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|. Introduction

Public debates on short-term oriented corporate\aebr have focused on incentive pay. This
paper seeks to draw attention to another compoaemhanagement horizon: the length of
management employment contracts. Contract expiratigenewal provides us an exact measure
of CEO horizon. This allows us to assess the impé&time horizon on investment behaviour,

and, ultimately, firm value.

CEOs have often been accused of increasing shantgeock prices at the expense of
long-term firm value. Myopic managers may foregoductive investments in order to boost
contemporaneous earnings (Stein, 1989). They nsayalerinvest into unproductive projects in
order to signal that they have investment oppotiemi(Bebchuk and Stole, 1993), in order to
make themselves indispensable (Noe and Rebellof)1@9 in order to take excessive risks
(Chevalier and Ellison, 1999). On the other harmhrtsterm contracts impose a more urgent
dismissal threat. This may discourage executives fsuboptimal behaviour. Which effect and

in which circumstances dominates, is the topidhdf paper.

A new dataset of 3,717 CEO employment contractsvallus to identify and quantify the
impact of myopic CEO behaviour. First, we can tréok investment behaviour of CEOs over
the course of their tenure and observe if they gadheir investment policy when they get closer
to their “election”, the date of the contract egpion or renewal. Second, employment contracts
vary in their length. Comparing the performancesbbrt-term and long-term horizon CEO
enables us to assess the overall impact of cont@aizon - and, therefore, of myopia - on
investment and firm value. In particular, we castidguish CEOs with fixed contract length
from those with “at-will” contracts. At-will contds allow the firm to terminate CEO

employment at any date, with or without cause, euthadditional cost. That is, CEOs under at-



will employment have an indefinitely short horizdrhey also face a permanent dismissal threat

that may prevent them from unproductive behaviour.

First, the choice between contract types seemstoniportant for our sample CEOs:
more tenured CEOs prefer fixed-term contracts twikitcontracts. This is not surprising since
at-will contracts make it easier to fire the CECGevlrtheless, contracts are becoming shorter
over time. Figure 1 shows the average contracttenf)fixed-term CEO contracts during our
sample period from 1990 to 2007. In this perio@, @average contract length has decreased from

8.0in 1990 and 4.5 in 1992 to 2.7 in 2008.

Does this trend imply that short-term contractskatter? Is the dismissal threat of short-
term contracts able to overcome potential myopablems? We find evidence that CEOs with a
longer horizon invest more, both in terms of cdmtgenditures and research and development
expenses. To be more precise, CEOs with at-wiltraeots invest less than their peers, as well as
CEOs with less time remaining to their contractiextpn. We do not find evidence that CEOs
underinvest in order to boost earnings. Returnassets are lower for CEOs with a shorter time

horizon.

In order to quantify the effects of myopic behaviowe examine differences in firm
value for CEOs with different horizons. We identifydiscount for firms with short-horizon CEO
contracts. This discount seems to stem mainly floeunderinvestment effect. Controlling for
the influence of at-will contracts on investmerie trelationship between at-will contracts and
firm value is actually positive. This indicates tlshort-term contracts do have advantages. In

particular, they may discipline the CEO by impostngermanent dismissal threat. This does not



apply to CEOs whose fixed-term contract is neatirakpn. Firm value declines during the term

of CEOs with fixed-term contracts also after colitng for underinvestment.

One major concern of this analysis is potential ogietheity between the choice of
contract length and subsequent performance. Finatsneed long-term investment may prefer a
longer-term CEO employment contract. In order t@wwnvent this potential bias, we use the
legal environment to instrument the choice betwslgort- and long-term contracts. States with
more employee-friendly court records, particulatgtes that exempt the right to dismiss at-will
employees in some situations, are more prone tallater shorter employment contracts. The
presence of these so-called at-will exceptions hastorically grown and not correlated to
investment. We complement this instrument with apeg risk measures, which Gillan, Hartzell

and Parrino (2009) show to be related to the choi@®ntract length.

This paper contributes to the literature of manag@nmyopia. The theoretical literature
has analyzed the phenomenon of short-term manadgeémebaviour and its effects (Narayanan,
1985; Stein, 1988 and 1989), provided explanat(baffont and Tirole, 1987; Gray, 1976; Dye,
1985; Harris and Holmstrom, 1987; Noe and Rebdl897; Bebchuk and Stole, 1993; Bolton,
Scheinkman and Xiong, 2006) and suggested metlmadleviate the problem (Gibbons and
Murphy, 1992; Dahiya and Yermack, 2008). Empiritiggérature on management horizon,
however, is scarce. The main challenge to the ecapiliterature on horizon problem is the
guestion how to draw the line between short- amdjti@rm behaviour. When are CEOs short-
term oriented, versus long-term oriented? While trmoedels use two periods to distinguish
short- and long-term behaviour, an empiricist laasléfine in which years she should look for

the short-term stock price rise and in which ottiergshe long-term fall.



Previous empirical literature has developed twohoe$ to examine horizon problems.
The first method involves an explicit, more or les®genous date that marks a CEO'’s horizon,
such as retirement (Gibbons and Murphy, 1992),9tmaent stages (Baker, 2000), or first years
in office (Kaplan and Weisbach, 1992). The secorethod focuses on the effectiveness of
horizon enhancing provisions such as restricteckstoon-vested options and explicit long-term
performance plans (see, for example, Kole, 199%tdPaack and Rosenberg, 2003; Chen, 2004;
Sautner and Weber, 2006; and Dahiya and YermacR8)20This dataset combines the
advantages of both approaches. First, it can t€€® behaviour across his term and identify
changes in behaviour around contract expiratioesdathat is, it provides an exogenous change
in CEO horizon and variation within both firms a@EOs. The exogenous horizon variable
allows us to make much more general conclusions ¢vants such as retirement or investment
stages. Furthermore, within-CEO variation allowsaigack the effects of horizon changes more
precisely than cross-sectional variation of comp&os plans can. Finally, we can assess the
performance of differing contract terms. This alkoan analysis of the overall impact of contract

length on firm value.

Companies only recently have started to publish @Gagployment contract terms, and
they are far from completely available. CEO empleyincontracts have been introduced to the
social sciences by Schwab and Thomas (2005) art@nGHartzell, and Parrino (2009). This is
the third effort to use this set of information tthia still far from complete but fairly
representative of average U.S. firms. We hope terekour analysis as time allows us to access

more contracts.



The remainder of the paper is organized as follo8&ction Il explores the myopia
problem in greater detail and develops testableotingses. Section Il describes the data, and

section IV presents the empirical results. Sectiaoncludes.

Il. Hypotheses

Myopia problems lead to actions that are of adwgata the near term but destroy long-term
firm value. They arise when there is informatioryrametry between the management and
shareholders. Since shareholders cannot fully agbesvalue of investment opportunities and
management forecasts are not always credible, hagg to rely on information about current
firm performance to estimate firm value and assé®s manager's skills. Under perfect
contracting, the manager is incentivized to maxafiem value, and horizon should not matter.
In reality, however, the manager’s horizon mayetifirom the optimal investment horizon. In
particular, the manager may want to make his perdmce seem more valuable in the short-term

- even if at the expense of long-term firm value.

“Electoral” models are well known in the politicatiences. Opportunistic electoral
models argue that just before elections, incumpeggidents have an incentive for expansionary
politics at the expense of long-term inflation dnatlget deficits (Nordhaus, 1975, and Lindbeck,
1976). The evidence of fiscal spending in developedntries shows that incumbents indeed
collect less tax and spend more in election yeAtes{na, Roubini and Cohen 1997). Note,
however, that partisan agendas and differing palitiandscapes across countries make it

difficult to make strong empirical conclusions onshfiscal parameters.



The business literature describes several setiwigge short-term managerial horizon
harms firm value. In particular, underinvestmentoimproductive projects (Stein, 1989),
overinvestment into unproductive projects (Bebchukl Stole, 1993; Noe and Rebello, 1997),
sales discounts (Blattberg and Neslin, 1989) amdirgs manipulation (Armstrong, Jagolinzer
and Larcker, 2008) can increase short-term stockne at the expense of long-term firm value.
The finance literature has focused on investmestbdions. Stein (1988) introduces a model for
underinvestment: Under information asymmetry betwide stock market and the management,
a CEO can send costly signals that make the maxkatstimate his skills or firm performance.
In particular, he can sell assets today althougimgdahem in the next period could yield more
returns. As a consequence, earnings today riseeammings in the next periods fall by a higher
amount, reducing overall firm value. In this modile market anticipates such behaviour and
interprets the absence of it as a signal for batbpwance (in this case, less assets available for

sale).

There are several possible explanations for subhweur. In Stein (1988), the manager
faces an immediate takeover threat that could tedds dismissal. Because he wants to prevent
the takeover, he tries to make his current perfocedook as good as possible. In Narayanan
(1985), the manager wants to increase his repuataarly on because his wage rises with
reputation. In Stein (1989), the manager wantstioseme of his stock today. In Brandenburger
and Polak (1996), the market itself has developédste for short-term oriented projects. In

Gibbons and Murphy (1992), the manager is closeticement.

This paper focuses on one particular determina@E® horizon: The expiration of CEO
employment contracts. At the expiration of emplogimeontracts, the board can replace the

CEO at a much lower cost than at any other timee Tikelihood that a board replaces an
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incumbent CEO depends on how it predicts performamzler this CEO vs. other candidates. If
the CEO wants to renew his contract, however, bredasts for firm performance are not
necessarily credible. Therefore, the board isyikeluse current performance as an indicator for
CEO skills. If a CEO wants to increase the proligbof his re-election, he thus may prefer
actions that improve performance for the period pegore contract expiration to actions that are
value maximizing for any horizon thereafter. Be@atg will only be re-elected with a certain

probability, potential costs of such actions ass lenportant for him than for the firm.

The contract horizon motivation for short-term CB@haviour is not exclusive to the
other circumstances mentioned. Contract horizon twaes advantage for empirical work,
however: it varies across time and across firmsis Teature yields distinctive empirical
predictions for myopic behaviour. The signaling tangnt predicts that CEOs with a short
(remaining) contract horizon underinvest. If thesvalid, this should translate in low investment
spending in periods just before contract expiratidote that not all CEOs need to engage in
such actions. If the probability of contract renkwgahigh enough, CEOs do not need to waste
money in costly signals. On contrary, good CEOsukhprefer to invest into long-term projects
because they increase their own value long-termpifvia expected wages, than at least by

increasing their chances at later election rounds.

Hypothesis 1: If a short contract horizon leadsulederinvestment, at-will CEOs and

fixed-term CEOs closer to contract expiration wiNest less.

Underinvestment is not the only method of valuetrdesion that could seem valuable to
myopic CEOs. Bebchuk and Stole (1993) argue th@atGRBO might, in another informational

setting, want to overinvest when only he knows il projects are unproductive. In their



model, the public can observe the level of investm®/hen shareholders are not perfectly
informed about the productivity of investments, GE@ay want to invest in unproductive
projects to signal that he has lucrative investnoggortunities. Chevalier and Ellison (1999)
describe excessive risk-taking in the context ofuaufund managers. They find that in the last
quarter before their annual evaluation, mutual famehagers with higher career concerns take
riskier positions than in the rest of the year. drding to the argument of Noe and Rebello
(1997), boards do not want to change managerseimtiddle of complex long-term projects.
Therefore, managers can increase their probabdityre-election by making themselves

indispensable with large projects.

The above three arguments suggest that myopic CE&g have an incentive to
overinvest rather than to underinvest. Our secommbtinesis aims at distinguishing over- from

underinvestment.

Hypothesis 2: If a short contract horizon leadsdeerinvestment, at-will CEOs and

fixed-term CEOs closer to contract expiration wilvest more.

Myopia problems have an impact on firm value. Imtipalar, firms with at-will CEOs
will underperform if their CEO underinvests permatiy On contrary, if underinvestment was a
desired outcome, we should not observe any disooggsin firm value. For CEOs with fixed-
term contracts, the case is less clear. The goahdérinvestment behaviour is to boost short-
term performance. If underinvestment is done swfaltg, we should not observe any impact on

the firm value. To summarize:

Hypothesis 3: If there is underinvestment and suboptimal, we expect a decline in firm

value for firms with at-will CEO contracts or fix¢edrm contracts closer to expiration.



Here is an argument why short-term contracts coeldptimal. If a CEO knows at the
time of the negotiations of his superior talent anticipates a low probability of getting fired, he
can send a signal of his quality by opting for atcact with a shorter horizon. This is the
argument of Cantor (1990) or Aghion and Bolton (298In their models, high quality
contractors who have a lower expected cost of rdraoting demand shorter contracts in order
to send a signal about their quality. The signatresddible because short-term contracts are too
costly for low quality contractors. Low quality doactors prefer long-term contracts because
they have both a higher probability of contractriation and trouble finding reemployment in

case of termination.

Hypothesis 4: If short-term contracts are optin@l more talented managers, we expect

no decline in firm value for firms with at-will CE€ntracts.

[1l. Data

We use a sample of employment terms of contractgm@ements between U.S. based firms and
their CEOs. For simplicity, we will refer to botls @ontracts. In the U.S., CEO contract terms
have been published on a larger scale since 20Bdn &EC first requested firms to file all
material contracts with CEOs or amendments theleo2006, the SEC revised the regulation
and since then has required firms to file a sumnadirghe contract or the amendment instead,
removing the requirement to file the document aexmbit. The filings are difficult to obtain
because they do not have to be included in themtaits sent to shareholders, and their filing
date is independent of other statements or thaghiotate (see Schwab and Thomas, 2005 for a

more extensive discussion). Furthermore, not alDE€Eign explicit employment contracts:
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Gillan, Hartzell and Parrino (2009) report that &whan half of the CEOs of S&P 500 firms do.
We follow Schwab and Thomas (2005) as well as Gilldartzell and Parrino (2009) and collect
contracts and descriptions of terms from The Catgokibrary as well as SEC filings which we

search extensively.

We start with a sample of 27,532 employment cotdrac summaries of employment
terms. To be included in this sample, the docunmart explicitly mention the date on which the
employment terms become effective as well as eiitseexpiration date, the length of the
agreement, or that employment is at-will. The mgjoof the sample documents are explicit
executive employment contracts or a summary of eympént terms. One percent - 192 - of the
documents are explicit retention or renewal agredsnevhich contain the terms of the original
agreement as well as the renewal terms. We cawveetioe terms of both agreements for these
CEO employment relationships after verifying in Bifax that the CEO was indeed employed in
the older term. A smaller part of the sample - I 1% of the documents - are not explicit
employment contracts of summaries of employmeningerbut agreements that have been
negotiated upon a change in control, compensatiogeaents that contain the original contract
terms, or offer letters that have been confirmedhgy CEO. Of these, we exclude agreements
that are only applicable upon a change in contrsleparation of service and offers that were not
accepted. We obtain real separation dates from uexaep, Risk Metrics or BoardEx. We
exclude all contracts for which we can neither fthé real contract expiration date nor verify

that the CEOQO is still in office.

In total, this procedure leads to the discard of823 contracts that do not contain

sufficient information or are not yet applicabl@rFhis reason, we cannot claim that this sample
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is comprehensive of all existing explicit contracs opposed to Gillan, Hartzell and Parrino

(2009) who limit their search to contracts of S&F5Firms in the year 2000.

Panel A of table 1 shows a breakdown of the sarplgear. The final sample contains
3,717 contracts between 1989 and 2008, of whicht m@sdated between 1996 and 2008. The
contracts were made by 2,371 firms. Panel E repoittseakdown of the contract number per
firm. We obtain one single contract for 1,299 o¢ sample firms, two contracts for 705 firms
and over two for 367, or 15% of firms. Nine firmpide us with more than 6 contracts — these

contracts are mostly amendments of old ones arelvas.

This procedure obtains a sample that is fairly lsimtio average COMPUSTAT firms in
the sample period. Panel B of table 1 summarizestiaracteristics of the sample. The average
firm size in the sample is 1,182 million USD, comgide with the average COMPUSTAT firm
size of 1,105 million USD. Return on assets ra@we on average -0.7% for the sample,
compared to 0.1% for the COMPUTAT firms. Debt tgets ratios are on average 21.9% for the
sample, compared to 23.9% for the COMPUSTAT firmeally, the distribution of states is also
comparable to the one of the COMPUSTAT firms. Im&aG, we report a breakdown of the
sample per state for the 9 states with over 10@rgbsions. The proportion of each state in our
sample is almost identical with the distributionsthtes within a sample of all COMPUSTAT
firms. The highest difference between a state’p@rtion in our and the COMPUSTAT sample
is 2%: New Yorker firms constitute 10% of the COMPTAT sample and 8% of ours.
California is the state with the highest numbeobservations (14%), followed by New York

and Texas (6%).
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The contract characteristics are comparable tednaples of Gillan, Hartzell and Parrino
(2009) or Schwab and Thomas (2005). Gillan, Hartmedl Parrino (2009) describe a sample of
184 explicit contracts for S&P500 companies thatenia place in 2000. Schwab and Thomas
(2005) use a sample of 375 contracts starting lEtv®84 and 2003. See Panel C of table 1 for
a summary of CEO and governance characteristics.avierage CEO is 52 years old and has
tenure of 4 years when he starts the contract. dl#stB8% of voting shares, earns $664 million
per year, of which 61% is incentive pay. Aroundfhal the CEOs hold the position of the

Chairman of the board at the same time.

We report a breakdown of the sample by year in Pardd table 1. About a fifth of the
sample contacts are at-will (22%), compared to 6% of the Schwab and Thomas (2005)
sample. At-will contracts were not popular in theags directly preceding 2000, the year in
which Gillan, Hartzell and Parrino (2009) colleci@éample of then valid contracts: Out of the
252 contracts starting in 1999, for instance, @8yare at-will, or 14%, compared with the 13%
at-will contracts of the Gillan, Hartzell and Paoi(2009) sample. We count the length of
contracts as the number of years between theastdréxpiration year and report a breakdown of
the sample by contract length in Panel D of tableadt at-will contracts, the length hence equals
zero. Most all of the contracts with explicit exgdion terms have a length between one and five
years. After the at-will contract, a three-yeartcact is the most (33%) common, as it is in the

Schwab and Thomas (2005) sample.

Some contracts allow for renewal before contragiretion. We denote the length to the
first of renewal or expiration date “duration”. Ammting for the first possible renewal date, the
duration is most commonly below (87% including ttewill contracts) or equal to one year

(12%). Evergreens, contracts that have an expkemh but are implicitly renewed every day,
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constitute 1% of the sample. We classify them agilatontracts although they have a specified

term.

We track the performance of the sample CEOs uppiraion as long as they do not
leave office. In this fashion, the 3,717 contraetsult into 12,334 firm-years combinations for
which we have data on employment terms. Table 2hsanzes summary statistics for firm-year
combinations. Of the 12,334 years, 35% are underréigime of an at-will agreement. This
means that the 826 at-will CEO employment relatigps in the sample remain valid for 5.3
years on average. The remaining 65% are yearsichvehCEO has an explicit termination date.
This means the 2,871 CEOs with explicit terminatitates remain in office for on average 2.8

years, similar to the original contract length agrepon.

I\V. Empirical results

V.1 Methodology

A central concern in our analysis is whether penfamce is driven by the selection of firms into
certain contract types. For example, firms witls lesestment opportunities may be more likely
to choose at-will contracts. Estimation stratedgfed do not control for differences in investment
potential will incorrectly attribute lower investmieto the contract type only. This concern
applies both to the choice between an at-will arftked-term contract and the choice of the

contract length, which we address in different neaan

We overcome the potential endogeneity of the dtwsil fixed-term contract choice by

using firms’ legal environment and its operatingkras natural causes that influenced the choice
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of contract type independently from investment.tf®aclV.2 describes the estimations of the

choice of contract type in more detail.

Briefly, we take advantage of the differences imrtdreatment of dismissals among
states: at-will contracts are more popular in stdate which employees are better protected
against dismissals. Under the historical at-wilctime dating back to the f9century, the
employer of an at-will employee can terminate tklatronship for §ood cause, for no cause, or
even for cause morally wrong, without being thergbijty of legal wrony*. Between 1960 and
1980, however, both scholars and unions have delth&e at-will doctrine, leading to various
exceptions of the at-will rule in different stat@see Blades, 1967; Matthews, 1975; Summers,
1976). For example, Montana, as the only statetdtuterily modify the at-will employment
rules, regards a discharge wrongful if: Was in retaliation for the employee's refusahiolate
public policy or for reporting a violation of publipolicy; the discharge was not for good cause
and the employee had completed the employer's poolaay period of employment; or the
employer violated the express provisions of its owrtten personnel policy? As a
consequence, starting from the 1960s and more cotyno the 1980s, courts began to accept
three main forms of so-called at-will exceptionsiblic policy exceptions, implied contract
exceptions, and the breach of and implied covepérgood faith and fair dealing, the most
relevant for CEO employment (for an overview, saegrdland Scharman, 1982, or Muhl, 2001).
Under the public policy exception, dismissal is albbwed if it would violate the state’s public
policy or a statute. Under the implied contracteption, an employee can dispute his dismissal
if he can prove the existence of an implicit, altlo not written contract. While these exceptions

are less relevant in the case of the mostly quetaikd CEO employment contracts, the third

! Payne v. Western & Atlantic Railroad Co., 81 Tebdi7, 519-520, 1884 WL 469 at *6 (Sep. term 1884).
2 Wrongful Discharge from Employment Act (WDEA). Moi€ode. Ann. § 39-2-904 (2008)
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form of exception represents a far broader formaroployee protection. States that recognize the
exception of good faith and fair dealing requirendissal decisions to be subject to a “just

clause” standard. Terminations made in bad faitmativated by malice are prohibited.

The legal differences among states have a signifizapact on the choice of contract
types. Miles (2000) shows that the following theopiibn of an exception, temporary
employment increases by 15%. In our dataset, fivased in states that adopt the good faith and
fair dealing exception are almost twice as likely}choose an at-will contract (t = -6.63). In these
states, the average contract length is also sogmifiy lower than in other states (t = 4.96).
Nevertheless, at-will exception states still previd mixed distribution of contract types. On
average, 35% of all contracts in states with a gaitth and fair dealing exception are at-will.
The exception does not seem to be correlated witestment levels. The correlation between
capital expenditure, normalized by sales, and doegion is 1.1%. The correlation between the

growth in capital expenditure and the exceptiod.896.

To provide a better estimate of the choice of @utttype, we complement the at-will
exception state location with operating risk vaeabGillan, Hartzell and Parrino (2009) discuss
the relationship between the choice of contragjtlerand operating risk. In particular, they show
that firms choose longer contracts if they opemata less risky environment, have lower stock
returns, or are of greater size. They argue thatpamies which already operate in an uncertain
environment prefer to limit potential costs of kieg a contract by agreeing on a short-term
contract. This argument includes poorly performiighs with a high probability of board
turnover, such as firms facing bankruptcy or tale@eyvAccording to Gillan, Hartzell and Parrino

(2009), this argument applies to both the compaagtsthe CEO’s perspective. For both parties,
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it is costly to alter or break contracts, becausth Iparties lay out up-front investments into their

relationship.

The estimates of the relationship between perfoomamd the remaining contract length
may also be driven by factors underlying the cha€eontract length. Specially, firms may
choose a long contract if they need to make longrievestments. This only introduces bias in
the presence of differing contract length, howeVdrat is, we can circumvent this problem by
restricting our sample to contracts of the samegtlenin order to control for selection bias, we
use the procedure of Heckman (1979) with the vlegabescribed above in the context of the
instrumental regression. Note that this procedueédy more accurate results for longer-term
contracts: the first-stage regression rather dessra choice between short-term and long-term
contracts than between short-, long- and mid-teontracts. In order to avoid inaccuracies

arising from this problem, we choose the samplievefyear contracts for this purpose.

V.2 The choice of contract terms

Panel B of table 1 summarizes the sample firm ataratics of the year prior to
contracting separately for firms with and withot#nall employment. Tobin’s Q is significantly
higher for firms that are going to employ at-wilEOs (t = -2.34). Furthermore, sales volatility is
higher in firms that enter fixed-term contractsw@EOs (t = -3.38). The other main variables of
interest, ROA, stock returns, capital expenditurersales, and R&D expenditure over sales, are
not significantly different between firms with aithand explicitly termed contracts (t = 1.78 for
ROA, 0.21 for returns, 0.86 for capital expenditaver assets, and -0.87 for R&D expenses over

assets).
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Panel C shows the CEO and governance characterstited by contract type. Most
notably, firms that operate in states with at-veceptions have a higher fraction of at-will
contracts. This is consistent with our argumerthm previous section and encourages us to use
these legal aspects as instruments. In additidhetdegal variables, we find only one significant
difference between at-will and fixed-term CEOs: GE@th a longer existing tenure more often
sign contracts with explicit contract terms (t $4). Because CEOs with higher tenure tend to
have more bargaining power, this indicates thatGE® themselves may prefer contracts with
longer terms. Our hypothesis provides two potemgakons for such a motivation: First, CEOs
may care about firm value maximization and theefavoid short-term contracts that induce
them to waste money on signals. Second, short-temtracts impose more discipline and leave
less room for private benefits. In the same spmng could also interpret the coincidence of more

joint office holders and long-term contracts as tmdications of a taste for private benefits.

We also report an industry breakdown in Panel fpsessing industries with less than
100 observations. Of these industries, the grough the highest concentration of at-will
contracts is the software industry, with 122 atw#. 311 fixed-term contracts. This seems
consistent with Gillan, Hartzell and Parrino (200€ho argue that firms with high operating
risks prefer limiting their contract risk with sher contracts. The industry with the largest
fraction of fixed-term contracts is the banking ustty, with 485 fixed-term and 55 at-will

contracts.

Table 3 reports the results of Probit regressidmscolumn 1, we test legal and risk
variables against each other. First, note thaestatth an at-will exception for good faith and
fair dealing are 30% more likely to issue at-wibin¢racts (t = 5.52). This is consistent with our

argument above as well as the findings of MilesO®O0 Other at-will exceptions are not
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significantly related to the proportion of at-widbntracts. These provisions are more restrictive
than the exception for good faith and fair dealiBgcond, we confirm the finding of Gillan,
Hartzell and Parrino (2009) that operating riskratevant for the choice of contract type. In
particular, firms industries with higher sales vy are more likely to issues a CEO contract
at-will (t = 3.87). The relationship between theoide of at-will contracts and other risk
measures is not significant. For our main spedibcalaid out in column 2, we include the
indicator for states with good faith and fair dagliand the industry sales volatility. We control
for former CEOs and firm size. As in the Gillan,ritall and Parrino (2009) sample, larger firms
are more likely to issue at-will contracts (t = @0 although not significantly in all

specifications. The coefficient of an indicatorpoévailing CEOs is not significant.

V.3 Contract horizon and investment

According to the underinvestment argument, CEO#& wishorter horizon have an incentive to
forego potentially lucrative long-term investmefdse Stein, 1988 and 1989; Froot, Perold and
Stein, 1992; Narayanan, 1985 and 1996; Wahal andavicell, 2000; and Shleifer and Vishny,
1990). According to the overinvestment argumentydwer, CEOs with a shorter horizon may
instead have an incentive to take more excessigty or unproductive investments (Bebchuk
and Stole, 1993; Noe and Rebello, 1997; Chevaher Ellison, 1999). We regress investment
spending on managerial horizon variables in ordemeasure if these concerns are valid and
which of them dominates. If short horizon leadsitalerinvestment, we expect both CEOs with

expiring and at-will contracts to invest less thheir peers. If career concerns encourage CEOs
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in election years to take on risky or unproducfwejects, we expect investments to be higher in

election years than usual.

We regress the growth in investment spending onhouzon variables, controlling for
variables which have been shown to be relevaninieestment in the previous literature. We
repeat all regressions with R&D expenditure. Therdture shows that a number of variables
affect investment. Polk and Sapienza (2009) artpaé the market-to-book ratio can measure
investment opportunities, but also mispricing, tlthanging the price of invested capital. We
include the first two lags of the market-to-bookioga Polk and Sapienza (2009) also use
discretionary accruals as a measure of mispricimyshow that it is related to investment (see
also Teoh, Welch, and Wong, 1998). Accruals aredifference between earnings and cash
flow. Following the methodology of Jones (1991), wenstruct discretionary accruals as a
residual of regressing accruals against the averajestry sales growth as well as property,
plant, and equipment (PP&E) and take the differeBeder, Stein and Wurgler (2003) point out
that firms that are more dependent on equity adhest investment behaviour to the price of
equity. They measure equity dependence with thexirigist developed by Kaplan and Zingales
(1997), the “KZ index”. We use the five-variablersien of Baker, Stein and Wurgler (2003),

who construct it the following way:
KZi; =-1.002 CK/Aj.1 - 39.368 DIVi/Ai1 - 1.315 G/Ai.1 + 3.139 LEV; + 0.283 Q,

Where CFK/Ai.1 is cash flow over lagged assets, W is cash dividends over assets,
Ci/Ai.1 is cash balances over assets, LBY leverage, and Q is the market-to-book ratio as
described earlier. We also control for the cost availability of debt. Myers (1977) shows that

existing leverage can lead to underinvestment. &raf2000) argues that more profitable, larger
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firms and firms with more tangible assets have tEsstly access to debt although they do not
always lever up as much as they could. We contropfofitability with return on assets, for size
with the log of assets, and for tangibility with- the ratio of intangible assets over total assets.
Wahal and McConnell (2000) show that institutiomalestors encourage firms to invest more.
Following their methodology, we obtain the fractiai institutional investors from the
compulsory filings under section 13F of the Seasiand Exchange Act of 1934 (rule 13F-1),
as compiled by Thomson. In order to control forpavate governance quality other than contract
length, we include the governance index of Gomgslsi and Metrick (2003). Because it is not
available for all firms in our sample, we include mdicator variable that equals zero if the
governance index is missing and one else. We atdade an indicator variable that equals one
if the CEO is also the chairman, as this allows mre flexibility. This information is much
more widely available than the governance indexctvimeasures a variety of provisions and
characteristics. We further control for the CEOge and tenure in order to capture horizon-
unrelated effects that are correlated with the reabthorizon, such as the near-retirement effects
as documented by Gibbons and Murphy (1992). Finaléyinclude industry and year indicators.
As described in section 1V.1, we instrument at-wiintracts with the legal and risk variables

introduced in section IV.2.

Table 4 summarizes the results. At-will CEOs inv&ghificantly less than their peers (t
= -2.66). On average, an at-will CEO increases CABE around 64% and R&D expenses by
33% less than his peers. Note that the investmesdsures are not significantly different
between firms in the year prior to the employmagreament. That is, this effect is not likely to

be due to a selection bias. While all firms of @ample start out with a similar investment
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policy, firms with at-will contracted CEOs decreatieeir investments subsequently. The

instruments are jointly significant (p < 0.01) iretfirst stage.

Next, we analyze if CEO behaviour changes withdnifier contract horizon and report
the results in column 2. Specifically, we measumgestment as well as the accounting control
variables in the last fiscal year ending before ¢bmetract termination or renewal, or before the
second, third etc. remaining year begins). For déiniglysis, we exclude firms with at-will CEOs
and control for the selection of at-will contractinin order to control for spurious effects that
could arise from the contract selection stage, @ the choice regression reported table 3 to
compute inverse Mill's ratios according to the Heek (1979) procedure. We include the Mill's
ratio to regression without at-will contracts. Ather control variables remain the same. In order
to eliminate potential bias from the higher numbérfirm-year observations of longer-term
contracts, we repeat the analysis with only 5-ymmntracts. Here, we compute the Mill’s ratio
with a regression where the dependent variablelgedgquee for all five-year contracts over the

same independent variables.

For fixed-term CEOs, investment decreases overcthese of a contract, and most
pronouncedly so for the change in CAPEX. Firms stwaore when the CEO contract has a
higher number of remaining years (t = 2.12). Oneem@ar remaining translates into 2% more
growth in CAPEX. The effect is more pronounced whea restrict the sample to 5-year
contracts. One more year remaining in a 5-yearraontranslates into 5% higher growth in
CAPEX. That is, CEOs increase CAPEX by 25% moréhanfirst than in the last year of a 5-
year contract. Note that due to the reduced nurobesbservations, this coefficient is only

significant on a 10% level (t = 1.78). The resalsimilar when we apply the same technique to
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R&D expenses. One more remaining contracted yemarslates into 5% higher growth in

CAPEX (t = 1.90).

Of the control variables, firms invest more whepytlare larger, their leverage is low,
when their market-to-book ratio is higher, and whie® governance index is larger (indicating
bad governance). Inconclusive is the relationshgiwben investment and the fraction of
institutional investors, which changes its signoasr specifications. Other coefficients are not

significant and rather small.

Our evidence supports the underinvestment hypathédiwill CEOs and CEOs with
fixed-term contracts closer to expiration invesssi¢han their peers. We do not find evidence for
overinvestment. According to the overinvestmentdilgpsis, CEOs make larger investments
before elections. This could include non-regulaestments such as acquisitions. We do not find
any significant difference in the number of acdquesis made between election year and non-

election year CEOs (t = 0.20).

IV.4 Contract horizon and profitability

Why do CEOs with at-will contracts invest less thheir peers? According to the Stein (1989)
model, they forego long-term investments becaueg want to show shareholders that they are
profitable. That is, if at-will CEOs have an undeestment problem, they should not only

underinvest, but also be more profitable.

We measure earnings as net income over assets (R@&)regress ROA on the

previously defined measures of contract horizon. Before, we control for company
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characteristics that have been shown to impactreggnLarger firms have more market power
and therefore should be more profitable. We corfooffirm size by including the log of book

assets. Competition may reduce the profitabilitamindustry. We control for industry structure
with the Herfindahl index. Finally, we control ftiie governance provisions mentioned above:
The Gompers, Ishii and Metrick (2003) index, anigatbr variable that equals one for CEOs
who are also Chairman of the same firm, the exeeistiage and his tenure. Finally, we include
industry and year indicator variables. As before,imstrument the at-will indicator as outlined in

section IV.1 and include the Heckman’s Lambda fribra contract selection stage when we

conduct regressions without at-will contracts.

Results are shown in table 5. Contrary to Steit®30) prediction, firms with at-will
CEOs are not more profitable. The coefficient oa ithdicator variable for at-will contracts is
negative (t = -2.47). The instruments are jointigngicant (p < 0.01). Firms with more
remaining CEO contract years are more profitabégctind 0.2% per remaining year (t = 2.12).
This effect is more pronounced for 5-year contraets each remaining year in a 5-year CEO

employment contract, profitability is higher by %= 4.05).

The control variables affect earnings in the follogvmanner. Larger firms are more
profitable. The governance index is negatively esdged with earnings for firms. The
governance index is inverse to governance quahsgy is, firms with more shareholder friendly
governance provisions have higher earnings. Fin&lyairman-CEOs and CEOs with higher

tenures are also associated with higher profitabili

Overall, we do not find support for the hypothesiat CEOs underinvest in order to

boost their earnings. If it was their intentioneyhdid not succeed: profitability is still lowerrfo
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at-will CEOs. Furthermore, firms are more profimbVhen the CEO is further away from his
election. This indicates that CEOs work hardehgirtfirst years — but not that they try to boost

their earnings in the last year.

V.5 Contract horizon and firm value

Are the unusual investment patterns in electionrsyeend for at-will CEOs merely cyclic
distortions or do they have a negative effect om value, as argued by the myopia literature?
This section discusses the relationship betweenradnhorizon and firm value. If the
underinvestment effect of CEO myopia is relevanfifon value, we expect to find a discount on
firms with shorter CEO contracts. Furthermore Méonvestment destroys firm value, we expect

to find that firm value declines in election years.

In order to establish a relationship between cahtharizon and firm value, we regress
Tobin’s Q on contract characteristics, controllfiog variables which have been shown to affect
firm value in previous studies. Using Tobin’s Qaameasure of firm value follows the tradition
of Demsetz and Lehn (1985), Morck, Shleifer, andghviy (1988), Lang and Stulz (1994);
Yermack (1996), Loderer and Peyer (2002) and Gosppishii, and Metrick (2003). We
construct Tobin’s Q according to the method of kaphnd Zingales (1997) and Gompers, Ishii,
and Metrick (2003) and use the Q in each year icegx of the average in its industry as

classified by Fama and French (1997) in the exteéneesion of 49 industries.

We control for firm characteristics such as thelbtmverage, and the Herfindahl index.
Also, we include an indicator for firms incorporata Delaware because Daines (2001) finds
that these firms have higher valuations. As abawe, control for the governance index of
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Gompers, Ishii and Metrick (2003), Chairman-CEO§QOCage and tenure. In the regression
where we include CEOs at-will, we instrument thevdk indicator with the first stage variables
described in Section IV.2. In the regressions whezeexclude CEOs at-will, we control for the
selection with Heckman’'s Lambda as described ab&weally, we include year indicator

variables.

Tobin’s Q should also be related to investmentmg$irwith higher investment and
investment opportunities should have a higher fuaiue. Because we have shown that CEOs
with at-will contracts invest less on average, hesvethe estimates on the at-will indicator may
be biased if we include investment as a regulaepeddent variable. To circumvent this
problem, we start by estimating investment (meas@a® CAPEX over sales) simultaneously
with the specification described in Section IV.BeTresults are reported in column 1 of Table 6.
Controlling for investments, the coefficient onvatt contracts is positively related to firm value
(t = 6.08). This changes if we leave out the invesit variable. We report the results in column
2. In a regular 2-stage regression excluding imest as an independent variable, the
coefficient on the at-will indicator is negativedasignificant (t = 2.06). That is, at-will contract
have a negative influence on firm value, but pritgaso via its negative influence on
investments. Controlling for investments, at-win¢racts may actually have a positive influence
on firm value. This is consistent with the argumémdt at-will contracts, with their implicit
threat of dismissal, induce more discipline on €i€O. Note that in both specifications, the
instruments are jointly significant (p < 0.01). Natlso that Qs of firms with at-will contracts are
significantly higher in the year prior to the employment agreementt thathis effect is not

likely to be due to a selection bias.
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The results on fixed-term contracts differ fromsthn column 3, we report the results of
a regression of Tobin’s Q on the number of remaryie@ars, in which we estimate CAPEX over
sales in a first stage as described above. The auoflremaining years is positively associated
with Tobin’s Q (t = 2.46). That is, CEOs with lomgeorizons improve firm value over and
above the underinvestment effect of myopia. No#t tihe instruments are jointly significant (p <
0.01). The coefficient on the number of remainirgang stays positive if we leave out the
investment variable. That is, both the overall @ffef a long horizon and the effect above
investments are positive. This makes sense asdesaning years do not pose a dismissal threat

nearly as strong as the one of at-will contractsctvcan be terminated any day.

All control variables are related to Q in the mandecumented in literature. Higher
investment levels are positively associated witlhife Q. We confirm the Delaware premium
found by Daines (2001). The effects on the Herfindadex, leverage, the Chairman-CEO
indicator, the CEQO’s age and tenure are not rolassthey flip their signs across specifications

and are significant only in some of them.

V. Conclusion

With a sample of 3,717 CEO employment contractnfi®89 to 2008, we show that firms with
short term CEO contracts underinvest. We canngi@tiphe argument that CEOs do so in order
to improve short-term firm value. CEOs with shortesrizons are associated with lower

earnings.

The underinvestment effect translates into firrueaFirms with shorter horizons CEOs
trade at a discount to their peers. We find a lomarket-to-book value for CEOs with at-will
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contracts as well as for CEOs with shorter remairfired-term contract horizon. For at-will
contracted CEOs, this effect seems to be dominayetthe lack of investment. Controlling for
the effect on investment, at-will CEOs are actualigociated with a higher market-to-book ratio.
This may be due to the disciplining effect of athwbntracts, which can be terminated by the

firm any day.

We wish we had better news for corporate sharehaliféhile myopic contracts decrease
more firm value than they do good, long contractizoms are not a panacea because they
concentrate the effect into the end of contraainsgerContract horizon is a powerful tool in
executive incentivation. It ought to be used, hosvein combination with board monitoring to

ensure executive discipline throughout a CEO’scefterm.

The gradual improvement in CEO employment contaaetilability not only encourages
hopes of better transparency for shareholders. Mt l@ope that more data will give us the
opportunity to evaluate various, more subtle effauft contract horizon on CEO behaviour. In
particular, we believe that there are opportunitiethe research on interaction of contract length
and other governance measures. In addition, weugethat contract length not only has effects
on CEO turnover, but also results in certain risl ayclicality patterns. This, in turn, will have

impact on stock price cycles.
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FIGURE |

AVERAGE CONTRACT LENGTH PER YEAR

This graph shows the mean contract length per yedrle 1, Panel F provides the numbers underlyiaggtaph.
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TABLE |

SUMMARY STATISTICS AT THE START OF THE CONTRACT

This table presents summary statistics of the sarophtracts. Panel A shows the number of contrsmtied by
their start year.

Panel A: Number of contracts per year

Year Total fixed term at will
sample
1989 3 0 3
1990 4 1 3
1991 7 1 6
1992 10 6 4
1993 18 13 5
1994 65 45 20
1995 111 77 34
1996 181 153 28
1997 199 159 40
1998 239 179 60
1999 252 216 36
2000 303 242 61
2001 291 221 70
2002 289 241 48
2003 338 262 76
2004 367 293 74
2005 340 255 85
2006 303 233 70
2007 345 258 87
2008 52 36 16
Total 3,717 2,891 826

Panel B shows average firm and industry charatiegisTobin’s Q is the ratio of the market valueaskets to the
book value of assets: the market value is calcdlagethe sum of the book value of assets and thketmealue of
common stock less the book value of common stoagh,cand deferred taxes. Market values are meastirthe
end of the fiscal year. Assets are book assets; B@arnings before interest and taxes over adsstxage is the
ratio of net debt over assets; Industry sales Nityais the 49 Fama French industry average of vheance in
revenues in the seven past years, industry survatal is the industry rate of year-on-year surviwthin the
COMPUSTAT database, market adjusted returns areadrstock returns adjusted by the value weighteSER

index; industry homogeneity is the median, acrdisrans of one the 49 Fama French industries,haf percentage
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variation in monthly stock returns that is explairtey an equally weighted industry index. CAPEX/sdke capital

expenditures over sales, and R&D/sales is researdhidevelopment expense over sales. All numbersaesured

in the last fiscal year ending before the staredsftthe contract. All numbers except for indicatariables and
discrete variables are winsorized at the 1% level.

Panel B: Average firm and industry characteristicsby contract

N Total fixed term at will t-statistic
sample of differences

Q 3,358 2.52 2.47 2.73 (2.34)
Assets 3,715 1,181.62 1,200.33 1,116.19 0.97
ROA 3,653 -0.7% -0.4% -1.7% 1.78
Leverage 3,714 21.9% 23.5% 16.1% 5.31
Industry sales volatility 3,717 1,138.40 1,123.84 1,189.38 (3.38)
Industry survival rate 3,717 98.7% 98.8% 98.3% 1.49
Market adj. returns 2,240 8.0% 8.0% 7.8% 0.21
Industry homogeneity 3,717 27.9% 27.8% 28.0% (0.07)
Capex/sales 3,398 11.3% 11.1% 11.9% 0.86
R&D expense/sales 1,889 39.3% 38.3% 42.1% (0.87)

Panel C shows average CEO and governance chassiceriAge is the executive’s age in years; tensirthe
number of years he has been in office; over 6(igdicator variable which equals 1 if the exeocatage exceeds
60; % CEO voting power if the percentage of voles€EO holds; salary is the CEO’s base salary liiomiUSD;
incentive to total compensation is the value otlstand option grants to total CEO pay; abnormal pemsation is
the residual from a regression of cash compens#didhe 49 Fama French industry adjusted net incomassets
ratio and the natural logarithm of sales; compeosait risk is the product of abnormal compensatiod the over
60 indicator variable; governance index is the indeveloped by Gompers, Ishii and Metrick (2003)d @hairman
and CEO equals one when the CEO is also the chairAtawill (public policy), at-will (implied contrat) and at-
will (good faith & fair dealing) are indicator vatiles the equal one if the contract is governetheyaw of a state
with at-will exception of the mentioned type. Allimbers are measured in the last fiscal year erubifgre the start

date of the contract. All numbers except for inthcand discrete variables are winsorized at thdehgl.
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Panel C: Average CEO and governance characteristidsy contract

N Total fixed term at will t-statistic

sample of differences
Age 3,606 51.87 51.98 51.47 1.62
Old CEO 3,717 25% 25% 26% 0.98
Tenure 3,717 3.76 3.89 3.31 2.54
Over 60 3,717 0.14 0.14 0.13 1.05
% CEO voting power 615 3.34 3.64 2.26 1.61
Salary 1,043 663.85 671.48 638.47 1.21
Incentive to total compensation 1,042 61.0% 61.5% 59.6% 0.92
Abnormal compensation 1,029 223.29 439.76 (492.23) 1.33
Governance index 3,717 2.38 2.33 2.57 (1.43)
Chairman and CEO 3,537 52.3% 53.0% 49.9% 1.58
at-will (public policy) 3,717 72.8% 71.4% 77.7% (3.61)
at-will (implied contract) 3,717 66.6% 65.5% 70.7% 2.81
at-will (good faith and fair dealing) 3,717 25.8% 232 34.6% (6.63)

Panel D shows the number of contracts sorted kytthen

Panel D: 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
11 1 0.03 99.92
13 1 0.03 99.95
15 1 0.03 99.97
18 1 0.03 100.00
Total 3,717

Panel E shows the number of contracts per firm.
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Panel E: 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

Panel F shows the average contract length perfgeéired-term contracts.

Panel F: Contract length per start year

Year Total Fixed
sample term
1990 2.00 8.00
1991 0.43 3.00
1992 2.70 4.50
1993 2.78 3.85
1994 2.57 3.71
1995 2.32 3.34
1996 291 3.44
1997 2.61 3.26
1998 2.54 3.40
1999 2.80 3.26
2000 2.57 3.22
2001 2.31 3.05
2002 2.48 2.97
2003 2.48 3.20
2004 2.43 3.04
2005 2.11 2.81
2006 2.15 2.79
2007 2.15 2.88
2008 1.88 2.72
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Panel G reports a breakdown of the contracts lig.dteexcludes states with less than 100 contr#atsports the
total number of contracts and the number of at-avilll fixed term contracts per state, as well ap#neentage of
the firms located in the respective state as agpéage of all firms in the COMPUSTAT database.

Panel G: Breakdown by stat

Compustat
State N fixed term at-will distribution
CA 604 14% 392 65% 212 35% 14%
IL 178 4% 125 70% 53 30% 5%
MA 157 4% 112 71% 45 29% 4%
TX 265 6% 213 80% 52 20% 7%
NY 373 8% 309 83% 64 17% 10%
PA 183 4% 153 84% 30 16% 3%
NJ 191 4% 163 85% 28 15% 4%
FL 190 4% 155 82% 35 18% 5%
OH 147 3% 127 86% 20 14% 2%

Panel H reports a breakdown of the contracts bya=Branch 49 industry. It excludes industries wétslthan 100

contracts. It reports the total number of contractd the number of at-will and fixed term contrgms industry.

Panel H: Breakdown by industry

Industry at-will  fixed-term  Total
Software 122 311 396
Medical equipment 43 139 169
Chips 48 191 228
Drugs 69 272 339
Wholesale 27 130 146
Business Services 51 236 286
Trading 27 171 199
Insurance 18 106 137
Communication 21 131 160
Oil 16 101 127
Retail 34 225 272
Banking 55 485 548
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TABLE Il

SUMMARY STATISTICS BY FIRM AND YEAR

This table presents summary statistics of the splesg performance in the contract period. The samphtains an
observation per each firm for which we have corttaans and each year in which the contract isteihinated,
until 2008.

Panel A shows average contract horizon charadtexisEhairman and CEO equals one when the CEGsisthe
chairman of the firm. Tenure is the difference kediw the current year and the first year in offisge is the CEO
age in years. Over 60 equals one when age excd®dan@ zero otherwise. Governance index is thexinde
developed by Gompers, Ishii and Metrick (2003). Huard is considered busy if 50% or more of therthoa
members hold three or more board seats. All numéeecspt for indicator and discrete variables anesafized at
the 1% level.

Panel A: Average contract horizon characteristics # firm and year

N Total fixed term at will
sample
Chairman and CEO 12334 0.53 0.56 0.47
Tenure 12334 5.58 5.61 5.53
Age 12334 52.81 52.91 52.63
Over 60 12334 0.20 0.20 0.19
Governance index 12334 2.35 2.15 2.72
Busy board 3019 0.5% 0.6% 0.4%

Panel B shows average firm characteristics. Capkeg'ss the ratio of capital expenditures overtasg&&D/sales is

the ratio of research and development expensesales; ROA is the ratio of earnings before inteagst taxes over
assets. Q is the ratio of the market value of agsethe book value of assets: the market valealisulated as the
sum of the book value of assets and the markeewaflicommon stock less the book value of commocksttash,

and deferred taxes. Market values are measurdw a&rd of the fiscal year. Number of acquisitichshie number
of acquisitions by acquirers in the industry anraachin the last fiscal year; returns are annuatksteturns;

turnover is the volume traded over the number afesh outstanding; leverage is net debt over adsgtsissets is
the natural logarithm of book assets; Herfindalle is the Herfindahl index of the industry. Allmbers except
for discrete variables are winsorized at the 1%illev
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Panel B: Average firm characteristics by firm and year

N Total fixed term at will
sample

Capex/sales 11395 11.00% 10.89% 11.20%
R&D/sales 6381 41.01% 40.99% 41.05%
ROA 12092 -0.87% -0.54% -1.47%
Q 11488 2.47 2.40 2.60
Acquisitions (firm) 12334 0.54 0.54 0.54
Returns 8471 1.74% 1.57% 2.04%
Turnover 8468 1.43 1.36 1.56
Governance index 12334 2.35 2.15 2.72
Leverage 12328 21.24% 22.75% 18.50%
Assets 12332 1272.73 1271.33 1275.29
Herfindahl index 12334 0.02 0.02 0.02
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TABLE IlI

CHOICE OF CONTRACT HORIZON

This table presents the coefficients from Prohbjressions of a variable that equals one when theaud is at-will
and zero otherwise on the variables listed belotawill (public policy), at-will (implied contractand at-will (good
faith & fair dealing) are indicator variables thgual one if the contract is governed by the law sfate with at-will
exception of the mentioned type. Former CEO eqoatsif the CEO was already the CEO of the firmha year
before the contract starts. Log sales the natogdrithm of sales. Industry sales volatility is #@& Fama French
industry average of the variance in revenues irséwen past years. Survival rate is the industeyoyear-on-year
survival within the COMPUSTAT database, market at§d returns are annual stock returns adjustethdydlue
weighted CRSP index. Industry homogeneity is thdiare across all firms of one the 49 Fama Frendhstries, of
the percentage variation in monthly stock retutmat is explained by an equally weighted industrgei All
variables are measured in the last fiscal yearngntiefore the expiration date or the respective data year
previous to expiration of which the expiration dat#l be an anniversary. All variables except fadicator and
discrete variables are winsorized at the 1% leMeis table shows coefficients and t-statistics undath.

Dependent variable At will contract
(1) (2)
At-will (public policy) 0.064
(1.09)
At-will (implied contract) 0.075
(1.435)
At-will (good faith & fair dealing) 0.301*** 0.338***
(5.522) (6.612)
Former CEO -0.095 -0.099
(-0.811) (-0.845)
Log sales 0.017 0.019*
(1.756) (2.003)
Industry sales volatility 0.000*** 0.000***
(3.871) (3.727)
Industry survival rate -0.352
(-1.34)
Industry homogeneity 0.045
(0.834)
Constant -0.881** -1.129**
(-3.257) (-15.659
N 3,717 3,717

* p<0.05, ** p<0.01, *** p<0.001
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TABLE IV

CONTRACT HORIZON AND INVESTMENT

This table presents the coefficients from regressiof investment spending on the variables listeldw. Panel A
shows the results of the regression with the y@ayear growth in capital expenditures as the dependariable.
Panel B shows the results of the regression withythar-on-year growth in research and developmgerees as
the dependent variable. In both Panels, column & isvo-stage regression in which the at-will intbcais
instrumented with the regression reported in Tdbleolumn 2. Panel A, column 2 shows a regresgmiuding all
firms with fixed-term contracts. Panel A, columrad Panel B, column 2 show regressions includiryg firms
with 5-year contracts.

The dependent and independent variables are tloevfol. At-will is an indicator variable that eqgabne when the
CEO has an at-will contract and zero otherwise. &erimg years is the difference between the curesmdt the
expiration date. Q is the ratio of the market vadfiassets to the book value of assets: the masdtee is calculated
as the sum of the book value of net assets anthéhiket value of common stock less the book valueooimon
stock, cash, and deferred taxes. Market valuesnaasured at the end of the fiscal year. KZ indek4s = -1.002
CFi/Ai1 - 39.368 DIV{/Ai1 - 1.315 G/Ay, + 3.139 LEV, + 0.283 Q, here CR/A;, is cash flow over lagged
assets, DIV/A;.1 is cash dividends over assets/AG.; is cash balances over assets, |.E/leverage, and Q is the
market-to-book ratio as described earlier. Log t@siethe natural logarithm of book assets. Curdistretionary
accrual is the residual of a regression of cureegtruals on the average year-on-year sales grawtei 49 Fama
French industry. Current accrual is the year-or-gbange in noncash working capital minus deprieriat Panel B
shows the results from regressions of long-terntrdi®nary accruals as the dependent variable. {temyg
discretionary accrual is the residual of a regmessif accruals on the average year-on-year satestigrand PP&E
in the 49 Fama French industry. Accrual is theedldhce between earnings before interest and taxksash flow.
ROA is return over assets; leverage is net debt agsets; tangibility is 1 minus the fraction ofaimgible assets
over total assets;; governance index is the indmeldped by Gompers, Ishii and Metrick (2003); dlozernance
dummy equals one if the governance index is nosimgsand zero otherwise; chairman and CEO equasadren
the CEO is also the chairman; executive’'s agedsatie of the CEO; tenure is the number of yearedine CEO
started to be CEO at the respective firm; fracobmdividual investors is 1 - the ownership fractiof insiders as
reported in the 13f database of Thomson; tenuteesnumber of years that the CEO has served asG i€@Ehe
relevant firm. Lambda is the Heckman’s Lambda fithin regression as shown in table 3, column 2. lango 2 of
Panel A, Lambda is the Heckman’s Lambda from aesgion where the independent variable is 1 - theilat
indicator. In column 3 of Panel A and in columnfZPanel B, Lambda is the Heckman’s Lambda fromgaeassion
where the independent variable is an indicatofif@-year contracts. All regressions include indicasariables for
years and Fama-French 49 industries.

All variables are measured in the last fiscal yeading before the expiration date or the respediate in a year
previous to expiration of which the expiration datdl be an anniversary, except for Q, which is swwad one and
two years before the last fiscal year, respectiv@ly variables except for indicator and discreterigbles are
winsorized at the 1% level. This table shows cogdfits and t-statistics underneath.
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Panel A: Capex Panel B: R&D expense

@ 2 3 @ 2
At will -0.639** -0.334***
(-2.656) (-3.51)
Remaining Years 0.020* 0.054 6.04
(2.122) (1.775) .9a3)
Q (lag 1) 0.059*** 0.057*** 0.068** 0.026*** 0.038**
(8.312) (7.832) .A@5) (6.91) (2.816)
Q (lag 2) -0.024*** -0.029*** -0.043* -0.002 -0.011
(-3.376) (-4.052)  (-2.084) (-0.534) (-0.806)
KZ index -0.003 -0.003 -0.009 0 -0.004
(-1.137) (-1.399) (-1.21) (0.094) (-0.9)
Log assets 0 0.001** 0.001* 0 0
(1.912) (2.696) (2.289) (1.396) (-0.324)
Accrual -0.098 0.004 -0.148 0.045 0.259
(-0.928) (0.036) -0.434) (0.737) (1.253)
ROA -0.271*** -0.218*** -0.003 -0.081** 0.168
(-5.164) (-4.63) -0.016) (-2.817) (1.608)
Leverage -0.281* -0.106 -0.125 -0.228*** -0.334
(-2.488) (-0.995)  (-0.363) (-3.456) (-1.399)
Tangibility 0.002 0.002 -0.002 -0.001 -0.007
(0.234) (0.152) 0.07) (-0.14) (-0.323)
Governance index 0.320** 0.260* 0.257 0.074 0.094
(3.093) (2.49) q06) (1.118) (0.456)
Governance dummy 0.044 0.075* -0.076 0.009 -0.09
(1.24) (2.184) (-0.666) (0.418) (-1.102)
Chairman and CEO -0.003 -0.001 0.004 -0.002 0.005
(-1.165) (-0.572)  (0.604) (-1.233) (0.733)
Executive's age -0.001 -0.003 08.0 0.002 0.007
(-0.464) (-1.007)  (-0.593) (1.356) (1.322)
Tenure 0.056 0.037 0.159 -0.016 -0.011
(1.033) (0.682) .0@s) (-0.448) (-0.082)
Fraction individual investors dropped -0.041*** 0.033 .009* 0.029
(-3.523) (0.802) (2.36) (1.017)
Lambda -0.289* -9.081*** -3.871*
(-2.375) (-3.792) (-2.369)
Constant 1.051 3.880** 75 1.519* -0.471
(1.402) (3.044) 582) (2.467) (-0.5)
Year indicators Yes Yes Yes Yes Yes
Industry indicators Yes No Yes Yes Yes
N 6,735 4,277 893 3,092 358

* p<0.05, ** p<0.01, *** p<0.001
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TABLE V

CONTRACT HORIZON AND PROFITABILITY

This table presents the coefficients from regressiof ROA, measured as earnings before interestaas over
book assets, on the following variables. Columnslaitwo-stage regression in which the at-will iadbe is
instrumented with the regression reported in Talbjecolumn 2. Column 2 shows a regression inclgdall firms
with fixed-term contracts. Column 3 shows a regmssicluding only firms with 5-year contracts.

At-will is an indicator variable that equals oneemhthe CEO has an at-will contract and zero otrerwiRemaining
years is the difference between the current anéxpeation date. Log assets is the natural lolgariof book assets;
the Herfindahl index is the 49 Fama French indubteyfindahl index measured in sales; governancexns the
index developed by Gompers, Ishii and Metrick (20@®vernance index not missing equals one if inegrance
index is not missing and zero otherwise; chairmad €EO equals one when the CEO is also the chajrman
executive’s age is the current age of the CEO;reeiruthe number of years since the CEO startde tGEO at the
respective firm. Lambda is the Heckman’s Lambdanftbe regression as shown in table 3, column 2olamn 2,
Lambda is the Heckman’s Lambda from a regressioaravkthe independent variable is 1 - the at-wiligatbr. In
column 3, Lambda is the Heckman’s Lambda from aesgion where the independent variable is an italidar
five-year contracts. All regressions include indlicavariables for years and Fama-French 49 indasstri

All variables are measured in the last fiscal yeading before the expiration date or the respedate in a year
previous to expiration of which the expiration dat@l be an anniversary. All variables except fadicator
variables and discrete variables are winsorizedhat 1% level. This table shows coefficients andatistics
underneath.
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Dependent Variable ROA

(1) (2) 3)
At will -0.135*
(-2.47)
Remaining Years 0.002* 0.010***

(2.125) (4.047)
At will x high turnover probability

At will x low turnover probability
Remaining years x high turnover prob.

Remaining years x low turnover prob.

Log assets 0.048***  0.044** (0.040***
(46.282)  (44.442)13.694)
Herfindahl index 0.421 0.538 0.549
(1.089) (1.363) .4@®1)
Governance index -0.002* -0.003** -0.003
(-2.153) (-3.154)(-1.496)
Governance index not missing -0.009 -0.01 0.004
(-0.87) (-1.107) 0.173)
Chairman and CEO 0 0.010*** 0.004
(-0.094) (3.414) 0.457)
Executive's age 0 0 0.001
(-0.753) (-1.481)(1.381)
Tenure 0.001**  0.001** 0.001*
(5.684) (6.09) 992)
Lambda -0.01 0.754%***
(-0.387) (4.431)
Constant -0.224* -0.362**0.517**
(-1.999) (-3.64) -3.149)
Year Yes Yes Yes
Industry Yes Yes Yes
R-squared 30% 40% 43%
N 10,442 8,861 1,159

* p<0.05, ** p<0.01, *** p<0.001
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TABLE VI

CONTRACT HORIZON AND TOBIN'S Q

This table presents the coefficients from regressiof industry-adjusted Tobin’s Q on the variabisted below.
Column 1 and 2 report regressions in which the ilitiadicator is instrumented with the regressi@ported in
Table 11, column 2. In column 1, 3 and 5, CAPEXésais instrumented with the regression reportedahle V.
Column 3 and 4 show regressions including all fimmith fixed-term contracts. Column 5 and 6 showresgions
including only firms with 5-year contracts.

The dependent variable, Tobin’s Q, is the ratithef market value of assets to the book value dtasthe market
value is calculated as the sum of the book valueetfassets and the market value of common staskthe book
value of common stock, cash, and deferred taxeskéfl@alues are measured at the end of the fiszal. yndustry
adjustments are made by substracting and dividinthé industry mean, where industry is one of tAenélustries
designated by Fama and French matched to the fgitrSIC code.

The independent variables are the following. Athwglan indicator variable that equals one whenGE®O has an
at-will contract and zero otherwise. Remaining gaarthe difference between the current and thératiqn date.

CAPEX/sales is the ratio of capital expendituresrosales; leverage is the ratio of net debt oveetas Delaware
equals one if the firm is incorporate in Delawdogj sales is the natural logarithm of sales; thefiidahl index is

the 49 Fama French industry Herfindahl index measim sales; firm age is the natural logarithmhef company
age; governance index is the index developed bygeos Ishii and Metrick (2003); governance indek massing

equals one if the governance index is not missimtyzero otherwise; chairman and CEO equals one wWee@EO

is also the chairman; executive’'s age is the agbefCEO; tenure is the number of years since @ Gtarted to
be CEO at the respective firm. Lambda is the Heecksnaambda from the regression as shown in tableoRimn

2. In columns 3 and 4, Lambda is the Heckman’s Ldaripom a regression where the independent variahle-

the at-will indicator. In column 5 and 6, Lambdatis Heckman’s Lambda from a regression wherertiegendent
variable is an indicator for five-year contractse \AIso include year indicator variables.

All variables are measured in the last fiscal ymading before the expiration date or the respedate in a year
previous to expiration of which the expiration dat#l be an anniversary. All variables except fadicator and
discrete variables are winsorized at the 1% |éMaiks table shows coefficients and t-statistics undath.
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Dependent Variable Tobin's Q
(1) (2) 3) 4 (5) (6)
At will 2.446*** -0.372*
(6.079) (-2.064)
Remaining Years 0.023* 0.024**  0.043 0.038
(2.461) (2.967) (1.903) (1.85)
Capex/sales 14.339*** 1.294*** 1.169**
(13.728) (8.083) 2.998)
Leverage 0.650*** -0.695*** -0.493*** -0.601*** -0.444*** -0.534* **
(5.039) (-19.239}10.663) (-15.665) (-4.114) (-5.74)
Delaware 0.106*** 0.078*** 0.054 0.102*** 0.044 0.086
(4.275) (3.479) .744) (3.869) (0.636) (1.398)
Herfindahl index -4.541 -6.381* -0.163 0.292 6.209** 4481
(-1.448) (-2.317)(-0.172) (0.343) (2.928) (2.525)
Governance index 0.033 -0.01 -0.016 -0.014 -0.033 -0.027
(2.771) (-1.387) -1.671) (-1.56) (-1.709) (-1.516)
Governance index not missing -0.021 -0.179*  -0.273** 27B** -0.354 -0.334
(-0.123)  (-2.468)(-2.754) (-3.066) (-1.891) (-1.931)
Chairman and CEO 0.019 0.069**  0.080* 0.092*** -0.026 @70
(0.332) (3.024) .5 (3.342) (-0.348) (0.111)
Executive's age 0.003 -0.004** o0@n*  -0.006*** 0.003 0
(0.951) (-2.809) -2.072) (-3.415) (0.525) (0.074)
Tenure 0.020*** 0.002 0.003 0.001 -0.003 -0.005
(4.411) (1.347) .28@6) (0.572) (-0.621) (-1.294)
Lambda 0.239 -0.073 3.879**  2.700*
(1.933) (-0.695) (2.868) (2.455)
Constant -0.978 1.656 -0.01 1.772* -1.492 -0.484
(-0.884) (1.51) 0.009) (2.329) (-1.692) (-0.979)
Year fixed effects Yes Yes Yes Yes Yes Yes
N 8,171 10,223 5,220 6,398 1,048 1,264
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