top management groups will have a 

greater need for collaboration and cooperation, and pay disparities will be particularly 

harmful to performance in technological intensive firms.  The study finds that both 

vertical pay disparities and horizontal pay disparities to be harmful to firms engaged in 

highly technologically intensive industries and provides empirical evidence of the 

negative impact of pay disparity on the achievement of interdependent tasks. 

2.3.6 Summary of Pay Disparity literature review 

Historically, hierarchical pay structures or compensation structures with wider 

disparity have been accepted as a means to attract talent and motivate individual 

performance (Milgrom & Roberts, 1992; Zenger, 1992).  Wider pay distributions 

underscore the firm’s recognition for heterogeneous, meritorious skill level, providing the 

incentive for higher performance, and clearly linking individual performance with higher 

rewards.  Such pay for performance behavior has led to the skyrocketing of CEO 

compensation packages as firms outbid another to purchase the highest helmsman talent, 

and in turn create wider pay disparities within their organizations.  
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However equity theory (Adams 1965), distributive justice theory (Homans, 1961) 

and relative deprivation theories (Crosby, 1982) have demonstrated the importance of fair 

treatment and equity in award allocation underscoring the relationship between equity of 

reward allocation and employee performance. Economists have noted the effects of pay 

distributions on team performance and in turn organizational performance implying that 

compressed pay distribution sufficiently improve team cooperation and collaboration to 

offset its negative effects on high quality employees who seek commensurably higher 

rewards for their talents. More recent studies in the areas of management have echoed the 

economic models noting that while extreme pay rewards for a few individuals are 

effective in attracting and retaining higher levels of talent, the disparity caused by such 

rewards may have adverse effects on the balance of the employees, and consequently on 

team interaction and effectiveness.  Bloom’s (1999) study demonstrated that baseball 

teams with higher pay disparity among its players won fewer games compared to teams 

with more equally paid players.  Similarly, Pfeffer and Langton’s (1993) study evidenced 

that when there was a large difference in pay among university faculty members, they 

were less likely to produce collaborative research and more likely to emphasize 

individual goals over team goals.   

Perhaps the most relevant study is by Seigel and Hambrick (2005) who evidenced 

that pay disparity between hierarchical levels as well within each level are particularly 

harmful for firms in technologically intensive industries due to its negative effect on 

interdependent tasks.  However, the authors note that they “speculate on the underlying 

processes” (2005:271) which lead to the reduction in collaborative efforts and do not 

directly investigate executive interaction.  The present research seeks to build upon these 
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studies by examining the underlying processes and hypothesizes that pay disparity among 

top executive team members affects the team’s ability to utilize their diverse skills or the 

specific and heterogeneous assets that each executive brings to the team.  This research 

argues that when the CEO’s pay is significantly higher than that of other executive team 

members, it will serve to undermine the team’s collective cognitive abilities and, 

moreover, will diminish the team’s ability to produce collective work, or performance 

improvement that is superior to the achievement of any one member alone (Katzenbach, 

1998). 

2.4 Pay Disparity and Turnover 

Equity theory (Adams 1965), distributive justice theory (Homans, 1961) and 

relative deprivation theories (Crosby, 1982) demonstrate the importance of equitable 

treatment through rewards allocation on employee performance. While certain 

individuals may ameliorate their feelings of inequity by decreasing their efforts, or 

adjusting their perceptions of the rewards allocated (Greenberg, 1987), extreme levels of 

perceived injustice will lead to intentions to leave the relationship (Adams 1965; Lee & 

Mowday, 1987); ultimately, for individuals feeling an acute sense of inequality, simply 

leaving the firm may be the only coping mechanism available (Adams 1965, Tett, & 

Meyer 1993; Turnley & Feldman, 2000).   

2.4.1 Inequity and Turnover 

While the consequences of inequality of rewards distribution has been an 

important area of study, the nexus of focus has been on the consequences of perceptions 

of inequality rather than the consequences of the actual disparity in rewards (see for 
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example Cook & Hegtvedt,1983; Mowday, 1983).  Even more recent studies such as the 

longitudinal study by Tekleab, Takeuchi, and Taylor (2005) continue in this tradition, 

linking employee perceptions of justice violations directly with job satisfaction, and 

subsequently, intentions to turnover, which lead to actual turnover.  

One study taking a more empirical approach by Pfeffer and Davis-Blake (1992) 

investigates the joint effect of salary dispersion and relative salary on turnover for college 

and university personnel. This study finds that the amount of dispersion and the 

individual’s relative position in the salary structure jointly affect turnover.  Their results 

reveal that those receiving relatively higher salaries are less likely to depart due to salary 

disparity compared to those receiving lower salaries.  Interestingly, their study also found 

that the above relationships tend to strengthen when the rewards information is publicly 

available or where well-developed labor markets exist for the positions.  

Bloom and Michael present another empirical pay disparity study finding that 

firms with higher pay disparity amongst their managers were associated with lower 

tenures and a higher probability of turnover. Their findings were “robust across different 

samples, at different managerial levels, and after accounting for external labor markets” 

(2002:39).  

2.4.2 Consequences of Turnover 

 Numerous studies have noted the negative effects of turnover including 

recruitment and training costs for new hires (Shaw, Delery, Jenkins, Gupta, 1998), 

disruption costs to the organization (Canella & Hambrick, 1993) and decreasing morale 

of the remaining employees (Mowday, 1980; Mowday, 1981).  The costs associated with 

turnover of managers have also not gone unnoticed by shareholders, and as reported by 
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Hayes and Schefer (1999), firms loosing top managers including non-CEOs, experience 

on average, abnormal returns of negative 1.5%.  

Other studies have offered a more positive view of turnover consequences.  Staw 

(1986), in an early study, argues that the consequences of turnover are dependent on the 

person leaving.  He goes on to explain that if pay disparity between employees is 

reflective of and contingent upon performance, then, higher performing, more desired 

employees will be retained while lower performers will be more likely to leave; these 

may be replaced by higher paid, higher performing employees resulting in positive 

consequences to turnover.  

Turnover can also result in revitalizing firm innovation as newcomers can bring 

new knowledge and skills that may be sorely lacking in the current team.  Moreover, new 

managers may bring with them a new drive and energy that better enables them to 

respond to their mandate (Vancil, 1987).  Their newness necessarily alleviates them from 

any commitments or investments to the status quo, enabling them greater freedom to 

instill change (Hambrick & Fukutomi, 1991).   Lastly, turnover of top management may 

be the only avenue to reduce conflict at the top.  As noted by Staw, “many conflicts, be 

they personal or task oriented are not easily resolved and stem from differences in 

fundamental values or core beliefs. In such cases, it may be functional for turnover to 

become the ultimate ‘resolver’ of conflicts” (1980:262). 

2.4.3 Top Management Turnover and Strategic Response 

In Bloom and Michel’s (2002) aforementioned study, the authors note that 

turnover within top managers affect the TMT’s information-processing capacity, as loss 

of important members may lead to gaps in the team’s knowledge base.  Rao and Argote 
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(2006) elaborate that since organizational knowledge is stored in individuals as well as in 

roles and routines, loss of important individuals may result in the depreciation of firm 

knowledge, and subsequently, performance.  Their experimental study investigates the 

effects of turnover on structured groups and non-structured groups and finds that the 

performance of both groups suffers as a result of turnover.  They also find the existence 

of defined roles and routines in structured groups militate against the adverse effects of 

turnover.  

The above study emphasizes the interdependencies of roles and the importance of 

shared memory for encoding and storing information.  Since top managers are at the helm 

of a larger sub-system within the organization, their voluntary departures may be more 

salient to a firm’s strategic response.  Executive managers make decisions about the 

firm’s competitive domain, structure, and systems (Hambrick & Finklestein, 1987) and 

are arbiters of strategies which seek to combine the firm’s resources in a unique and 

inimitable way to contribute to the firms’ sustainable competitive advantage (Barney, 

1991; Wernerfelt, 1984).   

Strategic responses related to the firm’s changing environment result from the 

interaction of the top management team membership suggesting that it is not just the 

CEO but also the top executive team members who influences the firm’s direction on 

important issues such as innovation, diversification, and performance (Gupta, 1988; 

Bantel & Jackson, 1989).  Hence, for organizations experiencing a changing 

environment, the loss of top team members may be particularly harmful.   

In an empirical study investigating organization change, Wiersema and Bantel 

(1992) find that longer tenured teams were more likely to undergo strategic change.  The 
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authors write that “high, rather than low, top management team tenure is associated with 

changes in strategy…. One possible explanation may be that the greater levels of social 

integration and more effective patterns of communication characteristic of longer-tenured 

groups enhance a group's ability to carry out changes in corporate strategy” (1992:113). 

Similarly, Gordon, Steward, Swero, and Luker (2000) find that while CEO 

turnover is positively related to strategic reorientation, turnover of other TMT members is 

“not conducive to reorientation” (2000:933).  This suggests that the process through 

which top management members share information, debate, and make decisions 

concerning strategic direction is an evolving one, requiring time in combined service in 

order to effectively work as a team. New members joining the team as a result of 

voluntary departures may cause interruptions in this process, thereby impeding the team’s 

ability to effectively respond to its environmental changes.  

In their review and recent developments within the upper echelon theory, 

Carpenter et al., (2004) also underscore the importance of tenure when investigating 

TMT compositions. The authors note that several studies had observed a negative 

relationship between heterogeneity in TMT tenure and firm performance. A team with 

homogenous tenure levels can be described as one that has served a relatively equal 

number of years together, and suggests a higher level of team integration, through their 

rate of combined survivability.  In contrast, heterogeneous tenure levels indicate more 

frequent turnovers as new members join the team at different dates.  Such differences in 

entry dates may lead to fragmented and discontinuous recollection of firm experiences, 

leading to acutely dissimilar attitudes (Wagner, Pfeffer, & O’Reilly, 1984) and 

conflicting outlooks to understanding and meaning of events (Hambrick & Mason 1984).   

 46



2.4.4 Summary of Pay disparity and Turnover 

Literature investigating compensation has found that relative pay, or the 

distribution of rewards has a profound effect on employee behavior underscoring the 

importance of relative pay over absolute pay (Bloom & Michel, 2002).  The comparable 

piece of the rewards pie signifies an individual’s performance efficacy, but moreover, the 

size of the rewards slice is an important indicator of one’s comparable value to the 

organization (Folger & Cropanzano, 1998) and an important contributor to feelings of 

equity.  When distribution rewards result in an acute sense of inequality, or simply 

leaving the firm may be the only coping mechanism available (Adams 1965, Tett, & 

Meyer 1993; Turnley & Feldman, 2000) and literature has found a strong association 

between turnover and perceptions of inequity as well as actual inequity in pay rewards 

(Cook & Hegtvedt,1983; Pfeffer and Davis-Blake,1992; Tekleab, Takeuchi, and Taylor, 

2005) 

While turnover has been associated with improved innovation (Vancil, 1987) and 

as facilitator of change (Hambrick & Fukutomi, 1991), many scholars have documented 

the disruptive effects of turnover, arguing that changes within the executive suite may be 

particularly costly for the organization (Hayes and Schefer,1999).  As the upper echelon 

managers shoulder the responsibility of shaping the firm’s competitive domain, 

(Hambrick & Finklestein, 1987) they are the arbiters of firm strategies and their 

interdependent roles and shared knowledge is essential to the firm’s strategic response 

process.  Hence, for organizations experiencing a changing environment, the turnover at 

the may be particularly harmful.   
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2.5 Top Management Teams 

Since the publication of Hambrick and Mason’s (1984) seminal paper on upper 

echelon theory, the academic literature has embraced the significance of a firm’s top 

executives noting that the “management of an enterprise is typically a shared activity, 

extending well beyond the chief executive” (Hambrick, 1995:111) as it is this group of 

top executives who are responsible for formulating strategic responses to the changing 

environment, and moreover, executing such responses.  While the Chief Executive 

Officer (CEO) of a firm has been recognized as ultimately responsible and accountable 

for an organization’s performance (Dalton & Kenser, 1985) and the symbol of legal 

authority in today’s corporate hierarchy (Vancil, 1987), this research takes the viewpoint 

that it is the quality of decisions made by the top management team (TMT) members who 

influences firm performance (Amason, 1996) and that “top team effort is essential in 

order to capture performance potential” (Katzenbach, 1998:17).    

2.5.1 Upper Echelons Theory 

The upper echelons theory (Hambrick & Mason 1984) asserts that firm 

performance is ultimately a “reflection” of its top managers (Hambrick & Mason 

1984:193) and that decisions about a firm’s competitive domain, the allocation of 

strategic resources, and effective process implementation  are made by the team of top 

executives (Hambrick & Finkelstein, 1987; Keck & Tushman, 1993).  The upper 

echelons paradigm contends that the obligation of developing and implementing a firm’s 

strategies rests on a firm’s team of top management and not just the CEO.  It is the 

caliber of a firm’s executive team who provides the foundational basis for successful 
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strategic implementation and that indeed “the top management team is the firm’s key to 

strategic success” (Hambrick, 1987:88) 

The availability of and access to a group of crackerjack individuals with 

extraordinary raw talent does not assure strategic success.  The performance potential that 

a real team is able to capture comes largely from a team’s diverse and complementary 

skill mix (Katzenback, 1989) as their heterogeneity of knowledge, skill, aptitude, and 

cognitive style enables them to analyze and understand the changes in a firm’s 

competitive landscape (Hambrick, 1987; Amason, 1996). The top management role 

demands examination of strategic issues, which by nature involves processing large 

amounts of information that is complex and ambiguous, yet of major consequence to the 

organization (Hambrick & Mason, 1984).  The process of analyzing environmental 

changes and crafting a novel, innovative strategic response is an unstructured and non-

routine activity, significantly influenced by the involvement and interpretations of the top 

team members (Dutton & Duncan, 1987).   

Researchers have theorized that heterogeneity of skills and experiences within the 

TMT provides a firm with more comprehensive and wider-ranging capabilities that can 

be utilized to address the interlock of complex matter often bundled as a strategic issue 

(Hoffman 1959; Wanous & Youtz, 1986).  Mason & Mitroff (1981) define strategic 

issues as being “wicked’ and those characterized by the following elements: 1) multiple 

and complicated linkages; 2) changing and uncertain environments; 3) ambiguous 

information; 4)incomplete information; and 5) conflicting interests in outcomes.  

Moreover, the environment which surrounds the organization is ever changing as it is 

continuously affected by the actions of the firm as well as by other players in its 
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competitive landscape (Hurst, Rush, & White, 1989), manifesting both the cause and the 

effect.  Hence, strategic issues consist of complex interactions between the firm’s actions 

and the environment’s reaction.  James March, in explaining conceptions of 

organizational reality notes that decision makers underestimate the confusion and 

complexity surrounding decision histories: 

“problems, solutions, opportunities, ideas, situations, people, and outcome are 
mixed together in ways that make their interpretation uncertain and their 
connections unclear; decisions at one time and place appear to have only a loose 
tie to decisions at others; solutions seem to have only modest connection to 
problems” (1994:177) 
 
Several researchers have addressed how individuals process ambiguous and 

complex information embedded in organizational events and how strategies are 

developed.  Strategies are abstract conceptualizations in the minds of managers 

(Mintzberg, 1987; Mintzberg, Raisinghani & Theoret, 1976;) which are constructed from 

a set of ideas and concepts through which problems are identified and interpreted 

(Hedberg & Jonsson, 1978). A dominant view is that managers process information 

through pre-existing knowledge systems known as schemas (Norman, 1976) which 

represent values, beliefs, and understandings that the manager has developed over time.  

“Schemas permit managers to categorize an event, assess its consequence and consider 

appropriate actions” (Prahalad & Bettis, 1986:489) and conceptualize the social 

construction of the organizational environment (Weick, 1979).  While schemas enable 

decision makers to categorize events and make sense of the myriad of complex and 

ambiguous information flows, they may be biased and produce an inaccurate 

representation of events (Bettis & Prahalad, 1995; March & Simon 1958). 

 50



Decision makers are subject to selective perceptions as they have limited abilities 

to attend to all relevant variables and limited knowledge by which to understand all 

relevant action (Hogarth, 1980; Mason & Mitroff, 1981; Schwenk, 1984) which may lead 

to biased interpretations.  March, (1994) describes three distinct types of biases that 

decision makers are subject to in their interpretation: belief conservation, event certainty, 

and anthropocentric focus.  First, decision makers bias their interpretations of the world 

in a way that conserves their beliefs, as there is a need to maintain consistency in one’s 

beliefs.  Second, decision makers believe that events that occurred in the past will re-

occur and thus overestimate their probability while underestimating the probability of 

those events that they have not yet experienced. Third, decision makers attribute events to 

the actions of determinate will instead of by chance.  Moreover, most decision makers 

rise to their positions of authority due to their past success, and such success tends to 

confirm existing beliefs leaving little room for internalization of contradictory evidence, 

no matter how salient (March, 1994; Kiesler & Sproul, 1982). 

As Hambrick and Mason (1984) have summarized, organizational outcomes can 

be viewed as reflections of the values, assumptions, and cognitive “givens” (1984:195) of 

the dominant decision makers within an organization.  Bounded rationality, combined 

with multiple and conflicting goals, and ambiguous, complex, and incomplete 

information serve to create a limited field of vision which the decision maker further 

reduces by selectively perceiving only some aspects of the phenomenon; these 

perceptions are further filtered and integrated with the decision maker’s cognitive values 

and beliefs forming the manager’s eventual interpretation, leading to his or her strategic 

choice.     
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Hambrick and Mason’s upper echelon theory (1984) makes several important 

contributions to the area of executive leadership: First, it asserts that organizational 

outcomes are not determined by the CEO alone, and recognizes the team of top managers 

as the dominant coalition.  Hence, it argues that organizational outcomes are dependent 

on the values, knowledge base, or cognitive givens of a firm’s upper management team.  

Second, it proposes that since values, knowledge base, schemas or cognitive givens are 

constructed through a manager’s socio-economic, functional, and cultural background, it 

follows that managerial backgrounds impact strategic decisions.  Third, the theory 

proposes that in situations requiring novel, non-routine, innovative, and creative search as 

in developing a strategic response to turbulent or discontinuous environment, it may be 

more valuable for a firm to have a team composed of heterogeneous backgrounds and 

varied skills as a variety of knowledge, values, and cognitive schemas will enable a more 

exhaustive search for solutions. 

Hambrick and Mason’s upper echelon theory (1984) also made an important 

methodological contribution.  It theorized that since managerial cognitions, values, and 

perceptions are difficult to access and measure, researchers could utilize demographical 

variables such as age, tenure, education, functional background, and other observable 

characteristics as these could make reasonable proxies for the non-observable 

psychological cognitive base and values.   Carpenter, Geletkanycz and Sanders (2004) 

summarize in their review that the upper echelon theory proposes that an organization’s 

performance is a reflection of its top managers and moreover, it provides an effective and 

reliable proxy for studying the team’s underlying dynamics through their demographics, 

enabling empirical studies to move the research forward. While Hambrick and Mason’s 
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(1984) upper echelon perspective set off a wave of top management team studies with no 

less than 500 citations, the current literature review will focus on those studies 

investigating top management team composition and specifically the relationship 

between TMT heterogeneity and firm performance.  

2.5.2 TMT Heterogeneity 

Literature examining the makeup of top management teams typically investigates 

member attributes such as educational background (Bantel, 1994; Bantel and Jackson, 

1989; Wiserma & Bantel 1992), functional background (Bantel, 1994; Michel & 

Hambrick 1992), age (Goll, Sambharya, & Tucci 2001; Wiserma & Bantel, 1992), and 

tenure within the organization (Finkelstein & Hambrick, 1991; Keck & Tushman, 1993).  

Educational background is an important variable as it reflects an individual’s cognitive 

style and personality (Holland 1973) and also shapes their ability to identify and interpret 

incoming stimuli, influencing their information processing capabilities (Wiserma & 

Bantel, 1992).  For example, Hitt and Tylor’s (1991) study found that executives trained 

in engineering may be expected to utilize different cognitive faculties leading to different 

strategic outcomes than those trained in liberal arts.  These authors found that the 

educational specialization of executives affected their assessment of potential acquisition 

candidates.  Similarly, it has been argued, that an individual’s cognitive base evolves 

from practical experiences and functional training (Cyert & March, 1963) shaping beliefs 

and values (Hambrick & Mason, 1984) as well as their attitude, knowledge, and 

perspectives (Gupta & Govindarajan, 1984).  Michel and Hambrick (1992) observe that 

an executive’s functional background affects his or her assessment of substantive 

strategic matter finding that top management teams with operations, marketing and sales, 
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and R&D backgrounds were more likely to select an interdependent diversification 

posture.  Similarly, Govindarajan (1989) found that executive functional background 

influenced their selection of strategies and their subsequent success, resulting in Bantel’s 

conclusion that “functional background is an important component of a manager’s 

knowledge structure” (1994:412) 

The third demographic variable, age, has been noted to have a relationship with 

values and attitudes (Conger, 1997) which in turn underpin decision making principles 

(Rokeach, 1972). Empirical studies have observed a significant relationship between age 

and individual values (see for example Aldag & Brief, 1975, Cherington, Condie, & 

England 1979) suggesting that values are acquired through a social learning process that 

is dependent on the number and significance of historical events and experiences of each 

individual.  Individuals sharing the same age cohort membership will be more likely to 

share similar experiences resulting in a shared language and interpretation of current 

events (Allen & Cohen 1969; Rhodes, 1983).  Finally, while different demography 

variables have been studied in varying degrees, organizational tenure has been noted to 

have the most sound theoretical footing (Pfeffer 1983) demonstrating a relationship with 

the team’s commitment to the status quo (Finkelstein & Hambrick) and its ability to 

realize strategic reorientations (Keck & Tushman, 1993). Since firm tenure indicates the 

length of time an executive has been with the organization, it reflects how strongly he or 

she may be bound to, and moreover, responsible for the creation of, its experiences, 

values, and attitudes (Keck & Tushman, 1993). As noted by Finkelstein and Hambrick 

(1996), these four variables, namely, educational background, functional background, age 

and tenure, have been the most commonly studied variables where TMT members who 
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differ on these aspects have been characterized as heterogeneous or diverse while similar 

teams are characterized as homogenous. 

However, even with such a small number of TMT composition factors, early 

studies investigating consequences of TMT heterogeneity and or homogeneity noted 

inconsistent results. Bantel and Jackson (1989) investigated the effects of heterogeneity 

within educational levels and functional backgrounds of TMTs in a large sample of banks 

found that higher diversity was associated with higher levels of innovativeness.  

Eisenhardt and Schoonhoven (1990) investigated heterogeneity in top manager’s industry 

tenure and found a positive relationship with sales growth within semi-conductor firms.  

Sanders and Carpenter (1998) investigated TMT size and global strategy and concluded 

that larger teams, due to their increased collective capacity to process complex 

information, were related to more expansive global strategy.  In direct contrast, Haleblian 

and Finkelstein (1993) found that larger teams posited to have more functional 

heterogeneity, were negatively related to firm performance.  Similarly, both O’Reilly and 

Flatt (1989) and O’Reilly, Snyder and Booth (1993) found that heterogeneity in team and 

firm tenure were negatively related to performance.   

The operationalization of the diversity variables may have been partially 

responsible for some of these inconsistencies.  For example, functional background has 

been operationalized in numerous ways: Keck and Tushman (1992) use job title to 

identify functional background while Chatopadhyay, Glick, Miller and Huber (1999) 

operationalize functional background by the number of years an executive had served in 

pre-defined functional area.  Knight et al., (1999) and Bantel and Jackson (1989) take a 

more subjective route by allowing the participants of their study to describe their own 
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functional backgrounds.  Still, contradictory findings on such basic factors such as top 

management team size and tenure drew criticism for the investigation of simple 

demographic variables leading researchers to argue that “a large causal gap exists in the 

empirical literature between executive demographics and firm performance” (Priem, 

Lyon & Dess, 1999: 940) and that “pursuing this line of inquiry further will yield results 

inconsistent at best and fruitless at worst” (West & Schwenk, 1996: 571). 

   Hambrick, Cho, and Chen (1996) initiate the discussion on the contradictory 

findings by arguing that there exist both positive and negative effects of TMT 

heterogeneity.  They demonstrate both of these effects in their study of competitive 

actions and responses of 32 airlines over eight years.  This study was the first to 

investigate functional, educational, and company tenure variables simultaneously and 

found that heterogeneous TMTs were more likely to launch competitive action of 

significant magnitude, but homogenous TMTs were more likely to respond to such 

aggressions.  The authors explained that heterogeneous teams, due to their broader 

scanning abilities, increased creativity, and breadth of cognitive resources, were better 

able to develop creative and effective competitive actions.  However, the same teams, due 

to their diversity in interpretations, were unable to come to a consensus when they were 

placed in a position to respond to such action.   

The above study demonstrated the inherent dichotomy within TMT heterogeneity 

that the authors label as “the double-edged sword” (Hambrick et al., 1996:659).  While 

diversity at the top provides the necessary breadth of functional skills, cognitive abilities 

and other individual competencies to address the complexity, (Bantel & Jackson, 1989) 

information overload (Sanders & Carpenter, 1998) and organizational inertia (Amburgey, 
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Kelly, & Barnett, 1993) typically confronted by organizations, it also leads to a higher 

degree of conflict, a lack of consensus in interpretations, and may result in less 

coordinated and less timely responses (Carpenter, 2002; Carpenter & Frederickson, 2001; 

Hambrick & Mason, 1984; Hambrick et al., 1996).  As noted by Priem et al., the 

challenge for researchers is to integrate both the positive and negative consequences of 

diversity, by identifying the specific mechanisms through which TMT heterogeneity 

influences firm performances, as these have “generally remained unexplored” 

(1999:940). 

Keck’s (1997) study tries to answer this call by investigating the mediating effects 

of environmental contexts and proposes that TMT heterogeneity may be more beneficial 

in certain environments while homogeneity may be more desirable in others. Her study 

hypothesizes that greater functional heterogeneity in TMTs would be beneficial in 

turbulent environments as the team’s different backgrounds would enable the 

consideration of broader and more complex solutions; in contrast, stable contexts would 

benefit from homogenous teams as such environments require more routine responses 

and TMTS with similar backgrounds and attitudes would be preferred. The study found 

that turbulent environments benefited significantly from heterogeneity in functional 

backgrounds while stable environments showed no effect.  However, turbulent 

environments also suffered significantly from variations in team tenure underscoring the 

importance of integration in TMTs, particularly during periods of high uncertainty.   

Similarly, Carpenter’s (2002) study investigates the firm’s level of 

internationalization as a moderating variable between team composition and firm 

performance.  Carpenter (2002) argues that at lower and moderate levels of firm 
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complexity, heterogeneous teams are more desirable but at higher levels of complexity, 

homogenous teams are preferable.  She demonstrates that as a firm increases its 

geographic scope, diversity has a negative effect on firm performance as it hinders the 

firms’ ability to be integrated and respond quickly to increasing levels of firm 

complexity, and moreover the increased levels of internationalization introduce higher 

levels affective conflict as the team has to contend with starkly different market views.  

Her study underscores the importance of environmental factors on TMT integration and 

conflict, illustrating that diversity in member skills and experience purported be asset to 

address firm complexity emerge as a liability, serving to unglue the team, effectively 

blunting their abilities to respond with adequate celerity. 

  As the above review demonstrates, literature examining team heterogeneity 

provides an important linkage between a top team’s collective resources and their ability 

to appropriately interpret, and stealthily respond to the firm’s changing competitive 

landscape.  TMT heterogeneity studies note that teams with diverse skill sets may have a 

better ability to respond to novel, unstructured, and to a certain degree more complex 

situations as these situations require a heightened ability to search for creative and more 

comprehensive solutions.  However the research also demonstrates diversity’s liability of 

differences in interpretations, leading to a slower, and potentially, a less coherent 

response.  Hence it demonstrates the diversity paradox (Amason, 1996), where the 

challenge for firms is to be able to utilize their TMT heterogeneity, and produce 

collective decisions of superior quality that potentiate individual differences whilst 

minimizing team fragmentation and behavioral disintegration caused by these 

differences.  
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2.5.3 Pay Disparity and Conflict at the Top 

Amason writes that “conflict is the crux of this paradox” (141:1996) as diversity 

of member skills, experience, and background can improve decision quality but they can 

also impair the group’s ability to work together.  Literature investigating decision making 

has noted that in addition to team member diversity, the interaction process utilized is 

also an important antecedent to decision quality (Schweiger & Sandberg, 1989; 

Schweiger, Sandberg & Ragan, 1986; Amason & Schweiger, 1994; Amason, 1996).  The 

advantages of debates in the form of dialectical inquiry (Sechweiger et al., 1986) or 

devil’s advocacy (Cosier, Mitroff, & Mason, 1981) have been noted to encourage critical 

evaluations of interpretation, assumptions, and recommendations, leading to higher 

quality decisions by the utilization of diverse perspectives (Cosier & Rose, 1977; 

Schweiger et al., 1986; Schwenk & Cosier, 1980).  The underlying assumption is that 

such group process techniques promote a higher level of cognitive conflict enabling team 

members to identify, extract, and articulate their individual views; they foster more 

thorough considerations of the assumptions and more rigorous evaluations of the 

alternatives, increasing the group’s common understanding of the depth of the issue at 

hand.  Such common understanding improves decision quality as the synthesis that 

emerges from critical evaluation of competing perspectives is generally superior to the 

diverse set of individual perspectives (Mason & Motroff, 1981; Schweiger et al., 1986; 

Schweiger & Sandberg, 1989).  

Moreover, such an improvement in common understanding leads to an increased 

level of commitment as through the debating of perspective, team members have the 

opportunity to voice their interpretations and be actively involved in the decision making 
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process (Greenberg & Folger, 1983).  However, cognitive conflict can only lead to higher 

decision quality when sincere consideration is given to the input provided by the 

members, and when members feel that their contributions are equally valuable to the 

decision making process (Korsgaard, Schweiger, & Sapienza, 1995).  It has been noted 

that when people are treated equally in relationships they feel more free to express their 

opinions (Sampson, 1969) and are more likely to raise relevant issues, argue more 

vigorously and engage in problem solving discussions (Strauss, 1982). “Equality signifies 

that the different members of a relationship have equal value as individuals, which 

creates the optimum conditions for the maintenance of mutual self esteem” (Kabanoff, 

1991:418), orienting members towards cohesiveness and reciprocity (Deutch 1988; 

Lazear, 1989) where conflicts tend to be more task or problem-focused and less social or 

interpersonal (Falk, 1982; Pinkley, 1990).   

Top team executives generally represent either functionally different areas (such 

as marketing, R&D, finance) or wholly different strategic business unit (segregated by 

product or geographic distinction), and will necessarily hold differing perspectives and 

interpretations.  A cognitively diverse team, based on their past experiences of success 

and failures, will have seasoned yet differing notions regarding their interpretations as 

managers attend to information in a way that confirms prior beliefs about the world 

(Einhorn & Hogarth, 1978; Staw & Ross, 1978).  Such pluralistic yet conflicting 

perspectives on strategic issues can either enrich a wider understanding of the issues 

under consideration or accentuate dissimilarities between members and provoke 

acrimony leading to affective conflict (Amason, 1996).  Affective conflict is 

dysfunctional and counterproductive to the decision making process as it fosters a lack of 
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tolerance, increased cynicism, problem avoidance, and undermines the team’s ability for 

acceptance and genuine consensus (Cosier & Rose, 1977; Amason & Schweiger, 1994).   

Top team executives, due to their management of vastly different domains may 

naturally hold differing perspectives, tasking collaboration efforts.  When such differing 

perspectives are combined with a marked disparity in rewards, strong feelings of inequity 

and perceptions of injustice may ensue, further affecting group cohesiveness, and 

adversely impacting commitment to the team and team goals (Greenberg, 1990; Pfeffer & 

Langton, 1993).   

Importantly, Greenberg (1996) notes, even those who are paid millions of dollars 

lament about their pay, but they are not necessarily being greedy; it is not the absolute 

dollar value of the pay that is of interest, but rather the fairness of the pay or the 

perceived equity when compared to others.  Fairness theories generally imply that 

rewards are viewed in terms of relative comparison (Festinger, 1954; Sheppard, Lewicki, 

& Minton, 1992; Bok, 1993).  As noted by Wade, O’Reilly and Pollock (2006) “the 

question am I paid well or not? can only be answered comparatively, whether to others in 

the organization or industry or to one’s aspiration and experience”. (529:2006).  Higher 

levels of perceived inequity may result in negative or even retaliatory behavior which 

may include uncooperative behavior, withholding of important information (Skarlicki & 

Folger 1997) hostility  towards other members of the team (Kabanoff, 1991), lower 

quality output (Pfeffer & Langton, 1993) and finally, turnover (Zenger, 1992). 

2.5.4 TMT Pay disparity and the CEO 

The labor market for CEOs is arguably inefficient, both from the supply and the 

demand side (Finkelsetein & Hambrick, 1988).  Since CEO eligibility is not based on any 
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specific criteria such as professional licensure, prescribed education, or functional 

expertise, candidate suitability and selection can be subjective. “If a vice-president of a 

soft drink company can become president of a major computer company, what does that 

imply about the boundaries of the labor market? Does it mean that all vice-presidents in 

all major firms were eligible for consideration? Probably not; but it does indicate that 

CEO talent pool boundaries are amorphous.” (1988:547). In a similar vein, Frank and 

Cook (1995) have argued that there exist asymmetries between executive talent and 

executive compensation which has led to a winner take all society where the very few 

enjoy the lion’s share of an organization’s resources. Inefficiencies on the demand side 

emanate from boards’ reluctance to search outside the firm for a new CEO, as such 

recruiting efforts may signal operational deficiency (Mace, 1971; Dalton & Kesner, 

1984). Such limitations serve to restrict the external demand for CEOs and raise CEO 

compensation packages higher than necessary to promote internal candidates (Finkelstein 

& Hambrick, 1988).  Moreover, due to the lack of stated credentials required to be a CEO 

and the ambiguity surrounding the marginal contribution to the firm actually provided by 

the CEO (Mintzberg, 1973), decisions on CEO compensation are largely driven by 

comparability to other firms often proliferated by compensation consultants who base 

their recommendations on firm size (Finkelstein & Hambrick, 1988), creating a further 

upward bias (Newman & Mosez, 1999) and increasing pay disparities. 

Since allocation of rewards is fundamentally tied to power and authority 

(Homans, 1976) serving as symbols of past achievements, recognition, and self-esteem 

(Goodman, 1974), they may serve to create significant distinction within the TMT 

membership resulting in added structure and hierarchy.  Hence, considerable difference 
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in pay rewards between the CEO and other TMT executives may result in more role 

formalization for the CEO, not only constraining the flow of ideas and information 

(Hambrick, 1995) but also limiting the role of the CEO as the integrator or (Calori, 

Johnson, & Sarnin 1994) of the various perspectives of the TMT membership.  Hambrick 

notes that goal rivalries, intra-team rifts, and head-on conflicts are not unusual at the top, 

and that in fact, top management teams are “not teams at all, but rather, mere 

constellations of senior executives, pushing their own agenda, with a minimum of 

collaboration or exchange among them” (111:1995).  However, when firms do 

experience TMT fragmentation, the CEO can significantly influence team integration 

(Hambrick, 1995) as they can either emphasize sharing, cooperation, harmony, and team 

welfare or self-interest, control, and the pursuit of individual self-efficacy (Simsek, 

Veiga, Lubatkin & Dino, 2005).  Simsek et al., (2005) demonstrate in their recent study, 

that while goal diversity of top executives has the largest negative association with the 

team’s behavioral integration, the CEO’s orientation and operation style has the most 

notably positive effect.  Simlarly, Calori et al., (1994) argue that if the CEO is unable to 

integrate the high cognitive complexity and diversity among his team of executives, such 

socio-cognitive diversity can become dysfunctional in the formulation and 

implementation of strategic solutions.  

Arguably, the CEO’s behavior and operating style affects the equilibrium of 

power (Hambrick, 1995) as the CEO directly influences the TMT structure, its level of 

participation, interaction, and formalization (Daft, Sormunen & Parks, 1988). Less 

structured groups characterized by compressed hierarchies and equal sharing of power 

allow more individual freedom of action (Stodgill, 1959) while higher levels of 
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formalization impedes the search for data, mutes cause and effect relationships, and limits 

the overall information abilities of the team (Knight & McDaniel, 1979).   The CEO’s 

ability to encourage and provide a forum for atypical or fresh views is a significant 

characteristic of an effective leader (Hambrick, 1995) as minority view points have been 

shown to contribute to the formulation of novel and innovative solutions (Nameth, 1986).    

Moreover, significant pay disparity between the CEO and the balance of his or her 

executive team can also lead to “an orientation that seems unaware of the presence and 

legitimacy of organizational perspectives other than that of the chief executive” (Swiercz 

& Ross, 2003:420).  Finkelstein (1992) demonstrated that executives with higher levels 

of structural power are more likely to affect strategic decisions, and that compensation is 

a key contributor to a CEO’s structural power.  Furthermore, as CEO compensation 

grows, individual CEOs become more visible, receiving greater coverage from the press 

and investment analysts.  Such visibility inevitably attributes the actions of the firms 

solely to the CEO, and over time, due to the simplicity and selectivity of published 

accounts, the notion of a CEO’s “heroic” actions, is readily accepted by the firm’s 

shareholders and other stakeholders (Hayword, Rindova, & Pollock, 2004) garnering 

CEOs their “celebrity status” (2004: 639).  The more a firm’s outcome is linked with its 

CEO, the more likely it is that the CEO will adopt this view and the less likely it is for the 

CEO as well as others to attribute firm results to situational or other factors (Keisler, 

Nisbet, & Zanna 1969; Weiner, 1986).   

Once CEOs regard their firms as extensions of themselves, shareholders and 

stakeholders too are more likely to view the CEO as single-handedly controlling firm 

performance.  Such a mutually held view linking CEO cause to firm effects results in the 
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CEO’s expectance to greater access to resources (Cialdini, 1993) and more importantly, 

in the deference of strategic issues and decisions to the CEO by others in the firm: “By 

deferring to the celebrity CEO, however, stakeholders also increase her actual control 

over the firm, thereby generating a self-fulfilling prophecy” (Hayword, Rindova, & 

Pollock, 2004:644).  In a recent study Wade, Porac, Pollock, and Graffin (2006) 

demonstrate that firms of CEOs who have been marked as “stars” initially have a positive 

response on stock returns due to the CEO’s celebrity “medal”, accompanied by increases 

in CEO compensation.  However, the authors note that “the relationship between medals 

and yearly returns is negative even after prior returns are controlled for (which) 

reinforces our confidence in these longer-term negative effects (of star treatment)”. 

Hayward and Hambrick (1997) provide further insight by developing a composite index 

of CEO hubris composed of indicators reflecting media praise, positive firm stock 

performance in the recent past, and pay disparity between the CEO and the second 

highest paid officer.  This study demonstrated that CEOs with the highest levels of hubris 

display an “exaggerated sense of pride or self confidence” (1997: 106), and as a result 

pay substantially higher premiums for acquisitions leading to higher shareholder losses 

both in the first year and several after the acquisition. These authors conclude that hubris 

can lead CEOs to be “overconfident, very powerful, very greedy, or some combination of 

all three” (1997:124) having detrimental effects on the firm. 

2.5.5 Summary of TMT literature review 

Both leadership and decision making research has noted the advantages of diverse 

perspectives and the benefits of a heterogeneous team of top executives for the analysis, 

interpretation, and development of responses to a firm’s changing competitive landscape 
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(Hambrick & Mason, 1984; Weick & Roberts, 1993; Hambrick & Finkelstein, 1987; 

Katzenback, 1989; March, 1994).  The underlying premise for these benefits is that 

bounded rationality, conflicting goals, and ambiguous, complex, and incomplete 

information limit a manager’s field of vision, and create inherent bias (Mintzberg, 1979; 

Beyer, 1981; March, 1994).  Hence, a selection of wider, and more diverse perspectives 

as formed by managers’ different educational and functional expertise and experiences 

will serve to limit these biases, increase their cognitive capacity to process complex 

information, and provide a more creative, and exhaustive search for solutions. However, 

the very differences that may enable greater cognitive capacity also serve to reduce team 

integration, and increase team fragmentation (Amason, 1996; Hambrick et al., 1996), 

decreasing the firm’s abilities to respond to environmental changes with the required 

celerity (Carpenter, 2002; Carpenter & Frederickson, 2001) resulting in heterogeneity’s 

“double-edged sword” (Hambrick et al., 1996:659).  

 Decision making literature has noted that interactive processes fostering 

cognitive conflict such as devil’s advocacy or dialectic inquiry are better able to utilize a 

heterogeneous team’s diverse viewpoints as these processes enable better identification 

and extraction of issues as well as more rigorous evaluations of assumptions and 

alternatives (Amason & Schweiger, 1994; Schweiger & Sandberg, 1989; Schweiger, 

Sandberg & Ragan, 1986;). However cognitive conflict requires equal treatment of 

members as unless members feel equally valuable, they will be hesitant to freely express 

their opinions and limit their participation (Korsgaard, Schweiger, & Sapienza, (1995); 

Sampson, 1969; Strauss, 1982).  Moreover, unequal treatment may lead to affective 

conflict where diversity in opinions will be treated as personal incompatibilities leading 

 66



to rivalrous, dysfunctional behavior and team fragmentation (Amason, 1996; Amason & 

Schweiger, 1994). 

Synthesizing the above literature with equity and justice research suggests that 

higher pay disparity between the CEO and other TMT members will result in lower 

organizational performance as the combination of TMT member differences and the 

disparity in rewards will produce several negative effects.  First, the pay differential will 

serve to increase hierarchy and structure within the team which will lead to more 

constrained exchange of ideas and information flows, thereby blunting the heterogeneous 

team’s ability to process the large amounts of complex and ambiguous information 

typical of strategic issues.  Second, the pay disparity will induce feelings of inequality 

and injustice among non-CEO TMT members, who will address these feelings by 

generative affective conflicts and using the diversity in thought to create acute personal 

differences.  Third, such attenuated personal differences will reduce team integration and 

increase team fragmentation where each TMT member chooses to focus on his or her 

own agenda and subunit goals which may be inconsistent with the overall team or firm 

goals.  Fourth, the pay disparity may provide a foundational basis for the CEO’s power, 

and help to galvanize his or her sole control over a firm’s strategic choice and overall 

firm performance.  Ultimately, the above literature review suggests that large differences 

in pay between the CEO and the rest of the TMT will reduce the team’s ability to utilize 

their cognitive diversity and moreover, may serve to increase TMT fragmentation. 

2.6 Strategic Response 

Strategic issues are trends, changes, and developments that bear significant 

consequence for their organizations (Egelhoff, 1982) where the decision or firm response 
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impacts several different areas of the firm (Thomas & McDaniel, 1990).  Issues 

concerning a firm’s decision to enter into an alliance,  whether a firm should pursue a 

new product market, or if a firm should alter an existing product line are all examples of 

strategic decisions.  The strategic decision making process involves the exchange of 

information (Dooley & Fryxell, 1999) where top managers “obtain, interpret, explain, 

and act on information in order to render a decision” (390:1999) on how to respond to the 

changes taking place.   However, the strategic choice or response which emerges from the 

decision making process needs to be viewed separately from the implementation as “no 

chosen strategy – no matter how good – will influence performance unless and until it is 

put into action” (Smith and Kofron, 1996).   

As depicted by figure 2, a firm’s strategic response process can be viewed as three 

separate and distinct acts: issue formulation, choice of response, and implementation. 

Figure 2 – The Strategy Response Process 

Issue Formulation  

 

                                     Choice of response 

                         

      Implementation 

2.6.1 Strategic Issue Formulation 

Strategic issues emerge when signals from the environment indicate a 

manifestation of change, or developments of significance.   Faced with bounded 

rationality, individual decision makers are unable to attend to and understand the 

multitude of complex signals, embedded in a complicated and uncertain environment 
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(Mintzberg, 1979).  These signals acquire different meanings to different members of the 

top management team as interpretations are subjective constructs (Wildavsky, 1979) 

based on individually-held belief structures or ideologies (March, 1994). These 

ideologies or “cause-and-effect relations” (Beyer, 1981:166), result in managers 

constructing different perspectives even when exposed to identical stimuli (Lawrence & 

Dyer, 1983).  Hence, a heterogeneous top management team will notice different 

environmental events and may accord differing meaning and salience to different features 

of the same event (Sutcliffe, 1994) causing the emergence of diverse TMT perspectives.   

The Role of Conflict in Issues Formulation 

Various authors have observed the benefits of divergent perspectives in strategic 

decisions noting that perspectives that are pooled from a collective enable a larger, more 

comprehensive view of the issue than any single perspective alone (Weick, 1987).   

Dutton and Duncan (1987) have argued that differentiated belief structures enlarge the 

number of issues detected, expanding the firm’s ability to diagnose changes.  However, 

as several studies have illustrated, divergent perspectives alone do not lead to a better 

understanding of the issues (Amason, 1996; Fredrickson, 1986; Dooly & Fryxell, 1999; 

Schweiger & Sandberg 1989).  The deeper understanding occurs through the articulation 

and cognitive debating of the various perspectives, which leads to an increased capacity 

to process the complex and ambiguous information typically surrounding strategic issues.  

Schweiger and Sandberg (1989) demonstrated that two such cognitive debating 

approaches, devil’s advocacy (DA) and dialectic inquiry (DI), are better able to 

synthesize diverse perspectives, producing superior results over simple consensus-

directed discussions.  Their study evidenced that debating through DA and DI resulted in 
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groups examining a larger number of assumptions and thereby resulting in a deeper 

understanding of the content of the dilemma.  Mitroff has summarized the benefits of 

debating as “a learning process, whereby through active, heated, and intense debate, 

between and among interested parties (not naïve subjects), the parties come to discover 

and to invent entirely new alternatives as well as elaborate on old ones” (1982:222) 

Issue diagnoses through debates primarily rely on structured conflict to foment a 

collective perspective that is superior to any singular interpretation.  As pointed out by 

Mitroff (1982), in order to realize its full benefits, the debating process needs to be 

imbued with conflict, characterized by heated, intense arguments instigated by parties 

who have an interest or a stake in the outcome.  However, such structured conflict carries 

with it a certain level of risk as managers must be willing to articulate their dissenting 

views and allow these views to be scrutinized in an objective fashion.  Since critical 

problems and complex strategic issues are generally ill structured (Mintzberg et al., 1976; 

Ramaprasad & Mitroff, 1984; Schwenk 1985) and cannot be stated unambiguously 

(Mitroff, 1982), members of the TMT must be willing to present their perspectives even 

if their origin is from intuition and experience rather than predictable trends.   

Strategy Formulation and Pay Disparity 

Conflict and dissent will lead to improved decisions if such dissent encourages the 

“full exploration of ideas and open communication” (Dooly & Fraxel, 1999:392) and 

only if TMT members can speak freely without fears of reprisal or their leader taking 

unfair advantage of their openness and vulnerability (McGregor, 1967).  Studies have 

shown that large differences in wage and status reduce trust and confidence between 

members, causing them to withdraw and inhibit participation (Deutch, 1985; Levine, 
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1991; Moorman 1991; Cropanzano & Mitchell, 2005) while equal distributions or 

rewards signify that team members have equal value, make equal contributions, thereby 

increasing the maintenance of mutual self-esteem among the group (Kabanoff, 1991).  

Moreover, where large pay disparities are viewed as inequitable, under-rewarded 

individuals may perceive themselves as unfairly treated, resulting in negative self-

assessment and feelings of helplessness and lack of control over outcomes (Hegtevetd, 

1990; Hegtevetd & Johnson, 2000).  Self-determination theory (see Gagne & Deci 2005 

for a review) postulates that a sense of control and autonomy is positively associated with 

performance involving complex tasks (Baard, Deci, & Ryan, 2004); moreover, a lack of 

perceived control may have detrimental effects on cognitive efforts applied (Hiroto, 

1974; Hiroto & Seligman, 1975; Ric & Scharnitzky, 2003; Seligman, 1975; Steers & 

Porter, 1991) leading to “withdrawal from capacity-demanding forms of information 

processing” (Sedek, Kofta, & Tyszka, 1993: 1270) thereby impairing complex 

information processing and learning. These characteristics are critical to the TMT as the 

ability to focus on the search process and identify a larger number of strategic 

opportunities requires a belief in one’s own sense of “mastery and control” (Thomas & 

McDaniel, 1990: 291) over one’s future.  Hence, large CEO packages that result in acute 

feeling of inequity among TMT members may limit the team’s information processing 

capacity, and negatively impact the strategy formulation process. 

Dooly and Fryxell (1999) also observe that conflict will only result in higher 

quality strategy formulation, in an environment characterized by trust and loyalty among 

the team members where the managers can “be viewed prima facie as working toward 

group goals” (1999:392).  The study demonstrated that in the absence of loyalty, 
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opposing members “assume parochial and self-interested motives and limit their 

exploration of the dissenting information and even keep related matters secret” 

(392:1999).  This implies that TMT members will only risk putting forth and defending 

their own perspectives, and countering the CEO’s perspective if they are able to trust the 

CEO and other members of the TMT.  As large pay disparities between members 

contribute to reducing levels of trust (Deutch 1985; Levine, 1991), it can be argued large 

differences in rewards between the CEO and the TMT can cause the focus to shift away 

from the content of the dissent and toward the motivation of the persons engaged in the 

dissent causing dysfunctional conflict.    

CEO Centralization Effects 

Importantly, this suggests that inflated CEO compensation packages can lead to 

strong perceptions of a powerful CEO, serving to centralize the CEO’s authority, and 

thereby rationing the proportion of power available to the rest of the TMT.  Finkelstein 

(1992) demonstrated that of the four constructs determining CEO power, structural power 

composed of CEO compensation and titles received the highest validity scores and was 

much more closely associated with perceived power than the other three constructs, 

namely prestige, expert, and ownership power.  Eisenhardt and Bourgeois (1988) 

demonstrate that centralization of CEO power leads to political conduct which includes 

insurgency behaviors, secret alliances, and tactics for controlling and withholding of 

information.  In their study, frustrated top management teams responded to dominant 

CEO’s by competing for the CEO’s time, attention, and allocation of power, by either 

withholding information or sharing it only on a piecemeal basis as the control of 

information was perceived as a substitute for power.   
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Fredrickson (1986) has argued that when knowledge and decision authority is 

centralized and rest in the hands of very few, ambiguous yet important environmental 

signals, which may come from members throughout the organization, could have 

difficulty in making it to the apex of the structure for due attention, delaying the start of 

the strategy formulation process.  Further, when issues finally do bubble to the top, rather 

than discussing them in an open and forthright manner, TMT’s plagued by a dominant 

CEO are more likely to form long-standing alliances with other demographically- similar 

members and have back-door discussions to increase their coalition of power against the 

CEO and other dissimilar members of the TMT (Eisenhardt & Bourgeois 1988; Dooly & 

Fryxell, 1999).  Moreover, Finkelstein (1992) found that the level of structural power 

garnered by a CEO has a positive relationship with a firm’s acquisition costs implying a 

direct relationship with firm performance.  

Summary of Strategy Formulation and Pay Disparity 

Together, the above studies imply that wider pay disparity between the CEO and 

rest of the TMT will impact both the comprehensiveness and timeliness of strategy 

formulation by two important mechanisms as summarized in Table 1:  First, the 

significant difference in rewards serves to extend the CEO’s legitimacy, thereby, 

expanding CEO power and hierarchical authority (Finkelstein, 1992).  Such hierarchical 

differentiation reinforces the organization’s centralization and formalization structure, 

limiting the contributing cognitive faculties, and lengthening the formal steps necessary 

to make such a contribution, thereby reducing both the timeliness and comprehensiveness 

of the strategy formulation process (Frederickson, 1986).  Second, it is important to note 

that the adverse effects of pay disparity stretch beyond CEO power fortification; pay 
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disparity also serves to increase perceived inequality within the non-CEO team members, 

which may result in their seeking alternative sources of power and control including their 

withholding of information and reticence in openly sharing of their perspectives of 

important environmental stimuli.  Hence, the collective group is less likely to have all the 

information necessary to understand and interpret the complexity of environmental 

signals to formulate a novel, innovative and firm-specific strategy.  Moreover, the 

perceived inequality vis-à-vis the CEO also serves as an impetus for team members to 

engage in time-consuming political behavior (Eisenhardt & Burgois,1988), leading to 

further delays in the start of the strategy formulation process followed by a competition in 

perspectives where heterogeneity in perspectives diminishes rather than enhances the 

TMT’s critical function of strategy formulation. 

Table 1 - Effects of Pay Disparity on the Strategy Formulation Process 
 
Pay Disparity 
Effects 

Centralization 
Effects 

Formalization 
Effects 

Perceived Inequality Effects 

Reduced 
Comprehensiveness 
of strategy 
Formulation 

Limits individuals 
attending to 
environmental 
variables 
(Finkelstein, 1992)

Only those variables 
monitored by the 
formal system will be 
attended to 
(Frederickson, 1986) 

Reduced feelings of control 
over outcomes, ability to 
process, and learning; Increased 
Control of information, limited 
sharing of perspectives; 
(Hegtevetd, 1990; Steers & 
Porter, 1991) 

Reduced 
Timeliness of 
strategy 
formulation 

Important 
variables may be 
ignored until point 
of crisis 
(Frederickson, 
1986) 

Information will be 
disseminated via 
standardized 
organizational 
processes 
(Finkelstein, 1992) 

Increased engagement of time-
consuming political behavior, 
alliance forming and 
“backdoor” agreements 
(Eisenhardt & Bourgeois, 
19888; Dooly & Fraxel, 1999) 

2.6.2  Strategy Consensus 

While the strategy formulation stage emphasizes the importance of differing TMT 

views and perspectives in order to provide the necessary breadth and depth of the 
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dilemma and alternative solutions available to the firm, the selection of a strategic 

response stage emphasizes the team’s consensus or convergence on the optimal solution 

or decision.  Interestingly, the literature on consensus itself, has divergent perspectives, 

and as illustrated by Kellermanns, Walter, Lechner, and Floyd’s (2005) recent article 

title, there is “a lack of consensus about strategic consensus” (719:2005). 

Lack of Consensus on Consensus 

 Consensus has generally been viewed as a group level process and extracting this 

abstract construct at a firm level poses a challenge. It has been conceptualized as a level 

of shared perceptions (Dess, 1987), or a level of shared agreement on the group decision 

(Dooly, Fryxell & Judge, 2000) or the degree of support for the outcome of a decision 

process (Amason, 1996).  The basic premise is that consensus, by fostering coordination 

and cooperation from various functional components of the organization, will lead to a 

positive relationship with performance (Hrebiniak & Snow, 1982; Iaquinto & 

Fredrickson, 1997).  However, as noted by the several scholars synthesizing the research 

on consensus, the findings have been equivocal (Kellermanns et. al., 2005; Priem 1990; 

Dess & Origer, 1987).   For example, Hrebiniak and Snow (1982) found in their sample 

of 88 firms over four industries, agreement among top level managers on their firm’s 

strengths and weaknesses in ten different functional arenas were positively related to 

performance.  Similarly, Dess (1987) found in his sample of firms in the paint and allied 

products industry, consensus by managers on their firm’s objectives and the means to 

achieve them was positively related to performance. However, Griner and Norburn 

(1977-78) found in their sample of 21 British firms that top manager’s consensus on firm 

goals was negatively related to performance.  DeWoot, Heyvaert and Martou (1977-78) 
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also found a negative relationship between consensus on means for achieving innovation 

and performance  

These inconsistent and often contradictory findings have resulted in a call for 

greater crystallization of the concept (Dess, 1987; Dess & Origer, 1987), leading to the 

identification of the four dimensions of consensus: content, degree, scope, (Woolridge & 

Floyd, 1989) and more recently, locus (Markoczy, 2001) of consensus.  The content of 

the consensus concerns what members of a group are agreeing upon; the degree of 

consensus represents how strongly they agree on the content of the decision; the scope 

refers to the number of people who share in the consensus, and the locus is where the 

consensus primarily resides (Markoczy, 2001).  

Much of the consensus literature has focused on the degree of consensus 

(Woolridge & Floyd, 1989) as team members are typically asked to describe their 

understanding of a particular content area such as an organization’s goals; these 

descriptions are subsequently compared to determine the level of similarity or consensus 

(Bourgeois, 1980; Dess, 1987).  Depending on the item being compared (environmental 

perceptions, organizational capabilities, values etc.), the results have demonstrated 

varying levels of consensus and impacting performance in differentiating ways, leading 

West and Schwenk to conclude “resounding non-findings” (571:1996) regarding 

consensus and firm performance.   

Although the literature is strife with a lack of perceptible relationship between 

consensus and firm performance, the basic reasoning that top managers need to agree 

upon the decisional outcome of the strategy formulation process has been recognized 

(Dess, 1987); unless the top managers endorse the chosen decision (Kesner & Sebora, 
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1994) and have a clear understanding of its rationale (Wooldridge & Floyd, 1989), they 

will withhold the cooperative spirit necessary to follow through in a way consistent with 

the decision (Amason, 1996).  

Heterogeneity and Consensus 

 Since the educational background, functional track, training, and experience of 

top managers can influence their perceptions of the environment (Hambrick & Mason, 

1984), heterogeneously composed TMTs may have greater diversity in perspectives, 

resulting in weaker consensus or more difficulty achieving consensus (Dess & Origer, 

1987) as members may envision the environment in different ways and therefore have 

their own ideas about the strategic priorities of the firm.  As noted by Roberto in a recent 

study on consensus and decision-making processes, “In many decisions, people staked 

out positions quickly and became entrenched in those positions. Then the groups found it 

difficult to reconcile divergent views, overcome obstacles, and avoid impasse” 

(2005:639).  

Indeed, even with agreement on a given priority such as increasing revenues, 

there may still be divergent views on how such a priority should be achieved as members 

may disagree on whether the firm increase efforts on branding its current product line, 

expand its product offerings, or extend its market reach.  Since strategic decisions often 

involve large a amount of an organization’s resources (Mason & Mitroff, 1981), they can 

have significant consequences for the functional or divisional area represented by each 

manager, having the ability to impact a manager’s personal self-interest (Floyd & 

Wooldridge, 1992) and even his or her future career with the organization (Hickson, 

Butler, Cray, Mallory & Wilson, 1986).  
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Due to these competing demands and attention for finite resources, some 

researchers have conceptualized organizations as political entities (Salancik, Pfeffer, & 

Kelly 1978; Mintzberg, 1979) where strategic decisions are the outcome of power and 

influence exerted by interested parties.  Since individual managers are unable to impose 

their own solution, they pool their resources by forming alliances or coalitions (Gamson, 

1962) of members who hold similar views.  The political conceptualization of the 

organization assumes the existence of conflict among interested parties as alliance 

members will have a collective view that is distinctly different from the view of those 

who are not part of the alliance (Torrance, 1977).  Narayanan and Fahey (1982) provide a 

detailed description of the political activities, or “gambits” (1982:30) typical of alliances 

including distorting, withholding, and manipulating information, or the use of “red-

herrings” to not only support their position but to also discredit the opposing position.  

These authors propose that “the nature of alternatives sponsored and the extent to which 

they are accepted, modified, or rejected is dependent on the power/influence distribution 

within and across the relevant coalitions” (1982:31).  The building of consensus is a 

result of bargaining or negotiating across parties (Carter, 1971; Narayanan & Fahey, 

1982) through the trading off of issues between competing parties (Wooldridge & Floyd, 

1989), dictated by power distribution, past alliances, and foreseeable future support 

required.  

Embedded within the political conceptualization is the CEO’s role as ultimately, 

the CEO needs to support and formally endorse the decision (Dalton & Kesner, 1985; 

Norburn, 1989).  In situations of widely differing and entrenched positions, the CEO may 

make the decision and impose the selected strategy.  Such an autocratic view of the 
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organization has been labeled as the commander approach (Bourgois & Brodwin, 1984) 

or the CEO model (Arendt, Priem, and Ndofor, 2005) where the CEO significantly 

influences the firm’s strategy formulation, decision choice, and implementation (Arendt 

et al., 2005). It has been argued however that when the CEO relies solely on his power 

and authority to impose a decision choice, it decreases the coordination and cooperation 

necessary for effective implementation (Dess & Origer, 1987) 

Consensus and Equality 

While consensus building among diverse perspectives of heterogeneous TMTs 

may be achieved either by political bargaining or by an autocratic CEO, I propose a third 

mechanism, which I call reflective tolerance.This could be defined as the ability to 

contemplate and deliberate opposing viewpoints with the objective of deepening one’s 

overall understanding of the issues.  As summarized in Table 2, this study proposes that 

TMTs with greater equality in rewards, and hence a greater sense of trust and confidence 

in their team members (Moorman 1991; Cropanzano & Mitchell 2005) will be more 

likely to use reflective tolerance as a consensus building mechanism.  Reflective 

tolerance enables managers to listen to alternative proposals, question underlying 

assumptions and offer relevant feedback, not only deepening the team’s understanding of 

the issues but also enlarging the content of the consensus.  Rather than increasing the 

scope of consensus, or the number of members who subscribe to a particular view, 

reflective tolerance focuses on the content, enabling members to envision the details 

behind alternative views, bringing greater clarity to its merit and to each member’s 

interdependent roles, and expanding consensus content to accommodate the input of the 

entire team.  In this way, the locus of the consensus is widened to include the larger TMT 
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rather than just the interested parties or the CEO.  Hence, through reflective tolerance, the 

team will be able to arrive at a collective decision that will be superior to the response of 

any one team member.  

Summary of Strategy Consensus and Pay Disparity  

Environments characterized by high pay disparities, TMTs will harbor feelings of 

resentment and mistrust (Cropanzano & Mitchell 2005; Greenberg, 1990; Moorman 

1991; Skarlicki & Folger, 1997), leading to team fragmentation and more active 

management of personal interests (Dooly & Fryxell 1999; Hambrick, 1995).  These teams 

will be less likely to use reflective tolerance as they will focus on the arguer’s motivation 

rather than the argument (Eisenhardt & Bourgeois, 1988; Dooly & Fryxell 1999), 

increasing the emotionality and primarily applying affective rather than cognitive conflict 

processing (Amason, 1996).  Hambrick demonstrated that harmful rivalries are a central 

concern of CEOs noting that “conflicts tend to start on relatively specific business issues 

– often legitimate disagreements. But they often expand to matters of style and 

personality.  They are often out of control before the CEO can spot the scope of the 

problem.” (1995:114)  

Moreover, teams with acute pay disparities, will have reduced levels of trust and 

loyalty (Folger & Konovsky, 1989) and will be more likely to engage in political 

behavior (Dooly & Fryxell, 1999) through using a scorecard of past favors and alliances 

(Narayanan & Fahey 1982; Eisenhardt & Bourgeois, 1988)  in order to increase the 

scope, or the number of members in agreement.  However, since the agreement will not 

be based on the merit of the proposition but rather, on the political bargaining process, 
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the locus of the consensus will primarily reside with the interested parties or the CEO 

(Markoczy, 2001).  

 
Table 2 - Consensus and Equality Effects 

Achievement of 
Consensus  

Heterogeneity with Lower 
Levels of pay disparity 

Heterogeneity with Higher 
Levels of pay disparity 

Enabling Mechanism Reflective Tolerance Political alliance / score 
card 

Consensus Focus Content Enlargement Degree Expansion 
Locus of Consensus Top Management Team Interested Party 
Primary Faculty applied Cognitive Affective 

 

2.6.3 Strategy Implementation 

The efficacy of a firm’s response to environmental changes includes not only the 

capacity to formulate a potent strategy and come to a consensual decision, but also its 

ability to effectively implement the chosen strategy (Dess & Origer 1987; Wooldridge & 

Floyd, 1989; Haleblian & Finkelstein, 1993) as “the outcome of the process of strategy 

formulation is of little use if its not properly implemented” (Dess & Origer, 1987: 327).  

While top managers are fundamentally responsible for the formulation and decision 

components of the strategic change process, TMTs , through communication, resource 

allocation, establishing controls, evaluation, and feedback loops (Barnard, 1938; 

Katzenbach 1998) , make important contributions to strategy implementation and are 

integral to its success.  

The Role of Commitment 

Essentially, implementation is the combination of actions and activities that are 

required to execute a chosen strategy (Wheelan & Hunger, 1992) and commitment to the 

chosen strategy has been noted as an important antecedent to effective implementation 
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(Dess & Origer, 1987; Wooldridge & Floyd, 1989).  Commitment has been defined as 

“the extent to which team members accept the strategic decision reached and intend to 

cooperate in carrying it out” (Korsgaard, Schweiger, & Spienza 1995:61).  It represents 

the strength of belief in the appropriateness of the chosen decision (Wooldridge & Floyd 

1989) and refers to the degree of effort team members will exert to implement the 

decision (Bandura, 1986).   Since strategic decisions are rarely articulated fully (Mason & 

Mitroff, 1981), and organizational complexities may impose new additional hurdles 

(Amason, 1996), commitment has been viewed as the necessary ingredient to generate 

the coordination and cooperation required for effective implementation (Deutch, 1957) as 

it sustains determination ensuring that challenges do not become insurmountable. 

TMTs committed to the strategic decision will impact implementation by clearly 

communicating the strategy to their reports (Westley 1990) and providing sufficient 

support to effectively link the individual roles and responsibilities of their sub unit 

members to the overall strategy (Drazin & Howard, 1984).  TMT commitment can have a 

cascading effect on the entire firm’s shared understanding and consequently, enlargement 

of support.  TMTs committed to achieving a chosen strategy will ensure that their 

divisions are allocated the necessary resources (Wernham, 1984) as well as the sufficient 

time for completing the implementation (Alexander, 1985).  Wooldridge and Floyd 

(1989) have theorized that low levels of commitment can lead to cynicism and counter 

effort even if shared understanding is high, as a lack of commitment can lead to delayed 

or sabotaged implementation of initiatives (Guth & MacMillan, 1986).  Eisenhardt and 

Bourgois demonstrate how top managers, who are not committed to a decision, will use 

political processes to “slow down the implementation as much as possible” (1988:748).  
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Commitment and Equity 

 A lack of commitment can arise due to top managers doubting the feasibility of 

the strategy and questioning whether the organization has the needed capability and 

competence demanded by the selected strategy (Dutton & Duncan, 1987; Flyod & 

Wooldridge, 1992; Wooldridge & Floyd, 1989).   When a cognitively heterogeneous 

TMT challenges assumptions, questions contingencies, and addresses uncertainties, the 

concluding responses and interpretations must emanate a sense of collective efficacy 

confirming the team’s ability to manage and adequately address relevant issues as they 

emerge as “high perceptions of competence affirm that uncertainties associated with the 

decision and its implementations have been effectively resolved” (Dooly & Fryxel, 

1999:393).    While diverse teams, due to their application of different beliefs and 

cognitive maps, are more likely to find creative ways to improve feasibility (Dutton & 

Duncan 1987) they will only have high levels of commitment when diversity is combined 

with high levels of perceived competence (Dooly & Fryxel, 1999).  Under lower levels of 

perceived competence, diversity becomes a burden and undermines commitment as 

multiple issues emerge but many remain unresolved (Dutton & Duncan, 1987; Flyod & 

Wooldridge, 1992; Wooldridge & Floyd, 1989). 

Summary of Strategy Implementation and Pay Disparity 

 From the above studies, we can conclude that first, TMT commitment is integral 

to the successful implementation of any strategic decision, and second, diverse TMTs 

may have lower levels of commitment if they perceive inadequate competence within the 

team.  This suggests that heterogeneous teams combined with high levels of pay disparity 

will have significant lower levels of commitment as the resultant feelings of inequality 
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negatively impacts commitment directly as well as indirectly through lowering perceived 

competence.  Research from organizational justice has found that perceptions of 

unfairness in pay (distribution justice) as well as perceptions of unfairness in the 

determination of pay (procedural justice) results in lower levels of commitment to the 

organization and may even lead to intentions of turnover (Alexander & Ruderman 1987; 

Folger & Konovsky 1989; Fryxell & Gordon 1989).  A recent study by Coyle-Shapiro, 

Morrow, Richardson, and Dunn (2002) demonstrates that higher levels of equality in 

bonus payments result in higher levels of commitment through increased loyalty and 

effort towards organization goals.  These authors explain that equal payouts signal an 

organization’s risk-taking on weaker performing employees and demonstrate its trust 

towards its employees.   Similarly, Flood, Turner, Ramamoorthy, and Pearson (2001) 

illustrate through their sample of knowledge workers, that meeting worker expectations, 

including monetary expectations, results in higher levels of commitment and increased 

feelings of obligations to contribute and share knowledge.   

 Feelings of inequity also has an indirect effect on commitment through lowering 

perceptions of competence as pay represents a strong and relevant signal of employee 

worth to the organization (Gardner, Van Dyne & Pierce , 2004) and when an employee’s 

pay is lower than comparable others, it reduces self-perceived status within the 

organization (Thierry , 2001) and increases feelings of incompetency (Ric & Scharnitzky, 

2003; Sedek et al., 1993; Steers & Porter, 1991).  Hence it can be argued that diverse top 

management teams with feelings of inequity towards their rewards in comparison to the 

CEO will be less committed to the strategic decision and therefore, will be less successful 

at its implementation.   
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CHAPTER III THEORY AND HYPOTHESIS DEVELOPMENT 

 
In 1981, in a study investigating CEO pay, Lazear and Rosen noted that when an 

individual is promoted from vice-president to president or CEO, the individual’s salary 

typically triples in value.  The authors underscore that “it is difficult to argue that the 

CEO’s skills have tripled in that one-day period” (1981:847).  In the last 25 years since 

the publication of their study, CEO compensation has grown over 400%, outpacing the 

growth in compensation of all other workers (Anderson, Cavanagh, Collins, & Benjamin, 

2006) and increasing the pay gap between CEO and non-CEO executives.  While several 

studies have investigated the effects of pay inequities on lower level staff, there has been 

far less research conducted on the pay disparities among members of top management 

team and the resulting effects (Seigel & Hambrick, 2005).  As modeled by Figure 1, this 

research contributes to the existing literature by asking two important questions: 1) What 

are the antecedents to pay disparity?; 2) What are the consequences of the growing pay 

disparity between CEO and non-CEO executives?  

3.1 Antecedent to Pay Disparity 

The boards of directors and block shareholders have been identified as two 

important components determining a firm’s quality of governance.  The board is regarded 

as the formal apex of the organization and functions to separate the control of the 

decisions from the management of those decisions (Fama & Jensen, 1983).  Setting the 
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CEO’s compensation and monitoring, counseling, and directing the firm’s CEO is one of 

the board’s defining functions as it is mandated to evaluate and assess the competency, 

integrity and performance of leadership (Dalton & Rechner, 1989) and recommend 

changes as necessary.  In order to effectively carry out this critical function of aligning 

CEO incentives to shareholder interests, the board must remain independent (Finkelstein 

& D’aveni, 1994) and free from the CEO’s power and influence (Rechner & Dalton, 

1991) maintaining an unbiased ability to monitor, discipline, and take appropriate and 

necessary actions to protect shareholder value (Dalton & Kesner, 1985).   

When assessing the CEO, boards must ensure that compensations levels are 

tempered, in line with industry standards, not disproportionably high (Boyd, 1994), and 

reflect performance changes directly attributable to the CEO’s effort and competence or 

ability (Walsh & Seward, 1990).  In order to minimize shirking and maximize 

competence, boards prefer to tightly couple firm performance to CEO pay.  In contrast, 

CEOs prefer a looser link between pay and performance as it maximizes their salary and 

reduces their vulnerability to factors outside their control (Hill & Phan, 1991).  CEOs 

may exert influence, and may even “tamper with the board’s ability to monitor” (Walsh 

& Seward, 1990:431) in order to satisfy their personal goals even when such goals 

directly conflict with shareholder interests (Desmski, Patell & Wolfson, 1984).  Hence, 

the board must have sufficient power and control vis-à-vis the CEO to mitigate the 

CEO’s influence over his or her own compensation package (Zald, 1969; Hill & Phan, 

1991).  Governance literature argues that typically, the balance of power resides with the 

CEO and not with the board (Mace 1986; Monks & Minnow, 1996) and has identified 

several mechanisms through which CEOs gain such power including carrying the dual 
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role of Chairman of the board, appointing insider directors, and appointing outsider 

directors with interlocking relationships. 

3.1.1 CEO Duality 

When the CEO takes on the dual role of Chairman of the board, he or she becomes 

responsible for selecting and managing the firm’s strategies as well as evaluating the 

effectiveness of such strategies which may lead to a conflict of interest (Finkelstein & 

D’aveni, 1994). The dual roles provide the CEO with ultimate formal authority, which 

serve to increase his or her power and may lead to entrenchment behavior (Mallette & 

Fowler, 1992) such as providing the board minimal information to evaluate his or her 

own effectiveness (Mallette & Fowler, 1992).  Moreover, as Chair, the CEO typically 

influences new board membership and may stack the board with directors who could 

award higher compensation due to loyalty (Lambert, Larker and Weigelt 1993) or fear of 

not returning on the board (Crystal 1991). Hence, it has been argued that granting the 

CEO dual roles reduces the board’s power, independence, and compromises the quality 

of governance by limiting the board’s ability to effectively monitor and assess the CEO’s 

actions and provides the CEO greater ability to interfere in board matters (Westphal, 

1998) including raising his or her own compensation levels. 

H1a:  Firms with Board of Directors where the CEO serves as Chairman of the 
board (duality) will have higher pay disparity between the CEO and non-CEO 
executives 

3.1.2 Insider Board Members 

Similar to CEO duality, appointing insiders or members from within the firm 

violates the separation of decision management and decision control as insiders become 

responsible for the implementation and evaluation of their decisions (Fama & Jensen, 
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1983).  Moreover, due to their subordination to the CEO, insiders may not have the 

objectivity to effectively monitor and evaluate the CEO.  In addition, since insiders are 

typically selected by the CEO, they may be reluctant to contradict or challenge their 

leader’s views due to loyalty or fear of risking their careers (Hermalian & Weisbach, 

1998). In contrast, since outside board members’ careers are not dependent on the CEO, 

they may have the objective capacity required to assess the CEO (Monks & Minnow, 

1996) and may be better positioned to temper his or her compensation so it is more 

appropriately situated within the company’s overall compensation framework as well as 

closely aligned with industry norms (Hermalian & Weisbach, 1998).  The association 

between governance quality and outsiders has been formally recognized by the passing of 

the recent Sarbanes-Oxley act by Congress in 2001 which requires a fully independent 

audit committee to oversee and monitor the relationship between the firm and its external 

financial auditors.   Similarly, the NYSE’s 2003 Corporate Governance rules approved by 

the SEC require all listed companies to have compensation committees composed 

entirely of outside directors (Final NYSE Corporate Governance Rules). 

H1b: Firms with a higher ratio of insiders serving on the Board of Directors 
will have higher pay disparity between the CEO and non-CEO executives. 

3.1.3 Interlocking Directors 

Norms of reciprocity dictate that outsider board of directors who are also CEOs 

will be more likely to award higher CEO pay, as they have a generalized obligation to 

support the CEO role (Walsh & Seward, 1990; O’Reilly, et al., 1988) and studies have 

found a positive and significant relationship between firm CEOs and other outsider CEOs 

on the board (Brick et al., 2006; O’Reilly et al., 1988).  Moreover, when the CEO of firm 

A serves on the board of firm B, and the CEO firm B serves on the board of firm A, there 
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is a direct interlock, resulting in an even higher sense of loyalty and obligation to one 

another (Davis 1991) where the “incentive and opportunity to raise each other’s pay” 

(Hallock, 332:1997) climb significantly.  Hallock (1997) demonstrates that such 

opportunities are typically taken as firms with interlocking CEO directors were found to 

award higher CEO pay than boards without interlocking directors.   Thus, firms with a 

higher ratio of interlocked directors will have higher pay disparity between the CEO and 

non-CEO executives. 

H1c: Firms with a higher ratio of interlocked directors will have higher pay 
disparity between the CEO and non-CEO executives. 

3.1.4 Blockholders 

The existence of large shareholders, or those who own more than a 5% block of 

shares in the firm, fortify shareholder power and contribute to the quality of firm 

governance as blockholders have an economic incentive to monitor the activities of 

management (Hambrick & Finkelstein, 1995) and award tempered CEO compensation 

levels that are more related to firm performance (Dyl, 1988).  Directors who are also 

blockholders have a stake in the enterprise, and will be more likely to ask discerning 

questions (Mace, 1986) leading to compensation packages that better reflects CEO 

performance instead of firm size (Gomez-Mejia et al., 1987).   

Moreover, unlike diffused ownership, boards with blockholders are more likely to 

have better quality oversight which reduces excessive compensation (Gomez-Mejia et al., 

1987) and is less likely to pay for luck or for positive outcomes not directly associated 

with CEO efforts or abilities (Bertrand and Mullainathan, 2001).  As the number of 

shares owned by a board of director increases, there is a higher likelihood of CEO 

turnover, suggesting that directors act like shareholders when they become shareholders, 
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and are more likely to hold their CEOs accountable for performance (Bhatag et al., 2006).  

Hence, directors who are blockholders are more likely to devote greater attention and 

scrutiny to CEO rewards and ensure that the compensation levels are appropriate and in 

line with industry norms and not disproportionably high when compared to both internal 

and external labor market (Boyd, 1994), thereby reducing pay disparity between the CEO 

and non-CEO members.   

H1d: Firms with a larger number of blockholders on the board of directors will 
have a lower pay disparity between the CEO and non-CEO executives.  

 

3.2 Consequences of Pay Disparity on Turnover 

Pay disparity causes anxiety because rewards not only signify an individual’s 

performance efficacy, but relative pay is also an important indicator of one’s comparable 

value to the organization (Folger & Cropanzano, 1998).  Firms promoting hierarchical or 

dispersed pay structures often create competition amongst their executives to ensure that 

the most competent survive and are retained by the firm, while those who do not 

“outperform” are expected to withdraw from the competition by leaving the firm 

(Lambert et al., 1993).  In contrast, compressed pay structures promote equality amongst 

the managers, underscoring their cumulative importance to the firm, and thereby 

engendering greater workforce stability (Pfeffer, 1998).   

Both earlier literature examining consequences of perceived reward inequity and 

more recent literature examining actual pay disparities have both found that ultimately, 

turnover may be the only solution to unresolved feelings of acute inequity caused by pay 

disparity (Tett & Meyer, 1993; Turnley, & Feldman, 2000).  

H2: Firms with higher pay disparity between the CEO and non-CEO executives 
will experience higher levels of non-CEO turnover. 
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3.3 The Moderating Effects of Pay Disparity  

A Firm’s top executives are regarded as the firm’s dominant coalition (Cyert & 

March, 1963) as this small circle of upper echelon managers formulate decisions about a 

firm’s competitive domain, allocate strategic resources, and ensure effective 

implementation of strategic changes. (Hambrick & Finkelstein, 1987; Keck & Tushman, 

1993).  A firm’s performance is ultimately a “reflection” of its top managers (Hambrick 

& Mason 1984:193) as it is through the caliber of this group that successful strategic 

implementation occurs and indeed “the top management team is the firm’s key to 

strategic success” (Hambrick, 1987:88).   

Since top executives play a pivotal role in shaping a firm’s strategic response, the 

upper echelon perspective (Hambrick & Mason, 1984) argues that the cognitions, values, 

and perceptions of these executives influences the process of a firm’s strategic response. 

As these psychological traits are unobservable, the theory argues that observable 

characteristics such as education level, functional background, age, and length of service 

with the organization may be reliable proxies for these unobservable traits, and that 

moreover, differences in these observable characteristics may generate sufficient 

diversity in skills to comprehensively address the strategic challenges faced top managers 

(Weick, 1987; Dutton & Duncan, 1987). A team of cognitively diverse managers as 

proxied by executives who are demographically heterogeneous provides the necessary 

breadth of functional skills, knowledge, abilities and other individual competencies to 

address the complexity, (Bantel & Jackson, 1989) information overload (Sanders & 

Carpenter, 1998) and organizational inertia (Hannan & Freeman 1984) typically 

confronted by organizations.   A cognitively diverse team improves the firm’s capacity to 
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process complex and ambiguous information surrounding strategic issues (Sanders & 

Carpenter, 1998), enabling a deeper understanding of market signals (Katzenbach, 1998) 

as diverse individuals will accord different meaning and salience to different features of 

the same event (Sutcliffe, 1994).  Hence, a heterogeneous management team will better 

understand its competitive position and foment a collective perspective that is superior to 

any singular interpretation, leading to higher quality strategy formulation.  

However, as noted both by the upper echelons theory and via empirical studies, 

there exists within heterogeneity, an inherent dichotomy or a “double edged sword” 

(Hambrick et al., 1996:659) as the difference in cognitive processes and beliefs which 

provides a wider breadth of top executive resources also leads to a higher level of 

conflict, a lack of consensus in interpretations, and may result in delayed and less 

coordinated strategic responses (Hambrick & Mason, 1984; Hambrick et al., 1996; 

Carpenter & Frederickson, 2001; Carpenter, 2002).  Hence, cognitive diversity as proxied 

by a top management members’ background and experiences have been found to have an 

inconsistent relationship with how the team collectively responds to their firm’s changing 

environment (Carpenter et al., 2004) 

To further investigate the weak and often contradictory findings between top 

management team heterogeneity and strategic response, this research introduces 

perspectives from decision making theory where it has been noted that divergent 

perspectives alone do not lead to better understanding of strategic issues (Amason 1996; 

Fredrickson, 1986; Dooly & Fryxell, 1999; Schweiger & Sandberg 1989), as the deeper 

understanding occurs through the articulation and cognitive debating of the various 

perspectives.  Diversity benefits are only realized when debating processes such as 
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devil’s advocacy (DA) and dialectic inquiry (DI) are imbued with conflict through heated 

arguments by parties who have a stake in the outcome (Mitroff, 1982).  Moreover, it has 

also been noted that structured conflict and dissent will only lead to improved decision 

quality if such dissent occurs in an environment characterized by high levels of trust, 

loyalty, and equality (Amason, 1996) where participants “encourage full exploration of 

ideas and open communication” (Dooly & Fraxel, 1999: 392).   

In order to harvest the sweet fruits or the positive benefits of cognitive 

heterogeneity, top executives must feel equally valuable and harbor sincere feelings of 

trust and loyalty towards one another (McGregor, 1967; Kabanoff, 1991).  Equity theory 

research suggests that pay equity plays an important role in engendering feelings of 

equality as difference in wage and status have been noted to reduce trust and confidence 

between members, causing them to withdraw and inhibit participation (Deutch, 1985; 

Levine, 1991; Moorman 1991; Cropanzano & Mitchell 2005).  Moreover, substantial pay 

disparities between team members may lead to feelings of acute inequality causing 

resentment and mistrust (Greenberg, 1990; Skarlicki & Folger, 1997; Moorman 1991; 

Cropanzano & Mitchell 2005), leading to team fragmentation and more active 

management of personal interests (Hambrick, 1995; Dooly & Fryxell 1999). 

This research investigates pay differences or disparity among top managers and 

proposes that this disparity moderates the relationship between a firm’s top executive 

cognitive heterogeneity and its strategic response.  This study proposes that in situations 

of high pay disparity, cognitive differences between executives will impair a firm’s 

strategic response.  Alternatively, in situations of lower pay disparity or pay equity 

between top executives, cognitive differences will bring value to the firm leading to 
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improved strategic response.  Strategic response is viewed here as three separate and 

distinct elements: issue formulation, consensus in the choice of response, and 

implementation of the strategy.  The hypotheses below address how pay disparity 

moderates the relationship between top management heterogeneity and each of the three 

separate components of strategic response. 

The moderating effects of Pay Disparity on TMT heterogeneity and Strategy Formulation 

Large compensation packages extend the CEO’s legitimacy, power and 

hierarchical authority (Finkelstein, 1992) reinforcing the CEO’s central and formal 

position within the firm.  Substantial differences in wage and status between the CEO and 

non-CEO executives also reduce trust and confidence between members, causing them to 

withdraw and inhibit participation (Deutch, 1985; Levine, 1991; Moorman 1991; 

Cropanzano & Mitchell 2005).  Under-rewarded individuals may perceive themselves as 

unfairly treated, resulting in feelings of  helplessness and a lack of perceived control over 

outcomes (Hegtevetd, 1990), limiting their information processing capacity (Hiroto, 

1974; Hiroto & Seligman, 1975) and negatively impacting the overall strategy 

formulation process.  

Additionally, allocating extreme rewards for the CEO’s position galvanizes the 

centralization and formalization of a firm’s structure, thereby limiting the contribution of 

other cognitive faculties, and lengthening the formal steps necessary for such 

contributions to be accepted (Fredrickson, 1986).  Hence, both the timeliness and 

comprehensiveness of the strategy formulation process are reduced.  Pay disparity also 

serves to increase perceived inequality (Kochan & Osterman, 1994) within the non-CEO 

team members, which may result in their seeking alternative sources of power including 
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withholding of important information and reticence in openly sharing their perspectives 

of environmental changes (Eisenhardt & Bourgeois, 1988).  Hence, the collective group 

is less likely to have all the information necessary to understand and interpret the 

complexity of environmental signals to formulate an appropriately innovative or novel 

strategy fitting the firm’s specific situation.  Moreover, the perceived inequality vis-à-vis 

the CEO also serves as an impetus for team members to engage in time-consuming 

political behavior (Eisenhardt & Burgois ,1988; Dooly & Fryxell, 1999), leading to 

further delays in the start of the strategy formulation process followed by a competition in 

perspectives. For these reasons, pay disparity moderates the relationship between TMT 

heterogeneity and strategy formulation.  High pay disparity between CEO and non-CEO 

executives diminishes a firm’s aptitude for strategy formulation, while pay equality 

enhances a firm’s aptitude for formulation innovative, novel, and firm-specific strategies. 

H3a:  Pay disparity moderates the relationship between TMT heterogeneity and 
a firm’s aptitude for strategy formulation such that the relationship is negative 
under high pay disparity and positive under low pay disparity. 

 

The moderating effects of Pay Disparity on TMT heterogeneity and Strategic Choice 

It has been argued that due to their diversity in perspectives, heterogeneous TMTs 

may have more difficulty achieving strategic consensus (Dess & Origer, 1987).  

Moreover, due to competing demands and attention for finite resources, consensus may 

be viewed as a political process (Pfeffer & Salancik, 1978) where strategic decisions are 

the outcome of power and influence exerted by interested parties.  Individual managers 

pool their resources by forming alliances or coalitions (Gamson, 1962) and consensus is 

often a result of bargaining or negotiating across parties (Carter, 1971; Narayanan & 

Fahey, 1982).  In situations of widely differing and entrenched positions, the CEO may 
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impose a selected strategy risking the good will necessary to generate the required 

coordination and cooperation for effective implementation (Dess & Origer, 1987).  

Teams with acute pay disparities will have reduced levels of trust and loyalty (Folger & 

Konovsky, 1989) and will be more likely to engage in political behavior (Dooly & 

Fryxell, 1999) through using scorecards of past favors and alliances (Narayanan & Fahey 

1982; Eisenhardt & Bourgeois, 1988) in order to increase the scope of consensus, or the 

number of members in agreement.   

This study argues that if there is equity in rewards amongst the team members, the 

resultant trust, loyalty, and confidence will enable the team to arrive at consensus through 

the use of reflective tolerance where managers will listen to alternative proposals, 

question underlying assumptions and offer relevant feedback.  Such reflective tolerance 

will deepen the team’s understanding of the issues by focusing on the content of the 

divergence, enabling members to envision the details behind alternative views, and bring 

greater clarity to each member’s interdependent roles.  In this way, the locus of the 

consensus is widened to include the larger TMT rather than just the interested parties or 

the CEO, enabling the team to arrive at a collective decision which is superior to the 

response of any one team member.   

Heterogeneously composed TMTs plagued with wide pay disparities will harbor 

feelings of resentment and mistrust (Greenberg, 1990; Skarlicki & Folger, 1997; 

Moorman 1991; Cropanzano & Mitchell 2005), exacerbating fragmentation of diverse 

views, resulting in the deepening of personal interests (Hambrick, 1995; Dooly & Fryxell 

1999) shifting the focus from the argument to the arguer’s motivation (Eisenhardt & 

Bourgeios, 1988; Dooly & Fryxell 1999).  These teams will be more likely to apply 
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affective rather than cognitive conflict processing (Amason, 1996) leading to emotional 

rather than rational evaluation of alternatives. Hence, pay disparity also moderates the 

relationship between TMT heterogeneity and a firm’s ability to achieve strategic 

consensus where high pay disparity between CEO and non-CEO executives reduces a 

firm’s capacity to achieve consensus, and low pay disparity enhances a firm’s ability to 

arrive at strategic consensus.  

H3b:  Pay disparity moderates the relationship between TMT heterogeneity and 
a firm’s ability to achieve strategic consensus such that the relationship is 
negative under high pay disparity and positive under low pay disparity.  

 

The moderating effects of Pay Disparity on TMT heterogeneity and Strategic 

Implementation 

A firm’s strategic response includes not only the aptitude to formulate a potent 

strategy and arrive at a consensual decision, but to also effectively implement the chosen 

strategy (Dess & Origer 1987; Wooldridge & Floyd, 1989; Haleblian & Finkelstein, 

1993; Nutt, 1989). Commitment to the chosen strategy is an important antecedent to 

effective implementation (Dess & Origer, 1987; Wooldrigge & Floyd, 1989) as it 

represents the strength of belief in the appropriateness of the decision (Wooldridge & 

Floyd 1989) and the degree of effort team members are prepared to exert towards its 

implementation (Bandura, 1986). 

A lack of commitment can arise when top managers doubt the feasibility of the 

strategy, or question whether the firm possesses the capability and competence required 

(Dutton & Duncan, 1987; Flyod & Wooldridge, 1992; Wooldridge & Floyd, 1989).  This 

suggests that pay disparity can negatively affect commitment to the strategy in two ways:  

First, by creating feelings of unfairness, pay disparity may lower levels of commitment to 
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the organization and may even lead to intentions of turnover (Alexander & Ruderman 

1987; Folger & Konovsky 1989; Fryxell & Gordon 1989); second, feelings of inequity 

can indirectly affect commitment by lowering perceptions of competence as pay 

represents a strong symbol of employee worth to the organization (Gardner et al., 2004) 

and when an employee’s pay is lower than comparable others, it reduces self-perceived 

status within the organization (Thierry, 2001), increasing feelings of incompetence 

(Steers & Porter, 1991).   

When a cognitively diverse TMT challenges assumptions and addresses 

ambiguities surrounding the feasibility of a chosen strategy, the concluding responses 

must emanate a sense of collective efficacy confirming the team’s ability to adequately 

address issues as they emerge since strategic decisions are rarely articulated fully (Mason 

& Mitroff, 1981; Amason, 1996).  In order for diverse teams to find creative ways to 

improve feasibility and effectively execute a chosen strategy, there must exist a high level 

of perceived competence (Dutton & Duncan 1987).  However, since high pay disparity 

reduces perceived self-worth (Thierry , 2001) and perceived competence (Ric & 

Scharnitzky, 2003; Sedek et al., 1993; Steers & Porter, 1991), heterogeneity amongst the 

TMT becomes a burden as diverse perspectives remain unresolved, leading to cynicism 

and even counter efforts resulting in delayed or sabotaged implementation of initiatives 

(Guth & MacMillan, 1986).   

H3c:  Pay disparity moderates the relationship between TMT heterogeneity and 
a firm’s ability to implement its chosen strategy such that the relationship is 
negative under high pay disparity and positive under low pay disparity.  

 98



3.3 Consequences of Turnover on Strategy Response 

The strategy response process necessarily involves the unbundling of complex 

and ambiguous information by top executives who, while functionally independent, 

collectively represent the firm’s dominant coalition housing important and interdependent 

firm knowledge directly impacting its strategic direction (Bloom & Michael, 2002).  

Strategic responses are often developed through the interaction of top management team 

members as this exclusive membership together influences the firm’s posture on strategic 

issues such as innovation, diversification, and ultimately, performance.  

TMTs characterized by longer term, seasoned relationships are more closely 

associated with strategic changes as higher levels of social integration and established 

patterns of communication enhances the group’s ability to access the important yet 

diffused information which may be stored within individual roles and routines (Wiserma 

& Bantel,1992; Bloom & Michael, 2000).  Turnover at the executive level may be 

particularly harmful as it may lead to gaps in the team’s knowledge base, causing 

fragmented and discontinuous recollection of firm experiences (Wagner et al., 1984).  

Hence, firms experiencing environmental shifts may be particularly disadvantaged as the 

loss of important information at the upper echelon of the firm could lead to an impaired 

ability to fully understand its changing competitive landscape and formulate, come to 

consensus on, and implement an appropriate strategic response.  

H4a: Non-CEO executive turnover will have a negative relationship with a 
firm’s ability to formulate novel strategies 
 
H4b: Non-CEO executive turnover will have a negative relationship with a 
firm’s ability to come to consensus on its strategic choice. 
 
H4c: Non-CEO executive turnover will have a negative relationship with a 
firm’s ability to implement its strategic response.  
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3.4 Summary of Theory and Hypothesis Development  

CEO compensation has clearly become a serious and important issue both inside 

and outside the boardroom and business magazines continue to devote valuable space 

highlighting this growing concern.  The Economist magazine recently featured a special 

report on CEO compensation noting that “executive pay is the most controversial aspect 

of the increasing inequality that has appeared over the past couple of decades. As the 

topmost echelon appears to be capturing a huge share of new wealth, everyone else’s 

wages have barely shifted” (2007:6).   Similarly, in a recent interview with Time 

magazine Carl Icahn, the billionaire financier noted: “The bloom is off the rose 

concerning the imperial CEO.  Finally shareholders are becoming incensed by these 

reprehensible bonuses and severance packages. The average CEO makes 350 to 400 

times what the average worker does” (2007:4) 

The current research addresses the consequences of such increasing inequality by 

investigating the effects of the growing pay disparity between the CEO and non-CEO 

executives and its impact on their collective ability to formulate, come to consensus on, 

and implement an appropriate strategic response to the firm’s changing environment.  

Combining the principle doctrines of upper echelon research and justice theories, this 

study argues that a top management team can only realize the benefits of its members’ 

heterogeneous cognitive processes, beliefs, and values if the members feel equally 

valuable to the firm and there exists a feeling of equality within the team.  Moreover, this 

research argues that the assets of heterogeneity may in fact transform into liabilities as 

large pay disparities could accentuate the negative aspects of heterogeneity whereby the 

differences between members when combined with feeling of inequity may impair the 
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team’s ability to formulate and implement a coordinated strategic response to address its 

changing environment. 
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CHAPTER IV - METHODOLOGY 

 

4.1 Research Design 

The primary research question involves determining whether pay disparity 

between the CEO and non-CEO executives moderates the relationship between top 

management team heterogeneity and a firm’s strategic response.  A variable can be 

considered a moderator if it alters the direction of a relationship between two variables or 

if it alters the strength of a relationship between two variables (Frasier, Tix, & Barron, 

2004; Barron & Kenny, 1986; James & Brett, 1984).  As noted by Frasier et al., “a 

moderator effect is nothing more than an interaction whereby the effect of one variable 

depends on the level of another” (2004:116). 

Multiple regression has been noted as the design of choice and superior to 

ANOVA for detecting moderator effects, particularly for continuous variables, as 

regression procedures preserve the continuous nature of the moderating variable.  In 

contrast, dichotomizing the moderator variable into two arbitrary groups not only results 

in curtailing the variable’s informative properties, but also diminishes the model’s power 

to detect interaction effects (Cohen, Cohen, West & Aiken, 2003; Jaccard & Turrisi, 

2003; Frasier et al., 2004).  Additionally, partitioning of groups based on  an artificial cut 

or mid point can also lead to spurious main and or interaction effects (MacCallum, Zang, 

Preacher, & Rucker, 2002) causing type 1 and type 2 errors.  Moreover, hierarchical 
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multiple regression can detect “true moderator effects” (Frasier et al., 2004: 117) because 

it allows for the separating of correlated independent variables.   

Hierarchical multiple regression examines the relationship between each 

independent variable and the outcome variable separately by assessing the incremental 

variance accounted for by each subsequent variable entered into the model, effectively 

partialling out the effect of each variable.   

Ŷ =  β0 + β1X + β2Z  + β3XZ + e 
 
As specified in the linear equation above, the interaction effect is carried by the product 

term XZ, which is independent of X and Z and “represents a unique combined effect of 

the two variables working together above and beyond their separate effects” (Cohen et 

al., 2003:257).  The first order effects are captured by the separate X and Z predictors 

while the higher order interaction effects are captured by the XZ product term.  (Jaccard 

& Turrisi, 2003). 

This research will therefore utilize hierarchical regression as it facilitates the 

partialling procedure of the interactive term by enabling incremental analysis for 

example, by entering first the X, Z, components and then the XZ product term. The 

increment to R2 due to the interactive term XZ in such a sequence is thus attributable to 

the X × Z interaction and may be tested for significance by the standard F test” (Cohen et 

al., 2003).   

This research does not utilize causal modeling but rather relies on inferential 

testing of correlational data.  Edwards and Bagozzi (2000) have noted that in order to 

posit causality, one must eliminate all rival explanations for the presumed relationship 

between cause and effect.  Similarly, Cliff (1983) has observed the causality conclusion 
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can only be reached after ruling out the influence of all plausible alternative causes on the 

basis of rigorous empirical or theoretical foundation.  While the upper echelon theory has 

enjoyed “formidable impact and far reaching scope” (Carpenter et al., 2004:750), one of 

its central tenets, the association between observable, demographic variables of 

executives and organizational performance has had untenable, inconclusive, and even 

contradictory findings.  As noted by Carpenter et al., this may be in part, due to the 

“coarse nature of demographics” (2004:770), and these authors along with others, have 

suggested that demographic variables may not be reliable proxies for underlying 

managerial cognitive processes (Priem et al., 1999) suggesting they be utilized for 

inferential relationships rather than causal modeling.  

4.2 Sample 

The sample consists of all Fortune 500 firms with the exception of the financial and 

banking sector firms as well as utilities.  These were excluded from the sample as they 

may have government regulated compensation policies.  Data for all other fortune firms 

was drawn for the years 2001 through to 2005 inclusive. The restriction of the sample to 

large, fortune 500 firms was necessary as information on executive managers is often 

unavailable for smaller firms.  Also, in order to make firm level comparisons, relatively 

homogenous firms were required; however, these restrictions result in limited 

generalizability of the results.  
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4.3 Operationalization of Constructs 

4.3.1 Identification of the Top Management Team 

The top management team can be envisioned as those members of the firm who 

are responsible for formulating strategic responses and executing such responses to 

address the firm’s changing environment (Hambrick, 1995; Katzenbach, 1998).  

Members comprising of the top management team have been conceptualized in a variety 

of ways including those who are the CEO’s direct reports (Katzenbach, 1988), officers 

who are also board members (Finkelstein & Hambrick, 1996), and all officers above the 

vice president level (Michael & Hambrick, 1992).  Research investigating CEO and top 

executive compensation have typically defined the team to consist from three to seven 

people (Carpenter & Sanders, 2002) with a number of studies selecting five individuals or 

the four highest paid managers and the CEO (see for example,  Main et al., 1993; 

Henderson & Fredrickson, 2001; Carpenter & Sanders, 2002). As noted by Henderson 

and Fredrickson (2001), compensation information for the five highest paid individuals is 

a required reporting item on a firm’s proxy statement, and provides reliable compensation 

information. This research will follow a similar conceptualization, where the TMT is 

defined as the CEO and the four highest paid individuals from the firms.  

4.3.2 Independent Variables 

Quality of Governance Construct 

The Quality of governance is measured by four separate variables including CEO 

duality, the ratio of insider directors, the ratio of interlocking directors, and the 

percentage of stock held by blockholders.  Following existing governance literature 
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including Finkelstein and D’Aveni (1994), and Dalton and Kesner (1985) CEO duality is 

treated as a dichotomous variable where the firm is coded as 1 for having a CEO who has 

the dual role of Chairman of the Board.   Data on dual roles is obtained from Research 

Insight Execucomp database (Title).The ratio of insider directors is calculated as the 

number of directors employed full time by the firm (inside directors) divided by the total 

number of directors.  Data on the status of directors is obtained from Research Insight 

Execucomp database (PEXECDIR). Interlocking directors is defined as officers who 

serve on the board who either 1) also serve on the focal firm’s compensation committee; 

2) serve on the board of another company that has an executive officer serving on the 

focal firm’s compensation committee; 3) serve on the compensation committee of 

another company that has an executive officer serving on the board (or the compensation 

committee) of the focal firm.  The ratio of interlocking directors is calculated as the 

number of interlocking directors divided by the total board members.  The data for 

interlocking directors is obtained from Research Insight Execucomp database 

(INTERLOCK).  Blockholders are typically defined as firms or individuals who own 5% 

or more of the company’s stock (Dlugosz, Fahlenbrach, Gompers & Metrick, 2004) and 

the current research investigates outside blockholders only, or shareholders who are not 

officers of the firm who own 5% or more of the company’s stock. Data on blockholders 

is obtained from WRDS. 

Top Management Team Demography Construct 
 

A review of the literature investigating the effects of top management 

heterogeneity indicates four common variables studied: educational background, 
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functional background, age, and tenure.  Finkelstein and Hambrick (1996) have noted 

that these are the most widely used variables in TMT demographic research.   

Educational Background 

An individual’s educational background not only reflects their cognitive style and 

personality (Holland 1973) but it also shapes their ability to identify and interpret 

incoming stimuli, influencing their information processing capabilities.  As noted by Hitt 

and Tylor’s (1991), executives trained in engineering for example, may be expected to 

utilize different cognitive faculties leading to different strategic outcomes than those 

trained in liberal arts.  These authors in fact found, in their study that the educational 

specialization of executives affected their assessment of potential acquisition candidates.  

Similarly, Wiersema and Bantel (1992) argue that individuals specializing in scientific 

fields will behave differently than those trained in other fields with the former having a 

stronger affinity for innovative solutions.  Following other studies investigating executive 

demography (see for example Murray, 1989; Bantel, 1994; Bantel & Jackson 1989; 

Wiersema & Bantel, 1992), the variable for education background is measured as the 

major field of study for the highest degree earned.  

Functional Background 

In addition to education, an individual’s cognitive base also evolves from 

practical experiences and functional training (Cyert & March, 1963) shaping executive 

beliefs and values (Hambrick & Mason, 1984) as well as their attitude, knowledge, and 

perspectives (Gupta & Govindarajan, 1984).  Michel and Hambrick (1992) observe that 

an executive’s functional background affects his or her assessment of substantive 

strategic matter finding that top management teams with operations, marketing and sales, 
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and R&D backgrounds were more likely to select an interdependent diversification 

posture.  Hitt and colleagues have repeatedly found a relationship between functional 

experience and strategy performance (Hitt, Ireland, & Palia, 1982; Hitt, Ireland & Stader, 

1982; Hitt & Ireland, 1985). Similarly, Govindarajan (1989) found that executive 

functional background influenced their selection of strategies and their subsequent 

success, resulting in Bantel’s conclusion that “functional background is an important 

component of a manager’s knowledge structure” (1994:412). 

The measure for functional background has taken many forms in executive 

demographic literature.   For example, Keck and Tushman (1992) used job title to 

identify functional background while Chatopadhyay, Glick, Miller and Huber (1999) 

operationalized functional background by the number of years an executive had served in 

pre-defined functional area.  Knight et al. (1999) and Bantel and Jackson (1989) take a 

more subjective route by allowing the participants of their study to describe their own 

functional backgrounds.   The definition of functional backgrounds has been noted at 

times, to be a subjective allocation as executives may have expertise and experience in 

multiple functional areas (Hitt & Tyler, 1991).  Following Murray (1989) and Hitt and 

Tyler (1991), this study will define functional background as the area where the executive 

has most spent the most numbers of years spanning his or her career. Functional 

background will be identified by the following categories: accounting and finance, 

marketing or public relations, engineering, research and development, operations or 

production, legal, human resources, general business, and other.  

Age 
Age has been noted to have a relationship with our values and attitudes (Conger, 

1997) which in turn underpin our decision making principles (Rokeach, 1972). Empirical 
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studies have observed a significant relationship between age and individual values (see 

for example Aldar & Brief, 1975, Cherington, Condie, & England 1979) suggesting that 

values are acquired through a social learning process that is dependent on the number and 

significance of historical events and experiences of each individual.  Individuals sharing 

the same age cohort membership will be more likely to share similar experiences 

resulting in a shared language and interpretation of current events (Allen & Cohen 1969; 

Rhodes, 1983). 

Hambrick and Mason’s (1984) seminal paper noted the importance of age and 

proposed that younger managers are more likely to pursue novel, and perhaps riskier 

strategies while older managers would seek out strategies that promised consistent 

performance. Posner (1995) too has observed that an executive’s age can affect decision 

making as older executives will operate from experience and principles that are learned 

over time through important and significant events while younger executives may be 

better able to create from abstract ideas, leading to innovative but less proven solutions.  

Hence, it has been argued that a combination of age cohorts may be the most effective for 

strategic change as younger executives are most suited for formulating and implementing 

strategic decisions while older executives are best suited for ratifying and monitoring 

such decisions (McGinnis, Miles, Chu, & Campbell, 1999).  Hence age has consistently 

been recognized as an important demographic variable empirically contributing to the top 

management team’s demographic scale (Murray, 1989; Wiserma & Bantel 1992; Bantel 

1994; Goll, Sambharya, & Tucci 2001)  
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Tenure 
 
While different demography variables have been studied in varying degrees, 

organizational tenure has been noted to have the most sound theoretical footing (Pfeffer, 

1983) demonstrating a relationship with the team’s commitment to the status quo 

(Finkelstein & Hambrick, 1990), its occupational and educational diversity (Murray, 

1989) and its ability to realize strategic reorientations (Keck & Tushman, 1993). By 

definition, firm tenure indicates the length of time an executive has been with the 

organization and reflects how strongly he or she may be bound to, and moreover, 

responsible for the creation of, its experiences, values, and attitudes (Keck & Tushman 

1993). 

Longer tenured managers, by witnessing or directly participating in important 

organizational events will have developed similar interpretations of these events 

(Lawrence & Lorsch 1967) leading to a shared dialect and similar opinions (Katzenbach, 

1998; Wiserma & Bentel 1992).  Newly-inducted executives will be less socialized into 

the organizational norms, less familiar with the institution’s memory, resulting in 

differing values, perspectives, and attitudes (Miller, 1991).  Morrow and McElroy (1987) 

have argued that an individual’s tenure advances through three stages of commitment to 

organizational values, namely, engagement, advancement, and maintenance suggesting 

that longer tenured employees will be much more likely than short-tenured employees to 

support and protect existing attitudes practices. As noted by Keck and Tushman (1993), 

heterogeneity in team tenure suggests that members of the executive team have been 

promoted at different times serving to achieve a balance between the preservation of 

organizational values and attitudes and adapting to environmental pressure and changes. 

 110



Assessment of Top Management Team Heterogeneity 

Following Wiserma and Bantel (1992) and Murray (1989), the degree of 

heterogeneity for each of the continuous variables age and tenure will be conducted by 

using the coefficient of variation (standard deviation divided by the mean).  As noted in 

Allison’s review of inequality measures, the coefficient of variation is “the appropriate 

choice” (1978:873) for identifying unequal interval data such as age and tenure because it 

is scale invariant.  For the other two measures of education and functional background, 

the study uses Blau’s (1977) index which has been typically used to identify 

heterogeneity within categorical data (see for example Wiserma & Bantel 1992; Murray, 

1989) Blau's (1977) index is calculated as 1 - Σ(Pi)2, where i, is the proportion of the top 

management team members in the ith educational or functional background category.   

Data for the TMT demography constructs is obtained from various sources including 

Execucomp, Hoovers, S&P Net Advantage, company 10Ks, annual reports, and 

biographies posted on firm web sites.  On a few occasions, the companies were called or 

emailed for information.  

4.3.3 Dependent Variables 
 

Pay Disparity 

Executive compensation has been operationalized by including both the short 

term (salary, cash bonuses etc.) and the long term (stock, options, performance bonus, 

dividends etc.) components of executive pay.  Following previous CEO compensation 

and executive pay disparity studies (Siegel & Hambrick, 2005; Carpenter & Sanders, 

2002), this research will examine the total compensation by summing both the short term 
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and long term components, as combined, these values provide a much more accurate and 

complete reflection of the value of the compensation under investigation  (Lambert, 

Larker, & Weigelt, 1993).  The short term components will consist of the executive’s 

base salary and annual bonus (termed short-term-comp).  The long term components will 

consist of stock options, restricted stock, performance share awards, performance 

units/cash awards, and dividend equivalents (termed as long-term-comp).  The total-comp 

will consist of the sum of the two components.  

Pay disparity between the CEO and other members of the top management team 

has been typically conceptualized as the difference between the CEO’s pay and the 

average pay of the other members of the executive team (Henderson & Fredrickson, 

2001; Seigel & Hambrick, 2005).  The higher the difference between the two values, the 

greater the pay disparity between the CEO’s compensation and rest of the team.  The 

coefficient of variation has also been used as an important and sometimes second 

measure of inequality (Bloom 1999; Seigel & Hambrick 2005; Pfeffer & Langton, 1993) 

where the standard deviation of tem members’ compensation is divided by the mean 

compensation of the team.  This research will use both these measures to assess the level 

of pay disparity between the CEO and the executive team 

Top Management Team Turnover 

Since the study is interested in pay disparity’s effects on non-CEO executives, 

turnover was defined as the number of non-CEO executives who depart the firm for each 

of the three subsequent years following the determination of pay disparity.  Non-CEO 

executive turnover was calculated by investigating Execucomp data and assessing 
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whether each of the executive included in the study was on the firm’s payroll for period 

in question.    

Strategy Formulation  

Strategic issues emerge when the environment indicates a manifestation of change 

signaling trends, developments, or other unfolding phenomenon that must be addressed 

by the firm (Egglehoff, 1982).  Since strategy formulation requires wading through 

typically opaque and ambiguous issues, it has been argued that managers possessing the 

capacity to process large volumes of complex information are better armed to understand 

and respond to the continuous stream of environmental signals and convert them into 

meaningful insight leading to the formulation of novel and firm specific strategies 

(Mintzberg 1983; Dutton & Duncan 1987; Schwieger & Sandberg 1989).  

Managers often label strategic issues as opportunities or threats, representing their 

beliefs regarding the potential impact of such environmental changes (Edelman, 1977).  

While opportunities are generally viewed as positive, and potentially leading to gains, 

threats are often seen as uncontrollable which may lead to losses (Averill, 1873).  

Literature on managerial decision making notes that top high caliber management teams 

are able to process large volumes of information, and are better able to cope with the 

stress and anxiety of environmental changes and uncertainty.  Moreover, such high 

caliber teams put their stress and anxiety to productive use: “These teams impart a sense 

of mastery and control to decision makers since the executives feel they have surveyed 

and processed the needed information, leaving "no stone unturned"” (Thomas & 

McDaniel, 1990:291), thereby increasing proactive behavior and developing novel, firm-

specific strategies which directly address environmental changes.  
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In a similar vein, Finkelstein and Hambrick (1990) posit that top management 

teams with reduced information processing capacity are more likely to rely on past 

experiences, predictable patterns, and customary information sources which preclude the 

formulation of novel or firm-specific strategies (Katz, 1982).  Finkelstein and Hambrick 

argue that such organizations, due to their TMT’s “impoverished information processing” 

(1990:488) skills, become dependent on a narrow repertoire of responses to 

environmental change, initiate few novel strategies, and are more likely to confirm to 

industry standards and demonstrate strategic conformity with their industry.  These 

authors define strategic conformity as “the extent to which a strategy confirms to the 

central tendency of the entire industry” (1990:487) and measure this variable by 

comparing the firm’s specific strategic profile to its competitors within the industry.    

This research will utilize a similar methodology to measure a firm’s ability to 

formulate novel or firms-specific strategies in a similar way by comparing a firm’s 

strategic profile to the industry’s profile.  Finkelstein and Hambrick (1990) identified six 

strategic indicators to subsume strategic profile as follows: (1) advertising intensity 

(advertising / sales); (2) research and development intensity; (R&D/sales), (3) plant and 

equipment newness (net P&E/ gross P&E), (4) non-production overhead (SGA expenses / 

sales), (5) inventory levels (inventories / sales), and (6) financial leverage (debt / equity). 

The authors note that they selected these particular variables as they can be controlled by 

top management, they can impact firm performance, and while complementary, each 

variable concerns a distinct but important strategic dimension of the firm.  Also, the 

variables are relatively reliable and comparable across firms within an industry.   
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The steps used to calculate the profile difference between a firm and the 

industry’s strategic dimensions are as outlined by Finkelstein and Hambrick (1990): First, 

data was collected on each of the variables from Compustat and each strategic dimension 

is standardized by its relevant industry where the mean = 0, and standard deviation =1.  

Next, the absolute difference between the firm’s strategic dimension and the average 

score for the industry is calculated.  These differences are then summed to generate a 

total profile difference score.  

Strategy Consensus 

Consensus has been viewed as a level of shared perceptions (Dess, 1987), 

agreement (Dooly, Fryxell & Judge, 2000), or support for a particular decision (Amason, 

1996).  The basic premise is that consensus, by fostering coordination and cooperation 

from various functional components of the organization, enables the firm to move 

forward from investigating and discussing strategic issues to changing the firm’s strategic 

profile in order to effectively address those issues (Dess 1987; Kesner & Sabora, 1994). 

Dess’ (1987) study underscores that “clearly, the end result of the process of strategy 

formulation should lead to the development of appropriate structures and systems as well 

as allocation of (strategic) resources to ensure its successful implementation” (1987:265).   

Moreover, it has been argued that firms with highly capable, coordinated top 

management teams are able to regularly engage in comprehensive environmental 

scanning make quick decisions, and swiftly adopt their strategic profile to respond to the 

environment with celerity (Hambrick, 1995).   

Iaquinto and Frederickson find that consensus and agreement among the top 

management team is positively associated with firm performance and argue that since 
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“firms have a relatively modest margin of error, so the consequence of making good 

strategic decisions in a timely fashion can be profound” (1997:73).  Other authors have 

similarly argued for efficiency in decision making noting the importance of agreement 

and its role in facilitating the selection of an appropriate course of action (Bourgeois & 

Eisenhardt 1988; Mintzberg et al, 1976; Dean & Sharfman, 1996). Since strategic issues 

are particularly ambiguous, complex, and risky in nature, disagreement and “dissent 

(among members) may distract a strategic-making team from its task” (Dooly & Fryxell, 

1999:392) leading to interruptions or delays in the decision-making process.  Mintzberg 

et al., note that when there is conflict amongst powerful centers within an organization, 

“they are likely to confront the organization late in the selection phase” (1976:263) of the 

decision making cycle, leading to further delays, stops, and restarts.  This suggests that a 

lack of consensus may lead to strategic inertia causing firms to persist with their chosen 

strategic profile far longer than warranted by environmental conditions.  

Hence top management teams, through their ability to achieve consensus on 

important decisions, are able to stealthily adapt to their shifting, sometimes turbulent 

environmental conditions through company-wide integration and allocation of resources 

rather than “piecemeal initiatives” (Hambrick, 1995: 121) which exacerbate conditions of 

strategic persistence.  Finkelstein and Hambrick (1990) have explored in detail the 

importance of resource allocation and argue that strategic persistence is “the extent to 

which a firm’s strategy remains fixed over time” as reflected by its strategic profile or 

allocation of strategic resources.  The authors use six indicators to calculate a composite 

measure of a firm’s strategic profile: advertising intensity (advertising / sales) R&D 

intensity (R&D / sales),  newness of plant and equipment (net P&E / gross P&E), Sales, 
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General, and Administrative expense intensity (SGA / Sales), inventory levels (inventory 

/ sales), and financial leverage (debt / equity).   

As noted by the authors, the change in the levels of these indicators over time can 

demonstrate whether a firm is facing strategic inertia or is able to concur swiftly on 

decisions that adapt it to its changing environment.  The authors underscore that 

combined, these indicators represent controllable resources that significantly impact firm 

performance by addressing integral aspects of the firm such as its expense structure, its 

production time cycle, and its financial leverage.  Each dimension, while separate 

complements the others, and provides specific insight into the firm’s ability to change its 

strategic profile, and thereby the ability of its TMT to arrive at a consensus and act 

swiftly to adapt to its changing environment. 

As done in Finkelstein and Hambrick’s (1990) study, this research measures the 

change in a firm’s strategic profile by calculating the variance for each dimension over a 

period of five years, where t is the focal year, and the five years constitute t-1 to t+3.  The 

variance score for each dimension is standardized (mean = 0, standard deviation =1) by 

industry using data points from sample firms only.  The six standardized scores are 

summed to produce a composite score of strategic profile that reflects the firm’s ability to 

reach consensus regarding important decisions concerning strategic allocations.  

Strategy Implementation 

The strategy literature has noted that although the abilities to formulate a novel 

strategy and reach consensus are important, a firm’s subsequent ability to implement said 

strategy is critical.  Indeed, as noted by Smith and Kofron, “no chosen strategy – no 

matter how good – will influence performance unless it is put into action” (1996:146).  
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These authors observe that while it is difficult to discern whether the strategy 

implemented by a firm is the deliberate strategy, the emergent strategy, or the 

deliberately emergent strategy, it is through effective implementation that the realized 

strategy adds value to the firm.   

To measure whether a firm that is able to consistently execute its strategies 

through effective deployment of resources, Return on Assets (ROA) has been used by a 

preponderance of studies, establishing precedence for this measure (e.g., Finkelstein & 

Hambrick, 1990; Finkelstein & Boyd, 1998). Although other accounting-based measures 

such as return on equity or return on investment exit, they are similarly impacted by net 

income, leading to redundancy. ROA is measured as the firm’s net income divided by 

total assets.  
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CHAPTER V - RESULTS 

 

5.1 Final Sample 

Executive and firm level data was drawn for all Fortune 500 firms except 

regulated companies or those in the financial and utilities sectors.  Firms were included in 

the sample if Compustat data was available on a minimum of 4 of the 6 strategy variables 

required. As depicted by Table 1, the final sample consisted of 1,215 executives 

associated with 243 Fortune 500 firms over 7 sectors.  

Table 3 – Sample by Sector 
 
Sector Sector Description # of Firms % of Firms

15 Material/labor 21 8.64%
20 Industrials 43 17.70%
25 Consumer Discretionary 75 30.86%
30 Consumer Staples 41 16.87%
35 Health Care/liability 23 9.47%
45 Information Technology 39 16.05%
50 Telecommunication Services 1 0.41%

Total 243 100.00%  
 

5.2 Descriptive Statistics and Zero Order Correlations 

Table 2 summarizes the correlation matrices and descriptive statistics of all the 

major variables in the study.  The mean and standard deviation for pay disparity between 

the CEO and other top managers are $6.3 million and $10.2 million respectively.  In the 

current study, 76.3% of the firms had CEOs who also held the dual role of Chairman of 

the Board.  The average number of insider directors is 1.79 with a maximum of five and a 

minimum of zero.  The average number of interlocking directors is .04 with a maximum 
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of two and minimum of zero.  Of the current sample, blockholder information was 

available for 192 firms, and the mean and standard deviation of percentage of shares held 

by all blockholders was 20.75 and 16.30 respectively. 

5.3 Measurement Evaluation 

To investigate unidimensionality and structure of the three proposed latent 

constructs namely, quality governance, TMT heterogeneity, and strategic response, 

conceptual and empirical investigation was conducted.  While a few previous studies 

have conceptualized quality of governance as a single construct, the inclusion of multiple 

indicators in the model has been noted to better assist in understanding the effect of each 

independent variable on the dependent variable (Boyd, 1994).  For example, in separate 

studies investigating governance quality and compensation, both Westphal and Zajac 

(1995) and Boyd (1994) found that CEO duality and ratio of insiders had differing effects 

on CEO compensation.   

Table two provides the means, standard deviations, and correlation statistics for 

the main governance variables of the study. Empirical analysis of the current data did not 

support a unidimensional construct for the four separate variables (CEO duality, ratio of 

insiders, ratio of interlocking directors, and blockholders) as correlation diagnostics did 

not reveal any significant correlations. 

Internal consistency testing for unidimensionality of the governance construct 

resulted in a Chronbach’s Alpha of less than zero, suggesting no inter-relation among the 

variables.  Further supplementary testing using factor analysis resulted in two distinct 

factors and the two factor solution accounted for only 57% of the total variance in the 

four variables suggesting that the variables do not covary. Investigating for 

 120



multicollinearity among the four independent variables revealed variance inflations 

factors (VIF) that ranged from 1.02 to 1.04, lower than the recommended cutoff threshold 

of 5 (Hair, Anderson, Tatham, & Black, 1998).  Hence, an assertion that the findings are 

a result of multicollinearity cannot be supported. 

Previous studies within the cannons of top management literature have typically 

investigated education, function, tenure, and age, as separate domains of top management 

team composition. Hambrick and Mason’s (1984) seminal study which delineated the 

separate demographic domains noted the differing effects of each: “if subgroups based on 

age or organizational tenure can be considered, then subgroups based on functional, 

education, socioeconomic background and financial position should be 

considered…Indeed, for any variable that influences an individuals’ strategic choice, it 

can be said that the range of the group’s scores on that variable also influences strategic 

choice” (203:1984) 

Studies assessing TMT heterogeneity have fastidiously proffered separate hypothesis for 

each type of demographic trait suggesting that heterogeneity in each of the predictor 

categories do not conflate but have differing consequences on the dependent variable (see 

for example Carpenter, 2002; Carpenter & Frederickson, 2002; Hambrick, Cho, & Chen 

1996; Keck, 1997).  Since there is no underlying evidence of homogeneity, the 

demographic variables were treated independently. 

Testing for unidimensionality in the last construct, strategic response yielded 

similar outcomes. Internal consistency testing for the three variable construct (strategy 

formulation, strategy agility, and strategy implementation) resulted in a negative 

Chronbach’s Alpha suggesting that the variables are measuring different dimensions, 
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leading to negative inter-item correlations. Finally, multicollinearity diagnostics produced 

VIF values from 1.09 to 1.2, suggesting that the outcomes are independent of 

multicollinearity. 

 
Table 4 - Descriptive Statistics of the Main Variables 
 
Variables Means s.d. 1 2 3 4 5 6 7 8 9 10 11 12 13
1. Firm Size 62.172 111.270
2. Duality of CEO 0.763 0.426 -0.030
3. Ratio of Insider 
Directors 1.794 0.940 0.143* -0.080
4. Ratio of Interlocking 
Directors 0.041 0.219 -0.049 -0.042 0.000

5. Percent of Shares 
owned by Blockholders 15.210 14.376 -.189** -0.087 -0.063 0.108
6. Pay Disparity 3.581 0.483 0.081 0.237** 0.051 0.096 -0.289**
7.  Non-CEO executive 
Turnover 1.800 1.070 -0.014 0.020 -0.061 -0.052 -0.154* 0.179**
8. TMT Education 
Heterogeneity 0.448 0.214 0.056 0.072 -0.102 0.009 -0.045 0.06 -0.099
9. TMT Functional 
Heterogeneity 0.580 0.168 -0.138* 0.092 -0.057 0.058 0.068 -0.042 -0.148* 0.269**
10. TMT Tenure 
Heterogeneity 0.117 0.049 0.032 0.076 -0.183** 0.086 -0.002 0.049 0.035 0.003 -0.011
11.TMT Age 
Heterogeneity 0.716 0.382 -0.015 -0.065 0.169* 0.09 -0.091 0.013 0.022 -0.147* 0.035 0.106
12.Strategy Formulation 
Score 4.100 1.768 0.012 -0.062 0.119 0.036 -0.079 0.006 0.024 0.01 -0.083 0.021 -0.046
13.Strategy Consensus 
Score 3.004 3.189 0.372** -0.159 0.179 -0.056 -0.146 0.225* 0.243* 0.085 -0.181 0.018 0.022 0.291*
14.Strategy 
Implementation Score 1.258 30.884 0.044 0.011 0.003 0.002 -0.158* -0.161* -0.117 -0.026 0.071 -0.140* -0.099 -0.036 -0.289**

15.  CEO Compensation 10,564     14,676    0.068 0.129* 0.163* 0.092 -0.289** 0.685** 0.199** 0.002 -0.082 0.122 0.101 0.108 0.454** -0.481**

14

 
*Correlation is significant at the 0.05 level (2 tailed) 
**Correlation is significant at the 0.01 level (2 tailed) 
 
Table 5 – Compensation and Pay Disparity of CEO and non-CEO executives 
 

000's 
CEO 
Compensation 

Non-CEO 
Executive 
Compensation 

Pay 
Disparity 

N 243  243 243

Mean 
  

10,565  
 

4,212 
 

6,351 

Median 
  

6,257  
 

2,079 
 

3,795 

Minimum  -  
 

261 
 

(28,361)

Maximum 
  

124,477  
 

99,550 
 

93,088 

Range 
  

124,477  
 

99,289 
 

121,449 
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Table 6 – Turnover Statistics 
         

 All 
Firms 

CEO 
Turnover 
Year1 

CEO 
Turnover 
Year2 

CEO 
Turnover 
Year3 

Total 
CEO 
turnover 
Years1-
3 

Non-CEO 
Executive 
Turnover 
Year1 

Non-CEO 
Executive 
Turnover 
Year1 

Non-CEO 
Executive 
Turnover 
Year1 

Total Non-
CEO 
Executive 
Turnover 
Years1-3 

N 7 28 18 243 243 243 243 243
Sum 7 28 18 53 192 121 128 441
         
High Disparity Firms (above disparity mean)     

  

CEO 
Turnover 
Year1 

CEO 
Turnover 
Year2 

CEO 
Turnover 
Year3 

Total 
CEO 
turnover 
Years1-
3 

Non-CEO 
Executive 
Turnover 
Year1 

Non-CEO 
Executive 
Turnover 
Year1 

Non-CEO 
Executive 
Turnover 
Year1 

Total Non-
CEO 
Executive 
Turnover 
Years1-3 

N 5 18 10 121 121 121 121 121
Sum 5 18 10 33 113 64 59 236
         
Low Disparity Firms (at or below disparity mean)     

  

CEO 
Turnover 
Year1 

CEO 
Turnover 
Year2 

CEO 
Turnover 
Year3 

Total 
CEO 
turnover 
Years1-
3 

Non-CEO 
Executive 
Turnover 
Year1 

Non-CEO 
Executive 
Turnover 
Year1 

Non-CEO 
Executive 
Turnover 
Year1 

Total Non-
CEO 
Executive 
Turnover 
Years1-3 

N 2 10 8 115 115 115 115 115
Sum 2 10 8 20 74 50 67 191

 

5.4. Results of Hypothesis Testing 

5.4.1 Governance Quality and Pay Disparity (Hypothesis 1) 

Hypothesis 1 predicted a positive relationship between three independent 

governance variables and the pay disparity between a firm’s CEO and its top 

management team.  It also predicted a negative relationship between the percentage of 

shares held by blockholders and pay disparity.  The hypothesis was tested through 

hierarchical multiple regression which demonstrated general support.  

As demonstrated by the correlations on table 2, duality has a stronger positive 

relationship with pay disparity (β= .237, p<.01) than with CEO pay (β= .129, p<.05). The 

results  from the regression model (table 5) predicting pay disparity demonstrate that 
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duality (β= .279, p<.01) interlocking directors (β= .288, p<.05) and outside blockholders 

(β= -.008, p<.01) are significant predictors of pay disparity. , In total, the hypothesized 

governance regression model explained 13.2% of the variance in pay disparity. 

Table 7 – Regression Results for Governance Quality and Pay Disparity  

  
Hierarchical Regression Results for Pay 
Disparity    

Predictor β R2 Adj R2 ∆R2
F for 
∆R2 

Control: Firm Size 0.001 0.019 0.013     
            
CEO Duality 0.288** 0.080 0.069 0.061 11.306** 
            
Ratio of Insider Directors 0.049 0.090 0.074 0.009 1.755 
            
Ratio of Interlock Directors 0.28* 0.105 0.084 0.015 2.901†

            
Blockholders -0.008*** 0.157 0.132 0.052 10.330***

†p<.10; *p<.05; **p<.01; ***p<.001 

5.4.2 Pay Disparity and TMT turnover (Hypothesis 2) 

The second hypothesis predicted that pay disparity has a positive effect on the 

number of non CEO top managers  who depart from the firm.  The study investigated the 

1st, 2nd, and 3rd year following the year when the pay gap was determined.  As per table 8, 

the Spearman correlations demonstrate a positive and significant correlation between pay 

gap and turnover in the first and second years.  

Table 8 – Pay Disparity and Turnover 
Variables 1 2 3 4 
          
1.  Firm Size         
          
2.  Pay Disparity 0.081       
          
3.  Turnover 1st year  0.092 0.169**     
          
4.  Turnover 2nd year  -0.027 0.156* -0.065   
          
5.  Turnover 3rd year -0.085 -0.052 -0.226** -0.165* 

*p<.05; **p<.01 
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5.4.3 Pay Disparity’s Moderating Effects (Hypothesis 3) 

The third hypothesis predicted a positive relationship between a demographically 

heterogeneous top management team and its ability to respond strategically to the 

changes in its environment under conditions of low pay disparity and a negative 

relationship under conditions of high pay disparity. TMT heterogeneity was 

conceptualized by four separate and independent variables including educational 

background, functional background, tenure, and age.  Hierarchical regression analysis 

was conducted for each of the variables against three dependent strategy response 

domains of strategy formulation, strategy consensus, and strategy implementation.  

To test the hypothesis investigating whether pay disparity is a significant 

moderator of the relationship between a TMT’s educational heterogeneity and a firm’s 

ability to formulate novel strategies, moderated hierarchical regression was applied in 

three steps. In step 1, the control variable firm size was entered and in step 2, the main 

effects of the TMT’s educational heterogeneity and pay disparity were entered.  In step 3, 

the interaction term carried by the product of the two main variables was entered. 

Interaction effect is signified by the increment to R2 or change in variance explained due 

to the addition of product term in step 3 (Cohen et al., 2003; Jaccard & Turrisi, 2003). 

Similar hierarchical regressions were conducted for each of the remaining three 

TMT heterogeneity variables against the dependent strategy response variables.  Tables 

5-7 provide the results of the 12 hierarchical regression models. 
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Table 9 – Strategy Formulation Regression Results 
 
  Results for Hypothesis 3a Strategy Formulation 
    β R2 ∆R2 F for ∆R2 
Model 1           
Step 1 Control Variable: Firm Size -0.003 0.012 0.012 0.593 

Step 2 
Main Effect: Educational 
Heterogeneity -2.109 0.012 0.000 0.004 

  Main Effect: Pay Disparity -1.020 0.014 0.002 0.106 

Step 3 
Interactive Term: Educational 
Heterogeneity x Pay Disparity 0.557 0.015 0.001 0.036 

Model 2           
Step 1 Control Variable: Firm Size 0.00 0.001 0.001 0.060 

Step 2 
Main Effect: Functional 
Heterogeneity 11.098 0.015 0.014 0.963 

  Main Effect: Pay Disparity 2.058 0.015 0.000 0.007 

Step 3 
Interactive Term: Functional 
Heterogeneity x Pay Disparity -3.367 0.031 0.016 1.084 

Model 3           
Step 1 Control Variable: Firm Size 0.000 0.001 0.001 0.055 

Step 2 
Main Effect: Tenure 
Heterogeneity 0.064 0.002 0.001 0.056 

  Main Effect: Pay Disparity -0.018 0.002 0.000 0.000 

Step 3 
Interactive Term: Tenure 
Heterogeneity x Pay Disparity 0.018 0.002 0.000 0.000 

Model 4           
Step 1 Control Variable: Firm Size 0.000 0.000 0.000 0.024 

Step 2 Main Effect: Age Heterogeneity 
-

26.843 0.003 0.002 0.146 
  Main Effect: Pay Disparity -0.928 0.003 0.000 0.012 

Step 3 
Interactive Term: Age 
Heterogeneity x Pay Disparity 6.649 0.006 0.004 0.229 

* p<.05, **p< .01; ***p<.001 
 

The results revealed mixed findings. No support was found for hypothesis 3a as 

pay disparity did not influence the relationship between any of the heterogeneity 

variables and strategy formulation.  Hypothesis 3b was supported as pay disparity was 

found to moderate the relationship between TMT functional heterogeneity and strategy 

consensus.  The results revealed a positive relationship between top managers’ functional 

heterogeneity and their ability to come to consensus on the selected strategy under 
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conditions of low pay disparity, supporting the hypothesis that the relationship turns 

negative under conditions of high pay disparity (∆R2 = .043, p < .05). 

Table 10 – Strategy Consensus Regression Results 
 
 Results for Hypothesis 3b Strategy Consensus 

    β R2 ∆R2
F for 
∆R2 

Model 1           
Step 1 Control Variable: Firm Size 0.011 0.097 0.097 6.208** 

Step 2 
Main Effect: Educational 
Heterogeneity 20.114 0.101 0.004 0.280 

  Main Effect: Pay Disparity 3.231 0.109 0.007 0.468 

Step 3 
Interactive Term: Educational 
Heterogeneity x Pay Disparity -5.320 0.133 0.024 1.529 

Model 2           
Step 1 Control Variable: Firm Size .007** 0.194 0.194 18.791***

Step 2 
Main Effect: Functional 
Heterogeneity 30.398† 0.218 0.024 2.316 

  Main Effect: Pay Disparity 5.926* 0.233 0.015 1.520 

Step 3 
Interactive Term: Functional 
Heterogeneity x Pay Disparity 0-8.743* 0.276 0.043 4.496* 

Model 3           
Step 1 Control Variable: Firm Size 0.008*** 0.191 0.191 18.155***

Step 2 
Main Effect: Tenure 
Heterogeneity -11.202* 0.196 0.005 0.482 

  Main Effect: Pay Disparity -1.796 0.216 0.02 1.877 

Step 3 
Interactive Term: Tenure 
Heterogeneity x Pay Disparity 3.111* 0.262 0.046 4.652* 

Model 4           
Step 1 Control Variable: Firm Size 0.008*** 0.228 0.228 22.152***

Step 2 
Main Effect: Age 
Heterogeneity -15.18 0.229 0.001 0.103 

  Main Effect: Pay Disparity -0.360 0.231 0.002 0.143 

Step 3 
Interactive Term: Age 
Heterogeneity x Pay Disparity 4.685 0.231 0.001 0.084 

†p<.10;* p<.05; **p< .01; ***p<.001 
 

Pay disparity also emerged to moderate the relationship between TMT tenure 

heterogeneity and strategy consensus but in the opposite direction predicted.  In contrast 

to the relationship lucubrated, the results manifested a positive relationship between a 

tenure-heterogeneous TMT and its ability to concur on the selected strategy under 
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conditions of high pay disparity (∆R2 = .046, p < .05) and a negative relationship under 

conditions of low pay disparity. 

Table 11 – Strategy Implementation Regression Results 
 
  Results for Hypothesis 3c Strategy Implementation 

    β R2 ∆R2
F for 
∆R2 

Model 1           
Step 1 Control Variable: Firm Size 0.006 0.003 0.003 0.563

Step 2 
Main Effect: Educational 
Heterogeneity -20.837 0.005 0.002 0.423

  Main Effect: Pay Disparity 0.227 0.027 0.021 3.985

Step 3 
Interactive Term: Educational 
Heterogeneity x Pay Disparity 5.200 0.030 0.003 0.617

Model 2        
Step 1 Control Variable: Firm Size 0.023 0.002 0.006 0.401

Step 2 
Main Effect: Functional 
Heterogeneity -276.450*** 0.008 0.006 1.373

  Main Effect: Pay Disparity -58.340*** 0.035 0.027 6.332*

Step 3 
Interactive Term: Functional 
Heterogeneity x Pay Disparity 82.010*** 0.083 0.048 11.744**

Model 3        
Step 1 Control Variable: Firm Size 0.005 0.002 0.002 0.413

Step 2 
Main Effect: Tenure 
Heterogeneity 213.408*** 0.025 0.023 5.261*

  Main Effect: Pay Disparity 37.490*** 0.052 0.027 6.352*

Step 3 
Interactive Term: Tenure 
Heterogeneity x Pay Disparity -63.054*** 0.207 0.192 43.351***

Model 4        
Step 1 Control Variable: Firm Size 0.002 0.003 0.003 0.69
Step 2 Main Effect: Age Heterogeneity 149.974† 0.015 0.012 2.522
  Main Effect: Pay Disparity 7.278* 0.025 0.01 2.219

Step 3 
Interactive Term: Age 
Heterogeneity x Pay Disparity -46.014* 0.044 0.019 4.308*

†p<.10;* p<.05; **p< .01; ***p<.001 
 

The results showed firmer support for hypothesis 3c as pay disparity was found to 

be an important moderator of the relationship between TMT tenure heterogeneity as well 

as TMT age heterogeneity and the firm’s ability to implement strategy.  The model 

demonstrated that when predicting strategy implementation, the interaction effect is 
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significant for top management team tenure variance and pay disparity (∆R2 = .192, p < 

.01).   

Similarly, pay disparity was found to moderate the relationship between TMT age 

heterogeneity and strategy implementation.  (∆R2 = 019, p < .05). 

Figure 3 – Pay Disparity’s Interaction on Strategy Consensus and Functional 

Heterogeneity 

 

Figure 3
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Figure 4 – Pay Disparity’s Interaction on Strategy Consensus and Tenure Heterogeneity 
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Hypothesis 3c also received support for the relationship from functional 

heterogeneity but once again, in the opposite direction predicted.  The results revealed 

that a functionally diverse TMT has a positive relationship with the ability to implement 
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strategies under conditions of high pay disparity and a negative relationship under 

conditions of low pay disparity.  

Figures 3 and 4 illustrate the plot of the significant interaction (Aiken & West 

1991) effects between TMT functional and tenure heterogeneity and pay disparity when 

predicting a firm’s ability to come to consensus in changing strategies.  Figures 4 and 5 

depict the plot of significant interactions between TMT tenure and age heterogeneity 

respectively and pay disparity when predicting a firm’s ability to implement strategies.  

Figure 6 illustrates the moderated relationship between top managers’ functional variance 

and its ability to implement strategy. All graphs are plotted at the mean and one standard 

deviation above or below the mean (Cohen & Cohen, 1984).   

Figure 5 – Pay Disparity’s Interaction on Strategy Implementation and Tenure 

Heterogeneity 
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Figure 6 – Pay Disparity’s Interaction on Strategy Implementation and Age 

Heterogeneity 
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Figure 7 – Pay Disparity’s Interaction on Strategy Implementation and Functional 

Heterogeneity 

Figure 7
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5.4.4 Top Management Team Turnover and Strategic Response (Hypothesis 4) 

Hypothesis four predicted a negative relationship between the number of non-CEO TMT 

members departing the firm and its ability to respond strategically to changes in the 

environment.  The turnover measures necessarily lagged the pay disparity measures 

which were calculated at time t.  A longitudinal analysis comparing non-CEO executive 

turnover in three subsequent periods (t+1 to t+3) and outcome variables was conducted.  
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As depicted in Table 12, findings revealed turnover in t+2 (β= -.207, p<.01) and in t+3 

(β= -.142, p<.05) to negatively affect strategy implementation.  In addition, turnover in 

t+2 was positively related to strategy agility (β= 0.297, p<.01), contrary to the 

relationship hypothesized  

Table 12 – Turnover and Strategy Response 

Variables 1 2 3 4 5 6
1.  Turnover t+1 1           
2.  Turnover t+2 -0.065 1      
3.  Turnover t+3 -0.226** -0.165* 1     
4.  Strategy Consensus (Yrs 1-3) 0.152 0.297** -0.135 1   
5.  Strategy Implementation t+1 -0.078 -0.197** 0.005 -0.324** 1  
6.  Strategy Implementation t+2 -0.107 -0.207** -0.106 -0.099 0.563** 1
7.  Strategy Implementation t+3 -0.048 -0.066 -0.142* 0.023 0.259** 0.606**

*p<.05; **p<.01 
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CHAPTER VI - DISCUSSION 

 
Rising CEOs pay has become more than just fodder for loquacious business 

journalists.  With average CEO compensation levels for fortune 500 firms exceeding $15 

million in 2007, the reward system for the top executive is increasingly coming under 

scrutiny by shareholders and more recently, by law makers.   

CEO rewards stir bellicose discourse because for many organizations, the rise in 

pay is being enjoyed solely by the CEO, and thereby widening the pay gap between the 

helmsmen and the rest of the firms’ employees.  This study looks at the canvass of equity 

and the impact caused by differences in rewards and investigates both the antecedents 

and the consequences to the growing pay disparity prompted by rising CEO 

compensation.  The study’s focus is on the pay disparity experienced by those closest to 

the CEO, the members of the top management team.   

6.1 Antecedents of Pay Disparity – Quality of Governance 

The results of this study indicate that the quality of the board of directors assigned 

by the shareholders to provide governance and oversight to the firm plays an important 

role in determining the pay gap between the CEO and other top managers. The 

underpinning theory used to generate the hypothesis was predicated on the idea that 

boards who are autonomous of the CEO’s power and influence, having an unbiased 

ability to monitor and discipline, would be more likely to temper CEO compensation 
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structures (Finkelstein & D’aveni, 1994; Rechner & Dalton, 1991) and ensure that they 

are better aligned with company and industry norms. 

The study examined four separate governance variables and their relationship 

with pay disparity: CEO duality, ratio of insider directors, ratio of interlocking directors, 

and the percentage of shares held by outside blockholders.  Two important conclusions 

emerge from the results.  First, each of the governance variables has a differing effect on 

pay disparity indicating that the quality of governance is a multi-faceted construct 

consisting of truly independent variables that do not conflate. The second finding was 

that three of the four governance variables – CEO duality, ratio of interlocking directors 

and the percentage of shares held by outside blockholders have a significant association 

with the pay disparity between the CEO and non-CEO executives.    

6.1.1 CEO Duality 
 

Fama and Jensen (1983) as well as Jensen and Meckling (1976) have theorized 

the importance of separation between the management and the control of the decisions 

made by the firm, underscoring that merging these important roles may lead to self-

interested behavior.  Lambert et al., (1993) empirically demonstrate that CEOs with the 

dual privilege of chairing the board receive higher compensation.  In the current analysis, 

the average CEO who was also Chairman of the Board roles earned 62% ($4.4 million) 

more than the average CEO with non-dual roles.  However, average pay disparity for 

firms with dual role CEOs was more than twice the average pay disparity for non-dual 

CEO firms.  While it can be argued that the additional responsibility accompanying the 

Chairman of the Board role bears additional compensation, comparatively, the median 

compensation for other non-CEO executives also serving as the Chairman was $3.6 

 134



million. This suggests that CEOs are able to garner an additional 22% pay increase when 

contracting for the dual role compared to non-CEO executives, and thereby exacerbating 

the pay disparity between themselves and their TMT members. Hence an assertion can be 

made that there is a closer association between duality and pay disparity (β= .237, p<.01) 

when compared to duality and CEO compensation (β= .129, p<.05)  

Rechner and Dalton (1991) used a sample of random fortune 500 firms to 

demonstrate that companies where the CEO is also the chairman of the board have lower 

ROI, ROE and profit margins as compared to firms with independent boards.  The current 

study, also of fortune 500 firms, observes that as Chairmen of the board, CEOs will look 

after their own interests, and importantly, at the expense of those working closest to 

them.  This study demonstrates that swelling CEO compensations as a result of duality 

have far reaching implications that go beyond payroll expenses.  The power and prestige 

that arise from duality compel the CEO to increase his or her personal largesse, which 

may result in acute inequity within other top executives which may in turn have 

significantly higher costs that affect overall firm performance.  

6.1.2 Interlocking Directors 
 

Interlocking directorship occur when at least two directors serve together on the 

boards of two different firms. Research contends that such a quid pro quo relationship 

becomes a source for sympathetic directorship enabling the interlocking members to 

extract more lucrative compensation packages (Hallock, 1997; O’Reilly et al., 1988).  

The current findings were consistent with this research as the ratio of CEOs serving on 

interlocking boards significantly contributed to the variance in pay disparity.  In the 

current sample, the average pay gap for CEOs serving on interlocking boards was double 
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the average pay gap for CEOs without interlocking relationships.  While less than 5% of 

the firms in the current sample had CEOs with interlocking relationships, the effects 

resonated sufficiently for a relationship to be detected.   

This is an important finding as outside directors are often lauded as “professional 

referees” (Fama, 1980:293), who are better able to assess and situate executive 

compensation based on the firm’s complexity, scale, and diversification as compared to 

industry norms (Westphal 1998; Vifeas, 2003) and thereby better align the CEO’s 

compensation both internally and externally.  This study implies that interlocking 

relationships may extirpate the very integrity needed to achieve such an alignment as the 

implied reciprocity with the CEO diminishes the outside director’s ability to look beyond 

his or her own self-serving interests.   

6.1.3 Blockholders 

Consistent with existing literature, this study found a negative relationship 

between the percentage of shares held by outside blockholders and pay disparity.  In the 

current sample, the pay gap for firms that had 15% (mean outside blockholdings) or more 

of their shares held by outside blockholders was $4.3 Million compared to $7.5 Million 

for firms where fewer shares were held by blockholders. This suggests that blockholders 

not only protect shareholder interests but in so doing, they also protect the interests of 

other executives.  

Since previous literature has primarily focused on the impact of blockholders on 

CEO compensation (Gomez-Mejia, et al., 1987; Dyl, 1988)  and little research has 

focused on blockholders and pay disparity, these findings provide new insights to the 

literature.  The findings imply that because blockholders are motivated to temper CEO 
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compensation, in so doing, they also reduce the transgressions of inequity felt by the 

balance of the upper echelon executives who bear the shared responsibility of overall 

firm performance.  Hence, through their ability of leveling out the compensation playing 

field, blockholders can also impact the top management team’s collaborative process and 

thereby, firm performance.  

6.1.4 Insider Directors 

Interestingly, appointing insider directors on the board did not contribute to pay 

disparity between the CEO and non-CEO executives.  Since insiders are often selected by 

and subordinated to the CEO, previous research has argued that they would lack the 

independence necessary to objectively evaluate the CEO (Hermalin and Weisbach ,1987; 

Weisbach ,1998) and grant appropriate compensation.  This argument has been so well 

lucubrated that in 2002, President Bush signed into law the Sarbanes Oxley Act which 

among other provisions, restricts publicly listed companies from allowing insiders to 

serve on firms’ audit committees.    

However, the current study did not find a significant relationship between the 

ratio of insiders and pay disparity between the CEO and non-CEO executives.  

Investigating the power of board of directors and their impact on CEO compensation, 

Boyd had discovered a similar contrary finding.  The author had explained that “since 

salaries of the top management team are often closely linked to that of the CEO, the 

presence of insider directors may drive down CEO salaries simply to avoid the perception 

of impropriety or self-serving behavior.” (1994:342).    

The current research sheds some additional light on this subject by introducing the 

concept of relative CEO compensation and suggests that while insiders may grant higher 
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CEO rewards, their seat on the board helps them to militate against a significant gap 

between their own rewards and those awarded to the CEO.  It also suggests that the board 

can be a powerful mechanism for influencing the rewards of not only the CEO but also of 

other insider executives seated on the board.   

6.2 Consequences of Pay Disparity 

The preceding results chapter presented several interesting findings regarding the 

consequences of pay disparity between the CEO and non-CEO executives categorized in 

two broad areas: top management turnover and the firm’s strategic response. 

6.2.1 Top Management Turnover 

Research in equity has linked dissatisfaction arising from compensation to 

intentions to leave the firm (Cook & Hegtvedt, 1983; Kuvas, 2006; Loi, Hang-yue, & 

Foley, 2006; Mowday, 1983; Tekleab, Bartol, & Liu, 2005), and empirical analysis has 

shown actual pay disparity to affect turnover (Pfeffer & Davis-Blake,1992; Bloom & 

Michael, 2002).  The current research is consistent with previous studies, demonstrating 

that top executives will depart from the firm due to disparity between their own rewards 

and those of their CEO.    

In the current sample, firms experiencing one or more non-CEO executive 

departure had an average pay disparity of $7.5 million between the top management team 

and their CEO; comparatively, firms with no upper executives departing had a pay 

disparity of $4.3 million.  The analysis indicates that firms will be less likely to 

experience non-CEO executives from departing  when the pay gap between them and 

their CEO is below $5 million. 
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Moreover, the data displays a robust and enduring relationship between pay gap 

and turnover for the following year.  This suggests that under situations of extreme 

inequities, executives will continue to look for other opportunities, and if pay disparity is 

left unaddressed, they will eventually leave the firm. 

 To investigate the effects of inequity at an individual level, pay disparity was 

calculated for each non-CEO executive in the study. Table 13 presents the correlations 

between individual pay disparity and turnover. Results confirm that executives with 

larger differences in compensation from their CEOs were more likely to leave the firm. 

The results were robust for two years following the determination of the disparity. 

Table 13 – Individual Pay Disparity and Turnover 

Variables 1
1.  Individual Pay Disparity at time t 1
2.  Departure t+1 0.083**
3.  Departure t+2 0.128**
4.  Departure t+3 0.017

*p<.05, **p<.01 

Prior studies investigating compensation equity have argued that employees judge 

the fairness of their compensation by comparing their own input-rewards ratio to referent 

others which are generally chosen based on their similarity of attributes (Weich, 1966) 

and their higher social status (Goethals & Darley, 1977).  Equity theory asserts that when 

employees experience ratios that are dissimilar from their referent others, it causes 

feelings of injustice and inequity which results in tension and dissatisfaction (Adams, 

1965; Cowherd & Levine, 1992; Bloom, 1999).  In order to reduce the dissatisfaction, 

employees may reduce their inputs or efforts towards the organization, but ultimately, 

acute feelings of inequity may only be resolved by leaving the relationship (Cook & 

Hegtvedt,1983; Mowday, 1983;Tekleab, Takeuchi, & Taylor, 2005). 
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This study investigated the differences in pay between non-CEO executives and 

their CEOs and found a strong association between pay disparity and turnover.  The 

relationship between pay disparity and turnover was investigated through two separate 

levels of analyses.  First, pay disparity and turnover was considered at the firm level 

which analyzed the difference between the CEO’s compensation and the average 

compensation of the highest paid non-CEO executives, and the resulting turnover 

experienced by the firm.  The individual level of analysis compared the compensation 

between each non-CEO executive and their CEO and assessed whether the disparity led 

to the non-CEO executive’s turnover.  The findings from this study supported the 

relationship at both levels, and over time. 

The strong longitudinal association between pay disparity and turnover 

underscores the importance of relative pay, which at executive levels, may overwhelm 

absolute pay.  Hence, even though executives may be paid tens of millions of dollars, if 

the gap in rewards is significant from that of their CEO, the resulting inequity can cause 

sufficient dissatisfaction to eventually expunge the relationship.  In practical terms, this 

study also provides a better understanding of the latent and harboring effects of inequity 

as it demonstrates that even years later, the executive will depart due to the differences in 

rewards.  It also implies that once discovered, pay disparity can be a source of penumbral, 

yet persistent conflict, causing discord and adding additional layers of complexity and 

ambiguity to the already amorphous strategic issues facing the firm.  

6.2.2 Pay Disparity’s Moderating Effects  

The investigation of the moderating effects of pay disparity on the relationship 

between TMT demography and the firm’s strategic response was the cynosure of this 
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study.  Nine separate predictor variables and three outcome variables were analyzed 

across twelve different relationships.  This section discusses in order, findings from the 

supporting relationships, contradictory findings, and finally, non-findings. 

Pay disparity was proposed as an important moderator between the TMT’s 

demographic composition and their ability to strategically respond to the firm’s changing 

environment. The study investigated four separate demographic traits including top 

management team’s education, function, tenure, and age.  The hypotheses stated that 

heterogeneity in these traits would be positively related with three different strategic 

response outcome variables and that this relationship would turn negative under 

conditions of high pay disparity between the CEO and non-CEO executives. 

The study found support for three of the four demography variables in three 

demographic categories, the study found full support for the assertion that heterogeneous 

teams are better able to response to a firm’s changing environment – but only under 

conditions of equity.  To ensure that the findings were not being masked by a new 

incoming CEO, post hoc analysis included a control variable for CEO turnover, and there 

was no significant change in the findings.   

Functional heterogeneity and strategic response 

Pay disparity was found to moderate the relationship between a TMT’s functional 

heterogeneity and their ability to come to consensus to address the firm’s changing 

environment.  This study found that under conditions of low pay disparity, as the TMT 

becomes more functionally diverse, their consensus ability improves and they are able to 

respond more swiftly to market changes; however, under conditions of high pay disparity 

the same functional heterogeneity within the TMT becomes a liability, diminishing the 
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firm’s ability to respond.   This suggests that diversity in functional expertise can either 

be a source of competitive advantage, or a source of division and conflict if experienced 

jointly with feelings of inequity. 

Tenure heterogeneity and strategic response 

Similar support was also found for heterogeneity in TMT tenure but with the 

outcome of strategy implementation.  Top management teams who demonstrated high 

diversity in their years of service with the firm had a positive relationship with strategy 

implementation; however, this relationship turned negative under conditions of high pay 

disparity.   

The emerging conclusion is that when there is a mix of new managers and longer-

serving managers, the team is able to translate this diversity into effective implementation 

of its selected strategies.  Hence, even though some longer tenured members may be 

more inclined to favor the status quo (Finkelstein & Hambrick, 1996) and newly-arrived 

members may favor changes (Keck & Tushman, 1993), under egalitarian conditions, 

these differences have a positive impact on firm performance. However, if strong feelings 

of inequity exist, the differences in years served with the firm become an impediment and 

a source of conflict, negatively affecting strategy implementation.  

Age heterogeneity and strategic response 

Pay disparity also moderated the relationship between the last demographic 

variable, TMT age and strategy implementation.  The study supports the idea that when 

there is heterogeneity in the age of the executives, they are able to utilize their differences 

in life experiences to better implement firm strategies but only under conditions of 

equality.  In firms with higher pay disparity between the CEO and non-CEO executives, 
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the differences in age too becomes a source of conflict, impairing the team’s ability to 

implement strategy. 

Summary of supporting moderation effects of pay disparity 

West and Schwenk (1996) had lamented about the contradictory findings from 

demographic composition research suggesting that there may be other variables that are 

responsible for the large and causal gap between executive demographics and firm 

performance.  Priem, Lyon and Dess (1999) had rendered demographic composition 

inquiry fruitless as the results had been so consistently inconsistent.  The current study 

sheds some light on the contradictory results suggesting that pay disparity may be one 

such missing link between demographic composition research and firm performance.   

The inclusion of pay disparity provides a perspicacious view into TMT 

demographic composition research.  This study demonstrates that in egalitarian reward 

environments, the rich variety of interpretations yielded by a demographically 

heterogeneous team can enable a more comprehensive, and effective strategic response to 

the firm’s changing environment.  However, under conditions of pay disparity, these very 

same differences in demography can be detrimental to performance; they can serve to 

create obdurate viewpoints and add a further layer of complexity to the already 

ambiguous strategic issues facing the firm, and consequently, impede the firm’s response.  

From a practical viewpoint, these observations have several implications.  First, 

they suggest that with the business community becoming more global, and as individuals 

from different demographic backgrounds serve together, such heterogeneity can harvest 

positive outcomes – but only within an equitable environment.  If the firm has decided 

that its CEO is the nexus of authority and decision power, and his or her pay reflects this 
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philosophy, then, the firm may experience better performance with a less 

demographically heterogeneous team.  Second, the findings suggest that different 

demographic variables have differing consequences on the process of a firm’s strategic 

response.  The interaction of functional heterogeneity and pay disparity was shown to 

impact the consensus of a firm’s strategic response while, while the interaction of pay 

disparity with each tenure and age seem to predict strategy implementation.   

Contradictory findings to moderation hypotheses 

Not all relationships were found to be as hypothesized, and while pay disparity 

continued to moderate the relationship between demography variables and a firm’s 

strategic response, in two cases, the moderation was in the opposite direction predicted.  

First, pay disparity moderated between functional heterogeneity and strategy 

implementation – but in the obverse direction.  This is an interesting finding as it suggests 

that even though equitable environments enables a functionally diverse TMT to achieve 

consensus, the strategic collective agreement does not translate into effective 

implementation unless there is significant difference in pay between the CEO and non-

CEO executives.   

Contradictory findings also emerged on the effects of pay disparity on the 

relationship between TMT tenure heterogeneity and strategy consensus.  The study had 

predicted that when heterogeneity exists in time served between management members, 

their differences in experiences and idiosyncratic attachments to the status quo would 

result in the team being able to achieve quicker consensus in selecting their strategy to 

address environmental changes.  The results manifested that the positive relationship was 
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experienced when there was a presence of pay disparity and that under conditions of 

equality, the diversity in tenure impeded a swift response. 

In order to better understand these contradictory findings of the moderating 

relationships, we need a better understanding of the primary relationships hypothesized.  

First, it is interesting to note that strategy implementation and strategy consensus are 

significantly and negatively related (r=-.289, p = .007).  This suggests that not only are 

they testing different components of a firm’s strategic response, but that they seek 

opposite outcomes.  Hence, a reconceptualization of consensus may be necessary, as its 

association with firm ROA is negative.  Perhaps, instead of being able to swiftly come 

together and reach a collective perspective, consensus may indicate a firm’s reactive and 

haphazard response to its market changes.  Lacking in the consensus construct is the 

quality of the decision achieved. 

Due to the negative correlation between the two outcome variables, the 

moderating relationships manifest inconsistent results. For example, the moderating 

relationship concerning TMT tenure stated that heterogeneity in tenure would have a 

positive relationship with strategy response, and that is would turn negative under 

conditions of high pay disparity.  However, with the current data, tenure heterogeneity 

had a positive relationship with one component of strategy response – strategy consensus, 

and a negative relationship with another component of strategy response – strategy 

implementation.  Interestingly, pay disparity continues to moderate both of these 

relationships, changing the direction of the relationship.  Even though they are 

inconsistent with the direction hypothesized, these findings substantiate pay disparity to 

be a significant moderator.  
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 The contradictory findings regarding functional heterogeneity and strategy 

response (ROA) are more complex as this suggests a positive relationship between the 

diversity of the TMT’s functional background and their ability to implement strategy 

which turns negative in the presence of pay equality.  To better understand this 

phenomenon, figure 8 includes a third observation depicting the relationship with 

medium pay disparity.   

Figure 8 – Pay Disparity Interaction Effects on Strategy Implementation and Functional 

Variance 

 

Figure 8
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The above graph presents several interesting findings.  First, the graph suggests 

that even at lower levels of functional variance, the firm is better able to implement its 

strategies significantly better if pay gap is minimized.  However, as functional variance 

increases, medium pay gap and high gap environments catch up to low pay gap 

environments and then surpass them in their ability to implement strategies.  

One explanation is that pay disparity which symbolizes a high profile, and 

perhaps a highly capable CEO trumps functional diversity.  The findings could also imply 

that firms with more recent CEO changes, particularly of outside origin (Finkelstein & 

Hambrick, 1988), may have had to outbid the open market for their talents (Newman & 
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Mozes 1999) resulting in situations of extreme pay disparity.  However, it may be the 

newly-arrived CEO who is causing the implementation of new strategies rather than the 

entire team (Hambrick & Fukutomi, 1991).  Hence, the TMT may still feel 

disenfranchised but due to a newly-arrived CEO, the inequity is less of a barrier and the 

firm’s strategies are being implemented.  However, once the new CEO progresses in his 

or her tenure and becomes more entrenched in a selected or enduring theme (Hambrick & 

Fukutomi, 1991), the inequities felt may become more forceful leading to higher levels of 

team fragmentation and subsequently, lower firm performance.   

Finally, another possible explanation may be found in the firm’s scarcity of 

resources.  Firms may be masking equilibrium in executive rewards as one or more 

newly-joined members may be earning as much or even more than the CEO based on 

current market trends.  Hence, pay disparity between many of the members may continue 

to exist, but due to the pay of one newly-arrived executive acquired at market rates, the 

disparity may seem equalized.  

Non-Findings of moderation hypotheses 

The one demographic variable that did not encounter any findings was 

educational background.  Educational training has been noted to influence the type of 

cognitive faculties utilized affecting individual information processing capabilities 

(Bantel & Jackson, 1989).  One explanation for non-findings in the current sample may 

be the degree of similarity in the education of the upper echelon of fortune 500 firms.  

Over 70% of the executives in the current sample had a business background, and an 

even larger percentage acquired their education from top tier universities.  Thus it is 
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possible that the education data in the current sample did not have the variance required 

to detect a finding.  

6.3 Consequence of turnover on strategic response 

As reported in the previous chapter, the final set of relationships concerned the 

direct effects of top management team turnover on a firm’s strategic response.  Previous 

research has theoretically and empirically argued that ultimately, individuals feeling an 

acute sense inequity will simply leave the relationship.  The current research explored the 

effects of top managers leaving due to pay disparity on the firm’s strategic response and 

hypothesized that due to their cynosure and interdependent positions within the firm, top 

executives departing the firm would adversely affect its strategic response.  

6.3.1 Consequence of turnover on strategy implementation 

Turnover of non-CEO executives was found to have a negative effect on strategy 

implementation but the effects were lagged.  Pay disparity was calculated at time t, and 

the turnover in t+1 did not have any significant effect on strategy response.  However, the 

additional turnover in t+2 had a significant negative affect on strategy implementation on 

period t+2.  Similarly, the additional turnover in t+3 had a significant negative effect on 

strategy implementation on period t+3.  This suggests that the firm may be able to absorb 

the first set of turnover from non-CEO executives, but subsequent additional turnover is 

detrimental to the firm’s ability to implement its strategies.   

Table 14 – Turnover and Strategy Response 
 
Variables 1 2 3
1.  Pay Disparity 1     
2.  CEO Turnover (t+1) 0.01 1  
3.  Non-CEO exec turnover (t+1) 0.169** 0.161* 1
4.  Strategy Implementation (ROA t+1) -0.138* -0.141* -0.078

*p,.05; **p,.01 
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6.3.2 Consequences of turnover on strategic consensus 

Similar to the effects on strategy implementation, turnover was also proposed to 

have a negative effect on strategy consensus.  The findings however, were contradictory 

and showed that turnover improves a firm’s ability to swiftly change its strategies.  

Research investigating organizational adaptation has argued that executives can become 

trapped by their own prior success leading to a narrow repertoire of competencies that 

may no longer be appropriate for changing environments (Pfeffer & Salancik, 1987).  

Through new executives, an organization can become more open to new ideas and 

change can be more readily introduced (Finkelstein & Hambrick, 1996) enabling a better 

fit, particularly to turbulent environments (Virany et al, 1992).   

The results of this study demonstrate that turnover within the top management 

team does enable the firm to change its strategy recipe more swiftly as those firms with 

higher turnover were able to respond with come together and effect change in their 

strategies.  This provides important insight as it suggests that turnover can have both 

positive and negative effects on a firm’s strategic response.  Specifically, this study 

implies that non-CEO executive turnover may enable a firm to rapidly change its 

strategies but it may also hamper the firm’s ability to execute the new strategies.  
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CHAPTER VII – CONCLUSION, LIMITATIONS, AND IMPLICATIONS 

 
The effects of rising CEO compensation and the resulting pay disparity between 

the CEO and non-CEO executives is an important issue that has received scant attention 

in the literature (Carpenter & Sanders, 2002).  Research on executive compensation has 

typically focused on the CEO even though the pay structures of non-CEO executives 

have significant implications for firm performance (Siegel & Hambrick, 2005).  The 

current study endeavors to fill this gap by investigating the antecedents and consequences 

to pay disparity between the CEO and non-CEO executives. This concluding chapter 

summarizes the theory and the significant findings of the study; it also presents 

limitations and highlights implications for future strategy research related to top 

management teams. 

7.1 Conclusions 
 

This study examined an important byproduct of rising CEO compensation, 

namely the rising pay disparity between the CEO and non-CEO executives.  Prior 

research has assumed an isomorphic relationship between the rewards of the CEO and 

those of other members of the top management team. However, this study proposed the 

existence of divergent pay packages between CEO and other TMT members and 

hypothesized that the quality and independence of governance was an influencing factor 

on the degree of divergence between their rewards.  The study further hypothesized that 
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the pay disparity would lead to turnover amongst non-CEO executives which would 

subsequently affect the firm’s ability to strategically respond to its changing environment.  

Central to the study was the investigation of the top management’s ability to use 

their heterogeneous skills and talents to address the firm’s changing environment.  The 

present study took an equity and justice perspective and argued that pay disparity 

between the CEO and non-CEO executives would negatively affect the team’s ability to 

integrate their heterogeneous backgrounds to formulate, and implement with celerity, a 

novel strategic response.  The study posited that pay disparity, by leading to feelings of 

inequity, would cause sufficient discord and turmoil such that the team’s diversity of 

knowledge and experience would become a liability rather than an asset.  Specifically, 

the study posited that pay disparity would moderate the relationship between the TMT’s 

heterogeneous composition and the its ability to strategically respond to its changing 

environment, where the relationship would be positive under low pay disparity and 

negative under high pay disparity.  

Support was found for the hypothesized antecedents as well as the consequences 

of pay disparity.  As predicted, the quality of governance significantly influenced pay 

disparity between the CEO and non-CEO executives as firms characterized by 

independent boards, and those with a higher percentage of shares held by blockholders 

were more likely to temper the disparity in rewards between the CEO and non-CEO 

executives.  

The present study provided empirical evidence for pay disparity leading to non-

CEO executive turnover.  Importantly, the study enables us to conclude that top managers 

will continue to seek alternatives which address pay inequity as the association between 
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pay disparity and resulting turnover was robust for two years after the determination of 

disparity. The most salient findings concern the effects of pay disparity on the 

relationship between a TMT’s composition and its ability to formulate and implement 

novel strategies.  From the findings of the present study, we can conclude that pay 

disparity is an important moderator as it plays a significant role in determining whether a 

heterogeneous team is an asset or a liability to the firm and its performance.  

7.2 Limitations 
 

While this study indicates a promising area of research, it has several limitations.  

First, the study analyzes reward allocations without examining the guidelines or corporate 

policies that underpin them. Hence, bonus requirements, stock-option eligibility, and 

other long-term compensation criteria which might be salient to the investigation were 

not analyzed.  Field research which identifies, categorizes, and considers these policies 

would strengthen the current study.  

Second, the data utilizes pay allocation information on the firm’s CEO and its 

highest paid four executives, yielding a limited firm level data set.  While the overall data 

set is robust with 243 firms, expanding the data set at the firm level to include the full 

cadre of top management executives would provide for more robust testing of the 

theories presented. 

Third, the data does not examine contextual conditions such as industry or 

environmental magnanimity. For example, firms with an emphasis on product innovation 

may find pay disparity to be particularly harmful as compared to firms with an emphasis 

on stability and efficiency (Siegel and Hambrick, 1996).  
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Future studies can also consider the impact of global cultures on the acceptance or 

tolerance of pay disparity.  For example, it is possible that cultures with wider power 

distances may be more tolerant of pay disparity, making its effect less harmful. Future 

studies can also investigate other variables that may be associated with pay disparity 

amongst the top management group.  For example, would pay disparity lead to a greater 

propensity for riskier decisions such as increased acquisition or debt?  Does equality in 

the executive suite lead to higher levels of corporate social responsibility? 

Limitation of the Consensus Outcome Variable 
 
 The current study investigates three outcome variables that would be salient to the 

strategy decision process which firms employ: Strategy formulation, strategy consensus, 

and strategy implementation.  The underlying implication is a longitudinal process 

whereby successful firms are able to formulate several novel strategies, come to 

consensus on those strategies that best fit their environmental needs, and effectively 

implement them.   

The formulation variable is operationalized as the absolute difference in the 

allocation of strategic resources between the firm and its industry.  Consensus is 

operationalized as the absolute degree of change in the firm’s allocation of strategic 

resources over a five year period.  Effective implementation is operationalized as firm 

ROA.   Of these three variables, the operationalizaiton of the consensus variable may 

present a weakness in the study as the change in the allocation of strategic resources may 

very well have occurred without consensus.  The changes may have been driven by an 

autocratic CEO or without the consensus of every executive team member.  In fact, this 

study infers rather than measures consensus with the assumption that change in allocation 
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of strategic resources is a signal of consensus.  Such change in allocation may be more 

closely linked to the firm’s ability to execute rather than to achieve consensus. 

 However, as the current study explicates, consensus is an important variable 

within the context of the strategy decision-making process as it signifies a commitment to 

the strategic choice as well as to the overall firm.  Consensus and the underlying 

commitment which it signifies are salient to the overall equity landscape which this study 

investigates.  The testing for consensus nevertheless may only be available through first-

hand empirical data which may add considerable value of the current study. 

 An alternative considered was to replace consensus with strategic agility, or the 

efficiency with which a firm is able to change the allocation of its resources, as it may 

better fit the operationalizaiton.  A review of the material on strategic agility suggests a 

specific focus around manufacturing contexts, as firm agility was initially identified by 

researchers at the Iaccoca Institute of Lehigh University, in 1991 as they sought to 

describe the shifting global manufacturing environment. Subsequently, Nagel, Dove, 

Goldman, & Preiss, (1991) adopted the term in their 21st Century Manufacturing 

Enterprise Strategy Report. Agility has since been associated with a firm’s ability to 

quickly adapt to “continuous and unanticipated changes” (Kassarda & Rondinelli, 1998) 

tapping the firm’s “nimblessness to quickly assemble its technology, employees, and 

management via a sophisticated communication infrastructure in a deliberate, effective, 

and coordinated response to changing customer demands”. (Kassim & Zain, 2004).   As 

Yusuf, Sarhadi, and Gnasekaran note, “agility should not be equated just with the speed 

of doing things, for it goes beyond speed and it requires massive structural and 

infrastructural changes” (1999:36).   
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 The above implies that the operationalizaiton of agility should include not just 

how quickly a firm is able to respond to the changing environment but also it’s 

effectiveness.  Moreover, the demonstration of agility requires that the firm is able “to 

compete based on the basis of time compression” (Yusuf, et al., 1999: 38).  Hence, a 

future study may be able to test for agility by examining firm responses to a specific 

environmental change within a particular industry.   

7.3 Implications 
 

By examining both the antecedents and consequences to pay disparity between 

the CEO and non-CEO executives, the present study provides new insights and improves 

our understanding of relative pay allocations at the executive level.  It presents several 

academic and managerial implications. 

7.3.1  Implications for theory development 
 

A significant contribution of the study is that it draws attention to the existence of 

a harmful byproduct of rising CEO compensation – pay disparity in the top management 

team.  The evidence suggests that this byproduct has profound implications on top 

management teams, and in particular, upon the relationship between team composition 

and firm performance.  

The current study provides empirical evidence of the effects of pay disparity on 

top management team turnover and subsequently, firm performance. It identifies pay 

disparity as an important and pervasive motivator for top management succession, 

demonstrating the significance of relative pay, even at executive levels. 
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Importantly, the current study presents a significant opportunity within the filed of 

demographic and TMT composition research.  It implicates pay disparity as a powerful 

missing piece in the TMT composition puzzle which has been plagued by contradictory 

findings concerning TMT demographic criteria and firm performance. By identifying pay 

disparity as an important moderator, the current study breathes new life into this area of 

research as it elucidates how heterogeneity of skills, talent, and thought in the executive 

suite can simultaneously be an asset and a liability for firm performance.  

By investigating the antecedents of pay disparity, the present study extends 

governance research and corroborates that independent and higher quality governance 

impacts firm performance not only through tempering CEO compensation, but also by 

reducing its harmful and potentially costly byproduct, pay disparity.  

7.3.2 Implications for Managerial Practice 
 

The study poses several implications for managerial practice. First, it underscores 

the consequential impact of relative rewards.  Even though senior executives in this study 

earn well into the millions of dollars, if their rewards are relatively lower than those of 

the firm’s CEO, they will leave the firm.  Moreover, the executive will continue to 

attempt to address the inequity, for up to two years, suggesting that the harboring and 

destructive effects of inequity can seep into and permeate the areas of the executive’s 

domain and responsibility, ultimately effecting firm performance.  

The study also implies that if it takes an executive up to 24 months to find a 

suitable alternative employment opportunity, the firm has some time to react and address 

the inequity.  Hence, the study underscores the benefits of reviewing pay structures 
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between the CEO and his or her top executives and addressing egregious disparities in 

order to reduce firm turnover near the top. 

An important implication uncovered by this study is the interaction between pay 

disparity and top team composition.  The current study suggests that pay disparity is 

particularly harmful for a heterogeneously composed top team of managers; the harbored 

inequities cause the managers to focus on their differences, resulting in lower team 

tolerance, confidence, and ultimately, performance.  This is particularly salient in today’s 

climate of globalization where individuals from far flung locations and cultures unite and 

form teams to collectively foment a strategic response to the firm’s changing 

environment. The study therefore suggests that to the extent that the CEO’s reward are 

significantly higher than his closest executives, a homogenous team of executives may be 

better at mitigating the damaging effects of pay disparity, by bringing about a solidarity 

to offset the CEO’s authoritarian role.  To be sure, the study highlights that while 

diversity in thought as proxied by a demographically heterogeneous top management 

team may be considered an asset for formulating and implementing novel strategies, 

when combined with pay disparity, such a team may be more likely to become a liability 

to the firm.  
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