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The Incentive Effect of Executive Compensation From the View of

Investment—Cash Flow Sensitivity
YAN Yan-yang', QIAO Si—jia', YUAN Ying’
(1. College of Finance and Statistics of Hunan University, Changsha 410079, China;
2. Business Administration School of Northeastern University, Shenyang 110819, China)

Abstract: The effect of executive compensation incentive is often subject to various factors. From the
perspective of enterprise management, this paper builds a company profit maximization model and finds that the
common measurement of pay—performance executive incentive compensation sensitivity act positively with investment—
cash flow sensitivity, indicating that while the enterprise financing constraints exists, the executive compensation
incentive effect will perform better. This conclusion is accord with the empirical test based on the 2007—2013
listed companies. Further study finds that, in the less financing constrained companies and state—owned enterprises,
the relationship between pay-—performance sensitivity and investment—cash flow sensitivity is not significant, which
suggests that there may exist a threshold effect. Further study of threshold regression results show that, the salary
incentive effect is significant when the firm’s degree of financing constraints are above the threshold. However, this
is not significant when the financing constraints are below the threshold. On one hand, these conclusions suggest
that, in the state—owned enterprises, “financing soft constraints” have weakened the salary incentive effect. On the
other hand, to achieve the optimal incentive effect, the executive compensation should be changed dynamically
according to the degree of financing constraints. The discovery of this paper not only offers a new perspective for
the study of executive compensation incentive evaluation, an alternative plan other than the equity incentive plan
for long—term incentive, but also provides a new evidence to the urgency of the further market-oriented reform of
state—owned enterprises.

Key Words: executive compensation; investment—cash flow sensitivity; pay—performance sensitivity; threshold
regression
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