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Equity Incentive Contracts’ Characteristics and Firm Innovation
LI Dan-meng' , WAN Hua-lin®
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2. School of Accountancy, Shanghai Lixin University of Accounting and Finance, Shanghai, 201620, China)

Abstract; Lots of literature in economics, finance ,and management show that innovative activities have always
been seen as one of the most important drivers of economic growth. The Incentive of corporate managers who are the
main decision makers of innovation activities is vital to firm innovation. This paper focus on the equity incentive
plans adopted by Chinese listed firms. Based on agency theory and other related theoretic framework in economics
and corporate finance ,the paper develops some hypotheses for testing. First,the paper gives a pair of competing hy-
potheses on whether the adoption of equity incentive will enhance firms’ innovative activities or not. Second , the pa-
per digs into the effects of equity incentive contracts’ characteristics such as incentiveviype ( options or restricted
stocks) ,incentive intensity ( stocks granted through incentive contracts) ,and incentive period ( duration of the in-
centive plans)on firms’ innovation.

Using data of 2007 to 2014 from Chinese listed firms, this paper examines the effects of equity incentive and
the characteristics of incentive contracts on firm innovation. In order to reduce the concerns of self-selection and oth-
er endogenous problems, this paper adopts a “ dynamic perspective” instead of traditional association
study. Specifically,this paper uses a research design of Propensity Score Matching ( PSM) plus Difference-in-Differ-
ence (DID). In the paper,firms adopted equity incentive contracts are seen as treated sample while those without a-
doption of equity incentive contracts are treated as control sample. By using PSM  the paper choose a group of sub-
sample firms from control sample to carefully match treated sample in order to reduce the endogenous concerns. The
paper uses nearestvneighbor criterion for matching and controls a group of variables such as firm size, profitability,
assel structure , growth , management compensation,ownership etc. After finishing the matching work , the paper runs
a difference-in-difference regression using treated and matching control sample firms. With the PSM and DID re-
search design, the paper finds that sample companies” R&D expenditures and the number of patents granted increase
after the adoption of equity incentive plans. This finding is robust to various model selection and variables’ substitu-
tions. Overall , there is a positive relation between the adoption of equity incentive plans and firms’ innovative input
(R& D expenditures ) and output ( patents granted ).

Moreover, the paper tests the effects of incentive contracts’ characteristics including incentive types, incentive
intensity ,and the duration period on innovation activities. The results show that the duration period has a positive
significant effect on sample companies’” R& D expenditures, with more innovative inputs for longer duration peri-
od. On one hand, Companies are granted with more invention-type patents which are seen as strong innovative results
when managers are granted with stock-option type incentive plans and when the incentive plans have longer duration
period. On the other hand , companies gain more appearance design-type patents which are seen as low innovative re-
sults with incentive plans using restricted stocks and shorter duration incentive period. The paper does not find any
evidence of the effects of incentive intensity on firms’ innovative activities maybe due to the restrictions on incentive
percentages from the regulatory agencies.

In conclusion, this paper shows that equity incentive plans and their contracting characteristics have significant
influences on companies’ real and strategic innovative choices in one of the most important transitional econo-
mies. This paper provides some evidence that supports the positive effects of equity incentive plans on firms’ innova-
tive activities. Also,we should emphasize the importance of incentive plans’ characteristics such as incentive type
(option like or restricted stocks like) ,incentive intensity,and the duration period. To a larger extent, this paper pro-
vides some important insights for regulatory agencies to make better use of the functioning of capital markets aiming
to enhancing firms’ innovative activities. The results from the paper will also give some insights for investors in cap-
ital market when appraising companies’ innovative abilities and growth potential.

Key Words: equity incentive; contract characteristics; firm innovation

JEL Classification:M10,G35

DOI;10. 19616/j. cnki. bmj. 2017.10.011

(StfEdt: A A)
172



