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Abstract 

 

The gap in compensation (‘pay gap’) between the chief executive officer (CEO) and 

other executives (VPs) in a firm’s top management team is often studied yet its overall effect 

on firm outcomes remains ambiguous. According to tournament theory, this pay gap creates 

motivation among the VPs to become the future CEO, leading to an extended effort and better 

firm performance. In contrast, equity theory posits that pay gap creates a perception of 

unfairness among the VPs, resulting in less effort and low firm performance. Empirical 

evidence on the association between pay gap and firm performance is also mixed and 

inconclusive. In this thesis, I conduct three studies to shed light on these theoretical and 

empirical debates concerning how pay gap impacts firm outcomes. 

The first study considers VPs’ gender composition and examines the impact of the pay 

gap on the firm’s financial performance in two scenarios: when VPs are gender homogenous 

and when not. In line with gender role theory, I argue that male and female VPs show different 

outlooks on the pay gap, and thus its effectiveness on firm performance in the above scenarios 

would be different. Consistent with this prediction, the results show that the pay gap is 

positively associated with a firm’s financial performance only when the VPs are gender 

homogenous. This finding implies that the ‘extended effort’ provision of tournament theory 

applies to specific settings only. 

The second study examines the association between the pay gap and firm operational 

efficiency. Given the evidence in prior research that the accounting- and marked-based 

performance proxies are affected by earnings management and forces beyond executives’ 

control, respectively, they may not fully capture the impact of the pay gap on VP behavior. 

Thus, I employ frontier-based operational efficiency, which largely avoids the limitations of 

accounting- and market-based performance measures. The result shows a negative association 



xii 
 

between pay gap and efficiency, supporting equity theory’s view that the pay gap is 

counterproductive. 

The third study separates the pay gap into explained (determined by economic factors) 

and unexplained (not determined by economic factors) components and examines their 

association with firm’s financial performance and operational efficiency. I predict that VPs 

perceive the explained pay gap as fair and equitable, resulting in better firm performance and 

greater efficiency. In contrast, I expect VPs to perceive the unexplained pay gap as unfair, 

leading to a counterproductive effect on performance and efficiency. My results support both 

predictions, suggesting that CEO’s and VPs’ compensation should be mainly based on 

economic attributes to achieve optimal financial and operational outcomes. 

Overall, findings in this thesis contribute to the extant literature and advance our 

understanding of how the pay gap impacts firm outcomes. The pay gap is an effective 

motivational mechanism for VPs when they are from a single-gender group and when 

economic factors determine the size of the gap. These findings have implications for those who 

design executive compensation and consider the pay gap in their decision-making.


