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Abstract

This paper uses a new dataset of 3,717 US CEO gmpld contracts to study the time horizon
of executives. Longer contracts offer protectioaiagt dismissals: turnover probability increases
by 20% each year that passes towards contractagiqpir In theory, this should encourage CEOs
to pursue long-term projects. Using an instrumentiiable approach based on inter-state
judicial differences, | show that contract horizadeed affects investment positively. However,
because longer contracts make it harder to dismasagers, they also impose less discipline.
Consistent with this argument, CEOs under shouatracts perform better in acquisitions, and
CEOs with a longer contractual horizon receive nsakary increases and perquisites. Overall,
firm value does not differ across contract types.
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Executives are often accused of myopia, i.e., dihfato invest in projects that only improve
long-term shareholder valdeMuch of this discussion has focused on incentiag Jhis paper
seeks to draw attention to another, less explomagrsion of executive incentives: the contract
horizon. Long-term contracting differs from long#teincentive pay. It determines the ease of
dismissal and therefore affects discipline. A laaptract term promises the executive that he
will not get fired if payoffs do not materialize igly; however, it also allows him to
underperform for other reasons without an immediateat of dismissal.

Empirical literature on executive horizon has bkerited so far. Yet, many US chief executive
officers (CEOs) operate under explicit employmemttracts that are publicly available. Based
on a new, hand-collected dataset of 3,717 of tldeseiments, | find that contract horizon is
relevant for both investment and discipline. On ¢ime hand, CEOs with a shorter remaining
contract term invest less than their peers do, looterms of CAPEX and R&D expenses. On the
other hand, CEOs with a shorter contract horizafop®a better in acquisitions and receive less
perquisites or salary increases. Neither the imvest nor the discipline effect dominates: firm
value does not differ significantly between firmghndifferent CEO horizon.

In the US, CEOs can be employed under two contsgues. Undeffixed-termemployment,
dismissal before the contractual termination dateostly and can lead to litigation; undeswill
employment, the firm or the employee can terminh&relationship at any time and for any
cause. From a legal perspective, this makes atewiitracts the easiest to end, but also infinitely
short-term. | study the incentive effects of bothnttact types and length Since remaining
contract length decreases over time, | am ablgacktthe behavior of a given CEO under

different horizon. The comparison between fixedrterand at-will contracts is less

! Effects of a short executive horizon (“myopia”\vieabeen discussed by, among others, Narayanan )(19&%n
(1988), Stein (1989), Froot et al. (1992), and &olet al. (2006). Laverty (1996) provides an ovewiof the
strategy literature on this topic.



straightforward due to endogeneity, i.e., firms nohpose the CEO contract type based on their
investment opportunities. Therefore, | use the llegvironment to instrument the choice of
contract type. Some states have more employeedfyieaourt records — particularly states that
restrict the right to dismiss at-will employees.e$h states have a greater proportion of at-will
and shorter fixed-term employment contracts. Is #ample, 30% of the contracts governed by
state laws with the so-called at-will exceptione at-will, as opposed to 19% in non-exception
states. The exceptions have antecedents that acemelated with investment.

Contracts affect the actual timing of turnover.idsa hazard model, | estimate the likelihood of
turnover as a function the contract horizon, tenpegformance and characteristics of the CEO,
the firm, and the industry. CEOs under at-will gcants on average have a 22% higher
probability of turnover than CEOs under fixed-tecontracts. Under a fixed-term contract, one
year closer to the expiration date translatesar20% higher probability of termination.

The focus of the theoretical debate on “economartsiermism” is the hypothesis that myopic
CEOs fail to make investments in projects with keegn payoffs (e.g., Dechow and Sloan,
1991; Froot et al., 1992). Consistent with thiswiéfind a positive impact of the expected CEO
horizon on investment. CEOs with one more year neimg to expiration invest 2.1%-points
more in industry-adjusted capital expenditures aades, equivalent to $9 million per year in
dollar terms. That is, a CEO under a five-year @mttinvests in his first year on average 11%-
points more than in his last year. The magnitudescamparable in terms of R&D expenses.
Effects are more pronounced when | compare CEOsrunad-term contracts with CEOs under
at-will contracts. In terms of industry-adjustegbital expenditures, the difference between an at-
will and a fixed-term contract is six times thefdience between a first- and last year CEO under

a five-year contract. This translates to 44% of etendard deviation of the industry-adjusted



capital expenditures. In terms of industry adjud®&D expenses, the effect amounts to 56% of
one standard deviation of the dependent variablentr@ct type has a similar effect on
acquisition activity. A CEO under a fixed-term c@ut on average makes one more acquisition
in every two years.

For an analysis on discipline, | follow Masulis &t (2007) and use acquisitions as large,
significant and observable investment projects. Ugitjons take time to implement: enough
time for a board to dismiss the CEO if it wantgptevent closure. Consistent with the argument
that CEOs under at-will contracts face a highemiisal threat, announcement returns are higher
for acquirers with CEOs under such contracts andadaeverse in the subsequent 24 months. In
addition, a longer horizon allows CEOs to deriveager personal benefits. CEOs with more time
remaining until expiration have greater salary @ases and more “other compensation”, which
includes perquisites and unspecified, non-incenpgag. One more year under the contract is
associated with a 2% increase in salary and $2isthra higher “other compensation”.

Contract design faces a trade-off between thesectsff Edmans (2011) describes a similar
dilemma in a debt structuring setting (without eayphent horizon). A short contract horizon
makes it easier for the firm to dismiss non-perfioignCEOSs, but also deter the executive from
long-term investments. Empirically, neither the tsosor the benefits of horizon dominate. In
terms of the market-to-book ratio, | find no sigeeit effect of expected horizon, contract type,
or the remaining time under a fixed-term contratither words, there is no evidence that firms
systematically write contracts that are too myagitoo long.

Throughout the analysis, | control for other timaying effects such as the executive’s age and
tenure, the firm’s age and year-fixed effects. Tdigables me to include executive-fixed effects

into the regressions, but the results are robusinfduding executive-fixed effects (without the



time-varying control variables). Results also remsimilar controlling for the compensation
horizon and incentive pay, which is only availafile a subset of the sample. A subsample of
firms switches their contract type. The results @ireilar, if not of greater magnitude, for this
subsample. This suggests that the results areelyliio be driven by unobservable firm
characteristics. Finally, not all CEOs sign empleytcontracts: CEOs without contracts are
technically at-will. The results are robust forlumting all public firms under this assumption. To
ensure that the results are not driven by unobddixa characteristics, | also match CEOs with
fixed-term contracts to at-will CEOs that work imis with similar characteristics and show that
the comparison between them is consistent witlb#seline results.

Empirical studies of CEO employment contracts @&eent and few in number. Schwab and
Thomas (2005) describe a sample of 375 contragts & legal perspective. Gillan et al. (2009)
show that many CEOs operate without an explicit legtpent contract, and study the choice
between explicit and implicit contracts. | build treir work by showing the impact of contract
horizon on career outcomes and performance. Myirfgedimply that employment contracts
affect decisions. In praxis, this means that cattdasign is not trivial, and | hope that my work
can give some first guidance on this matter.

More generally, this paper contributes to the ditere on management horizon and managerial
turnover. The theoretical literature on horizonald®es “myopic” as negative effects of short
managerial horizon on investment (Narayanan, 1888in, 1988; Stein, 1989; Bebchuk and
Stole, 1993; Noe and Rebello, 1997; Chemmanur awidR1999, and Bolton et al., 2006). The
literature on CEO turnover discusses effects ofethee of dismissal (and determinants of it) on
monitoring and performance (Weisbach, 1988; Hdrt2€I01; Morck et al., 1989; Denis et al.,

1997, and Mikkelson and Partch, 1997). The follgv@malysis, on the interface of the horizon



and the turnover literature, argues that short mana horizon trades off “myopia”, or negative
effects on the investment horizon, and positivea# of discipline. A similar trade-off in spirit
has been described by Edmans (2011) in a debtdimgusetting.
Previous empirical work on horizon shows contraatictevidence on the relation between
managerial horizon and investment, using dates as¢he actual termination or retirement date
to mark horizon (Dechow and Sloan, 1991; Gibbonsl &turphy, 1992; Murphy and
Zimmermann, 1993; Antia et al., 2010, and Gao, 20T8e employment contract dataset, in
contrast, provides an ex ante measure of horizogether with the instrumental variable, this
allows me to be more precise about causal efféd@®EQ@ horizon on investment.
Finally, contract length and type are direct deteamts of CEO turnover. As a consequence, this
analysis of contract characteristics contributethéoempirical literature that measures effects of
monitoring and ownership on executive turno¥dsolating contractual turnover explains a
greater fraction of dismissals and makes it edsiatentify effects of other mechanisms.
The paper proceeds as follows. Section | sketchemnpal effects of contract horizon. Section Il
describes the data. Section Ill links contractualizon to the actual turnover probability of
CEOs. Section IV identifies determinants of theicdetween contract types, which allows me
to control for any selection bias. Section V préséhe results on the potential benefits of a long
horizon; Section VI the potential costs. Section $tudies overall effects on firm value, and
Section VIII concludes.

I. Hypothesis development

A. Legal background

2 See Coughlan and Schmidt (1985), Warner, Watts/natk (1988), Weisbach (1988), Gilson (1989), Beni
Denis, and Sarin (1997), Huson, Parrino, and St@881), Jenter and Kanaan (2010) and Jenter anwdllssn
(2010).



Fixed-term employment.In a fixed-term contract, the firm commits to payicompensation for

a certain number of years; this remains valid gftessible premature termination. That is, the
cost of termination is increasing in the numbersy@drs remaining under the contract. Upon
early termination, the executive is typically etk to a multiple of the base salary and the
minimum bonus, but this sum can be augmented adoaly. As an example, take John Mack’s
2005 five-year contract with Morgan Stanley:

If, during the Employment Period, the Company shkadininate the Executive's employment
other than for Cause, death or Disability or theeEutive shall terminate employment for Good
Reason: (i) the Company shall pay to the Executiva lump-sum cash payment as soon as
practicable after the Date of Termination the aggate of the following amounts:

...an amount equal to the product of (1) the Exeel#iviotal Compensation for the most
recently completed fiscal year and (2) the greatefx) a fraction, the numerator of which is the
number of days from the Date of Termination throtighfifth anniversary of the Effective Date,
and the denominator of which is 365 and (y) 11...]

Hence, in Mr. Mack’s case, the cost of dismissargo contract expiration is the product of his
total compensation and the number of years rengimmtil the contractual termination date. The
total compensation of Mr. Mack was $45 million i00B, the first year of his employment
contract, and so severance pay for termination862would have exceeded $182 million.
Assuming that compensation remains at this lewlesance pay in 2009 would have been $45
million, which is $137 million lesS.

Morgan Stanley’s operating income in 2009 was @Zbillion. While $137 million is a non-

trivial amount, it seems less so compared withfitme value a CEO can destroy. Also, fixed-

% Morgan Stanley, Form 8K, filed September 22, 2@®#&ibit 10.
* For details on severance pay, see Rusticus (28@6)and Xu (2009) or Goldman and Huang (2010).
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term contracts are renewable, typically with a @9 dotice period before the expiration date.
renewal happens always and automatically, contsdaisld have no effect. Before we begin the
analysis, it is therefore important to see whe@EO employment contracts are credible.
Prediction 1 (fixed-term contracts and turnoverhieTprobability of turnover is inversely related
to the number of years remaining under the contract

At-will employment. In the US, employment can be fixed-term or at-willnder at-will
employment, both the employer and the employee teaminate the relationship for “good
cause, for no cause, or even for cause morally gyrenthout being thereby guilty of legal
wrong”® In other words, at-will employment can be termimagt any time. One example is
Carleton Fiorina’s 1999 contract with Hewlett-Packa

Executive and the Company understand and acknoelddg Executive's employment with the
Company constitutes "at-will* employment. Subjectthe Company's obligation to provide
severance benefits as specified herein, Executhdg tae Company acknowledge that this
employment relationship may be terminated at amge tiupon written notice to the other party,
with or without Cause or Good Reason and for anp@rcause or reason, at the option of either
the Company or Executive.

These provisions do not imply that termination asttess, but that dismissal is equally costly at
any time from a legal point of viefvn the case of Ms. Fiorina, the contract specifi@samount

and composition of severance pay for all of the tineed cases (with cause, without cause,

® Very few contracts, less than 2% of our sampleymatically renew every day in a way that fixes témaining
period at a specified number of years, the so-dd#gergreens”.

® Payne vs. Western & Atlantic Railroad Co., 81 Tes0v, 519-520, 1884 WL 469 at *6 (September Ter@84).

" Hewlett-Packard Co., Form 10Q, filed September1®99, Exhibit 10 (gg).

8 The cost of termination is not necessarily cortfite severance. Additional cost, e.g., reputatiost,anay change
over time, but it is not obvious that they differass contract types.
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etc.). Compared to fixed-term contracts, at-wilhitacts have an infinitely short term. This
should affect the probability of dismissal if cadtual terms matter.

Prediction 2 (contract type and turnover): The pabbity of turnover is higher for CEOs under
at-will employment.

B. Potential benefits of long-term contracts

It can be difficult to assess the performance ofimrestment project before its payoffs
materialize. If a CEO’s employment contract is doerenewal soon, he has an incentive to
forego projects that will not positively affect higsible performance (Stein, 1988; Stein 1989;
Chemmanur and Ravid, 1999). A longer contractuakba encourages the CEO to take projects
that are initially more costly if they become ptafile before the end of his contract. One can
consider the contractual employment horizon a s$igriacommitment: it shows a mutual
understanding between the CEO and the board tma¢ sovestment projects can be initially
unpopular and take time to become profitable. értteantime, the CEO is able to work without
an immediate threat of dismissal. Of course, tmeust be a limit: the additional severance pay
upon early termination is not trivial per se butyn@ecome so in the presence of crass value
destruction.

A longer employment horizon also allows for moreentive-compatible compensation for
longer-term projects. It is easier to assign reslity when the executive is still in charge afte
the project has paid off. If the CEO performs wélle board can reward him with salary
increases, boni and perquisites (Gibbons and Murp®92; Narayanan, 1985). Given that non-
vested stock and options are often forfeited ugsmination (Dahiya and Yermarck, 2008), a
longer contractual horizon also increases the dgdecalue and incentive effect of long-term

stock and option vesting schemes. Non-pecuniaryefiisnare discussed not only in the



management (Matta and Beamish, 1998), but alschenfinance literature (Casamatta and
Guembel, 2010): some CEOs want to build legaciespime recognized or even famous for their
performance. CEOs may reduce effort if they do exjppect to be rewarded in time. These
arguments predict a positive relation between lborand investment:

Prediction 3 (contract horizon and investment): GE@ith more time remaining until contract
expiration invest more than CEOs with less timeai@mg or CEOs under at-will employment.

A disincentive to invest given a shadntracthorizon is not necessarily suboptimal. On the one
hand, an executive with a short horizon has littteentive to exert the effort to start a long-term
project. On the other hand, he also has littlentige to exert effort to work on the long-term
project, even if started. In addition, Noe and Rebé&l997) argue that the firm can have
difficulties changing a CEO with project-specificidwledge. Thereforegiven a short CEO
horizon, it can be optimal for the firm to foregostive-NPV projects. In addition, lower-rank
executives may have to reverse decisions under leadership and therefore incentives to
reduce effort on long-term projects. At the sameetitournaments for a possible succession give
the upper management incentives to focus on short-tesults.

This phenomenon is known in the Political Scienterdture as “lame-duck” at the end of
election cycles, politicians refuse to implementiges that may be reversed under new
leadership. The parallels between corporate andicopgbvernance are not restricted to the
organizational support. One argument in favouriofatiorships is that long election cycles and
discretion allow governments to implement unpoput@asures in the early stages of the cycle.
Durham (1999), for example, documents higher inaest ratios in one-party dictatorships.

C. Potential costs of long-term contracts

° For a more qualitative discussion of organizatiemal psychological arguments, see Laverty (1996) provides
an overview of the literature in the managemenrd are myopia.
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Durham (1999) also finds that one-party dictatgrshidespite their high investment ratios, do
not grow faster. This is because democracies, mirast to authoritarian regimes, “check
arbitrary rule, perhaps more effectively limit agstion, and thereby preserve established
property rights”. Taking the view of the corporag@vernance literature, Gompers et al. (2003)
write that “corporations are republics. [...] One rexrte, which tilts towards a democracy,
reserves little power for management and allowsesttdders to quickly and easily replace
directors.” The corporate governance literature diasussed the disciplining effect of different
aspects that allow CEO turnover more easily, rapdiom board composition to ownership
structure (e.g., Weisbach, 1988; Hartzell, 2001ydpShleifer and Vishny, 1989; Denis et al.,
1997; and Mikkelson and Partch, 1997). Unlike otleenployees, CEOs rarely take up
comparable positions after contract terminationly®@m3% of the sample becomes CEO of other
firms. This is comparable to the Gibbons and Murgh§92) sample (2.2%) or the Brickley,
Linck and Coles (2009) sample (3.2%). Dismissal ttsarefore serve as a threat: it seems
unlikely that most CEOs would happily terminateitloentract.

Contractual employment horizon is the most direetedminant of the ease of dismissal.
Premature termination of fixed-term contracts letmsegotiations and perhaps litigation, and
the costs of termination are proportional to theetremaining between the actual and contractual
expiration date. In contrast, at-will contracts dee terminated at any time and for any cause,
posing a more immediate dismissal threat. This lshbave a disciplining effect both on the
CEO's effort and potential self-serving behavios Before, any lack of effort or self-serving
must stay within the limits of a trade-off with theosts of early termination: crass value

destruction is unlikely to be tolerated even urfdexd-term contracts.
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To study effects on effort, | use a sample of asitjons which allow me to isolate performance
effects better than smaller, less observable aetwgsiThey are also less standard and therefore
have a greater likelihood to involve the CEO peadlgnIf shorter horizons induce more effort,
we should observe better acquisition performancdeu@EOs with at-will contracts.

Prediction 4 (contract horizon and effort): Firmsnform better after acquisitions made by
CEOs under shorter contract terms and at-will cants.

A lack of effort is harder to distinguish from thétial underperformance of longer-term projects
than self-serving behavior. Yet, executives may tiiee protection of long-term contracts for
more obvious treats to their personal accountekample in form of perquisites and increases in
base salary. Executives directly benefit from congagion, and some consider executive pay in
general a sign of rent-extraction by powerful CE®g., Bebchuk and Fried, 2004). Consistent
with this view, Malmendier and Tate (2009) repagher compensation levels after CEOs win
awards (so-called “superstar CEOs"). If the reltiack of dismissal threat leads to more rent-
seeking behavior, |1 expect CEOs with a longer loorizo receive greater salary increases.
Compensation can set incentives: Gibbons and Mufp®92) show that compensation becomes
more sensitive to performance at the end of exeeuénures, thereby offsetting (dis-)incentive
effects set by the near end. To isolate intendegntives from rent-seeking motivations, |
exclude incentive pay and focus on base salaryorhptement this analysis with the 402
(©)(2)(ix) “other compensation” item of the proxtaement, as reported xecucompas a
rough measure for perquisites.

Prediction 5 (contract horizon and rent-seekingdléy increases and perquisites are larger for
CEOs with a longer horizon.

D. A trade-off
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Long-term contracts commit to discretion over aaiarperiod of time. This gives executives
freedom to implement costly investment projects Hra more lucrative in the long-run as well
as costly projects that are less lucrative. Loraggtracts can alleviate myopic underinvestment,
but they may induce less effort during the impletaBon. The public discussion sometimes
blames executives for being too myopic and othreesi for being not being responsible. It is an
empirical question which effect — if any dominates.
Prediction 6 (contract horizon and firm value): Firvalue does not differ across contract length
and type.

II. Data
A. Sample
| use a sample of employment contract terms betwhirms and their CEOs. In the US, the
Securities Exchange Act of 1934, Regulation S-Emit402 requires the disclosure of terms of
employment contracts between the registrant ancedagmecutive officers. Following Schwab
and Thomas (2005) and Gillan et al. (2009), | ablleontracts and descriptions of terms from
SEC filings and, where possible, frorhe Corporate Library
This yields 3,717 employment contracts or summaokegmployment terms. Almost all the
sample documents are explicit executive employngentracts or a summary of employment
terms; 192 (1%) of them are, instead, explicitmBte agreements or renewal amendments that
contain the terms of the original agreement in taldito the terms of the amendment. | recover
the terms of both agreements for these CEO employmaationships after verifying in
BoardExthat the CEO was employed in the previous ternsn#aller proportion of the sample
(less than 1% of the documents) are agreementfidvatbeen negotiated following a change in

control, compensation agreements that contain tiggnal contract terms and offer letters that
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have been confirmed by the CEO. | exclude agreesndrat have not yet been valid (e.g.,
applicable following a change in control) and off¢hat have been rejected. | obtain separation
dates fromExecucompRisk Metrics or BoardEx | also exclude contracts for which | can find
no real expiration date or verify that the CEQti s office.
Not all CEOs sign explicit employment contractstlasi et al. (2009) report that fewer than half
of the CEOs of S&P 500 firms do. These CEOsdaréactounder at-will employment. | address
sample selection issues in Section V. My resultsaia similar when | include CEOs that are not
in the contracts sample, assuming that they aremh@mployed at-will.
B. Descriptive Statistics
Panel A of Table | reports a breakdown of the sanipl year. The sample contains 3,717
contracts starting during the period 1989-2008yloiich most are dated between 1996 and 2008.
The contracts involve 2,371 firms (Panel B repatbreakdown of the contract number per
firm). 1,299 of the sample firms are representeth wne, 705 firms with two, and 367 firms
with more than two contracts.

TABLE | HERE
This procedure yields a sample similar to the COISFPRAT population in the sample period.
The average firm size in terms of book assets j$8®Lmillion, compared to the average non-
sample firm size of $1,268 million (Panel C). Ratun assets (ROA) averages 0.9% for the
sample, compared to -2.3% for the non-sample fifth& proportion of the sample represented

by each state (Panel D) is almost identical todik&ibution of the COMPUSTAT populatidfi.

9 The results are similar when | exclude any offthe states that are most frequently representediirsample.
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The governance characteristics (reported in Panatd&ecomparable to those in the samples used
by Gillan et al. (2009) and Schwab and Thomas (2b0Fhe age of an average CEO is 52
years, and he already been in office for four yddesholds 3% of voting shares and earns a total
compensation of $2.6 million per yéar51% of his total benefits are in the form of intee
pay. About half of the CEOs also hold the positadrchairman of the board. Although CEOs
starting fixed-term contracts have a significantigher tenure than those who start at-will
contracts, there are no significant differencestlie other governance or compensation
characteristics between contract types.

| provide a breakdown of the sample by year ane typPanel A. About 22% of the sample
contracts are at-will, compared with 15% of the\8alh and Thomas (2005) sample. Gillan et al.
(2009) collect a sample of contracts that weredviali2000. The distribution of contract types in
my sample is comparable, with a 14% fraction ofvdit-contracts among the contracts that
started in 1999¢f. 13% of the Gillan et al. (2009) sample). | deficentractlength as the
number of years between the start and expiratiar; y)@anel F shows the breakdown of the
sample by contract length. Following the approatcitian et al. (2009), | consider the length
of at-will contracts to be zero. Most contractshagipecified expiration dates have a length of
between one and five years. Three-year contraettharmost common (33%).

| track the performance of the sample CEOs up foration, as long as they do not leave office.
Thus, the 3,717 contracts result in an unbalan@etlpof 12,202 firm-year combinations for
which there are data on employment terms. Tablehtlws summary statistics for firm-year

combinations. Of the 12,202 years, 30% are undeilbtontracts.

1 Gillan, Hartzell, and Parrino (2009) describe mpte of 184 explicit contracts for S&P 500 compartieat were
in place in 2000. Schwab and Thomas (2005) usenglsaof 375 contracts starting between 1984 an@200

12 Note that compensation data is only availableS@P 1500 firms, which are larger than the averageme firm.

| report compensation numbers adjusted for infigtin 2000 $.
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TABLE Il HERE
Over the course of their employment, CEOs withditerm contracts are more likely to become
chairman of the boardt € 3.1) than CEOs under at-will contracts, therm8 have a less
shareholder-oriented governance index 2.8) and their total as well as “other compensét
which includes perquisites, are higheér=(2.0 and 3.3). This suggests that CEOs have more
bargaining power under fixed-term contracts. CE@deu at-will contracts, on the other hand,
earn more incentive pay £ —3.1). Note, however, that the fraction of unexeoie options is
not significantly different between CEOs with andhout at-will contracts. Compensation sets
incentives in addition to the contract horizon.ill @discuss their effects explicitly in Section V.

[ll. Contractual Horizon and Realized Turnover

Figure 1 plots the distribution of realized tenbsecontract type. Notice the difference between
contractual andx posthorizon: some executives leave prior to expirgtiothers renew their
contract. Yet, realized tenure differs between aftees with long and short contracts. Of the
CEOs with five or more years remaining under tigemtracts (Panel D), around 10% terminate
within the current or following year. In contra2§% of CEOs with less than one year (Panel C)
terminate within the current, and a further 24%hmitthe following year. In the near future, at-
will contracts (Panel A) are similar to fixed-tertontracts in the last year, with 22% of the
sample leaving in the current and 23% in the foilgwyear. After ten years, however, CEOs
under at-will contracts are more likely to survitbean CEOs under short fixed-term contracts,
with a tail more comparable to the average CEO uadixed-term contract (Panel B).

FIGURE | HERE
To account for the effect of tenure on the turnguabability, | use a hazard model to measure

the link between contract horizon and likelihoodtwinover (for another application of hazard
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models in the turnover literature, see Jenter aadadn, 2010). The hazard model allows me to
treat the probability of turnover as a functiont@fiure rather than treating every firm-year as an
independent observation in a pooled regressioge lauCox (1972) proportional hazard model as
my main specification, which specifies the hazaten(t), or the rate of departure, as

r(t) = h(t)exp(aX), (1)
where t is tenure and X a set of independent viesald he specification allows to separate time
effects from the effects of covariates. The exptiakform serves to avoid negative hazard rates.
The specification requires no distributional asstiomp the estimation is computed by
maximizing the partial likelihood function. This wathe terms that include the underlying
hazard rates remain separate and do not entestingaé&on.
To test for robustness, | use a Weibull specifaraf the model which makes assumptions on
the distribution: it assumes that the conditionabbability of departure is monotonically
increasing or decreasing in tenure. More specifictie hazard rate is estimated as:

r(t) = ptP~lexp(aX), (2)
where p is greater (smaller) than one when thegliity of turnover is increasing (decreasing)
in time. When p = 1, the hazard rate is constamp/ying an exponential distribution.
Data availability restricts the sample to 5,82Infyears. Of these, 3,495, or 60% are right-
censored observations of CEOs who have not lefteoffy the end of 2008. This composition is
comparable to the previous literature (e.g., tmepa of Hartzell, 2001 consists to 58% (200 out
of 346 observations) of right-censored observajions

TABLE Ill HERE

| report the results in Table Ill. Columns 1 (Cad 2 (Weibull) present the results on the

whole sample and Columns 3 (Cox) and 4 (Weibulltlm subsample of fixed-term contracts.
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At-will contracts are significantly more likely tbe terminated (z = 2.34). All other variables
equal, a CEO with an at-will contract has a 22%haigorobability to leave office under the Cox
specification. The term of fixed-term contractgiso relevant. One more year remaining before
the contract expiration date translates into a 208ger probability of turnover under the Cox
specification (z = -6.10). The results remain almegactly the same under a Weibull
distribution.

I control for executive and firm age as alternatiederminants of horizon. Older CEOs are more
likely to leave under the Weibull distribution, cistent with Hartzell (2001) who documents a
positive relationship between executive age andntaly turnover.

The previous evidence on the effects of firm perfance on CEO turnover is mixed, depending
on the sample and the performance measure'dsadse year-on-year stock returns to measure
market performance, growth in return on assets éasure operating performance, and control
for annual (equally weighted) industry returnse(denter and Kanaan, 2010). CEOs are less
likely to leave after a period of higher returnibegt only on a 10% significance level.

| follow Jenter and Lewellen (2010) in their choigkother control variables. Larger firms are
more likely to separate from CEOs, and firms withigher market-to-book ratio (controlling for
returns) have a higher CEO turnover, albeit onlythe sample of fixed-term contracts. This
indicates that these firms are more willing to gag additional cost of dismissing a CEO under a
fixed-term contract. The relation between turnosed institutional ownership is significantly
negative. This suggests that institutional investwive differences with the CEO in other ways

than dismissal (see Denis, Denis and Sarin, 1987a fdiscussion). CEOs that also chair the

13 See Benston (1985), Coughlan and Schmidt (1988)né, Watts and Wruck (1988), Weisbach (1988)sdil
(1989), Morck, Shleifer and Vishny (1989), Jensed Klurphy (1990), Murphy and Zimmermann (1993), i3en
Denis, and Sarin (1997), Murphy (1999), Huson, iRarrand Starks (2001), Jenter and Kanaan (201d)yenter
and Lewellen (2010).
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board are less likely to leave, consistent withrtbgon that they have more influence. | confirm
the negative relationship between stock rewardstamibver that Mikkelson and Partch (1997)
document. CEOs with more voting rights, which méklearder to dismiss them, face a lower
turnover risk, albeit not significantly for the &®-term subsample. Overall, the Weibull
estimation does not give significantly differentiemtions from the Cox model.
To summarize, contract horizon has a significangaot on actual careers. At-will contracts are
associated with a significantly higher probabildfyturnover, and fixed-term contracts are less
likely to end when there is more time left befoxpieation.

IV. Determinants of Contract Type and Length
Before proceeding to the main results, it is imgotrto model the choice of contracts to control
for endogeneity.
A. Approach
To address endogeneity between the choice and ffeet eof contract types, | take an
instrumental variable (IV) approach. With this neththe exogenous variation (of the contract
type decision) provided by the instrument is usedirhit exposure to endogeneity bias. | use
differences in the legal environment across statkeghe instrument. In the so-called at-will
exception states, at-will contracts are more papilae listing of at-will exceptions comes from
Walsh and Schwarz (1996) and Muhl (2001) and isnteg in the Appendix.
At-will exceptions have historical roots. The dedsathat led to the current pattern were driven
by political sentiments of that time as well as theticularities of isolated precedent cases.
Between 1960 and 1980, various states started depaexceptions to the at-will rule. In
particular, states that recognize theeption ofood faith and fair dealingequire that dismissal

decisions be subject to a “just clause” standamninations made in bad faith or motivated by
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malice are prohibited’ This rule protects employees from dismissals fowide range of
reasons.

The at-will exception affects the choice of contragpe. The more employee-friendly court
treatment of at-will contracts lowers the perceivedt of an at-will contract for the employee,
making it a more attractive option. As a conseqgagatwill contracts became more common in
“exception” states. Such obtained popularity reicés itself: not only do lawyers and boards
become more familiar with them, but executives aisast justify a differing treatment for
themselves. Kedia and Rajgopal (2009) document nalasi dynamic with compensation
practices that firms adapt to the practise of nadgimg firms. Consistent with this argument,
firms with headquartet? in states that adopt thgood faith and fair dealingexception are
significantly more likely to offer at-willt(= 6.63) contracts. On average, in states wigoad
faith and fair dealingexception, 30% of all contracts are at-will, as @ggd to 19% in non-
exception states.

A valid instrument should be associated with thpethelent variables only because it affects the
contract type (exclusion). While the at-will exdept affects the choice of contract type and
legal consequences for rank-and-file employeess itnlikely to affect court treatment of
executives. This is because unlike other employ€E€)s are protected by elaborate severance
agreements that define good and bad causes forisgaim Given the contractual terms,
differences in state law enforcement are unlikelyreésult into different treatment at court.

Consistent with this argument, the expected temdrat-will CEOs is not different between

14 Under the public policy exception, dismissal ig abowed if it violates the state’s public policy a statute.
Under the implied contract exception, an employae dispute his/her dismissal if he/she can progesttistence of
an implicit (i.e., not written) contract. Compareith thegood faith and fair dealinglause, these two exceptions
are much more limited in scope.

15 The contracts explicitly declare the governingestaw. It coincides with the state of the headtrrdocation in
most cases. In contrast, the choice of contrae &ml the state of incorporation are not signifigaelated.
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exception and non-exception statés=(1.47). Nor is the exception significantly rethte
investment levels: its correlation with capital erditure (normalized by sales) is only 1.1%; the
correlation betweegrowthin capital expenditure and the exception is 3.88@ the correlation
between the number of patents issued (between 48d 2004)° and the exception is 8%. For
example, California, the state with the highest hemof patents, is an exception state, while
New York and Texas, the next active states, are 8Sotne industries are concentrated in
exception states, albeit not resulting in a pattetated to investment. Mining (SIC 10 and 14,
metal and non-metal mining, or Fama-French 27 &d)@ld and mining), the industry with the
highest capital expenditure per sales, is moregheav in exception-states, while oil (SIC 13,
Fama-French 30), the industry with the next-higleagital expenditures, is not. Within the least
investment-intense industries, there are more appaanufacturers (SIC 23, Fama-French 10)
based in exception states but more textile firmkC (82, Fama-French 16) based in non-
exceptions states. The exception treatment develower time, but development ended for
almost all states about two decades before thelsastats.

Technically, | use the following strategy. Firsh, compare at-will and fixed-term contracts, |
take an instrumental variable (IV) approach. Whils imethod, the exogenous variation (for the
contract type decision) provided by the instrumsnised to limit exposure to endogeneity bias.
| use a least-squares approach because the diternfusing probit estimates to generate first-
stage predictions could introduce inconsistencygffst and Krueger, 2001).

Second, to track performance of CEOs over time @mdpare their behavior in terms of more
versus less time remaining to contract expiratleexclude at-will contracts. To control for the
selection bias arising from this non-random excnsi follow the approach of Heckman (1979),

this time using the probit version of the choicgression to compute the Mill’s ratio.

16| obtain the number of patents issued by stat fite United States Patent and Trademark Office.
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This procedure does not control for the choice betwcontracts of different lengths. To address
this concern, | repeat the analysis with the sulpdarof five-year contracts. For this purpose, |
follow Gillan et al. (2009) and view contract lehgis a continuum with at-will contracts at one
end and five-year (or longer) contracts at the othiis allows me to estimate the probability of
choosing a five-year contract as opposed to akrofimcluding at-will) contracts with the first-
stage specification described previously.

B. The choice of contract type

Panel C of Table | reports a univariate comparigetween contract types. There are no clear
patterns of performance before the choice, withntlagket-to-book ratio significantly higher%
2.34) and the ROA significantly lowert = 2.51) in firms that employ at-will CEOs.
Furthermore, sales volatility is higher in firmsatlenter into fixed-term contracts with CE®s (
3.67). The other main performance variables ofrggsie— stock returns, ratios of capital and
R&D expenditures to sales — are not significantffedent between firms offering at-will versus
fixed-term contracts on a 5% level.

Panel E shows the CEO and governance charactersgirted by contract type. States with at-
will exceptions have a higher fraction of at-wilbrdracts. This encourages the use of legal
aspects as instrumental variables. CEOs with fieeh contracts have a longer existing tenure
(t = 2.54). Because CEOs with higher tenures terftht@ more bargaining power, this finding
indicates that the CEOs themselves prefer longer t®ntracts. Finally, | track the real date of
separation (for those CEOs who left office befdre énd of 2008) and refer to the time until
then as &x posthorizon”. As conjectured, at-will CEOs remain iffiee for a shorter period of

time ¢ = 2.73). Other variables are not significantlyfeliént across contract types.
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Panel G of Table | reports the industry breakdowsn ihdustries with more than 100
observations. Of these industries, the one withhtgkeest concentration of at-will contracts is the
software industry (122 out of 396 contracts). T8@ems consistent with Gillan et al. (2009), who
argue that firms with high operating risks preferlimit their contract risk by offering shorter
contracts. The industry with the highest concemmnabf fixed-term contracts is the banking
industry (485 out of 548 contracts).

TABLE IV HERE
Table IV reports the multivariate results. | staith a probit specification in which | predict the
choice of contract type based on the state ind{@sdumn 1). First, states with an at-will
exception forgood faith and fair dealingre 25% more likely to issue at-will contradts @.22).
This is consistent with my previous argument anthwhe findings of Miles (2000). Other at-
will exceptions are not significantly related te@ throportion of at-will contracts. To ensure that
geographical effects are due to the at-will exaep®iand not to other legal differences across
states, | control for other geographical indiceshsas the anti-takeover index of Bertrand and
Mullainathan (1999) and the anti-competition enéataility index of Garmaise (2009). | do not
find a significant relation between at-will contrgarevalence and either index. The results
remain similar when | exclude any of the largege fstates, California, New York, Texas, New
Jersey and Florida.
Executive and governance characteristics can affecbargaining for the contract. Consistent
with this argument, CEOs with a longer existingurenare more likely to choose fixed-term
contracts (= 2.34, Column 2). This suggests that CEOs aranmgsd with a more stable contract
after they have worked in the position in a presiterm. The Gompers et al. (2003) governance

index is also significantly related to the choidecontract type t( = 2.60), albeit not in all
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specifications. Firms with more shareholder-oridng@vernance are more likely to choose a
fixed-term contract. The indicator for former CEf3ot significantly related to contract type,
and neither is the CEQ’s age.

Gillan et al. (2009) argue that companies operaitingn uncertain environment prefer to limit
the potential costs of breaking a contract by aifgronly short-term contracts. This reasoning
reflects not only the company’s but also the CE@Esspective. It is costly for both parties to
modify or break a contract because each has mad@-front investment in the relationship. |
confirm the finding of Gillan et al. (2009) thateyating risk is relevant for the choice of contract
type (Column 3). Firms in industries with highetesavolatility are more likely to offer an at-
will CEO contract (= 1.94), albeit only at a 10% significance leveldanot across all
specifications. There is no significant relatiomsbetween the choice of at-will contracts and
any of the other risk measures.

To compute Lambda for the Heckman (1979) seleatnaalel between contract types, | use a
model with the relevant variables identified abotiez exception, tenure, the governance index,
and industry sales volatility. The results are reggm in the Column 4 of Table IV. For the
analysis of contract types, | use a least-squapgsoach in the first stage because probit
estimates could introduce inconsistency (Angrist Knueger, 2001). | report the ordinary least
squares (OLS) regression results for the first esting Columns 5-7. The coefficient on the
instrumental variable remains significant when dkeond stage variables are included to ensure
consistency. The coefficients for the second stamerol variables are omitted except for the
ones that have been mentioned in the table before.

V. The Benefits: CEO Horizon and Investment
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Figure 2 shows as initial evidence the averagesimvent by number of remaining years for
three-, four- and five-year contracts. Panels A &dhow capital and R&D expenditures,
respectively. Overall, investment declines withibam, an effect that is most pronounced for
contracts with an initial length of four years. Fyear contracts exhibit comparatively high
investment in the first year.

FIGURE Il HERE
| regress investment spending on the horizon veasalzontrolling for variables that previous
literature has shown to be relevant for investm&he dependent variable is normalized by sales
and adjusted for the industry averagéstart with an analysis of CAPEX.
A. Capital expenditures
As a first indication, | regress investment on #wpected horizon, where | calculate the
expectation by regressing the actual remaining tmadfice on contract terms. Expected horizon
matters for investment (Table V, Panel A, ColumnQne further expected year corresponds to
CAPEX exceeding the industry average 0.4 timhes4.52). This represents 25% of one standard
deviation or 1.1 times the mean (industry-adjustaghital expenditures over sales.

TABLE V HERE
Next, | study the investment behavior of CEOs unfibexd-term contracts (Panels A and B,
Columns 2 and 3). | exclude firms with at-will CE@sd control for the selection of at-will
contracting as described in Section Il. To elimenabtential bias from a higher number of
observations of longer contracts, | repeat theyaigivith only five-year contracts (Column 3).
For fixed-term CEOs, investment decreases overctlugse of a contract. Firms invest more
when the CEO contract has a higher number of ranmaigears {= 2.13). One more year

remaining translates into 2% higher CAPEX over th@ustry average. The effect is more

Y This variable differs from the non-adjusted nunstetown in Figure 2.
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pronounced when | restrict the sample to five-yemantracts. One more year remaining, given an
originally five-year contract, translates into 4%gher CAPEX over the industry average=(
2.45). In other words, CEOs spend 20% more on CARPEXKe first year than in the last year of
a five-year contract.

Is the horizon effect on investment rooted at tagifning or at the end of the contract? Panel B
of Table V reports the results of a regression whincludes indicator variables for the number
of years remaining. Other than that, the specificatemains as previously described. The
horizon effect on investment is most pronouncedthe last two years before contract
termination. Investment is lower by 9% in the kgsar and 8% in the second-to-last year ending
before the contract. This indicates that CEOs ratheest less at the end than more at the
beginning of their contract.

For the analysis of the effect of contract typesiu@in 4 of Table V, Panel A, reports the results
of an OLS regression of investment on the at-wadlicator. At-will CEOs invest less than their
peers. Given that endogeneity is a main concethignsetting, | repeat the analysis in Column 5
with an instrumented at-will indicator. Consistemith the underinvestment hypothesis, the
instrumented at-will indicator is significantly retgvely associated with investment. On average,
an at-will CEO spends 0.65 less on (industry-adu)lstCAPEX over sales. The investment
measures are not significantly different betweemdi in the year prior to the employment
agreement. The sample firms start out with a similgestment policy, but firms with at-will
CEOs subsequently decrease their investments.eldirgt stage, the instrument is significant
(p < 0.01) with arF-statistic of 79.04. The instrumented approaclelsvant because according
to a Hausman test{= 69.61,p < 0.00001), the instrumented coefficients are ifigmtly

different from the OLS estimates. The coefficieessimated with the instrumented variable are
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higher than those estimated with an OLS regressidms indicates endogeneity between
investment and the choice of contract type: firmithviewer investment opportunities perhaps
sign more fixed-term contracts to stimulate invesitn

B. R&D and acquisitions activity

Panel C reports the results of an analysis of tth@romeasures of investment: R&D and the
number of acquisitions. Some studies of myopic undestment argue that CEOs with career
concerns underinvest in order boost their earn{pgehow and Sloan, 1991; Ghosh, Moon and
Tandon, 2007). Because R&D expenses have a dimpetat on profitability whereas CAPEX do
not, | expect the effect on R&D expenses to bengko if this is the case. The horizon effects on
R&D are similar to the ones on CAPEX: each rema@nigar is associated with 2% more R&D
expensest(= 2.20). The coefficient on at-will contracts, 31t = -7.08), exceeds the one for
CAPEX. The comparison holds accounting for the éigitandard deviation of R&D expenses.
The effect of at-will contracts in terms standaelidtion of the dependent variable is 0.9 for
R&D expenses and 0.4 for CAPEX.

Acquisition activity is significantly different beeen at-will and fixed-term contracts<-2.81),
but does not differ significantly across the tenafea CEO with a fixed-term contract. This is
likely because acquisitions are large projects tizat take more than one year to implement.
Overall, CEOs with fixed-term contracts make onee@raxquisition every two years.

C. Control variables

I control for other variables related to time: tBgecutive’s tenure and age as well as the
(logarithm of) firm’s age. In most specificationibe coefficients are not significant. The CEQO'’s

tenure is negative and significant in only one #mation (the IV on CAPEX), his age
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significantly positive in one of the R&D specifiegats. The firm’s age is significantly negatively
associated with investment in several, but nogdicifications.

| follow Polk and Sapienza (2009) in the choiceotiier control variables. Firms invest more
when they are smaller, when their market-to-bodlore higher, when they are less levered,
have less idiosyncratic risk, and when their fatiof tangible assets is higher. This is consistent
with the existing literature: smaller firms andfis with a high market-to-book ratio have greater
growth opportunities. Firms with less leverage, ighér fraction of tangible assets and less
idiosyncratic risk can finance their investment measily. An exception is acquisition activity:
larger firms make more acquisitions, and firms thake more acquisitions have more intangible
assets. More institutional ownership translates significantly higher CAPEX, consistent with
Wahal and McConnell (2000). Firms with more shal@éeoriented governance, measured with
the index of Gompers et al. (2003), invest moree Thefficients on accruals are negative and
significant for some specifications but economicalnall, and the coefficients on profitability
are negative and significant but not for the CAPE}ressions. Other coefficients are small and
insignificant or change their signs.

D. Non-contracted CEOs

Many US CEOs do not sign employment contracts (seealiscussion by Gillan et al., 2009).
From a legal perspective, this implies that theawpkyment is at-will. While few firms may not
report their CEO employment contracts, the vasbontgjof the “missing” contracts are in fact
non-existent and therefore the CEOs are employsdllatFixed-term CEO contracts are only

missing if not or not fully reported.
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| assume for this robustness check that all CEQsidrithe contract sample are employed at-
will. | repeat the baseline specification, the esgion analysis of capital expenditure. | keep all
control variables that are available in COMPUSTAUIt do not collect governance data.
Column 1 of Panel D reports the results. The coefit on the at-will indicator is significantly
negative (t = -3.24). At-will employment is assdethwith 16% lower investment compared to
the industry mean. This is higher than the origi@dlS coefficient, but lower than the IV
coefficient. Thus, the results are robust with ®®MPUSTAT population. With the large
sample, all other control variables gain significamvith their expected sign.
E. Propensity score matching
The extended sample allows me to use another tpobirid test the robustness of the results:
propensity score matching. The results of the b@seegression could be driven by non-linear
effects of the control variables. | address thisceon by creating two subsamples that are
comparable for all covariates and differ only inme of contract type (Rosenbaum and Rubin,
1983, Hirano, Imbens and Ridder, 2003). To cremtdas subsamples, | estimate the propensity
score, the probability of treatment (at-will empiegnt) conditional on the control variables of
the baseline specification. | then match at-will dixed-term contracts that are similar in terms
of their propensity score. Because | have many robeervations under at-will employment, 1
can include ten similar firms under at-will emplogmt for each firm under a fixed-term contract.
| add industry effects to the matching procedurd #merefore do not adjust the dependent
variables for the industry average. This also matkeasier to compare the means.

TABLE VI HERE
| report the results in Table VI. In Panel A, | oepsummary statistics on the un-matched sample

for comparison, and in Panels B and C, the compasidetween the matched samples. The
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matched samples differ for the dependent variabéesuse of the limited availability of R&D
expenses. In the un-matched sample, firms with illt@EO employment are significantly
smaller and have lower market-to-book ratios. Th#iferences become insignificant after the
matching procedure.

The matched samples are significantly differenttarms of investment. CEOs with at-will
contracts invest significantly less, both in termi€apital expenditure € -3.63) and in terms of
R&D expensest(= -6.39). This affirms that the results are noivelm by distributional
differences in observed covariates between firntk at-will and fixed-term contracts.

F. Switching firms

The contract sample contains 148 firms that swito fixed-term to at-will contracts, 236 that
switch from at-will to fixed-term contracts, and 4@at switch in both directions. In total, |
obtain a “switcher” subsample with 1,451 firm-yedaservations, of which 739 are under fixed-
term contracts. These allow me to calculate howstime set of firms reacts to a change of
contract type: | compare the average investmeat #fe switch to the average investment before
the switch. This does not completely remove theemidl selection bias, but it does reduce the
effect of unobservable firm characteristics.

| report results in Columns 2 and 3 of Panel D,l@ab. First, | regress CAPEX over sales
(adjusted for industry) on the at-will indicatorcannot use the instrument because it is time
invariant. The coefficient of the at-will indicatas significantly negative. Next, | repeat the
regression using fixed-term contracts only anduditig the number of remaining years under
the contract as an independent variable. The cosfti on the number of remaining years is
significantly positive. That is, the underinvestmegifect is not entirely accounted for by

unobserved firm characteristics.
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G. Alternative instrumental variable

In Column 4 of Panel D, | report the results on Haseline sample, using the industry-year
average proportion of at-will contracts an altemetinstrumental variable. This variable is
highly correlated with the probability of assigniag at-will contract and fulfils the exclusion
condition because it affects performance and ekecbehaviour through the same and no other
channel than the firm’s own contractual horizorelitsThe results remain in line with the
baseline results, with the coefficient of at-wilbhtly augmented to -0.85 (t = -5.16). In the ffirs
stage, the instrument is significamt { 0.01) with anF-statistic of 55.01. The instrumented
approach is relevant because according to a Haudesing®= 73.38,p< 0.00001), the
instrumented coefficients are significantly diffetédrom the OLS estimates.

H. Fixed effects

Performance may be affected by unobservable mardgeacteristics (Bertrand and Schoar,
2003). However, it is not possible to control forell effects at the same time as other time-
varying variables such as tenure and age thatrazarly related to contract horizon. | therefore
use CEO fixed effects in a separate analysis, dkaiutenure and age. | uB®ardExto identify
CEOs who share the same name. As before, at-wiltracts are negatively associated with
investment, and the number of remaining years $#tipely associated with investment, although
only at a 10% significance level.

I. Compensation

Compensation and ownership incentives may alletagenegative effects of contract horizon
(Dechow and Sloan, 1991). | use data from Execu¢dtigkMetrics, and Capital 1Q to control
for effects of compensation and ownership. Compensalata are not available for a large

fraction of my observations (see Panel E of Tapl@d control for this, | include variables that
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indicate when such data are available. The resuhgh are in line with the previous findings,
are reported in Columns 7 and 8. At-will CEO codiisahave a significantly negative effect on
investment, and the number of remaining years xedfiterm contracts has a positive effect.
Incentive pay, voting stock ownership, or the fi@actof unexercisable options are not able to
alleviate the underinvestment problem: only onati@h between compensation features and
investment is significant. In the sample of fixedrb contracts, the coefficient of incentive pay is
negative and significant € -2.74). It is, however, economically small, @06. What does have
an alleviating effect is the level of compensatidime coefficient of the logarithm of total
compensation is positive and significant in botacsfications.
J. Discussion
My evidence supports the prediction on investmenat laorizon. CEOs with a longer expected
horizon invest more than their peers, a finding #yaplies both to at-will CEOs and to CEOs
whose fixed-term contracts are close to expiratias,well as for both CAPEX and R&D
expenditures. At-will employed CEOs also make digantly fewer acquisitions although the
differences among fixed-term contracted CEOs arallsinfind little evidence of an effect of
tenure, age, or the compensation horizon. The teegetinain similar when | control for sample
selection, using a propensity score analysis aibgample of firms that change their contracts.
VI. The Cost: CEO Horizon and Discipline
A. Effort
Does contract horizon affect discipline? CEOs unaeshorter contract horizon face a more
immediate dismissal threat. This should encourdgamtto work harder and make better
decisions. To test this prediction, | follow Masuét al. (2007) and Bebchuk et al. (2011) and

examine stock returns after the announcement afisiigns. | obtain 585 acquisitions made by
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contracts sample CEOs from SDC’s Mergers and Adeuis database. Table VII reports
descriptive statistics.

TABLE VII HERE
As common in the M&A literature, the sample of aicapg firms is larger, with $2.5 billion (vs.
$1.2 billion) and has a higher average market-tokb@tio of 2.74 (vs. 2.52) than the firms in
the baseline sample. The average acquiring firatsig more profitable, with an average ROA of
4% (vs. 1%), and invests more in terms of CAPEXsalith an average of 14% (vs. 11%). |
obtain firm characteristics only for publicly listearget firms, 255 out of the 585. These firms
are larger than the average target, with book sssktaverage $2.9 billion. The average
transaction value including both public and priviaigets, in comparison, is $0.3 billion.
In total, 32% of the transactions are made by C&@er at-will contracts, similar to the fraction
of at-will CEOs in the baseline sample. The acqgsirgith CEOs at-will are smaller than the
ones with fixed-term contracts £ 3.22), but their target firms are comparabléeims of their
size relative to the acquirer£ 0.12). Contrary to the baseline sample, acq@E®s under at-
will contracts are older and more tenured tharr tite@d-termed counterparts € 2.39 and 3.99,
respectively), perhaps because these CEOs facetdessnation risk for undertaking an
acquisition in the first place. | control for teewaind age in the subsequent analysis.
In terms of the transaction itself, CEOs under git-@ontracts act more conservatively. The
sample at-will CEOs make not a single transactiat SDC classifies as hostile. The difference
is not statistically significant because SDC assigostility flags conservatively, resulting in
only 1% hostility for the fixed-term employed CEQ¥-will employed CEOs also make more

acquisitions in the same industty=2.27) and more stock-paid acquisitions @.20).
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| begin with a regression of three-day announcemetoirns on contract terms, controlling for
other variables that usually affect announcemetirms. In Panel A of Table VIII, Column 1
reports the regression results. At-will acquirerGC€ontracts are associated with 1.7 percentage
higher announcement returris=(2.02). For fixed-term CEOs, the remaining tinogizon is not
significantly related to announcement returns, lsinto the results on acquisition activity. This
is likely because acquisitions take a long timéntplement, which implies that the number of
years remaining at the time of announcement isgperimot the correct measure of their horizon.
The effect on at-will CEOs is robust for controffifor the compensation horizon and incentive
pay (Column 3).

TABLE VIII HERE
Next, | divide the sample between firms that haveagh/assets ratio above and those below
median. Column 4 reports the regression resultdifimis that are less cash-rich than the ones
reported in Column 5. The results are particulatipng for cash-rich firms, but not significant
for firms with cash below median. For cash-richwacgys, at-will CEO contracts translate to an
average 5.0 percentage of announcement retirrs3(68). This indicates that the positive
announcement returns for at-will CEOs are indesd@ated with discipline.
None of the alternative measures of horizon isiBggmtly associated with returns. The results
on the other control variables resemble the previderature but are only significant in some of
the specifications. Acquiring a public target is@dated with smaller returns, consistent with
the findings of Fuller et al. (2002). Hostile tran8ons are met with negative stock reaction,
consistent with Schwert (2000). Termination agressewhich allow for less flexibility, are
associated with lower returns. Firms with a highearket-to-book ratio (and lower leverage)

tend to have lower announcement returns. This ategthat firms with higher valuation (less
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leverage) may have more flexibility to overpay tmrquisitions (Shleifer and Vishny, 2003).
None of the compensation and governance variablegmificantly related to returns.

Perhaps CEOs under at-will contracts only make iaitgpns look better at announcement. To
examine potential reversals, | implement the Famdh erench (1993) calendar-time portfolio
approach as advocated by Fama (1998) and MitchélliStafford (2000). For each month of the
sample period, | form portfolios of firms that ammaed an acquisition: one that is long acquirers
with CEOs under at-will contracts, a second thdbig acquirers with CEO under fixed-term
contracts, and a third that is long the former ahdrt the latter. Portfolios are rebalanced
monthly, dropping firms that have been in the mididaf for 12 (24) months; also, | exclude
multiple observations of the same firm that occithiw the same period. This approach has two
advantages: it takes cross-sectional dependenceaaaiount, and it is less sensitive to model
misspecification (Mitchell and Stafford, 2000). @nthe portfolios are constructed, | use the
Carhart (1997) four-factor model to perform a tisegies regression on the excess returns of the
portfolio of interest.

The results are shown in Panel B (using equallygiteid portfolios) and Panel C (using value
weighted portfolios) of Table VIII. None of the aymal returns are significantly different from
zero. Direction-wise, the results do not imply @ersal. Portfolio alphas for acquirers with
CEOs at-will are higher than the ones for CEOs wiitked-term contracts across all
specifications and even positive for the value Weid portfolios. There is no evidence that
acquirers with CEOs under at-will contracts boashcaincement returns over and above the
fundamental value of acquisitions.

B. Personal benefits
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This subsection considers the relation between racinthorizon and CEO compensation.
Compensation directly benefits the CEO, althougtait serve to provide incentives (Gibbons
and Murphy, 1992) or profitability gains from eagithe executive’s lifestyle (Rajan and Wulf,
2006). To isolate incentive pay, | focus on basargancreases and the “all other compensation”
item (204 (c)(2)(ix) of the proxy statement), whichall “perks” supra. This item encompasses
perquisites, personal benefits and property exoged10,000, tax gross-ups, discounts,
insurance premiums, registrant contributions tangef contribution plans, dividends paid on
options awards, and severance pay. To separatetsefié severance pay, | repeat the analysis
excluding the year of termination.

TABLE IX HERE
The results are displayed in Table IX. In all speations, the coefficient of the years remaining
under the contract is positive and significantjgéating that a longer remaining horizon under a
fixed-term contract is positively correlated wittade salary increases and perks. Contract
horizon explains perks better than salaries, witliRasquare of 13% vs. 2%, and the magnitudes
of the coefficients are also higher for perks. @m@e year is associated with a 2% increase in
salary { = 2.09) and $21 thousand higher perks @.34). For an executive under a five-year
contract, this translates into 8% difference inébpay and $103 thousand higher perks. These
equal 33% of the average salary increase and 33%eatverage perks in the sample. The effect
is even stronger excluding the termination year{@®o 5). The coefficient of at-will contracts
is not significant. That is, CEOs under fixed-tecontracts do not get more salary increases or
perks in general. They do receive more of thosejelwer, when they have more time left under
the contracts.

VIII. Contract Horizon and Firm Value
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How do the effects on investment, effort, and peatdenefits affect the overall performance?
To establish a relationship between contract hareaad firm value, | regress the market-to-book
ratio on contract characteristitsl construct the market-to-book ratio accordingh® method of
Kaplan and Zingales (1997) and Gompers et al. (2003

TABLE X HERE
Results are reported in Table X, Panel A. Thereoiglear evidence of a significant effect of
horizon on the market-to-book ratio. Neither th@ented horizon, nor the time remaining under
a fixed-term contract, nor the contract type imsigantly related to the market-to-book ratio.
Panel B reports robustness checks as introducé&skation V. The coefficients of the contract
terms are insignificant in all but two specificaito First, in the expanded sample of the total
COMPUSTAT population, at-will contracts are asstemawith a lower market-to-book ratio
(Column 1). This result is robust to propensity reconatching (Table VI). Second, with
executive fixed-effects, the coefficient on the itnem of remaining years under fixed-term
contracts is positive and significant on a 10% llgte= 1.92). Overall, the evidence points
towards a positive effect of horizon, but only wigak
The control variables are related to the markdidok ratio in the manner previously
documented in the literature. | find a negativatieh between the market-to-book ratio and for
tenure as well as the executive’'s age. This isistarg with Murphy and Zimmermann (1992)
who document that performance worsens towardsrideoétenures and retirement. The firm’s
age is also negatively related to the market-tokbi@io, consistent with the argument that
young firms have more growth potential. Higher istveent levels are positively associated with

market-to-book ratio. Levered firms are associatét lower market-to-book ratios, consistent

18 Using the market-to-book ratio as a measure af fimlue follows the tradition of Demsetz and Lel®§5),
Morck et al. (1988), Lang and Stulz (1994), Yerm&t®96), Loderer and Peyer (2002), and Gomperk €G03).
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with the argument that growth firms need more tdity and therefore refrain from debt
financing. | confirm the Delaware premium found Dgines (2001). Industry concentration is
positively related to market-to-book. More shareleoloriented governance is associated with a
higher market-to-book ratio, consistent with Gongpetral. (2003).
The evidence on contract type suggests that negtiherll nor fixed-term contracts dominate in
their performance effects. Empirically, myopic unideestment and discipline effects of horizon
offset each other. This also implies that firmsnad systematically choose suboptimal contracts.
| find no evidence that CEOs destroy firm valueduse they are too myopic or their contracts
are too long. The weak relation between the makéibok ratio and CEO horizon applies also
as the number of remaining years changes undei-fexen contracts. In this respect, the result is
less conclusive: consistent with the rational etgigans models of Stein (1988) and Stein
(1989), the market perhaps anticipates and accdomt®rizon effects before they materialize.
VIII. Conclusion
Using a dataset of 3,717 CEO employment contractdocument heterogeneity in the
employment horizon of US CEOs. The data includéh ladtwill and fixed-term contracts of
different lengths. Employment contracts are not ympromises. The contractual horizon
predicts the likelihood that an executive actuddigves office. CEOs with a longer remaining
contract (CEOs with at-will contracts) have a lo\{f@gher) probability of termination.
These factors have consequences on decision makamgistent with the predictions of myopic
underinvestment models, CEOs with a shorter horirgast less. This applies to both CAPEX
and R&D expenditures as well as acquisition agtiviGiven that they become acquirers,
however, stock price responses to the acquisitimo@ancements are greater for CEOs under at-

will contracts. This effect does not reverse in sidsequent 24 months. Finally, CEOs under
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fixed-term contracts receive greater salary in@samnd perks when they have more time left
under their contract.

Ultimately, firms have to trade-off the effects GEO horizon on discipline and investment.
Firms that are more concerned about investmenpearieaps better off with a longer horizon
CEO contract, while firms with concerns about ¢one and entrenchment should prefer shorter
contracts. On average, neither the cost nor thefiterof CEO horizon dominate. Contract
horizon does not exhibit any significant relatidosfirm value. In other words, firms do not
systematically write CEO contracts that destroygdlecause they are too myopic or too long.
This is a first effort to document the effects ohtract horizon. | hope that the results can give
some practical orientation to both the governaiteeature and the contract design praxis. Given
the availability of new data, | am confident thature research will illuminate various other
effects, interactions, and remedies for the phemaméescribed in the current paper. For
example, executive horizon may affect capital stmecpolicies and decisions. Horizon may also
explain time-varying risk-taking behavior, and ist@ horizon and executive horizon may affect
each other. The findings on the time variation mfestment may have implications for the
cyclicality of investment and, ultimately, of stopkices.

Understanding the interaction between compensatiehhorizon is crucial for contract design.
This analysis shows that contractual horizon isasubstitute for long-term compensation: in
addition of setting a long-term horizon, it alsooyides the threat of abandoning all
compensation. Whether and how long-term compensatial severance pay can dampen or

accentuate some of the effects are promising questor future research.
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VARIABLE DEFINITIONS

Residual of a regression of the year-to-year chiangen-cash

Accrual working capital minus depreciation on the averasgr-Jo-year
sales growth in the 49 Fama-French industries
Age Executive’s age in years

Acquisition expenses

Ratio of acquisition expenditures to total assets

All other compensation

Value of item 402 (c)(2)(ix), all other compensatiof the proxy
statement in thousands of US $ , adjusted to 2000 $

Anti-takeover

State with “business combination laws” accordingéstrand and
Mullainathan (1999)

Assets Book assets (in $ milions)

At-will 1 when the contract is at-will and 0 otherwise

Board size Number of board members

CAPEX/sales Capital expenditures divided by sales

Cash Elow Earnings before extraordinary items plus deprediativided by
lagged assets

CEO voting Voting rights held by the CEO as a fraction of all

Chairman & CEO

1 ifthe CEO is also the chairman

Compensation

CEOQO's total annual compensation (TDC2) in thousarfid$S$,
adjusted to 2000 $

Delaware

1 if the firm is incorporated in Delaware

Directors voting

Fraction of voting rights held by directors

Ex post horizon

Year in which the executive left office minus therent year

ExecuComp data available

1 if ExecuComp data (e.g., compensation, inceptwe
unexercised option value) are available

Exception (good faith & fair dealing)

1 ifthe contract is governed by the law of a stdtie a good faith
& fair dealing at-will exception

Exception (implied contract)

1 if the contract is governed by the law of a stetie an implied
contract at-will exception

Exception (public policy)

1 if the contract is governed by the law of a stetie a public
policy at-will exception

Firm age

Current year minus year of incorporation. If yebincorporation i
not available, current year minus year of firstegoance in
COMPUSTAT

Dividend payer

1 if the firm pays dividends in the previous year

Former CEO

Indicator variable for CEOs who were in officets time of the
contract start
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Garmaise

Index of Garmaise (2006)

Governance index

The index developed by Gompers, Ishiiand Met230Q3)

Herfindahl

Industry Herfindahl index

High R&D industry

Hostility

1 ifthe Fama-French 49 industry average R&D expense
above median
1 ifthe board officially rejects the offer accaglio SDC

Idiosyncratic risk

Standard deviation of the residuals from a regrassiacquirer
excess returns on the Fama and French factors SR8, HML)
and the matched 49-industry portfolio return.

Incentive to total compensation

Value of bonus, stock, and option grants to toleDCpay

Industry homogeneity

Median (across all firms of one of the 49 Fama-&ma@mdustries)
of the percentage variation in monthly stock retiinat is
explained by an equally weighted industry indexkegaadjusted
returns are annual stock returns adjusted by the-veeighted
CRSP index.

Industry returns

Equally-weighted annual stock returns of the 49 &&mench
industry

Industry sales volatility

49 Fama-French industry average of variance is safer the pa:
seven years

Industry survival rate

Industry rate of year-to-year survival within thO RIPUSTAT
database

Insider board

1 if the board is dominated by insiders

Institutional ownership

Fraction of institutional ownership listed in thgf flings compiled
by Thomson

KZ Index of Kaplan and Zingales (1997)
Leverage Ratio of net debt divided by assets
Lockup 1 if an acquisition involves an acquirer lockupeggnent

Market-to-book

Ratio of the market value of assets to the boaleval assets: the
market value is calculated as the sum of the bable of assets
and the market value of common stock less the balke of
common stock, cash, and deferred taxes. Markets/ake
measured at the end of the fiscal year.

Multiple bidder

1 if there are contesting bids for an acquisition

Over 60

1 ifthe CEO is more than 60 years old

Percent unexercisable

Value of unexercisable options divided by the valienexercised
options

Percent voting power

Percentage of voting shares held by the CEO

Public target

1 if the target firm in an acquisition is publitited

R&D/sales Research and development expenditures dividedldsy sa
Remaining years Expiration year minus current year
Relative size Ratio between target and acquirer assets in afiséioqu

RiskMetrics data available

1 if RiskMetrics data (e.qg., voting power) are e

ROA

Earnings before interest and taxes divided by sisset
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Returns

Annual stock returns

Salary

CEO'’s base salary (in $ thousands)

Same industry

1 ifacquirer SIC code = target SIC code

Speed

1 over the number of days between annoucementcamplletion
of an acquisition

Stock payment

1 if an acquisition is completely paid in stock

Stock award

Value of stock awarded in the current year asdidiraof total
pay

Success 1 if an acquisition is completed
Tangibility 1 minus the ratio of intangible assets to totatEss
Tenure Number of years the CEO has been in office

Tender offer

1 when a tender offer is launched in an acquisifiotender offer i
a formal offer of determined duration to acquirgullic company'
shares made to equity holders

Termination fees

1 if the target or acquirer has agreed to a tetimingee agreeme
whereby a failure to consummate the transactiasitseis a
payment of one party to another

Toehold

1 if the acquirer owns more than 0.5% of the tgpget to an
acquisition

Transaction value

The total value of consideration paid by an acquiecluding fees
and expenses, in milion US$. The dollar valueughes the amount
paid for all common stock, common stock equivajgmtsferred
stock, debt, options, assets, warrants, and statkbases made
within six months of the announcement date ofrinestction.
Liabilties assumed are included in the valuegithre publicly
disclosed. Preferred stock is only included & béing acquired as
part of a 100% acquisttion. If a portion of the sideration paid b
the acquirer is common stock, the stock is valgiuythe closing
price on the last full trading day prior to the @mmcement of the
terms of the stock swap. If the exchange ratidafes offered
changes, the stock is valued based on its closegy @n the last
full trading date prior to the date of the excharadi® change
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FIGURE 1: EXPOST HORIZON

This graph shows the distribution ex posthorizon by contract type and the number of renmginiearsPanel A

shows the distribution of at-will contract8anels B, CandD fixed-term contractsPanel Bshows all fixed-term
contractsC all fixed-term contracts with one year or less agnng, and PandD all fixed-term contracts with five
or more years remaining under the contract.

%ﬂi ‘%ﬂ’
R ‘ 10 15 20 R ‘ 10 15 20
horizonreal horizonreal
Panel A: At-will contracts. Panel C: Less than ongear remaining
(Fixed-term contracts).
g“” gg,
° 6 ‘ 1‘0 1‘5 2‘0 ° 6 ;’: 1‘0 1‘5 2‘0
horizonreal horizonreal
Panel B: Fixed-term contracts. Panel D: Five or mag years remaining
(Fixed-term contracts).
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CAPEX/sales, an®anel Bshows the average R&D/sales.

FIGURE 2: INVESTMENT BY CONTRACT HORIZON

This graph shows the mean investment per remaiygsy and contract typePanel A shows the average

Capital expenditure/sales
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55%

50%
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3 year
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TABLE I: SUMMARY STATISTICS AT THE START OF THE CON TRACT

This table presents summary statistics of the sarnphtractsPanel Ashows the number of contracts and their
average length sorted by their start y&anel Bshows the number of contracts per fifeanel Cshows average
firm and industry characteristicBanel Dreports a breakdown of the contracts by statdudiwg states with fewer
than 100 contract?anel Eshows average CEO and governance characteriB@®el F shows the number of
contracts sorted by lengtRanel Greports a breakdown of the contracts by Fama-Fré€cindustry (excluding
industries with fewer than 100 contracts). It répdhe total number of contracts and the numbeatefill and
fixed-term contracts per industry. All numbers areasured in the last fiscal year ending beforesthe date of the
contract. All non-discrete numbers are winsorizetha 1% level, except for R&D expenses and mattdtook,
which are winsorized at the 5% level.

Panel A: Number and length of contracts per year

Number of contracts Average length
Year Total Fixed-term At-will Total Fixed-
sample sample term

1989 3 0 3

1990 4 1 3 2.00 8.00
1991 7 1 6 0.43 3.00
1992 10 6 4 2.70 4.50
1993 18 13 5 2.78 3.85
1994 65 45 20 2.57 3.71
1995 111 77 34 2.32 3.34
1996 181 153 28 291 3.44
1997 199 159 40 2.61 3.26
1998 239 179 60 2.54 3.40
1999 252 216 36 2.80 3.26
2000 303 242 61 2.57 3.22
2001 291 221 70 231 3.05
2002 289 241 48 2.48 2.97
2003 338 262 76 2.48 3.20
2004 367 293 74 2.43 3.04
2005 340 255 85 211 2.81
2006 303 233 70 2.15 2.79
2007 345 258 87 2.15 2.88
2008 52 36 16 1.88 2.72

Total 3,717 2,891 826

Panel B: Number of contracts per firm

# Contracts  Frequency Percent Cumulated

1 1,299 54.79 54.79
2 705 29.73 84.52
3 241 10.16 94.69
4 80 3.37 98.06
5 25 1.05 99.11
6 12 0.51 99.62
7 5 0.21 99.83
8 1 0.04 99.87
9 2 0.08 99.96
10 1 0.04 100
Total 2,371
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Panel C: Average firm and industry characteristicsby contract

Sample Fixed-term At-will t-Statistic Non-sample
Mean Mean Mean of differences Mean
Assets ($ milions) 1,181.62 1,200.33 1,116.19 0.97 1,268.18
ROA 0.9% 1.2% -0.1% 2.5%* -2.3%
Market-to-book 2.52 2.47 2.73 -2.34% 2.26
Leverage 21.9% 23.5% 16.1% 5.310** 24.4%
Industry sales volatiity 44% 43% 47% -3.6% 48%
CAPEX/sales 11.3% 11.1% 11.9% 0.86 14.9%
R&D/sales 39.3% 38.3% 42.1% -0.87 39.7%
Panel D: Breakdown by state
COMPUSTAT
State N At-will Fixed-term distribution
CA 604 14% 212 35% 392 65% 14%
NY 373 8% 64 17% 309 83% 10%
X 265 6% 52 20% 213 80% 7%
NJ 191 4% 28 15% 163 85% 4%
FL 190 4% 35 18% 155 82% 5%
PA 183 4% 30 16% 153 84% 3%
IL 178 4% 53 30% 125 70% 5%
MA 157 4% 45 29% 112 71% 4%
OH 147 3% 20 14% 127 86% 2%
Panel E: Average CEO and govemance characteristidsy contract
Sample Fixed-term At-will t-Statistic
Mean Mean Mean of differences
Age 51.87 51.98 51.47 1.62
Former CEO 25% 25% 26% 0.98
Tenure 3.76 3.89 3.31 2.54*
Over 60 14% 14% 13% 1.05
Percent CEO voting power 3.34 3.64 2.26 1.61
Compensation (2000 $, thousands) 2,607.262,685.22 2,329.08 1.26
Incentive to total compensation 50.7% 50.6% 51.2% -0.37
Percent unexercisable 26.4% 26.0% 27.6% -0.65
Governance index 9.11 9.18 8.90 1.38
Stock award 0.41 0.41 0.42 -0.38
CEO voting 3.15 3.38 2.34 1.28
Directors voting 9.08 9.28 8.42 0.61
Board size 7.02 7.07 6.88 0.53
Insider board 0.06 0.07 0.04 1.80¢
Chairman and CEO 52.3% 53.0% 49.9% 1.58
Ex post horizon 3.87 3.99 3.67 2.73*x
Exception (public policy) 72.8% 71.4% 77.7% -3.61*
Exception (implied contract) 66.6% 65.5% 70.7% -2*8%
Exception (good faith and fair dealing) 25.8% 23.2% .6%4 -6.63%**

53



Panel F: Number of contracts sorted by length

Length
(years) Frequency Percent Cumulated

0 842 22.65 22.65
1 329 8.85 31.50
2 508 13.67 45.17
3 1,252 33.68 78.85
4 267 7.18 86.04
5 416 11.19 97.23
6 60 1.61 98.84
7 21 0.56 99.41
8 6 0.16 99.57
9 4 0.11 99.68
10 8 0.22 99.89
>10 4 0.12 100.00

Panel G: Breakdown by industry

Industry At-will Fixed-term Total
Software 122 31% 311 79% 396
Medical equipment 43 25% 139 82% 169
Chips 48 21% 191 84% 228
Drugs 69 20% 272 80% 339
Wholesale 27 18% 130 89% 146
Business services 51 18% 236 83% 286
Trading 27 14% 171 86% 199
Insurance 18 13% 106 7% 137
Communication 21 13% 131 82% 160
Qil 16 13% 101 80% 127
Retail 34 13% 225 83% 272
Banking 55 10% 485 89% 548
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TABLE II: SUMMARY STATISTICS BY FIRM AND YEAR

This table presents summary statistics of the gjles# performance in the contract period. The sarophtains an
observation for each sample firm for each year hictv the contract is not terminatelanel Ashows average
contract horizon characteristicRanel B shows average firm characteristid@anel C shows average firm
characteristics for all firm-years of the COMPUSTAbpulation outside the contract sample. All nosedite

numbers are winsorized at the 1% level, excepR&D expenses and market-to-book, which are wingariat the

5% level.

Panel A: Average governance characteristics by firnand year

N Total Fixed-term At-will t-Statistic

sample of differences
Chairman and CEO 12,202 53% 54% 50% 3.08**
Tenure 12,202 5.59 5.48 5.82 -2.69**
Age 12,202 52.76 52.97 52.28 4.34+**
Over 60 12,202 20% 21% 18% 3.01**
Governance index 5,559 9.34 9.40 9.16 2.8TF**
Compensation (2000 $, thousands) 7,509 2,414 2,482 2,252 1.99*
Incentive to total 6,638 31% 31% 33% -3.06**
Percent unexercisable 2,474 7% 7% 7% -0.79
Change in base salary 2,751 27% 27% 26% 0.44
All other compensation (2000 $, thousands) 2,958 231 257 173 3.25**
Ex post horizon 5,933 2.88 2.88 2.87 0.07

Panel B: Average firm characteristics by firm and yar

N Total Fixed-term At-will t-Statistic
sample of differences

Assets ($ milions) 12,202 1257.47 1287.20 1186.76 234
ROA 11,963 -1.69% -1.55% -2.01% 0.87
CAPEX/sales 11,130 8.90% 8.64% 9.50% -3.08*
R&D/sales 5,466 31.23% 29.82% 33.96% -2.4%
# of acquisitions 12,202 53.13% 53.59% 52.02% 0.64
Market-to-book 11,366 2.48 2.37 2.75 -6.66*
Returns 12,196 1.75% 1.52% 2.24% 2.3
Leverage 12,202 21.74% 24.03% 16.28% 8.93*
Tangibility 11,284 87% 88% 86% 4.95¢*

Panel C: Average firm-year characteristics of sam@ without contracts

N Mean
Assets 87,494 1,268.18
ROA 85,165 -2.28%
CAPEX/sales 81,067 14.91%
R&D/sales 39,417 39.72%
Market-to-book 75,987 2.26
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TABLE Ill: CONTRACT HORIZON AND TURNOVER PROBABILIT Y
This table presents the results of hazard modehatons, reporting hazard ratios for CEO turnomed z-statistics
underneath. Columns 1 and 3 report results foCitwe proportional hazard model, Columns 2 and 4HerWeibull
hazard model. Columns 1 and 2 report results fenthole sample, Columns 3 and 4 for the subsanfpiieem-
term contracts.

1) @ 3 @
all observations fixed-term
Cox Weibul Cox Weibull
Horizon At-will 1.224** 1.235**
(2.34) (2.43)
Remaining years 0.805*** 0.804***
(-6.1) (-6.15)
Age 0.994 0.988** 0.993 0.986**
(-1.16) (-2.19) (-1.06) (-2.06)
Log frm age 0.778*** 0.754*** 0.824*** (0, 797***
(-4.79) (-5.29) (-3.12) (-3.59)
Control variables Returns 0.575* 0.563* 0.461* 0.463*
(Performance) (-1.74) (-1.8) 03) (-1.91)
Industry returns 1.007 1.026 0.855 0.855
(0.02) (0.08) (-0.41) (-0.41)
ROA growth 0.986 0.986 0.992 0.993
(-0.69) (-0.71) 032) (-0.28)
Control variables Divdend payer 1.022 1.034 0.946 0.949
(Firm (0.24) (0.37) (-0.5) (-0.47)
Characteristics) Market-to-book 1.012 1.016 1.059* 1.062**
(0.56) (0.76) (2.24) (2.34)
Log sales 1.053** 1.053** 1.072** 1.067**
217y (212 @3 (2.16)
Acquisition expenses 1511 1.605 0.302 0.299
(0.24) (0.27) 68) (-0.53)
Industry homogeneity 0.848* 0.856 0.849 0.861
(-1.74) (-1.63) 1@7) (-1.25)
Institutional ownership 0.447%* 0.443***  0.487*** 0.48***
(-5.17) (-5.23) 385) (-3.86)
Control variables Chairman and CEO 0.386*** 0.355*** 400*** 0.373***
(Govemance) (-10.96) (-11.91) (-8.62) (-9.27)
Stock award 0.555** 0.550***  0.562** 0.553**
(-2.88) (-2.93) 2@34) (-2.41)
CEO voting 0.960* 0.957* 0.984 0.981
(-1.8) (-1.96) 80) (-0.92)
Insider board 0.998 0.997 1.001 1.001
(-0.36) (-0.45) .10) (0.18)
Board size 1.013 1.013 1.013 1.017
0.79) (0.74) (0.64) (0.85)
Directors voting 1.393 1.362 1.78 1.802
(0.69) (0.64) 1.07) (1.1
Risk metrics data available 0.948 0.946 0.872 0.852
(-0.29) (-0.3) (-0.59) (-0.68)
Time Year fixed Yes Yes Yes Yes
N 5,821 5,821 3,986 3,986
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TABLE IV: CHOICE OF CONTRACT TYPE

This table presents the marginal effects from Rrmgressions and coefficients of OLS regressionathich the
dependent variable is the at-will indicator. Allriedbles are measured in the last fiscal year endefgre the start
date of the contract. Standard errors are hetedaskieity robust and clustered by year. All varégb{except for
discrete variables) are winsorized at the 1% leMeis table shows coefficients along withtatistics in parentheses.

Dependent variable = Contract type (1 = at-will, O= fixed-term)

(€] 2 3 4 (5) (6) Q)]
Probit Probit Probit Probit OoLS OoLS OoLS
Geography Exception (good faith & fair dealing) 0.248% 0.328*  0.353** 0.337*+* 0.355%+* 0.252%+* 0.265*+*
(4.22) (7.09) @1 (6.59) (4.72) (2.95) (4.4
Exception (implied contract) 0.076
(1.42)
Exception (public policy) 0.027
(0.51)
Anti-takeover -0.015
(-1.22)
Garmaise -0.045
(-0.86)
Governance Tenure -0.010** -0.012%*  -0.011** -0.012* -0.006 -0.008
(-2.34) (-2.69) 2.46) (-1.9) (-0.83) (-1.52)
Governance index 0.014*+ 0.007 0.008 0.002 0.009 0.013*
(2.6) (1.39) (1.55) (0.24) (0.81) (1.8)
Former CEO -0.052
(-0.43)
Age -0.005*
(-1.94)
Risk Industry sales volatiity 0.641* 0.505 0.717
(1.94) (1.44) (1.078)
Industry survival rate -0.237
(-0.96)
Industry homogeneity 0.017
(0.33)
Second stage Investment regressions Yes
variables Compensation regressions Yes
Firm value regressions Yes
Data availability — RiskMetrics data available Yes Yes Yes Yes Yes Yes
Constant -0.844**  -0.606™*  -0.647**  -0.865**  0.346 -0.584 1.64
(-11.11) (-4.73) -2.63) (-19.53) (0.41) (-0.87) (1.45)
N 3,717 3,717 3,717 3,717 3,717 1,636 2,846
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TABLE V: CONTRACT HORIZON AND INVESTMENT

The dependent variable is CAPEX/sales minus theaHaranch industry average Ranels A, BandD, R&D/sales
minus the industry average in Columns 1 and Parfel Cand the number of acquisition made by the firnthie
year according to the SDC in Columns 3 and 4Pafhel C Panel A,Column 1 is a three-stage least-squares
regression in which expected horizon is estimated &unction of contract type, the number of renmgjryears if
the contract has a fixed term, an indicator foumbent CEOs, firm size, tenure, and executive agée,the at-will
indicator is instrumented with the regression regmbin Column 6 of Table IV. The sample used inuGuh 2 of
Panel A,Columns 1 and 3 oPanel C, and Columns 3, 6, and 8 dPanel Dinclude all firms with fixed-term
contracts; and in Column 3 Bfanels Ainclude only firms with five-year contracts. Colard of Panel A,Columns

2 and 4 inPanel C and Panel D,Column 7 are regressions in which the at-will @ador is instrumented with the
regression reported in Column 6 of Table IV. In @oh 2 ofPanel A,Panel B Columns 1 and 3 dPanelC,
Columns 3, 6, and 8 dPanel D,the Heckman’s lambda is computed with the regoesséported in Table IV,
Column 5; in Column 3 dPanel A with a regression using the same regressors wherdependent variable is an
indicator for five-year contracts. Column 1Rénel Badds indicator variables for the number of renmagjnjiears to
the independent variables described above. Colunafi Ranel Bincludes only the indicator variables for the
number of remaining years and the Heckman’s lamdslandependent variableBanel D, Column 1 reports a
regression including all COMPUSTAT firms betweer®2&nd 2008, where all CEOs without a fixed-termtiaxct
are labeled at-willPanel D,Columns 2 and 3 report regressions that includg contracts of firms that offer at
least one at-will and one fixed-term contraeanel D, Column 4 reports an IV regression in which at-visll
estimated with the industry-year average fractibatewill contracts.Panel D,Columns 5 and 6 report regressions
that include CEO fixed effects. All non-discretaiahles are winsorized at the 1% level, exceptR&D expenses
and Q, which are winsorized at the 5% level. Stesh@arors are heteroskedasticity robust and cledtby year for
all specifications but the one reported in Columof PanelsA. This table shows coefficients, theatatistics (in
parentheses), and tRestatistic for the instrumented regressions.
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Panel A: Dependent variable = CAPEX/Sales (indusjradij.)

Horizon Expected horizon

Remaining years

At-wil
Tenure

Age

Log firm age

Control variables Q (lag 1)

(Investment)

Q (ag2)

Accrual

ROA

Size

Control variables Leverage

(Finance)

Cash flow
Tangibility

Cash flow x tangibilty

KZ

Control variables Idiosyncratic risk

(Risk)

Industry sales volatility

Control variables Governance index

(Govemance)

Chairman and CEO
Institutional ownership

Heckman Lambda

Constant

Year fixed

Data availability RiskMetrics data avaiable

T

1) 2 3 @ (5)
Terminated Fixed-term All
Expected All 5-year
horizon fixed-term contracts oLS \Y)
0.374**
(2.518)
0.021**  0.039**
(2.125) (2.446)
-0.033 -0.647*
(-1.414)  (-1.974)
0.009 -0.002 -0.001 -0.004** -0.003
(1.385) (-0.708) -0.23) (-2.449) (-1.71)
-0.004 -0.001 -0.001 0.001 0.000
(-0.634) (-0.741)(-0.339) (0.63) (0.208)
-0.021 -0.029 -0.073 -0.037*** -0.038**
(-0.469) (-1.597) (-1.396) (-2.984) (-2.596)
0.032** 0.043*** 0.061** 0.019*** 0.020**
(2.992) (3.875) .7@1) (3.076) (2.693)
0.002 -0.011 0.026 0.003 0.01
(0.148) (-0.707) 1.453) (0.514) (0.914)
-0.001*** -0.001*** -0.001* -0.001*** -0.001***
(-3.705) (-3.981) (-1.926) (-4.867) (-4.734)
-0.415* 0.159 0.748** 0.385 0.127
(-1.799) (0.568) 2.201) (1.563) (0.632)
-0.1371%** -0.133*** -0.122** -0.140*** -0.119***
(-3.458) (-6.58) -2.701) (-9.395) (-7.992)
0.009 -0.080* -0.045 0.005 086***
(0.102) (-2.075) -0.6) (0.156) (-2.976)
0.456 0.051 -0.072 0.327** 0.287
(1.076) (0.22) (-0.131) (2.758) (1.376)
0.960*** 0.622*** (0.881*** 0.591*** 0.506***
(5.238) (11.829)6.323) (11.4) (8.319)
-0.721 -0.131 -0.235 -0.642**0.375
(-1.585) (-0.348)  (-0.405) (-3.762)  (-1.215)
0.007 0.001 -0.004 -0.002 0.001
(1.339) (0.172) 0.809) (-0.47) (0.156)
-1.121 -3.632%*% 792** -3.553*** -3.346***
(-0.701) (-6.307) (-2.809) (-4.321) (-6.104)
-0.29 -0.641* -0.414 -0.728*-0.529**
(-0.554) (-2.397) (-0.93) (-4.509) (-2.429)
-0.001 0.012 0.019 .000 -0.002
(-0.025) (1.39) .q@5) (0.064) (-0.262)
0.128 0.045 -0.001 0.03 0.039
(1.415) (0.93) .0D9) (2.477) (1.309)
0.101 0.178** 0.023 0.217*%* 1BO***
(0.829) (4.363) (0.237) (9.196) (5.548)
-0.054**  0.068***
(-2.709)  (5.266)
-0.751*** -0.492 -0.241*  -0.102
(-5.592) (-1.355) (-1.802) (-0.95)
Yes Yes Yes Yes Yes
Yes Yes Yes Yes Yes
10% 10% 10%
20.95 79.04
3,374 4,460 934 7,749 6,885
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# Remaining years

Panel B: Dependent variable = Capex/Sales (industgdjusted)

With control variables

)

@

Without contol variables

Heckman's Lambda

Control variables

R?
N

0

10

>10

-0.092**
(-2.28)
-0.075*
(-1.97)
-0.063
(-1.5)
-0.012
(-0.28)
0.03
(0.46)
-0.016
(-0.29)
-0.098
(-1.11)
-0.106
(-0.33)
-0.134
(-1.11)
0.11
(0.39)
0.121
(0.51)
Yes

-0.629%**
(-4.91)
Yes
10.8%
4,460

-0.269%*
(-11.112)
-0.221%**
(-11.49)
-0.199%**
(-7.27)
-0.177%*x
(-4.72)
-0.196***
(-3.63)
-0.255%**
(-5.89)
-0.390%**
(-6.9)
-0.294
(-1.05)
-0.550%**
(-3.89)
-0.385
(-1.48)
-0.469**
(-2.55)
Yes

-0.006
(-0.04)
No
0.1%
6,990
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Panel C: Other measures of investment

(€] @ ®3) 4
Dependent variable R&D expenses # Acquisitions
Fixed- Fixed-
term All (IV) term All (IV)
Horizon Remaining years 0.017** -0.001
(2.2) (-0.074)
At-wil -1.929%+* -0.464**
(-7.079) (-2.807)
Tenure -0.004 -0.002 -0.001 -0.002
(-1.187) (-0.607) (-0.319) (-0.893)
Age -0.002 -0.004 0.002 0.005*
(-0.887) (-1.587) (0.606)  (1.815)
Log frm age -0.059*** -0.080***  0.004 -0.015
(-4.407) (-4.952) (0.18) (-0.544)
Control variables Q (lag 1) 0.014 0.013 0.019**  0.019**
(Investment) (1.194) (0.894) 726) (2.555)
Q (lag 2) -0.004 0.013 0.005 0.012**
(-0.353)  (0.985) 0.757) (2.729)
Accrual 0.000 0.000 0.001*** 0.001***
(1.196)  (0.094) (5.515)  (5.399)
ROA -0.213 -0.528** -0.042 -0.076
(-0.777)  (-2.492) (-0.614) (-1.156)
Size -0.168*** -0.137**  0.077** 0.092***
(-6.899) (-6.42) 4.996) (6.004)
Control variables  Leverage -0.063 -0.236** -0.093* -1
(Finance) (-0.845) (-2.542) (-2.081) (-3.372)
Cash flow 0.361 0.561** 0.983%**  1.049%**
(1.317) (2.14) (4.504)  (5.295)
Tangibility 0.029 -0.072 -0.919*** -1.002***
(0.238) (-0.654) -7.003) (-9.473)
Cash flow x tangibility -0.515 -0.518* -1.096%+* -1.13**
(-1.734) (-2.116) (-4.863) (-5.985)
Kz 0.003 0.005 -0.001 0.000
(0.703)  (1.211) 0.609) (-0.085)
Control variables  Idiosyncratic risk -2.048 -0.938 BB -2.874*x*
(Risk) (-1.456) (-0.658) (-6.029) (-5.343)
Industry sales volatility -0.142 0.089 0.456 0.427
(-0.601) (0.249) (1.237)  (1.158)
Control variables ~ Governance index 0.004 0.002 0.001 003.
(Govemance) (0.87) (0.268) 0B1)  (0.306)
Chairman and CEO 0.039 0.008 0.016 0.023
(1.312)  (0.206) .3@8)  (0.535)
Institutional ownership 0.096*** 0.080** 0.241*** 0.242*
(3.739)  (2.094) (4.201) (3.521)
Heckman Lambda -0.207*** 0.268***
(-6.367) (5.987)
Constant 0.064 -0.07 0.722 0.807**
(0.407) (-0.186) 0.479) (2.599)
Year fixed Yes Yes Yes Yes
Data availability RiskMetrics data available Yes Yes Yes Yes
R? 9% 11%
F 79.04 79.04
N 3,310 6,036 5,629 6,036
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Panel D: Robustness. Dependent variable = CAPEX/Sad (industry-adjuste d)

@) 2 (€)] 4 )] (6) @) ()]
All firms Sample Fixed Sample Sample Fixed Sample Fixed
COMPU- Switchers  Switchers Alterative  Executive Executive  Compen-  Compen-
STAT instrument fixed effects fixed effects  sation sation
Horizon Remaining years 0.034** 0.017* 0IG**
(2.8) (1.74) (239
At-wil -0.160***  -0.647* -0.850***  -0.108* -0.676**
(-3.24) (-1.97) 5163) (-1.83) (-2.14)
Tenure -0.003 -0.001 -0.004* -0.004* -0.004**
(-1.71) (-0.13) 2)- (-2) (-2.21)
Age 0.000 0.005 -0.001 -0.001 -0.001
(0.21) (1.74) (39) (-0.39) (-0.99)
Log firm age -0.038** -0.009 -0.046***  0.152** 0.226***  0.046*** -0.029*
(-2.6) (-0.33) (-3.325) (2.29) (2.96) (-3.33) (-1.77)
Compensation  Incentive to total compensation -0.059 -0.082**
(-1.69) (-2.74)
CEO voting 0.001 -0.001
(0.6) (-0.87)
Log compensation 0.140*+* 0.175%*
(5.83) (8.07)
Percent unexercisable -0.031 0.013
(-0.51) (0.23)
Control variables Q (lag 1) 0.024**  0.020** 0.014 0.017** 0.026***  0.025***  0.017** 0.023***
(Investment) (10.86) (2.69) 46) (2.418) (4.57) (3.93) (2.42) (3.36)
Q (lag 2) 0.008***  0.01 -0.01 0.009 0.013* 0.016***  0.009 0-003
(3.29) (0.91) @9) (0.805) (2.44) (2.65) (0.81) (-0.26)
Accrual -0.000***  -0.001*** -0.001*** -0.001*** 0.000 0.0 -0.001***  -0.001***
(-3.65) (-4.73) (-3.7) (-5.3) (0.59) (0.22) (-5.3) (-5.61)
ROA -0.307**  0.127 0.712**  0.149 0.196** 0.277**  0.149 @15
(-10.69) (0.63) )@ (0.762) (2.18) (2.8) (0.76) (1.01)
Size -0.096***  -0.119** -0.184***  -0.149*** -0.426*** -0.460*** -0.149*** -0.164***
(-32.57) (-7.99) -468) (-8.152) (-23.18) (-22.45) (-8.15) (-8.72)
Control variables  Leverage -0.192**  -0.086*** 0.079 aB5* -0.027 0.01 -0.055* 0.03
(Finance) (-12.06) (-2.98) 0.147) (-1.734) (-0.56) (0.19) (-1.73) (1.07)
Cash fow 0.381**  0.287 0.796** 0.31 -0.115 -0.278 0.31 285
(7.77) (1.38) (2.29) (1.468) (-0.74) (-1.59) (1.47) (1.24)
Tangbilty 0.460***  0.506***  1.324**  0.489**  0.097 0.107 0.489***  (0.513***
(10.36) (8.32) 18) (8.546) (0.88) (0.86) (8.55) (11.88)
Cash flow x tangbility -0.289***  -0.375 -0.896 -0.36 s 0.348* -0.36 -0.348
(-5.52) (-1.22) (-1.7) (-1.163) (0.45) (1.76) (-1.16) /1)
Kz -0.004**  0.001 0.001 0.001 -0.001 0.003 0.001 0.000
(-4.4) (0.16) ®1 (0.203) (-0.3) (1.14) 0.2) 0)
Control variables  Idiosyncratic risk -1.009**  -3.3468* 0.933 -2.939**  0.625 1.419 -2.939%*  -3.496***
(Risk) (-3.39) (-6.1) (0.44) (-5.352) (0.69) (1.43) (-5.35) (-8)7
Industry sales volatiity -0.315%**  -0.529** -1.118** -0.567** -0.052 -0.041 -0.567* -0.605***
(-3) (-2.43) (-4.81) (-2.841) (-0.26) (-0.19) (-2.84) ©3.
Control variables ~ Governance index -0.002 -0.054** .0ap -0.035** -0.033** -0.002 -0.004
(Govemance) (-0.26) (-3.52) 0.201) (-2.53) (-2.1) (-0.2) (-0.61)
Chairman and CEO 0.039 0.026 0.029 -0.094 -0.115 0.029 220.0
(1.31) (0.29) @3 (-1.16) (-1.28) 1) 0.71)
Institutional ownership 0.113** 0.180*** 0.303*** 0.153* 0.043 0.033 0.153*+* 0.126%**
(2.01) (5.55) (2.95) (5.174) (0.73) (0.51) (5.17) (4.51)
Heckman Lambda 0.025 0.579 -0.060**
(0.38) (1.21) 62)
Constant -0.180**  -1.602***  -0.787** 1.238**  1.907 0.054 0.107 -@A30%**
(-2.61) (-3.76) (-2.91) (5.414) (1.43) (0.07) (0.87) (@9
Year fixed Yes Yes Yes Yes Yes Yes Yes Yes
Executive fixed Yes Yes
Data availability ExecuComp data avaiable Yes Ues
RiskMetrics data available Yes Yes Yes Yes Yes Yes Yes Yes
R? 7% 5% 11% 63% 61% 9%
F 55.01 78.79
N 55,908 1,451 739 6,469 5,568 4,460 5,568 4,460
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TABLE VI: PROPENSITY SCORE RESULTS

This table presents the covariate means for théllaénd fixed-term samples, where the at-will saenipcludes all
firms of the COMPUSTAT population between 1992 @008 without contract dat®anel Ais un-matched (the
original sample)Panels Bto D include all firm-years under fixed-term contraatsd the 10 at-will firm-years with
the closest propensity scores. Propensity scoms@nputed as fitted values of regressions with EXYBales
(Panel B, R&D/sales Panel Q, and market-to-book as the dependent varidkde¢l D). Independent variables are
the firm and industry related control variabledisin Tables V and X as well as industry indicatariables.

Panel A: Un-matched sample Panel B: Sample matchedtwCAPEX controls
At-will Fixed-term Difference t-stat At-will Fixed-term D ifference t-stat
Capex/sales 16% 7% 9% 9.37 *** 16% 29% -13% <747 *x*
Assets 1,133 2,536 (1,402) -22.59 *** 1,133 1,080 53 0.14
Market-to-book 1.92 2.43 (0.51) -4.08 *** 1.92 1.38 0.54 1.53
N 53,803 1,436 14,360 1,436

Panel C: Sample matched with R&D controls

R&D/sales 24% 7% 17% 10.92 *** 24% 35% -10% -3.65 ***
Assets 1,039 830 209 0.57
Market-to-book 2.22 2.84 (0.62) -1.65

N 27,987 761 7,610 761

Panel D: Sample matched with Market-to-book contrad

Market-to-book 2.28 2.59 (0.31) -2.37 **
N 78,767 1,830 18,300 1,830
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TABLE VII: SUMMARY STATISTICS - ACQUISITIONS

This table presents summary statistics for the iatqun sample. Panel A presents acquirer firm &@@EO
characteristics, Panel B target firm charactessténd Panel C transaction characteristics. Alldisorete variables
variables are winsorized at the 1% level, exceptifarket-to-book, which is winsorized at the 5%elev

Variable N Mean t-statistic of
All Fixed-term At-will differences
Panel A: Acquirer characteristics
Assets ($ milions) 585 2,517 2,797 1,920 3.22%xx*
Market-to-book 586 2.74 2.65 294  (1.74¥
ROA 586 4% 4% 4%  (0.75)
CAPEX/Sales 542 14% 12% 17%  (1.91)
At-wil 586 32% 0 1
Chairman & CEO 507 56% 58% 53% 1.02
Tenure 586 5.93 5.15 7.59  (3.99F**
Age 586 52.78 52.21 53.99  (2.39)*
Panel B: Target characteristics
Assets ($ milions) 255 2,868.17  3,229.42 2,119.57 2.15 **
Market-to-book 169 4.54 4.77 4.05 0.91
ROA 249 7% 7% 6% 1.04
Panel C: Transaction characteristics
Transaction value ($ milions) 586 322 360 240 2.13%**
Public target 586 36% 35% 39% (0.80)
Tender offer 586 4% 5% 4% 0.43
Relative size 585 33% 33% 32% 0.12
Hostiity 586 1% 1% 0% 1.19
Same industry 586 61% 57% 68% (2.2F)
Success 586 87% 85% 89%  (1.09)
Stock payment 586 16% 13% 20% (2.20)
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TABLE VIII: ANNOUNCEMENT RETURNS

Panel A reports results of regressions of the catiwued abnormal returns (CAR) for acquirers thregsdaround the
announcement day and Panel B (C) monthly returrexjoélly (value) weighted calendar-time portfolidsquirers
that announced an acquisition in the past 12 (afnclar months form the basis of the calendar-mpottfolio.
The regression reported is run with the excessmaitithe portfolio as the dependent variable. &ad errors are
heteroskedasticity robust and clustered by yedm@ai-discrete variables are winsorized at the @9l This table
shows coefficients antdstatistics (in parentheses).

Panel A: Dependent variable = Acquirer announce mgnetums

@ 2 ©)] 4) 5)
All Fixed-term  Compensation Low cash High cash
Horizon At-wil 0.017* 0.018* 0.001 0.050***
(2.02) (2.06) @1 (3.68)
Remaining years 0.000
(-0.21)
Tenure 0.000 0.000 0.000 0.000 0.002
(0.26) (-0.13) 9.4 (-0.23) 1.3)
Age 0.000 0.000 0.000 0.000 0.000
(-0.61) (-0.22) (-0.74) (-0.18) (-0.24)
Log frmage 0.001 -0.001 0.002 0.000 0.004
0.37) (-0.25) (0.69) (-0.11) (0.41)
Control variables Public target -0.024** -0.019 -0.026* -0.01 -0.041%+*
(Transaction ) (-2.16) (-1.7) 28) (-1.1) (-3.47)
Stock payment -0.006 -0.018 -0.003 0.025 -0.029
(-0.44) (-0.87) 0@22) (1.35) (-1.22)
Cash payment 0.002 0.008 0.000 0.016 0.001
(0.24) (0.61) D) (1.69) (0.04)
Relative size 0.01 0.014 0.01 0.026%** 0.002
(0.91) 1.2) (0)88 (9.63) (0.18)
Hostilty -0.054* -0.072%** -0.044 -0.067
(-1.99) (-2.92) 167) (-1.53)
Multiple bidder -0.023 -0.016 -0.015 -0.057 0.039
(-1.47) (-0.65) 0(78) (-1.48) (1.33)
Tender offer 0.011 -0.009 0.014 -0.003 0.002
(0.49) (-0.3) 6 (-0.13) (0.04)
Toehold -0.015 -0.013 -0.015 -0.012 -0.001
(-0.88) (-0.56) 0@8) (-0.67) (-0.04)
Lockup -0.019 -0.018 -0.017 -0.017 0.005
(-0.83) (-0.59) 085) (-0.82) (0.05)
Termination fees -0.026*** -0.031** -0.029*** -0.029*** -0.017
(-2.92) (-2.72) 3(16) (-3.45) (-0.78)
Control variables Market-to-book -0.005* -0.008*** -@b* -0.009** -0.004
(Firmvindustry (-1.88) (-3.33) 1@8) (-2.78) (-1.53)
characteristics) Leverage 0.051** 0.049* 0.047** 0.06 0.021
(2.19) (2.06) .1 (1.48) 0.74)
ROA -0.065 -0.035 -0.055 -0.255 -0.075
(-1.51) (-0.6) 2T) (-1.62) (-1.7)
Cash/Assets 0.038 -0.023 0.034 -0.002 0.045
0.8) (-0.41) o7 (-0.01) (0.78)
Control variables Incentive to total compensation -0.017
(Govemance) (-0.58)
CEO voting -0.002
(-1.01)
Log compensation 0.008
(1.27)
Percent unexercisable 0.014
0.77)
Constant 0.024 -0.003 0.032 -0.094** -0.068
(0.39) (-0.05) 0.5) (-2.23) (-1.34)
Year fixed Yes Yes Yes Yes Yes
Industry fixed Yes Yes Yes Yes Yes
Data availability Yes
R? % 19% 8% 30% 7%
N 585 398 585 312 273
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Panel B: Equally weighted long-term returns

(1,12) (1,24)
Portfolio Alpha RMRF SMB HML UMD Alpha RMRF SMB HML UMD
At-will -0.002  0.952¢* 0.285** 0.02 -0.058 -0.001  0.921** 0.255* 0.096 -0.056
(-0.63)  (10.746) (2.631) (0.171) (-0.823) (-0.133) (18)11(2.2) (0.771)  (-0.74)
Fixed-term -0.005 0.912%* 0.549** 0.117 -0.061 -0.003 0.932¥* 0.8 0.126 -0.117*
(-1.486) (11.227) (5.547) (1.086) (-0.952) (-1.064) (B2Y (6.124) (1.419) (-2.171)
At-wil minus fixed-term 0.003 0.042 -0.135  -0.012  0.028 0.002 -0.022  -0.24 -0.024 0570.
(0.683) (0.463) (-1.209) (-0.103) (0.385) (0.427)  (-0)201-1.748) (-0.159) (0.631)
Panel C: Value-weighted long-term retums
At-will 0.005 0.934** -0.035 -0.221 -0.127 0.005 0.956** -0.067 0.151 -0.078
(1.254) (9.041) (-0.276) (-1.607) (-1.533) (1.074)  (9)807(-0.515) (-1.072) (-0.911)
Fixed-term -0.001  1.004** 0.094 0.094 0.027 -0.001 1.032**+ -0.014 .06  -0.068
(-0.257) (11.506) (0.884) (0.813) (0.4) (-0.363) (15.261)0.167) (-0.285) (-1.199)
At-wil minus fixed-term 0.006 -0.057  -0.007 -0.247 -0.128 0.005 -0.086 -0.046  90.11-0.014
(1.231) (-0.457) (-0.045) (-1.5)  (-1.304) (0.965)  (-0.659-0.276) (-0.672) (-0.13)
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TABLE IX: CONTRACT HORIZON AND COMPENSATION

The dependent variables are the year-on-year chenfpase salary in Column 1-2 and other compensatio
Column 3-6. Column 1, 3 and 5 are regressions erstiibsample of fixed-term contracts. Column 2, d @rare
results of two-stage least-squares regressionshishwthe at-will indicator is instrumented with tmegression
reported in Column 6 of Table IV. Standard errors leteroskedasticity robust and clustered by y&kmon-
discrete variables are winsorized at the 1% |eWeis table shows coefficients, thatatistics (in parentheses), and
the F-statistic for the instrumented regressions.

()] () 3) 4 ®) (6)
) Change in base salary Other compensation AOther compe psanon
Dependent variable (without termination year)
Fixed-term All(IV) Fixed-term All (1IV) Fixed-term All( IV)
Horizon Remaining years 1.760* 20.656** 2.672%
(2.09) (2.398) 5@5)
At-wil -295.202 519.571 150.885
(-0.658) (0.486) 0.112)
Tenure -0.447 0.184 4.239* 3.006 4.248 3.63
(-1.175) (0.169) 1.857) (1.133) (1.686) (0.977)
Age -1.456%* -0.164 -0.162 -2.633 0.437 -0.054
(-4.511) (-0.114) (-0.068) (-0.604) (0.157) (-0.016)
Log firm age 0.787 0.071 18.667 12.575 17.857 13.033
(0.321) (0.016) (1.192) (0.712) (1.263) (0.796)
Compensation Log compensation 1.317 -1.37 132.690*** 144.494%* 13598** 143.555%**
(0.404) (-0.192) (6.349) (5.844) (5.665) (5.125)
Incentive to total compensation 5.959 5.555 -192.995* -219.969** -192.391%%*  -211.565**
(0.488) 0.21) .838) (-2.207) (-3.23) (-2.278)
Firm Log sales -1.609 -13.022 23.245 42.505 20.045 24.95
(-0.661) (-0.702) (1.417) (0.911) (1.372) (0.42)
Returns 0.111 8.771 -171.588**  -209.821* -117.922* -1508
(0.005) (0.257) 3.466) (-1.764) (-2.23) (-1.459)
Govemance Governance index 0.175 1.262 1.667 -0.065 1.298 0.348
(0.237) (0.636) (0.503) (-0.012) (0.396) (0.054)
Chairman and CEO -7.819* -17.485 -62.599** -52.412 -58:9 -57.070*
(-1.931) (-1.174) (-2.714) (-1.564) (-2.685) (-1.773)
Stock award -26.325* -21.002 259.397*** 250.024*** 2@F0** 202.222**
(-2.847) (-1) (3.052) (3.349) (2.666) (2.496)
CEO voting -0.116 -0.068 4.06 3.386 4.782 3.851*
(-0.613) (-0.106) (0.725) (1.348) (0.867) 1.779)
Directors voting 0.055 -0.343 0.167 2.639 -0.816 1.461
(0.275) (-0.502) (0.114) (1.366) (-0.673) (0.616)
Board size -0.055 0.943 -0.109 -2.903 0.771 -0.658
(-0.097) (0.554) (-0.03) (-0.54) (0.253) (-0.13)
Insider board -13.634** -45.179 -107.045 -84.266 -132.47  -133.044
(-2.312) (-0.896) (-0.982) (-0.743) (-1.353) (-0.91)
Institutional ownership -11.276** 10.099 -40.638 -66174 -63.193** -63.446
(-2.223) (0.32) (-1.471) (-0.869) (-2.235) (-0.717)
Heckman Lambda -32.058 187.898 85.252
(-1.33) (1.012) .585)
Constant 1.526 -19.469 -334.815 -529.668 88.894 2.687
(0.04) (-0.103) 1.465) (-0.458) (0.097) (0.004)
Year fixed Yes Yes Yes Yes Yes Yes
Industry fixed Yes Yes Yes Yes Yes Yes
Data availability Yes Yes Yes Yes Yes Yes
R 2% 13% 14%
F 38.87 38.87 38.87
N 1,941 2,132 2,078 2,281 1,923 2,120
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TABLE X: CONTRACT HORIZON AND FIRM VALUE

The dependent variable is the market-to-book r&imumn descriptions are as in Table V, Panel A Fanel A,
and as in Table V, Panel D for Panel B. All noneti$e variables are winsorized at the 1% levelepkéor market-
to-book, which is winsorized at the 5% level. Stamlderrors are heteroskedasticity robust and clctby year.
This table shows coefficients, thstatistics (in parentheses), and Erstatistic for the instrumented regressions.

Panel A: Dependent variable = Market-to-book

(€] 2 (€)] 4 ©)]
Terminated Fixed-term All contracts
All
Expected fixed- 5-year
horizon term  contracts OLS [\
Horizon Expected horizon 0.129
(1.015)
Remaining years 0.012 -0.046
(0.591)  (-1.161)
At-wil 0.053 0.246
(0.971)  (0.478)
Tenure -0.010* -0.010** -0.006 -0.006*  -0.006**
(-1.957) (-2.537)(-0.751) (-2.064) (-2.053)
Age 0.001 -0.009%* -0.049** -0.004* -0.006
(0.107) (-2.914) -2.853) (-1.816)  (-1.456)
Log firm age -0.107** -0.04 -0.130* -0.057*  -0.062**
(-2.564) (-1.125) (-1.983) (-1.987)  (-2.343)
Investment CAPEX/sales 0.199%+ 0.201%* 0.190** 0.161¥* 0.167**
(7.505) (5.744) .831) (7.388)  (8.338)
Control variables  Leverage -0.618*+* -0.915%* -1.388*+* -0.831** -0.796**
(Firm/industry) (-5.946) (-7.621)(-8.612) (-7.589)  (-10.968)
Delaware 0.121* 0.170* 0.148 0.143** 0.165***
(1.747) (2.609) .614) (5.007) (3.173)
Herfindahl 0.885** 0.659**  1.314* 1.264** 1.092*
(2.499) (2.452) .9@7) (4.531)  (4.424)
Control variables  Governance index -0.047* -0.040*  -0.026 -0.043*  -(BO3
(Govemance) (-2.098) (-2.05) -1.23) (-2.844) (-2.235)
Chairman and CEO 0.047 0.143* 0.29 0.090*  0.087*
(0.566) (2.481) .74) (2.296)  (1.746)
Heckman Lambda 0.17 0.986
(0.589)  (0.304)
Constant 3.190"* 0.434 7.3417*  8.334%*
(3.192)  (0.02) (13.07)  (3.863)
Year fixed effects Yes Yes Yes Yes Yes
Industry fixed effects Yes Yes Yes Yes Yes
Data availability RiskMetrics data available Yes Yes Yes Yes Yes
R? 17% 23% 20%
F 22.04 77.95
N 4,420 5316 1,079 10,109 8,327
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Panel B: Robustness. Dependent variable = Market-tbook

1) @ ()] @ ®) 6) ()] 8
All firms Sample Fixed Sample Sample Fixed Sample Fixed
COMPU- ] . Altemative Exgcuuve Exgcutlve Compen- Compen-
Switchers  Switchers fixed fixed : :
STAT Instrument sation sation
effects effects
Horizon Remaining years -0.003 0.039* 020.
(-0.108) (1.92) 1.83)
At-wil -0.334** -0.016 -0.808 -0.051 0.261
(-3.203) (-0.111) (-1.393) (-0.446) (0.403)
Tenure -0.002 0.005 -0.007** -0.009**  -0.010***
(-0.154) (0.478)  -2.438) (-3.272) (-3.08)
Age -0.017 -0.002 -0.003 -0.007**  -0.003
(-1.201) (-0.323) (-0.869) (-2.888) (-1.546)
Log firm age 0.068 0.031 -0.077**  -0.276**  -0.141 -0.0% -0.064*
(0.646) (0.535) (-3.05) (-2.662) (-0.92) (-2.758) (-2.02)
Investment CAPEX/sales 0.034** 0.082 0.117 0.161%* 0.038 0.065* oar-* 0.167**
(2.536) (1.593) .506) (8.55) (1.637) (2.351) (6.342) (5.326)
Incentive to total pay -0.127 -0.117
(-0.737) (-0.641)
CEO voting 0.008*  0.009
(2.131) (1.453)
Log compensation 0.152** 0.111*
(2.51) (1.94)
Percent unexercisable 0.103 0.093
(1.079) (0.701)
Control variables  Leverage -2.987*  -0.208 -0.201 -0.903%*  -1.159%*  -104**  -0.766**  -0.830**
(Firm/industry) (-19.418)  (-0.62) (-1.045) (-12.042)  (-12.781)  (-10.731)  (-6.014) (-8.59)
Delaware 0.236** 0.458**  0.357**  0.157**  0.046 -0.95 a11 0.092
(2.805) (2.707) . 7&) (3.482) (0.129) (-1.332) (1.709) (1.44)
Herfindahl 8.478* 1.381 1.137 1,197+ 0.814 -0.245 1112 1.097*+*
(2.832) (1.339) .5@7) (5.016) (1.582) (-0.405) (3.843) (3.568)
Control variables  Governance index -0.053 -0.024 -0.044%  -0.073** -0 -0.042** -0.042**
(Goverance) (-0.886) (-0.602) (-2.747) (-2.643) (-1.356) (-2.597) (-2.761)
Chairman and CEO -0.707*  -0.864**  0.056 -0.052 -0.106  0.088* 0.087*
(-3.821) (-5.074) (1.185) (-0.362) (-0.614) 1.772) (1.81)
Heckman Lambda 0.166 -0.32
(0.582) (-0.169)
Constant 3.810%  1.624 21.945**  3.811 2.895*% 6.412* 8.070%*  1.41%*
(4.444) (1.489) (4.905) (1.569) @.7) (2.241) (29.925)  5%3)
Year fixed effects Yes Yes Yes Yes Yes Yes Yes Yes
Industry fixed effects Yes Yes Yes Yes Yes Yes Yes Yes
Executive fixed effects Yes Yes
Data availability ExecuComp data avaiable Yes Yes
RiskMetrics data avaiable Yes Yes Yes Yes Yes Yes Yes
R 16% 20% 20% 54% 54% 16% 16%
F 73.03
75,916 1,406 1,288 9,661 10,314 7,637 8,327 7,484
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APPENDIX: STATE INDICES
This table presents the at-will exceptions, arketaver regulations, the Garmaise (2009) index,thrchumber of
patents issued between 1977 and 2004 by state.

At-will exceptions
Good faith and

Code State Public policy  Implied contract  fair dealing Garmaise Anti-takeover Patents
AL Alabama 0 1 1 5 0 9,017
AK Alaska 1 1 1 3 0 1,075
AZ Arizona 1 1 1 3 1 27,065
AR Arkansas 1 1 0 5 0 3,867
CA California 1 1 1 0 0 303,592
CO Colorado 1 1 0 2 0 31,339
CT Connecticut 1 1 0 3 1 45,008
DC District of Columbia 1 1 0 6 0 1,576
DE Delaware 1 0 1 7 1 10,827
FL Florida 0 0 0 9 0 55,303
GA Georgia 0 0 0 5 1 23,774
HI Hawaii 1 1 0 3 0 1,946
ID Idaho 1 1 1 6 1 14,903
IL lllinois 1 1 0 5 1 92,974
IN Indiana 1 0 0 5 1 33,766
1A lowa 1 1 0 6 0 13,330
KS Kansas 1 1 0 6 1 9,086
KY Kentucky 0 1 0 6 1 9,738
LA Louisiana 0 0 0 4 0 11,803
ME Maine 0 1 0 4 1 3,099
MD Maryland 1 1 0 5 1 29,470
MA Massachusetts 1 0 1 6 1 69,616
MI Michigan 1 1 0 5 1 82,589
MN Minnesota 1 1 0 5 1 48,550
MS Mississippi 1 1 0 4 0 3,597
MO Missouri 1 0 0 7 1 20,864
MT Montana 1 0 1 2 0 2,623
NE Nebraska 0 1 0 4 1 4,697
NV Nevada 1 1 1 5 0 5,591
NH New Hampshire 1 1 0 2 0 10,766
NJ New Jersey 1 1 0 4 1 95,136
NM New Mexico 1 1 0 2 0 6,345
NY New York 0 1 0 3 1 139,544
NC North Carolina 1 0 0 4 0 31,587
ND North Dakota 1 1 0 0 0 1,603
OH Ohio 1 1 0 5 1 83,265
OK Oklahoma 1 1 0 1 0 16,955
OR Oregon 1 1 0 6 0 23,386
PA Pennsylvania 1 0 0 6 1 84,618
RI Rhode Island 0 0 0 3 1 6,413
SC South Carolina 1 1 0 5 1 12,229
SD South Dakota 1 1 0 5 1 1,385
TN Tennessee 1 1 0 7 1 17,301
TX Texas 0 0 0 3 0 106,463
uT Utah 1 1 1 6 0 12,413
VT Vermont 1 1 0 5 0 5,613
VA Virginia 1 0 0 3 1 23,797
WA Washington 1 1 0 5 1 32,901
WV West Virginia 1 1 0 2 0 4,321
WI Wisconsin 1 1 0 3 1 36,818
wy Wyoming 1 1 1 4 1 1,282
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