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What is the Effect

of Equity Compensation
on Voluntary Executive Turnover?

by Steven Balsam, Professor of Accounting and the Merves Research Fellow

What is the association between equity compensation and voluntary executive
turnover! Equity compensation, or more precisely, forfeitable equity compensation,
can reduce voluntary executive turnover by imposing a cost on the executive which
a prospective employer may not be willing to reimburse. Examining one of the assert-
ed benefits of equity compensation, employee retention, is important because equity
compensation has been increasing over time, both in absolute value and as a percent-
age of the executive compensation package, and is becoming increasingly costly to
shareholders in terms of cash expended on share repurchases and dilution. It is also
timely, as many corporations are reviewing their use of equity compensation in light
of Statement of Financial Accounting Standards (SFAS) 123R, which mandated
expensing for employee stock options.

The vast majority of publicly-traded corporations provide equity compensation,
usually stock options, to their executives in an effort to retain them and motivate
them to act in the shareholders’ interests. Equity compensation provides a direct link
between executive compensation and shareholder wealth and consequently aligns the
interests of a firm’s executives with those of its shareholders. Research has shown that
firms with the greatest demand for incentive alignment, e.g., high investment oppor-
tunities, are more likely to use stock options. Other research has looked at the effec-
tiveness of stock/option based compensation, finding that performance is positively
associated with the percentage of compensation that is equity-based.

In contrast, there is little research on whether equity compensation is effective in
retaining executives, and the results of that research are mixed. Our results show that
executive turnover is inversely related to the intrinsic value of unexercisable in-the-
money stock options, the time value of unexercised options, the value of restricted stock
held, and to a lesser extent, the degree to which the executive receives cash compen-
sation in excess of that of his/her peers. These results hold for CEOs and non-CEOs
alike, after controlling for the value of stock options and shares granted to directors,
executive age, insider ownership, firm performance, growth opportunities, CEO
tenure (CEQO regression only), and concurrent and lagged CEO turnover (non-CEO
regression only).

In sensitivity analysis we add additional variables to control for characteristics of the
board. Including these additional variables, e.g., board composition, existence of the
founder of the corporation on the board of directors, does not alter the overall
findings of our primary analysis, although the degree to which the executive receives
cash compensation in excess of his/her peers is no longer significantly associated with
either CEO or non-CEO turnover. Additional analysis also shows our results do not
change if we drop those departures coded as “retirement,” or if we limit our analysis to
executives below the traditional retirement age.
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Balsam continued

In our final analysis we examine whether compensa-
tion plans help firms retain their most productive
executives. While we find some evidence that “weak”
executives respond to the incentives provided by the
compensation package, we find voluntary turnover
lower and the link between the equity compensation
and voluntary turnover to be more significant for
“strong” executives. This is a particularly important
finding consistent with the compensation package
countering the greater opportunities “strong” execu-
tives are likely to have in the market.

Theory

The focus of the prior literature is involuntary
turnover. In contrast, the focus of our study is on
voluntary executive turnover. The
executive has the choice to remain
with the firm, retire early, or seek
employment with another company.
His or her decision will, in part, be
influenced by the monetary cost of
leaving his or her current employer.
Potential employers can, and often
do, reimburse executives for the mon-
etary losses incurred by the executive
leaving his/her current employer, as
illustrated by the recent hiring by
Boeing of Jim McNerney as CEO.
McNerney, at the time CEO of 3M,
forfeited significant amounts of
unvested equity compensation in moving to Boeing.
However, as reported in Boeing’s 8-K filed July 6,
2005 the package he received at Boeing made provi-
sions for equity that Mr. McNerney left behind.

“As compensation to replace unvested 3M equi-
ty awards that Mr. McNerney will forfeit, he was
granted, effective July 1, 2005, the following
Buy-Out Restricted Stock Awards: (i) for forfeit-
ed 3M stock options, 159,000 shares of restricted
Boeing stock with vesting and restrictions laps-
ing in five equal annual installments beginning
on May 10, 2006; (ii) for forfeited 3M restricted
stock awards, 162,000 shares of restricted Boeing
stock with vesting and restrictions lapsing in six
equal annual installments beginning on January
1, 2006; and (iii) for forfeited 3M restricted
stock awards, 70,000 shares of restricted Boeing
stock with vesting and restrictions lapsing in
three equal annual installments beginning on
July 1, 2006. The aggregate value of the Buy-Out
Restricted Stock Awards as of July 1, 2005 was
$25,289,880.”

In general, an executive can be reimbursed for mone-
tary losses through a one-time signing bonus that
includes an equity component to replace the amounts
left behind at his/her prior employer and/or through
an increased level of compensation that continues
into the future.! However, our expectation is the
greater the amount involved, the less likely the
potential employer would be willing to reimburse the
employee. From the viewpoint of the current employ-
er the amount should be large enough to deter raid-
ing of executives, and given the willingness of a
potential employer to pay for certain executives (e.g.,
Boeing’s willingness to reimburse McNerney for the
more than $25 million that he left behind), the
amount has to be greater for more highly valued
executives.

1 Analysis of the subset of observations where we can trace the executive
to a new employer shows a combination of the two, i.e., a large grant of
equity compensation in his/her first year with the new employer that
replaces a significant portion of the compensation left behind, plus an
increased level of compensation that persists in future years.
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While other parts of the compensation package can
tie the executive to the company, for example a pen-
sion plan where the payout is structured to increase
with years of service, our focus in this study is on
equity compensation, i.e., stock options and restrict-
ed stock. We limit ourselves for two reasons. First
equity compensation as a percent of total compensa-
tion has increased dramatically in recent years, and
is, in many cases the largest component of the execu-
tive compensation package. Second, information on
pensions, in particular the value of the plan benefit
and the amount that would be forfeited should the
executive leave the company, does not currently
appear in public disclosures.

Consequently, although the monetary cost of leaving
includes the costs of all compensation foregone,
including, but not limited to the value of equity

“While we find some evidence that ‘weak’ executives
respond to the incentives provided by the compensation
package, we find voluntary turnover lower and the
link between the equity compensation and voluntary

turnover to be more significant for ‘strong’ executives.”

compensation forgone, we only examine the latter.
To estimate the value of a share of restricted stock we
use the value of its unrestricted counterpart at the
end of the prior year. The value of an option is com-
prised of two components, the intrinsic value, which
measures the excess of the market price of the share
over the exercise price of the option at a point in
time, plus the time value, which factors in the proba-
bility the share price will increase prior to the time
the option expires. If an option is unexercisable, the
holder cannot exercise it until one or more condi-
tions are satisfied and will suffer a total loss if he or
she leaves the company. If an option is exercisable,
the holder can exercise the option prior to leaving
the company. Thus, while the holder realizes the
intrinsic value from the exercise of the option, they
forgo the time value component. We use the intrinsic
value of unexercisable in-the-money stock options® at the
end of the prior year to proxy for the intrinsic value
forfeited if the executive leaves the firm, and calcu-
late the time value of unexercised options to proxy for
the time value forfeited if the executive leaves the
firm. Our expectation is the greater the monetary
cost, the less likely the executive will leave his/her
position.

Measuring Executive Turnover

Executive turnover is measured when the executive is
identified as departing the firm by ExecuComp.
ExecuComp classifies executive departure into four
categories: (1) deceased; (2) retired; (3) resigned; and
(4) unknown. For obvious reasons, we eliminate
turnover caused by death. We classify as involuntary,
turnover where press articles suggest the executive
was fired, forced from his/her position, or was depart-
ing due to unspecified policy differences. We also
classify as involuntary, turnover where the executive
was under 60 and the departure was not announced
at least six months in advance and the press
announcement of departure was silent as to his or her
taking a new position. We classify 496 observations,
or just over 25 percent of our turnover observations,
as involuntary.

2 1f the option is out-of-the-money, the intrinsic value is zero.

3 To the extent that those options vest and are exercised subsequent to
year end but prior to departure our variable contains measurement error.
However the value of unexercisable options at time of departure is not
available.

4 We exclude the value of stock and option grants as they are already
included in model (1), i.e., unexercisable in-the-money options, exercisable
in-the-money options, time value of unexercised options and restricted shares.

Models

Our hypothesis is that as the value of equity compen-
sation to be forfeited increases, voluntary executive
turnover decreases. We test this hypothesis using two
models, one for CEOs and one for all other execu-
tives. We present separate models for two reasons.
First, presenting results for the CEO only will allow a
comparison of our results to the prior literature which
has primarily focused on the CEO. Second, it will
allow us to incorporate different variables into each
model. In particular, CEO turnover is likely to affect
turnover among lower level executives. Consequently
using a separate model for non-CEOs allows us
incorporate CEO turnover as an additional explana-
tory variable.

To measure the value of equity compensation that
would be forfeited if the executive
leaves the firm we use the intrinsic
value of the options that have not
vested, the time value of all options
held, and the fair value of restricted
stock held. To proxy for the intrinsic
value of the options that would be
forfeited if the executive leaves the
company we use the value of unexer-
cisable in-the-money stock options
(INMONUN) at the end of the prior
year as reported in ExecuComp.’ To
control for scale differences across
executives and firms we deflate
INMONUN by total direct compensation (TDCI) as
reported by ExecuComp for the year prior to turnover,
where total direct compensation includes salary,
bonus, other current compensation, long-term incen-
tive payments, restricted stock grants valued at grant
date, and the Black-Scholes value of stock option
grants valued at grant date. We expect this deflated
variable, which we refer to as unexercisable in-the-
money options, to be inversely related to turnover.

Analogous to INMONUN, ExecuComp provides

the value of exercisable in-the-money stock options,
INMONEX, at the end of each fiscal year. As with
INMONUN, we deflate INMONEX by total direct
compensation to calculate exercisable in-the-money
options. Since by definition, this value could be real-
ized from the options should the executive decide to
leave the company, we do not expect exercisable in-
the-money options to be related to turnover.

To proxy for the time value forfeited if the executive
leaves the firm we calculate the time value of unexer-
cised options. As with the prior variables, we deflate
this amount by total direct compensation to calculate
time value of unexercised options. We expect time

value of unexercised options to be inversely related

to turnover.

To proxy for the value of restricted stock forfeited

if the executive leaves the firm we use the market
value of those shares (RSTKHLDV) as provided by
ExecuComp at the end of the prior year. As with the
prior variables we deflate RSTKHLDV by total direct
compensation to calculate restricted shares. We expect
restricted shares to be inversely related to turnover.

The higher paid an executive is, relative to his or her
opportunity cost, the less likely he or she is going to
voluntarily leave the firm. We use residual to control
for this effect, where residual is the difference between
the total cash compensation received by the execu-
tive and the average earned by an executive of the
same rank, within the same two digit SIC code, size
decile, and year.* To be consistent with our other
variables, we deflate the excess by total direct com-
pensation, so that residual represents the amount the
executive is over/underpaid in percentage terms.
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September 11 Victims, Random Events,
and the Ethics of Compensation

by Michael R. Powers, Professor of Risk, Insurance and Healthcare Management;
Edward L. Lascher, Jr. Department of Public Policy and Administration, California State University, Sacramento

When does govern-
ment have a moral
obligation to provide
compensation to
victims’

Dr. Michael R. Powers

Professor of Risk, Insurance and Healthcare
Management; Edward L. Lascher, Jr. Department of
Public Policy and Administration, California State
University, Sacramento

A set of principles is needed if government is to
make distinctions in compensating the victims of
different types of unfortunate events. We will offer
four such principles. Our principles are derived both
from inductive consideration of moral intuitions asso-
ciated with particular cases as well as prior literature
on government obligations. We give significant con-
sideration to well-established issues in risk manage-
ment and insurance; in particular, the problems of
“moral hazard” and “adverse selection,” and the inter-
play of these practical phenomena with more theo-
retical considerations. Our analysis stresses the
responsibilities of both government and individuals,
as well as the utility of outcomes.

We begin by posing the broad question: When does
government have a moral obligation to provide com-
pensation to victims?

Clearly, the most paternalistic view would be that
government should compensate victims of all of life’s
uncertainties, from “cradle to grave.” Such an
approach naturally would include generous forms of
the social insurance that exist throughout much of
the world today. For example, one would expect com-
prehensive social security programs for pensioners
and the disabled, as well as comprehensive national
health insurance. In addition, the most paternalistic
approach would provide government-financed life
insurance for dependent beneficiaries in the case of
untimely death, as well as various types of property-
liability insurance — automobile, workers’ compensa-
tion, professional malpractice, etc. — presumably on
a first-party no-fault basis, but including compensa-
tion for “pain and suffering” as well as economic loss.
Furthermore, the fully paternalistic system would not
be complete without affording pain-and-suffering
benefits for other untoward events not commonly
insured (either privately or publicly) in today’s world:
e.g., birth defects, degenerative disease, poor upbring-
ing, etc.

Obviously, such a paternalistic system would be pro-
hibitively expensive even under the most ordinary,
non-catastrophic conditions. In addition, the system
would be subject to intolerable degrees of moral haz-
ard, as individual citizens would have little financial
incentive to take reasonable precautions against a
wide variety of risks (for related reasons, we believe
that such a paternalistic system may also be unjust
because it blurs the distinction between “brute bad
luck” and “option bad luck”). Positing that this type
of paternalistic system is prima facie impracticable, we
turn our attention to what the next most generous,
but reasonably practicable, compensation principle
would be. In other words, having acknowledged that
the moral argument for comprehensive all-risk insur-
ance leads to a policy dead end, what more restrictive
moral principle could we impose?

Government Liability

Essentially, we need to introduce some further moral
reason for government to be involved in compensa-
tion; that is, something beyond the idea that it is the
responsibility of government to take care of all of its
citizens’ needs. One empirically evident candidate for
this criterion is the concept of liability, or culpability
(see Stone, 1989, regarding the ubiquitous nature of
justifying public policy actions based upon attribu-
tions of responsibility for harm). That is, it seems
natural to argue that government should compensate
victims if government could have done more to
avoid/mitigate losses, but failed to do so (or if indeed
government were directly responsible for exposing
individuals to risk, as in a mandatory inoculation pro-
gram).!

To justify the liability criterion, one can look to work
such as that of Arthur Ripstein (1999) on the philo-
sophical foundations of the civil justice (tort) system.
According to Ripstein, the tort system is attractive
because it implicitly balances the goals of security
and liberty; that is, tort law balances the security
interests of potential victims with the liberty interests
of those who could harm them through lack of rea-
sonable care (or in the common parlance of the
insurance literature, “tortfeasors”). Usually, one
thinks of balancing the interests of private parties;
however, in the case of government as the potential
tortfeasor, one can view government as “standing in”
for a society with an obligation to compensate an
injured party. Essentially, the entire society places its
liberty at risk because compensation is provided from
tax receipts.

As Ripstein notes, the central standard of tort liabili-
ty is “reasonable care.” In other words, the tortfeasor
is held liable only if he/she fails to exercise a level of
care deemed “reasonable” by judicial fact-finders. To
be sure, the law and public policy might well require
a higher standard of reasonable care from govern-
ment because of its broad resources; however, such a
standard should not be confused with “perfection.”

Our first compensation principle is, thus, as follows:

(1) Government should compensate victims

of unpredictable events whenever it has failed
to take reasonable pre-event risk-control and
risk-reduction measures (and especially in the
extreme case in which government intentionally
exposes certain individuals to risk).

In applying this principle in practice, public policy
makers would quickly encounter the difficult question
of whether or not certain actions of government can
be construed as reasonable. For example, in the con-
text of the September 11 attacks, one might argue
that various intelligence and security lapses of the
government permitted the tragedy to occur. Would
these lapses be evidence of government’s failure to
take reasonable pre-event risk-control/reduction
steps? If the answer were “yes” in the case of Septem-
ber 11, would it necessarily be the same for the
Oklahoma City bombing? We think the answer here
is clearly “no.”

I Note that from such a restrictive moral perspective, one could justify
today’s social insurance programs only by utilitarian arguments, since it
is generally not the government’s fault that its citizens age, become
disabled, and suffer from a variety of illnesses.

continued page 5
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Balsam continued

Since prior literature shows turnover may be affected
by other factors, we also include the value of options
and stock granted to directors, executive age, insider
ownership, and variables proxying for the perform-
ance of the firm and the firm’s growth opportunities
as control variables.” The value of options and shares
granted to outside directors are used
to control for the incentives caused by
director compensation, i.e., we expect
monitoring to be greater when direc-
tor compensation is tied to share
price. Both values are then deflated by
total director compensation to yield
the percentage of director compensa-
tion represented by option (director
option grants) and share grants (director
stock grants).® As with our other vari-
ables director option grants and director stock grants are
measured for the year prior to turnover. We expect
director option grants and director stock grants to be pos-
itively associated with turnover.

Executive age is included to control for the possibility
that as the executive gets older he or she retires,
either voluntarily or in some cases, as the result of
company policy/tradition. We expect executive age to
be positively associated with turnover. If insider own-
ership has the effect of entrenching management,
turnover will be inversely related to the percentage
of shares owned by insiders. Consequently we expect
insider ownership to be negatively related to turnover.

To control for performance, which based upon prior
literature we expect to be inversely related to
turnover, we use prior year stock (return to sharehold-
ers) and accounting (return on assets) returns. We
include the market to book value of equity (market to
book value) measured at the end of the prior year to
control for growth, and an indicator variable if the
company operates in a high technology industry
(hightech), as we expect turnover to be greater for
growth firms operating in dynamic industries.

In our CEO model we include CEO tenure as an
additional independent variable, as the CEO may
become more entrenched over time. In our non-CEO
model we include both contemporaneous and lagged
CEO turnover, as while CEO turnover is likely to
lead to an increase in turnover of lower level execu-
tives, the impact may not be immediate.

The formal models are as follows.

CEO model

Turnover = o + f3;Unexercisable in-the-money options +
f;Exercisable in-the-money options +
B3 Time value of unexercised options +
f4Restricted shares + fsResidual +
BeDirector option grants + f3;Director stock
grants + ffgExecutive age + fgInsider owner-
ship +f3;oReturn to shareholders + f3;;Return
on assets + f5;;Market to book value +
fi3Hightech + f3,,CEO Tenure + ¢

Non-CEO model

Turnover = o + f3;Unexercisable in-the-money options +
f3;,Exercisable in-the-money options +
B3Time value of unexercised options +
f4Restricted shares + f3sResidual +
fgDirector option grants + f3;Director stock
grants + fgExecutive age + folnsider owner-
ship +f3;pReturn to shareholders + f3;;Return
on assets + f3;;Market to book value +
fizHightech + f3,CEO turnover + f3;sLag
CEO turnover + ¢

where Turnover is equal to one if the executive leaves
during the year and zero otherwise, and all other vari-
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ables are as described above. To control for the
econometric issues that may arise from the pooling of
multiple executives from a single firm over a period
of years we use the SAS procedure GLIMMIX.
GLIMMIX controls for both firm and time fixed and

random effects in a logistical setting.

“...equity compensation, both stock and options,
can provide incentive for an executive to remain with

his or her current employer.”

Descriptive Statistics

For both the CEO and non-CEO samples we see
unexercisable in-the-money options, time value of unexer-
cised options and restricted shares are higher for the
non-turnover classification. While not expected, we
also find exercisable in-the-money options higher for
CEQO:s in the non-turnover classification, perhaps
because of its correlation with unexercisable in-the-
money options. Residual is also less negative for the
non-turnover sample groups. These differences are all
consistent with voluntary turnover being lower when
the executive’s monetary loss from leaving is greater.

Regression Results

Supporting our hypothesis, in both the CEO and
non-CEO models, we find the coefficients on unexer-
cisable in-the-money options, time value of unexercised
options, and restricted shares to be negative and
significant. We also find the coefficients on residual to
be negative and significant in both models, albeit at
slightly lower significance levels. In contrast the
coefficient on exercisable in-the-money options is
insignificantly different from zero in the CEO model
and positive and significant in the non-CEO model.
We interpret these results as follows. Unexercisable
in-the-money options, time value of unexercised options,
and restricted shares, as well as residual, proxy for the
monetary loss the executive would suffer if he or she
left the company, so they provide disincentive to
leave. In contrast exercisable in-the-money options,

the intrinsic value of options that can be exercised if
the executive decides to leave the company, provide
no disincentive for the CEO to leave, and perhaps
some incentive for lower level executives to leave.

We then examine the standardized coefficients,
which are the change in probability of turnover from
a one standard deviation change in an independent
variable, to compare the strength of the relationship
between the dependent and independent variables.
By standardizing the coefficients, the independent
variables can be compared directly to determine
which has the largest impact on the dependent vari-
able. The standardized coefficients indicate that unex-
ercisable in-the-money options are most important in
reducing CEO turnover with a one standard devia-
tion increase reducing voluntary CEO turnover by
almost 40 percent, while the time value of unexercised
options is most important in reducing non-CEO
turnover with a one standard deviation increase
reducing voluntary non-CEO turnover by almost 24
percent. Of the compensation variables, in both the
CEO and non-CEQ regressions, residual is the least
important in reducing turnover as a one standard
deviation increase reduces voluntary CEO turnover
by seven and six percent, respectively.

Strong Versus Weak Performers

From the point of view of the firm, executives fall
into one of three categories: those the firm wishes to
retain; those the firm does not want to retain but
rather than fire encourages to leave, perhaps to avoid
the payment of severance;” and those the firm fires. In
theory the executive compensation package should
be structured to retain those strong performers, while
encouraging weaker ones to depart.
In practice we may observe just the
opposite, i.e., strong performers
departing at a higher rate than weak
performers, as while strong performers
have other opportunities, weak per-
formers do not. By examining volun-
tary turnover across strong and weak
performers we can infer whether or
not the compensation package is
doing its part to counter external incentives and
encourage productive retention.

Due to the nature of our data, it is difficult to deter-
mine which executives have been fired and which
leave the firm voluntarily. However, using the preex-
isting literature, we have classified turnover into vol-
untary or involuntary. Unfortunately the literature
provides no guidance on how to distinguish between
those executives the firm wishes to retain and those
it is encouraging to leave. Further, we cannot directly
observe managerial performance rather we have to
infer it using proxy measures. One measure is raise
received, i.e., the firm may send a signal to executives
by not giving them a raise and/or bonus when other
executives get one. Partitioning our sample based
upon this variable we see that turnover is greater for
the weak performer subsample. For illustration pur-
poses, voluntary turnover for non-CEQOs is 4.44 per-
cent per year. However when we look at non-CEOs
who did not receive a raise in the prior year, volun-
tary turnover is even higher, 12.40 percent, while for
those who did, voluntary turnover is 3.20 percent.

To examine whether it is the incentives provided by
the compensation package that drive this higher
turnover, we first examine the retention incentives
for each group of executives. For this analysis we clas-
sify executives as weak if they did not receive an
increase in either salary, total cash compensation, or
total direct compensation, whereas the average exec-
utive at their firm did. We determine that the values
of unexercisable in-the-money options, time value of
unexercised options, restricted shares, and residual are all
statistically greater for the strong performer subsam-
ple, consistent with the compensation package being
designed to retain those executives. Consequently,
while weak executives will suffer a monetary loss if
they leave the firm, that is unexercisable in-the-money
options, time value of unexercised options, and restricted
shares are all positive and statistically significant,
their loss will be less than that of strong executives.

To test this we augment models our and with interac-
tions between an indicator variable strong and the
four variables unexercisable in-the-money options, time
value of unexercised options, restricted shares, and resid-
ual show affect on voluntary executive turnover.
Thus the coefficient on unexercisable in-the-money
options represents the relationship between that vari-
able and voluntary turnover for weak executives,
while the coefficient on unexercisable in-the-money
options*strong represents the incremental effect for
strong executives, which we expect to be negative if
the compensation plan is more effective at retaining
strong executives.

continued page 8

> We include board composition and ownership variables in a sensitivity
analysis because they are only available for a subset of our observations.

¢ As an alternative to proxy for the effect of director compensation on
turnover we used indicator variables that take the value of 1 if the firm
grants any options/shares to its directors and zero otherwise. We do so
because a large number of firms, more than 50 percent in the case of
shares, do not grant options and/or shares in a given year. The results are
unchanged.

7 Severance can be costly (e.g., the reported $140 million package
Michael Ovitz received when dismissed by Disney); consequently, the
corporation may attempt to avoid paying it by encouraging the executive
to look for employment elsewhere.



Powers continued

In the context of terrorism or other violent criminal
activity, one useful measure of government liability
for failure to take preventive action is the size or
extent of the criminal conspiracy involved. In other
words, it seems more reasonable to expect govern-
ment intelligence, defense, and law-enforcement
agencies to be able to prevent a criminal act perpe-
trated by a large, international organization (such as
al Qaeda) than one carried out by a conspiracy of two
or three individuals (as in Oklahoma City).

Victim Responsibility

Continuing with the deontological analysis, we now
turn to the role of individual victims. Should the fail-
ure of individuals to take their own risk-control and
risk-reduction measures argue against government’s
responsibility? In other words, is there a “contributory
negligence” clause in the social contract?

Clearly, it would seem that government should, to
an extent, be absolved of some of its obligation to
compensate victims whenever (a) government is not
the direct cause of the untoward event, and (b) the
victims themselves made themselves more vulnerable
to loss by failing to take certain obvious and easily
manageable pre-event actions.
However, it also seems reasonable to
argue that government, being more
resourceful and insightful than the
individual (an assumption that is not
unreasonable in the insurance con-
text, where the aggregation of data
across numerous individuals is neces-
sary for the understanding of risks),
should in most cases carry a heavier
burden than the individual.

To answer this rather complex question, we find it
helpful to employ a distinction made by Dworkin
(2000) between “brute bad luck” (i.e., a bad outcome
that could not be anticipated, such as being hit by a
meteor) and “option bad luck” (i.e., a bad outcome
that results from a deliberate gamble, such as losing
money in the stock market). Clearly, there are strong
moral reasons for government to address outcomes of
the former type, but not the latter, if we wish to
respect individual liberty and allow people to take
responsibility for their own deliberate choices.

In this light, a victim’s failure to take reasonable
pre-event risk-control or risk-reduction measures may
lead to “option bad luck,” and not justify government
compensation. If this failure to take risk-control/
reduction measures is actually encouraged by the
expectation of government compensation, then we
face the problem of “moral hazard.”

Similarly, a victim’s failure to arrange for reasonable
pre-event risk financing also may result in “option
bad luck,” and not justify compensation. In this case,
if the failure of potential victims to take risk-financ-
ing measures is encouraged by the expectation of gov-
ernment compensation, then we face the “commit-
ment problem” identified by Moss (2002); if this fail-
ure is limited primarily to higher-risk potential vic-
tims, then we have the problem of “adverse selec-
tion.” Under this paradigm, government has a
stronger reason for compensating victims if private
market insurance is either unavailable (as in the case
of some property-liability terrorism coverage) or unaf-
fordable (e.g., if potential victims are simply too poor
to buy even the most reasonably priced policies’).

To address these issues, we add the second and third
compensation principles:

(2) Government’s responsibility to compensate
victims under Principle 1 is lessened if the
victims failed to take reasonable pre-event
risk-control or risk-reduction measures

(and especially if the compensation program
itself were to create a significant problem of
moral hazard).

(3) Government’s responsibility to compensate
victims under Principle 1 is lessened if the
victims failed to take reasonable pre-event
risk-financing measures (and especially if the
compensation program itself were to create a
significant commitment problem — e.g.,
adverse selection).

Utilitarian Considerations

Putting aside questions of the comparative responsi-
bilities of government and individuals for the
moment, we now turn to an analysis of how govern-
ment’s actions can affect the utility of outcomes.
From a strictly utilitarian perspective, we ask:
When is government compensation most useful in
terms of maximizing social welfare?

significant hardships.”

To some extent, this question is best answered on

a case-by-case basis; however, from institutional
experience, we can identify two types of scenarios in
which government action would be most helpful:
(a) when the financial stability — and possibly even
existence — of private reinsurance markets is threat-
ened; and (b) when the absence of government
compensation, ipso facto, is likely to cause further
significant loss or other negative consequences to
the economy or society as a whole.

Scenario (a) emerged in the wakes of several natural
disasters (Hurricanes Andrew and Iniki in 1992; the
Northridge Earthquake in 1994) as well as the
September 11 attacks, and led to the creation of vari-
ous public catastrophe insurance funds (at the state
level) and the Terrorism Risk Insurance Act of 2002,
respectively. Scenario (b) is one that frequently arises
in property loss adjustment, when the lack of funds to
replace a damaged roof can lead to further water
damage of a property. Obviously, this latter type of
situation can apply equally well to medical and liabil-
ity contexts, because the payment of economic and
pain-and-suffering claims immediately following a
catastrophe may obviate the need for lengthy and
expensive litigation (a major objective of the Air
Transportation Stabilization Act of 2001).

These two scenarios are both addressed generically by
our fourth compensation principle:

(4) Government should compensate victims
of unpredictable events when the failure

to compensate is likely to cause additional
and significant negative economic/social
ramifications.

It should be noted that real-world determination of
such consequences is likely to be difficult, and rea-
sonable people may differ with respect to whether or
not the failure to compensate will cause significant
hardships. Certain parties (e.g., the airline industry
after September 11, 2001) are also likely to have
tactical financial reasons for exaggerating the poten-
tial ill results of a failure to compensate. Consider,
for example, the argument that a lack of government
compensation might decimate the insurance industry
because of the obligations insurance companies
would otherwise incur. Arguments of this type were
offered after the September 11 terrorist attacks.
However, some have argued rather forcefully (see
Smetters, 2003) that the insurance industry was
never in such shape following September 11 as many
imagined, and that the industry has more capacity to
cope with terrorism losses than is commonly

believed.

We need not resolve these types of empirical ques-
tions here. While we believe our Principle 4 is well
justified, we recognize that actually demonstrating
the ill consequences of a failure to compensate may
often be non-trivial. m

“...reasonable people may differ with respect to

whether or not the failure to compensate will cause
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Empirically while we find our test variables have an
effect on the retention of weak executives, we gener-
ally find the retentive effect to be greater for strong
executives. In our CEQO regression we find a negative
and significant, overall and incremental effects for
unexercisable in-the-money options and time value of
unexercised options for strong executives. In our non-
CEO regression we find negative and significant,
overall and incremental effects for unexercisable in-
the-money options, time value of unexercised options, and
restricted shares for strong executives.

Conclusions

By showing that the intrinsic value of unexercisable
in-the-money options, time value of unexercised options,
and value of restricted shares are negatively associated
with voluntary executive turnover, this study shows
that equity compensation, both stock and options,
can provide incentive for an executive to remain
with his or her current employer. Further we show
that the effect is productive retention. That is, even
though we expect stronger executives to have greater
employment opportunities, we find that their
turnover is lower than that of weak executives. These
results are robust to the inclusion of a number of con-
trol variables shown by previous research to effect
turnover, as well as to a number of partitions used to
isolate voluntary non-retirement turnover.
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These findings have practical implications for corpo-
rations and compensation consultants at a time when
many companies are reexamining equity compensa-
tion in the wake of SFAS 123R, which for the first
time, requires the expensing of stock options on the
income statement. In particular, most companies are
looking for ways to control that expense. One way
would be to reduce the number of stock options
granted. Yet, as we show, corporations can lower
executive turnover by designing compensation pack-
ages so that executives have a significant amount of
their wealth in unvested options or restricted stock.
Compensation plan designers can do so by either
increasing the amount of restricted shares and options
granted, by increasing their vesting and exercise peri-
ods, by granting in-the-money options, or by a com-
bination of the three. Since increasing the number of
restricted shares and options granted may not be feasi-
ble in the post SFAS 123R environment, designers
need to look at the grant parameters to maximize the
retentive effect with the same number or even fewer
shares available. m
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Nagurney, A., Wakolbinger, T. and Zhao, L.
(2006). “The Evolution and Emergence of
Integrated Social and Financial Networks with
Electronic Transactions: A Dynamic Supernet-
work Theory for the Modeling, Analysis, and
Computation of Financial Flows and
Relationship Levels.” Computational Economics,

27: 353-393.

Schauer, E. and Wheaton, E. (2006). “Sex
Trafficking into the United States.” Criminal
Justice Review, 31: 146-169.

Stein, A., Lancioni, R., and Smith, M. (2006).
“Accommodative Strategies for Inter-
Departmental Price-Setting in Industrial
Markets: Organizational Perspectives and
Recommendations.” Journal of Professional

Pricing, 15(1): 22-26.

Xiang, Z. and Fesenmaier, D. R. (2006).
“Assessing the Initial Step in the Persuasion
Process: Meta Tags on Destination Marketing

Websites.” Journal of Information Technology &
Tourism, 8(2): 91-104.

Zhang, Y. and Asthana, S. (2006). “Effect of R&D
Investments on Persistence of Abnormal
Earnings.” Review of Accounting and Finance,
5(2): 124-139.

Journal of Economics and Business

Editor: Kenneth J. Kopecky, W.D. Fuller Professor of
Economics and Finance, Chair, Department of
Finance, Temple University, Fox School of Business

and Management, Philadelphia, PA.

Journal of Information Technology and Tourism

Editor: Daniel R. Fesenmaier, Ph.D., Professor and
Director, National Laboratory for Tourism &
eCommerce, School of Tourism and Hospitality
Management Temple University, Philadelphia, PA.

Journal of International Management
Editor: M. Kotabe, The Washburn Chair of

International Business and Marketing, Temple
University, Fox School of Business and Management,

Philadelphia, PA.

Managing Editor: K. Cahill, Assistant Director,
IGMS/CIBER, Temple University, Fox School of
Business and Management, Philadelphia, PA.

Journal of Product Innovation Management

Editor: Anthony Di Benedetto, Ph.D., Professor,
Department of Marketing, Temple University, Fox
School of Business, Philadelphia, PA.

Journal of Risk Finance
Editor: Michael R. Powers, Ph.D., Professor,

Department of Risk Management and Insurance,
Temple University, Fox School of Business and
Management, Philadelphia, PA.

Lisa Gibbings, ’07

Major: Marketing

Thesis Title: Consumer Acculturation

Faculty mentor: Michael E Smith; Marketing; Fox
School of Business;

Corrie Buff, '07

Major: Economics and Political Science
Thesis Title: The Banking Relationships of
Women-Owned Businesses

Faculty mentor: Jonathan A. Scott / Finance
Department; Fox School of Business and
Management

Andrew Atkins, '07

Major: Actuarial Science

Thesis Title: Reactions to Potential Social Security
Reform Options

Faculty mentor: Jack VanDerhei; Risk
Management; Fox School of Business;

Risk Management and Insurance Review

Editors: Michael R. Powers, Ph.D., Professor,
Department of Risk Management and Insurance,
Temple University, Fox School of Business and
Management, Philadelphia, PA. and Mary A. Weiss,
Ph.D., Professor, Department of Risk Management
and Insurance, Temple University, Fox School of
Business and Management, Philadelphia, PA.

Benefits Quarterly

Editor: Jack L. VanDerhei, Ph.D., CEBS, Associate
Professor, Department of Risk Management and
Insurance, Temple University, Fox School of Business
and Management, Philadelphia, PA.

The Financier

Editors: Anne Zissu, Ph.D., Professor, Department of
Finance, Temple University, Fox School of Business
and Management, Philadelphia, PA. and Charles A.
Stone, University Paris Dauphine.

The Securitization Conduit

Editor: Anne Zissu, Ph.D., Professor, Department of
Finance, Temple University, Fox School of Business

and Management, Philadelphia, PA.

Temple University Fox School of Business and its affiliate, the School of Tourism and Hospitality Management




Centers and Institutes @ Fox

Advanta Center for
Financial Services Studies

Biostatistics Research Center
Center for Competitive Government

Center for Healthcare Research
and Management

Center for Labor and
Human Resource Studies

Innovation and
Entrepreneurship Institute

Institute of Global Management Studies and Center
for International Business Education Research (CIBER)

Irwin L. Gross Institute for
Business & Information Technology

National Laboratory for Tourism and e-Commerce
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Featured Center

National Laboratory for Tourism

and e-Commerce (NLTeC)

The importance of information technology in
tourism, especially of the World Wide Web, has
increased tremendously over the past years — and
this trend will certainly continue. New technological
tools and applications and the “consumer generated
media” are emerging on a daily basis and offer
numerous opportunities for the tourism industry.
However, since the technology itself is now available
to almost everyone, its use alone does not necessarily
bring the desired competitive advantage. The inte-
gration of [T into the organizational fabric is the key
to success. At Temple University, the National
Laboratory for Tourism & eCommerce ( NLTeC) is
addressing those issues through their programs in
teaching, outreach and research.

NLTeC is a multi-disciplinary, multi-departmental
and multi-university. NLTeC is housed in School of
Tourism and Hospitality Management affiliated with
Fox School of Business and Management at Temple
University. The primary mission of the National
Laboratory for Tourism & eCommerce is to conduct
and facilitate high quality inter and multi-discipli-
nary research and development in those areas of
tourism impacted by technology. To this end, NLTeC
provides a unique and powerful setting for scholars
and practitioners to consider the nature and role of
information technology in tourism industry. Research
by laboratory faculty, staff and fellows include the
following areas: advertising, business, communications,
computer science, education, environmental studies,
geography, marketing, management information
system, psychology, and urban and regional planning.

The primary area of research explore how marketing
destinations use online tools. More recently the focus
is on the lack of technological capacity in the tourism
industry to deal with the changes in consumer prefer-
ences and behavior. The NLTeC researchers study
online advertising practice and are able to compare
marketing effectiveness and are able to better under-
stand the dynamics of a tourism market. The internet
also provides different ways for consumers to share
information and experience which make this area of
research very popular and applicable to the industry.
A new emphasis research looks at how small and
medium size tourism enterprises manage the financial
issues related to the risk of catastrophic events (both
natural and man-made).

NLTeC is internationally recognized as the leading
research institute in this field. Its success is due largely
to the many partnerships created among faculty from
the University of Vienna, Institute for Tourism and
Leisure Studies; Texas A&M, Department of
Recreation, Park & Tourism Sciences; Istituto
Trentino Cultura, eCTRL-Electronic Commerce
and Tourism Research Laboratory. Also, many public
and private sector tourism organizations, such as,
BACVA-Baltimore Area Convention and Visitors
Association, Madden Preprint Publishing, SITE
Foundation — The Research Arm of the Society

of Incentive & Travel Executives, Nichols Tourism
Group, Northern Indiana Tourism Development
Commission and Elkhart County Convention

& Visitors Bureau, and the Pennsylvania Office of
Tourism, have contributed to the work of the
laboratory.

National Laboratory for Tourism and eCommerce is
the home for the Journal of Information Technology
and Tourism. Editor: Daniel R. Fesenmaier, Ph.D.

Featured Projects

SMART Baltimore The BACVA market research
system integrates data and online tools into an infor-
mation environment.

eSafe is the first comprehensive online knowledge-
based system that seeks to continually improve safety,
security and risk management for festivals and other
events.

King Tut In Philadelphia. Working with
Philadelphia’s Franklin Institute to evaluate the
visitor experience.

SMART Survey enables tourism organizations to
design, create, conduct and manage consumer sur-
veys via the Internet.

The Amish Bed & Breakfast website (northern
Indiana) integrates virtual tours into their destina-
tion marketing.

The Heritage Tourism website (Illinios) was created
as a portal for information on heritage tourism devel-
opment projects.

Travel Information Studies - NLTeC is conducting a
series of studies which examine on the nature of use
and the impact of information for travel in the
United States.

Graduate Students

Todd Alexander
Stacey Barlow
Jianan Chen

Faculty

Dr. Daniel Fesenmaier
Dr. Clark Hu
Yongho Hyun

Heejun Kim Pradeep Racherla

Dr. Seoki Lee Neha Singh

Dr. Ulhas Rao Andrew Talaga

Dr. Wesley Roehl Ingvar Tjostheim

Dr. lis P. Tussyadiah Zheng Xiang
Florian Zach

National Laboratory of Tourism & eCommerce

Daniel Fesenmaier, Director

1700 N. Broad Street
Suite 201
Philadelphia, PA 19122

phone: 215.204.5611
fax: 215.204.8705



Featuring
Doctoral Student:
Allison D. Watts

Bachelor of Science in Business Administration
Bloomsburg University, Bloomsburg, Pennsylvania
(1980)

Masters of Science, Dynamics of Organization
University of Pennsylvania, Philadelphia, Pennsylvania
(1992)

Ph.D. Candidate, ABD, Strategic Management
Temple University, Philadelphia, Pennsylvania
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QZ In which areas of research are you
most interested?

A: My research interests center on science, technol-

ogy, and innovation in organizations. The main
premise of my dissertation is that firms with a strong
grounding in the basic or pure sciences (chemistry,
biology, astronomy, mathematics, etc.) take a differ-
ent approach to increasing their knowledge base than
firms with a strong applied science foundation (com-
puter science, engineering, medicine, etc.). Firms
with the former approach (i.e. research-based phar-
maceutical firms) rely on a formal understanding and
training in the underlying sciences while those in the
latter category (i.e. generic pharmaceutical producer)
are more solution driven. These differences will be
evident in the firm’s emphasis on R&D spending,
organizational structure, new product introductions,
and financial performance.

QZ How does your research contribute to your

academic discipline?

A: Technology combines theoretical scientific

knowledge and practical knowledge of the problem to
generate a viable solution (Dosi, 1982). My disserta-
tion builds on Cohen and Levinthal’s (1990) asser-
tion that investments in research and development
(R&D) contribute to firm knowledge. I suggest that
scientific foundation affects organizational choices,
new product output and financial performance.

In short, the relationship between knowledge and
performance differs on the basis of the underlying
science. My work contributes by breaking down
“science” categorically and testing hypotheses on
the basis of scientific foundation.

QZ Why Temple University? How did you make the

decision to pursue a doctorate from the Fox School
of Business?

At T worked for 20 years in industry — mostly

accounting, financial planning and strategic planning
jobs for two large corporations. The idea of pursuing
a Ph.D. came while [ was working on my masters’

' Youngjin Yoo, Associate Professor, Management
Information Systems with Richard Boland, Jr. and
Kalle Lyytinen, Weatherhead School Of Management,
Case Western University. Dr. Yoo and his associates
have received $686,366 for a three-year term from
the National Science Foundation, Innovation and
Organization Change Program. Their work explores
the nature and processes of the emergence of dis-
tributed innovations in architecture, construction and
engineering industries and the role of information
infrastructure in that process. They combine field
studies with multiplex, heterogeneous, and dynamic
network modeling of construction projects.

Temple University Fox School of Business and its affiliate, the School of Tourism and Hospitality Management

interview

degree but I didn’t act on it for several more years.
After returning from international assignments in
Asia, I was interested in starting a Ph.D. program and
sought a program in the Philadelphia area. Being a
native Pennsylvanian, I was familiar with Temple
University but didn’t have much knowledge about
their Ph.D. programs. Because Temple had a strong
strategy program and was building their international
program it seemed a good fit with my background and
future interests.

QZ How does the Fox School of Business support
your doctoral program?

A: Initially, the support was in the form of graduate

assistantships with a variety of professors. This helped
develop hands-on research skills (i.e. finding and
working with data, databases) in addition to getting
to know faculty — a plus later on when considering
dissertation committee members. Second, teaching
courses helped to develop my teaching skills and
provided an income. Finally, the Temple University
Center for International Business Education Research
(CIBER) helped to fund my attendance at a confer-
ence in Portugal to present a paper.

QI What are your academic plans for the future?

A Tam currently seeking a tenure track position.

Publications

Watts, Allison, D. and Hamilton III, Robert D.
(2007). “Excessive Resource Control and Strategic
Alliance Failure.” The International Jowrnal of
Technology Intelligence and Planning, forthcoming.

Chaganti, Rajeswararao, Watts, Allison D.,
Chaganti, Radha and Treichel Monica. (2006).
“Ethnic-Immigrants in Founding Teams: Effects on
Prospector Strategy and Performance in Internet-
Based New Ventures.” The Journal of Business
Venturing, forthcoming.
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The Cochran Research Center at Temple University Fox School of Business Management
and its affiliate School of Tourism and Hospitality Management supports research and promotes
partnerships among their own faculty and with others from the schools and colleges

throughout the university.

44 £090-88¢

Biagsiomn 1por
Jabeue uondNPOId

Jaupjoo Aor epur]
ubisaq

Jel1s jlen
Joaig Uy

191PWURSa4 3IN[
101p3

uespueyd ueley
y2Jeasay Jo ueaq MIA

18104 3YSON "INl
uea(

Z 1IaquIinN 'z dWwinjoA

Our mission is to become a leader in business and management research and community engage-
ment to better serve our stakeholders — students, faculty, industry and the people of Pennsylvania.

To facilitate this process, staff at the Cochran Research Center help faculty to:

e Identify research opportunities matching the expertise and capacity of faculty

and students;

e Sponsor a series of workshops that focus on proposal and grant writing themes

and exploring new funding opportunities; and

e Assist in the compilation of proposals, budgets and communications between
principal investigator, funder and university administration.

In addition to striving for excellence in research and community engagement, faculty affiliated with
the Cochran Research Center are dedicated to promoting educational goals, working with students
in the classroom, in the community, and in the research arena. The Cochran Research Center

Online at http://www.sbm.temple.edu/crc

Cochran Research Center Contacts

William Aaronson, PhD
Director
email: william.aaronson@temple.edu

phone: 215.204.8128

Julie Fesenmaier, MA
Associate Research Director
email: juliefes@temple.edu

phone: 215.204.7040

300 Speakman Hall
1810 North 13th Street
Philadelphia, PA 19122-6083
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