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Pay for accounting performance and R&D investment:

Evidence from China
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5 Conclusion

Short-term accounting goals can result in myopic R&D investment decisions, and thus are an
ineffective incentive for fostering innovation. However, they can be used to mitigate the agency
conflicts between managers and shareholders. In emerging markets where the use of equity-based
compensation is limited and agency conflicts remain a major concern for shareholders, the need to
discipline managers may outweigh the need to encourage innovation. Using a sample of Chinese firms
from the 2007 and 2011 period, we show that firms pay higher salaries to encourage R&D investment.
They also impose a higher pay for accounting performance sensitivity to mitigate the potential agency
conflicts that might arise from R&D investment. Higher pay for account-ing performance sensitivity is
dominant in firmswith moresevereagencyconflict issues such as state-owned firms,
those with surplus investment, those in labor markets that are weakly competitive, and those with low-
quality auditors.
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