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SOCIAL INFLUENCE EFFECTS AND MANAGERIAL
COMPENSATION EVIDENCE FROM GERMANY

PEER C. FISS*
Marshall School of Business, University of Southern California, Los Angeles,
California, U.S.A.

I extend existing theories of social influence effects on executive compensation while at the same
time showing the context dependence of these effects. Using original data on German firms and a
longitudinal design, results of this study suggest that the operating of social influence mechanisms
depends on demographic and social similarity between CEOs and board chairs. The findings
reconcile previous mixed findings on the role of CEO human capital factors such as education
and tenure and furthermore show that board vigilance is conditional on board compensation
and the presence of major shareholders with an incentive to monitor board behavior. Finally,
the study contributes to compensation and corporate governance research by providing evidence
on how social influence effects operate outside the United States. Copyright  2006 John Wiley
& Sons, Ltd.

The topic of executive pay continues to capture
the imagination of academic researchers, as evi-
denced by a continuing stream of studies exam-
ining the determinants of CEO pay (e.g., Ander-
son and Bizjak, 2003; Barkema and Gomez-Mejia,
1998; Carpenter and Sanders, 2002; Conyon, Peck,
and Sadler, 2001; Elston and Goldberg, 2003; Tosi
et al., 2000). Yet, our knowledge of the mecha-
nisms affecting managerial pay remains far from
complete, leading to calls for more studies that
examine factors in addition to the economic and
agency frameworks that have informed much of
the prior research (Baker, Jensen, and Murphy,
1988; Barkema and Gomez-Mejia, 1998; Gomez-
Mejia, 1994; Jensen and Murphy, 1990). One
response to such calls has been the emergence
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of socio-political and social-psychological mod-
els that show how social influence and reciprocity
mechanisms operating between the CEO and the
board affect managerial compensation (e.g., Bel-
liveau, O’Reilly, and Wade, 1996; Finkelstein and
Hambrick 1989; Hambrick and Finkelstein 1995;
Westphal and Zajac, 1995, 1997). The current
study contributes in several ways to this growing
stream of research on the behavioral determinants
of managerial pay.

First, I expand previous work on social influence
processes by developing and testing new hypothe-
ses that show how demographic and role similarity
effects depend on the context in which they oper-
ate. In addition, I develop and test new arguments
about reciprocity between CEO and the board and
how these likewise affect the setting of compensa-
tion.

Second, empirical studies of managerial com-
pensation have almost exclusively focused on the
U.S. context and have used U.S. data, leading to
several calls for greater international diversity in
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research (e.g., Barkema and Gomez-Mejia, 1998;
Gomez-Mejia and Wiseman, 1997). The current
study responds to this call and presents, to my
knowledge, the first examination of social influ-
ence processes in management compensation out-
side the U.S. context. I use a new dataset of the
largest German firms, covering the period from
1990 to 2000. As such, the current study addresses
a growing need to broaden research on boards
and corporate governance to account for different
national institutions and contexts (e.g., Aguilera,
2005; Bird and Wiersema, 1996).

Third, my study makes several methodologi-
cal contributions. Most prior research on com-
pensation has employed cross-sectional data (cf.
Cordeiro and Veliyath, 2003). In contrast, this
study uses a longitudinal design with fixed firm
effects, allowing for stronger causal inferences and
more robust parameter estimates. By doing so, this
research addresses a methodological weakness that
has plagued compensation research more broadly
and social influence models in particular. Finally,
I compare different similarity measures and show
how the use of relative rather than absolute differ-
ence measures may help resolve previously con-
tradictory findings.

The results of my study also carry theoretical
implications for research on executive compen-
sation by considering how corporate control and
social influence processes may differ in the Ger-
man context due to the greater importance of fac-
tors such as the CEO–board relationship, formal
education, and ownership concentration. For exam-
ple, while current debate in the United States has
largely focused on the role of independent directors
to improve corporate governance, the considerably
greater variance in ownership stakes in the Ger-
man context allows this study to show that insider
knowledge, when coupled with oversight, may pro-
vide an important alternative mechanism to protect
shareholders.

SOCIAL INFLUENCE AND
MANAGERIAL COMPENSATION

Social influence theories emphasize that man-
agement may frequently attempt to influence
board members, involving a variety of interper-
sonal mechanisms ranging from anchoring and
persuasion to ingratiation and intimidation (e.g.,
Belliveau et al., 1996; Maitlis, 2004; Westphal,

1998). Such interpersonal influence attempts may
be particularly effective in determining CEO com-
pensation, a fundamentally ambiguous task (Liden
and Mitchell, 1988; March, 1984; Pfeffer, 1981;
Westphal, 1998). With a high CEO self-interest in
compensation and a considerable range of justifi-
able outcomes, it seems likely that social influence
effects play a significant role in the setting of com-
pensation levels.

To study such interpersonal influence effects, a
small number of previous studies have examined
how demographic and social similarity between
CEOs and directors affects compensation levels.
Generally, this research has assumed that simi-
larity will be associated with higher managerial
compensation, while dissimilarity will have the
opposite effect. For example, Westphal and Zajac
(1995) find that greater similarity between the
CEO and the board as measured by a composite
index of CEO/board similarity on age, insider sta-
tus, functional experience, and educational back-
ground results in both greater total compensation
and less contingent (at risk) compensation. Using
another composite measure combining similarity
in functional and educational backgrounds, age,
and insider status, Belliveau et al. (1996) like-
wise examined similarity’s effect on CEO pay but
failed to find a significant effect, suggesting that
more research is needed to understand the link
between CEO/board similarity and CEO compen-
sation.

One potential reason for these inconclusive find-
ings may be that the previous studies used mea-
sures of absolute similarity. Instead, it seems plau-
sible that it is the relative rather than absolute
levels of demographic variables that affect the
similarity–compensation link. As Belliveau et al.
(1996) show in related analyses of status simi-
larity, differences may not work in a symmetric
fashion, especially if they relate to ordinal char-
acteristics. For example, if status presents social
capital that the CEO can employ when bargain-
ing for greater compensation, then one would
expect positive status differentials for CEOs (i.e.,
having greater status relative to the board) to
result in greater compensation, not negative sta-
tus differentials. This implies that mere similar-
ity in status would likely not show a significant
effect, since equal levels of status would neutral-
ize each other and would likely not affect the
outcome. In this study, I therefore examine the
effect of relative differences vs. absolute levels of
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educational attainment and tenure, the two most
important and frequently examined human capi-
tal measures (Geletkanycz, Boyd, and Finkelstein,
2001; Hill and Phan, 1991; Hogan and McPheters,
1980).

I focus on differences between the CEO and
the chairperson as the most important actors for
the firm’s governance and also those who will be
leading the compensation review and who have the
greatest ability to affect decision making by using
their formal and informal authority positions to set
the agenda for meetings and to frame decisions
(Belliveau et al., 1996; Pfeffer, 1992). This rela-
tionship between the CEO and the board chair has
been identified as a linchpin of successful corpo-
rate governance (e.g. Cadbury, 1992; Demb and
Neubauer, 1992; Roberts and Stiles, 1999). While
overall board composition is clearly also relevant,
it is this pivotal relationship that tends to set the
tone, and the balance of power in this dyad is par-
ticularly important (Roberts and Stiles, 1999), a
point also illustrated by the classic statement that
‘the chair runs the board while the CEO runs the
company.’

Furthermore, there is reason to believe that
in Germany the relationship between the CEO
and board chair is particularly important. First,
the chairman’s position in the German system of
governance is further strengthened by its princi-
ple of co-determination. Under this principle, the
supervisory board of large German firms is usu-
ally made up in equal parts of shareholder and
employee representatives, and separate meetings
of both benches before important board decisions
are common practice. Because shareholder repre-
sentatives are frequently concerned that employee
representatives may disclose sensitive information
about the firm, they often seek informal rather
than formal contacts, a process that weakens the
position of the ordinary supervisory board member
and strengthens the position of the chair (Tüngler,
2000: 238). Furthermore, there is a strong influ-
ence of both the CEO and chair of the supervi-
sory board on the selection of new supervisory
board members (Tüngler, 2000: 241), which like-
wise strengthens the role of both positions (Wade
et al., 1990; Westphal and Zajac, 1995). For these
reasons, the characteristics of CEO and super-
visory board chair should be particularly rele-
vant for setting executive compensation in German
firms.

Relative demographic differences and the
importance of context

Prior research on executive characteristics has con-
nected educational level with an individual’s cog-
nitive ability and skill (Guthrie, Grimm, and Smith,
1991; Schroeder, Driver, and Streufert, 1967) and
leadership style (Pinder and Pinto, 1974), while
other studies have suggested that the level of edu-
cation affects strategic decision making (e.g., Ham-
brick and Mason, 1984; Wiersema and Bantel,
1992). Social identity theory (Tajfel and Turner,
1986) suggests that differences in educational lev-
els provide an important and salient basis for
self-identification (Tsui, Egan, and O’Reilly, 1992;
Westphal and Zajac, 1995). While educational
differences between the CEO and directors thus
present an influential factor in the compensation
setting process, such differences may be even more
important in the German context for two reasons.
First, the effect of educational differences between
German managers is likely to be enhanced by its
relation to social background. As shown by Hart-
mann and Kopp (2001), social background con-
tinues to be a significant factor in gaining a uni-
versity education in Germany, and higher educa-
tional attainment is considerably more often found
among those from an upper class background,
rather than among those from middle or work-
ing class backgrounds. If ‘society is comprised of
social categories which stand in power and sta-
tus relation to one another’ (Hogg and Abrams,
1988: 14), then higher educational level, especially
in Germany, will likely be an important source of
greater social status. Second, educational degrees
or other formal credentials are generally more
important to occupational status in Germany than
in the United States (e.g., Krymkowski, 1991), and
differences in educational status are thus likely to
have a stronger effect on managerial compensation
in the German context.

These arguments suggest that relative differ-
ences in education level between the CEO and
the supervisory board chair will likely affect the
process of setting managerial compensation. If the
CEO’s level of education is relatively high vis-à-
vis the board chair, the chair may be more likely
to defer to the CEO’s knowledge and status, lead-
ing to higher levels of compensation. Alternatively,
if the CEO’s education level is relatively low
as compared to the board chair, then the chair
may devalue the CEO’s ability and may be much
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less willing to defer to demands for higher pay.
These arguments suggest the following hypothesis
regarding differences in educational attainment:

Hypothesis 1: CEOs with higher levels of edu-
cation than their board chairs should command
relatively higher levels of compensation, while
CEOs with lower levels of education than their
board chairs should command relatively lower
levels of compensation.

Furthermore, this main effect of such demographic
differences is likely to be contingent on the con-
text in which it is set. Specifically, the effect of
CEO status on a particular demographic character-
istic will be greater in the presence of demographic
similarity on a related characteristic. For example,
differences in educational attainment will be par-
ticularly salient if both the CEO and board chair
share the same educational specialization but the
CEO has a more prestigious degree within that spe-
cialty. Educational specialization has been shown
to significantly influence strategic decision making
among executives, shaping perspectives and out-
looks (Hitt and Tyler, 1991; Wiersema and Bantel,
1992). Having the same educational specializa-
tion may therefore highlight similarities and create
‘language compatibility’ (March and Simon, 1958;
Tsui and O’Reilly, 1989). This similarity should
enhance the effect of educational attainment; dif-
ferences in educational level should be particularly
glaring if both CEO and chair of the board share
the same specialization. On the other hand, edu-
cational differences should be less consequential
if CEO and board chair come from quite different
backgrounds, since such domain differences make
comparisons more difficult. In sum, this suggests
the following hypothesis:

Hypothesis 2: Differences in education levels
between CEO and board chair will have a
stronger effect on managerial compensation if
board chair and CEO share the same educa-
tional specialization.

The above arguments thus present a refinement
of existing theory that has primarily focused on
main effects of demographic similarity. However,
note that this refinement relates to the interac-
tion between an ordinal characteristic A (such
as education, work experience, or rank) where
some categories are almost universally considered

higher than others, and a nominal characteristic
B (such as specialization, profession, or func-
tional background) that is sufficiently related so
that having B allows for a better appreciation of
A. This scope condition needs to be recognized
when applying the above argument to other con-
texts.

The second human capital measure examined
here relates to differences in tenure between CEO
and board chair. Previous research has advanced
a variety of reasons why top executives may
become more influential with tenure. Human cap-
ital theories point to the value of ‘on-the-job’
training and the acquisition of firm-specific exper-
tise (Hogan and McPheters, 1980), while socio-
political theories tend to highlight the tendency
of CEOs to increase their power by gaining
familiarity with the firm’s resources and control
systems (e.g., Hill and Phan 1991; Singh and
Harianto, 1989b; Zald, 1970) and by populating the
board with sympathetic appointees (e.g., Finkel-
stein and Hambrick, 1989; Fredrickson, Hambrick,
and Baumrin, 1988; Wade et al., 1990). Both argu-
ments, however, suggest the same outcome: longer
CEO tenure should result in higher compensa-
tion.

Yet, results have frequently failed to support
this link between CEO tenure and compensation
(e.g., Belliveau et al., 1996; Geletkanycz et al.,
2001; Hambrick and Finkelstein, 1995; O’Reilly,
Main, and Crystal, 1988). To further assess the
tenure–compensation link, I again utilize a relative
measure of CEO tenure. A number of studies on
the adoption of anti-takeover provisions (Singh and
Harianto, 1989a, 1989b; Sundaramurthy, 1996;
Wade et al., 1990) and executive selection and
succession (Westphal and Zajac, 1995; Zajac and
Westphal, 1996) have pointed to the effectiveness
of relative measures of CEO tenure vis-à-vis the
board, and it therefore seems appropriate to sug-
gest that a relative tenure measure may similarly
show a more robust effect on compensation lev-
els. If CEO tenure is comparatively long, then the
board chair may feel less expert and may be more
likely to defer to the CEO’s demands for higher
compensation (Singh and Harianto, 1989a; Wade
et al., 1990). On the other hand, if it is the board
chair’s tenure that is long relative to the CEO’s, the
chair should have accumulated considerable influ-
ence and expert knowledge to be less deferential in
compensation issues. This suggests the following
hypothesis:

Copyright  2006 John Wiley & Sons, Ltd. Strat. Mgmt. J., 27: 1013–1031 (2006)
DOI: 10.1002/smj



Social Influence Effects and Managerial Compensation 1017

Hypothesis 3: CEOs with greater tenure than
their board chair should command relatively
higher levels of managerial compensation, while
CEOs with shorter tenure than their board chair
should command relatively lower levels of man-
agerial compensation.

Role empathy

The previous discussion has examined similar-
ity along human capital measures. However, it
seems appropriate to expand similarity between
executives and the board to also include similar
experiences. Having occupied the same position
within an organization should strongly affect how
an individual evaluates performance in that posi-
tion. While the German corporate governance sys-
tem legally prohibits the CEO from also being
the chair of the supervisory board, retiring CEOs
in Germany frequently join the supervisory board
and often become their chairs (e.g., Prigge, 1998),
particularly if their tenure has been marked by pos-
itive firm performance. Having a former CEO and
thus a firm insider as the chair of the supervi-
sory board may significantly affect executive com-
pensation, as a former CEO may exhibit what
may be called role empathy —a form of simi-
larity attraction. Previous research in social psy-
chology has suggested that perspective taking is
likely to motivate empathy arousal (Batson et al.,
1997; Pettigrew, 1997). Having experienced the
demands of the CEO position and the problems
of dealing with the board, such chairs should be
more likely to empathize with the current CEO
and should therefore be willing to approve rela-
tively higher levels of managerial compensation.
Support for this argument also comes from a
study by Westphal and Zajac (1997), who point
to norms of mutual support between CEOs and
fellow CEO–directors. For example, their find-
ings indicate that top executives with sympathetic
CEO–directors on their boards enjoyed greater
protection from increased board independence and
contingent compensation. In sum, these arguments
suggest the following hypothesis about a main
effect between role empathy and compensation in
German firms:

Hypothesis 4: Having a former CEO as board
chair is positively related to managerial com-
pensation.

However, a chair’s experience with the CEO’s
position and the resulting role empathy may lose
their salience if the chair is under scrutiny from
powerful shareholders that have incentives to mon-
itor both the board and top management team. Pre-
vious research suggests that executive pay mech-
anisms will differ in the presence of major share-
holders that exert vigilance (e.g., Gomez-Mejia,
Tosi, and Hinkin, 1987; Hambrick and Finkelstein,
1995; O’Reilly et al., 1988). The effect of role
empathy should therefore be of greater relevance
in manager-controlled firms, while tighter scrutiny
by the owners should prevent an empathy bonus
in owner-controlled firms. Furthermore, this con-
tingent effect of ownership should be particularly
relevant in the German context, where firms tend
to exhibit considerably higher levels of ownership
concentration as compared to U.S. firms (e.g., La
Porta, Lopez-de-Silanes, and Shleifer, 1999). In
Germany, ownership control should therefore be
especially likely to moderate the main effect of
similar experiences between the CEO and chair,
suggesting the following hypothesis:

Hypothesis 5: The effect of having a former CEO
as board chair will be weaker for firms with
higher ownership concentrations.

Reciprocity

In addition to social influence effects based on
demographic and role similarities, managerial pay
may also be affected by norms of reciprocity relat-
ing to compensation itself. So far, only a few
studies have examined the relationship between
director and executive compensation. For example,
O’Reilly et al. (1988) argue that, given consid-
erable uncertainty about the appropriate levels of
executive remuneration, directors may anchor their
judgment by comparing the CEO’s salary to their
own. Directors that receive higher levels of com-
pensation at their home companies should there-
fore be more willing to approve higher levels of
executive compensation at a focal company. How-
ever, apart from comparison effects, there may be
a more direct link between director and executive
compensation. Specifically, theoretical arguments
about the norm of reciprocity (Gouldner, 1960;
Westphal, 1998) imply that by invoking this norm,
management may be able to extract greater pay
raises from boards that themselves have received
a pay raise. This line of thought is also supported
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by anecdotal evidence from the business press that
high levels of compensation create stronger ties
between executives and directors (e.g., Business-
Week, 1991: 94; New York Times, 1996: F1), sug-
gesting a positive relationship between director and
executive compensation (Boyd, 1994). Accord-
ingly, directors who themselves have received an
increase in their compensation may be more will-
ing to go along with a pay raise for management.

When testing this association between board
and management compensation, the cross-sectional
data used in most prior research lead to prob-
lems establishing causality (O’Reilly et al., 1988:
269). For example, high levels of compensation
for both board members and executives may be
driven by third factors, such as a generous com-
pensation policy for both directors and managers
in order to compete for talent in both labor mar-
kets. Thus, even with the inclusion of controls such
as firm size, the correlation between high levels of
director and executive compensation may in fact
be spurious in cross-sectional data. As a result,
O’Reilly et al. (1988) have called for different data
and additional testing regarding the relationship
between board and managerial compensation.

The current study thus extends prior research
on this relationship in two ways. First, I directly
test reciprocity arguments suggesting that increases
in board compensation will subsequently lead to
increases in executive compensation and provide
evidence about the applicability of such arguments
in a different institutional context. Second, I offer a
more rigorous test of this relationship by using lon-
gitudinal data that control for firm-specific effects,
thereby allowing much stronger conclusions about
the nature of the causal relationship. In sum, argu-
ments about social influence effects due to the
norm of reciprocity suggest the following hypoth-
esis:

Hypothesis 6: Increases in board compensation
will have a positive effect on managerial com-
pensation.

DATA AND METHODS

The current study uses a longitudinal research
design to examine changes in managerial com-
pensation from 1990 to 2000. The sample consists
of the 108 largest public German corporations as
measured by market capitalization and sales in

1990, accounting for over 80 percent of the total
capitalization of the German stock market in 1990
and representing firms from a variety of indus-
tries.

Financial and ownership data were obtained
from Worldscope, while data on educational back-
ground and age of CEO and Chair of the Super-
visory Board came from Leitende Männer und
Frauen der deutschen Wirtschaft, a directory of
German executives published by Hoppenstedt Ver-
lag, various years. This source was supplemented
by information from Bloomberg Professional,
Lexis-Nexis, ABI/Inform, and from the firms’
annual reports. Data on tenure were collected from
the annual reports and from various issues of
Major Companies of Europe, published by Gra-
ham and Trotman, an annual directory of European
companies that lists the CEO and Chair of the
Supervisory Board for German companies. Data
on managerial and board compensation were col-
lected from the firms’ annual reports.

Dependent variable

The dependent variable was the log of the average
compensation of top management team members,
measured in thousands of DM. German company
law does not require the reporting of individual
compensation packages or their components, and
individual-level data are unfortunately unavailable
(cf. Schwalbach, 2001; Schwalbach and Grasshoff,
1997). However, previous research has success-
fully used average TMT compensation for Ger-
man companies (e.g., Elston and Goldberg, 2003;
Schwalbach and Grasshoff, 1997), and there is
considerable reason to believe that average TMT
compensation is highly correlated with CEO com-
pensation and will be influenced by the relationship
between CEO and supervisory board chair. First,
the link between CEO compensation and the com-
pensation of other management team members is
much closer in the German context where com-
pensation differentials between management mem-
bers tend to be much smaller than in American
firms (Elston and Goldberg, 2003). Furthermore, as
mentioned previously, the CEO–board chair rela-
tionship is particularly important in the German
context due to co-determination and the central
role of CEO and board chair in the selection of
new board members, suggesting that this relation-
ship will figure prominently in the determination
of executive compensation.
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I also conducted additional analyses to examine
the link between CEO compensation and average
TMT compensation. While data on individual CEO
pay are not available for the time period I exam-
ine here, a number of the largest German publicly
traded corporations have recently begun to make
this information available. Of the 30 companies
that form the German DAX index, 11 companies
released information about individual CEO com-
pensation in 2004, while 21 companies did so
in 2005. These new compensation data were col-
lected and published by DSW, a leading German
investor association,1 thus allowing me to empiri-
cally examine the correlations between CEO com-
pensation and average TMT compensation.

I calculated the correlations between CEO com-
pensation and average TMT compensation in four
different samples. First, I used the full sample of
all DAX firms for 2003 and 2004 (N = 60). This
sample includes both firms that officially released
individual CEO compensation data and firms for
which DSW researchers calculated estimates. Sec-
ond, I only used the sub-sample of DAX firms
that officially released CEO compensation figures,
excluding the DSW estimates (N = 32). Third,
I only used the sub-sample of DAX firms that
were also part of my own sample of the largest
German firms from 1990 to 2000 (N = 44). And
finally, I only used those firms that both officially
released CEO compensation figures and that were
also included in my own sample of firms (N = 24).

The results suggest very high correlations
between CEO compensation and average TMT,
with Pearson’s correlation coefficients ranging
between 0.935 and 0.949 for the four samples. The
resulting R2 values are likewise very high, indi-
cating that average TMT compensation accounts
for between 87 and 90 percent of the variation in
CEO compensation. The correlations found here
are also much higher than that of 0.50 found by
Carpenter and Sanders (2004) for a sample of U.S.
multinational companies. These results of my sup-
plementary analysis thus strongly suggest that, at
least for German firms, average TMT pay and CEO
pay are so highly correlated that they may be con-
sidered essentially interchangeable measures of the
same construct.

1 The executive compensation reports and tables listing the
remuneration data used here can be found on the DSW website
at http://www.dsw-info.de/Surveys.266.0.html.

In sum, while more finely grained data would
clearly be preferable and will hopefully become
available in the future, both theoretical arguments
and empirical evidence suggest that TMT compen-
sation presents a useful proxy for CEO compen-
sation in the German context and is likely to be
influenced by the relationship between the CEO
and board chair.

Finally, the overall lower level of compensa-
tion disclosure in Germany may in fact increase
the importance of social influence effects and may
make it thus more likely to detect such effects.
Among German boards, there is less reliance
on professional advice or formalized rules for
setting executive compensation, leading a study
of German managerial compensation by Amrop
International to conclude that ‘supervisory boards
make their decisions about how much executives
will earn largely based on gut feeling’ (cited in
Manager Magazin, 1995: 223; my translation).
In such an environment, where secrecy allows
for greater room in negotiations, social influence
effects should be of much greater relevance than
in an environment where exact data for peer com-
panies are readily available.

Independent variables

Relative education level and tenure

Prior research on demographic similarities has
mostly used absolute difference scores (Tsui and
O’Reilly, 1989; Westphal and Zajac, 1997), which
are computed by squaring the differences between
the values for demographic variables and either
using the squared term itself of its square root.
Such absolute difference scores are symmetric in
that they ignore the direction of the differences. In
contrast, in this study I use a relative difference
score, calculated as the simple difference between
CEO education and board chair education, mea-
sured as five categories: (1) high school degree
(Abitur) or less; (2) vocational university degree;
(3) university degree equaling a master’s degree;
(4) doctoral degree; (5) professor or more than one
doctoral degree. The difference score takes on pos-
itive values if the CEO’s level of education is
higher than that of the board chair, and negative
values if it is lower than that of the board chair.
Equal levels of education cancel out, resulting in a
value of zero. Similarly, relative tenure was calcu-
lated as the simple difference between CEO tenure
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and board chair tenure, measured in years. Finally,
to contrast this relative with an absolute difference
measure, I also estimate models using absolute
(i.e., unsigned) difference scores.2

Same educational specialization

Specialization was assessed for the highest
obtained university degree. I categorize executives
into five educational specializations: arts, sciences,
engineering, business and economics, and law (cf.
Wiersema and Bantel, 1992). Presence of the same
educational specialization for CEO and board chair
was measured as a dummy variable.

Board chair is former CEO

This binary variable was coded as one if the
board chair had at any prior time served as the
firm’s CEO.

Ownership concentration

Prior research on U.S. firms has tended to divide
firms into externally and management-controlled
using a binary measure and a cutoff point of
5 percent (e.g., Hambrick and Finkelstein, 1995;
Werner, Tosi, and Gomez-Mejia, 2005). However,
the German context is marked by much higher lev-
els of ownership concentration, with shareholding
of 5 percent or more being the rule rather than the
exception. I therefore use a Herfindahl index as
a continuous measure of ownership concentration,
calculated by squaring the share each owner has of
the total ownership and summing those squares.

Board compensation

This is measured as the average compensation of
supervisory board members for each firm, reported

2 As an alternative to difference scores, some authors (e.g.,
Edwards, 1995) have argued for the use of polynomial regres-
sion. While this approach is appropriate when the goal is to
model complex congruence effects, the higher-order terms used
in polynomial regression are frequently difficult to interpret
(Edwards, 2001). To assess the need for a polynomial approach,
I estimated regression models using the form described by
Edwards and Parry (1993). However, the polynomial terms were
not significant, suggesting a nonlinear relationship was not an
issue, and a difference score was appropriate (cf. Ferrier, Smith,
and Grimm, 1999: 382). I therefore report results using dif-
ference scores since this allows for testing of the additional
interaction of interest and since such scores have been used
previously to assess the relationship between executives and the
board (e.g., Tsui and O’Reilly, 1989; Westphal and Zajac, 1997).

in thousands of DM. Supervisory board members
are compensated equally in Germany.

Control variables

There is substantial research showing that firm size
is a major determinant of executive pay (e.g., Cis-
cel and Carroll, 1980). There are several reasons
for this relationship, including greater demands on
CEOs, greater ability to pay, and greater pres-
tige. Since this relationship is well established, I
control for size using the log of sales.3 Follow-
ing previous research, I also control for perfor-
mance using return on equity (e.g., Belliveau et al.,
1996; Finkelstein and Hambrick, 1989). While
stock option plans were only introduced by Ger-
man companies during the middle of the observa-
tion period, the presence of such variable payment
components will likely influence total cash com-
pensation. I control for the presence of such plans
using a binary variable, since information about the
extent of stock incentive programs is not publicly
available for German firms.

Previous research has also argued that larger
boards tend to be stronger vs. management since
the CEO’s social influence will be diffused across
more targets and larger boards are more likely
to generate alternative coalitions that may chal-
lenge the CEO (Ocasio, 1994; Tanford and Pen-
rod, 1984). Other researchers have suggested that
larger boards may face collective actions problems,
making them are less effective in their monitoring
(Jensen, 1993; Yermack, 1996). I therefore con-
trol for board size using the number of members
of the supervisory board. In Germany, there is a
legally required number of board members that dif-
fers with the number of employees. German firms
usually have 6 board members if they have fewer
than 2000 employees, 12 board members if they
have between 2000 and 10,000 employees, 16 if
they have between 10,000 and 20,000 employees,
and 20 for firms with more than 20,000 employees.

Since both human capital and power may influ-
ence the outcome of compensation negotiations,
I also control for CEO and board chair educa-
tion level, tenure, age.4 When estimating models

3 Using an alternative measure such as market capitalization
leads to substantively identical results.
4 As a robustness check, I also estimated additional models that
included a series of dummy variable controls for the educational
specialization of CEO and board chair. However, the results
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using relative CEO education level and tenure,
the controls for board chair education level and
tenure are included as a linear combination in
the relative difference score, making an additional
control unnecessary. Furthermore, while research
on Anglo-Saxon companies has focused on the
role of CEO duality and outside directors in set-
ting compensation levels, this is not an issue in
the German context with a dual board structure,
where members of a firm’s management board are
legally prohibited from simultaneously serving on
the supervisory board. Finally, all models control
for time-specific effects using year dummy vari-
ables.

Analyses

With few exceptions, previous research on the
causal mechanisms affecting executive compen-
sation has been limited by relying on cross-
sectional findings (Cordeiro and Veliyath, 2003;
Schwalbach, 2001). In contrast, I use fixed-effects
pooled time-series regression analysis (Allison,
1994; Johnson, 1995) to test my hypotheses. The
model takes the following general form:

yit = β ′xit + αi + δt + εit ,

t = 1, . . . , T (i), i = 1, . . . , N

where β ′xit denotes the variables of interest in
firm i and year t , αi is the constant effect for
firm i, δt are year-specific effects, and εit is the
error term. The fixed effects model is statistically
equivalent to a change-score model and removes
all between-firm differences, leaving only within-
firm variation in executive compensation to be
explained by the independent variables. The coeffi-
cients are thus not biased by any observed or unob-
served unchanging firm differences, making the
fixed effects model more suitable than a random
effects model in situations where the observations
do not constitute a random sample of a popula-
tion (Hsiao, 1986; Petersen, 1993). For example,
if firms have certain (uncontrolled) permanent fea-
tures that influence executive compensation, such
as industry-specific differences in pay or consistent
increases in productivity over time, these effects
are eliminated from the analyses. All independent

remained substantively unchanged, although multicollinearity
problems resulted when the full set of dummies was included. I
therefore report models without these dummy variables.

and control variables in the models were lagged
by one year.

RESULTS

Descriptive statistics and zero-order correlations
among the variables are presented in Table 1.
For the complete observation period, executives
received on average about 830,000 DM in base
compensation per year, while supervisory board
members received an honorarium of about 48,000
DM per year. Table 2 presents the results of
the fixed-effects time-series regression models of
changes in executive compensation. Model 1 pre-
sents the baseline model with control variables
only. Regarding the controls, the model shows the
expected performance–pay link as evidenced by
the significant effect of ROE on compensation. In
line with prior findings, firm size is also a sig-
nificant predictor of executive pay. Interestingly,
supervisory board size is a significant predictor
of compensation in Models 9 and 10, with larger
boards approving higher levels of executive com-
pensation, even when controlling for firm size.
This finding offers support for the argument that
larger boards may in fact be weaker and less able to
properly monitor management (Jensen, 1993; Yer-
mack, 1996). Such weaker monitoring capability
is likely the result of collective action problems,
where larger boards find it harder to coordinate
their position vs. top management and resist CEO
pressure towards higher compensation.

Hypothesis 1 predicted that a positive differ-
ence in education levels between CEO and board
chair would increase compensation levels, while
a negative difference would decrease them. To
examine this hypothesis and whether relative rather
than absolute differences matter, I first enter an
absolute difference score in Model 2. This score
is not significant. However, the relative differ-
ence score entered in Models 3 and 4 as well
as the fully specified Model 10 shows the pre-
dicted effect that education level differences in
favor of the CEO lead to higher levels of execu-
tive compensation. Furthermore, the models offer
support for Hypothesis 2, which posited that the
effect of education level differences would be
stronger if both the CEO and board chair share
the same educational specialization. I display this
effect graphically in Figure 1, which demonstrates
that the effect of education level differences varies

Copyright  2006 John Wiley & Sons, Ltd. Strat. Mgmt. J., 27: 1013–1031 (2006)
DOI: 10.1002/smj



1022 P. C. Fiss

Ta
bl

e
1.

D
es

cr
ip

tiv
e

st
at

is
tic

s
an

d
Pe

ar
so

n
co

rr
el

at
io

n
co

ef
fic

ie
nt

sa

V
ar

ia
bl

e
M

ea
n

S.
D

.
1

2
3

4
5

6
7

8
9

10
11

12
13

14
15

16

1.
A

ve
ra

ge
T

M
T

co
m

pe
ns

at
io

n
(l

og
)

−0
.2

6
0.

61
2.

E
du

ca
tio

n
le

ve
l

di
ff

er
en

ce
0.

10
1.

61
0.

02
3.

Te
nu

re
di

ff
er

en
ce

0.
19

7.
31

−0
.1

0
−0

.0
4

4.
B

oa
rd

ch
ai

r
fo

rm
er

C
E

O
0.

11
0.

32
0.

10
−0

.0
6

−0
.1

1
5.

O
w

ne
rs

hi
p

co
nc

en
tr

at
io

n
0.

26
0.

25
−0

.3
5

−0
.0

8
0.

09
−0

.0
4

6.
B

oa
rd

co
m

pe
ns

at
io

n
(‘

00
0s

D
M

)
0.

05
0.

03
0.

46
0.

01
−0

.0
9

0.
23

−0
.2

9
7.

R
et

ur
n

on
eq

ui
ty

0.
01

0.
06

0.
09

0.
00

0.
01

0.
01

−0
.0

1
0.

03
8.

Sa
le

s
(l

og
)

8.
29

1.
30

0.
51

0.
09

−0
.1

7
0.

20
−0

.5
2

0.
46

0.
03

9.
B

oa
rd

si
ze

16
.7

5
3.

79
0.

29
0.

09
−0

.0
9

−0
.0

6
−0

.3
6

0.
06

0.
01

0.
52

10
.

St
oc

k
op

tio
n

pl
an

0.
02

0.
14

0.
14

−0
.0

2
0.

00
−0

.0
2

−0
.0

8
0.

10
0.

02
0.

13
0.

05
11

.
Sa

m
e

de
gr

ee
0.

17
0.

38
0.

05
0.

46
−0

.0
5

0.
02

−0
.0

6
−0

.0
7

−0
.0

2
0.

05
0.

10
−0

.0
2

12
.

C
E

O
ed

uc
at

io
n

le
ve

l
3.

10
1.

13
−0

.0
1

0.
62

0.
01

−0
.1

6
−0

.1
1

0.
06

0.
03

0.
06

0.
07

−0
.0

3
−0

.1
1

13
.

B
oa

rd
ch

ai
r

ed
uc

at
io

n
le

ve
l

3.
00

1.
27

−0
.0

3
−0

.7
2

0.
06

−0
.0

6
0.

00
0.

04
0.

02
−0

.0
6

−0
.0

5
0.

01
−0

.6
9

0.
10

14
.

C
E

O
te

nu
re

6.
14

6.
06

−0
.0

4
0.

00
0.

67
−0

.1
3

0.
07

0.
01

0.
00

−0
.2

0
−0

.2
1

−0
.0

2
0.

04
0.

02
0.

02
15

.
B

oa
rd

ch
ai

r
te

nu
re

5.
96

5.
55

0.
09

0.
05

−0
.5

9
0.

00
−0

.0
4

0.
12

−0
.0

1
0.

01
−0

.1
1

−0
.0

2
0.

10
0.

01
−0

.0
6

0.
21

16
.

C
E

O
ag

e
62

.0
8

6.
05

0.
24

0.
06

−0
.1

8
0.

19
−0

.2
1

0.
31

−0
.0

3
0.

32
0.

14
0.

04
0.

01
0.

05
−0

.0
4

0.
14

0.
38

17
.

B
oa

rd
ch

ai
r

ag
e

56
.6

7
5.

75
0.

05
0.

10
0.

27
−0

.0
1

−0
.0

7
0.

21
0.

03
0.

12
0.

12
−0

.0
3

0.
18

0.
01

−0
.1

2
0.

37
0.

05
0.

16

a
n

=
84

7.
C

or
re

la
tio

ns
eq

ua
l

to
or

gr
ea

te
r

th
an

0.
06

ar
e

si
gn

ifi
ca

nt
at

p
<

0.
05

.

Copyright  2006 John Wiley & Sons, Ltd. Strat. Mgmt. J., 27: 1013–1031 (2006)
DOI: 10.1002/smj



Social Influence Effects and Managerial Compensation 1023

Ta
bl

e
2.

Fi
xe

d-
ef

fe
ct

s
tim

e-
se

ri
es

re
gr

es
si

on
m

od
el

s
pr

ed
ic

tin
g

co
m

pe
ns

at
io

na

In
de

pe
nd

en
t

va
ri

ab
le

M
od

el
1

M
od

el
2

M
od

el
3

M
od

el
4

M
od

el
5

M
od

el
6

M
od

el
7

M
od

el
8

M
od

el
9

M
od

el
10

A
bs

ol
ut

e
ed

uc
at

io
n

le
ve

l
di

ff
er

en
ce

−0
.0

08
(0

.0
12

)
R

el
at

iv
e

ed
uc

at
io

n
le

ve
l

di
ff

er
en

ce
0.

02
5∗

0.
02

0
0.

02
5∗

(0
.0

14
)

(0
.0

14
)

(0
.0

14
)

R
el

at
iv

e
ed

uc
.

le
ve

l
di

ff
er

en
ce

×
sa

m
e

0.
05

9∗
0.

04
8∗

ed
uc

.
sp

ec
ia

liz
at

io
n

(0
.0

25
)

(0
.0

25
)

A
bs

ol
ut

e
te

nu
re

di
ff

er
en

ce
−0

.0
01

(0
.0

02
)

R
el

at
iv

e
te

nu
re

di
ff

er
en

ce
0.

00
7∗∗

0.
00

8∗∗
∗

(0
.0

02
)

(0
.0

02
)

B
oa

rd
ch

ai
r

fo
rm

er
C

E
O

−0
.0

60
0.

00
6

−0
.0

04
(0

.0
44

)
(0

.0
55

)
(0

.0
54

)
B

oa
rd

ch
ai

r
fo

rm
er

C
E

O
×

ow
ne

rs
hi

p
−0

.2
51

∗
−0

.2
48

∗

co
nc

en
tr

at
io

n
(0

.1
29

)
(0

.1
27

)
B

oa
rd

co
m

pe
ns

at
io

n
2.

65
3∗∗

∗
2.

72
3∗∗

∗

(0
.5

31
)

(0
.5

30
)

R
et

ur
n

on
eq

ui
ty

0.
48

7∗∗
∗

0.
48

6∗∗
∗

0.
48

7∗∗
∗

0.
48

5∗∗
∗

0.
45

9∗∗
∗

0.
48

7∗∗
∗

0.
48

7∗∗
∗

0.
48

8∗∗
∗

0.
49

3∗∗
∗

0.
49

3∗∗
∗

(0
.1

31
)

(0
.1

31
)

(0
.1

31
)

(0
.1

30
)

(0
.1

32
)

(0
.1

31
)

(0
.1

31
)

(0
.1

30
)

(0
.1

29
)

(0
.1

28
)

Sa
le

s
(l

og
)

0.
15

8∗∗
∗

0.
16

0∗∗
∗

0.
15

8∗∗
∗

0.
15

9∗∗
∗

0.
08

6∗∗
∗

0.
15

8∗∗
∗

0.
16

3∗∗
∗

0.
16

2∗∗
∗

0.
12

0∗∗
∗

0.
12

5∗∗
∗

(0
.0

35
)

(0
.0

35
)

(0
.0

35
)

(0
.0

35
)

(0
.0

32
)

(0
.0

35
)

(0
.0

35
)

(0
.0

35
)

(0
.0

35
)

(0
.0

35
)

Sa
m

e
ed

uc
at

io
na

l
sp

ec
ia

liz
at

io
n

0.
03

7
0.

03
6

0.
03

7
−0

.0
63

0.
04

7
0.

03
7

0.
04

1
0.

04
0

0.
02

3
−0

.0
55

(0
.0

42
)

(0
.0

42
)

(0
.0

42
)

(0
.0

60
)

(0
.0

43
)

(0
.0

42
)

(0
.0

42
)

(0
.0

42
)

(0
.0

42
)

(0
.0

60
)

O
w

ne
rs

hi
p

co
nc

en
tr

at
io

n
−0

.0
61

−0
.0

57
−0

.0
61

−0
.0

67
−0

.0
28

−0
.0

61
−0

.0
59

−0
.0

40
−0

.0
93

−0
.0

78
(0

.0
67

)
(0

.0
68

)
(0

.0
67

)
(0

.0
67

)
(0

.0
65

)
(0

.0
67

)
(0

.0
67

)
(0

.0
68

)
(0

.0
67

)
(0

.0
67

)
B

oa
rd

si
ze

0.
00

3
0.

00
3

0.
00

3
0.

00
4

0.
00

3
0.

00
3

0.
00

3
0.

00
4

0.
01

0∗
0.

01
2∗

(0
.0

05
)

(0
.0

05
)

(0
.0

05
)

(0
.0

05
)

(0
.0

05
)

(0
.0

05
)

(0
.0

05
)

(0
.0

05
)

(0
.0

05
)

(0
.0

05
)

(c
on

ti
nu

ed
ov

er
le

af
)

Copyright  2006 John Wiley & Sons, Ltd. Strat. Mgmt. J., 27: 1013–1031 (2006)
DOI: 10.1002/smj



1024 P. C. Fiss

Ta
bl

e
2.

(C
on

ti
nu

ed
)

In
de

pe
nd

en
t

va
ri

ab
le

M
od

el
1

M
od

el
2

M
od

el
3

M
od

el
4

M
od

el
5

M
od

el
6

M
od

el
7

M
od

el
8

M
od

el
9

M
od

el
10

St
oc

k
op

tio
n

pl
an

0.
10

5
0.

10
8

0.
10

5
0.

09
8

0.
12

8∗
0.

10
5

0.
10

0
0.

10
7

0.
09

6
0.

09
0

(0
.0

65
)

(0
.0

66
)

(0
.0

65
)

(0
.0

65
)

(0
.0

62
)

(0
.0

65
)

(0
.0

65
)

(0
.0

65
)

(0
.0

64
)

(0
.0

64
)

C
E

O
ed

uc
at

io
n

le
ve

l
0.

00
3

0.
00

1
−0

.0
23

−0
.0

30
0.

00
5

0.
00

3
0.

00
3

0.
00

4
0.

00
3

−0
.0

31
(0

.0
12

)
(0

.0
12

)
(0

.0
20

)
(0

.0
20

)
(0

.0
12

)
(0

.0
12

)
(0

.0
12

)
(0

.0
12

)
(0

.0
12

)
(0

.0
20

)
B

oa
rd

ch
ai

r
ed

uc
at

io
n

le
ve

l
−0

.0
25

−0
.0

29
−0

.0
18

−0
.0

25
−0

.0
22

−0
.0

24
−0

.0
31

∗

(0
.0

14
)

(0
.0

15
)

(0
.0

15
)

(0
.0

14
)

(0
.0

14
)

(0
.0

14
)

(0
.0

14
)

C
E

O
te

nu
re

0.
00

4∗
0.

00
4

0.
00

4∗
0.

00
5∗

0.
00

2
−0

.0
03

0.
00

4
0.

00
4

0.
00

5∗
−0

.0
04

(0
.0

02
)

(0
.0

02
)

(0
.0

02
)

(0
.0

02
)

(0
.0

02
)

(0
.0

03
)

(0
.0

02
)

(0
.0

02
)

(0
.0

02
)

(0
.0

03
)

B
oa

rd
ch

ai
r

te
nu

re
−0

.0
07

∗∗
−0

.0
07

∗∗
−0

.0
07

∗∗
−0

.0
07

∗∗
−0

.0
08

∗∗
−0

.0
08

∗∗
−0

.0
07

∗∗
−0

.0
07

∗∗

(0
.0

02
)

(0
.0

02
)

(0
.0

02
)

(0
.0

02
)

(0
.0

02
)

(0
.0

03
)

(0
.0

03
)

(0
.0

02
)

C
E

O
ag

e
0.

00
3

0.
00

3
0.

00
3

0.
00

2
0.

00
4

0.
00

3
0.

00
3

0.
00

3
0.

00
1

0.
00

1
(0

.0
02

)
(0

.0
02

)
(0

.0
02

)
(0

.0
02

)
(0

.0
02

)
(0

.0
02

)
(0

.0
02

)
(0

.0
02

)
(0

.0
02

)
(0

.0
02

)
B

oa
rd

ch
ai

r
ag

e
0.

00
5∗

0.
00

5∗
0.

00
5∗

0.
00

6∗
0.

00
7∗∗

0.
00

5∗
0.

00
6∗

0.
00

6∗
0.

00
4

0.
00

5∗

(0
.0

02
)

(0
.0

02
)

(0
.0

02
)

(0
.0

02
)

(0
.0

02
)

(0
.0

02
)

(0
.0

03
)

(0
.0

03
)

(0
.0

02
)

(0
.0

02
)

C
on

st
an

t
−1

.8
71

∗∗
∗

−1
.8

60
∗∗

∗
−1

.8
71

∗∗
∗

−1
.8

74
∗∗

∗
−1

.4
64

∗∗
∗

−1
.8

71
∗∗

∗
−1

.9
55

∗∗
∗

−1
.9

60
∗∗

∗
−1

.6
29

∗∗
∗

−1
.7

26
∗∗

∗

(0
.3

32
)

(0
.3

33
)

(0
.3

32
)

(0
.3

31
)

(0
.3

19
)

(0
.3

32
)

(0
.3

37
)

(0
.3

37
)

(0
.3

30
)

(0
.3

33
)

a
n

=
84

7;
∗
p

≤
0.

05
;

∗∗
p

≤
0.

01
;

∗∗
∗
p

≤
0.

00
1;

si
gn

ifi
ca

nc
e

te
st

s
ar

e
on

e-
ta

ile
d

fo
r

di
re

ct
io

na
l

hy
po

th
es

es
an

d
tw

o-
ta

ile
d

fo
r

co
nt

ro
l

va
ri

ab
le

s.

Copyright  2006 John Wiley & Sons, Ltd. Strat. Mgmt. J., 27: 1013–1031 (2006)
DOI: 10.1002/smj



Social Influence Effects and Managerial Compensation 1025

0

0.2

0.4

0.6

0.8

1

1.2

-4 -3 -2 -1 0 1 2 3 4

Education level difference

A
ve

ra
g

e 
T

M
T

co
m

p
en

sa
ti

o
n

 (
'0

00
 D

M
)

Different degree

Same degree

Figure 1. Interaction between education level differences and same degree

significantly depending on shared specialization. If
both CEO and board share received their degree in
the same field, then this amplifies the importance
of educational differences, making both favorable
and unfavorable comparisons much more salient in
the determination of CEO compensation.

Results in Table 2 also suggest strong sup-
port for tenure differences between the CEO and
board chair, as posited by Hypothesis 3. Again,
an absolute difference score is not significant, as
shown in Model 5. However, the relative differ-
ence score entered in Model 6 and the fully spec-
ified Model 10 does show the expected positive
effect for tenure differences in favor of the CEO.
These results thus offer support for the hypothe-
sis and also show the use of employing a relative
rather than absolute similarity/difference measure
for these variables.

Hypothesis 4 predicted that board chairs who
formerly served as the firm’s CEO would approve
relatively higher levels of CEO compensation. The
regression models do not offer support for an inde-
pendent main effect of having similar role experi-
ences. However, the models do offer support for a

conditional effect as stated in Hypothesis 5, which
posited that the effect of such similar experiences
would depend on the presence of powerful owners
with an incentive for monitoring board behavior.
The interaction between differences in board chair
expertise and ownership concentration is graph-
ically shown in Figure 2. In firms that may be
categorized as completely management-controlled
(without at least one large block holder), CEOs
receive about average levels of compensation. On
the other hand, in firms categorized as essen-
tially owner-controlled, CEOs receive significantly
lower levels of compensation. These findings sug-
gest that having a board chair who is a former
CEO may carry a significant penalty, depending
on context. Powerful block holders are apparently
able to use the board chair’s expertise as a former
CEO to critically evaluate the actions of the current
CEO and to support the board chair in negotia-
tions over compensation, making such board chairs
apparently much less likely to defer to demands for
greater TMT pay.

Finally, the models offer support for the
operation of reciprocity effects relating to board
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Figure 2. Interaction between ownership concentration and board chair experience

compensation. As predicted by Hypothesis 6,
the results of Models 9 and 10 show a
strong positive effect of board compensation on
executive pay, where an additional 10,000 DM of
average supervisory board compensation increases
managerial compensation by roughly 3 percent.

DISCUSSION

This study contributes to a growing body of
research on the behavioral determinants of exec-
utive compensation by showing the importance of
the CEO’s relative position vis-à-vis the board.
Specifically, my findings demonstrate significant
effects for relative rather than absolute CEO edu-
cation and tenure. While traditional human capi-
tal and resource dependence arguments hold that
CEOs are likely to be compensated for their human

capital because it benefits the firm, my findings
instead support a social influence perspective on
TMT pay, where difference rather than similar-
ity in human capital levels affects the relationship
between the CEO and the board, pointing to the
importance of relative rather than absolute stand-
ing (cf. Hambrick and Cannella, 1993).

The results of this study furthermore demon-
strate the importance of context for social influence
theories—it clearly matters in which context the
evaluation is made. In fact, the effect of compa-
rability can both benefit and hurt executives, as
shown for the relationship between education level
and specialization, where comparability increased
the effect of both positive and negative education
differentials. Likewise, the effect of similar expe-
rience between CEO and board chair depended
importantly on whether a powerful blockholder
was present, suggesting again that the operation
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of social influence mechanisms is best understood
as inherently contextual. These findings indicate
an increased focus on interaction in addition to
main effects when examining the role of social
influence and comparison mechanisms. However,
it also needs to be noted that while the context-
dependence argument for Hypothesis 2 presents
a refinement of existing theory, its scope may
be somewhat limited and care needs to be taken
when applying this argument to other settings. For
instance, the importance of education level for
executive status is likely to be particularly rele-
vant in the German context, where formal degrees
tend to be more important for executive status, and
the comparability of such degrees is thus likely to
show a stronger effect in general.

Regarding the relationship between the former
CEO and the successor, the current findings not
so much support a theory of role empathy or
friendship, but rather point to the importance of
insider knowledge and expertise at the helm of the
firm for properly evaluating CEO performance. In
the United States, the current discussion on the
role of directors has to a large extent focused
on the importance of independence, and insider
experience is usually seen as compromising. In
contrast, the current study suggests that insider
expertise may become a significant asset when
coupled with greater oversight by owners, an issue
that is likely to be particularly relevant in Ger-
many, where ownership concentration is consider-
ably higher on average than in the United States
and board chairs are frequently the former CEOs
of the firm. Specifically, such CEO–board chairs
are likely to have greater knowledge of the firm
and industry, allowing them to better control the
process of setting CEO compensation. As former
CEOs, such board chairs should understand the
true firm- and industry-level opportunities and con-
straints for the current CEO, allowing the chairs to
see through specious justifications for pay raises
or deterring unjustified demands in the first place.
However, whether this expertise of the board chair
is used to the benefit of shareholders appears to
depend strongly on the level of ownership concen-
tration. If concentration is low, then the experience
of such board chairs apparently does not affect
CEO compensation. However, if the level of own-
ership concentration is relatively high, as is often
the case in Germany, then it apparently assures that
the insider knowledge of the board chair is used in
the shareholder’s interest. The current study thus

suggests a contingent role of insider status that
differs depending on whether there is a power-
ful owner looking over the board chair’s shoulder.
At the same time, my findings also suggest that
in the absence of such owner oversight, there is
rather little benefit for German CEOs in having
their predecessor at the helm of the board.

The current study also offers evidence of reci-
procity effects regarding the setting of compen-
sation, with raises in board compensation subse-
quently leading to higher managerial compensa-
tion. While reciprocity effects have been shown
previously for other contexts (e.g., Westphal and
Zajac, 1997), my findings suggest that raises for
the supervisory board may present a subtle way
that executives can use to influence the board.
While the setting of board compensation may not
be under the direct control of management, as such
raises usually have to be approved by shareholders,
management can frequently facilitate such raises
and support them during annual shareholder meet-
ings, thereby creating conditions in which directors
will find it harder to resist managements’ own
requests for higher compensation.

An important goal of this study has been to
show differences in how social influence pro-
cesses in executive compensation may operate
outside the U.S. context. Responding to calls
for a greater international focus in compensation
research (e.g., Barkema and Gomez-Mejia, 1998;
Barkema, Geroski, and Schwalbach, 1997), my
research offers new evidence on how higher levels
of ownership concentration or different governance
structures such as laws prohibiting CEO duality
may affect social influence processes. By using
original data from a different context, I further-
more provide evidence on the operation of statis-
tical relationships previously explored in the U.S.
setting, such as the performance–pay link and the
relationship of board size and executive compen-
sation. My study thus also contributes to grow-
ing interest in compensation practices of German
firms (e.g., Kraft and Niederprum, 1999; Tuschke
and Sanders, 2003). Insights gained in this con-
text may also reflect back on findings from the
U.S. context. For example, while outside direc-
tors are currently suggested as the most effective
means for monitoring executives and safeguarding
shareholder interests, this study implies that there
may be benefits to having insider knowledge on the
board if it is possible to combine this knowledge
with efficient oversight from shareholders. While
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prior research on the role of ownership concen-
tration in U.S. firms has provided mixed evidence
(Elhagrasey, Harrison, and Buchholz, 1999), many
of these studies have used a relatively low cut-
off point of 5 percent ownership. However, truly
effective monitoring may in fact require larger
ownership stakes than this. Among German firms,
there is considerably greater variance in owner-
ship stakes, making it more likely to detect the
actually beneficial effect of combining an insider
board chair with shareholder monitoring.

Similarly, the detection of board effects seems
particularly likely in the German system of cor-
porate governance, which does not have an active
external market for corporate control. In such gov-
ernance systems, where the threat of takeovers
is reduced or largely absent, monitoring boards
tend to have greater disciplinatory power (Moer-
land, 1995). Accordingly, data from countries such
as Germany may be especially useful in studying
the role of boards in governance and may offer
new insights to an ongoing debate, suggesting for
example that increases in board size may lead
to collective action problems and weaker boards
rather than diffusing the social influence of exec-
utives, as previously assumed.

By using a longitudinal design, the current
study also presents a methodological advancement
over previous cross-sectional analyses, allowing
stronger causal inferences. The panel used here
is sufficiently long enough (10 years) to allow
for fairly robust parameter estimates. In contrast,
cross-sectional studies that rely on a single year of
data carry a much greater danger of failing to cor-
rectly estimate a relationship, or to even detect it
(Bowen and Wiersema, 1999; Rumelt, 1991). Fur-
thermore, by using a fixed-effects approach, the
current study addresses the important concern of
accounting for firm-specific, unchanging compo-
nents. In a cross-sectional analysis, the relation-
ship between director and executive compensa-
tion found here might perhaps also be explained
by unmeasured differences in compensation policy
across firms. However, the fixed-effects approach
used here allows us to rule out this alternative
explanation and significantly increases the gener-
alizability of the findings (Bowen and Wiersema,
1999).

Future research should continue to examine how
social influence mechanisms may operate in regard
to alternative compensation mechanisms, such as

the extent of stock option plans or executive priv-
ileges. While such data are currently not available
for the German business environment, they would
allow for a much more detailed analysis of possible
differences between fixed and variable compensa-
tion components, and how the presence of such
variable components may itself affect subsequent
evaluation processes by the board. Relatedly, this
study has focused on the relationship between CEO
and board chair. While this relationship is arguably
pivotal for the effectiveness of board governance
in general (Roberts and Stiles, 1999) and while
there is reason to believe that this relationship is
even more relevant in the German context, further
research should aim to expand our understand-
ing of how broader measures of context interact
with different compensation components. As new
sources of data for other members of the manage-
ment and supervisory board may become available
in the future, such research might also examine
whether the mechanisms observed here also apply
to smaller firms and expand the focus to other
national contexts.

The arguments developed here about the impor-
tance of relative standing may also be brought to
bear on other outcomes relevant to the CEO. An
active stream of research has examined the effect
of socio-political mechanisms in CEO–board rela-
tionships on the adoption of takeover defenses
(e.g., Buchholtz and Ribbens, 1994; Singh and
Harianto, 1989a), the selection of directors (e.g.,
Westphal and Zajac, 1995), and the choice of
CEO successors (e.g., Zajac and Westphal, 1996).
The current findings contribute to this stream of
research by suggesting additional social influence
mechanisms and moderators that might affect such
outcomes.

In conclusion, the current study points to the
importance of building theories that combine
agency theory with social influence mechanisms.
Previous research has shown the importance of cul-
tural differences for the operation of agency mech-
anisms (e.g., Aguilera 2005; Bird and Wiersema,
1996; Pennings, 1993). If agency mechanisms are
moderated by national context, then better knowl-
edge of the situations in which evaluations take
place would allow us to design more effective
incentive systems for both managers and directors,
confirming the assumption that approaches draw-
ing on several theories and disciplines offer the
greatest promise for future research on compensa-
tion.
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