Equity-based compensation, corporate governance and loss reserve management of property and liability insurers
Wen-chang Lin
Department of Finance, National Chung Cheng University
Yi-hsun Lai* (賴怡洵)
Department of Banking and Finance, National Chi Nan University
Abstract
This study aims to investigate whether equity-based compensation granted to managers may affect the loss reserve management decision of property and liability insurers. We test both contemporaneous and causality relationship between the value of stock option executives exercised and the size of reserving error and in the presence of other motivations. Our result supports the “interest alignment” hypothesis, in which executives are found to consistently under-reserve firm’s losses for their self-interest even if their incentives of maximizing their short term compensations are various. Finally, we also find that the size of reserving error can be effectively mitigated if there is proper corporate governance.
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