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Abstract

EXECUTIVE INCENTIVES AND STOCK OPTIONS

This book focuses mainly on executive incentives and stock
options. In addition to the first chapter “Introduction”, the book
includes six other chapters which can be classified into a trilogy of
three parts. Part One comprises Chapter 2 and 3 into a deep
theoretical research on executive incentives and the choices of
performance bases for executive incentives. Part Two is composed of
Chapter 4, 5, 6 and discusses the design of empirical research on
incentive effects of executive stock options Chereafter, ESOs), and
reviews the empirical literature concerning incentive effects of ESOs
and ESOs practice puzzles in America. Part Three, Chapter 7 studies
accounting for ESOs. In order to help readers grasp the content of
the book quickly, we summarize our main academic contributions and
contents as the following,

In Chapter 1, we make a deep analysis on the question regarding
who are the firms’ executives. Our analysis is accompanied with
rethinking the independent directors institution. We define the

nature of executives as the human capital owners who enter into firm
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contracts with their human capital concerning capacity in order to run
a firm and own the residual rights of control. When directors and the
board of directors substantively own the residual rights of control,
both independent directors and inside directors are the executives of
the firm in nature. The board of directors is the management, and
there are substantive agency relationships and agency problems
between directors ( the board of directors) and shareholders.
Consequently, as executives of the firm, independent directors
themselves are a part of the agency problems at first. Independent
directors may not be an efficient corporate governance mechanism
until the agency problem between independent directors and
shareholders has been sufficiently alleviated. In our view, the
absence of cognition that independent directors are firm executives at
first is the underlying reason which should be responsible for the
insignificant or significantly negative relation between board
independence and firm performance. Additionally, we believe that in
a market where the bandit gang fleeing hither and thither strategy is
optimal, independent directors would play no role in protecting the
interests of minority shareholders.

In Chapter 2, we clearly classify executive incentives in nature,
and deeply discuss their relationship with firm risk and etc. In
executive incentive literatures, the definition of effort is too narrow,
and often means only hard work. Researchers of the literature
usually regard agency problems between shareholders and executives
as solely effort, but the agency problem actually also results from
executives’ wasting shareholders’ wealth to meet their private needs.
Executives’ risk aversion, and as a result, we begin this chapter by
re-defining “effort” as not only hard work but also a part of right
work. Following that, we presents some discussions on a
comparatively static analysis conclusion which has given a testable
empirical relation between executive incentives and firm risk based on
the standard principal-agent model. From the standard principal-

agent model with a more actual assumption that executives are able
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to influence or control firm idiosyncratic risk, we try to exploit the

general equilibrium relationship between them through studying the
effects of executive hidden actions, effort cost and risk aversion. We
clearly classify executive incentives into two types such as effort-
enhancing (8, ) incentive and risk-seeking (8.s) incentive, We
suggest that the standard principal-agent model can provide general
equilibrium predictions concerning the relationship between B,/
incentive, 8., incentive, firm systematic risk and firm idiosyncratic
risk. Thus the comparatively static analysis conclusion of the
standard principal-agent model regarding the negative relationship
between executive incentives and firm risk will not be the case. We
believe that the absence of the above incentive classification is a significant
research deficiency of the field and one of the significant factors resulting
in the existing mixed empirical evidence. We expect that future researches
based on the above incentive classification and predictions will be
important improvements in the field. The value of ESOs is a convex
function of stock price, which means that the value of ESOs is positively
sensitive to stock price and stock return volatility. That is, @ESOs Value/
8P>0, J9ESOs Value /96>>0. As a result, ESOs in principle are able to
concurrently or separately provide executives with B, incentive and Bia
incentive. But executives are risk averse, and their utility functions are
concave. Consequently, the actual incentive effects of ESOs are influenced
by many factors such as risk-aversion degree, or the diversification of
executives’ wealth.

In Chapter 3, we develop a shareholders’ value creation chain to
analyze the potential performance bases for executive incentives.
Then, we discuss the fundamental principle with regard to specific
performance basis choices and review existing evidence concerning
these choices. The shareholders’ value creation chain is composed of
a series of value drivers which share a cause-effect, interacting, or
parallelly cooperative relationship. According to the chain, the
potential performance bases for executive incentives can be classified

into accounting-based performance and market-based performance
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(also RPE), both of which are composed of a series of specific
performance measures. Moreover, both individual performance
evaluations ( individual performance measures ) and subjective
performance evaluations (subjective performance measures) can
serve as the complements to the above performance bases in executive
incentive contracts. The fundamental principle of the performance
basis choice is that executive incentive contracts should place higher
weight on the performance of more informativeness concerning
executive actions. In other words, the performance basis of higher
weight should be of higher sensitivity and higher precision in
reflecting executive actions. But the tradeoff between the sensitivity
and precision of performance bases may be needed to some extent.
The choice is also influenced by other corporate governance factors.
Some empirical evidence suggests that the fundamental principle of
the choice does work. In the U. S. A, the market performance basis
seems to have outpaced the accounting performance basis in the last
10 years. Since this result is likely to have arised from other factors
rather than the quality of performance bases it does not imply
relatively lower quality of the accounting performance basis. Thus
we should explain related empirical evidence with care. In addition,
researchers should incorporate other contracting roles of the
accounting performance basis into researches. In Chapter 3, we also
review the empirical literature on the existence of relative
performance evaluation (RPE) in executive incentive practice. Up to
now, the empirical evidence is mixed, but there is only a little
evidence supporting the existence of RPE in executive incentive
practice in total. Many hypotheses have been suggested by
researchers to explain the absence of RPE, some of them have even
passed the empirical test to some extent. Even given this evidence,
we do still agree with the judgment that “the absence of RPE in
executive incentive practice is still one of the key puzzles surrounding
executive incentives”.

In Chapter 4, we present a relatively complete discussion on the
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empirical research design of the incentive effects of ESOs. We
differentiate four kinds of pay-performance sensitivity of ESQOs, then
discuss the empirical research design of ESOs’ incentive effects from
the agency costs (including growth opportunity, executive tenure or
time horizon, industry regulation, noise of performance measures,
agency costs of debt, executive stock holding, characteristics of the
board of directors, the existence of large shareholders, etc.), firm
specific decisions (including investment decisions, dividend policy,
earnings management and information disclosure, etc.), non-
incentive factors (including liquidity constraints, cost of financial
reporting and tax cost, etc. ), and the repricing of ESOs. We also
summarize the research deficiencies and limitations in this literature.

In Chapter 5, we make a relatively complete review on the
empirical literature of ESOs incentive effects (till 2003). Our review
follows the order of the above research design. As a result, we
conclude that the incentive effects of ESOs have gained evidential
support to some extent, But just as Hall and Murphy (2003)
mentioned, empirical evidence directly linking option grants to
subsequent firm performance has been largely inconclusive,
designing and testing the right experiment on how option grants
affect firm performance remains the most important research
opportunity in this area.

In Chapter 6, we makes a survey on the ESOs practice puzzles
which are inconsistent with the optimal contract in America. The
puzzles include the absence of indexed stock options, nearly all of
ESOs being at-the-money options, the repricing of ESOs, executives’
freedom to unwind the incentive of ESOs, the existence of reload
options, and the prevalence of broad-based stock option plans. We
begin by briefly describing the executive power view and the
perceived cost view which can be used to explain the puzzles. Then,
we review the explanations of these ESOs puzzles from different
viewpoints such as the executive power view and the perceived cost

view. Different views not only have different explanations of the
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puzzles. but can also have different solutions to improve ESOs
practice. For example, the executive power view focuses on
corporate governance improvement such as enhancing the
independence of the board of directors, but the perceived cost view
focuses on educating directors and executives on the true economic
cost of stock options and eliminating the asymmetries between the
accounting and tax treatment of stock options and other forms of
compensation. Hence, companies should make improvements on
ESOs plans in the future such as appropriately lengthening the
vesting period of ESOs, requiring executives to hold shares for a
specific period after options exercise, effectively preventing
executives from unwinding the incentives of ESQs, strengthening the
education of shareholders, directors and executives on stock options,
granting executives restricted stocks and indexed stock options, and
improving the accounting for ESOs and related information disclosure
institutions.

In Chapter 7, we study accounting for ESOs. We argue that
since the economic substance of ESOs is that executives share the
claim to the firm’s residue with shareholders. the economic substance
of ESQOs granting transaction is the alienation of part of the claim to
the firm’s residue (in financial accounting. that is profit distribution
right) from shareholders to executives. As a result, the ESOs
granting transaction is not that executives exchange management
service for the ESOs. In other words, the providing of executive
service does not work as the necessary premise of ESO grants.
Shareholders just want to and can solely use ESOs to tempt
executives into creating more shareholder value. This temptation is
possible to realize because executives who have been granted and held
stock options become the non-shareholder owners or quasi-
shareholders. The fund or value flow of the ESOs granting
transaction which should be accounted for is that one part of profit
distribution right (owners’ equity) flows from shareholders to

executives.  Consequently, in accounting recognition, the
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corresponding item of ESQOs in the ESOs granting transaction should
be recognized as profit distribution. This is why our original *profit
distribution view” differentiates from FASB and TASB’s “expensing
view” as a result from the cognition difference concerning the
economic substance of ESOs and ESOs granting transaction between
us and them. Qur view will help to facilitate the implementation of
the fair value measurement method. As to the measurement
approach, we argue that the reporting-date measurement approach
should be adopted. But based on the current context of China, we
suggest that marked-to-intrinsic-value method or the minimum value
method be adopted, and fair value of ESOs be encouraged or be
required to be disclosed in the notes to financial statements. In the
future, when the context matures, ESOs can be measured at fair
value. Different than the FASB and IASB, we argue that if the
vested ESOs expire without exercise, these expired ESOs should be
treated in the same way as the forfeiture of ESOs before vesting.
That is, we should adjust the profit distribution amount arising from
ESOs. QOur view is consistent with the reality that executives
participate in sharing the claim to the firm’s residue with
shareholders, but inconsistent with the existing financial accounting
concepts and model. Hence, the existing financial accounting
concepts and model should be reformed to adapt to the new business
environment where executives participate in sharing the claim to the

firm’s residue with shareholders.
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