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The Dark Side of Executive Pay Gap.

A Study Based on Corporate Irregularities
WEI Fang, GENG Xiu-lin

(School of Business, Nanjing University , Nanjing, Jiangsu,210093 , China)
Abstract: The classic tournament theory lays the foundation for the study of the executive pay gap. It considers the vertical
pay gap of the top management team as an effective salary incentive mechanism,which can inspire executives to work more
diligently. Therefore, the design of vertical pay gap for top management team has long been regarded as an effective way to
deal with the principal-agent problem. Most of the empirical studies based on the tournament theory has supported the
positive incentive effect brought by the internal vertical pay gap,which confirms that it can motive the management to work
harder,improve firm’s performance and increase the firm’s value, etc. However, whether the vertical pay gap of the top
management team has a certain degree of reverse incentive effect on senior management has not been fully studied yet,
though it has gradually drawn the attention of some scholars. Despite the positive effects of vertical pay gap,we argue that it
can also elicit negative efforts of executives.

Previous studies have found that the absolute level of executive pay, executive compensation types, executive equity-
based incentives and other elements of incentive pay have a significant impact on security fraud. Unfortunately, the existing
studies pay little attention to the relationship between executive vertical pay gap and such organizational misbehaviors. At the
same time,behavior theories especially the theory of exploitation, organizational politics, distribution preference theory and
social comparative theory,have provide insight into negative effect of executive pay gap. A large number of studies based on
behavior theory points out that widening pay gap in top management team may cause some unintended consequences,such as
counterproductive work behaviors, uncooperative behaviors, high demission rate and unexpected top management turnover
etc. However, most of these studies are focusing on managerial behaviors of executives, rather than the organizational
behaviors. Different from the existing researches,this paper examines the negative influence of the executive pay gap based
on the tournament theory,hoping to provide a new insight into corporate irregularities.

Using the data of A-share listed companies from 2006 to 2015 ,this paper chooses the panel counting model and the panel
binary selection model to study the impact of executive pay gap on firms’ violation behaviors, thus reveals the possible negative
impact of the tournament incentive mechanism. The results show that there is a significant positive correlation between
executive pay gap and corporate irregularities. In other words,the widening pay gap not only encourages executives to work
harder, but also induces executives’ “negative efforts” , which stimulate executives to take more risks and finally lead to
corporate irregularities. Moreover, the further studies takes firms’ inside pressures and outside pressures into consideration. It
shows that the financial distress pressure and the industrial competition pressure play the role of moderators, which moderate
the relationship between the executive pay gap and firms’ violation behaviors. More specifically, the influence of tournament
incentives on corporate irregularities is weaker when the firms’ pressures are high. On account of this, the conclusion of this
paper provides meaningful complementary to the tournament theory and gives new insight about organizational misconduct.

Many scholars explain corporate irregularities based on fraud triangle theory or GONE theory, pointing out that
corporate irregularities are highly connected with manager’s characteristics, internal control level, external supervision level
and other corporate governance factors. However,these factors only help to explain the possibility of corporate irregularities,
but not enough to explain the in-depth reason why executives make illegal decisions. From this point of view, this article tries
to associate executive behavior with corporate behavior. The founding of this study suggests that large pay dispersion of top
management team will lead to executives’ negative efforts and risk-taking tendency, which is highly related with firms’
violation behaviors. So it provides practical implications for the design of compensation incentive system as well as the
prevention of corporate irregularities.
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