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Abstract

The impact of executive equity incentives on the firms’ resource allocation behav-
ior is one of the most important studies in the field of corporate governance, and thus
largely attracts the attention of theoretical workers as well as listed companies and
their regulators. Unlike with western developed capital markets where have mature ex-
ecutive equity incentives system and perfect institutional environments, the really
meaningful executive equity incentives have been launched in China’s capital market
since 2005 when China Securities Regulatory Commission promulgated “ Administra-
tive Measures for Equity Incentives of Listed Companies ( Trial)” . Nevertheless,
there are still big differences in the maturity of equity incentives and related institu-
tional environments between the western countries and China. Then, for the emerging
equity incentives system in China’s capital market, what economic consequences on
the behaviors of corporate resource allocation can be caused? More specifically,
whether and how equity incentives affect firms’ investment behavior? As one of impor-
tant sources of investment, what role debt financing can play in it? Do equity owner-
ship incentives (H —S incentives) exert different impact on investment comparing to
stock options or restricted stock (O — R incentives) ? Based on China’s especially in-
stitutional background characterized as “newly emerging + transformational”, the
theoretical and empirical answer to these questions has extremely important implica-
tions for equity incentives system given its prevalence in China’s capital market at
present.

Therefore, this dissertation investigates the inherent relationships among CEO
equity incentives, debt financing and investment behavior based on the empirical evi-
dence from China’s listed firms. The main thread of this book is as follows: First, as
equity incentives may increase the executives’ risk-taking incentives and impulse of
empire-building, cause catering investment in stock market and loose financial con-

straints, CEOs have motivations to increase capital investment and research and de-
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velopment (R&D) investment, and finally will affect investment efficiency; Sec-
ond, focuing on ene of the four ways above-financing constraints loose, that is debt
financing, this dissertation further studies the effect of equity incentives on firms’
debt financing before debts contracted, using the signaling theory and risk-taking
theory of executive equity incentives; Finally, this dissertation focuses on investiga-
ting two opposite mechanisms of debt in the impact of equity incentives on the behav-
ior of firms’ investment after debts contracted, that is the contingent governance and
asset substitution of debt.

This book consists of eight chapters: Chapter 1 is introduction; Chapter 2 re-
views relevant literature; Chapter 3 pectinates main theoreticalarguments on execu-
tive equity incentives system, and its history of development and the status in China
and abroad; Chapter 4 gives a theoretical framework where deductively reasons the
affecting relationships among executive equity incentives, debt financing and invest-
ment behavior, following by develops research hypotheses; Chapter 5, Chapter 6
and Chapter 7 empirically test these hypotheses developed in Chapter 4, respective-
ly, and all results are represented and explained; Chapter 8 concludes research re-
sults, builds the theory model of executive equity incentive systems and its regulation
in listed Chinese companies and puts forward policy suggestions, finally, the limita-
tion and further research direction are discussed as well.

The main results of this dissertation are as follows:

(1) The implementation of CEO equity incentives significantly induces firms to
increase R&D investment, especially capital investment. The higher the equity incen-
tive intensity, the higher level of R&D and capital investment. However, this invest-
ment decision deviates from the optimal level of investment, and manifests as high
level but low efficiency investment behavior. In anther word, executive equity incen-
tives don’t inhibit under-investment instead of significantly leading to over-investment.
Further, this research demonstrates these relationships are stronger for firms with
“O —R" incentives than firms with “H — S” incentives. The implementation of
“H —S” incentives helps the increasing of firms’ R&D investment but has no signifi-
cant impact on capital investment and investment efficiency.

(2) Generally, this dissertation also finds that the higher CEO equity incentives
intensity, the more interest-bearing debt financing can firms obtain, in particular the

short-term borrowing. The CEO equity incentives intensity has no significant influence
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on the long-term borrowing; For the specific incentives models, the implementation of
“O-R" incentives enables firms to get more interest-bearing debt financing than firms
with “H -S” incentive model, especially short-term borrowing. Nevertheless, strong
“H —S” incentive intensity causes more short-erm borrowing while “O —R” incentive
intensity has no significantly influence on debt financing.

(3) Since the increasing in debt financing especially short-term borrowing, ea-
ses firms’ financial constraints by enabling executives to have more free cash, short-
term borrowing significantly exacerbates the positive impact of equity incentives on
firms’ capital investment, and thus exacerbates firms’ over-investment problem.
Meanwhile, the influence is stronger for firms with “O — R” incentive model than
that of firms with “H — S” incentive model, but the interaction terms between
“O-R" incentive intensity and debt financing do not significantly affect firms’ cap-
ital investment and the level of over-investment.

In conclusion, these theoretical analysis and empirical investigations of this dis-
sertaion confirm that China’s current equity incentive system leads to significantly eco-
nomic consequences on firms’ behaviors of investment and financing. This paper at-
tempts to do several exploratory works on the problem of equity incentives, debt fi-
nancing and investment behavior, hoping to expand current literature in the following
aspects;

First, building on firms’ investment efficiency, this dissertation constructs a
theoretical framework of executive equity incentives, debt and investment efficiency
by corporating debt financing and executive equity incentives into the theoretical anal-
ysis of enterprises’ value creation, which helps make up for research paradigm of sep-
arately examining executive incentives effects and debt governance effects.

Second, based on the background of China’s specifically institutional environ-
ments, this dissertation analyses and confirms the impact of executive equity incen-
tives on firms’ investment and further investment efficiency, which provide directly
empirical evidence on economic consequences of implementing executive equity in-
centive system in China’s capital market as a “newly emerging + transformational”
market. This further expands a few extant studies that investigate the impact of stock
options on R&D investment at home and abroad. Meanwhile, this paper further ex-
pands empirical literature on examining the effect of equity incentives on borrowers’

loan decision-making before debt contracted by investigating how has debt affect the
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relationship between equity incentives and investment after debt contracted.

Third, by introducing investment as a bridge, this dissertation breaks in extant
literature on studying the direct impact of executive equity incentives on enterprise
value, which provide an important perspective to equity incentives effects. Addition-
ally, this paper attempts to jump out of prior research framework in which most stud-
ies investigate the impact of executive equity incentive on enterprise value-added from
stockholder through surveying equity incentive system as easing the agency conflict
. between stockholder and executives from the perspectives of creditor. This dissertation

provides an unique perspective for research on equity incentives.
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1.1 FAeRd. ArE %

W] LA R R E U S AR, SRS S EE N A R Al B R
FLEITHRARRENEENS, L—EZIERMRESTHRE EENE
FEHERW. Bt b, NS AN BRI R IRBFEE, XHERE
HASYLE T B SR w5 ENFAERBRAF RIS E TR, FERREAR
KA A 5 F 45 WX s BE (NPV) AR a0 B 8% d B (Jensen,
1986) , T B & KUK HLEEXT NPV B IEM I H %A L (Amuhud Fl Lev,
1981; Holmstrom F1 Weiss, 1985), fCHEHIEIA N, B TFEE—ERPGER,
JEH R, RBEHE N AMEELZ 5 A AMERIE R, #EHRE
HAFMT A ZAICHE R & (Jensen 1 Meckling, 1976; Holmstrom, 1979;
Jensen Fl Murphy, 1990) , ‘& — J7 I {12 {5 XU B; A0 36 7Y 25 7 82 57 1F. NPV £ %8 10
H, SMEHEAR; H—nHH, HEEMEELS5RAMGER, feamEK%
Fif NPV 95 H , MK, sm sk wiERERCE, Hmiik
Wil £ “Hi + 9 b ERATS, RIRGEDS K BREGER I EEEH
MR A AREHE, BRAEAE, Z25NME-NTAHFRRAEEENSEER
i,

RS, BAEMAEARBRFEIT AT E X KREZETXH—FIAR, B
AUl U A2 S S SR e 8l IR 0 8 1 A e XU 498, R T e Ay
2% fife XU AH G R m) R, B R AR B LA 9 A % T B (Rajgopal F1 Shevlin,
2002) , T, VLSRR B RAVEU X 2 B R AT A 1) 2 K i T
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BB, UHREZEREMRAAEREL A MK A& E (R&D) S HEM
(Guay, 1999; Ryan Fl Wiggins, 2002; Coles et al. , 2006; Nastasescu, 2009;
Du il Lin, 2011; Bhargava, 2011), HEASIHFRIE MBS, E40 Shimi-
zu (2007) Frdgthi, MREEHIALS | 60 e o XUBS AR AT S 0 2 B e A1 98 K (R
AR ERAEES L, ERANERHFRARFNA THE, EHEE
R, BUA SCRRIF A R AR A4 {8 2 R1 I K #%E b BB 80R ) 78,
EACFI KR A ERE RN, Mk, EERRAERRLE
( McNichols #i1 Stubben, 2008), Narayanan (1996) MJHEiS/#r#EH, HEH
P29 R E IR A R, TR R WU R B R B Rt
ETREFIRA GBI, IG5 AR E A Al SEA K %5 R&D $ %
FHBHERRTWIEM, KA B THEMEmE 1 AKX A w8517 kM
o

ERE, BAERH L T 1993 FHEIT R R ARAF, HEZR
T RS B AR e, BB ) B & e — E 2 AR HE. 2005 4E 8 A 23
H, PEIEEEERZAS (A6K GEES)) 4K (CFEHAH
FEAUr EBCER TR FEIL) IR 58 RUBRAU D BB 89 b i A w AT LASE
it PR AR .7 2005 4F 10 A 27 HEITHY (AREE) 5 QEFE), L
BF S Rmifme (B AR B I E (17)) (ABERKR (B
BINED) ), FE T2 AT BOSUR h  BE 4R S BUR R R R R B, b
HEHIERE X ERBAB S EAERER AT EX#E Y, 2, &El
WA A RIS R T A AR RO o BT A R E RN Ch T fE, &
PRHFRA “H-S Bhy”), HREEZ, G752 5L ECE K A AR,
RO B A5 A R S L sk IS, (B2 B e A X S s 07 3 6 T T AE
“Riig LAY (HRALHE. KB, 2010); MEKZE, FEEHA
AR TEFETTLUE_RTE ERGERN (S178) BREBI (stock options)
M () PREMEBEE (restricted stock) (CAJ{E, AFHEFHIRN “0-R
") FENRFEIEE S LRSI, #E 201245 A31 H, &HE
A BREATIZHEA 392 K EHARAT T 0 -R SR, ML 2012 458 4
A, PEREESHAHET £k 61 K ERARIM 0 -R MAHHEE?, X hERE
WA T R A B 5B AT AR 4R i T S S SC B AR SR, [RIA R B

© WEETF1993 412 A29 HFifK (ArlEk) HEHE: “A6EHF, WH. SRV YRAH
HRATREA A R Gy, AR RIR N A8 5L
@ WERRFE: REEZITTEMYIRM (http: //www. cninfo. com. cn)
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TR Al ] AR AP I B SE R 2

WONEEAR, 5 EE BTN b B 5 R AT T BV FH B b 25
FRAMIX —~HEFNE, 7€ Modigliani 1 Miller (1958) HEERATIHE,
PGB FEAR MG 5=, WS TR, AmMERLHAES, AFEEA
XFR RARTEEFENGATER2ERFAAE, RYEIUHR 7 GTRLGEXT i 48 5F ke
R EBEEW, 5 RBRAE—MANE %, L Jensen Al Meckling
(1976) AAERMARIEIEISHRE T HARLT R WA BT IT AL —
REBRARSEBAN G SBRINER T, BA—BAMEXNRTEA Y
i, HEREHNEZERSEEAL (Fama il Miller, 1972; Myers, 1977;
Parrino i1 Weisbach, 1999) ; —RIEMAR 5LMAF HRFRBHHLT, i
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