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Cognitive neuroscience research has found that individuals from different cultures have different neural responses and emotional perceptions. Differences in executives’ perception of external pay gaps in different cultures can affect their work attitudes and behavior. In this study, we explore the direct relationship between executive compensation fairness and executive innovation motivation. We also investigate the moderating effects of Confucian culture and western culture between executive compensation fairness and executive innovation motivation. Data were collected from the Chinese listed firms from 2011 to 2019 and test the relationship using the fixed-effect panel regression models. The results demonstrate that executive compensation fairness positively influences the executive innovation motivation. This effect is more pronounced in Confucian culture regions, while Western culture weakens this effect. The findings of this study confirmed that executive compensation fairness, provide a cross-cultural comparison for compensation research, validate the findings of cultural neuroscience, and provide useful insights into the research of common prosperity. To improve the corporate compensation structure, it is necessary to consider the relative pay equity with firms in the same region and the influence of corporate culture.
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INTRODUCTION

China’s common prosperity, which proposes a vision toward a more equitable economic and social system, is currently a hot topic across the world. The increase in income inequality among corporate employees in recent years is mainly brought about by the pay disparity between different firms (Song et al., 2019). Therefore, in order to promote common prosperity, the trend is to reduce the pay disparity between firms and to pursue compensation fairness. For firms, it becomes a question of whether this will facilitate or hinder their development.

According to tournament theory, the pay disparity is seen as a tournament incentive (Lazear and Rosen, 1981). The external pay disparity for executives is then described as an incentive for industry tournaments or local tournaments. Many findings from empirical studies suggest that the pay gap has a motivating effect on executives (Coles et al., 2018; Huang et al., 2019; Ma et al., 2019). Some famous scholars demonstrate that prospective equity studies have argued that equity theory focuses on people’s psychological perceptions of income fairness. Therefore, a significant pay gap may trigger psychological perceptions of unfairness (Adams, 1963). Similarly, the scholars of social preference also emphasize people’s pursuit of fairness. These theories are probably sound, and maybe they ignored the heterogeneity of corporate cultural contexts.

Previous studies on cultural neuroscience suggest that different cultural backgrounds bring systematically different experiences to individuals. The neural response areas corresponding to the typical behavior with the cultural brand will be activated repeatedly (Kitayama and Uskul, 2011; Han et al., 2013). Prior studies showed that cultural background influences differences in human neural mechanisms such as attention (Lewis et al., 2008), self-representation (Chiao et al., 2010), and self-enhancement (Hampton and Varnum, 2018). People have different neural responses under various cultural contexts (Varnum and Hampton, 2017). From this perspective, we may offer possible explanations for the academic debate on the impact of the pay disparity on executive behavior. In a culture concerned with collectivism and fairness, corporate executive behavior is better explained by equity theory; while in a culture concerned with individualism and efficiency, corporate executive behavior is better explained by tournament theory. We amplify this cultural difference between firms into an East–West cultural difference for our research purposes.

Cultural differences between the United States and East Asia shape the different neural response ways of regulating emotions (Hampton et al., 2021). This leads to variability in the emotional experiences and responses of the two populations (Chin et al., 2021a). Confucianism is one of the most influential philosophies from ancient China, which laid the foundation for much of Chinese culture. It is concerned with inner virtue, morality, and values. In China, the idea of systemic equity is dominant due to Confucianism’s widespread and far-reaching influence (Ren, 2012). The importance of equity is emphasized in Confucius, Mencius, and Xunzi. From ancient times to the present, the Confucian concept of fairness has been deeply rooted in people’s hearts and minds, thus promoting fairness awareness. In other words, in a Confucian cultural context, people’s neural response areas to perceptions of fairness are activated more often. People thus generate relatively stronger neural response mechanisms. Referring to neural responses, innovation motivation is an essential representation of neural responses to corporate executives’ perceptions of compensation fairness (Mas, 2006; Torre et al., 2015). In the context of Western individualistic cultures, many empirical studies have demonstrated that the external pay disparity of corporate executives is positively related to their innovation motivation (Coles et al., 2018; Ma et al., 2019). It is necessary to verify the existence of opposed relationships in Eastern cultures.

Therefore, we gather data from the Chinese listed firms from 2008 to 2019 in this study. We merged financial data from China Stock Market and Accounting Research Database (CSMAR) and Confucian culture and R&D data from the Chinese Research Data Service Platform (CNRDS). We obtained 12-year unbalanced panel data with 14,296 observations. From the perspective of cognitive neuroscience, we explore what perceptions and responses will be generated by corporate executives’ perceived external pay gap on the innovation motivation using fixed-effect panel data regression models. The research conclusion has the following two aspects: First, it clarifies the mechanisms of the influence of compensation on executives’ innovation motivation and corporate innovation commitment. Thus, it enriches the study of incentive contracts and corporate innovation. Second, it explains the theoretical applicability of compensation fairness in different cultural contexts and provides a cross-cultural comparison for compensation fairness research. At the same time, the research findings also provide theoretical references and suggestions for firms to develop reasonable compensation systems.

The structure of this study is as follows: Second part explains the “Theory and Hypotheses.” The third part entails the details about the “Research Methods”. In the fourth part, the “Results” are described in detail. The fourth part explains the “Discussion,” including the “Theoretical and Practical Implications”. The last part is defining the “Limitations and Future Research Directions”.



THEORY AND HYPOTHESES


Executive Compensation Fairness and Executive Innovation Motivation

Psychologists have used event-related potential, magnetoencephalography, and functional magnetic resonance imaging (fMRI) to deeply examine the brain mechanisms of fair decision-making (Stallen and Sanfey, 2013; Declerck et al., 2014). The fMRI results find that regions related to reward information processing such as the ventral striatum, ventral medial prefrontal, and orbitofrontal cortex are activated (Chen et al., 2017). This result suggests that a fair distribution proposal can act as a reward to bring pleasure emotions to people. This finding supports the equity theory model of social preference theory: Individuals consider their total income and relative income to others in social decision-making. And the state of equity itself is a reward (Cheng et al., 2017). In contrast, when people are faced with an unfair distribution plan, activation of the forebrain insula shows disgust or anger (Tricomi et al., 2010). The results of cognitive neuroscience experiments support the equity theory.

People self-evaluate by comparing themselves with others without direct natural standards (Festinger, 1954). This leads to the perception of fairness (Ambrose et al., 1991). Employees’ job satisfaction in a firm is highly correlated with the equity of the treatment they receive. Compensation is financial gain that a worker in business makes to the organization for their mental or physical work. It is a monetary income in exchange for using one’s skills, experience, and abilities (Khan et al., 2021). In turn, compensation fairness is the most critical component of treatment equity (Dittrich et al., 1985). People will generate a psychological perception of expectations, triggering a series of negative behaviors (Adams, 1963). However, the social rewards from compensation fairness can sometimes outweigh the pleasure from purely material rewards (Ruff and Fehr, 2014). The compensation fairness of corporate executives can be divided into internal equity and external equity. External equity, the difference in compensation between executives and those in the same region, industry, or other related firms, has a more significant impact on executive satisfaction than internal compensation fairness (Scholl et al., 1987).

It is crucial for firms to pursue technological innovation to maintain their long-term competitive advantage continuously (Wang and Deng, 2021). Executives play a decisive role in strategic planning and directly influence corporate innovation (Holmstrom, 1989; Rong and Wang, 2021). Environmental factors impact work motivation (Yang and Wu, 2021), so a fair working environment raises the level of effort. A key factor affecting executives’ motivation is their perception of compensation fairness (Torre et al., 2015). Executives’ innovative motivation determines the firm’s creative activity intensity (Duan et al., 2021). In practical terms, executives’ perceptions of compensation fairness can motivate them to use their management talents (Scarpa et al., 2021). Then they will generate a stronger innovation motivation in the firm’s long-term interest. In comparison, perceptions of compensation unfairness will trigger negative emotions in executives and reduce incentives to innovate. In a Western cultural context, the tournament incentive effect of the pay gap may diminish these effects and motivate executives to innovate (Coles et al., 2018; Ma et al., 2019). Psychological studies have shown that Chinese people pay more attention and importance to distributive justice in Confucian cultural contexts than people in Western countries (Kim and Leung, 2007). In the context of a Confucian culture that values fairness, the motivation of Chinese executives to innovate can be swayed by compensation fairness. Therefore, we propose the following hypothesis:

Hypothesis 1: Executive compensation fairness positively impacts on executive innovation motivation in China.

In terms of direction, executives’ perceptions of compensation fairness can be further divided into upward comparisons (comparisons with those who are paid more) and downward comparisons (comparisons with those who are paid less). Among the three models of social preferences, the outcome-based difference aversion model assumes that people are consistently less satisfied with an unfair situation. Moreover, the loss of utility in disadvantaged unfairness is greater than in advantaged unfairness (Fehr and Schmidt, 1999; Tricomi et al., 2010). Since the achievement orientation of executives drives a preference for upward comparisons (Park and Westphal, 2013). Therefore, when an executive’s compensation is lower than the external reference point, perceptions of unfairness and jealousy will reduce executive motivation and increase executive negligence and other irresponsible behaviors (Mas, 2006). When executives are paid less than others, the negative pay gap triggers stronger negative emotional and behavioral responses and significantly impacts innovation motivation. Therefore, based on hypothesis 1, we propose the following hypothesis:

Hypothesis 2: Executive’s perceptions of compensation fairness strongly impact on executive innovation motivation when at a compensation disadvantage.



Moderating Effects of Cultural Contexts

People have different neural responses under various cultural contexts (Varnum and Hampton, 2017). Cultural differences lead people to make other decisions in their economic activities (Guiso et al., 2006). It is undeniable that Confucianism has profoundly influenced Chinese cognition and behavior (Tu, 2005; Chin et al., 2021b). As Confucius demonstrate that the chief of a state or a family need not care for scarcity but inequality, nor for poverty but security (Xu, 2012). Therefore, he believed that the distribution of social wealth should be reasonable and regulated in a balanced way so that people would have no grievances. Mencius and Xunzi then inherited and carried forward the Confucian idea of equalization. Dong Zhongshu, a famous Confucianist and politician in the Han Dynasty, elevated the idea of equity to the strategic level of harmonious social development and long-term national security, making the idea of equity a fundamental value of Confucianism. It can be seen that the Confucian concept of fairness has played an essential role in history and contributed to people’s fairness awareness. Since executive compensation fairness positively impacts innovation motivation in the context of Confucian culture, Both the incentive effect of compensation fairness on executives’ innovation motivation and the hindering effect of compensation unfairness are enhanced by Confucian cultural influence. So we propose the following hypothesis:

Hypothesis 3: Confucian culture context moderate between executive compensation fairness on executive innovation motivation.

However, the Western culture regards wealth and success as the result of individual effort. This determines their perception of compensation fairness (Alesina and Angeletos, 2005). In this context, the pay gap reflects unique talent and effort differences. It is less likely to raise perceptions of equity but more often seen as an incentive which is described as tournament incentives. From this understanding, Western scholars believe that tournament incentives can motivate people to work harder to pursue a better position (Kale et al., 2009) and both industry tournament incentives (Coles et al., 2018) and local tournament incentives (Ma et al., 2019) have similar facilitating effects. Yet, other studies suggest that executives may take improper means (Bebchuk et al., 2011; Haß et al., 2015). In general, the pay gap is perceived as a “goal to strive for” in the Western culture, and the psychological perception of unfairness is weaker. Therefore, compensation fairness has less impact on executives’ innovation motivation. To summarize, we propose the following hypothesis:

Hypothesis 4: Western cultural context moderate between executive compensation fairness on executive innovation motivation.

Based on the above literature and discussion, we proposed the below-mentioned research model of this study. Therefore, Figure 1 presents the conceptual model of this study.
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FIGURE 1. Conceptual model.





RESEARCH METHODS


Research Approach

A quantitative approach was taken in the research design in order to test the proposed research hypotheses. The quantitative data were collected from the Chinese listed firms from 2011 to 2019. We used this research approach because it is a popular method and relatively low cost as compared to other research methods.



Sampling and Data Collection

The target population of this study was the corporate executives such as directors, supervisors, and CEOs of Chinese listed firms. Corporate executives can more easily access the compensation of management of other listed firms and better understand their compensation fairness. Limited by data availability, China’s A-share listed firms from 2008 to 2019 are selected as the sample in this study. The firms’ basic information and financial data are sourced from China Stock Market and Accounting Research Database (CSMAR). The Confucian culture and R&D data are from the Chinese Research Data Service Platform (CNRDS). We merged these two data sources according to each record’s stock code and the accounting year. These records are phased out according to the following criteria: (1) Firms belonging to financial industries; (2) Special treatment stocks with abnormal operating conditions (ST Stocks); (3) Firms that have never applied for patents during this period; (4) Firms with missing severe data on critical variables. After processing, we obtained 12-year unbalanced panel data for 2,928 listed firms with 14,296 observations. To avoid the effect of extreme values, we winsorized all continuous-type variables at 1 and 99% quartiles.



Measures

Combined with the previous analysis, the basic regression model is constructed in this paper as follows:
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The dependent variable is executive innovation motivation. Patents and R&D are simultaneously used to measure innovation in the literature (Yu et al., 2021). According to the Upper Echelon Theory, corporate executives acquire and allocate resources according to the internal and external environment (Romer, 1986; Rasool et al., 2019). So the executives’ innovation motivation can be measured by the level of funds invested in innovation activities. The proxy is the ratio of R&D input to operating revenues (RDSpd), which is presented as a percentage.

The independent variable is compensation fairness (Cf). The primary measurement methods of compensation fairness are pay gap calculation, questionnaire survey, regression model residual, and relative quantile calculation methods. The questionnaire survey method is highly subjective (Tekleab et al., 2005). The pay gap method considers only numerical differences without focusing on other factors that trigger the differences. The regression model calculates the residuals by constructing a model of executive compensation decisions, but its validity is strongly influenced by choice of variables (Core et al., 1999). We choose the relative quantile method to express compensation fairness (Song et al., 2019). The difference between executive compensation and the highest local executive compensation to the firm performance (ROA) is calculated. The higher the value, the lower the compensation fairness.

∑Controls is the control variables. Firm-level financial characteristics can influence innovation input (Yu et al., 2021). So we control for total assets (Size), assets liabilities ratio (Lev), profitability (ROE), and growth potential (Growth) in the regression model. Corporate governance is the institutional basis for corporate innovation (Belloc, 2012). So we include the concentration of equity (Shr1), whether two positions are combined (Dual), the percentage of independent directors (InDir), and the number of board of directors (Dir) as control variables (Allen et al., 2015).




RESULTS AND ANALYSIS


Descriptive Statistics

The results of descriptive statistics for the main variables in this manuscript are shown in Table 1. The average proportion of innovation investment in the operating income of the sample firms is 4.47%. Executive compensation fairness values range from −7.43 to 2.46, reflecting a pay gap between local firms with a minimum ratio of 0.001 and a maximum ratio of 11.69 to the ROA gap. There is an unfair phenomenon in the executive compensation in the same region, and the maximum pay gap in executives is 38 times. The average shareholding of the first largest shareholder is about one-third, indicating a high concentration of equity. The board of directors consists of eight members on average. The average proportion of independent directors to the board of directors is about one-third, just the minimum standard set by the China Securities Regulatory Commission (CSRC).


TABLE 1. Descriptive statistical results.
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Regression Analysis


Regression Result

Following the Hausman test, a fixed-effects model was applied to the sample data regression, and the regression results are shown in Table 2. The Cf coefficient in column (1) is significantly negative, indicating that the lower the compensation fairness is, the less the corporate invests in innovation. That is to say, executives’ perception of compensation fairness is positively related to innovation motivation. This verifies hypothesis H1. In column (2), we select observations with Cf values greater than or equal to zero, i.e., the compensation disadvantaged sample group where the local pay gap is greater than the performance gap. The Cf value is significantly negative and becomes more prominent in absolute value. That is to say when executives perceive that their compensation is lower than the “deserved level,” the perception of unfairness will significantly reduce the innovation motivation, which supports H2. Correspondingly, column (3) is the strong side of the compensation sample. Although the Cf coefficient is insignificant, the executives do not increase their innovation motivation because their compensation is higher than the “deserved level.” This is a sense, confirms their preference for equity.


TABLE 2. Regression results.
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As for the control variables, firms with better performance in assets and liabilities, growth potential, and return on net assets have less R&D investment. In other words, such firms are relatively less motivated to innovate. Corporate governance-related control variables are generally not related to corporate innovation, probably because the overall level of corporate governance still needs to be improved.



The Influence of Confucian Culture

Based on existing studies, the influence of Confucian culture in a region is measured by the number of Confucian temples remaining in the region where the firms is located. Accordingly, all country regions are divided into three groups according to Confucian cultural influence. The group regression results are shown in Table 3. Columns (1–3) examine the entire sample of firms, and columns (4–6) test the sample group of compensation disadvantaged parties. The coefficient of Cf in the last three columns is significantly negative and significantly more prominent in absolute value than the first three columns. This indicates that the effect of compensation fairness on innovation motivation and the perceived impact of unfairness is more significant on the compensation disadvantaged side. Hypotheses H1 and H2 conclusions are robust. Comparing the firm samples from high, medium, and low Confucian influence regions, it is clear that the influence of compensation fairness on innovation investment is more substantial for corporate executives in a culture with a more significant Confucian impact. That is to say, Confucian culture makes executives have a stronger preference for equity and will react more strongly to unfairness. Thus, Hypothesis H3 is supported.


TABLE 3. Regression results based on the regression of Confucian cultural influence group.
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The Influence of Western Culture

The degree of Western cultural influence is judged by the overseas experience of the Chairman or CEO. If the Chairman or CEO has an overseas study or work experience, the firm is considered to have a strong influence on Western culture. See Table 4 for the group regression results according to high and low Western cultural impact. Columns (1) and (2) examine the entire sample of firms, and columns (3) and (4) test the compensation disadvantaged sample groups. Hypotheses H1 and H2 are robustness. As seen in columns (2) and (4), the effect of executive compensation fairness perception on innovation motivation is more negligible in the sample group where the Chairman or CEO has overseas experience. That is to say, the preference for equity among executives in Confucian culture is reduced when firms are influenced by Western culture. Thus, Hypothesis H4 is approved.


TABLE 4. Regression results based on the regression of Chairman and CEO overseas experience group.
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Robustness Tests

Under a narrower definition of executive, we focus on the impact of CEO compensation fairness and innovative behavior. The indicator of the external pay gap for executives is chosen as the CEO regional pay gap and is calculated as the ratio of the highest CEO compensation in the region to the CEO compensation in the firm. Compensation unfairness is expressed as the ratio of the CEO regional pay gap to the ROA gap. In addition, replace the indicator of Confucian cultural influence, and regroup the regression as measured by the total number of Ming and Qing scholars in the region. Replace the indicator of Western cultural impact with the index of regional openness to judge and regroup the regression. All the above results indicate that the findings of this paper are robust.




DISCUSSION

The idea of fairness is one of the foundations of the Confucian value system. It carries the idea that “Goals of self and others can be unified; thus the world can be harmonized.” Confucianism is rooted deep in the Chinese spirit (Tu, 2005). Thus, Chinese people pay more attention to compensation fairness than Western countries (Kim and Leung, 2007). In Western culture, many empirical studies have demonstrated that the external pay disparity of corporate executives is positively related to their innovation motivation (Coles et al., 2018; Ma et al., 2019; Rasool et al., 2021). Our study tries to verify the existence of opposed relationships in the context of Eastern cultures and finds that: The executive pay gap, which is generally regarded as a tournament incentive in Western culture, can be used to estimate executives’ psychological perceptions of compensation fairness in China. Executive compensation fairness is generally positively associated with innovation motivation in China, especially when at a compensation disadvantage. There are different contextual effects of cultural differences on the above relationships. First, corporate executives who are more influenced by Eastern Confucian culture have a more vital role of compensation fairness perception on innovation motivation. Second, corporate executives who are more influenced by Western culture have a weaker role of perceived compensation fairness on innovation motivation.


Theoretical Contributions

This study has three main theoretical contributions. First, cognitive neuroscience experiments have found that cultural differences can shape different neural responses, which leads to differences in people’s emotional perception and behavioral responses from other cultures when they face similar events. Second, in this study, we suggest that the cultural contexts influence the two theoretical explanations of the pay gap. Tournament theory applies in the Western cultural context, and equity theory lay in the Confucian cultural context. Third, this study provides useful insights into the research of the idea of common prosperity at the corporate level. To address the fundamental relationships between “efficiency and fairness”, reducing unjustified pay disparity can achieve both goals at the same time.



Practical Implications

The findings of this study indicate some practical implications that could increase executive innovation motivation. First, organizations should organize some healthy activities for their employees (e.g., family fairs and sports events) as well as revise the pay structure of the executive positions. Second, directors, supervisors, and CEOs of Chinese organizations need to identify key employees who have innovative behavior and then provide them with soft skills, e.g., relationship management, work time and stress management, and personality development. These steps will enhance the innovations in Chinese organizations. Third, Chinese organizations need to design executive compensation fairness that will enhance the motivation among Chinese organizations. Finally, top-level management should encourage a positive work environment and provide more incentives and special allowances. These steps can help to increase executive innovation motivation.



Limitations and Future Directions

This study has some limitations and future research directions. The first limitation is that the respondents were selected only from the Chinese listed firms. This is a limitation in terms of generalizability under the influence of cultural and contextual biases. Therefore, to generalize the results in the future, such kind of study can be investigated in the developed or underdeveloped countries. The second limitation was the sample size of the study, which may influence the generalizability of the results. However, to overcome these limitations, the research has undertaken used certain precautions. To eliminate the cultural and contextual biases, the results of the research have been interpreted in li1ne with the relevant studies. Third, the future researcher can investigate the mediating effect of job satisfaction to test the relationship between executive compensation fairness and executive innovation motivation. This will help the organizations reduce the turnover of the organization. This direction will improve the motivation level of the employees that will also positively affect the organizational innovations.
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