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Abstract
Research Summary: Based on agency theory, CEOs with

greater risk aversion should be given greater incentive-

based compensation to motivate risk taking. We explore

whether new CEOs receive initial pay packages that fol-

low this recommendation, or instead receive pay packages

that mirror their risk preferences. Rather than finding sup-

port for the agency theory perspective, we find that new

CEOs are compensated in the way that reinforces their

existing risk preferences. Specifically, using a CEO's

political orientation to capture relative risk tolerance, we

find that conservative-leaning CEOs receive relatively less

performance-based pay than their liberal-leaning counter-

parts. Supplemental analyses suggest this occurs through

both a matching and tailoring process, whereby boards

offer similar pay packages from CEO-to-CEO, but modify

them based on differences in risk tolerances.
Managerial Summary: When designing a new CEO's pay

contract, what proportion of the total compensation should

be guaranteed versus performance based? To encourage

risk taking, most researchers suggest that CEOs with

greater risk aversion should have a pay mix that is more

heavily weighted toward performance-based pay. We find

that the opposite occurs; new CEOs who are more risk

averse tend to receive relatively less performance-based

pay than new CEOs who are more risk tolerant. This

appears to occur because CEOs are attracted to firms that

offered the prior CEO a pay package that appeals to the

new CEO's risk tolerance. Our results also suggest that
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risk-seeking CEOs' strategic actions are more strongly

influenced by performance-based pay, while more risk-

averse CEOs seem relatively unaffected by pay mix.
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agency theory, CEO pay, compensation, political orientation, risk

tolerance

1 | INTRODUCTION

Due to the separation of ownership and control, numerous governance mechanisms are put in place
to encourage managers to act in the best interests of owners (Berle & Means, 1932; Fama & Jensen,
1983; Jensen & Meckling, 1976), the most visible of which is a CEO's compensation contract. Pre-
scriptions for how to structure CEO compensation to achieve this end are usually based on the behav-
ioral assumptions of agency theory and focus on designing pay schemes to overcome the CEO's risk
aversion (Hölmstrom, 1979). Despite such straight-forward assumptions regarding CEO pay prefer-
ences, research finds weak and mixed support regarding the effectiveness of CEO compensation
schemes as a corporate governance mechanism (Devers, McNamara, Wiseman, & Arrfelt, 2008;
Finkelstein, Hambrick, & Cannella, 2009; Hayes, Lemmon, & Qui, Hayes, Lemmon, & Qiu, 2012).

One reason for these mixed findings may be that CEO's vary in how they respond to compensa-
tion schemes. Consistent with upper echelons theory, which suggests that CEO characteristics influ-
ence how they respond to their environments (Hambrick, 2007; Hambrick & Mason, 1984), the
effectiveness of CEO compensation schemes likely depends on CEOs' characteristics such as their
values, experiences, and personality (Wowak & Hambrick, 2010). Given the importance of paying
CEOs to motivate them to act in the best interest of shareholders, better understanding how CEO
characteristics influence compensation schemes is critical to the strategic management literature. This
important topic, however, has not received direct attention in management research and is thus
poorly understood. This lack of attention may be driven by the difficulty of finding an accurate ex
ante indicator of a newly appointed CEO's characteristics, such as their attitude toward risk.

Addressing the match between CEOs' risk preferences and their initial compensation scheme is
our focus. To do so, we capture a newly appointed CEO's political orientation, as it “represents an ex
ante measure of an executive's attitude toward risk” (Christensen, Dhaliwal, Boivie, & Graffin, 2015:
p. 1919), which research suggests is an unobtrusive and stable ex ante measure of the executive's risk
propensity (cf. Christensen et al., 2015; Hutton, Jiang, & Kumar, 2014). A meta-analysis on political
orientation concludes that those who are more conservative are more risk averse and more liberal
individuals are more risk seeking (Jost, Glaser, Kruglanski, & Sulloway, 2003). This relationship
also finds support in the executive suite as firms led by Republican-leaning executives tend to engage
in less-risky investments (Hutton et al., 2014) and in less tax avoidance (Christensen et al., 2015).
Using this ex ante indicator of an individual's risk preferences allows us to examine vital, yet still
unanswered questions, regarding a newly appointed CEO's initial compensation structure.

Specifically, do newly appointed CEOs receive pay packages that encourage or discourage their
inherent risk taking preferences? Or, in other words: Do risk-averse CEOs receive more incentive-
laden plans to overcome their risk aversion, consistent with agency theory-based recommendations?
And do risk-seeking CEOs receive less incentive compensation to avoid inducing excessive risk
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taking? Alternatively, new CEOs may try to negotiate pay schemes that are consistent with their risk
preferences. That is, more risk-averse CEOs may seek more cash-centric pay schemes, as they likely
find incentive-laden plans less appealing, while more risk-seeking CEOs may try to receive more
performance-based pay. By performance-based pay, we refer to the portion of pay that is not fixed
but is linked to some level of firm performance (e.g., stock options or bonuses).1

To answer these questions, we focus on a CEO's initial pay package, rather than pay later in the
CEO's tenure as we believe this is a more direct test of our theoretical arguments. Indeed, throughout
a CEO's tenure he/she may accumulate power, such as nominating an increasing number of directors
to the board (Westphal & Zajac, 1995) or through accumulating a strong reputation with the media
or other stakeholders (Wade, Porac, Pollock, & Graffin, 2006). Measuring pay packages later in a
CEO's tenure or changes in the pay package over their tenure is thus increasingly confounded by var-
iables outside the focus of our study.

Questions regarding the incentive alignment of new CEOs are fundamental to agency theory and
corporate governance research more broadly, yet remain largely unanswered. Given how little is
known about CEOs' initial pay packages in the management literature, we add to our deductive study
using data from interviews of corporate directors. While this qualitative data is not intended to pro-
vide empirical evidence, it does anecdotally help illuminate our theory of how a CEO's initial pay
package is formed.

Our study makes a number of contributions. First, we test one of the most widely held, but weakly
tested assumptions in the corporate governance literature: that compensation schemes are designed to
overcome agency issues arising from CEO risk aversion. Rather than finding support for the agency
theory perspective, which suggests that more risk-averse CEOs should be given greater incentive-
based compensation to motivate risk taking, we find that CEOs are compensated in the way that rein-
forces their existing risk preferences. Specifically, we find that more risk-averse CEOs receive less
performance-based pay in their initial pay packages, while more risk-seeking CEOs receive pay that
is more performance based. Supplemental analyses suggest this occurs through a dual process of
matching, where firms offer similar pay packages from CEO-to-CEO, and tailoring, where firms
adjust pay structures to align with the new CEO's risk preferences. These results are counter to one
of the most fundamental recommendations typically made based on agency theory and instead sug-
gest that newly hired CEOs receive compensation consistent with their risk preferences.

Second, our post hoc analyses suggest that CEOs' risk tolerance interacts with their initial pay
schemes to lead to different behaviors. Specifically, we find that risk-seeking CEOs appear to change
their strategies more when they have more performance-based pay, while conservative CEOs appear
to be relatively insensitive to performance-based pay when choosing whether to change a firm's strat-
egy. These results are also counter to agency theory-based recommendations and suggest that what is
thought to be the most powerful incentive to induce CEO risk taking seems ineffective for a large
number of new CEOs.

2 | AGENCY AND UPPER ECHELONS THEORIES

2.1 | Agency theory and CEO compensation

The vast majority of corporate governance theory, empirical research, and regulatory reforms are
based on agency theory (Fama & Jensen, 1983; Jensen & Meckling, 1976). This theory is used to

1We also test our hypotheses using CEO vega, which captures the change in the value of a CEO's wealth as a function of the
firm's stock volatility. Our results are robust to this specification.
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better understand how CEOs should be compensated given the separation of ownership and control
(Berle & Means, 1932) and it outlines a number of behavioral assumptions about managers. Specifi-
cally, agency theory assumes that CEOs are self-interested and risk averse.

These widely held behavioral assumptions drive corporate governance research and policy. For
instance, compensation research rooted in agency theory focuses on offering pay schemes that over-
come the assumed behavioral tendencies of CEOs so that their actions align with shareholders'
desires. Much of this research examines how to overcome executive risk aversion, which is thought
to be driven by the fact that the majority of executives' wealth is concentrated in their employers'
stock (Devers et al., 2008). This wealth concentration leads them to avoid risky projects with poten-
tially extreme returns (Jensen & Meckling, 1976) and instead focus on projects with a limited down-
side (O'Connor, Priem, Coombs, & Gilley, 2006).

Given this assumed risk aversion, research suggests performance-based pay, like stock options,
aligns the executives' interests with shareholders by encouraging riskier decisions (e.g., Hölmstrom,
1979; Sanders & Hambrick, 2007). For instance, Rajgopal and Shevlin (2002) find that stock options
appear to incentivize CEOs of oil and gas firms to engage in greater risk taking. Sanders (2001) also
finds CEO's performance-based pay is positively related to risk taking, while other studies find that
the use of stock options appears to increase the variance in a firm's returns, which is also thought to
capture risk (e.g., Sanders & Hambrick, 2007; Wright, Kroll, Krug, & Pettus, 2007).

2.2 | Upper Echelons theory

While agency theory research helps provide a better understanding of how CEO compensation influ-
ences risk taking, it does not directly consider how CEO characteristics may influence the efficacy of
pay schemes. Other research on CEOs, however, uses an upper echelons theoretical lens (Hambrick,
2007; Hambrick & Mason, 1984). This research is based on the idea of bounded rationality (Cyert &
March, 1963), or “that informationally complex, uncertain situations are not objectively knowable, but
rather are merely interpretable” (Hambrick, 2007: p. 334). Due to bounded rationality, executives filter
and interpret situations based on their personal characteristics (Hambrick & Mason, 1984). Upper ech-
elons research concludes that variance in executive characteristics drives numerous strategic decisions
and organization outcomes (see Carpenter, Geletkanycz, & Sanders, 2004, Finkelstein et al., 2009,
and Wang, Holmes, Oh, & Zhu, 2016 for reviews). This research is consistent with studies in behav-
ioral finance, which also suggest that individual differences influence how executives' respond to vari-
ous incentive schemes and, in turn, affect organizational decision-making (Thaler, 2005).

3 | POLITICAL ORIENTATION AND CEOS' INITIAL
COMPENSATION PACKAGES

Given the vast amount of research on CEOs based on agency theory and upper echelons theory, it is
surprising that the findings and theoretical assumptions from upper echelons theory have yet to be
more fully integrated into the CEO compensation literature. Indeed, a core assumption of upper eche-
lons theory is that a CEO's characteristics influence how he/she perceives situations and, ultimately,
impact strategic choices. While this integration has been theorized (e.g., Wowak & Hambrick, 2010)
and investigated later in a CEO's tenure using survey data (Graham, Harvey, & Puri, 2015), we lever-
age insights from both streams of research to develop our hypotheses and empirically test the influ-
ence of a CEO's characteristics on his/her initial pay package.
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While it is important to adjust a CEO's pay package throughout his/her tenure in order to align, or
realign, a CEO's behaviors, understanding how to design a CEO's initial pay scheme is critical.
Indeed, researchers recognize its importance and note that “initial compensation of new CEOs has
been neglected [in the literature]” (Chen, 2015: p. 1895). Chen (2015) proposes that there are two fac-
tors that make designing initial pay packages distinct from altering packages of current CEOs. First,
newly appointed CEOs are not as entrenched within the firm because there is no tenure in the position
to provide leverage over boards members. New CEOs may thus be in a weaker position to negotiate
their compensation scheme, relative to more established CEOs. Second, a linkage between prior firm
performance and the new CEO's pay has not been established. As the job of CEO differs from all
other organizational positions (Kesner & Sebora, 1994) and recent firm performance will be attrib-
uted to the prior CEO (Graffin, Boivie, & Carpenter, 2013), there are not clear metrics to inform the
pay scheme offered to a new CEO. These two factors suggest there is not clear guidance regarding
what may shape a CEO's initial compensation contract. Agency theory, however, offers clear guid-
ance in terms of how CEO pay should be structured to influence a CEO's willingness to take risks.

3.1 | CEO political orientation

To link executive compensation and upper echelon research to examine how CEOs' characteristics
may influence their initial pay packages, we turn to an observable ex ante indicator of a newly
appointed CEOs' risk tolerance: their personal political orientation. As a reflection of a CEO's underly-
ing tendencies, political orientation serves as a measure of risk propensity because it captures a CEO's
conservatism, which refers to an individual's psychological need to reduce uncertainty and ambiguity
(Jost et al., 2003). While we recognize CEOs have a higher risk propensity than the general popula-
tion, research shows that, on average, more conservative CEOs (i.e., Republican-leaning CEOs)
exhibit a lower risk propensity compared to less conservative CEOs (i.e., Democratic-leaning CEOs)
(Christensen et al., 2015; Hutton et al., 2014). The CEO political orientation construct has at least three
characteristics that uniquely allow it to capture a CEO's risk preference on an ex ante basis—its corre-
lation with risk aversion, its ability to be measured before becoming a CEO, and its stability over time.

First, research suggests that political orientation can be used as a proxy for a CEO's ex ante pro-
pensity to take risk (Christensen et al., 2015; Hutton et al., 2014) because it captures individuals'
motivated social cognition, or the “defined set of psychological needs, motives, and properties” that
influence their decision-making (Jost et al., 2003: p. 339). For example, exploring the relationship
between risk and political ideology, Jost et al. (2003: 339) argued that “the core ideology of conser-
vatism stresses resistance to change,” and meta-analytic results showed that a number of psychologi-
cal variables related to risk are highly predictive of political conservatism, including intolerance of
ambiguity; the need for order, structure, and closure; reticence to new experience; and uncertainty
avoidance. Jost et al.'s (2003) meta-analysis also found that more politically conservative individuals
place greater value in financial security and are more loss averse than less conservative individuals.
Conservatives are thus more likely to be concerned with minimizing the potential for negative out-
comes in decision-making (Jost et al., 2003).

Second, a CEO's personal political orientation, unlike many other proxies employed in upper ech-
elon's research, can be captured before a CEO takes office, which allows it to be an ex ante predictor
of a CEO's risk propensity. Indeed, this construct can be captured by using a continuous measure that
includes an individual's contributions to political parties. We thus theorize in terms of “Democratic-
leaning” or “Republican-leaning” as this reflects the continuous nature of the variable based on the
relative political donations to each party.
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Finally, research suggests that an individual's political orientation is also quite stable over time
(Sitkin & Weingart, 1995). Indeed, research in political science suggests that an individual's political
party identification is typically formed in early adulthood and remains relatively constant throughout
life (Green, Palmquist, & Schickler, 2002). Consistent with this notion, Christensen et al. (2015:
p. 10) found that, “when executives' political orientation scores from individual election cycles were
compared to their lifetime political orientation score, 92 percent of the time both scores were leaning
toward the same political party.”2 Thus, rather than being a reflection of CEOs simply giving to the
party in power, giving is quite stable over time.

3.2 | Political orientation and CEO's initial pay packages

On the one hand, based on agency theory, a board of directors should impose a pay package that
aligns the newly appointed CEO's risk appetite with that of the owners of the firm. Based on this
logic, agency theory broadly suggests that a new CEO's pay package should be designed to incentiv-
ize risk taking through the use of performance-based pay. At the same time, upper echelons theory
adds to this to suggest that a CEO's initial pay should be customized based on the extent of a CEOs'
risk tolerance. That is, more risk-averse CEOs should receive more performance-based pay in their
initial compensation scheme to offset their more conservative nature, while more risk-seeking CEOs
should receive comparatively less performance-based pay.

This logic suggests that, when setting a newly appointed CEO's compensation scheme, the board
of directors should take into account the CEO's risk aversion. Consistent with this, a director we
interviewed noted that a CEO's risk aversion is considered when designing the CEO's pay mix: “…
absolutely because we want the plan to be fair and we want it to properly incent the CEO.”

This suggests that more conservative CEOs will receive more performance-based pay to offset
their natural risk aversion. Because those who identify themselves as Republicans are more than
three times as likely as Democrats to identify themselves as conservative (Saad, 2009), and
Republican-leaning CEOs tend to be more conservative (Christensen et al., 2015; Hutton et al.,
2014), boards should thus offer more performance-based pay to these individuals, who place more
value on financial security and reducing negative outcomes (Jost, Nosek, & Gosling, 2008) to induce
them to take more risk. Boards need to offer relatively less performance-based pay for newly
appointed CEOs with a Democratic leaning, as they tend to be more risk seeking and generally
engage in less conservative financing and investment policies (Hutton et al., 2014). Thus, if boards
of directors account for a newly appointed CEO's attitude toward risk and compensate them in a
manner consistent with agency theory, we hypothesize:

Hypothesis 1a (Agency Theory Prediction): CEO political orientation will be positively
related to initial performance-based pay; such that more conservative CEOs (i.e., Repub-
licans) will have more performance-based pay in their initial compensation scheme, while
more liberal CEOs (i.e., Democrats) will have less performance-based pay.

On the other hand, it may be the case that a newly appointed CEO gets a pay scheme that conforms
to the CEO's preferences for a number of reasons. First, CEOs may try to negotiate an initial pay pack-
age that aligns with their risk preferences. As more conservative individuals prefer less uncertainty
and ambiguity, they likely prefer more certain pay schemes, while less conservative individuals would

2This suggests that personal political contributions made in any given year can be helpful in explaining a CEO's risk tolerance
in prior or subsequent years.
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likely embrace the potential upside of performance-based pay. Regarding the relationship between pay
schemes and risk preferences, Wowak & Hambrick (2010: 805) note that, “experimental studies
indicate that individuals vary in their preferences and performance under different types of pay arrange-
ments.” Research suggests that more risk-averse individuals prefer guaranteed pay over performance-
based pay schemes. For instance, Cadsby, Song, and Tapon (2007) found, in an experimental setting,
that when risk-averse individuals were given the choice, they opted to receive less incentive-based pay.
Wowak and Hambrick (2010) go on to note that these preferences persist for conservative individuals
even when the potential upside of the contingent pay is much higher than the guaranteed pay. Con-
versely, we expect that more risk-seeking individuals will want more performance-based pay as such
individuals tend to more heavily weigh positive outcomes (March & Shapira, 1987). With that said, it
is unknown if the results from laboratory studies, where participants were free to choose their compen-
sation structure, generalize to what actually happens in the executive suite, as executives may not be
able to simply ask for and receive pay structures that align with their preferences.

Nevertheless, some of the other directors we interviewed noted that they allowed CEOs to express
their preferences regarding their initial pay. For instance, one director noted that the CEO's pay mix
is determined based on “80% what the board says and 20% the CEO preferences. That way the CEO
can express his or her preferences to help set their compensation.” Thus, there is some anecdotal evi-
dence consistent with CEOs getting the pay mix they want. This idea is consistent with Khurana's
(2002) contention that, during the initial negotiation, newly appointed CEOs may be in a position to
negotiate a pay package that matches their preferences.

Second, firms and CEOs may engage in matching. That is, firms may offer certain types of pay
schemes to attract a specific kind of individual to become the CEO, and CEOs may be attracted to work
for firms that offer pay mixes that align with the CEOs' preferences. This matching would thus lead
Democratic-leaning CEOs to be attracted to firms who offer incentive-based contracts and Republican-
leaning CEOs to be attracted to firms that emphasize guaranteed pay. Indeed, some firms may
consistently offer a similar pay package to CEO after CEO due to using the same peer groups over time.
Consistent with this idea, in terms of the CEO pay mix, one director we interviewed noted, “the CEO
knows, you know, that this is what the deal is… I've never had any issue with someone saying it is not
enough or it's the wrong kind. I mean, this is what it is. And generally, they say, thank you. I've never
had a debate over changing it”. Thus, even when negotiation is not an option, CEOs could still get a
pay scheme aligned with their preferences if they seek out firms who offer pay packages they prefer.

Despite agency theory arguing the contrary, to the extent that executives can find a pay mix that
aligns with their risk preferences, due to matching or negotiating, we should expect that more conser-
vative CEOs would receive less performance-based pay in their initial pay contracts, as their risk
aversion makes guaranteed pay more appealing, and more risk-seeking CEOs would receive more
performance-based pay. We thus hypothesize:

Hypothesis 1b (CEO Preferences Prediction): CEO political orientation will be nega-
tively related to their initial performance-based pay, such that more conservative CEO's
will have less performance-based pay in their initial compensation scheme, while more
liberal CEOs will have more performance-based pay (matching the CEO's preference).

3.3 | Initial pay package's influence on CEO actions

Once an initial pay package is set, its influence on a CEO's behavior will likely be shaped by the
CEO's characteristics. Specifically, in post hoc analyses, we examine if CEOs' risk propensity, which
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we capture as their personal political orientation, interacts with their performance-based pay to influ-
ence the riskiness of their decisions. This is a central, yet largely untested, tenet of agency theory,
which suggests that in order to motivate risk-averse agents (i.e., the CEO), they should be compen-
sated in a manner to increase their risk taking (Jensen & Meckling, 1976).

While the majority of studies suggest that performance-based pay amplifies executive risk taking
(e.g., Coles, Daniel, & Naveen, 2006; Rajgopal & Shevlin, 2002; Shue & Townsend, 2017), some
studies find opposite results (e.g., Tosun, 2016), or even no relationship (e.g., Hayes et al., 2012;
Mehran, 1995; Yermack, 1995). We suggest that partially explaining these somewhat mixed findings
is the fact that the effectiveness of performance-based pay in inducing CEO risk taking likely varies
depending upon a CEO's attitude toward risk (Wowak & Hambrick, 2010), which is consistent with
upper echelon and behavioral finance research.

Experimental research suggests that individuals who are more risk averse are less responsive to
incentive plans (Cadsby et al., 2007).3 In fact, Gomez-Mejia and Balkin (1989) found that risk-averse
individuals found performance-based pay so unappealing, it increased the likelihood they would
leave their job. Thus, more conservative (i.e., Republican-leaning) CEOs may not be as motivated to
engage in increased risk taking due to increased performance-based pay because they prefer more
certain compensation. Conversely, the relationship between performance-based pay and risk taking is
likely amplified for more risk-seeking individuals as they tend to focus on the potential upside in
uncertain situations (March & Shapira, 1987) and will thus engage in more risk taking in pursuit of
this reward. Consequently, more liberal (i.e., Democrat-leaning) CEOs may be more motivated to
engage in increased risk taking due to increased performance-based pay as it aligns better with their
risk preferences. We explore these possibilities in post-hoc analyses.

4 | METHODS

4.1 | Sample

Our sample started with all CEOs of firms appearing in the S&P 500 index in any month from 1992
to 2013. We then restricted this down to observations occurring between 1995 and 2011 to account
for lagged and future independent and dependent variables. We then limited the sample to only
include newly appointed CEOs within that timeframe. We excluded CEOs missing necessary data to
calculate independent, dependent, and control variables. We also excluded CEOs of financial firms
as the financial and accounting data of financial firms often do not have the same meaning as non-
financial firms (Chen, 2015). This resulted in a final sample size of 739 newly appointed CEOs. To
identify the political orientation of CEOs, we collected personal political contributions of CEOs from
the Federal Election Commission (FEC), as personal political contributions can identify the political
orientation of the contributors (Hutton et al., 2014). We obtained financial information from COM-
PUSTAT; CEO characteristics and compensation measures from ExecuComp; governance measures
from Thomson Reuters; CEO dismissal from a media analysis collected from LexisNexis; acquisition
data from SDC Platinum; and CEO awards data from Barrons, Business Week, Chief Executive
Magazine, Electronic Business, Financial World, Forbes, Fortune, Harvard Business Review, Indus-
try Week, Institutional Investor, MorningStar.com, Time and Time/CNN.

3This study was performed using undergraduate student participants in a laboratory. Thus, it is an empirical question as to
whether these results generalize to executives' behavior when running major corporations.
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4.2 | Dependent variables

We operationalized CEO initial Performance-Based Pay as the ratio of performance pay to initial
total pay in the year of the succession, consistent with Chen (2015). Specifically, we calculated per-
formance pay as the sum of options (options_awards), stock and restricted stock (rstkgrnt), and
bonuses (bonus). We calculated initial total pay as the sum of options, stock and restricted stock,
bonuses, and salary (salary). Specifically, (a) options are the value of option-related awards, includ-
ing stock appreciation rights; (b) stock is the value of the stocks and restricted stocks granted during
the year; (c) bonuses are the value of earned bonuses during the fiscal year; and (d) salary is the value
of the base salary during the fiscal year. As alternative measures, we used two other variables: the
natural log of the total performance-based pay, and CEO vega, which captures the convexity of the
CEO's pay for performance. As greater convexity in compensation makes taking risks more valuable
to managers, vega captures the compensation-based incentives CEOs have to take risks (Coles et al.,
2006). CEO vega is calculated as the change in the dollar value of the CEO's wealth for a 0.01
change in stock-return volatility (for further details, see Core & Guay, 2002). Due to skewness in this
measure, we standardized it to have a mean of zero and SD of one. Results are consistent if we do
not standardize the variable (untabulated).

4.3 | Independent variables

We calculated CEO Political Orientation by first taking the CEO's personal contributions to the
Republican Party minus contributions to the Democratic Party divided by the total contribution to
both parties, consistent with prior studies (Christensen et al., 2015). This resulted in a continuous
measure of political orientation where +1 indicated that all contributions were made to the Republi-
can Party and − 1 indicated that all contributions were made to the Democratic Party. We gauged
values closer to +1 as a CEO's political orientation leaning conservative (i.e., more risk averse) and
values closer to −1 as leaning liberal (i.e., less risk averse). We calculated the political orientation
measure for each CEO in each two-year election cycle, and then calculated the average of these
values for each CEO across all election cycles where the CEO made contributions, to obtain our final
measure for political orientation. CEOs who did not make personal political contributions were not
included in the analyses, as their true political orientation was unclear; while this removed 305 CEOs
from the sample, excluding them provided cleaner tests of our theory. We found substantively similar
results if these CEOs were included in the analyses with neutral political orientation scores (scores
set to zero).

4.4 | Control variables

We included control variables identified in prior research to capture confounding factors that may
influence the results. We controlled for firm characteristics, prior CEO characteristics, and incoming
CEO characteristics.

We controlled for a number of firm characteristics measured in the year before the transition.
First, we controlled for Firm Size, measured as the natural log of total firm assets. Second, we con-
trolled for firm performance using both Industry-Adjusted Returns, measured as the firm's annual
industry-adjusted stock return using 2-digit SIC codes, and Return on Assets, measured as net
income scaled by total assets. Similarly, we controlled for Return Volatility, measured as the SD of
the firm's monthly stock returns during the year. Third, to control for the amount of influence the
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CEO has over decisions within the firm, we calculated Discretion4 in the year of the succession,
measured as a summation of the standardized values (mean of zero and standard deviation of one)
of the following five individual measures: (a) R&D intensity; (b) advertising intensity; (c) capital
intensity; (d) firm market growth measured as the percent change in sales over the prior five years;
and (e) market growth stability measured as the SD of firm market growth (Finkelstein & Boyd,
1998). Fourth, because creditors can influence CEO compensation structures (Balsam, Gu, & Mao,
2018), we controlled for Leverage, measured as long-term debt scaled by total assets. Finally, we
controlled for the percentage of the firm's shares held by institutional investors (Institutional Own-
ership), to capture external monitoring and serve as a summary measure of good governance
(Christensen, 2016).

We also controlled for two variables related to the prior CEO. First, we controlled for the type
of CEO transition. Specifically, we considered Prior CEO Dismissal, which took a value of 1 if
the prior CEO was dismissed from his/her position as CEO, and 0 otherwise (Hubbard,
Christensen, & Graffin, 2017). Dismissals were identified using the methodology in Shen and
Cannella (2002) and Hubbard et al. (2017). Second, we also controlled for Prior CEO Celebrity
because celebrity certification can affect CEO pay and performance (Wade et al., 2006). We gath-
ered an extensive database of executive awards that spanned our sample period, plus the five years
prior to our sample beginning. We collected awards from the following sources: Barrons, Business
Week, Chief Executive Magazine, Electronic Business, Financial World, Forbes, Fortune, Harvard
Business Review, Industry Week, Institutional Investor, MorningStar.com, Time and Time/CNN.
We then created a variable equal to the total awards the prior CEO won in the five years leading
up to the transition.

Finally, we controlled characteristics of the incoming CEO. First, we controlled for whether the
CEO was an insider, that is, an employee of the firm before becoming CEO. We coded an incoming
CEO as an Insider (insider = 1) if they were listed as an executive of the firm in ExecuComp in any
of the three years before the succession event and an outsider (insider = 0) otherwise. Next, we coded
Duality as a value of 1 if the CEO chairs the board and 0 otherwise (Shen & Cannella, 2002). We
also controlled for Age, as the age of a new CEO could affect pay packages. We controlled for the
gender of the CEO using an indicator set to 1 if the CEO was female, zero otherwise (Female-CEO).
Finally, we included year fixed effects in all models.

4.5 | Analysis

We used a multilevel linear regression model to test our hypotheses. We used a multilevel model
with three levels of data because CEO observations are nested within firms, which are nested within
industries.5 Failing to account for this clustering may lead to spuriously precise regression coeffi-
cients and, therefore, incorrect inferences (Raudenbush & Bryk, 2002; Snijders & Bosker, 2012). We
ran the multilevel model in Stata 15.1 using the mixed command with maximum likelihood estima-
tion. All results were calculated using robust SEs.

4We controlled for discretion in the year of the succession to capture the CEO's level of discretion closest to when the initial
pay package was implemented. Our results are also substantively similar when running controlling for discretion's five
components individually in their unstandardized forms or excluding discretion altogether.
5While our multilevel model takes into account differences in industries, we find similar results if we also include industry-
fixed effects in the models (untabulated).
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5 | RESULTS

Table 1 provides summary and descriptive statistics for the variables used in the regression analyses. We
tested our models for multicollinearity; variance inflation factors for the variables in all of the models
were below 2, indicating that multicollinearity was not a problem in our analyses (Kennedy, 2008).

5.1 | Tests of hypotheses

Table 2 provides the multivariate results using multilevel mixed effects regression. Model 1 contains
all control variables predicting the ratio of performance pay to total pay in CEO initial pay packages.
Model 2 adds CEO political orientation as a predictor to that model. Models 3 and 4 present alterna-
tive dependent variables to further corroborate our tests of Hypothesis 1a and 1b. Model 3 predicts
performance-based initial pay packages—this time measured as the natural log of the dollar amount
of performance-based pay. Model 4 predicts CEO vega.

In Hypothesis 1a (i.e., the agency theory prediction), we hypothesize a positive relationship
between conservative CEOs and performance-based initial pay packages. While in Hypothesis 1b
(i.e., the CEO preferences prediction), we hypothesize a negative relationship between conservative
CEOs and performance-based initial pay packages. The results in Model 2 reveal a negative associa-
tion between CEO political orientation and the ratio of performance-based pay to total initial pay
(β = −.028, p = .013). This suggests that more conservative CEOs receive a lower proportion of
performance-based pay in their initial pay packages and more liberal CEOs receive a higher propor-
tion of performance-based pay in their initial pay packages, consistent with Hypothesis 1b. Practi-
cally, these results suggest that the change from a liberal CEO (−1 on our political ideology scale) to
a conservative CEO (+1 on our political ideology scale) is associated with a 5.60% decrease in the
performance-based pay as a proportion of total initial pay (a drop from 0.60 to 0.55, p = .013).

An analysis of the Impact Threshold for Omitted Variable6 (Frank, 2000) showed that to invali-
date the inference of this result in Model 2, 25.7%, or 190 CEO observations, would have to be rep-
laced with cases for which there was no effect. Further, an omitted variable would have to be
correlated with the dependent variable at 0.166 and at −0.166 with CEO political orientation. This
indicates that the impact of the omitted variable must be −0.0276 to invalidate the inference; this is
greater than the highest impact of our observed covariates, firm size, based on partial correlations,
suggesting that our results are not likely biased by omitted variables.

We also tested two alternative measures of performance-based pay—the natural log of total dol-
lars of performance-based pay, shown in Model 3, and CEO vega, shown in Model 4. The results in
Model 3 indicate that CEO political orientation is negatively associated with the level of
performance-based pay (β = −.106, p = .002), which is also consistent with Hypothesis 1b. The
effect sizes suggest that relative to a liberal CEO (−1 on our political ideology scale), a conservative
CEO (+1 on our political ideology scale) receives $780,000 less in performance-based pay (from
$4.09 million to $3.31 million). The results in Model 4, which examine the association between
CEO political orientation and CEO vega also indicate a negative relationship (β = −.109, p = .001).
Overall, across all three measures of performance-based pay, we find evidence that is consistent with
Hypothesis 1b.

To assess the degree to which matching may be occurring in our sample, which we suggest is a
means by which CEOs can seek pay packages consistent with their preferences, we considered

6To perform these calculations, we used a linear regression model with industry fixed-effects and robust SEs. The coefficient
on the CEO political orientation variable in the model was negative (β = −.031, p = .008).
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whether pay packages that firms have offered in the past influence the types of CEOs they subse-
quently hire. If matching is occurring, we expect that potential CEOs will be attracted to firms that
offer compensation packages that align with the individual's risk preferences. To test this, we exam-
ined the relationship between the new CEO's political orientation and the prior CEO's pay mix. If
matching were occurring, we should see that a new CEO's political orientation is negatively associ-
ated with the prior CEO's pay mix. Conversely, if matching were not occurring, we would expect
there to be no relationship—the pay of the new CEO would be independent of the firm's pay to the
prior CEO. To assess this possibility, we conducted an analysis similar to our main analysis in Model
2 of Table 2, except we used the prior CEO's pay mix as the dependent variable. The results of this
analysis are shown in Model 5 of Table 2 and show that the new CEO's political orientation is nega-
tively related to the pay mix of the prior CEO (β = −.025, p = .006). Given that firms tend to hire
executives with similar political orientation over time (Christensen et al., 2015), this finding suggests
that new CEOs seem to be attracted to firms that offered the prior CEO a pay package that is consis-
tent with the new CEO's risk preferences.

To examine if the degree to which CEOs' initial pay packages are associated with tailoring to a
CEO's preferences and/or matching at the same time, we next considered the role of the prior CEO's
political orientation and the change in political orientation from the prior CEO to the current CEO.
This test allows us to examine if the firm tailors the package they offer to the new CEO, or if they
instead just offer a default pay package that is consistent with the risk tolerance of the prior CEO. To
assess this, we re-ran our main model (i.e., Table 2 Model 2) but included the prior CEO's political
orientation and the change in political orientation from the prior CEO to the new CEO to predict the
new CEO's performance-based pay. The results are shown in Model 6 of Table 2. In addition to find-
ing that the prior CEO's political orientation helped explain the new CEO's performance pay mix
(β = −.052, p = .000), the results show that the change in political orientation helps explain the ratio
of the new CEO's performance-based pay to total pay (β = −.025, p = .022). This negative relation-
ship suggests that, even though matching seems to be occurring in our context, the pay of a newly
appointed CEO also seems to be tailored to the extent that their personal political orientation differs
from that of the prior CEO. In other words, if a new CEO is more conservative than the prior CEO,
the new CEO's performance-based pay appears to be lower. In sum, these supplemental analyses sug-
gest that CEOs get initial pay contracts that align with their risk preferences due to both (a) CEO-firm
matching and (b) firms tailoring the pay mix of a newly appointed CEO to more closely match
his/her risk preferences.

5.2 | Additional supplemental analyses

We performed several additional untabulated tests to further explore our primary results. The first
supplemental test pertained to a CEO's initial total pay. While agency theory suggests that providing
performance-based pay helps encourage risk-averse individuals to take more risks, imposing such a
pay structure on a risk-averse CEO may require the firm to pay that CEO a premium (i.e., more total
pay) to compensate the CEO for bearing that extra risk that is inconsistent with his/her risk prefer-
ences. From that perspective, firms would need to pay a Republican CEO more in total pay than a
Democrat CEO to take risks to overcome the CEO's risk aversion. To assess whether this occurs on
average, we examined the influence of CEO political orientation on the natural log of their total com-
pensation. The results indicate no meaningful relationship between CEO political orientation and the
total pay of the incoming CEO (β = −.061, p = .168). This suggests that, on average, conservative
CEOs are paid the same as liberal CEOs. When this finding is viewed in light of our primary finding
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that Republican CEOs tend to have less performance-based pay, our results suggest that when firms
want a more risk-seeking CEO, they tend to hire a Democrat CEO and provide him/her with more
performance-based pay, and thereby avoid paying a risk-averse CEO an additional premium to over-
come risk aversion.

Second, to assess the robustness of our findings, we tested whether the political leaning of the
state where the firm is headquartered influences our primary results. There is a possibility that firms
in liberal states generally provide more performance-based incentives. For example, it is possible that
firms in liberal states, such as California or New York, could frequently offer more incentive-laden
pay packages. Thus, we included an additional control for the political leaning of the firm's state,
measured as the states' political leaning in the most recent election.7 The results show that the politi-
cal leaning of the state does not appear to influence CEO pay mix (β = .023, p = .243); however,
even in the presence of this control, CEO political orientation still helps explain the CEO's pay mix
(β = −.028, p = .009).

Third, because political orientation may capture not only variation in risk tolerance, but also vari-
ation in other attributes (e.g., tolerance of inequality), it is possible that our CEO political orientation
measure is picking up some other CEO attributes. While it is not clear what specific other attribute
related to political orientation would be relevant in our setting of examining CEO pay mix, we tried
to control for other possible variables that would be correlated with these other attributes. Specifi-
cally, we controlled for the corporate social responsibility (CSR) performance of the firm, measured
as in Hubbard et al. (2017), and found similar results (β = −.021, p = .029). This, in combination
with the Impact Threshold for Omitted Variable analysis, indicates that unmeasured attributes are not
likely biasing our findings.

Next, to further address endogeneity concerns, we employed two-stage least squares (2SLS),
where we instrumented for the CEO's political orientation using the CFO's political orientation. As
prior research finds that CEOs are attracted to firms where there are other key executives with similar
traits (Westphal & Zajac, 1996), such as political orientation (Christensen et al., 2015), it seems
likely that the CFO's political orientation is likely correlated with the CEO's political orientation.
However, it is not clear why the CFO's political orientation would necessarily be related to the CEO's
pay mix. Consistent with these expectations, using 2SLS we found that the CFO's political orienta-
tion is, indeed, positively associated with the CEO's political orientation (β = .349, p = .000), and
the predicted CEO political orientation continues to explain pay mix (β = −.104, p = .014)
(untabulated). This holds even if we control for the political orientation of the state where the firm is
headquartered and the level of CSR within the firm (β = −.099, p = .031) (untabulated).

5.3 | Does CEO risk tolerance influence how CEOs respond to their
compensation incentives?

As a post-hoc analysis, we also examined whether a CEO's political orientation moderates the rela-
tionship between performance-based initial pay packages and strategic change. Indeed, better under-
standing how CEO characteristics, in this case risk propensity, influences CEO reactions to
compensation schemes are fundamental to strategic management research. These analyses allow us
to gain insights into whether a CEO's risk tolerance influences the extent to which compensation-
based risk taking incentives translate into strategic change. Our variable of interest in this analysis is
Strategic Change, which is defined as a change in the pattern of present and planned resource

7State voting history was obtained from the U.S. National Archives and Records Administration. Based on this data, we
employed a Blue State (i.e., Democratic) indicator variable.
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deployments (Carpenter, 2000; Haynes & Hillman, 2010; Hofer & Schendel, 1978; Zhang, 2006).
We calculated strategic change as the change in a firm's financial resource allocation patterns from
the second to third year after the succession. We specifically chose a three-year cutoff because
research contends that attributing firm outcomes to a new CEO is difficult in the first two years of
the CEO's tenure (Graffin et al., 2013), and the implementation and effects of the CEO's actions can
typically take two or more years to transpire (Hambrick & Quigley, 2014). As such, a three-year cut-
off allows us to capture strategic change that can be attributed to the new CEO. Following Wowak,
Mannor, Arrfelt, and McNamara (2016), we captured strategic change using a composite measure
based on six items that can be influenced by the CEO: (a) advertising intensity; (b) R&D intensity;
(c) plant and equipment newness; (d) nonproduction overhead; (e) inventory levels; and (f) financial
leverage. We calculated the absolute value of the differences in these values between subsequent
years, as a change in these ratios across firm-years indicates a change in the firm's allocation of these
resources, thus suggesting strategic change. We then took the absolute value and standardized each
item by year for each firm and calculated the average across the six values to calculate the composite
measure. For more details on how this measure is calculated, see Wowak et al. (2016).

Again, we used multilevel mixed effects regression. In Table 3, we provide our results for this
analysis. Model 1 contains all control variables along with the main effects and interaction between
performance-based pay and CEO political orientation predicting our dependent variable—strategic
change. The results of Model 1 indicate a negative effect for the interaction of CEO political orienta-
tion and performance-based initial pay (β = −.097, p = .024). This suggests that the positive relation-
ship between performance-based pay and strategic change is more positive for liberal CEOs and less
positive for conservative CEOs.8

Figure 1 provides a plot of the interaction effect, illustrating the influence of performance-based
pay on strategic change as a function of the incoming CEO's political orientation. The results show a
positive slope (simple slope = 0.181, p = .011) for liberal-leaning CEOs (those who only gave to the
Democratic Party). The results further show that the relationship is still positive (simple slope = 0.084,
p = .040) for neutral CEOs (those who gave equally to the Democratic and Republican parties).
Finally, the plot shows that there is no relationship between performance-based pay and strategic
change (simple slope = −0.012, p = .782) for conservative CEOs (those who only gave to the
Republican Party). This suggests that more conservative CEOs do not appear to be influenced by
performance-based pay when considering strategic change.

In addition to the aggregated strategic change measure, we conducted similar analyses using three
other dependent variables that could indicate a risky shift in a firm's strategy. First, we looked at a
firm's merger and acquisitions activity. Given the variance in potential outcomes linked with acquisi-
tions (e.g., Haleblian, Devers, McNamara, Carpenter, & Davison, 2009), greater merger activity sug-
gests increased risk taking by the newly appointed CEO. We measured Mergers & Acquisitions as
the amount spent on completed, material acquisitions in the new CEO's third year in the position,
scaled by the prior fiscal year's market capitalization. Consistent with prior research, material acquisi-
tions were defined as those that were larger than 1% of the acquirer's market capitalization
(e.g., Chen, Collins, Kravet, & Mergenthaler, 2018; Moeller, Schlingemann, & Stulz, 2005). To

8The lack of a relation between the main effects of CEO Political Orientation and Performance-Based Pay (ratio) with
Strategic Change in models 2 and 3 of Table 3 suggests that the interaction term in Model 4 is a meaningful predictor that
cannot be omitted from the model (see Edwards, 2009 for a discussion of interpreting product terms and their related main
effects). Also note the main effect of CEO Political Orientation reflects its influence on the dependent variable when the
moderator takes a value of zero. In untabulated analyses, we find that the main effect of CEO Political Orientation is negative
and statistically meaningful (i.e., the p-value is below .10) when performance-based pay (ratio) is between 0.62 and 1.00. For
comparison, the average CEO's performance-based pay (ratio) in our sample is 0.57.
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TABLE 3 Linear multilevel model predicting strategic change of newly appointed CEOs

Independent variable

Model 1
strategic
change

Model 2 mergers
& acquisitions

Model 3
change
in R&D

Model 4 change in
capital expenditures

Firm size −0.022 0.001 0.000 −0.005

(0.049) (0.470) (0.488) (0.048)

Industry-adjusted returns −0.083 0.003 0.006 −0.002

(0.016) (0.152) (0.209) (0.712)

Return on assets 0.192 0.003 0.033 0.031

(0.184) (0.781) (0.005) (0.081)

Return volatility 0.976 −0.028 0.090 0.001

(0.000) (0.145) (0.028) (0.969)

Discretion 0.035 0.001 −0.001 0.000

(0.000) (0.188) (0.033) (0.845)

Leverage −0.020 −0.002 −0.002 0.011

(0.870) (0.760) (0.365) (0.436)

Institutional ownership 0.005 0.026 0.004 −0.000

(0.936) (0.000) (0.281) (0.954)

Prior CEO dismissed 0.007 −0.001 0.000 −0.001

(0.817) (0.627) (0.756) (0.577)

Prior CEO awards −0.024 −0.001 0.000 0.001

(0.051) (0.523) (0.688) (0.241)

Insider −0.050 −0.006 0.000 −0.012

(0.009) (0.005) (0.922) (0.028)

Duality 0.051 −0.005 0.000 0.012

(0.081) (0.004) (0.938) (0.169)

Age −0.001 0.000 −0.000 0.001

(0.398) (0.677) (0.677) (0.027)

Female-CEO −0.012 −0.002 −0.002 −0.010

(0.842) (0.490) (0.696) (0.290)

CEO political orientation 0.019 0.004 0.004 −0.007

(0.612) (0.115) (0.129) (0.171)

Performance-based pay
(ratio)

0.085 −0.002 0.002 0.007

(0.040) (0.734) (0.628) (0.017)

CEO political orientation ×
performance-based pay

−0.097 −0.008 −0.005 0.011

(0.024) (0.044) (0.058) (0.381)

Constant −0.025 −0.012 −0.007 −0.006

(0.853) (0.630) (0.368) (0.691)

Year fixed-effects Included Included Included Included

Observations 739 739 739 739
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mitigate the influence of outliers, we winsorized this variable at the top and bottom 1%. We pre-
sent the results of our analyses for mergers and acquisitions in Model 2 of Table 3. The results
reveal a meaningful negative interaction term (β = −.008, p = .044); the direction and signifi-
cance of the interaction term mirrors our primary results with the overall strategic change mea-
sure.9 Second, we looked at the change in research and development (R&D) intensity, measured
as the change in R&D as a proportion of sales, from the second to third year of their tenure, con-
sistent with our tests for strategic change. These results are provided in Model 3 of Table 3.
Again, the results reveal a negative interaction term (β = −.005, p = .058), albeit not as strong.
Finally, we considered the change in capital expenditures (i.e., capex) of the firm, measured as
the change in capex as a proportion of total assets—from the second to third year of their tenure.
The results are provided in Model 4 of Table 3. They do not demonstrate a meaningful effect
(β = .011, p = .381).10

TABLE 3 (Continued)

Independent variable

Model 1
strategic
change

Model 2 mergers
& acquisitions

Model 3
change
in R&D

Model 4 change in
capital expenditures

Firms 485 485 485 485

Industries 16 16 16 16

Note: Two-tailed p-values are shown in parentheses, calculated using robust SEs. Multilevel model includes CEO observations nested
within firms, which are nested within Fama–French 17 industries (excluding financial services).
Proposed post–hoc interaction variable is in bold font.

FIGURE 1 Plot of the
interaction of performance-
based pay and CEO political
orientation on strategic
change. Note: Simple slopes
calculated at performance-
based pay = 0.50, using two-
tailed tests calculated with
delta-method SEs

9We also ran tests where we required acquisitions to be at least 5% of the acquirer's prior market capitalization. Similarly, we
ran tests where we imposed no requirement on the size of the acquisitions. Results were consistent across these specifications
(untabulated).
10In untabulated analyses, if we instead use the change in leverage as a proxy for risk taking, the coefficient on the interaction
of performance-based pay and CEO Political Orientation is not different from zero (β = −.001, p = .937).
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6 | DISCUSSION

Our overarching goal was to examine how individual characteristics, such as a CEO's risk tolerance,
may shape a CEO's initial pay package. Specifically, we looked at how a CEO's personal political
orientation, which we conceptualized as an ex ante indicator of a CEO's personal risk preference, is
related to the pay mix in the CEO's initial compensation contract. Our results suggest that more
risk-averse CEOs receive less performance-based pay in their initial pay packages, while more risk-
seeking CEOs receive more performance-based pay. These findings are contrary to common recom-
mendations based on agency theory, which suggest the opposite: that risk-averse individuals should
receive relatively more incentive pay to motivate them to engage in more risk taking, while risk-
seeking individuals should be given relatively less incentive pay to align their risk preferences with
those of principles.

We theorized this finding is driven by newly appointed CEOs (a) finding firms that offer pay
packages that match their risk preferences, and/or (b) negotiating for initial pay packages that align
with their risk preferences. To explore these mechanisms empirically, we first examined whether
new CEOs were attracted to firms that offered the previous CEO a compensation package that fit the
new CEO's risk tolerance. Specifically, we tested to see if Democrat-leaning CEOs joined firms that
offered the prior CEO more incentive-based pay, and Republican-leaning CEOs joined firms that
offered the prior CEO more guaranteed pay. Our results were consistent with this expectation, pro-
viding support for the notion that CEOs select into firms that offer pay packages that match their risk
preferences.

Next, to see if the firm adjusted the new CEO's pay package for any differences in the new CEO's
risk tolerance, we examined the new CEO's performance-based pay and specified a model that
included the prior CEO's political orientation and also a variable that captured the change in political
orientation of the newly appointed CEO relative to the prior CEO. Interestingly, both variables were
predictive of a new CEO's pay mix. This again suggests that matching does occur in the CEO labor
market, as the prior CEO's political orientation was predictive of the newly appointed CEO's
performance-based pay. In other words, this result suggests stability in the personal political orienta-
tion across different CEOs. At the same time, however, the newly appointed CEOs political orienta-
tion was still predictive of their performance-based pay, which suggests that firms also tailor newly
appointed CEOs' initial pay schemes to more closely align with the CEOs' preferences. Thus, negoti-
ation may also play a role in how CEOs are able to get pay mixes that align with their preferences.

Overall, these “matching” and “tailoring” findings are theoretically consistent with the CEO
“preferences” argument that we offered in our Hypothesis 1b. Indeed, if executives are more likely to
seek and take positions with firms that typically provide compensation schemes consistent with the
executives' preferences, this is simply one means by which executives receive compensation schemes
that are aligned with their risk preferences. Similarly, if CEOs actively negotiate with firms to get
compensation schemes that are tailored to their risk tolerance, this is another means by which CEOs
get a compensation mix that fits their preferences.

Second, in post hoc analyses we found evidence that suggests a CEO's risk preferences interact
with their initial pay scheme to influence subsequent risk taking. Specifically, our results suggest that
when more risk-seeking individuals, as indicated by a Democratic-leaning political orientation,
receive more performance-based pay, they engage in more strategic change. We also found this same
pattern of results, albeit with a weaker effect for individuals who have a moderate political orienta-
tion, as evidenced by giving relatively equal amounts to each political party. While we expected this
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relationship to be weaker for CEOs with a conservative political orientation, we found that, on aver-
age, performance-based pay did not appear to influence risk taking for risk-averse CEOs.

This final finding regarding the lack of an effect of performance-based pay for conservative CEOs
runs counter to typical agency theory-based recommendations, which suggest offering risk-averse
CEOs incentive-laden plans to encourage them to act in the best interests of owners by being more
risk seeking. Our results suggest this tactic may be ineffective in that conservative CEOs do not
appear to respond to risk-inducing pay schemes. This finding that incentive pay does not appear to
influence risk taking for conservative CEOs has significant implications for corporate governance
research as 68.6% of CEOs in our sample are conservative. This implies that the primary means by
which agency theory recommends aligning their risk preferences with owners, incentive compensa-
tion, does not appear to be effective for the majority of new CEOs, on average. In sum, this finding
suggests that more nuanced corporate governance mechanisms are needed in light of individual dif-
ferences across CEOs.

While we offer a new perspective regarding the role of CEO characteristics on CEO compensa-
tion, our study does have limitations. First, we do not directly measure a CEO's risk preferences. We
instead use an unobtrusive indicator of a CEO's relative risk tolerance, his/her personal political ori-
entation. While many studies and meta-analyses suggest this proxy captures an individual's attitude
toward risk, we do not directly measure this construct. As CEO political orientation also captures
other attributes (e.g., tolerance of inequality), it is an imperfect proxy. While it is not clear how these
other attributes may influence the pay mix of a CEO, they may influence our results despite our
extensive robustness tests. Further, this is only a first step in furthering our understanding of the rela-
tionship between CEO risk preferences, incentive pay, and risk taking. Other research, such as
behavioral agency theory (Wiseman & Gomez-Mejia, 1998) note CEOs' risk preferences are contex-
tual and evolve. Future research may explore how such contextual factors interact with a CEO's per-
sonal political orientation across their tenure.

Further, our findings do not suggest that a CEO's political orientation indicates the structure of an
optimal pay package. While we look at how CEOs are compensated with respect to their political ori-
entation, future research can explore under which circumstances specific combinations of a CEO's
risk preferences and various pay packages lead to the best outcomes. Doing so could also uncover
why CEOs receive initial pay packages that align with their wishes as opposed to what would intui-
tively be better for shareholders. Stated differently, it may be the case that compensating CEOs in
alignment with their risk tolerance can somehow be more beneficial to stakeholders as compared to a
misalignment. This may lead to interesting research.

In addition, our study does not consider the political orientation fit between a CEO and the firm,
as this does not lie within the boundaries of our study. While the fit between a CEO's political orien-
tation and the overall firm's orientation may have important implications, we only focus on the rela-
tionship between the CEO's orientation and initial pay structures. Examining the role of fit between
CEO and the firm can be an interesting area for future studies.
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