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Abstract 

 

This paper tries to provide the first insights into the determinants of the choice of an implicit or explicit 

contract for CEOs and firms of the S&P 500 index and follows the paper of Gillan, Hartzell and Parrino 

(2009) that also investigated the determinants in the choice of an implicit or explicit contract. The data 

is mostly collected by reading and processing information of 1,037 contracts by hand, and firm 

characteristics are retrieved from the financial database Compustat. The variables in this research are 

grouped in contract, CEO, compensation and firm characteristics. A Linear Probability Model and Probit 

model is used to investigate the relationship of the choice of an implicit or explicit contract with 

contractual terms and uncertainty. Next to that, an analysis in the contract duration of explicit 

contracts with contractual terms and uncertainty is performed with the help of an ordinary least 

squares model and Tobit model. This paper showed that the nature of the relationship between the 

CEO and firm has an impact on the choice of an implicit or explicit contract. CEOs that have an 

employment at will are more likely to have an implicit contract. Regarding uncertainty, no significant 

relationship is found with having an explicit contract. It seems that uncertainty does not influence the 

choice for an implicit or explicit contract. However, when an additional analysis is performed for the 

influence of the 2007 financial crisis on the choice of an implicit or explicit contract, the patterns in the 

data suggest that economic conditions do have an influence on the type of contract CEOs and firms 

enter into. Further research into this topic is recommended to provide evidence for this link. The 

analysis of the contract duration of explicit contracts shows that CEOs that have more to lose in the 

event that the firm does not adhere to the contract, have a longer explicit contract duration. CEOs that 

receive more incentive-based compensation and shares upon commencement of their employment 

are more likely to have a longer explicit contract duration. They try to ensure their variable 

compensation for a fixed period of time. Another interesting finding of this research is that the 

provisions of both explicit and implicit contracts suggest that both the CEO and firm have bargaining 

power when establishing a contract. 
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1. Introduction 

 

In the last thirty years chief executive officers (CEOs) and their pay are much-discussed around the 

world. The pay levels of CEOs have increased dramatically, while the pay levels of employees did not 

experience similar increases. This wage gap between CEOs and its employees kept growing. Employees 

and the society started to ask questions which led to debates if the high CEO pay is justly and if so, 

what are the reasons behind the high pay levels. A lot of research has been conducted concerning the 

CEO contracting process, outcomes of the contracting process and how these are linked with firm and 

industry performance, to find an explanation for the high CEO pay. Gray and Cannella (1997) found 

that the higher pay is used to align the interests of the CEO with the shareholders of the firm and with 

long-term performance (see also Coughlan & Schmidt, 1985). Another possibility can be that the CEO 

pay reflects the actual work load, pressure and risk CEOs face. However, surprisingly, there is very little 

research that focuses on the contracts of CEOs itself.  

 

Contracts are very complex employment agreements between an employer and employee that are 

discussed and established in personal meetings. Therefore, CEO contracts among each other are quite 

different. Even the basic terms like the compensation structure, the legal terms, the provisions, use of 

perquisites and the contract duration differ from each other (Kole, 1997). Despite the complexity and 

differences of the contracts, many firms do not have explicit contracts with their CEOs. In 2000, less 

than half of the firms in the S&P 500 index had an explicit contract with their CEOs (Gillan, Hartzell, & 

Parrino, 2009). The other firms and their CEOs relied on implicit contracts through which the CEO was 

employed at will (Gillan, Hartzell, & Parrino, 2009). So when investigating the contracts of CEOs, the 

first question one should ask is whether the CEO has an explicit contract in the first place, and what 

determines whether a CEO will have an implicit or explicit contract. Schwab and Thomas (2006) were 

one of the first to look at CEO contracts and its key legal characteristics. They found that CEOs are not 

at-will employees. Firms do not have all the power when establishing an explicit contract, the CEO also 

has bargaining power and is well protected against actions of the firm. Gillan, Hartzell and Parrino 

(2009) performed a research similar to this research and found that less than half of the CEOs of S&P 

500 firms have an explicit contract. Yet research in this subject is limited, while it is actually the basis 

when investigating the outcomes of contracting processes like CEO turnover, or CEO compensation 

and benefits, as these outcomes are likely to be affected by whether the contracts are explicit or 

implicit. More attention for and studies in this subject will help better understand the choice of an 

implicit or explicit contract for the CEO, in which situations an implicit contract can be more beneficial 

than an explicit contract and how this affects contracting outcomes and firm performance. Next to 
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that, it can shed more light on the reason why there are so less explicit contracts between the CEOs 

and firms of the S&P 500 index, and also on the high pay levels of CEOs that are much debated. This 

research will try to provide some of the first and scarce insights concerning the choice of an implicit or 

explicit CEO contract. The research question of this paper is stated as followed: How is the choice 

between an implicit or explicit contract affected for CEOs of firms in the S&P 500 index? 

 

To investigate the research question of this paper, 1,037 contracts are read and processed by hand, as 

there was no accessible dataset available for this relatively new topic. Different characteristics 

regarding the content of the contracts, compensation and CEOs of the S&P 500 were collected for the 

period of 2004 till 2013. Characteristics of the firm were retrieved from the financial database 

Compustat. The variables in this research will be sorted based on these four categories, to keep a clear 

overview during the analysis of the research question. This paper will follow the paper of Gillan, 

Hartzell and Parrino (2009) that also investigated the determinants in the choice of an implicit or 

explicit contract and contract duration. Nonetheless, this research is performed for multiple and more 

recent years than the paper of Gillan, Hartzell and Parrino (2009) and an additional analysis is 

performed regarding the 2007 financial crisis. To perform the investigation into the determinants of 

the choice of an implicit or explicit contract, a Linear Probability Model and Probit are used. The main 

results show that the nature of the relationship between the CEO and firm has an impact on the choice 

of an implicit or explicit contract. CEOs that have an employment at will are more likely to have an 

implicit contract. Regarding uncertainty, no significant relationship is found with having an explicit 

contract. It seems that uncertainty does not influence the choice for an implicit or explicit contract. 

However, when an additional analysis is performed for the influence of the 2007 financial crisis on the 

choice of an implicit or explicit contract, the patterns in the data suggest that economic conditions do 

have an influence on the type of contract CEOs and firms enter into. However, further research into 

this is necessary to provide evidence for this relationship. 

 

This research also includes an analysis where the relationship of the contract duration of explicit 

contracts with the terms of the contracts and uncertainty is performed. For this analysis, an ordinary 

least squares model and Tobit model are used. The analysis of the contract duration of explicit 

contracts shows that CEOs that have more to lose in the event that the firm does not adhere to the 

contract, have a longer explicit contract duration. CEOs that receive more incentive-based 

compensation and shares upon commencement of their employment are more likely to have a longer 

explicit contract duration. They try to ensure their variable compensation for a fixed period of time. 

Another interesting finding of this research is that the provisions of both explicit and implicit contracts 
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suggest that both the CEO and firm have bargaining power when establishing a contract, which is in 

line with the findings of the paper of Schwab and Thomas (2006). 

 

In the remainder of this paper a theoretical background is provided with a discussion of the choice of 

an implicit or explicit contract in relation to uncertainty. Then a review of literature is given that is 

related to the field of this paper, and the hypotheses of this research are established. Afterwards, the 

statistical part of this research is discussed with a summary of the variables and the methodology 

employed to investigate the research question. After that the results of the main analysis are 

presented, followed by the results of the explicit contract duration analysis and 2007 financial crisis 

analysis. Subsequently, a discussion of the limitations of this study will be given and this research 

concludes with a conclusion that gives an answer on the research question of this paper. 
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2. Theoretical background 

 

Before the previous papers are discussed that investigated this topic, a brief discussion of the contract 

theory, how uncertainty can affect the choice of implicit and explicit CEO contracts, and the bargaining 

power between a firm and CEO is given. In this way a better understanding of this relatively new 

subject can be gained. 

 

2.1. Contract theory 

The process of establishing contracts is very complex. Contract theory studies the way a principal and 

agent construct and develop legal agreements. It covers how the different parties make decisions to 

create a contract with particular terms in case of uncertain conditions and asymmetric information. 

Contract theory is based on principles of financial and economic behavior as the different parties have 

different incentives to perform or not perform particular actions. According to this theory, contracts 

exist to draw a line between what the principal expects to happen and what will happen; it is a clear 

and specific understanding and agreement of how both parties stand and how they should perform. 

There is a mutual trust that all of the discussed terms are valid and will be followed. The theory analyses 

the agent’s behavior under specific structures and while taking these into account it aims to find an 

optimal design for employee benefits in such a way that it will optimize the agent’s decisions for the 

principal. Contracts are thus very useful agreements for the principal to make sure the agent will act 

in the best interest of the principal. But also the agent gains from a contract. With a contract the agent 

can ensure that the principal cannot dismiss him for an invalid or unreasonable reason, and if this does 

happen, the agent will be compensated for this. 

 

2.2. The choice of an implicit or explicit contract and uncertainty 

Despite the complexity of an employment agreement and the uncertainty both parties can face, it is 

yet often observed that firms and CEOs do not have an explicitly written contract. According to 

economic theory, an implicit contract is more likely when the benefits from voluntarily adhering to it 

exceeds the costs for both parties. Tesler (1980) argues that an implicit contract must involve a 

sequence of transactions in which there is always a positive probability of continuing the relationship. 

The profits of the contract are an incentive for the principal, in this case the firm, to adhere to the 

terms of the contract. However, when there is a pre-arranged contract duration, the timing of the last 

transaction is known with certainty and both parties might have an incentive to violate the terms of 

the contract because there are no profits to lose in the future. Nevertheless, Klein (1996) argues that 

reputational concerns ensure that both parties will abide by the contract even if the date of the last 
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transaction is known with certainty (see also Gibbons & Murphy, 1992). But it can also be the case that 

the parties face uncertainty about the profits of the contracts. One or both parties can be uncertain 

about the benefits and costs of the contract, which causes uncertainty about the chance that one of 

the parties will alter the contract. In this case, an explicit contract seems more beneficial as it can 

reduce direct costs, agency costs or contracting costs. In case of direct costs, an explicit contract 

reduces uncertainty faced by a risk-averse CEO who is then willing to accept a lower level of 

compensation in exchange for a written contract. Or with an explicit contract, the firm is able to attract 

higher quality CEOs for the same price with a written contract. In case of agency costs, an explicit 

contract that reduces uncertainty can make the CEO more willing to make risky positive net present 

value projects and less likely to make overly conservative financing and dividend policies because he 

is better protected with a written contract. Contracting costs are reduced because renegotiations are 

relatively less likely with an explicit contract. Both parties can also face uncertainty about how the 

costs and benefits of the contract can change over time. Explicit contracts give more protection for the 

possibility that one party can alter the agreement when the conditions change, but it also makes it 

costly to adjust the terms or terminate the contract when this is more beneficial. When flexibility 

regarding the contract and its terms is important, an implicit contract will be the better option. 

 

Uncertainty about the profits that the opposite party expects to receive from the contract or 

uncertainty about the importance of reputation to the opposite party can also affect the choice of an 

implicit or explicit contract. In the first situation, a board of a poorly performing firm can face lower 

costs from altering the contract with the CEO because the future profits that can be lost by this firm 

are smaller, when compared to a board of a firm that is performing well. For the situation of reputation, 

a board that has recently fired a CEO can face lower costs from altering the contract because their 

reputation is already damaged and doing so again will have a smaller effect on their reputation than a 

similar action by a board that has not recently broken a contract. Alternatively, the board can also have 

incentives to behave myopically, such as when the firm is likely to be acquired, forced into bankruptcy 

or other circumstances that increase the chance of board turnover. The board can then be more likely 

to alter the contract with the CEO, because the reputation effects are smaller for directors that did not 

enter into the original contract with the CEO (Knoeber, 1986). So when the CEO is not sure about the 

costs to the board in these cases, he will prefer an explicit contract, while the board might prefer the 

flexibility of an implicit contract. 

 

When there is a need for investments in firm- or industry-specific human capital, both the CEO and 

firm can face risks. If a CEO himself invests in the specific human capital, he faces higher potential costs 

in case the contract is altered by the firm; other firms are not willing to compensate the CEO for the 
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firm- or industry-specific human capital. This can be an incentive for the board to take advantage of 

the CEO; they can alter the contract or pay the CEO less than agreed (Hart & Holmström, 1987). If the 

firm pays for the investment in the specific human capital, the CEO can have an incentive to take 

advantage of this situation, since he has expertise that the firm needs and the costs of replacing the 

current CEO are high. When there is a possibility that such behavior might occur from one of the 

parties, an explicit contract is preferred (see also Klein, Crawford, & Alchian, 1978). Another situation 

where an explicit contract can be preferred, is when the CEO earns an above-market compensation 

and thus has more to lose if the board alters his contract. It will be harder for him to find a job that 

pays a similar wage. This effect is stronger for a young CEO, as he will incur these lost wages for a 

longer period of time and thus has more to lose. When the compensation of a CEO for a large part 

consists of incentive compensation, an explicit contract can also be preferred. This compensation is 

more susceptible to being lost than salary when a contract is altered. Next to that, this type of 

compensation can be very risky since many different factors can influence the performance of the firm 

and thus the CEO, which the CEO does not have control over. Especially risk-averse agents do not like 

to have a salary that is for a large part based on incentive compensation. Another setting where an 

explicit contract might be preferred, is when the CEO is from outside the firm. Incumbent CEOs 

generally have stronger negotiating positions than CEOs from outside because they, among other 

things, have an ongoing relationship with the incumbent board, have more and better information and 

they also already have experienced some degree of success in running the firm (Schwab & Thomas, 

2006). Incumbent CEOs can also assess better whether the board will adhere to an implicit contract. 

The CEO from outside thus faces more uncertainty than the incumbent CEO. 

 

Uncertainty about the future operating environment of a firm also affects the choice of an implicit or 

explicit contract. When the operating environment of the firm changes, it can be the case that the 

current CEO is not the best executive for the job anymore and other executives are better suited for 

the job requirements. The board can have an incentive to replace the CEO regardless of the contract, 

because the costs of adhering to the contract are larger than the benefits. It can also be the case that 

the CEO is still the best person for the job when the operating environment changes, but the board 

can have an incentive to change the conditions of employment like the structure of the CEO’s 

compensation. The uncertainty about the future operating environment of the firm also go hand-in-

hand with increases in the uncertainty about the future reputational concerns of the board. These 

changing business conditions can lead to financial distress and damage to the board’s reputation when 

altering a contract, which reduces the board’s incentive to adhere to an implicit contract. The CEO 

faces potential losses in these cases, but even for him it can be beneficial to terminate the contract 

when environmental changes occur. Other jobs can become more attractive for the CEO (Gillan, 
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Hartzell, & Parrino, 2009). The labor market specifically can affect the cost of terminating a contract 

with a CEO. If there are many other executives that possess the necessary skills for a particular CEO 

position, it will be less expensive to replace the CEO (Parrino, 1997). A CEO with a job that requires 

more general skills, experiences more uncertainty and will therefore prefer an explicit contract. 

 

2.3. CEO contract duration and uncertainty 

When a CEO has an explicit contract, it typically covers for which fixed period of time the contract will 

last. The contract can allow for a renewal under specified conditions. The contract duration of an 

explicit contract can be measure of the degree of protection the contract provides. Contracts with 

longer explicit durations provide more structure, legal protection over a longer horizon and a 

guaranteed compensation for the CEO. Therefore, CEOs that experience greater uncertainty regarding 

the firm altering their contract, can be more likely to have an explicit contract for a longer period of 

time (Gillan, Hartzell, & Parrino, 2009). In this way they are protected from the risks regarding their 

tenure they would otherwise be exposed to. CEOs that work in uncertain business environments or 

work in firms that have lower costs of altering a contract can be more likely to have a longer contract 

duration along with having an explicit contract. CEOs that earn above-market compensation can also 

be more likely to have a longer contract duration, to secure their high compensation for a longer period 

of time. So when the CEO faces more uncertainty, contract duration can be used to hedge against the 

risk he faces and is thus a means of protection. 

 

2.4. Bargaining power between the firm and the CEO 

The bargaining power of both a CEO and firm is also a topic closely related to contracts and their 

establishment. An important question here is if the contract strongly reflects what the CEO wants or 

that it serves both parties’ interests well. The final terms of a contract can depend on the relative 

bargaining power of the parties. The contracts of CEOs and other employees in the firm are quite 

different and previous research has shown that CEOs do have significant bargaining power in the 

negotiations over the terms of their employment contract (Schwab & Thomas, 2006; Bebchuk, Fried, 

& Walker, 2002). CEOs from outside the firm have relatively more bargaining power than incumbent 

CEOs, because they are not from within the firm and face more uncertainty. But it seems that both the 

firm and CEO have some power when establishing a contract, since the economic terms and legal 

agreements of contracts do not only protect the CEO, but also protect the firm against unreasonable 

actions of the CEO. A contract is thus not a one-sided power contract (Schwab & Thomas, 2006). 

 

 

 



 

11 
 

3. Literature review 

 

Research into CEO contracts is very limited, especially when one focuses on the type of contracts CEOs 

have. The contracts are most of the time publicly available, but when it is not, it is hard to find out 

whether the firm does not have a contract with its CEO or it simply did not make it available for the 

public. Next to that, datasets about the different aspects in the contracts are very scarce. This section 

will focus on papers that studied the choice of an implicit or explicit CEO contract and CEO contract 

duration. Based on the previous findings of the papers and the theoretical background, hypotheses 

are established that will help in answering the research question of this paper. 

 

3.1. The choice of implicit or explicit CEO contracts and CEO contract duration 

In 2000, less than half of the firms in the S&P 500 index had an explicit contract with their CEO. The 

paper of Gillan, Hartzell and Parrino (2009) recently studied the choice of implicit or explicit CEO 

contracts with the help of Probit models and the CEO contract duration of explicit contracts with the 

help of Tobit models. It is the only paper that specifically focused on the choice of implicit or explicit 

CEO contracts. They report evidence on the determinants that influence the choice of an implicit or 

explicit contract. First, they find that explicit contracts are used more frequently in firms operating in 

more uncertain business environments and in firms that are likely to face lower costs from altering the 

contract with the CEO. This finding is consistent with the idea that firms that face greater uncertainty 

are more likely to experience situations in which altering the contract with the CEO is more beneficial 

because the benefits from altering outweigh the costs. Second, CEOs who are from outside the firm 

are more likely to have explicit contracts. These CEOs experience greater uncertainty about the 

sustainability of their contracts with their firm than incumbent CEOs. The CEOs from outside the firm 

often have a weaker relationship with the board and other senior executives and in general are less 

knowledgeable about the firm. Third, CEOs who have more to lose when the firm alters their contract, 

like CEOs that earn an above-market compensation, are more likely to have an explicit contract. Fourth, 

in addition to the previous finding, the authors find that CEOs who receive a larger share of their pay 

as incentive-based compensation, which is more susceptible to being lost when the contract is altered, 

are more likely to have an explicit contract. Regarding the contract duration of explicit contracts, the 

authors find that CEOs who face a greater possibility that their contract will be altered, or CEOs that 

have more to lose if the contract is altered, are not only more likely to have an explicit contract but 

they are also more likely to have a contract for a longer period of time. This study will follow the study 

of Gillan, Hartzell and Parrino (2009), but with more and recently data to find actual and more accurate 

results. 
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Schwab and Thomas (2006) performed an empirical analysis of CEO employment contracts. They 

particularly focused on contracting issues of dismissal with and without good reason, resignation with 

and without just cause, and provisions like non-competition clauses, arbitration clauses, contractual 

restrictions, perquisites and change-in-control agreements to see which party has the bargaining 

power; the firm or the CEO. The authors find that CEOs are not at-will employers; they are well 

protected against actions of the firm, while the firm is relatively seen less protected against actions of 

the CEO. Change-in-control agreements are used to investigate whether CEOs are able to get highly 

favorable provisions in these contracts because only an unwanted takeover of the firm would trigger 

their provisions, and the acquiring firm would at least initially be the one held responsible for making 

any payments that the CEO of the departing firm would receive. So the terms in these change-in-

control agreements illustrate what a CEO contract might look like if CEO power was not checked by a 

board. The authors found the board gave CEOs more latitude to quit with good reason that their 

regular contracts did. Relatively seen, the agreements also included fewer do-not-compete provisions 

than CEO contracts. If change-in-control agreements do reflect what CEOs would like to have in their 

contracts, than these differences the authors found, show that CEO contracts are not one-sided 

contracts or at-will contracts as has been suggested. Another finding is that CEOs receive a lot of 

perquisites despite the high compensation they receive. Song and Wan (2014) investigated explicit 

contract and CEO compensation and reported findings that are consistent with the predictions of Klein, 

Crawford and Alchian (1978). An explicit contract is used to encourage CEOs to invest in firm-specific 

human capital that is susceptible to opportunistic behavior. The authors determine that compensation 

is higher when CEOs have explicit contracts, have a longer contract duration, or have a contract that is 

more explicit in terms. Such explicit contracts are more likely in situations where the CEO is from 

outside the firm, the CEO has an above-market compensation, the firm has a low investment intensity 

or low growth opportunities, and CEOs that have a short employment history with the firm. 

 

Xu (2009) studied the effects of contract duration of CEO employment contracts on CEO performance. 

The author uses the terms of 1,018 contracts and found that firms with shorter CEO contracts trade at 

a discount to firms with longer contracts. CEOs with short-term contracts invest less but show higher 

profitability than their peers, which is in line with the argument that short-term oriented CEOs sacrifice 

long-term investments for short-term value maximization. Employment contracts that have a shorter 

duration also have a disciplining effect; when CEOs with longer term contracts are close to contract 

renewal and termination is more likely, they overinvest in unproductive or very risky projects and 

destroy firm value more than CEOs with the shortest term contracts. Conyon (1994) investigated the 

tenure and contract duration of UK CEOs and found that the average CEO tenure is five and a half 

years. The median CEO contract duration is three years. González-Uribe and Groen-Xu (2016) also 
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investigated CEO contract horizon together with innovation quality. Their results suggest that fixed-

term contracts protect CEOs from dismissal, like economic theory suggested, and thus set a managerial 

time horizon. The authors also investigate the link between CEO contract horizon and innovation 

measured with patent citations. One additional year in CEO contract horizon is associated with better 

innovation quality. This finding finds support as a causal interpretation, as the authors also find a 

decrease in innovation quality after exogenous restrictions to executive contract length due to a 

governance reform are implemented. 

 

This research contributes to the existing literature of implicit and explicit contracts in several ways. 

First, the dataset in this research consists of more CEO contract observations than the paper of Gillan, 

Hartzell and Parrino (2009). Their sample consists of 494 observations and this research includes 1,037 

contracts. Second, this research is performed over a longer time period and for more recent years; 

from 2004 till 2013. The paper of Gillan, Hartzell and Parrino (2009) only investigated the choice of 

implicit and explicit contracts in the year 2000. These contributions will make the results in this 

research more accurate and actual compared to Gillan, Hartzell and Parrino (2009). Lastly, this research 

performs a brief additional analysis where the change in pattern of the choice of an implicit or explicit 

contract before, during and after the 2007 financial crisis analysis is investigated, to see if there is a 

difference in the terms of the contracts. In this manner, the first step in the direction of further 

research into this is set and a better understanding can be gained about implicit and explicit contracts 

and the influence of economic conditions on the contracts. 

 

3.2. Hypotheses 

In order to answer the research question of this paper as clear and complete as possible, hypotheses 

are used. These hypotheses are constructed with the help of the theoretical background and previous 

literature on the choice of implicit or explicit CEO contracts and the CEO contract duration. Based on 

the results of this study, the hypotheses will be accepted or rejected and a clear answer on the research 

question can be given. The provisions and clauses of the contracts can also show if the firm and CEO 

have bargaining power. These provisions provide protection for either the CEO or the firm1. In the main 

analysis, this research will also see if the CEO and firm both have bargaining power, as Schwab and 

Thomas (2006) found. 

 

                                                             
1 The variables amendment protection, change of control agreement and CEO resignation for good reason 
protect the CEO for harmful actions of the firm. Non-competition clause, confidentiality clause, arbitration 
clause and CEO dismissal for cause protect the firm for harmful actions of the CEO. The presence of these forms 
of protection can show if one of the parties has relatively more bargaining power. 
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3.2.1. Hypotheses regarding the choice of implicit or explicit CEO contracts 

First, this research focuses on the choice of an implicit or explicit contract in relation to contractual 

terms2 and uncertainty. Employment at will seems to be more likely for implicit contracts as the 

employment is then completely at will and both parties can end the employment with or without 

reason at any time. No protection is provided to either party. Therefore, the first hypothesis is stated 

as follows: 

 

Hypothesis 1: CEOs with employment that is at will are more likely to have an implicit contract. 

 

CEOs in firms with higher financial risk face more uncertainty about the future of the firm, but also the 

chance that the firm will adhere to the contract and does not change the terms like the compensation 

of the CEO. In these cases an explicit contract might be preferred3. The second hypothesis states: 

 

Hypothesis 2: CEOs that work in firms with relatively more financial risk are more likely to have an 

explicit contract. 

 

If the CEO works in a highly competitive labor market, he might prefer an explicit contract because he 

is easy replaceable. The explicit contract provides protection in the form of job security for the CEO. A 

CEO that works in a labor market where the firm is relatively big compared to the industry and 

competition is less prevalent, is not easy replaceable and faces less uncertainty. An implicit contract is 

relatively more often observed in this case4. The third hypothesis states: 

 

Hypothesis 3: CEOs that work in a firm that operates in a relatively more competitive industry and is 

relatively smaller in relation to the industry, are more likely to have an explicit contract. 

 

CEOs who are from outside the firm have relatively less knowledge about the firm and a weaker 

relationship with the board than an incumbent CEO, and thus face more uncertainty. For this reason 

they prefer an explicit more often (see Gillan, Hartzell, & Parrino, 2009; Schwab & Thomas, 2006). The 

fourth hypothesis states: 

 

Hypothesis 4: CEOs who are from outside the firm are more likely to have an explicit contract. 

                                                             
2 Contractual terms is used to refer to the contract, CEO and compensation characteristics together. 
3 The variables that reflect financial risk are leverage and median volatility of sales. Industry-adjusted 
EBIT/Assets indirectly reflects the financial risk of a firm, as it shows how effective the firm uses its assets to 
generate earnings. 
4 The competition and size of the firm in relation to the industry is measured by the Herfindahl-index. 
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Regarding the compensation of CEOs, CEOs that receive relatively more compensation are more likely 

to have an explicit contract because they have more to lose in case the firm alters their contract. Also, 

when a CEO receives relatively more incentive-based compensation, he is more likely to have an 

explicit contract as this is subjected to other uncertain factors (Gillan, Hartzell, & Parrino, 2009). The 

fifth hypothesis states: 

 

Hypothesis 5: CEOs that receive relatively more compensation, are more likely to have an explicit 

contract. 

 

3.2.2. Hypotheses regarding the contract duration of explicit CEO contracts 

The sixth hypothesis refers to CEO contract duration for explicit contracts5. CEOs that face more 

uncertainty, because they face a greater possibility that their contracts will be altered, or they have 

more to lose if their contract is altered, are not only more likely to have an explicit contract but they 

are also more likely to have a contract with a longer horizon. The contract duration acts as a way of 

protection (Gillan, Hartzell, & Parrino, 2009). Therefore, the sixth and seventh hypotheses state: 

 

Hypothesis 6: CEOs that face more uncertainty, have a longer explicit contract duration. 

 

Hypothesis 7: CEOs that have more to lose in the event the firm does not adhere to the contract, have 

a longer explicit contract duration. 

 

 

 

 

 

 

 

 

 

 

 

                                                             
5 This research only investigates the contract duration of explicit contracts. The contract duration of implicit 
contracts was often not mentioned and as a result there were too many missing observations to include all 
contracts. 
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4. Data 

 

In this section the source and collection of the data are briefly discussed. Subsequently, an explanation 

and a summary of the variables used in this research are presented. 

 

4.1. Source and collection of the data 

As research in this topic is very limited, there was no accessible dataset available for this research. 

Therefore, it was necessary to read the contracts and process the required information by hand in an 

excel file. To investigate the choice of an implicit or explicit contract and the relation of explicit contract 

duration with contractual terms, different characteristics regarding the content of the contracts, the 

compensation, the CEOs and the firms of the S&P 500 were collected. The variables in this research 

are arranged in these four groups to keep a clear overview. This research will follow the paper of Gillan, 

Hartzell and Parrino (2009) that also investigated the determinants in the choice of an implicit or 

explicit contract and contract duration. The variables in this research are mostly chosen on basis of this 

paper, and some extra variables are included because they can have an added value to the research 

and it will be interesting to see their relationship with having an explicit contract. Even though the 

paper of Gillan, Hartzell and Parrino (2009) is followed, this research is performed for multiple and 

more recent years than the paper. Next to that, to have more added value to the existing literature of 

the choice of an implicit or explicit contract, this research will perform a brief additional analysis 

regarding the 2007 financial crisis, which will be discussed in the next chapter methodology. 

 

In total, there was a turnover of roughly 1,051 CEOs for the S&P 500 firms in the period of 2004 to 

2013, thus 1,051 contracts were processed. The contract characteristics, compensation characteristics 

and the variable whether the CEO was a member of the board of directors of their firm from the CEO 

characteristics, were prepared by hand by reading the contracts and insert the information in an excel 

file. The information of these variables is retrieved from the online source US Securities and Exchange 

Commission. With the unique CIK codes of the firms, the filings of the firms can be accessed. With the 

help of the event date, the date of the announcement of the appointment of the CEO or the publication 

of the explicit contract, the filing with the right information can be found6. The other variables of the 

CEO characteristics were already prepared by my supervisor, which was usable for this research and 

obtained from the financial database Compustat. The required data to calculate the variables of the 

                                                             
6 The required filing is mostly a current report, an 8-K filing, with items 1.01 or 5.02 in the description. In case 
there was no information about the announcement of the CEO appointment, the annual proxy statement DEF 
14A was used to find the necessary information. 
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firm characteristics are retrieved from Compustat as well. Finally, the two datasets were merged on 

basis of the GVKEY7 and fiscal year of the change of the CEO, present in both datasets. The final dataset 

consists of 1,037 contracts, as some company filings were not available for some firms in certain years. 

 

When preparing the hand-made dataset of contract, compensation and CEO characteristics, some 

assumptions were made that are important to note. For the contract characteristics, if it was not clearly 

stated that the contract was at will or contained provisions for amendment protection, non-

competition, confidentiality, arbitration, change of control, CEO dismissal for cause or CEO resignation 

for good reason, and the annual proxy statement also did not mention any of these provisions, it was 

assumed that these provisions were not present in the contract. This was necessary to limit missing 

observations for these variables, as this situation occurred very often. For the compensation 

characteristics, the same holds for the variables initial option award and initial Restricted Stock Unit 

(RSU) award. These assumptions are very plausible as the chance that a contract contained the 

provisions, when it is not mentioned in the contract itself, the current report or the annual proxy 

statement, is very small. When a situation of doubt about the presence of the provisions occurred, it 

was left open to become a missing observation. Another very important point to note; sometimes it 

happened that the current report and/or annual proxy statement mentioned that the CEO and firm 

entered into an explicit contract. In this case, extra effort was exerted to find the explicit contract. If 

the contract was not found, it was treated as an implicit contract. Because of these assumptions, the 

missing observations were limited relative to the dataset. Most of the missing observations are present 

for the variables of the firm characteristics. This was the case if there was no financial data for the firm 

in certain years. 

 

4.2. Explanation of the variables 

Table 1 presents an overview of the variables for the contract, CEO, compensation and firm 

characteristics as well as the definition of each variable. The dependent variables in this research are 

explicit contract and contract duration. Explicit contract is a dummy variable that takes the value of 1 

when the CEO and firm entered into an explicitly written contract and a value of 0 if they entered into 

an implicit agreement. The contract duration specifies the term of an explicit contract in years. For 

some implicit contracts the contract duration was given, but for most the term was infinite or there 

was no specified term. The contract characteristics are a measure of (legal) protection for both the 

CEO and firm. Employment at will is often stated to clearly specify the nature of the relationship 

between the CEO and firm and thus limits the legal exposure for the firm. The contract length can be  

                                                             
7 A unique six-digit number key assigned to each firm in the Capital IQ Compustat database. 
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Table 1 Variable Definitions 
This table provides an overview and definition of the variables used in this research. 
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an indicator of protection for the CEO as it ensures certain contractual terms for a fixed period of time. 

The longer the contract duration, the more the CEO is protected. Amendment protection ensures that 

there is no chance that the firm can legally adjust the contract and reduces uncertainty for the CEO. 

The non-competition clause, confidentiality clause, arbitration clause and CEO dismissal for cause are 

forms of protection to the firm. It ensures the CEO cannot engage in activities that can harm the firm 

in any way and if this does happen, the CEO will face severe consequences. The change of control 

agreement and CEO resignation for good reason ensure that the CEO is protected in case the firm will 

be taken over or the CEO wants to leave the firm for justified reasons and thus reduces uncertainty. 

 

For the CEO characteristics, CEO age is included to account for the different ages between CEOs and 

to see if relatively older CEOs are more likely to have an explicit contract or longer contract duration. 

External CEO is included to see if CEOs from outside the firm are more likely to have an explicit contract 

and longer contract duration, as they face more uncertainty compared to inside CEOs. CEO in board of 

directors is included to see if CEOs that are a member of the board are more likely to have explicit 

contracts and longer contract durations. For the compensation characteristics, base salary and target 

bonus are included to see if CEOs receive higher salary and incentive compensation when they have 

an explicit contract or longer contract duration, as it is often observed that CEOs that receive relatively 

larger, above-market, compensation prefer explicit contracts with longer contract durations to ensure 

that they will not lose the high compensation. Initial option award, Initial RSU award, cash sign-on 

bonus, retirement, supplemental retirement and perquisites are included to see if CEOs are more likely 

to receive additional benefits when they have an explicit contract and a longer contract duration. CEOs 

might then have an incentive to prefer an explicit contract to ensure they will receive this additional 

benefits for a fixed period of time. It can also be the case that CEOs receive special perquisites 

compared to normal employees of the firm. Therefore, the variables club dues, automobile allowance 

and aircraft allowance are included in the regression in the place of perquisites to see how they relate 

with explicit contract and contract duration. The contracts were also checked for the provision of loans 

to CEOs, but since the Sarbanes-Oxley Act of 2002 that banned loans to executive officers and 

directors, none of the firms provided loans to their CEOs. 

 

The firm characteristics are included in the regressions to control for differences between firms. 

Nevertheless, they can illustrate very important relationships for the choice of an implicit or explicit 

contract and the contract duration. These variables are directly linked with the uncertainty a firm can 

face. The leverage ratio of the firm is related with risk; a higher ratio means more debt relative to 

assets, thus the firm has a higher financial risk. The book assets of the firm is related with the size of 

the firm; the higher the book value of the assets, the bigger the firm. The industry-adjusted EBIT/Assets 
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ratio is related to effectiveness. It is a measure to see how effective a firm uses its assets to generate 

earnings, before the payment of obligations. The higher the ratio, the more effective the firm is in 

generating earnings with its assets. This is an indirect measure of financial risk, as more effectivity 

means less risk. The median volatility of sales is related to uncertainty; a higher standard deviation 

means more volatile sales, which is accompanied with a higher financial risk for the firm. The 

Herfindahl-index is a measure for the size of the firm in relation to the industry measured with the 

market share, and an indicator of the amount of competition among firms in relation to the industry. 

A higher ratio means that the firm is larger in relation to other firms in the industry, and it also shows 

that there is less competition in the industry since the firm has a higher market share and thus is larger 

than other firms in the industry. These variables will be used to investigate the link of uncertainty with 

the choice of an implicit or explicit contract and contract duration. 

 

4.3. Summary of the variables 

Table 2 presents a summary of the descriptive statistics for a part of the variables of this research. The 

number of observations, sample percentage of the observations, mean and median of the variables 

are reported for the total sample as well as for explicit and implicit contracts separately for the period 

of 2004 to 2013. Explicit contract and contract duration are used as dependent variables in this 

research. The table also reports if the mean and median of the explicit and implicit contracts differ 

significantly from each other with t-test results and equality-of-medians results, respectively. Of the 

1,037 contracts, only 350 contracts are explicitly written contracts, which is 33.75 percent of the total 

sample. This is in line with Gillan, Hartzell and Parrino (2009), which found that less than half of the 

S&P 500 CEOs have an explicit contract. However, the percentage of explicit contracts is even lower 

than the 46 percent the paper finds. Graph 1 shows the percentage of explicit contracts for each year 

in this sample. In 2004, 64 percent of the contracts were explicit contracts, which implies that 36 

percent of the contracts were implicit. This percentage decreased significantly in 2005 and 2006. After 

2006, the percentage of explicit contracts was consistent around 33 to 34 percent until 2009. 

Thereafter, the percentage of explicit contracts continued to decrease to 17 percent in 2013. It seems 

that explicit contracts became less popular over time and implicit contracts were preferred by both 

the CEO and firm. Interestingly, the percentage of explicit contracts remained roughly the same during 

the financial crisis that occurred from 2007 to 2009. It seems that the uncertainty in the economy 

ceased the decrease in the percentage of explicit contracts for CEOs and firms during the crisis. CEOs 

might have preferred explicit contracts in those uncertain times. However, after the crisis, it seems 

there was a shift in preference again; implicit contracts became more and more popular. It is clear that 

the 2007 financial crisis had an influence on the type of contracts that were agreed to between the 

CEO and firm, and uncertainty plays a significant role in this decision.
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Table 2 Descriptive Statistics 
The table reports the number of observations, sample percentage of the observations, mean and median of the variables for the total sample as well as for explicit and implicit 
contracts separately. The samples include the contracts of CEOs for firms of the S&P 500 from 2004 till 2013 and the variables are grouped in contract, CEO, compensation and firm 
characteristics. The definition of the variables are given in Table 1. The standard deviations are given in parentheses. The table also reports test results for the difference of the mean 
and median values for the explicit and implicit contracts. The t-value and Pearson's chi-square are given with two-tailed significance results. The significance levels are denoted as 
follows: * p < 0.10, ** p < 0.05, *** p < 0.01. 
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Graph 1 

 

 

The median contract duration for the total sample, explicit contract and implicit contract is 3 years. 

Contract length has a total median value of 6 pages. In line with expectations, explicit contract are 

relatively longer with a median of 16 pages compared to implicit contract with a median of 4 pages. 

For this research, contract duration and contract length are used only for analysis of explicit contracts. 

Tests for differences in means and medians are therefore not included. The median age of CEOs in the 

total sample is 52 years. This also holds for CEOs with an explicit contract, but CEOs with an implicit 

contract have a slightly higher significant median value of 53 years. CEOs with an implicit contract seem 

to be a bit older. The age of CEOs in the sample of this research is higher than the median CEO age of 

49 years of the sample of Gillan, Hartzell and Parrino (2009). 

 

CEOs in the sample receive a median base salary of 700,003 dollars and median target bonus of 1. This 

also holds for explicit and implicit contracts separately. When comparing this to the median base salary 

and target bonus of Gillan, Hartzell and Parrino (2009), it seems the base salary has decreased over 

time and the target bonus has increased. This suggests a shift from relatively less fixed compensation 

to relatively more incentive compensation over time. For initial option award the median value is zero, 

but CEOs with explicit contracts receive a median of 50,000 shares upon commencement of their 

employment while CEOs of implicit contracts have a median value of zero and receive nothing. This 

difference is significant at the one percent level. For initial RSU award and cash sign-on bonus CEOs in 

the sample, both for explicit and implicit contracts, receive nothing looking at the median values. 
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However, the statistically different mean values show that CEOs of explicit contracts are more likely to 

receive higher initial RSU awards and cash sign-on bonuses. The median leverage ratio of the sample 

is 0.16 with a slightly higher median ratio for firms with explicit contracts, which suggests that firms 

that have explicit contracts with their CEOs face relatively more financial risk. This difference in median 

values is, however, not significant. This finding is in line with the theory of the choice of an implicit or 

explicit contract and the paper of Gillan, Hartzell and Parrino (2009). The median values of the book 

value of assets show that firms with explicit contracts are relatively seen bigger than firms with implicit 

contracts in line with Gillan, Hartzell and Parrino (2009), but this difference is not significant. The 

median values for the industry-adjusted EBIT/Assets shows no other median values than zero, which 

is lower than the values of Gillan, Hartzell and Parrino (2009). It seems that all firms generate sufficient 

earnings with their assets. The median of the median volatility of sales shows that firms of implicit 

contracts have a higher ratio than the total sample, while firms of explicit contracts have a lower ratio 

than the total sample. The difference is not significant, but it suggests that firms with implicit contracts 

face more financial risk. This finding is not in line with the theory and the paper of Gillan, Hartzell and 

Parrino (2009) that found that firms with explicit contracts face more financial risk. This shift in risk can 

be a result of firms preferring an implicit contract when they operate in a rapidly changing operating 

environment. The Herfindahl-index shows a higher index for firms with explicit contracts than the total 

sample, while it shows a lower index for firms with implicit contracts. This difference is again not 

significant, but it can show that firms with explicit contracts are larger and face less competition in 

relation to the industry than firms with implicit contracts. This is in contradiction with theory, which 

suggests that CEOs in small firms and relatively competitive industries should prefer explicit contracts. 

 

Table 3 presents the summary statistics for the dummy variables of this research for the total sample 

and the explicit and implicit contracts separately. The total number of observations for each variable 

is given together with the number and percentage of contracts containing the provision. For explicit 

and implicit contracts, the percentage of contracts containing the provision is based on the number of 

total observations of each variable separately. In this way missing observations are not included in the 

percentages. For contract characteristics, change of control agreement is the most common provision 

mentioned in 90.90% of all contracts, which is not in line with Gillan, Hartzell and Parrino (2009) that 

found that CEO dismissal for good cause was the most common provision for the provisions. CEO 

dismissal for cause and CEO resignation for good reason are the next most common provisions 

mentioned with 87.07% and 83.86%, respectively. CEOs of both explicit and implicit contracts seem to 

find these protections very important. For explicit contracts the most common provisions are 

amendment protection for the CEO against alterations in their contract with 95.71%, and CEO dismissal 

for cause as a protection to the firm with 95.71%. When establishing explicit contracts, it seems both 
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Table 3 Descriptive Statistics of the dummy variables 
The table reports the summary statistics of the dummy variables of this research for the total sample as well as for explicit and implicit contracts 
separately. The total number of observations for each variable is given together with the number and percentage of contracts containing the provision. 
For all three groups, the percentage of contracts containing the provision is based on the number of total observations of each variable separately. In 
this way missing observations are not included in the percentages. The samples include the contracts of CEOs for firms of the S&P 500 from 2004 till 
2013 and the variables are grouped in contract, CEO and compensation characteristics. The definition of the variables are given in Table 1. 
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the firm and CEO want to be protected and have the bargaining power to do so. For implicit contracts 

the change of control agreement is the most common provision with 90.34% providing protection to 

the CEO and the next common provision is CEO dismissal for cause with 82.56% as protection for the 

firm. In the case of implicit contracts, it also seems both the firm and CEO have bargaining power. For 

the total sample, 43.68% of the CEOs are from outside the firm. For explicit contract, 60.29% of the 

CEOs are from outside the firm, while only 35.23% of the CEOs for implicit contracts are from outside 

the firm. It seems that CEOs from outside the firm prefer an explicit contract more than CEOs from 

inside the firm, because they have less inside knowledge of the firm and weaker relationships with the 

directors and management. In the total sample, 92.77% of the CEOs are also a member of the board 

of directors, and this percentage is slightly higher for CEOs with implicit contracts than CEOs with 

explicit contracts. For the compensation characteristics, the most common additional compensation is 

retirement with 91.71%, and after that perquisites with 87.17%. For the perquisites, an automobile 

allowance is the most provided perquisite to CEOs in the sample. This also holds for the explicit and 

implicit contracts separately. 

 

Table 4 in the appendix displays the correlation of the variables in this research, with the significance 

of the correlations. There is no question of multicollinearity. However, there are some high 

correlations that are significant at the one percent level. Explicit contract and amendment protection 

are highly correlated, non-competition clause and confidentiality clause are highly correlated, and CEO 

dismissal for cause and CEO resignation for good reason are highly correlated. The reason behind this 

is very logical. Each of the pair of variables occurred together in the contracts. For explicit contracts, it 

was logical that the contract provided protection against amendments. The reason of an explicit 

contract is to write down certain terms that cannot be changed without consent of both parties. 

Observed from the contracts during the collection of the data, if the contracts included non-

competition clauses for restrictions of competition for a certain period, the contracts also contained 

confidentiality clauses to not disclose proprietary information to third parties. In this way the firm was 

well protected when the CEO left the firm. CEO dismissal for cause and CEO resignation for good reason 

both belong to severance arrangements, so they mostly occurred together. 

 

Employment at will, amendment protection, non-competition clause, confidentiality clause, 

arbitration clause, CEO dismissal for cause, CEO resignation for good reason, external CEO, initial 

option award, initial RSU award and cash sign-on bonus show significant positively relationships with 

explicit contract. These provisions and situations are more likely to occur when a CEO has an explicit 

contract. CEO in board of directors and supplemental retirement plan show significant negative 

relationships with explicit contracts. CEOs that are a member of the board or receive supplemental 
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retirement benefits are less likely to have an explicit contract. Contract length, external CEO, base 

salary and target bonus show significant positive relationships with contract duration. This suggest that 

the longer the contract duration of an explicit contract is, the longer the contract is, the more likely 

the CEO is from outside the firm, and the higher the salary and target bonus are. There are no 

significant negative relationships with contract duration. 
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5. Methodology 

 

In this section the methods used in this research are discussed. Then the structure of the analyses are 

presented and an explanation of the additional analysis in this research is given; the 2007 financial 

crisis analysis. 

 

5.1. Methods 

To investigate the choice of an implicit or explicit contract with contractual terms and uncertainty, a 

Linear Probability Model (LPM) is used. The dependent variable explicit contract is a dummy variable 

that takes values of 1 and 0, and a LPM is a binomial regression model that can work with dummy 

dependent variables. The results of a LPM estimation are easy to interpret and relatively better 

understandable than most methods. This is very important, as this research examines a topic that is 

relatively new. However, a LPM only measures the correlation between variables and the problem of 

endogeneity is very likely to be present. Other factors that can be present that influence the 

relationship between having an explicit contract and the contractual terms and uncertainty. Next to 

that, there are three problems that can arise: (1) non-normality of the error term, (2) 

heteroscedasticity, and (3) potentially nonsensical predictions. For this reason, the same regressions 

are performed with a Probit model to check whether the sign and significance are consistent, like the 

paper of Gillan, Hartzell and Parrino (2009). 

 

To investigate contract duration with contractual terms and uncertainty, Ordinary Least Squares (OLS) 

regressions are performed. The results of the OLS estimation are also easy to interpret and relatively 

better understandable. However, in this case the OLS estimation also measures only the correlations 

of the variables and the problem of endogeneity can be present. Next to that, there are several 

situations that can influence the reliability of the results, like (1) outliers, (2) non-linearities, (3) too 

many variables, (4) heteroscedasticity, and (5) too many variables. For this reason, the same 

regressions are performed with a Tobit model, because the values of contract duration are subjected 

to left-censoring; they are bounded below at zero. This is in line with the paper of Gillan, Hartzell and 

Parrino (2009), which also uses a Tobit model to perform the explicit contract duration analysis. 

 

It is important to note that the models in this research have their drawbacks, but they provide very 

clear and understandable results. This research tries to provide first insights in the choice of an implicit 

or explicit contract and the relationship of contract duration with contractual terms and uncertainty, 
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to make way for further research into these topics. For this purpose, the models used in this research 

are suitable. 

 

5.2. Structure of the analyses 

To investigate the relationship of the choice of an implicit or explicit contract with contractual terms 

and uncertainty, the dependent variable explicit contract is first regressed on the contract and firm 

characteristics. This gives the following equation, 

 

𝐸𝑥𝑝𝑙𝑖𝑐𝑖𝑡 𝐶𝑜𝑛𝑡𝑟𝑎𝑐𝑡𝑖 = 𝛼 + 𝛽 ∗ 𝑐𝑜𝑛𝑡𝑟𝑎𝑐𝑡 𝑐ℎ𝑎𝑟𝑎𝑐𝑡𝑒𝑟𝑖𝑠𝑡𝑖𝑐𝑠𝑖 + 𝛾 ∗ 𝑓𝑖𝑟𝑚 𝑐ℎ𝑎𝑟𝑎𝑐𝑡𝑒𝑟𝑖𝑠𝑡𝑖𝑐𝑠𝑖 + 𝜀𝑖     (I) 

 

where 𝑐𝑜𝑛𝑡𝑟𝑎𝑐𝑡 𝑐ℎ𝑎𝑟𝑎𝑐𝑡𝑒𝑟𝑖𝑠𝑡𝑖𝑐𝑠𝑖 includes the variables for the contract characteristics of contract i. 

These variables are employment at will, amendment protection, non-competition clause, 

confidentiality clause, arbitration clause, change of control agreement, CEO dismissal for cause and 

CEO resignation for good reason. Contract duration and contract length are not included in the 

regression, because many implicit contracts did not have a contract duration or the term is not 

specified. Therefore, there were too little observations. The contract length was only reliable for 

research in case of an explicit contract, and is thus only used in the contract duration analysis for 

explicit contracts.  𝑓𝑖𝑟𝑚 𝑐ℎ𝑎𝑟𝑎𝑐𝑡𝑒𝑟𝑖𝑠𝑡𝑖𝑐𝑠𝑖 denotes the variables for the firm characteristics of the firm 

of contract I, which are leverage, the log of book assets, industry-adjusted EBIT/Assets, median 

volatility of sales and the Herfindahl-index. For some variables, including the book assets, it is 

necessary to use log transformations so that the variable fits better in the model, the coefficients can 

be interpreted as percentage changes and positively skewed distributions become more normal. The 

basic regression assumes that CEOs and compensation are similar, while in practice these can differ 

among contracts. Therefore, the CEO characteristics CEO age, external CEO and CEO in board of 

directors are included in regression (II). After that, the following full regression is performed, 

 

𝐸𝑥𝑝𝑙𝑖𝑐𝑖𝑡 𝐶𝑜𝑛𝑡𝑟𝑎𝑐𝑡𝑖 = 𝛼 + 𝛽 ∗ 𝑐𝑜𝑛𝑡𝑟𝑎𝑐𝑡 𝑐ℎ𝑎𝑟𝑎𝑐𝑡𝑒𝑟𝑖𝑠𝑡𝑖𝑐𝑠𝑖 + 𝛿 ∗ 𝐶𝐸𝑂 𝑐ℎ𝑎𝑟𝑎𝑐𝑡𝑒𝑟𝑖𝑠𝑡𝑖𝑐𝑠 𝑖 + (III) 

𝜇 ∗ 𝑐𝑜𝑚𝑝𝑒𝑛𝑠𝑎𝑡𝑖𝑜𝑛 𝑐ℎ𝑎𝑟𝑎𝑐𝑡𝑒𝑟𝑖𝑠𝑡𝑖𝑐𝑠𝑖 + 𝛾 ∗ 𝑓𝑖𝑟𝑚 𝑐ℎ𝑎𝑟𝑎𝑐𝑡𝑒𝑟𝑖𝑠𝑡𝑖𝑐𝑠𝑖 + 𝜀𝑖 

 

with all characteristics including the compensation characteristics log of base salary, target bonus, log 

of initial option award, log of initial RSU award, log of cash sign-on bonus, retirement, supplemental 

retirement and perquisites is performed. To see if CEOs receive significant different perquisites for a 

certain type of contract and if these perquisites are more likely with a higher contract duration, a last 

regression (IV) is performed that includes the perquisite variables club dues, automobile allowance 
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and aircraft allowance in place of perquisites. For the robustness check with the Probit model, the 

same framework of the regressions is used. 

 

To investigate the relationship of explicit contract duration with contractual terms and uncertainty, 

the same framework of the regressions as above is used for both the OLS regressions and Tobit model. 

However, now the dependent variable is contract duration and the variable contract length is added 

to the regressions under the group contract characteristics. 

 

5.3. Additional analysis; the 2007 financial crisis analysis 

The sample of this research runs from 2004 till 2013. In this period, the financial crisis of 2007 occurred. 

As this crisis had a huge impact on the banks and firms in the US, it can be the case that the changing 

economic environment had an influence on the contracts of CEOs in that time; was there a difference 

in the choice of an implicit or explicit contract with contractual terms and uncertainty during and after 

the crisis? Graph 1 shows some interesting results for this period. The percentage of explicit contracts 

decreased before the 2007 financial crisis, but ceased to decrease during the crisis. It seems the 

uncertainty in the economy and for firms delayed further decrease in the percentage of explicit 

contracts. This suggests that CEOs and firms agreed that this type of contract was the better choice. 

After the crisis, the percentage of explicit contracts declined further to 17 percent in 2013. This brief 

additional analysis will see if there was a difference in the characteristics of the contracts of CEOs and 

firms before, during and after the 2007 financial crisis with the help of median values and percentage 

of provisions of the variables. The total sample period is divided in three groups: (1) before the crisis; 

2004 to 2006, (2) during the crisis; 2007 to 2009, and (3) after the crisis; 2010 to 2013, to see the 

differences in median values and provisions of the contracts over time. The additional analysis only 

focuses on the choice of an implicit or explicit contract, since the research question of this paper is 

focused on this topic. The purpose of this brief additional analysis is to find support for the influence 

of uncertainty on the choice of an implicit or explicit contract, and more importantly, to encourage 

further research into the relations of these phenomena as it can be of great influence for the 

establishment of a certain type of contract and the terms in the contract. 
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6. Results 

 

In this section the results of the main analysis of this research are presented; the relation of the choice 

of an implicit or explicit contract with contractual terms and uncertainty. The results of both the LPM 

and Probit model regressions are discussed and the corresponding hypotheses are accepted or 

rejected. Then the results of the contract duration analysis are presented for both the OLS and Tobit 

model regressions, which investigate the relationship between contract duration and contractual 

terms and uncertainty. 

 

6.1. Main results of the choice of an implicit or explicit contract 

Table 5 presents the results for the LPM regressions and investigates whether firms in the S&P 500 

have explicitly written contracts with their CEOs during the period of 2004 to 2013 and how contractual 

terms and uncertainty are related to having an explicit contract. The dependent variable is the dummy 

variable explicit contract that equals 1 if the CEO has an explicit contract and 0 if the CEO has an implicit 

contract. Regression (I) regresses explicit contract on contract and firm characteristics, as they mainly 

define uncertainty for the firm and CEO. CEO characteristics and compensation characteristics are 

added in regression (II) and full regression (III), respectively. In regression (IV) perquisites is further 

investigated to see if CEOs receive special perquisites compared to normal employees of the firm. 

 

Looking at the table, it appears that contract characteristics are very important for the decision of an 

implicit or explicit contract. The negative sign and significance at the one percent level for employment 

at will is consistent for all regressions. The full regression suggests that CEOs are 11.64% less likely to 

have an explicit contract if their employment is at will. This is logical, as firms with an implicit contract 

with their CEO want to minimize their legal exposure and clearly state the nature of the relationship. 

Amendment protection is consistently positive and significant at the one percent level with a very high 

coefficient, suggesting that CEOs are 75.75% more likely to have an explicit contract when they are 

protected against amendments in their contract, which is intuitive as the protection often goes hand-

in-hand with having an explicit contract. When collecting the data, this form of protection often 

occurred only for explicit contracts. The positive sign of non-competition clause shows that CEOs are 

6.20% more likely to have an explicit contract when this clause is included in the contract. This suggests 

that not only the CEO is protected with an explicit contract, but the firm is also provided with 

protection with this type of contract. Arbitration clause is consistently positive and significant at the 

one percent level, and suggests that CEOs are more likely to have an explicit contract when this clause 

is included. The arbitration clause protects the firm before any disputes or conflicts occur, and it seems 
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Table 5 LPM Regressions Results 
This table presents the results of the Linear Probability Model regressions. The 
regressions investigate whether firms in the S&P 500 have explicitly written 
contracts with their CEOs during the period of 2004 to 2013 and how uncertainty is 
related to having an explicit contract. Also, the regressions try to uncover the 
relationships of contract, CEO, compensation and firm characteristics with the choice 
of having an explicit or implicit contract. The dependent variable, explicit contract, is 
a dummy variable that equals 1 if the CEO has an explicit contract and 0 if the CEO 
has an implicit contract. The definitions of the independent variables are given in 
Table 1. The table reports the coefficient results of the regressions. The standard 
deviations are given in parentheses. Significance levels are denoted as follows: * p < 
0.10, ** p < 0.05, *** p < 0.01. 
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that firms are well protected when they have an explicit contract with their CEO. Change of control 

agreement shows a negative and significant coefficient at the one percent level. The results suggest 

that a change in control agreement is slightly more likely when a CEO has an implicit contract. This is 

in line with theory, as CEOs with implicit contracts are relatively less protected and a change of control 

agreement can provide more security for their job and thus reduces uncertainty. The other variables 

in contract characteristics are not significant and thus not likely to be different from zero. For CEO 

characteristics, only CEO in board of directors is significant. A CEO that is a member of the board of 

directors is 15.26% less likely to have an explicit contract. For compensation characteristics, retirement 

benefits are 7.25% less likely for an explicit contract. The perquisite club dues, however, is 7.12% more 

likely to be included in the contract for CEOs that have an explicit contract. This can suggest that CEOs 

that receive additional compensation, prefer an explicit contract in order not to lose this 

compensation. The signs of leverage, industry-adjusted EBIT/Assets and median volatility of sales are 

positive, pointing in the direction that CEOs working for firms with higher financial risk are more likely 

to have an explicit contract. The higher the ratio of the Herfindahl-index, the larger the firm in relation 

to the industry and the less competition there is in the industry. In line with the theory that CEOs face 

less uncertainty in this case, the coefficient is negative, suggesting that when there is less competition 

and the firm is larger within the industry, an implicit contract is more likely. However, none of the firm 

characteristics are significant in any of the regressions, so no conclusions can be made for uncertainty 

in this case. 
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Table 6 reports the results for the Probit model regressions. This model will check if the signs and 

significance of the regressions are consistent with the signs and significance of the LPM regressions. 

All the significant variables of the contract characteristics show the same sign and significance in the 

Probit model and are thus of significant influence in the choice of an implicit or explicit contract. CEO 

resignation for good reason becomes positively significant in the second and third regression, 

suggesting that this provision is more likely in an explicit contract, but becomes insignificant again in 

the fourth regression. CEO in board of directors is consistent in sign and significance. Retirement 

becomes insignificant in the Probit model, and club dues remains significant at the one percent level 

with a positive coefficient, suggesting that the perquisite club dues is more likely in an explicit contract. 

 

From the results of the investigation into the choice of an implicit or explicit contract, it can be 

concluded that CEOs that have an employment at will are indeed more likely to have an implicit 

contract as the coefficient was significantly negative and hypothesis one is accepted. Because of the 

insignificant firm characteristics, it seems that uncertainty regarding financial risk, competition and 

size of the firm does not influence the choice of having an implicit or explicit contract and therefore 

hypotheses two and three are rejected. External CEO was not significant in this analysis, and thus it 

cannot be concluded that CEOs from outside the firm are more likely to have an explicit contract. 

Hypothesis four is rejected. Regarding hypothesis five, retirement benefits were more likely for implicit 

contracts, but club dues were more likely for explicit contracts. As these results are contradicting, it 

cannot be concluded with certainty that an explicit contract is more likely in case of relatively more 

compensation and hypothesis five is rejected. 

 

The provisions in a contract can show some whether the CEO and firm both have bargaining power 

when establishing a contract. The results of the amendment protection and change of control 

agreement showed that the CEO was well protected against harmful actions of the firm. The results of 

the non-competition clause and arbitration clause showed that the firm was also protected against 

harmful actions of the CEO. Both the CEO and firm seem to be able to demand some forms of 

protection when establishing their contract and thus, in line with Schwab and Thomas (2006), both 

parties seem to have bargaining power. As both explicit and implicit contracts contained protection 

provisions for the CEO and firm8, the bargaining power is present regardless of the type of contract. 

 

 

 

                                                             
8 See Table 3; Descriptive Statistics of the dummy variables, on page 24. 
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Table 6 Probit Model Regressions Results 
This table presents the results of the Probit Model regressions. The regressions 
investigate whether firms in the S&P 500 have explicitly written contracts with their 
CEOs during the period of 2004 to 2013 and how uncertainty is related to having an 
explicit contract. Also, the regressions try to uncover the relationships of contract, 
CEO, compensation and firm characteristics with the choice of having an explicit or 
implicit contract. The dependent variable, explicit contract, is a dummy variable that 
equals 1 if the CEO has an explicit contract and 0 if the CEO has an implicit contract. 
The definitions of the independent variables are given in Table 1. The table reports 
the coefficient results of the regressions. The standard deviations are given in 
parentheses. Significance levels are denoted as follows: * p < 0.10, ** p < 0.05, *** 
p < 0.01. 
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6.2. Results of the contract duration analysis 

Table 7 presents the results of the OLS regressions regarding contract duration analysis. The regression 

tries to uncover the relationships between explicit contract duration and contractual terms and 

uncertainty for the CEOs and firms of the S&P 500 during the period of 2004 to 2013. The same 

regressions are performed as in the main analysis of this research, only the dependent variable is now 

contract duration in years and the contract length of the explicit contracts is added to the regressions. 

The interpretations in this part of the research are thus only applicable to explicit contracts. 

 

Contract length shows a consistent positive and significant coefficient at the one percent level. This 

suggests that an increase in the explicit contract length with one page, increases the explicit contract 

duration with 2%. CEOs and firms are more willing to establish longer explicit contracts when the CEO 

is employed for a longer period of time. Non-competition clause has a consistent positive and 

significant coefficient. The longer a CEO with an explicit contract works in a firm, the more likely it will 

be that the CEO has to sign a non-competition clause. The other contract characteristics are not 

significant and thus not likely to be different from zero. None of the CEO characteristics are significant. 

For the compensation characteristics, target bonus shows a positive and significant relationship with 

explicit contract duration in regression (III), but this becomes insignificant in regression (IV). Initial 

option award shows a positive and significant relationship with explicit contract duration in regression  
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Table 7 Contract Duration Analysis OLS Regressions Results 
This table presents the results of the Ordinary Least Squares Model regressions for the 
contract duration analysis. The regressions investigate how the contract duration of 
explicit contracts of CEOs and firms in the S&P 500 during the period of 2004 to 2013 
relates to uncertainty. Also, the regressions try to uncover the relationships of contract, 
CEO, compensation and firm characteristics with explicit contract duration. The 
dependent variable is contract duration, denoted in years. The definitions of the 
independent variables are given in Table 1. The table reports the coefficient results of the 
regressions. The standard deviations are given in parentheses. Significance levels are 
denoted as follows: * p < 0.10, ** p < 0.05, *** p < 0.01. 
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(IV), suggesting that the longer the explicit term of employment of the CEO with the firm is, the higher 

the initial option award in shares will be upon commencement of the employment. Perquisites shows 

a significant negative relationship with explicit contract duration. This suggests that the longer the 

term of a CEO with an explicit contract will be at a firm, the fewer perquisites he receives. It seems 

that CEOs that have a longer explicit employment term attach less value to perquisites. The significant 

and negative coefficient of automobile allowance is in accordance with this intuition. None of the firm 

characteristics are significant, hence no conclusions can be made for uncertainty in this case. 

 

Table 8 presents the results of the Tobit model regressions. This model will check if the findings of 

table 7 are consistent with this model. The same regression framework is performed. Contract length 

remains positive and significant at the one percent level for all regressions; the longer an explicit 

contract, the longer the explicit contract duration. Non-competition clause is also positive and 

significant, suggesting that a non-competition clause is more likely when the term of an explicit 

contract is longer. Arbitration clause shows a significantly negative coefficient for the first and second 

regression, but this coefficient becomes insignificant in the full regression. CEO resignation for good 

reason became significantly positive in regression (IV), suggesting that this provision is more likely if 

the explicit contract duration increases. Target bonus shows a positive and significant coefficient for 

both regressions (III) and (IV) in this table, suggesting that CEOs have a higher target bonus the longer 

their explicit contract duration is. They receive relatively more incentive-based compensation. Initial  
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Table 8 Contract Duration Analysis Tobit Model Regressions Results 
This table presents the results of the Tobit Model regressions for the contract duration 
analysis. The regressions investigate how the contract duration of explicit contracts of 
CEOs and firms in the S&P 500 during the period of 2004 to 2013 relates to uncertainty. 
Also, the regressions try to uncover the relationships of contract, CEO, compensation and 
firm characteristics with explicit contract duration. The dependent variable is contract 
duration, denoted in years. The definitions of the independent variables are given in Table 
1. The table reports the coefficient results of the regressions. The standard deviations are 
given in parentheses. Significance levels are denoted as follows: * p < 0.10, ** p < 0.05, 
*** p < 0.01. 
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option award is still positive and significant; the higher the initial option award, the longer the explicit 

contract duration. Perquisites and automobile allowance still show a significant negative relationship 

with explicit contract duration, suggesting that CEOs that have a longer explicit employment term 

attach less value to perquisites. The CEO and firm characteristics remain insignificant. 

 

From the results of the investigation into the explicit contract duration, it is hard to draw a conclusion 

about the relation of contract duration and uncertainty. None of the variables that reflect uncertainty 

were significant. Therefore, it cannot be concluded that CEOs that face more uncertainty have longer 

contract durations and hypothesis six is rejected. For compensation, a longer explicit contract duration 

was more likely when the CEO had a higher target bonus; and thus received more incentive-based 

compensation, and a higher initial option award. This suggests that CEOs that have more to lose in the 

event the firm does not adhere to the contract, have a longer explicit contract duration. Hence, 

hypothesis seven is accepted. 
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7. Results additional analysis; the 2007 financial crisis analysis 

 

In this section the results of the additional analysis are presented. The summary statistics are 

presented of the variables in this research for the periods before, during and after the 2007 financial 

crisis. In this manner, differences in provisions and other contractual terms over time can be observed 

to find support for the influence of uncertainty on the choice of an implicit or explicit contract and to 

encourage further research into the relations of the choice of an implicit or explicit contract and 

economic conditions. 

 

Table 9 presents the summary of the variables in three groups; before, during and after the 2007 

financial crisis. In this manner, it is possible to see if there is a difference in contractual terms before, 

during and after the crisis for the contracts of CEOs and firms in the S&P 500. The variables are again 

grouped in contract, CEO, compensation and firm characteristics. The percentage of explicit contracts 

has decreased by almost half from 45.10% before the crisis to 25.27% after the crisis, and implicit 

contracts have increased from 54.90% before the crisis to 74.73% after the crisis. This is in line with 

the findings of graph 1, which suggested a decrease in the percentage of explicit contracts over time. 

It seems that the financial crisis was of great influence on the type of contracts that CEOs and firms 

entered into; implicit contracts became more popular. Contract duration has a median value of 3 years 

for all three periods. It seems that the financial crisis had no influence on contract duration. The 

contract length has decreased from 10 pages before the crisis to 5 pages during and after the crisis. 

This is intuitive, as there were less long explicit contracts and more short implicit contracts over time. 

 

The age of CEOs increased slightly; 52 years before the crisis to 53 years after the crisis. The median 

value of base salary increased with almost 100,000 dollars from 650,002 dollars to 750,001 dollars 

after the crisis. It seems that the crisis together with a shift to implicit contracts had a positive influence 

on the base salary, but to conclude this, further research into this is required. The target bonus 

increased slightly to 1 during the crisis. The initial option award become less popular to distribute as 

the median number of shares decreased from 37,417 to zero shares. Initial RSU award and cash sign-

on bonus remained zero over time. The leverage ratio decreased during and after the crisis. It seems 

that firms that became aware of the risks in the market, became more careful with their debt and tried 

to reduce their financial risk. Book assets increased a lot during the crisis and then decreased to 90 

million dollars after the crisis. A possible explanation for this can be that firms experienced a hard time 

with selling their products or services and this increased the assets. The industry-adjusted EBIT/Assets 

remained zero over time. The median volatility of sales increased from 0.19 to 0.20 during the crisis, 
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Table 9 2007 Financial Crisis Analysis Descriptive Statistics 
The table reports the descriptive statistics for the 2007 financial crisis analysis. The period of 2004 to 2013 is divided in three groups: (1) before the crisis; 2004 to 2006, (2) during 
the crisis; 2007 to 2009, and (3) after the crisis; 2010 to 2013, to see the difference in contractual terms before, during and after the crisis. The number of observations, sample 
percentage of the observations, mean and median of the variables are given for the three different periods. The periods include the contracts of CEOs for firms of the S&P 500 and 
are grouped in contract, CEO, compensation and firm characteristics. The definition of the variables are given in Table 1. The standard deviations are given in parentheses. 
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and then decreased to 0.16 after the crisis. After the crisis, the risk firms faced because of volatile sales 

decreased. The Herfindahl-index increased slowly from 0.045 before the crisis to 0.051 after the crisis. 

The firms in the S&P 500 became larger in relation to their industry and faced less competition in their 

industry. This seems plausible, as a lot of firms went bankrupt and firms merged during and after the 

crisis. 

 

Table 10 presents the summary of the dummy variables for the three groups before, during and after 

the 2007 financial crisis for CEOs and firms in the S&P 500. The variables are divided in contract, CEO 

and compensation characteristics. As mentioned earlier, the share of explicit contracts decreased and 

the share of implicit contracts increased a lot. For the contract characteristics, change of control 

agreement, CEO dismissal for cause and CEO resignation for good reason remain the most common 

provisions for the contracts over time. These provisions became more important as they were included 

in the contracts more often than before the crisis. For the CEO characteristics, external CEO increased 

during the crisis, but then decreased to an even lower percentage than before the crisis. Appointing a 

CEO from outside the firm became less popular. Simultaneously, firms appointed their CEO more often 

as a member of the board of directors after the crisis. A possible explanation can be cost reduction, as 

it was often observed during the data collection that CEOs did not receive any additional compensation 

for their services as a director of the board. For the compensation characteristics, perquisites was the 

most common provision with inclusion in 87% of the contract. During and after the crisis, however, the 

most common provision was retirement benefits. There was a shift in importance from additional 

compensation to compensation for the future. It seems CEOs became more careful with compensation 

and attached more value to future compensation. Retirement benefits were included slightly more 

after the crisis and supplemental retirement benefits became less popular. The percentage of 

perquisites in the contracts remained the same over time; roughly 87% of the contracts included 

perquisites offered to the CEO. For these perquisites, club dues and automobile allowance were 

offered less frequently, while aircraft allowance experienced a small decrease during the crisis and 

then increased again after the crisis to 28% of the contracts in the S&P 500. Most of the time, CEOs 

were permitted to use the company aircraft for safety reasons. As safety is always important, this can 

explain the increase and provision of this additional perquisite during and after the crisis. For the other 

perquisites of the CEOs, it seems that these are more aligned with the perquisites normal employees 

of the firm receive after the crisis. 

 

From the tables and graph 1, it is clear that the choice of an implicit or explicit contract and certain 

terms in the contracts changed during the 2007 financial crisis. The uncertainty during and after the 

crisis seemed to have an influence on this choice and the contractual terms. However, these 
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Table 10 2007 Financial Crisis Analysis Descriptive Statistics of the dummy variables 
The table reports the summary statistics of the dummy variables for the 2007 financial crisis analysis. The period of 2004 to 2013 is 
divided in three groups: (1) before the crisis; 2004 to 2006, (2) during the crisis; 2007 to 2009, and (3) after the crisis; 2010 to 2013, 
to see the difference in contractual terms before, during and after the crisis. The total number of observations for each variable is 
given together with the number and percentage of contracts containing the provision for the three different periods. For all three 
groups, the percentage of contracts containing the provision is based on the number of total observations of each variable separately. 
In this way missing observations are not included in the percentages. The periods include the contracts of CEOs for firms of the S&P 
500 and are grouped in contract, CEO and compensation characteristics. The definition of the variables are given in Table 1. 
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suggestions were drawn from the summary of the variables. To conclude with certainty that the 2007 

financial crisis has an influence on these variables, further research is much-needed. In this manner, 

more clarity about the effect of economic conditions on the contracting process between CEOs and 

firms can be gained. This is very important, as the contractual terms of CEOs are much-discussed 

nowadays, in particular the high compensation of CEOs. 

 

The increase in the provisions change of control agreement CEO resignation for good reason show that 

CEOs were still able to protect themselves for harmful actions of the firm. The drop in amendment 

protection is logical, as this form of protection mostly occurred together with an explicit contract and 

the percentage of explicit contracts decreased significantly during and after the crisis. The increase in 

the provisions non-competition clause, confidentiality clause and CEO dismissal for cause suggest that 

firms too were able to protect themselves for harmful actions of the CEO. Once more, in line with 

Schwab and Thomas (2006), the table suggests that both parties seem to have bargaining power during 

the establishment of a contract, regardless of the type of contract. 
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8. Discussion 

 

In this section a brief discussion of the robustness of the results is given. Then the limitations of this 

research are discussed to stimulate the much needed further research in this relatively new topic. 

 

8.1. Robustness of the results 

When looking at the R-squared, the regressions of the choice of an implicit or explicit contract show 

high values for both the LMP and Probit model. The regressions of the contract duration analysis show 

relatively lower values for the R-squared. It seems the data for the regressions of the choice of an 

implicit or explicit contract fit the model relatively better, as a higher R-squared means that the data 

fits the model better. Nonetheless, this does not mean that the results for the contract duration 

regressions are not important, as a significant relationship can show the mean change if the 

independent variable changes with one unit. The results of the regression can still be of great value, 

especially for a relatively new topic like this. 

 

8.2. Limitations of the research 

This research provides one of the first and a good foundation for investigating the choice of an implicit 

or explicit contract and the explicit contract duration. Nevertheless, there are some points that limited 

this research. The problem of endogeneity is very likely to be present in this research. Unobserved 

factors can be present that influence the effect of having an explicit contract on the contractual terms 

and uncertainty. The same is likely for the explicit contract duration analysis. This problem can be 

solved by including as many variables as possible that can influence the effects for both analyses. 

However, it is impossible to include all factors that can influence these effects, as it will negatively 

influence the clearness of this paper. Next to that, it is very hard to know all the variables that influence 

the effects, and some might be hard to measure. This research tried to account for some part of the 

problem of endogeneity by performing the regressions with others models; the Probit and Tobit 

models. The paper of Gillan, Hartzell and Parrino (2009) included variables in the regression that 

checked if the prior CEO in the firm was fired, the percentage of stock ownership the CEO had and 

abnormal compensation at risk to see if the CEO faced more uncertainty regarding alterations of his 

contract and had relatively more compensation to lose. However, this research included other 

variables that were not present in the paper of Gillan, Hartzell and Parrino (2009), like whether the 

CEO was in the board of directors or the initial option and RSU awards, as this had a better fit with the 

other variables. Also, this information was standardly included in the CEO contracts and therefore 

seemed more important for research into the choice of an implicit or explicit contract. 
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Contract duration had a lot of missing observations for implicit contracts. For this reason, contract 

duration was not included in the main analysis and the relationship between having an explicit contract 

and contract duration was not investigated. This, however, will be very interesting. The implicit 

contracts did not mention the term of the employment for the CEO, or they stated that the 

employment would continue till one of the parties terminated the employment; this reflects an infinite 

term. An infinite contract term occurred in 87 implicit contracts. The number of observations for the 

regressions, however, dropped significantly when contract duration was added to the regressions. To 

ensure the reliability of the variable contract duration and the results of the analysis, contract duration 

was left out, but used in the contract duration analysis to still make sure investigation regarding this 

variable was possible. It will be interesting to see how contractual terms and uncertainty relate to 

infinite contract duration terms or contract renewals, and this might be an interesting point for future 

research. Contract length was included for the contract duration analysis only, as the length of the 

contract was only reliable for explicit contracts. Implicit contracts are hard to measure, as they are not 

written down. 

 

The final dataset of this research included 1,037 contracts for firms of the S&P 500 index. When 

performing the regressions, the number of observations dropped significantly to 684 contracts. For 

statistical analysis, more observations are necessary to draw more accurate and reliable conclusions 

about the choice of an implicit or explicit contract. This means, however, that more contracts have to 

be read and processed into a dataset. This was not possible for this research as it had a time limit, but 

this is an interesting addition for future research. 

 

When taking a step back and looking at the reliability of the results, it is necessary to note that this 

research did not account for differences in industry. Some variables were calculated for firms within 

the industry for the primary two-digit SIC industry in which the firm competes, but it is highly likely 

that other contractual terms will differ between firms of other industries. The base salary can be 

dependent on the turnover of the industry of a firm. Next to that, it is hard to draw conclusions about 

the process of CEO contracting based on terms in the contract, as these terms are the outcome of the 

process. The best way to investigate the choice of an implicit or explicit contract, is to observe the 

contracting process itself. Be present at the negotiations of the contract and follow whole process of 

establishing the contract, from the first negotiations till the contract is explicitly written down or, in 

case of an implicit contract, the official acceptance of employment. This is, unfortunately, impossible, 

as this will violate the privacy rights of both parties and proprietary information can leak. 
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9. Conclusion 

 

9.1. Answer on the research question 

It is very important to investigate the choice of an implicit or explicit contract, as much-discussed 

outcomes of contracting processes like CEO turnover and CEO compensation are likely to be affected 

by this choice. Next to that, it is observed that less than half of the CEOs and firm of the S&P 500 have 

explicitly written contracts, yet it is not clear why this is the case. This research tried to provide some 

first insights into the choice of an implicit or explicit contract and the relation of contractual terms and 

uncertainty with this choice and explicit contract duration. The main analysis, with explicit contract as 

dependent variable, showed that hypothesis one that CEOs that have an employment at will are more 

likely to have an implicit contract, is accepted. The other hypotheses were rejected as the analysis did 

not find significant or clear relationships for uncertainty, competition, size of the firm, CEOs from 

outside the firm and compensation with having an explicit contract. It seems that these determinants 

do not influence the choice of an implicit or explicit contract. The additional analysis of the 2007 

financial crisis, however, suggested that uncertainty seemed to have an influence on the choice of an 

implicit or explicit contract and the contractual terms. There was a significant change in the share of 

explicit contracts after the crisis. Before the crisis this share was decreasing. During the crisis, the 

decline in the share of explicit contracts ceased. CEOs and firms seemed to agree to explicit contracts 

in times of uncertainty. However, this relation was suggested by patterns. Further research is needed 

to provide evidence for these patterns. Reconciling the results, the choice between an implicit or 

explicit contract for CEOs of firms in the S&P 500 index thus seems to be affected by the nature of the 

relationship; whether the employment is at will. There are some first suggestions that uncertainty 

influences the choice of an implicit or explicit contracts for the CEOs too, but further research into this 

is needed to draw a conclusion about this relationship. 

 

The analysis of the contract duration of explicit contracts showed that hypothesis seven of CEOs that 

have more to lose in the event the firm does not adhere to the contract, indeed have a longer explicit 

contract duration; CEOs that receive more incentive-based compensation and shares upon 

commencement of their employment, are more likely to have a longer explicit contract duration. No 

clear relationship was found for explicit contract duration and uncertainty. In line with Schwab and 

Thomas (2006), the provisions of both explicit and implicit contracts suggest that both the CEO and 

firm have bargaining power when establishing a contract. 
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9.2. Recommendations 

This research investigates a relatively new topic in the literature of the contracting process with CEOs. 

As it attempts to provide some first insights in the choice of an implicit or explicit contract, it is obvious 

that this research has its limitations and, more importantly, interesting points for future research. First, 

it will be interesting to see if the current results will hold if the number of contracts will increase. This 

research includes 1,037 contracts for CEOs of firms in the S&P 500 in the years 2004 to 2013. When 

performing regressions, it is common that the number of observations drop because of missing 

variables. More observations will mean relatively more accurate and reliable results. Also, with more 

observations other significant relationships might be found. If there is no constraint on time, this could 

have useful insights. Second, it will be nice to include some additional variables that can be very 

important for the choice of an implicit or explicit contract. Control variables for industries will be very 

useful, as differences in industries will be very likely to influence the choice of an implicit or explicit 

contract and the terms of the contract. More innovative industries can require flexibility, which is 

provided with an implicit contract. Finally, as this topic is very new, future research in the choice of 

implicit or explicit contract in general is very important to understand what factors influence this 

choice. The same holds for analysis in the contract duration of explicit contracts and the influence of 

economic conditions on the contracting process between CEOs and firms, as this will help in 

understanding the terms and structure of contracts. 
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Appendix 

Table 4 Correlation table 
The table reports the correlations of the variables used in this research. The variables include the contracts of CEOs for firms of the S&P 500 from 2004 till 2013. The table also reports the 
significance of the correlations. Significance levels are denoted as follows: * p < 0.10, ** p < 0.05, *** p < 0.01. The definition of the variables are given in Table 1. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 

51 
 

Table 4 - Continued 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


