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 Abstract 

This study includes a thorough evaluation of the literature on the effect of financial executive incentives on 

risk-taking behavior. The purpose of this research is to look at two important aspects of executive risk-

taking behavior: (i) the effect of the compensation function's curvature (steepness, convexity, concavity), 

and (ii) the effect of reference points. This method improves upon and updates the data found in standard 

text books. Within this structure, we identify the core individual, organizational, and environmental factors 

that could be used to evaluate an incentive program's success. This paper looks at the real-world effects of 

incentive system design and recommends directions for future study. 
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 1. Introduction 

To influence people's propensity to take risks, Sprinkle and Williamson (2008) suggest using financial 

incentives. Baiman (1990) argues that the need to manage risk-taking stems from a misalignment between 

employee risk preferences and those of employers. This is especially important for executives who must 

make important, long-term decisions for the organization. When an executive's risk preference is at odds 

with that of the firm's owners, Ittner and Laecker (2001) argue that suitable compensation structures are 

necessary to ensure that all parties' interests are aligned. The detrimental effects of improper incentives on 

company output are well documented in the literature of business. The fall of Lehman Brothers, a large 

financial institution was emblematic of the recession that occurred between 2007 and 2009, also known as 

the financial crisis. Excessive risk-taking can cause institutions' bankruptcy and ripple repercussions 

throughout the economy, as seen by a number of high-profile situations (Williams, 2010). The public and 

many national governments have since concluded that the "Wall Street bonus culture," the excessive 
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compensation given to bankers, played a significant role in encouraging excessive risk-taking that 

contributed to the 2008 financial crisis. Shapiro (1995) argues that a company's survival and its competitive 

edge depend on its willingness to take risks. Management's unwillingness to accept "economically 

reasonable" risks can have just as negative an effect as would excessive risk-taking on a company's viability. 

In their case study titled "Kodak and Xerox: How High Risk Aversion Impacts Organisational 

Performance," Cuthbertson et al. (2015) provide a thorough evaluation of the results of various risk 

strategies. The conclusion reached in the study is substantial and warrants further consideration. The authors 

claim that Kodak avoided major dangers because of this mindset. Kodak's major market was eroded by the 

rise of new technologies like digital photography, forcing the corporation to liquidate key parts of its core 

business. Similar trends were observed at Xerox, which faced a drop in its core markets. Xerox's success 

may be traced back to the company's willingness to invest in projects with higher risk and higher returns on 

investment, as well as in R&D. Using pay as a technique to encourage risk-taking and boost company 

success is supported by behavioural and economic theories. We review the literature that has been done 

before on the topic of CEO risk-taking and how it relates to compensation structure and key performance 

indicators. Our number one priority is to achieve the following aims. 

At first, a theoretical framework is offered to investigate how choices about the structure of financial 

incentives affect people's willingness to take risks. Specifically, we look at the expected utility theory of 

agency, the prospect theory of agency, the security potential and ambition theory of agency, and the 

behavioural agency model of agency. To understand what motivates people to take risks and how to 

maximize the effectiveness of incentives, a firm grasp of the underlying theoretical implications is essential. 

The second goal of this research is to identify and classify incentive design alternatives based on their 

potential to affect risk-taking behavior. It is widely acknowledged that the compensation function and 

reference elements are the primary drivers of risk-taking behavior. 

We then proceed to examine, clarify, and compare studies from many other academic disciplines, including 

business, economics, finance, management, and even psychology. The significant moderating impacts and 

underlying mechanisms for each compensation scheme are also illustrated visually. We conclude by 

identifying and discussing possible future directions for exploration. 
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The theoretical and practical contributions included in this review are extensive. In the first stage, results 

from empirical studies are compiled and presented to improve and update the common understanding of the 

primary effect of incentives on risk-taking. Implementing capped compensation schemes results in a 

concave compensation function, which appears to have a moderating influence on risk-taking. We give a 

thorough analysis of the empirical research that supports this idea, and we also incorporate some unexpected 

findings. Researchers Kreilkamp et al. (2021) found that even among people who would not be directly 

affected financially by the cap, there was a significant reduction in the propensity to take risks because of 

the policy change. 

In addition, we deepen our comprehension of conventional wisdom by determining the moderators that 

affect the connection between incentives and risk-taking. Companies must be aware of these moderators if 

they are to properly comprehend the idea that incentive systems are not suitable in all situations. It is 

generally accepted that stock options result in convex compensation functions that motivate individuals to 

take risks. Researchers found that stock options have a greater effect on risk in smaller companies than in 

larger ones. A thorough review of the existing academic literature reveals that there are several moderators 

that are more important than others. These include firm size, tenure, and leverage. The results of numerous 

studies corroborate this claim. 

Such modifiers should be assessed by businesses on three levels: the individual, the organization, and the 

external context. The compensation function is also the primary focus of the first part of our analysis. The 

next section elaborates on how the importance of compensation goes beyond the specifics of its monetary 

value, organizational design, and timing. However, it also incorporates how the salary compares to other 

relevant internal or external benchmarks, such as past salary levels and the salaries of similar employees. 

The research shows that all types of compensation systems, such as option-based pay and tournaments, share 

the trait of being dependent on a common reference point. The incentive structure and possible moderators 

are only part of the picture when trying to explain and anticipate an executive's behavior in a given situation. 

It is also important to figure out which standards this CEO is most likely to use. Supervisory boards might 

reasonably use indicators of possible excessive risk-taking by executives, such as a low ranking position or 

stock options priced at the current market price. 
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Finally, suggestions for further research are included in this article. Future studies could contrast and 

contrast methods for establishing a fixed level of risk-taking, such as restrictions and internal debt. It may 

also be instructive to investigate the role of context in influencing the relative efficacy of each mechanism. 

Here we detail the remaining steps of this project. The framework is introduced and its theoretical 

foundations are clarified in Section 2. Following this part, we will present our review findings (3.2), and 

then describe the procedure we used to select the studies for our review (3.1). The implications for practice 

and future research are discussed in the final section. Our final thoughts are included in this section's 

conclusion. 

2 Background  

2.1 Risk and risk-taking 

There are always dangers and pitfalls to be aware of when making managerial decisions. Risk, as described 

by Sitkin and Pablo (1992, p. 10), is the degree of apprehension one feels while contemplating the likelihood 

of potentially significant and/or undesirable outcomes emerging from decision-making. Libby and Fishburn 

(1977) pointed to the variety of possible decision outcomes as an illustration of uncertainty. These results 

might not always be negative and might even have some positive repercussions. The risk to the decision-

maker must be substantial, however, thus it's important that these considerations be sufficiently large. 

Taking risks is described as exposing oneself to potential harm when making a decision (Sitkin & Pablo, 

1992, p. 10).  

Many different operationalizations are used to investigate risk and risk-taking phenomena in empirical 

research. Individual-based, firm-based, and market-based approaches are the three most frequently seen 

methods. In order to evaluate the efficacy of individual-based measures, experimental investigations 

frequently use risk elicitation tools (Kreilkamp et al., 2021). One might infer the respondents' risk-taking 

proclivities from how they understand the questions. Crosetto and Filippin (2013) provide a clear illustration 

with the explosive risk elicitation task. Researchers applying a firm-based approach investigate how a 

company's strategic decisions affect its exposure to risk. For instance, empirical research has shown that 

higher levels of firm risk and, by extension, a greater propensity of executives to engage in risk-taking 

behavior, are associated with increased spending on R&D (Sanders and Hambrick, 2007), reduced hedging 

activities (Knopf et al., 2002), or increased acquisition investments (Hou et al., 2020). Methods based on 
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the market are frequently used to put risk into practice. Market metrics like stock return volatility are used 

in these methods, as evidenced by Baixauli-Soler et al.'s (2015) research. 

 2.2 The theoretical link between incentives and risk-taking 

Principals, who may be compared to corporate owners, and agents, who can be compared to corporate 

executives, have different goals and face an information gap, as argued by Baiman (1990). Asymmetry of 

information might exist either before or after a contract is put into action. Both adverse selection and moral 

hazard can be traced back to asymmetric knowledge before and after a contract is signed (Macho-Stadler & 

Pérez-Cárcel, 2001). Studies by Kadan and Swinkels (2008), Edmans and Liu (2011), and Laux (2015) 

demonstrate that the existing corpus of literature focuses primarily on the connection between managerial 

risk-taking and moral hazard. Both "hidden action" and "hidden information," in which the agent gains 

confidential knowledge after the contract is signed but before it is revealed to the principal, give birth to the 

moral hazard idea. 

It is possible for an agent to make decisions regarding actions and risk levels that are not in the principal's 

best interests when the agent's activities and the associated risks are not observable or when the agent 

possesses sensitive information about the risks associated with their actions. This means that the principal 

must provide incentives to the agent in order to influence the latter are actions. 

 2.3 Determinants of risk-taking 

Many economic models have been developed to analyze the elements that influence the connection between 

manager pay and risk taking. Managers' risk-taking and pay are examined, together with factors including 

managers' wealth, diversification, hedging options, the feasibility of performance targets, risk aversion, and 

other moderating variables. Smith and Stulz (1985), Lambert et al. (1991), Carpenter (2000), and Brisley 

(2006) are just a few of the researchers who have looked into these factors. In order to strengthen and 

improve the analysis, this study conducts a critical evaluation of the available empirical evidence. In order 

to accomplish this, it is necessary to have knowledge about the factors that influence risk-taking. A model 

for understanding how an individual's risk propensity and perception interact is provided by Sitkin and Pablo 

(1992). The term "risk propensity" is used to describe a person's natural tendency to take risks or avoid 

them, depending on their personal risk preferences, their level of inertia, and the results of their previous 

choices. An individual's perception of risk is the result of a series of mental operations that lead to an 

intuitive assessment of danger. According to Sitkin and Pablo (1992), the environment in which a person 
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experiences danger has a significant impact on their interpretation of that risk. One factor is the incentive 

and control structures in place inside a business, which can direct leadership's focus and energy. Therefore, 

it is essential to examine risk perception as a lens through which to examine the effect of incentive design 

decisions on risk-taking behavior. 

Decisions are typically heavily influenced by mental heuristics (Luft & Shields, 2009). Many seemingly 

unreasonable actions when it comes to taking risks have their roots in the theoretical framework known as 

cumulative prospect theory (CPT). 

 According to the aforementioned theory, an S-shaped utility function centered on a given reference point 

can be used to explain a person's propensity to engage in risky behavior (Kahneman and Tversky, 1979; 

Tversky and Kahneman, 1992). According to prospect theory, people are risk-averse when it comes to 

potential rewards but risk-seeking when it comes to potential setbacks. 

 The person's frame of reference could shift over time as well. This may arise as a result of the presentation 

of the circumstance or other external factors. Organizations must consider the executives' reference points 

and the potential framing effects when designing executive compensation. The SP/A theory extends the 

research from prospect theory by focusing on the emotional components of wanting something (Lopes, 

1987; Lopes & Oden, 1999). The S stands for safety, P for possibility, and A for ambition, according to the 

SP/A hypothesis. The desire to avoid poverty is linked to the idea of safety. The desire to reach a certain 

goal or benchmark is what we mean when we talk about aspiration, whereas the desire to reach greater 

heights of success is what we mean when we talk about potential. When compared to the Cognitive Process 

Theory (CPT), the SP/A theory proposes that managers' risk assessment behaviors vary depending on 

whether they are activated in a security or potential focus. The degree of focus is determined by how likely 

it is that the goal will be attained. When managers believe they can reliably earn a certain salary, they are 

more likely to take calculated risks in pursuit of even greater payoffs. There is also the possibility that 

managers will resort to risky behavior in order to achieve their desired level of reward. A manager's 

propensity for risk-taking is thus influenced by factors like performance targets that have an effect on the 

stability of the manager's income and goals. 

 According to Gomez-Mejia and Wiseman (1997) and Wiseman and Gomez-Mejia (1998), The BAM 

disputes the idea of universal risk preferences and proposes that risk-taking is conditional on a number of 

extrinsic circumstances. External factors are taken into account explicitly in the model. There are a number 

of elements that might affect an individual's propensity to take risks, such as the kind and intensity of their 
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supervision, their track record, their compensation, and evaluation criteria connected to behavior (such as 

the way problems are framed and the amount of money at stake). 

 2.4 Configuration and design of executive incentives 

If we want to make educated suggestions for incentive design and learn how compensation is related to the 

tendency for risky behavior, we need a methodical approach to organizing performance-based remuneration. 

Risk-taking behavior was investigated in a study by Beck et al. (2020), with a particular emphasis on the 

effects of various design elements. The primary goal of this study, however, is to examine the moderating 

influences of human, organizational, and environmental variables on the aforementioned relationship.  

 Companies wishing to implement a performance-based pay system must first establish transparent criteria 

for measuring performance, define the characteristics of the compensation mechanism, and specify the 

various forms of awards that will be made available to employees (Merchant and Van der Stede, 2017). 

Sundaram and Yermack (2007) and Merchant and Van der Steen (2017) both look at the numerous forms 

of compensation that businesses might use, such as cash, stock options, and debt. Cash is a common 

component of both short-term and long-term incentive programs, as stated by Beck et al. (2020). The 

disbursement of funds is frequently tied to the achievement of measurable objectives. Stock options and 

other forms of compensation tied to the success of a company's stock are examples of equity-based 

compensation. Commonly held by a small group of people, restricted stock is a form of stock ownership. 

Merchant and Van der Stede (2017) state that the CEO is not required to make a payment for the shares, but 

rather is given permission to transfer them at a later date. Phantom shares are a type of restricted stock that 

have no physical manifestation but represent the stock's value in some other way. 

 Stock options are an additional equity-based remuneration mechanism. Prior to the expiration of the option, 

the executive will have the opportunity to purchase shares of the firm at a predetermined price for a period 

of time known as the vesting period. If the stock price rises over the option's strike price, the CEO can 

benefit by selling the option or buying stock at the higher price. According to Merchant and Van der Stede 

(2017), stock market investing allows people to make money with little to no risk of losing it. Debt-based 

compensation, often known as internal debt (Sundaram and Yermack, 2007), is another type of 

remuneration. Many other types of compensation, like as pensions and deferred pay, fall under the umbrella 

of "internal debt," often known as "management-owned debt." Some have argued that executives might 

benefit from being incentivized to think about the possibility of insolvency and the value of assets by include 

internal debt in their compensation packages. 
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 In the presence of stock options, the compensation function is convex, whereas in the presence of debt 

compensation, it is concave. Executive compensation is said to display convexity when it shows a more 

noticeable increase when the firm's performance transitions from medium to high levels than a reduction as 

the firm's performance transitions from low to medium. Pay for executives is said to be "concave" when it 

rises less sharply from medium to high levels of performance than it does from low to medium levels of 

performance. The term "convexity" is used to define the ratio of fixed to performance-based compensation 

since it sounds similar to option payments. Our investigation is based less on the actual payment than on the 

compensation function. The results are consistent with prior empirical studies evaluating the connection 

between the compensation function and people's propensity to take risks, suggesting a direct link. It is 

possible to formulate a theoretical framework based on performance objectives and metrics, one that is 

consistent with the view of Wiseman and Gomez-Mejia (1998) that the presentation or framing of 

performance goals and measures is the primary mediator of their effect on risk-taking behavior. User-

generated information has a lower potential for scholarly modification because of its brevity. 

 3. Review 

3.1 Study selection process 

The literature review was conducted in accordance with the principles outlined by Tranfield et al. (2003). 

The comprehensive assessment conducted by Fischer (2007) is of utmost importance.  The first step involves 

analyzing scholarly articles of high caliber that have showcased substantial research from the years 2013 to 

2018. Subsequently, relevant works are identified and integrated into the study. The user's text is deemed 

insufficient for academic purposes. This study was enriched by the contributions of other researchers who 

conducted comprehensive searches across numerous databases and library catalogues, employing a diverse 

range of additional selection criteria. The titles and abstracts of the research are subjected to a keyword 

search in order to select the relevant ones. The bibliographies are subject to increased scholarly scrutiny. 

Indexing services play a crucial role in the realm of scientific citations by facilitating the identification of 

fresh references to previously published works. There is a total of five. Ultimately, a comprehensive 

examination is conducted on all pertinent scholarly articles pertaining to the research inquiry, with a 

particular focus on empirical investigations. There are precisely six in all. The omission of a theoretical 

framework in the investigation was neglected. A total of 76 sensors have been identified. The vast majority 

of these research have been published in the last fifteen years. 

3.2 Empirical findings  
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3.2.1 Compensation function steepness 

The relationship between the pay function's gradient and the company's future performance is indicative of 

the extent to which the financial stability of its top executives influences organizational outcomes. The 

modification of inclination can be achieved through two distinct methods: firstly, by directly altering the 

gradient of the compensation function, and secondly, by introducing additional variables, such as an 

increased number of share alternatives. In light of the uncertainties that businesses face, it is plausible for 

senior executives to perceive a more pronounced incline in a mathematical function as a potential sign of 

heightened risk. Nevertheless, the examination of theoretical aspects provides insights into the correlation 

between an intensified compensating mechanism and propensity for risk, and the comprehensibility of this 

connection relies on the fundamental assumptions of an individual's risk inclinations. 

 The impact of risk on the performance of a group of mutual fund managers was investigated by Massa and 

Patgiri (2009). The results of their study provide empirical evidence that engaging in risk-taking behavior 

may have a positive impact on productivity. Based on the outcomes of their research, it can be inferred that 

a heightened correlation between managers' remuneration and their performance tends to engender a greater 

propensity for risk-taking. Consequently, this inclination towards risk-taking contributes to an overall 

enhancement in fund returns. The present study investigates the existing body of literature pertaining to the 

association between the steepness of compensation function and individuals' propensity for engaging in risk-

taking behavior. The examination of CEO stock ownership is a prevalent practice within academic research, 

with particular emphasis often placed on the delta factor. In their study, Chava and Purnanandam (2010) 

employ the variable "Delta" to denote the alteration in CEO wealth resulting from a 1% fluctuation in the 

stock price. The research conducted by Armstrong and Vashishtha (2012) reveals a favorable correlation 

between the delta variable and the inclination of managers to augment both systematic and idiosyncratic 

risks. Alessandri et al. (2018) found that firms that have a significant level of family participation are able 

to reduce the negative effects of risk-increasing factors. Uhde (2016) conducted a study between 2000 and 

2010, examining a sample of European institutions. The research findings revealed a positive correlation 

between individuals exhibiting a heightened degree of compensatory function and their propensity to 

partake in risky behaviors. The study conducted by Guo et al. (2015) provides support for the inferences 

drawn in this analysis. The authors of this study have successfully established a noteworthy association 

between incentives and the propensity of the banking sector to engage in risk-taking, both prior to and during 

the occurrence of the financial crisis. The study conducted by Boyallian and Ruiz-Verd (2018) provided 

empirical evidence that supports a positive correlation between precrisis deltas and the likelihood of 
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financial crisis failure. Nevertheless, this correlation is solely apparent inside firms that own significant 

levels of debt. In contrast, the research conducted by Iqbal and Vahamaa (2019) employs data that was 

gathered from prominent American financial institutions throughout the period spanning from 2005 to 2010. 

Based on their empirical investigation, the researchers have found no discernible association between the 

variable delta and managers' inclination towards risk-taking. Conflicting research findings indicate that there 

exists an inverse correlation between the slope of the compensation function and the inclination towards 

impulsive behavior. Devers et al. (2008) present empirical findings that demonstrate a negative correlation 

between limited ownership of stocks and the inclination to engage in strategic risk-taking. 

 In their study, Hou et al. (2020) examined the risk-taking tendencies exhibited by a sample of 1,500 CEOs 

listed in the S&P index. The researchers discovered a significant association between higher levels of stock 

ownership and a diminished likelihood of encountering substantial financial losses. Based on the outcomes 

of the study, it may be inferred by the authors that investors exhibiting a greater delta value tend to make 

portfolio decisions characterized by less variance. Knopf and colleagues (2002) arrive at a comparable 

finding, noting that an escalation in delta is associated with a reduction in risk exposure and a simultaneous 

increase in hedging endeavors. In the context of business spinoffs, Mazur and Salganik-Shoshan (2019) 

identified a negative link between delta and firm risk. According to Kim and Lu (2011), the incorporation 

of external governance should be considered as a moderating element. The association between CEO equity 

ownership and the probability of high-risk R&D efforts undertaken by their respective companies is 

identified by the authors. This correlation is valid solely in cases when external governance mechanisms 

exhibit weakness, but not in instances where they demonstrate strength. Therefore, the potential aversion to 

risk resulting from the ownership of a significant number of shares can be reduced by adopting external 

governance mechanisms. Despite the provision of incentives aimed at enhancing the pay-performance 

sensitivity (delta) for executives, the existing research has yielded ambiguous results, indicating that 

executives' risk-taking behavior may not consistently coincide with the interests of shareholders. Hence, it 

is justifiable to contemplate alternate approaches to risk management, such as the utilization of convexity 

(concavity). 

 3.2.2 Compensation function curvature 

The properties of convex and concave functions are examined using the compensating function paradigm. 

The primary focus is placed on convex functions, wherein improvements in company performance lead to 

incremental raises in executive salaries. Given that the firm's performance increases, it is observed that the 

marginal compensation lowers. Consequently, our attention will be directed towards concave functions. 
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The presence of convexity is apparent in the functions being examined. 

 The utilization of convexity as a strategic approach can effectively mitigate the risk aversion that may arise 

due to probable losses in stock investments. Based on Guay's (1999, p. 66) findings, it can be inferred that 

the economic value of common stock's convexity is restricted for the majority of chief executive officers. 

According to Guay, the current system of stock ownership fails to sufficiently motivate CEOs to engage in 

risk-taking activities. Organizations often implement risk mitigation measures that minimize potential losses 

for chief executive officers (CEOs), while concurrently maintaining the potential for significant financial 

gains. 

 The convexity of executive compensation functions can be assessed by temporarily replacing the fixed pay 

ratio with performance-based pay. Long-term stock options, sometimes referred to as "long call" options, 

serve as a viable substitute for the issuance of restricted shares to executives. 

Based on the existing data, it can be observed that compensation functions characterized by a convex 

collection of parameters have a tendency to amplify levels of uncertainty. According to the findings of 

Wright et al. (2007), there exists a positive correlation between heightened exposure to performance-based 

pay and an increased propensity to engage in risk-taking behavior. The researchers linked this association 

to the theoretical construct of short-term convexity. Moreover, the study conducted by Brink et al. (2017) 

offers empirical support for the notion that heightened levels of performance-based remuneration can lead 

to the manifestation of unwarranted risk-taking behaviors. 

 3.2.3 The Comparability of Executive Compensation 

According to Hack and Von Bieberstein (2015), Behavioral theories, such as the Behavioral Agency Model 

(BAM), place importance on the subjective judgment of executives' compensation in relation to 

predetermined criteria. This pertains to the probable ramifications of executives' complete wealth on their 

propensity for engaging in risky activity. References may be influenced by a combination of internal and 

external influences. Therefore, these criteria can be categorized. The act of comparing oneself to peers or 

engaging in competitive activities can be identified as external influences. Conversely, internal determinants 

encompass elements such as one's prior year's remuneration or self-determined goals. Primary attention will 

be directed towards the designated internal points of reference. 

 Larraza-Kintana et al. (2007) successfully distinguished several forms of risk-taking by employing the 

internal reference points framework. The authors present evidence of a positive relationship between 
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compensation variability and a higher inclination towards risk-taking. Conversely, they find that the inherent 

risk linked to the intrinsic value of stock options is associated with a reduced tendency for risk-taking. The 

study done by Wiseman and Gomez-Mejia in 1998 shed information on the differential effects of incentives 

in contexts involving loss versus gain. It is of utmost importance to acknowledge the differentiation in the 

functioning of incentives between a context of loss and a setting of gain. 

 The research conducted by Devers et al. (2008) reveals that there exists a non-linear correlation between 

the utilization of exercisable options and the propensity for engaging in strategic risk. In the year 2013, 

Martin et al. conducted a study. The outcomes of this study elucidate the inherent trade-off that chief 

executive officers (CEOs) encounter when contemplating projected future revenues and losses. Lim (2015) 

argues that utilizing R&D expenditures as a metric for risk assessment reveals that variations from a 

reference point have an impact on individuals' propensity to take risks. The determination of this was made 

by employing research and development expenditures as a criterion for assessing risk. Research has 

indicated that positive deviations are linked to a decrease in risk-taking behavior, whereas negative 

deviations are associated with an increase in risk-taking inclinations. In a comparable manner, it has been 

noted that stock options with an at-the-money strike price tend to incentivize higher levels of risk-taking 

when compared to stock options with an in-the-money strike price. This phenomenon can be attributed to 

the exercise of all stock options that are currently at-the-money. Sawers et al. (2011) argue that this 

phenomenon can be attributed to the association between the latter and a gain frame. This phenomenon may 

be attributed to the association of the latter with a gain frame. Lim's (2017) research provides support for 

the idea discussed earlier, since it illustrates that the impact of options on CEOs' risk-taking behavior is 

contingent upon their wealth relative to their reference points. Recent findings indicate that a higher 

probability of financial insolvency induces individuals to engage in riskier behavior, specifically when there 

is a negative deviation from a benchmark, particularly in scenarios involving financial losses. This 

phenomena has been observed in the setting of a negative divergence from a reference point. 

4. CONCLUSION 

The objective of this subparagraph is to engage in a comprehensive examination of the subject matter. 

Research has shown that implementing performance-based compensation for executives is a viable strategy 

for ensuring that their objectives are in line with the overall mission and vision of the organization. The 

present study aims to examine the correlation between an individual's risk propensity and the incentives 

provided to executives. Our comprehensive analysis reveals that stock options have a complex impact on 

individuals' inclination to engage in risky behavior. This implies that organizations aiming to influence 
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employees' risk-taking tendencies through financial incentives should explore alternative approaches. The 

lack of clarity about the ramifications of these alternatives is the reason behind this. On one hand, the 

implementation of a convex compensation function may potentially incentivize CEOs to undertake more 

risks. Conversely, the existence of concavity within the compensation function has the potential to deter 

individuals from engaging in risk-taking behavior. When formulating remuneration schemes for their chief 

executive officers, corporations should consider the elements elucidated by scholarly investigations. 

 It is recommended that firms incorporate both convexity and concavity elements into their executive 

compensation structures to mitigate the probability of executives partaking in overly risky conduct. As a 

result, organizations will be presented with an increased potential to mitigate the inclination of chief 

executive officers (CEOs) to engage in unjustified risk-taking. Future research will greatly benefit from 

examining the methods by which the key attributes that lead to the most favorable CEO remuneration can 

be identified. The fundamental focus of this study pertains to the phenomenon of risk-taking; yet, it is 

imperative to acknowledge the importance of endeavor. Hence, it is imperative for businesses to exercise 

prudence in their decision-making process while formulating compensation systems, drawing upon existing 

research that investigates the influence of incentive systems on employees' propensity for risk-taking and 

voluntary exertion of effort. 
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