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ABSTRACT

In December 2004, the Financial Accounting Standards Board (FASB) man-
dated the use of a fair value–based measurement attribute to value employee
stock options (ESOs) via Financial Accounting Standard (FAS) 123-R. In an-
ticipation of FAS 123-R, between March 2004 and November 2005, several
firms accelerate the vesting of ESOs to avoid recognizing existing unvested
ESO grants at fair value in future financial statements. We find that the likeli-
hood of accelerated vesting is higher if (1) acceleration has a greater effect on
future ESO compensation expense, especially related to underwater options,
and (2) firms suffer greater agency problems, proxied by fewer blockholders,
lower pension fund ownership, and top five officers holding a greater share
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of ESOs. We also find a negative stock price reaction around the announce-
ment of the acceleration decision. Furthermore, stock returns are significantly
negative before the new vesting dates and positive afterward, suggesting that
vesting dates could have been backdated.

1. Introduction

The Financial Accounting Standards Board (FASB) issued Financial Ac-
counting Standard (FAS) 123-R on December 12, 2004, requiring fair-value
measurement for employee stock options (ESOs) (FASB [2004a]). Public
firms were required to apply the new valuation method to (1) all ESO awards
granted after June 15, 2005 and (2) unvested ESO awards granted after
1994. Fair-value measurement imposes financial reporting costs because it
entails recording compensation expense relating to both new option grants
and existing unvested options. In order to reduce or avoid financial report-
ing costs associated with FAS 123-R, firms could consider two (not mutu-
ally exclusive) alternatives. With regard to compensation expense arising
from (1) above, firms could avoid issuing new option grants after the ef-
fective date, that is, June 15, 2005; with respect to (2) above, firms could
consider vesting all unvested options (i.e., accelerate the vesting) prior to
the effective date. We focus on accelerated vesting because it represents a
short-term, one-time response to an accounting standard where the timing
of the acceleration is indicative of intent to achieve a financial reporting
objective.

Our enquiry into firms’ accelerated vesting decision is motivated by ex-
tant research that indicates managers take “real” actions in response to
accounting standards to avoid or achieve a financial reporting outcome.
Real managerial actions can transfer wealth either to or away from share-
holders. For example, Mittelstaedt, Nichols, and Regier [1995] report that
35% of their sample firms cut health care benefits subsequent to FAS 106,
which requires financial statement recognition of future health care costs.
Health care benefit reductions represent wealth transfers from employees
to shareholders. Carter and Lynch [2003] focus on an FASB proposal re-
quiring firms that reprice stock options after December 15, 1998 to record
a compensation expense equal to the difference between the new exercise
price and the market price of the stock in each subsequent period the op-
tion is unexercised. The timing and concentration of option repricings they
identify suggests that managers take advantage of accounting rule changes
to transfer wealth from shareholders to employees (and themselves).

Our study complements Carter and Lynch [2003] by examining acceler-
ated option vesting, a real action in response to an accounting standard that
benefits the employees at the shareholders’ expense, but differs from theirs
in three ways. First, in the repricing setting, there is no financial reporting
consequence for firms’ past actions (i.e., prior option grants) or for firms
that do not find it optimal to reprice; rather, firms face financial report-
ing costs as a consequence of the new accounting rule only for subsequent
option repricings. In our setting, firms that do not accelerate the vesting
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of options (i.e., do nothing) face a financial reporting cost. Second, unlike
the repricing setting where the financial effects are not estimable due to
unknown future prices, we are able to quantify the financial reporting costs
for both accelerators and nonaccelerators. Consequently, we can assess the
extent to which accelerated vesting decisions are influenced by the level of
financial reporting costs. Lastly, we identify potential wealth transfers from
shareholders to employees through negative stock price effects and through
possible backdating of the acceleration date.

We examine two questions. First, we investigate what motivates firms to al-
ter their compensation contracts in response to an accounting standard.
We document the characteristics of firms that accelerate the vesting of
options to evaluate the cost–benefit tradeoff associated with the acceler-
ation decision. While the timing of the accelerated vesting decision sug-
gests that it is driven by financial reporting benefits, there are other rea-
sons to accelerate option vesting, such as (1) retaining employees and im-
proving employee morale and (2) transferring wealth from shareholders
to managers by taking advantage of poor governance and greater agency
problems. Second, we investigate whether the acceleration decision rep-
resents benign changes in employees’ compensation contracts by examin-
ing stock market reactions surrounding both the acceleration date as well
as the filing date. Acceleration is costly because it decreases the amount
of service required of employees before enjoying the benefit from ex-
ercising the options, removing the long-term incentive effects of option
contracts.1

Our analysis is based on a sample of 354 firms that announce the acceler-
ated vesting of options between March 2004 and November 2005 and a broad
control sample of 665 firms.2 We observe a rapid increase in the number
of accelerated vesting announcements subsequent to the FASB passing FAS
123-R, suggestive of a motivation to avoid recording a stock option expense.
Our results suggest that, for the median (mean) accelerating firm, acceler-
ated vesting increases earnings as a percentage of net income by about 4%
(23%). Our regression results indicate that the likelihood that a firm accel-
erates vesting increases with the extent of underwater options and the level
of financial reporting benefits received from acceleration. However, we do
not find support for the hypothesis that firms whose stocks underperform
relative to their industry are more likely to accelerate vesting in order to
retain employees or to boost their morale.

We also find evidence that acceleration is associated with agency moti-
vations. Managerial ownership and greater option holdings by the top five
executives are positively associated with accelerated vesting. Consistent with

1 Following the analysis of Chi and Johnson [2008], we would like to measure these costs
in the form of the number of months the vesting period is reduced. However, lack of detailed
disclosures regarding the accelerated options prohibits such an analysis.

2 As a sensitivity check we also conduct an analysis using a matched control sample of 354
firms matched on size, industry, operating performance, and stock return performance. Results
are qualitatively similar.
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recent claims (e.g., Jensen, Murphy, and Wruck [2004]), equity incentives
induce managers to increase stock prices in the short run through income-
increasing financial reporting choices. We also find that firms with better ex-
ternal governance are less likely to accelerate vesting. Consistent with anec-
dotal reports that (1) corporate consultants such as the Corporate Library
(who advise institutions on how to vote on proxy proposals) criticize acceler-
ated vesting of options (White [2005])and (2) active institutional investors
are reluctant to allow firms to reset the terms of employee stock options
(e.g., Silverman [1999]), we find that firms with greater blockholder owner-
ship and pension fund ownership (proxies for better governance structures)
have a lower likelihood of acceleration.3

Regardless of the motivation to accelerate option vesting, it is unclear ex
ante whether the decision is value-increasing or value-destroying, on aver-
age. Boards of several firms state that avoiding a future accounting charge
via accelerated vesting is value-increasing because of the income statement
effects:

The Board believes it was in the best interest of the shareholders to accel-
erate these options, as it will have a positive impact on the earnings of the
Company over the previously remaining vested period of approximately 3
years. (Central Valley Community Bancorp [2005]).

However, investors may perceive accelerated vesting as merely paying em-
ployees more for a reduced amount of service, that is, a wealth transfer
to employees. To investigate the shareholder value implications of acceler-
ation, we examine (1) the stock market response surrounding the accel-
eration announcement and (2) the patterns of stock prices surrounding
the accelerated vesting date to investigate whether the vesting date is op-
portunistically timed ex post. We find that the average market reaction to
the acceleration decision is −1% over the five-day period surrounding the
announcement. Unreported tests indicate that the negative reaction is sys-
tematically worse for firms with higher agency costs, proxied by lower CEO
stock ownership and lower blockholder ownership. The magnitude of the
negative abnormal return is economically comparable to the average market
reaction for news events such as extreme negative earnings announcements,
which ranges on average between −1% and −1.5% (Jegadeesh and Livnat
[2006], Bernard and Thomas [1990]). The results indicate that accelera-
tion announcements are interpreted unfavorably by the stock market, on
average, especially when the market is likely to perceive the wealth transfers
to executives to be greater.

More intriguing, there is some evidence that the accelerated vesting date
could have been backdated. Similar to the return patterns documented by

3 Boards are not required to have shareholders vote on resetting the terms of options unless
their charters specify this. In our sample of accelerators we are not aware of any firms that allow
shareholders to vote on acceleration decisions.
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Lie [2005], we find systematic negative stock returns of −1.7% 20 days before
the acceleration date (not the announcement date) and positive returns of
1.4% 20 days after the acceleration date. We also find that a large majority of
acceleration decisions (233 of the 365) report the activity to the Securities
and Exchange Commission (SEC) six days or more after the acceleration
decision, supportive of backdated vesting dates. Selecting the accelerated
vesting date is discretionary; there is no requirement to file a form 4 or other
kind of notice when a firm accelerates the vesting of options. Thus, firms
can choose an acceleration date ex post when the stock price is low. We view
backdating as a form of unrecognized wealth transfer from shareholders
to employees because backdating the vesting date to coincide with a lower
point in the path of the stock price is likely to reduce or even eliminate the
financial reporting expense. In turn, this could motivate firms to accelerate
even more unvested options.

Our paper makes three contributions to the extant literature. First, we
provide archival evidence consistent with Graham, Harvey, and Rajgopal
[2005] and Nelson, Elliott, and Tarpley [2002], who find that managers
are willing to alter transactions (the terms of compensation contracts in
this paper) to achieve a desired financial reporting outcome. We add to a
small but growing stream of archival research that offers evidence of such
behavior. Imhoff and Thomas [1988] document substitution from capital
leases to operating leases and nonlease sources of financing following adop-
tion of FAS 13. Dechow and Sloan [1991] and Bushee [1998] provide ev-
idence that managers reduce research and development (R&D) spending
to meet earnings goals. Lys and Vincent [1995] show that AT&T spends
between $50 million and $500 million to gain pooling-of-interest account-
ing in its acquisition of NCR. Engel, Erickson, and Maydew [1999] find
that firms engage in recapitalizations to make their balance sheets look
better. Marquardt and Wiedman [2005] show that the likelihood of firms
issuing contingent convertible bonds, which are often excluded from di-
luted earnings per share (EPS) calculations under FAS 128, is associated
with the reduction that occurs in diluted EPS if the bonds are traditionally
structured.

Second, we contribute to the literature that examines the real effects
of accounting standards, where one effect of transaction structuring is the
wealth transfer from shareholders to employees. Unlike prior research (e.g.,
Carter and Lynch [2003]), we find that agency factors contribute as much
as financial reporting reasons to the accelerated vesting decision. We doc-
ument wealth transfers by the negative stock market reaction around the
announcement date. Third, the pattern of stock returns surrounding the
new vesting date is consistent with the hypothesis that the new vesting date
can be retroactively picked by management, implying that the practice of
backdating may extend beyond stock option grants.

The remainder of the paper is organized as follows. Section 2 discusses
the background and hypotheses. Section 3 describes the data and empirical
results related to factors associated with the likelihood that a firm accelerates
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the vesting of options. Section 4 presents evidence related to stock price
reactions at the acceleration announcement and around the new vesting
date. Section 5 summarizes and concludes.

2. Background and Hypotheses

2.1 BACKGROUND

Prior to 1995, the accounting for options issued to employees (ESOs)
was governed by Accounting Principles Board Opinion 25 (hereafter, APB
25) (APB [1972]). APB 25 specifies that the cost of fixed-plan stock options
is based on the intrinsic value of the option (excess of the market price
over the exercise price) on the option grant date. Most firms incur no op-
tion compensation expense by issuing at-the-money, fixed-term options. In
October 1995, the FASB issued FAS 123, requiring firms to disclose (not
recognize) a fair value–based estimate of ESOs (FASB [1995]). In the after-
math of the accounting scandals and the passage of the Sarbanes-Oxley Act,
the FASB issued FAS 123-R in December 2004, requiring recognition of the
cost of share-based payments using fair-value measurement (as opposed to
the intrinsic value under APB 25) on the grant date. The cost of the award
is allocated over the vesting period. FAS 123-R is originally scheduled to be
effective for public companies after June 15, 2005.4 Under FAS 123-R, only
stock options awarded to employees that vest (become exercisable) after
the effective date must be recognized using a fair-value method. Options al-
ready vested (even if unexercised) prior to the effective date are not affected
as the required services for those options are already rendered. For exam-
ple, if a calendar year public company grants an option to an employee on
December 31, 2003 that vests (i.e., is exercisable) ratably over three years,
one-third of the award vests in fiscal 2006, after the effective date of FAS
123-R. In order to avoid recognizing the fair value of the unvested option
as a compensation expense in fiscal 2006, the company can accelerate the
vesting of the final third of the award to a date on or before December 31,
2005.5

4 The SEC postponed the implementation date of FAS 123-R on April 14, 2005, stating that
SEC registrants have to comply with FAS 123-R beginning with the first interim or annual re-
porting period of the first fiscal year beginning on or after June 15, 2005, i.e., the first quarter of
2006 for most public companies. While calendar-year companies receive a six-month reprieve,
several technology companies (e.g., Cisco, JDS Uniphase, Sun Microsystems) and other com-
panies with fiscal year-ends in June and July did not benefit from this delayed implementation.

5 There are a few tax effects of the acceleration as well. A company that accelerates the
vesting date of incentive stock options, or ISOs, needs to seek consent from holders of ISOs,
as per section 422 of the Internal Revenue Code of 1986 if the acceleration has the effect of
changing the status of the option for federal income tax purposes from an incentive stock
option to a nonqualified stock option. Should any of the holders of incentive stock options
refuse or fail to consent to the acceleration of option vesting, then there is future expense
associated with those options as per FAS 123-R. If the company accelerates the vesting of an
“in-the-money” option, the firm books a compensation expense per FAS 123 and a deferred
tax asset.
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2.2 MOTIVATIONS FOR ACCELERATED VESTING

We hypothesize that three factors—(1) accounting, (2) economic, and
(3) agency factors—influence the decision to accelerate the vesting period
of ESOs prior to FAS 123-R’s effective date. We estimate the following logit
model (firm subscripts suppressed):

Pr(Accelerated vesting) = β0 + β1UNDER% + β2IMPACT + β3ADOPTERS

+ β4EQ ISSUE + β5MEET BEAT + β6LOSS

+ β7 D/E + β8STCLAIM + β9 D CAPITAL

+ β10BHAR INDADJ + β11BONUS

+ β12CEO OWN + β13TOP5 OPT%

+ β14BLOCK + β15PP + β16 B SIZE

+ β17%B INSIDERS + β18 B MEETINGS

+ β19 B INSIDECHAIR + β20 B STAG

+ β21SIZE + β22 M/B + ε (1)

2.2.1. Accounting Factors.

2.2.1.1. Extent of Underwater Options. Whilea firm’s acceleration decision
reduces financial reporting costs by avoiding future option expense, it re-
quires recording a current option expense if the option is in-the-money at
the time of acceleration. Shortening the vesting period triggers revaluation;
under APB 25 an expense is recognized based on the intrinsic value at the
acceleration date. Accelerating the vesting period of at- or out-of-the-money
stock options requires no option expense recognition at the acceleration
date. Hence, we hypothesize that the probability that a firm accelerates vest-
ing is greater if the firm has more unvested underwater options.

Our empirical proxy for the extent of unvested underwater options is
computed from the ExecuComp database, which contains detailed data on
option grants to the top five officers. We hand-collect option grant data
from the annual proxy statements for firms not included in ExecuComp.
We estimate the extent of unvested underwater options as follows. First,
we divide the total number of options granted to the top five executives
by the proportion of options granted to these executives relative to that
granted to all employees. This gives us an estimate of the total number of
options granted each year. Following Hall and Knox [2004], we compute
unvested options that are underwater as of December 2004. Assuming that
all options are granted at the end of each fiscal year and vest over four
years, we calculate the number of unvested options for each of the four
previous years. For example, a ratable portion of all the options granted
in 2001 through 2004 is considered unvested for a firm with a fiscal year
ending December 31, 2004. To determine whether the unvested options
are underwater, we compare the strike price of the option to the stock price
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of the firm as of December 31, 2004 (for acceleration firms we use the
stock price at the end of the day before acceleration). UNDER% is the total
number of unvested underwater options scaled by shares outstanding. We
expect the probability of accelerating the vesting period to increase with
UNDER%.6

2.2.1.2. Future Expense Saved. Over 75% of the accelerating firms cite the
magnitude of the future expense avoided as one of the key benefits of ac-
celerating the vesting of options. Hence, we predict that firms accelerate
when these future expenses are larger. There are at least three reasons why
managers might undertake actions to affect income that have no cash flow
effects. First, Graham, Harvey, and Rajgopal [2005] find that several CFOs
they interview believe that stock markets are efficient, on average, but they
would rather not take the chance that the market inefficiently prices re-
ported income of their firms. Second, recent findings in Sloan [1996] and
Xie [2001] question market efficiency with respect to the pricing of earn-
ings components. Hirshleifer and Teoh [2003] model an equilibrium in
which partially attentive investors focus more on recognized rather than
disclosed charges to income. The existence of such investors creates incen-
tives for firms to avoid recognizing costs in the financial statements. Finally,
even if the stock market is efficient at unraveling the effects of transaction
structuring on reported income, managers have incentives to manage re-
ported income to signal their competence to the managerial labor market,
as suggested by Graham, Harvey, and Rajgopal [2005], or to manage the
perceptions of other stakeholders such as suppliers, employees, or creditors
(see Bowen, Ducharme, and Shores [1995]).

In our sample, 228 of the 354 accelerating firms report the amount of
future stock option cost saved as a result of the acceleration. For these
firms, we use the reported after-tax cost saved as our empirical measure
of future expense saved; for firms that report the before-tax impact, we
multiply the before-tax impact by 0.65 (assuming a 35% tax rate). For the
126 accelerators that do not disclose the amount of stock option cost saved
and for the control firms, we estimate the financial statement effect as the
tax-adjusted Black–Scholes value (Black and Scholes [1973]) of the unvested
underwater options using the following procedure.7 First, we sum the total
number of options unvested as at the end of fiscal 2004 for each of the top

6 Because ExecuComp contains data from company proxy statements (which follow fiscal
years), the entries show the number of options at the end of the company’s fiscal year, not
calendar year.

7 One might argue that the acceleration phenomenon is a more significant issue for under-
water options. Acceleration of in-the-money options imposes an immediate financial reporting
cost in that it requires recording an option expense equal to the intrinsic value at the time of
acceleration. Therefore, as a sensitivity check, we include in-the-money options when estimat-
ing the financial statement impact for all control and treatment firms that do not report the
financial statement impact. Using this alternative measure of financial statement impact does
not alter the tenor of our conclusions.
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five executives.8 We scale this by the percentage of options granted to the
top five executives in each year to estimate the unvested options held by all
employees. Next, we determine the Black–Scholes value of these unvested
options by using the input assumptions reported in the 10-K filings (obtained
from Equilar). If the firm is missing from the Equilar database, we assume the
following input parameters: a seven-year holding term, monthly stock return
volatility estimated from the Center for Research in Security Prices (CRSP)
for the past seven years, a zero dividend rate, and a risk-free rate equal to the
10-year Treasury bill rate as of December of the corresponding year. Since
we are interested in the unamortized portion of the total cost, we multiply
the estimated Black–Scholes value of unvested options by one-fourth for
options granted in 2001, by one-half for options granted in 2002, by three-
fourths for options granted in 2003, and by one for options granted in 2004.
To compute the after-tax costs we multiply the sum of these unamortized
expenses by 0.65. The resultant measure is scaled by the absolute value of net
income and constitutes the expected future saving in expense attributable
to underwater and unvested options (IMPACT).9 We set IMPACT to zero for
1% of the treatment sample and 19% of control sample firms that voluntarily
adopt the fair-value provisions of FAS 123.

Our estimate of the financial statement effect (cost savings) rests on sev-
eral assumptions: the grant date is the last day of the granting fiscal year,
the holding period of the option (i.e., time until exercise) for all employees
is the same (i.e., seven years or as disclosed in the 10-K filing), and a four-
year vesting period. Given these assumptions, our measure of IMPACT likely
contains measurement error. To validate the measure, we compute an as-if
IMPACT for firms that disclose their expected savings in their announce-
ments. We find that the Spearman rank (Pearson) correlation is 0.72 (0.68)
(both p < 0.01), giving us assurance about the reliability of our measure,
despite the assumptions made above.10

8 We assume that firms accelerate all unvested options. This assumption relies on the premise
that firms want to minimize the extent of stock option expense reported under FAS 123-R.
Under FAS 123-R, firms can avoid recognizing any stock option expense for accelerated out-of-
the-money options. Hence, we are not sure why a firm would choose to accelerate only a part
of the underwater, unvested options. Unfortunately, firms’ disclosures are too patchy to reveal
whether some firms accelerate the vesting of only a portion of their out-of-the-money options.

9 As a sensitivity check, we use the estimated IMPACT measure for all firms and find that
using this alternative variable does not affect the tenor of our conclusions. Although income
seems like a natural scalar in our context, scaling by the absolute value of net income could
create a potential small denominator problem. In untabulated analyses, we also consider other
scalars such as total assets and sales with no qualitative change in our findings.

10 We also conduct a calibration analysis where we regress actual IMPACT on an intercept
and as-if IMPACT and then apply the parameters from this regression to compute the pre-
dicted value for actual IMPACT for firms where we only have the as-if IMPACT number. The
estimated intercept (t-statistic) is 0.30 (7.65) and the coefficient on as-if IMPACT is 1.80 (8.95).
Substituting the calibrated number in our empirical analyses does not alter any of our reported
inferences.
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2.2.1.3. Voluntary Adopters of Fair-Value Provisions of FAS 123. Several firms
voluntarily adopt the fair-value provisions of FAS 123 beginning in 2002
(see Aboody, Barth, and Kasznik [2004]). These firms do not incur sav-
ings from accelerated vesting, and may incur a short-term increase in cur-
rent cost under FAS 123.11 We hypothesize that voluntary adopters are less
likely to accelerate vesting of options. We code ADOPTERS as one if the
firm voluntarily adopts the fair-value provisions of FAS 123 (McConnell
et al. [2004]) and zero otherwise.12

2.2.1.4. Reported Income and Capital Markets. In this section, we argue that
firms with a preference for reporting higher accounting income on the mar-
gin are more likely to engage in accelerated vesting of options. We employ
several empirical proxies to capture the importance of accounting income.
As with prior research, we predict firms that engage in seasoned equity
offerings (EQ ISSUE), consistently meet or beat analyst earnings targets
(MEET BEAT), incur losses (LOSS), and have significant leverage (D/E)
are more likely to be sensitive to reported earnings. We measure these vari-
ables as follows: EQ ISSUE is a dummy variable that is set to one if the firm
issued equity in the last three fiscal years and zero otherwise; MEET BEAT
is the proportion of times a firm meets or exceeds the seasonal quarterly
earnings benchmark over the last three years (because analyst forecasts are
unavailable for a significant proportion (27%) of our sample, we use prior
year earnings instead of analyst forecasts to measure MEET BEAT); LOSS is
the percentage of times the firm reports negative net income adjusted for
the stock option expense amounts (disclosed in the footnotes) during the
four fiscal years prior to the acceleration decision; D/E is the debt–equity
ratio measured as the book value of debt scaled by the market value of
equity.

2.2.1.5. Reported Income and Stakeholders. Bowen, Ducharme, and
Shores [1995] document that firms with more implicit claims with stake-
holders such as employees, suppliers, or customers choose relatively ag-
gressive accounting methods to influence stakeholders’ assessments of the
firm’s reputation. Graham, Harvey, and Rajgopal [2005] present survey ev-
idence that CFOs view stakeholder concerns as an important determinant
of financial reporting practices. Even if the stock market is fully efficient in
processing earnings information, managers may accelerate the vesting of op-
tions and reduce future reported costs to extract better terms of trade with

11 According to FAS 123, once a firm elects to use the fair-value method of valuing stock
options, it may not change the valuation method back to the intrinsic-value method at any
point in the future. Therefore, a voluntary adopter that accelerates vesting is forced to expense
an amount equal to the unrecognized portion of the fair value of the accelerated options.

12 It is likely that subsequent to the Bear Stearns Report (McConnell et al. [2004]), some
of the accelerating and the control firms announced decisions to voluntarily expense stock
options, leading to misclassification of the ADOPTERS variable. However, such misclassification
only biases against finding results in support of our hypothesis.
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their stakeholders. Following Bowen, Ducharme, and Shores [1995] and
Matsumoto [2002], we conduct a factor analysis to identify a single factor
(STCLAIM) for the following three variables to capture stakeholder claims:
(1) DDUR if a firm belongs to a durable goods industry, (2) R&D/Sales, and
(3) LABOR intensity (1 − (property, plant, and equipment/adjusted total
assets)). STCLAIM represents the factor score capturing the combined ele-
ments of these three variables. The factor retains over 75% of the variation in
the input variables. Higher factor scores correspond to greater stakeholder
claims; hence, we expect a positive association between the probability of
accelerated vesting and STCLAIM .

2.2.2. Economic Factors.

2.2.2.1. Cash Flow Constraints. Prior research (e.g., Core and Guay
[2001]) finds that firms with greater financial constraints tend to use stock
options. Accelerated vesting of options could hasten the inflow of cash
through the option exercise if the option is in-the-money and the employee
decides to exercise the option early. Even if the options are out-of-the-money,
the incentive effects of accelerated vesting may motivate employees to work
harder to bring the options into the money, which in turn motivates early
exercise. We hypothesize that firms with higher cash flow constraints have
greater incentives to accelerate the vesting of options. Although it is cheaper
to raise capital from diversified financial institutions than from employees,
the cash flow constraints hypothesis implicitly assumes that it is sensible for
the employees to finance the company using stock option exercises. Recent
research suggests that issuing broad-based options to employees is sensible
when firms exploit boundedly rational employees who are likely to be exces-
sively optimistic about the company stock and when employees are likely to
have a strict preference for options over stock (Bergman and Jenter [2006],
Hodge, Rajgopal, and Shevlin [2008]). We use free cash flow (FCF ), which
is the difference between cash flow from operations for year t − 1 and the
past-three-year average (t − 1, t − 2, t − 3) of the firm’s capital expenditures,
scaled by current assets at t − 1. We set a dummy variable (D CAPITAL) equal
to one if the free cash flow measure (FCF ) is less than −0.50, and zero oth-
erwise. This variable also captures the firm’s ex ante demand for external
capital, which in turn, provides managerial incentives to engage in actions
that influence reported income. We expect a positive association between
the acceleration decision and D CAPITAL.

2.2.2.2. Improving Employee Morale and Retention. Several firms explicitly
state that they accelerate the vesting of options to improve employee morale
and retain employees. Hodge, Rajgopal, and Shevlin [2008] present survey
evidence that employees attach significant value to earlier vesting of stock
options. Firms view the acceleration of underwater options as a symbolic
action that communicates concern to employees about their options be-
ing out-of-the-money. Moreover, acceleration of underwater options can be
viewed as a signal that managers expect the stock price to increase. Hence,
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we argue that firms may choose to boost employee morale and increase
the chance of retaining employees, on the margin, by accelerated vesting.13

While it is debatable whether the accelerated vesting of underwater options
promotes employee retention and incentive alignment, we appeal to recent
work by Jin and Meulbroek [2005] that indicates underwater options have
sufficient incentive alignment properties.14 In addition, options are more
valuable to employees when the vesting period is shorter and employees
have stronger incentives to work harder to boost the stock price to bring
their options into the money.

Following Carter and Lynch [2001] and Oyer [2004], we argue that firms
that underperform relative to their industry find it harder to retain employ-
ees as such employees have attractive outside employment opportunities
within the industry. Under the retention story, we expect the likelihood of
acceleration to be negatively associated with BHAR INDADJ , which repre-
sents the firm’s prior year industry-adjusted buy-and-hold return comprised
of firms in the three-digit North American Industry Classification System
(NAICS) code, excluding the treatment firm. BHAR INDADJ for firms that
accelerate vesting in 2004 (2005) is computed over the year ending June
2004 (December 2004). For control firms, we compute BHAR INDADJ over
the calendar year 2004.

2.2.3. Agency Factors.

2.2.3.1. Managers’ Private Incentives. We consider several factors related
to the private incentives of senior managers to influence financial report-
ing choices. Murphy [2000] documents widespread use of earnings-based
annual bonus plans in compensation contracts; prior research (e.g., Mat-
sunaga and Park [2001]) shows that earnings-based bonus plans influence
financial reporting choices. If management bonuses are based on reported
earnings unadjusted for accounting changes, we predict firms that compen-
sate managers with bonus plans are more likely to accelerate the vesting
of options.15 We use the ratio of CEO bonus to total cash compensation
(BONUS) as our proxy for earnings-sensitive bonus plans.16

13 In fact, 51 of the 354 accelerating firms in our sample that accelerate the vesting of
underwater options bar some employees from selling the stock until the original exercise date.

14 Moreover, several of our sample firms (65 firms) accelerate the vesting of some in-the-
money options.

15 A positive relation between the acceleration decision and BONUS could arise for a more
innocuous reason. Because the acceleration decision is more likely to occur when past per-
formance is weak and options are more likely to be underwater, BONUS could simply be an
additional proxy for the likelihood that the options are underwater.

16 Ideally, we would like to proxy for bonus incentives via the actual bonus formula in proxy
statements or by estimating a regression of bonus compensation on accounting performance
for each firm and using the parameter estimates to determine how much a typical manager
actually makes in terms of additional bonus if accelerated vesting occurs. However, firms do
not consistently disclose bonus formulas in their proxy statements, and in addition, requiring
time-series data on bonus compensation leads to significant data attrition.
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We also include two additional proxies to capture managers’ private in-
centives for income-increasing financial reporting decisions—CEO owner-
ship, calculated as the equity shares held by the CEO (CEO OWN ), and
the number of options granted to top executives (TOP5 OPT%); both are
scaled by shares outstanding. Agency theory suggests that greater CEO own-
ership improves alignment between managerial and shareholder interests,
mitigating agency problems. Thus, firms with greater managerial owner-
ship are less likely to indulge in earnings management (Warfield, Wild,
and Wild [1995]). Based on this argument, we predict that the propensity
to accelerate decreases with CEO OWN . However, recent evidence (Bartov
and Mohanram [2004], Bergstresser and Phillipon [2005], Burns and Kedia
[2005], Cheng and Warfield [2005]) suggests that managers with significant
equity incentives (i.e., managers with significant managerial ownership and
stock options) are more likely to manage earnings because managers have
considerable wealth invested in the firm’s stock, increasing the propensity to
sell shares in the near term. Consequently, we entertain the possibility that
the relation between the acceleration decision and CEO OWN is positive.

TOP5 OPT% is a proxy for managers’ personal incentives. Dechow, Hut-
ton, and Sloan [1996] find that firms with more options granted to the
top five executives are more likely to lobby the FASB against fair-value mea-
surement and recognition. They argue that executive stock option grants
represent excess compensation. Managers with significant option portfolios
attempt to reduce the political costs associated with reporting a high stock
option compensation expense. Since accelerating the vesting of options is
a mechanism to avoid expense recognition, we expect a positive association
between the acceleration decision and TOP5 OPT%.17

2.2.3.2. External Governance. We expect outside monitoring to counter-
act the private incentives of senior managers to accelerate the vesting of
options and avoid expense recognition. We use two proxies to capture exter-
nal monitoring: (1) equity ownership by the largest blockholder (BLOCK)
compiled by Dlugosz et al. [2006] and (2) equity ownership by public pen-
sion funds (PP) identified by Cremers and Nair [2005].18 Pension funds and
blockholders usually oppose resetting the terms of ESOs (Silverman [1999],

17 A direct analysis of these agency issues would separate accelerators that exclude senior
managers, including the CEO. Unfortunately, disclosures on restricting accelerations to rank
and file workers are patchy and unreliable.

18 A natural candidate for internal monitoring is the compensation committee. However,
we do not find significant cross-sectional variation either in the presence of a compensation
committee or in the composition of the compensation committee, both within our treatment
and matched samples and between these two samples. This is not surprising considering that
(1) section 303.01(B)(2)(a) and (3) and 303A.02 of the New York Stock Exchange’s (NYSE)
listing standards require NYSE-listed firms to establish compensation committees composed
entirely of independent directors and (2) for most NASDAQ companies, the compensation
payable to the company’s CEO and other executive officers must be approved either by a
majority of the independent directors on the board or a compensation committee comprised
solely of independent directors. We include the presence of a compensation committee, the
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Pollock, Fisher, and Wade [2001]). Several consultants, such as the Corpo-
rate Library, who counsel institutional investors on investment decisions and
proxy voting, have been critical of accelerated vesting. For example, Paul
Hodgson of the Corporate Library states: “It’s lying. It may be legitimate
lying, but it is nevertheless lying to shareholders about the cost of options”
(White [2005]). Nell Minow, founder of the Corporate Library, calls acceler-
ated vesting “appalling.” She adds “institutional investors are already saying
that the issue could encourage them to withhold votes from corporate di-
rectors. It shows bad faith and bad judgment on the part of [corporate]
boards” (Wolverton [2005, p. 1]). We expect the probability of accelerating
the vesting of options to decrease with BLOCK and PP .

2.2.3.3. Internal Governance: Board of Directors. Managers cannot unilater-
ally accelerate option vesting because the compensation committee, and
ultimately the board of directors, must authorize such acceleration. Hence,
we expect the probability of acceleration to decrease with the presence of a
strong board. We consider five proxies related to board structure:

1) The number of directors on the board (B SIZE): Jensen [1993] and
Lipton and Lorsch [1992] argue that large boards can be less effective
than small boards. The intuition is that director free-riding increases
with board size and that larger boards may be more symbolic and less
involved in the management process. Yermack [1996] tests this view
and finds empirical support for it.

2) The proportion of insiders on the board (%B INSIDERS): Several
studies show that boards composed mainly of outside (or indepen-
dent) directors are more effective than boards made up of insiders
(e.g., Brickley and James [1987], Weisbach [1988], Rosenstein and
Wyatt [1990]).

3) The number of board meetings (B MEETINGS): A greater frequency
of board meetings may indicate active governance on the part of the
board. Alternatively, it may signal the difficulty involved in monitoring
the firm’s operations, and hence, a greater number of board meetings
may suggest a mere reactionary response on the part of the board to
poor performance or bad outcomes.

4) The presence of an insider (i.e., an employee, an interim CEO, or an
individual who owns more than 50% of voting shares) as the chairman
of the board (B INSIDECHAIR): Boards are known to be ineffectual
monitors especially when the CEO or an insider is also chairman of
the board (Jensen [1993]).

5) The presence of a staggered board (B STAG): Staggered board refers
to a board where only some members are elected/re-elected each year.
Staggered boards are a powerful defense against removal in either a

number of compensation committee members, and the proportion of inside directors on the
compensation committees as additional variables but these variables do not load significantly
in the multivariate regressions.
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proxy fight or proxy contests. There is evidence that staggered boards
are a key determinant for whether a target receiving a hostile bid
remains independent (Bebchuk, Coates, and Subramanian [2002]).
There is also evidence that staggered boards are negatively correlated
with Tobin’s Q (Bebchuk and Cohen [2004]) and are associated with
negative future returns (Bebchuk, Cohen, and Ferrell [2008]).

We obtain board data for fiscal year 2004 for several of our sample firms
from the Equilar database. We hand-collect all the variables from proxy
statements for 82 accelerating and control firms that are not available in the
Equilar board database. Given that a higher value for all the above variables
(with the exception of B MEETINGS) captures poor internal governance,
we predict each of the variables to be positively (negatively) related to the
likelihood of accelerated vesting.

2.2.3.4. Other Variables. Smith and Watts [1992] argue that a firm’s size
and investment opportunity set are important determinants of compensa-
tion contracts. Visible actions such as accelerated vesting are likely to invite
public scrutiny. Firm size is commonly used as a proxy to capture political
vulnerability (see Watts and Zimmerman [1990]); we measure SIZE as the
logarithm of market value of equity. Finally, we include a proxy for the in-
vestment opportunity set (M/B), calculated as the ratio of market value of
equity to book value of equity.

3. Data and Results

3.1 THE SAMPLE

We identify firms that accelerate the vesting period of options via a Lex-
isNexis search beginning March 2004 using the following key words “accel-
erat! w/10 vest!.” We began our search in March 2004 because the FASB
issued an exposure draft for share-based payment on April 13, 2004. This
exposure draft states that “the intrinsic value method would be repealed
(except in limited circumstances) and replaced with a requirement that
generally all equity awards be accounted for at the fair value.” According to
our data search, the first acceleration decision in response to the exposure
draft occurred in July 2004. Note that we eliminate routine accelerations
that occur as a result of mergers and acquisitions, change of control in the
firm, separation of employees, or performance vesting. We supplement our
search using lists provided by three stock market analysts (Buck Consultants
[2005]McConnell et al. [2005], Ciesielski [2005]). The time-series distri-
bution of acceleration announcements is provided in figure 1. Only four
acceleration announcements occur before the FASB decision on October
6, 2004 to consider the acceleration of the vesting period prior to the adop-
tion of the standard as “nonsubstantive” (FASB [2004b]). Had the FASB
not voted four to three against this proposal, unvested options that were
accelerated would continue to be recognized at fair value over the original
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FIG. 1.—Time-series trends in accelerated vesting announcements. This figure shows the
number of firms that announce accelerated vesting of employee stock options during the
sample period (March 1, 2004 to November 18, 2005). We exclude firms that accelerate the
vesting for a contractual reason, such as a change in control.

vesting period, eliminating the financial reporting benefit of acceleration.
Firms are subject to FAS 123-R as early as June 2005 or as late as May 2006,
depending on their fiscal year-end dates. We terminate our search as of
November 18, 2005.

The control firms consist of 665 firms that (1) do not accelerate vesting of
options as of November 18, 2005 and (2) have all data available to perform
our analysis from ExecuComp as of December 2004. ExecuComp provides
compensation data reported in proxy statements for the top five officers of
firms in the Standard and Poor’s (S&P) 500 large-capitalization, S&P 400
mid-capitalization, and S&P 600 small-capitalization indices. A complete
description of data computations and sources is provided in table 1. Our final
usable sample that passes the required data filters consists of 354 accelerating
firms and 665 control firms (see table 2, panel A).

Table 2, panel B reports the industry classification (NAICS codes) for the
accelerating firms. The table indicates that technology firms (defined per
Francis and Schipper [1999]) constitute 39.8% of the accelerating firms
compared to 16.2% for the control firms.19 Manufacturing, finance, and
insurance firms are underrepresented in the accelerator sample relative to
the control group.

19 Francis and Schipper [1999] define firms in 14 three-digit SIC codes (283, 357, 360–368,
481, 737, and 873) as technology-intensive industries. We use a similar industry classification
except that we use NAICS codes instead of SIC codes and treat firms in the corresponding
NAICS codes (32, 33, 51, and 54) as technology intensive.
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T A B L E 1
Variable Definitions and Data Sources

Variable Measurement Data Source Notes
UNDER% Total number of

unvested
options that are
out-of-the-
money scaled
by shares
outstanding

ExecuComp where
available,
otherwise hand
collected

Out-of-the-money determined by
comparing exercise price to
December 31, 2004 price for
control firms and to the price the
day before acceleration in the case
of accelerating firms. Options that
are granted in years 2001 through
2004 are unvested in the respective
proportions assuming a four-year
vesting period.

BHAR INDADJ One-year industry-
adjusted
buy-and-hold
return (firm
return −
corresponding
industry
return)

CRSP and
www.yahoo.com

For firms that accelerate in 2004
(2005), returns are computed over
the year ending June 2004
(December 2004). For control
firms, returns are computed over
the calendar year 2004. Industry
returns are computed based on
three-digit NAICS code matching
after excluding the firm for which
industry return is computed.

IMPACT After-tax income
effect of
accelerating
out-of-the-
money and
in-the-money
options scaled
by the absolute
value of net
income

ExecuComp, press
releases, 10-K,
10-Q, 8-K,
CRSP, Equilar
data

Some accelerating firms disclose the
income statement effect. For firms
that do not disclose and for the
control firms, we compute the
after-tax income effect by
determining the Black–Scholes
value (see Whaley [2006]) of the
unvested underwater options.
Assume options issued in past four
years are unvested and issued at the
money. Input assumptions to
Black–Scholes are taken from a
database purchased by Equilar,
collected from annual 10-K fillings.
When data are missing, we calculate
input assumptions using a
seven-year assumed holding term,
seven–year T-bond rate, dividend
rate = 0, and volatility computed
from a minimum of 30 months of
price data from CRSP. We sum 1/4
of 2001, 1/2 of 2002, 3/4 of 2003,
and all of 2004 options to
determine outstanding expense. We
find a correlation of 0.72 for firms
that disclose impact and our
calculated impact.

ADOPTER Dummy variable =
1 if firm
voluntarily
expenses
options, 0
otherwise

Bear Stearns
report, April
28, 2004

Value = 1 if firm voluntarily adopts FAS
123-R (is currently or intends to
start expensing options as of May
2004) as of 2004.

(Continued)
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T A B L E 1 —Continued

Variable Measurement Data Source Notes
EQ ISSUE Dummy variable =

1 if firm issues
equity in the
past three years,
0 otherwise

Compustat Firm is assumed to have issued equity if
data #108 > 0.

MEET BEAT % times firm meets
or exceeds
prior year same
quarter net
income in past
12 quarters

Compustat

LOSS Proportion of times
in last four
years the firm
has a loss after
deducting the
option expense
amount
disclosed in the
10-K

Compustat Firm has a loss if data #18 − data #399 <

0; LOSS = (number of times loss =
1)/4

D/E Total debt/market
value of equity

Compustat Total debt = (data #34 + data #9);
market value of equity = data #25 ∗
data #199

STCLAIM A single factor
determined
from three
variables: (1)
dummy
indicator for
durable goods
industry, (2)
R&D/Sales, (3)
labor intensity
(1 − PP&E/
adjusted total
assets)

Compustat Durable good industry (SIC codes
150–179, 245, 283, 301, 250–259,
324–399), R&D (data #46), sales
(data #12), PP&E (data #7), adjusted
total assets (data #6 + data #196 +
data #240)

D CAPITAL If FCF < −0.5 then
D CAPITAL =
1, 0 otherwise

Compustat FCF is the difference between cash flow
from operations (data #308) for year
t − 1 and the past-three-year average
(t − 1, t − 2, t − 3) of the firm’s
capital expenditure (data #128)
scaled by current assets (data #4) at
t − 1

BONUS Bonus/total cash
compensation

ExecuComp where
available,
otherwise
hand-collected

BONUS/TCC

CEO OWN Shares owned by
CEO scaled by
shares
outstanding

ExecuComp where
available,
otherwise
hand-collected

SHROWN /SHROUT

TOP5 OPT% Total stock options
granted to top
five executives
scaled by shares
outstanding

ExecuComp where
available,
otherwise
hand-collected

�(SOPTGRNT to top five executives in
2001 through 2004)/SHRSOUT

(Continued)
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T A B L E 1 —Continued

Variable Measurement Data Source Notes
BLOCK Equity ownership by

the largest
blockholder

Dlugosz et al. [2006]

PP Equity ownership by
public pension
funds

Cremers and Nair
[2005]

%B INSIDERS Percentage of non-
independent
directors on the
board

Equilar where
available,
otherwise
hand-collected
from proxy
statements

A director is not considered
independent if the individual is an
employee, is an interim CEO, owns
more than 50% of voting shares, is
a part-time employee, is employed
by the company in the last
five years, is a founder, provides any
consulting services to the company,
has an immediate family member
who is an employee, or is not
deemed independent by the
company

B SIZE Number of directors
on the board

Equilar where
available,
otherwise
hand-collected

B MEETINGS Number of times
during the fiscal
year the board
met

Equilar where
available,
otherwise
hand-collected

B INSIDECHAIR Indicator for
whether the
chairman of the
board was an
insider

Equilar where
available,
otherwise
hand-collected

A director is considered an insider if
the individual is an employee,
interim CEO, owns more than 50%
of voting shares

B STAG Indicator variable
that is one when
only a portion of
the board
members are
elected each
year

Equilar where
available,
otherwise
hand-collected

SIZE Logarithm (market
value of equity)
for the previous
fiscal year

Compustat MVE = data #25 ∗ data #199

M/B Market value of
equity/book
value of equity

Compustat MVE = data #25 ∗ data #199
Book value of equity = data #216

CAR Cumulative
abnormal
return, risk
adjusted

www.yahoo.com Returns are cumulated for five days
surrounding the acceleration
announcement date (−2, −1, 0, 1,
2). For risk adjustment, traditional
market betas are computed over a
250-day period from −20 to −270
days prior to the announcement
day.
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T A B L E 2
Sample Selection and Industry Classification

Panel A: Sample selection
Accelerating Firms Control Firms

Hand-collected accelerated sample and
control sample based on ExecuComp
as of December 31, 2004

427 690

Less: firms that do not have adequate data
on CRSP’ tapes’ volatility estimates or
returns data (firms with less than 30
months of pricing data in CRSP) and
firms missing necessary financial and
board data

(63) (23)

Less firms without adequate data for the (10) (2)
returns analysis

Total sample size 354 665

Panel B: Industry classification
Accelerating firms Control firms

NAICS
Industry code N % N %

Agriculture, forestry, and fishing 11 0 0.0% 1 0.1%
Mining 21 3 0.8% 28 4.2%
Utilities 22 1 0.3% 40 6.0%
Construction 23 2 0.5% 13 2.0%
Manufacturing 31–33 93 26.3% 245 36.8%
Wholesale 42 14 4.0% 18 2.7%
Retail trade 44, 45 13 3.7% 18 2.7%
Transportation and warehousing 48, 49 6 1.7% 16 2.4%
Information 51 13 3.7% 11 1.7%
Finance and insurance 52 35 9.9% 107 16.1%
Real estate and rental leasing 53 1 0.3% 6 0.9%
Professional, scientific, and

technical services
54 6 1.7% 6 0.9%

Administrative, support, waste
management, and remediation

56 8 2.3% 14 2.1%

Education 61 3 0.8% 3 0.5%
Health care and social assistance 62 8 2.3% 7 1.1%
Arts, entertainment, and

recreation
71 2 0.5% 1 0.2%

Accommodation and food services 72 4 1.1% 14 2.1%
Other services 81 1 0.3% 5 0.7%
Technology ACa 141 39.8% 108 16.2%
Unclassified 99 0 0.0% 4 0.6%
Total 354 100.0% 665 100.0%

aAC: technology industry coded by the authors based on Francis and Schipper [1999].

Table 3, panel A presents descriptive statistics and provides tests of dif-
ferences in means and medians between the accelerated vesting and the
control samples. Consistent with the predictions, we find that accelerated
vesting firms have higher underwater options (UNDER%) and financial
statement IMPACT than their control counterparts. In panel B of table 3
we report Spearman correlations between various factors that affect firms’



ACCELERATED VESTING 125

T
A

B
L

E
3

D
es

cr
ip

tiv
e

St
at

is
tic

s
an

d
C

or
re

la
tio

n
M

at
ri

x

P
an

el
A

:D
es

cr
ip

ti
ve

st
at

is
ti

cs
A

cc
el

er
at

in
g

fi
rm

s
C

on
tr

ol
fi

rm
s

(N
=

35
4)

(N
=

66
5)

M
ea

n
M

ed
ia

n
St

d.
D

ev
.

M
ea

n
M

ed
ia

n
St

d.
D

ev
.

M
VE

(m
ill

io
n

)
1,

68
9.

05
0

41
1.

74
0

4,
92

7.
82

0
12

,8
83

.9
64

∗∗
∗

3,
01

1.
87

0∗
∗∗

31
,5

97
.8

72
To

ta
la

ss
et

s
(m

ill
io

n
)

1,
86

9.
26

3
41

5.
63

5
6,

76
4.

13
0

24
,2

46
.7

29
∗∗

∗
3,

25
6.

54
0∗

∗∗
98

,4
58

.6
38

N
et

in
co

m
e

(m
ill

io
n

)
29

.7
98

10
.3

32
22

4.
99

5
67

1.
87

9∗
∗

14
6.

08
6∗

∗∗
1,

70
4.

04
9

U
N

D
ER

%
0.

09
0

0.
05

7
0.

10
3

0.
02

7∗
∗∗

0.
00

5∗
∗∗

0.
06

6
B

H
A

R
IN

D
A

D
J

−0
.1

59
−0

.2
02

0.
39

2
−0

.1
00

∗∗
−0

.1
34

∗∗
∗

0.
37

1
IM

PA
C

T
0.

23
1

0.
04

2
0.

57
2

0.
00

0∗
∗∗

0.
00

0∗
∗∗

0.
00

3
A

D
O

PT
ER

0.
01

1
0.

00
0

0.
10

6
0.

19
0∗

∗∗
0.

00
0∗

∗∗
0.

39
2

EQ
IS

SU
E

0.
55

9
1.

00
0

0.
49

7
0.

33
5∗

∗∗
0.

00
0∗

∗∗
0.

47
3

M
EE

T
LY

E
0.

61
1

0.
58

3
0.

20
2

0.
69

1∗
∗∗

0.
66

7∗
∗∗

0.
20

3
L

O
SS

0.
41

0
0.

25
0

0.
39

3
0.

14
1∗

∗∗
0.

00
0∗

∗∗
0.

26
4

D
/E

0.
31

0
0.

08
7

0.
63

2
0.

49
0∗

∗∗
0.

20
5∗

∗∗
1.

11
4

ST
C

L
A

IM
0.

35
2

0.
27

2
1.

24
9

−0
.1

87
∗∗

∗
−0

.1
87

∗∗
∗

0.
77

7
D

C
A

PI
TA

L
0.

12
7

0.
00

0
0.

33
4

0.
19

4∗
∗∗

0.
00

0∗
∗∗

0.
39

6
B

O
N

U
S

0.
27

5
0.

26
2

0.
24

6
0.

49
4∗

∗∗
0.

55
0∗

∗∗
0.

24
0

C
EO

O
W

N
0.

05
6

0.
01

7
0.

10
5

0.
01

6∗
∗∗

0.
00

3∗
∗∗

0.
04

4
T

O
P5

O
PT

%
0.

03
9

0.
02

9
0.

03
7

0.
02

0∗
∗∗

0.
01

4∗
∗∗

0.
02

6
B

L
O

C
K

0.
02

0
0.

00
0

0.
04

4
0.

05
8∗

∗∗
0.

06
4∗

∗∗
0.

06
6

PP
0.

01
1

0.
00

0
0.

01
6

0.
02

5∗
∗∗

0.
02

9∗
∗∗

0.
01

4
%

B
IN

SI
D

ER
S

0.
31

8
0.

31
7

0.
13

0
0.

29
0∗

∗∗
0.

27
2∗

∗∗
0.

14
9

B
SI

ZE
7.

95
6

7.
00

0
2.

23
7

9.
94

3∗
∗∗

10
.0

00
∗∗

∗
2.

49
4

B
M

EE
T

IN
G

S
7.

70
6

7.
00

0
3.

86
7

7.
61

8
7.

00
0

3.
45

5
B

IN
SI

D
EC

H
A

IR
0.

71
2

1.
00

0
0.

45
4

0.
81

8∗
∗∗

1.
00

0∗
∗∗

0.
38

6
B

ST
A

G
0.

56
2

1.
00

0
0.

49
7

0.
61

5
1.

00
0∗

0.
48

7
SI

ZE
6.

12
5

6.
06

1
1.

58
3

7.
96

9∗
∗∗

7.
82

9∗
∗∗

1.
64

6
M

/B
3.

56
9

2.
48

1
3.

67
7

3.
52

6
2.

32
7

3.
85

1

(C
on

tin
ue

d)



126 P. CHOUDHARY, S. RAJGOPAL, AND M. VENKATACHALAM

T
A

B
L

E
3

—
C

on
tin

ue
d

P
an

el
B

:S
pe

ar
m

an
co

rr
el

at
io

n
m

at
ri

x
A

C
C

EL
ER

AT
E

U
N

D
ER

%
IM

PA
C

T
A

D
O

PT
ER

EQ
IS

SU
E

M
EE

T
B

EA
T

L
O

SS
D

/E
ST

C
L

A
IM

D
C

A
PI

TA
L

U
N

D
ER

%
0.

52
IM

PA
C

T
0.

74
0.

74
A

D
O

PT
ER

−
0.

25
−

0.
50

−
0.

37
EQ

IS
SU

E
0.

22
0.

25
0.

27
−

0.
12

M
EE

T
B

EA
T

−
0.

18
−

0.
24

−
0.

21
0.

03
−0

.0
3

L
O

SS
0.

37
0.

45
0.

47
−

0.
15

0.
21

−
0.

26
D

/E
−

0.
21

0.
22

−
0.

26
0.

22
−

0.
34

−
0.

09
−

0.
15

ST
C

L
A

IM
0.

23
0.

27
0.

32
−

0.
13

0.
18

−0
.0

1
0.

28
−

0.
32

D
C

A
PI

TA
L

−
0.

08
−

0.
17

−
0.

16
0.

26
−

0.
20

0.
10

−
0.

17
0.

33
0.

04
B

H
A

R
IN

D
A

D
J

−
0.

11
−

0.
21

−
0.

17
0.

05
−

0.
08

0.
14

−
0.

07
0.

07
−0

.0
5

0.
10

B
O

N
U

S
−

0.
40

−
0.

37
−

0.
36

0.
21

−
0.

08
0.

31
−

0.
26

0.
07

−0
.0

4
0.

04
C

EO
O

W
N

0.
38

0.
17

0.
23

−
0.

15
−0

.0
3

0.
02

0.
05

−
0.

08
0.

02
−0

.0
1

T
O

P5
O

PT
%

0.
39

0.
55

0.
39

−
0.

27
0.

21
−

0.
10

0.
37

−
0.

19
0.

19
−0

.1
6

B
L

O
C

K
−

0.
34

−
0.

21
−

0.
29

0.
07

−
0.

14
0.

06
−

0.
14

0.
08

−
0.

12
−0

.0
6

PP
−

0.
40

−
0.

23
−

0.
28

0.
14

−
0.

14
0.

12
−

0.
21

0.
12

−0
.0

4
−0

.0
2

SI
ZE

−
0.

48
−

0.
39

−
0.

35
0.

31
−

0.
10

0.
25

−
0.

35
0.

12
−

0.
09

0.
12

M
/B

−0
.0

2
0.

00
0.

09
−

0.
07

0.
23

0.
28

−
0.

07
−

0.
35

0.
21

−
0.

13
%

B
IN

SI
D

ER
S

0.
11

0.
01

0.
10

−
0.

08
0.

03
0.

04
0.

02
−

0.
12

−0
.0

5
0.

02
B

SI
ZE

−
0.

41
−

0.
29

−
0.

37
0.

27
−

0.
26

0.
14

−
0.

32
0.

36
−

0.
23

0.
26

B
M

EE
T

IN
G

S
−0

.1
3

0.
06

0.
03

0.
03

0.
00

−0
.0

6
0.

08
0.

22
−0

.0
3

0.
09

B
IN

SI
D

EC
H

A
IR

−
0.

12
−

0.
08

−
0.

11
0.

10
−0

.0
6

0.
09

−
0.

13
0.

06
−0

.0
6

−0
.0

1
B

ST
A

G
−0

.0
5

−0
.0

5
−0

.0
6

−0
.0

0
−0

.0
4

0.
06

−
0.

06
0.

03
−0

.0
0

0.
08

(C
on

tin
ue

d)



ACCELERATED VESTING 127

T
A

B
L

E
3

—
C

on
tin

ue
d

P
an

el
B

:S
pe

ar
m

an
co

rr
el

at
io

n
m

at
ri

x
(c

on
ti

nu
ed

)
B

IN
SI

D
E

B
H

A
R

IN
D

A
D

J
B

O
N

U
S

C
EO

O
W

N
T

O
P5

O
PT

%
B

L
O

C
K

PP
SI

ZE
M

/B
%

B
IN

SI
D

ER
S

B
SI

ZE
B

M
EE

T
IN

G
S

C
H

A
IR

B
O

N
U

S
0.

22
C

EO
O

W
N

0.
00

−0
.2

5
T

O
P5

O
PT

%
−0

.0
4

−0
.2

5
0.

28
B

L
O

C
K

0.
05

0.
19

−0
.1

7
−0

.1
7

PP
0.

00
0.

31
−0

.3
0

−0
.2

6
0.

50
SI

ZE
0.

00
0.

48
−0

.4
6

−0
.5

8
0.

25
0.

47
M

/B
−0

.0
8

0.
16

−0
.0

9
−0

.0
7

0.
04

0.
05

0.
31

%
B

IN
SI

D
ER

S
−0

.0
0

−0
.0

9
0.

20
0.

01
−0

.0
9

−0
.2

0
−0

.1
1

0.
01

B
SI

ZE
0.

04
0.

30
−0

.3
5

−0
.4

7
0.

20
0.

28
0.

56
−0

.0
1

−0
.1

3
B

M
EE

T
IN

G
S

−0
.0

4
−0

.0
1

−0
.1

6
−0

.0
3

−0
.0

5
0.

06
0.

09
−0

.0
5

−0
.1

3
0.

12
B

IN
SI

D
EC

H
A

IR
−0

.0
0

0.
14

0.
12

−0
.1

1
0.

03
0.

11
0.

16
0.

02
−0

.0
0

0.
08

−0
.0

5
B

ST
A

G
0.

05
−0

.0
0

0.
00

−0
.0

0
0.

04
0.

03
−0

.0
6

−0
.0

4
−0

.0
4

0.
11

0.
05

0.
02

T
h

e
co

rr
el

at
io

n
ta

bl
es

de
pi

ct
pa

ir
-w

is
e

co
rr

el
at

io
n

be
tw

ee
n

va
ri

ab
le

s
fo

r
th

e
co

m
bi

n
ed

sa
m

pl
e

of
ac

ce
le

ra
ti

on
an

d
E

xe
cu

C
om

p
co

n
tr

ol
fi

rm
s.

A
ll

co
rr

el
at

io
n

s
si

gn
ifi

ca
n

t
at

p
<

0.
05

,t
w

o-
ta

ile
d

le
ve

l,
ar

e
in

bo
ld

.S
ee

ta
bl

e
1

fo
r

va
ri

ab
le

de
fi

n
it

io
n

s.
∗ ,

∗∗
,a

n
d

∗∗
∗

re
pr

es
en

ts
ta

ti
st

ic
al

si
gn

ifi
ca

n
ce

of
th

e
t-

st
at

is
ti

c
(z

-s
ta

ti
st

ic
)

fo
r

th
e

di
ff

er
en

ce
in

th
e

m
ea

n
(m

ed
ia

n
)

be
tw

ee
n

th
e

ac
ce

le
ra

ti
n

g
fi

rm
s

an
d

th
e

co
n

tr
ol

fi
rm

s
at

th
e

10
%

,
5%

,a
n

d
1%

le
ve

ls
,t

w
o-

ta
ile

d,
re

sp
ec

ti
ve

ly
.



128 P. CHOUDHARY, S. RAJGOPAL, AND M. VENKATACHALAM

acceleration decision. The strong 0.74 correlation between UNDER% and
IMPACT suggests that most of the “savings” in future stock option costs due
to accelerated vesting are attributable to underwater options.

3.2 RESULTS RELATED TO LIKELIHOOD OF ACCELERATING VESTING

Panel A of table 4 presents results from estimating equation (1). Because
UNDER% and IMPACT are significantly correlated (ρ = 0.74, p < 0.01),
we do not consider these variables jointly when estimating equation (1) to
avoid multicollinearity problems. In addition, we combine the two variables
using factor analysis and use the factor scores in the logit estimation as an
alternative measure of financial statement reporting benefit.

The results are generally consistent with our predictions. We find that
proxies for several accounting motivations are positively associated with the
acceleration decision. Consistent with incentives to minimize fair-value ex-
pense, firms with more underwater options (column 1) are more likely to
accelerate vesting (p-value < 0.01), and firms with greater expense impact
(column 3) are more likely to accelerate the vesting of options (p-value <

0.01). The combined factor score using UNDER% and IMPACT (column
5) is also positive and significant (p-value < 0.01). Since the results with
IMPACT , UNDER%, and the combined factor score are similar, we restrict
our discussion of results to those presented in column 5 through column
7. To interpret the effect of the various incentives on the likelihood of the
acceleration decision, we present the marginal effects in column 7 of table 4
related to the regression specification reported in column 5. The marginal
effects for UNDER%, IMPACT , and the factor score are based on the logit
models reported in column 1, column 3, and column 5, respectively, with
each of the effects evaluated at the sample median of the respective distri-
butions. The results suggest that a 100-basis point increase (or 1% increase)
from the sample median in the proportion of underwater options increases
the probability of acceleration by 0.68%. Further, a 100-basis point increase
(or 1% increase) from the sample median in the expense impact as a per-
centage of net income increases the probability of acceleration by 14.5%.
Thus, financial reporting benefits are economically important in the accel-
eration decision.

Consistent with Aboody, Barth, and Kasznik’s [2004] finding that volun-
tary adopters try to separate themselves from other firms by demonstrating
their willingness and ability to take a charge to earnings, firms that voluntar-
ily recognized options at fair value are less likely to accelerate, indicated by
the negative coefficient on ADOPTERS (p-value < 0.01). Proxies for financial
reporting incentives (MEET BEAT and LOSS) do not affect the acceleration
decision, possibly because IMPACT and UNDER% already capture such in-
centives. Inconsistent with expectations, we find that firms with lower debt
equity ratios (D/E) are more likely to accelerate the vesting period. As ex-
pected, firms with greater stakeholder claims (STCLAIM coefficient = 0.20,
p-value < 0.05) are more likely to be accelerators because they may be more
concerned about managing reporting perceptions.
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With respect to the other variables, we find that firm size plays a major role
in the acceleration decision in that smaller firms are more likely to acceler-
ate. To appreciate the importance of the accounting motivation, we report
the incremental explanatory power. We estimate the incremental explana-
tory power (pseudo-R2) by comparing the R2 value of the full model and the
R2 value of the model excluding the accounting factors. The incremental
explanatory power (pseudo-R2) for the accounting variables ranges from
2.36% to 17.57%, depending on whether we include UNDER%, IMPACT ,
or the factor score that captures both variables.

Turning to the economic motivations, we find a positive coefficient on
D CAPITAL (p-value < 0.10) only when the specification includes the
IMPACT or the factor variable, providing weak evidence that cash-
constrained firms are more likely to accelerate vesting. The coefficient on
BHAR INDADJ is weakly significant in the column 3 specification. The incre-
mental pseudo-R2 for the economic variables ranges from 1.07% to 2.23%.
Thus, we conclude that economic factors have relatively lesser influence on
the acceleration decision.

Turning to the agency explanations, we find that BONUS is negatively re-
lated to the accelerated vesting decision, inconsistent with our predictions.
A plausible explanation for this finding is that a lower level of BONUS im-
plies less reliance on bonus contracts, which in turn suggests that incentive
compensation for executives relies more on equity compensation such as
options and restricted stock. Such an equity bias in compensation might
provide incentives for managers to manage earnings, as proposed in Bar-
tov and Mohanram [2004], Bergstresser and Phillipon [2005], Burns and
Kedia [2005], and Cheng and Warfield [2005]. Consistent with findings
in Cheng and Warfield [2005], we find a strong positive relation between
CEO OWN and accelerated vesting (coefficient = 6.42, p < 0.01), suggest-
ing that firms with greater managerial ownership have more incentives to
manage financial reporting outcomes. Consistent with managerial incen-
tives to avoid expense recognition, we find that managers with significant
option compensation are more likely to accelerate, that is, the coefficient
on TOP5 OPT% is positive and significant (coefficient = 12.61, p-value <

0.01). This variable is also economically significant; the marginal effect sug-
gests that if the option compensation of top five managers increases by 100
basis points (i.e., 1% increase) the probability of acceleration increases by
about 1%.

With respect to external governance variables, we find negative and statis-
tically significant coefficients on BLOCK and PP at the 1% level, consistent
with expectations that blockholders and pension funds are generally averse
to resetting terms of ESOs. A 1% (100-basis point) decrease in BLOCK and
PP (from the median of their respective distributions) increases the prob-
ability of acceleration by about 1% and 3%, respectively. Contrary to ex-
pectations, we find weak evidence that larger boards are less likely to be
associated with acceleration (coefficient = −0.08, p-value < 0.10). The in-
cremental explanatory power of the agency variables ranges from 5.31%
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to 11.15%, suggesting that agency motivations have significant explanatory
power for the likelihood of acceleration.

We conclude that a firm is more likely to accelerate the vesting of options
when the firm (1) can avoid reporting a future accounting expense for op-
tions, (2) has a shareholder base less likely to be dominated by blockholders
and pension funds, (3) has higher levels of option compensation for its top
five managers, and (4) is smaller. Thus, a combination of accounting and
agency factors is associated with accelerated vesting of ESOs in anticipation
of FAS 123-R.

3.3 MATCHED SAMPLE

One limitation of the broad control sample that we use is that a vast major-
ity of accelerators have underwater options; these options are presumably
underwater because of poor stock price performance. Accelerating firms
are typically small and concentrated in the technology industries, whereas
the control sample is comprised of a broad cross-section of firms. Regardless
of how many variables we include in the regression, it is difficult to fully con-
trol for the inherent differences between these samples. To minimize the
likelihood that the control sample differences contribute to the results, we
test the robustness of our results using a matched sample, matching treat-
ment and control firms using industry membership (3-digit NAICS code),
size, operating performance, and lagged annual buy-and-hold returns. We
identify potential matches from a sample of 1,300 firms with board data
supplied by Equilar, excluding accelerating firms. We first restrict matches
to firms in the same industry. Following Huang and Stoll [1996], we iden-
tify a match as the one with the smallest deviation score (summed mean
squared distance) using three attributes: (1) total assets (Total Assets), (2)
operating performance (Op.perf ), and (3) buy-and-hold return (Return).20

The deviation score is computed as follows:[
Total Assetsm − Total Assetsa

(Total Assetsm + Total Assetsa)/2

]2

+
[

Op.perf m − Op.perf a

(Op.perf m + Op.perf a)/2

]2

+
[

Returnm − Returna

(Returnm + Returna)/2

]2

where “a” and “m” are subscripts for accelerating firm and matching firm,
respectively. We repeat the process four times to avoid duplicate matches.

Unreported results are largely consistent with the control sample analysis.
We find (1) firms with greater UNDER% or IMPACT can avoid reporting
a future accounting expense, (2) firms with a shareholder base are less
dominated by blockholders and pension funds, and (3) firms that report

20 The variables are measured using Compustat data items as follows: (1) Total Assets = data
#6, (2) Op.perf = data #13/data #2, and (3) Return = ((data #199t− 1/data #27t− 1) − (data
#199t− 2/data # 27t− 2) + (data #26t− 1/data #27t− 1))/(data #199t− 1/data #27t− 1) where t−1
and t−2 are time subscripts.
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higher levels of option compensation for top five managers are most likely
to accelerate. However, we find no relation between board structure and
the accelerated vesting decision. In general, we conclude that the findings
related to cross-sectional determinants of accelerated vesting are robust to
using a matched sample of firms.

4. Market Reaction to Accelerated Vesting

4.1 MARKET REACTION TO ACCELERATED VESTING ANNOUNCEMENTS

We examine the stock market reaction surrounding accelerated vesting
announcements to understand investor perceptions. If investors perceive
accelerated vesting as a wealth transfer to employees, then we expect to find
a negative reaction. Alternatively, if the market perceives that accelerated
vesting is merely an accounting choice with no attendant costs, we expect
no reaction on average. Our ability to use stock returns surrounding the
announcement to measure wealth transfer is limited by the extent to which
market participants anticipate the announcement. Therefore, we caution
readers that the purpose of the analysis is to highlight rather than quantify
the wealth transfer.

To conduct this test, we obtain returns data from the Website
http://www.yahoo.com. We estimate cumulative five-day risk-adjusted stock
returns (CAR), measured around the announcement date (day 0) from Ya-
hoo.com. For the returns analysis reported in the remainder of the paper,
returns are obtained from the CRSP database. We use a five-day window
to allow sufficient time for market participants to process the information
as several of the acceleration announcements are made in an SEC filing
(10-K/10-Q/8-K). We use traditional market model betas to adjust for risk
using the Russell 2000 Index as the market return, estimated over a 250-day
period from day −20 to day −270 (note that the results are insensitive to
using market returns based on either the Dow Jones Index or the S&P 500
index). The event date is assumed to be the trading day on which the firm
first issues a press release or files a 10-K/10-Q/8-K that contains a disclosure
of the accelerated vesting.21

Table 5, panel A presents summary statistics relating to the stock market
reactions to 365 accelerated vesting announcements made by 354 distinct
firms; 11 firms accelerate twice. The mean announcement return is −0.99%
and is statistically negative (t-statistic = −2.92). Most of the negative reaction

21 In an untabulated robustness check, we compute a time series–based version of CAR and
find that we obtain qualitatively similar results to those reported in the text. In particular,
we estimate the following equation over the period January 2004 through November 2005
separately for each firm: RETjt = β 0 + β 1MRETt + β 1EVENTjt + ε jt , where RETjt is firm j’s
daily stock return, MRET is the daily market return, and EVENTj is an indicator variable equal
to 1 for each of the five days surrounding firm j’s accelerated vesting announcement date, and
0 otherwise, and t denotes the trading day.
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T A B L E 5
Abnormal Returns Surrounding Accelerated Vesting Announcement

Panel A: Summary statistics from firm-specific estimation of abnormal returns
Accelerated Sample

Event Date CAR t-Statistic

−2 −0.03% −0.31
−1 −0.29% −2.20∗∗
0 −0.10% −0.64
1 −0.02% −0.07
2 −0.56% −3.53∗∗∗
(−2, 2) −0.99% −2.92∗∗∗

Panel B: Summary statistics of abnormal returns by disclosure type
All 10-K/Q 8-K Press Release

Abnormal return −0.99% −1.57% −0.67% −2.18%
t-statistic −2.92∗∗∗ −2.15∗∗ −1.75∗ −1.38
N 365 96 252 17

The sample consists of 365 acceleration announcements comprising 354 unique firms. CAR represents
cumulative abnormal returns. See table 1 for variable definitions.

∗, ∗∗, and ∗∗∗ represent statistical significance at the 10%, 5%, and 1% levels, two-tailed, respectively.

occurs on the day before (−1) and the two days after (+2) the announce-
ment.22 Untabulated results indicate that 56% of the observations report a
negative reaction; a ranked sign test rejects the null of no reaction (p-value =
0.02). Eliminating multiple announcements by the same firm does not al-
ter any of our inferences. The negative announcement return is consistent
with market participants viewing acceleration as an economically significant
wealth transfer to employees and a value-decreasing proposition on average.
This result follows Chi and Johnson [2008], who find a stronger association
between firm value and unvested options than vested ones, suggesting that
the incentive power of options is greater for unvested options. To gauge the
economic significance, we compare this reaction to negative earnings an-
nouncements. Prior research (e.g., Jegadeesh and Livnat [2006], Bernard
and Thomas [1990]) documents an announcement period return of about
−1% to −1.5% for a three-day window surrounding the announcement of
bad earnings news. We explore potential cross-sectional determinants of this
CAR in the following sections.

4.1.1. Confounding Events. The results presented in table 5, panel A do
not control for concurrent announcements or differentiate among the al-
ternative disclosure forms. In panel B we separate announcement forms

22 We consider the possibility of a drift or a reversal in returns around the acceleration
announcement. In particular, we correlate the abnormal return for days (−2, +2) around the
acceleration announcement on abnormal returns for days (+3, +7), the trading week after
the announcement return window that we analyze. Note the mean abnormal return for days
(+3, +7) is −0.02% and is not statistically different from zero (t-statistic = −0.07). Further, the
correlation between abnormal returns on windows (−2, +2) and (+3, +7) is 0.02 (p-value =
0.80). Hence, we find no evidence of a drift or a reversal.
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across 8-Ks, press releases, and 10-Ks/10-Qs. Results indicate that all three
announcement forms have negative abnormal returns; 8-K announcers are
the most frequent and the least contaminated, and have a negative reaction
of −0.67% (t-statistic = −1.75).

We also conduct a LexisNexis search to examine press releases surround-
ing the announcement dates to eliminate firms with concurrent announce-
ments of mergers, acquisitions, substantial contracts, earnings releases,
management earnings forecasts, dividend announcements, or share repur-
chases. Because 10-Ks and 10-Qs always contain a significant amount of finan-
cial and nonfinancial information, we restrict our analysis of confounding
events to firms that disclose the acceleration decision in an 8-K or press re-
lease. Unreported results indicate that the abnormal returns surrounding
the uncontaminated acceleration announcements is −0.72% and is statisti-
cally significant at the 10% level, two-tailed (t-statistic = −1.76). Thus, we
conclude that confounding announcements do not appear to be a first-order
concern.

4.1.2. Announcement Information. SEC Professional Fellow Chad Kokenge
stated on December 6, 2004 that firms choosing to accelerate vesting of stock
options must not only disclose their decision, but must also provide the rea-
son for accelerating the vesting (Kokenge [2004]). We read press releases
and SEC filings to identify motivations disclosed by accelerators to justify
the acceleration decision. Of the 365 accelerated vesting announcements,
83% of the announcements contain one or more of the following six dis-
closures:23 (1) the accelerating firm wants to eliminate the stock option
expense, (2) employees are to refrain from selling vested shares on option
exercise until the original date of vesting, (3) the firm is accelerating vest-
ing to improve employee retention and morale, (4) stock options are not
achieving their original objectives, (5) the acceleration is in the best inter-
est of the firm’s shareholders, and (6) options have limited economic value.
Table 6, panel A reports the frequency distribution for each disclosure. The
most common reason is the desire to eliminate stock option expense (285
instances).

To examine whether the returns to acceleration announcements vary
cross-sectionally by the disclosed justifications, we first assess whether dis-
closure of any reason is correlated with the cross-sectional distribution of
CARs. We create a dummy variable, DISCLOSER , which is one if a firm re-
ports any justification, and zero otherwise. Table 6, panel Breports that the
coefficient on DISCLOSER is positive and weakly significant, suggesting that
the market penalizes firms that do not report any reason for accelerated
vesting of stock options. Results support investor disapproval of insufficient
disclosures.

23 In our sample, 15 firms accelerate the vesting of options prior to Chad Kokenge’s speech
(Kokenge [2004]). Ten firms announce the acceleration prior to his speech. Deleting these
observations does not affect our inferences.
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An analysis of the association between CARs and the stated reasons reveals
that the stock market appears to favorably value two reasons for accelerated
vesting: (1) elimination of the stock option expense and (2) employees
may not sell the vested shares until the original option exercise date. We
conjecture that reason (2) reflects a desire to curtail the abuse of early
vesting and reduces the economic cost of accelerated vesting to the firm.
It is difficult to interpret the positive coefficient on reason (1) because
there is a significant overlap between firms that voluntarily disclose a reason
for acceleration and those that claim that the reason for acceleration is
elimination of the stock option expense.

4.1.3. Cross-sectional Analysis of CAR. In this section, we analyze whether
the cross-sectional variation in CARs is associated with accounting, eco-
nomic, and agency factors. We expect the stock market to react positively
or less negatively to the acceleration announcement if such acceleration is
driven by economic considerations. We expect firms with poor performance
relative to industry to accelerate with an intention to retain employees. Firms
with greater agency costs are likely to accelerate the vesting of options more
to benefit senior executives and less for genuine economic reasons. Hence,
we expect firms with greater agency costs to report larger negative abnormal
returns.

Unreported results suggest that accounting factors, with the exception of
the factor score that combines UNDER% and IMPACT , are unrelated to the
cross-sectional distribution of CAR . Surprisingly we observe a positive asso-
ciation between CAR and BHAR INDADJ . That is, the better a firm’s prior
industry-adjusted performance, the less negative the stock price reaction at
the announcement of the accelerated vesting.

Finally, we do not find any systematic relation between external gover-
nance variables and abnormal returns. However, the positive coefficient on
BLOCK indicates that firms that are better governed are associated with
a smaller negative reaction on the vesting announcement. Thus, agency
proxies explain some of the cross-sectional variation in the announcement
returns and this evidence can be interpreted as consistent with accelerated
vesting resulting in a wealth transfer from shareholders to managers. In-
vestors perceive the net costs of acceleration to be lower when there are
fewer agency problems. Given the mixed results, we are unable to document
strong reasons for the negative abnormal returns around the acceleration
announcement.

4.2 MARKET REACTION SURROUNDING ACCELERATED VESTING DATES:
POTENTIAL BACKDATING

We posit that another potential channel of wealth transfer associated with
accelerated vesting of options could arise through backdating the accelera-
tion date. The backdating hypothesis as originally proposed by Lie [2005]
is that dates on which executives are granted stock options are determined
ex post (i.e., backdated) based on when the stock price of the company is
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relatively lower than the actual grant date.24 Research by Dhaliwal, Erick-
son, and Heitzman [2007] suggests that backdating may extend to other
contexts, such as option exercises, in order to minimize tax effects.

Backdating the acceleration date (the new vesting date) when the stock
price is relatively lower has two effects. First, backdating minimizes the fi-
nancial reporting costs. Accelerating the vesting date when the stock price
is low (i.e., when the options are at- or out-of-the money) could reduce the
intrinsic value to zero on the acceleration date, eliminating recognition of
stock option expenses. Recall that a firm recognizes a stock option expense
at the acceleration date based on the measurement attribute it is currently
using (intrinsic value per APB 25). The scenario described above primarily
affects options that are in-the-money at the time of the “actual” accelera-
tion and out-of-the money (or close to out-of-the money) at the backdated
acceleration date.

Second, backdating could result in an unrecognized and unreported
wealth transfer from stockholders to employees. To illustrate this argument,
consider a scenario with two firms, A and B, with similar option exercise
prices ($12) and vesting terms (four years). Assume that the stock price of
both firms reaches a low point of $10 on September 1 and the stock price
increases to $15 by December 31. On December 31, both firms decide to ac-
celerate the vesting date. Firm A chooses to backdate to September 1 when
the stock price is $10. Firm B does not backdate. Firm B records an option
expense equal at least to $3 per option (the intrinsic value of the option at
the time of acceleration). Firm A, however, does not recognize any option
expense because the acceleration date on record is September 1, when the
options are out-of-the-money. Although both firms transfer wealth to em-
ployees (as they vest in-the-money options), firm A’s wealth transfer is not
transparent because it recognizes no expense related to accelerated vesting.
In other words, backdating enables “stealth” compensation to employees.
Investors think the acceleration is for out-of-the-money options, when it is
not. One can push this reasoning further and argue that given the disincen-
tive associated with reporting a compensation expense in the books, firm
B is less likely to even accelerate the vesting of options relative to firm A.
Backdating the accelerated vesting date results in a similar wealth transfer
consequence as backdating option grants. Estimating the dollar magnitude
of the underreported compensation expense and the wealth transfer via
backdating is difficult because information about (1) the exact number of
accelerated options that are backdated and (2) the “actual” date of acceler-
ation, as opposed to the reported accelerated date, is not readily available.

It is important to note that backdating to the lowest stock price does not
provide any greater benefit than backdating to a date where the price is just
below the strike price. Continuing with the previous example, the manager

24 We first become aware of potential backdating following a report by Jack Ciesielski
(Ciesielski [2006]) and through subsequent discussions with him.
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T A B L E 7
Distribution of Acceleration Dates Relative to the Filing Date and Stock Returns Surrounding the

Acceleration Date

Panel A: Distribution of the lag between the acceleration date and the filing date
Lag between Acceleration
Date and Filing Date No. of Observations

0 16
1 27
2 32
3 19
4 38
5 27
6 85
7 19
≥8 102

Total 365

Panel B: Abnormal stock returns around acceleration dates
−20 to 0 1 to 20

Day(s) Relative to
Acceleration Date Mean p-Value Mean p-Value

All firms −0.017 −2.63 0.014 2.31
Control firms 0.011 1.71 0.021 2.64
Filing lag <2 days −0.014 −0.99 0.027 2.14
Filing lag 3–5 days −0.017 −1.25 0.008 0.48
Filing lag 6–7 days −0.012 −0.99 0.014 1.52
Filing lag >7 days −0.026 −1.91 0.010 0.87

Panel A presents the distribution of the number of days between the acceleration date and the
announcement date or filing date with the SEC. Panel B presents the stock returns surrounding the
acceleration dates for (1) the accelerating firms and (2) subsamples based on the lag between the
acceleration date and the filing date.

need not backdate to the lowest price of $10 on September 1. Instead, he may
choose a date when the stock price is equal to or less than $12 (the exercise
price) in order to achieve the same reporting benefits. Consequently, unlike
options grant backdating, it may be difficult to demonstrate opportunistic
evidence of backdating of accelerated vesting dates.

Examining the reporting lags between the acceleration dates and the
dates on which the acceleration is reported to the SEC provides some ten-
tative evidence of potential backdating.25 Table 7, panel A presents the

25 The reader might wonder about how the acceleration sample period relates to the timeline
of the backdating scandal. Lie [2005] finds evidence of backdating occurring between 1992 and
August, 28, 2002, prior to when the SEC shortend the lag time between option grants and filing
a form 4. Subsequent to August 29, 2002, Heron and Lie [2007] find a significant reduction
in backdating activity, evidenced by lower abnormal returns around option grant dates. Since
firms are not required to file a form 4 when accelerating vesting periods, it is possible for firms
to backdate the acceleration date to a time when the stock price is low (discussed more fully in
section 4.2). According to Bernile and Jarrell [2008], the backdating scandal began to capture
public attention subsequent to a March 18, 2006 article in the Wall Street Journal (Forelle and
Bandler [2006]). The timing of accelerated vesting activity falls between the early occurrence of
option backdating and the unveiling and investigation of firms who are accused of backdating.
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distribution of the reporting lag. We find that the modal reporting lag is
six days. This may be surprising because our sample period falls after the
Sarbanes Oxley Act, which tightened the reporting regulations for stock op-
tion grants. Selecting the accelerated vesting date is discretionary; hence,
managers can opportunistically time the acceleration such that the options
are at- or out-of-the-money. Conversations with an analyst, an SEC official,
and a securities lawyer suggest that there is no requirement to file a form 4
or any other kind of notice when a firm accelerates the vesting of options.26

The only disclosure requirement pertains to revealing the justification for
the acceleration (discussed in section 4.1.2, see also table 6). However, be-
cause the constraint on reporting these accelerations does not stem from
insider filing regulations, we caution readers that our backdating evidence
based on reporting lags is suggestive but not definitive.

We next examine return patterns surrounding the acceleration date for a
deeper analysis of the backdating hypothesis. Figure 2A depicts the cumula-
tive raw returns from 20 trading days before through 20 trading days after the
accelerated vesting dates. We focus on cumulative raw returns, as opposed
to abnormal returns, because the benefits of acceleration to the firm (in
the form of a lower financial reporting cost at the time of acceleration) and
to the employee (via early possible exercise due to immediate vesting) are
based on the firm’s own stock price performance, not abnormal stock price
performance. Similar to the findings in Heron and Lie [2007], we find that
the average return for the accelerating firms starts to decline 20 days prior
to the acceleration date and increases immediately afterward. The average
cumulative return during the 20 trading days prior to the acceleration date
is −1.7% and is statistically significant at the 1% level (t-statistic = −2.63).
After the acceleration date, there is a return reversal; during the 20 days
subsequent to acceleration the average return is 1.4% (t-statistic = 2.31).
However, this reversal pattern in returns is not observed for the matched
sample (see fig. 2A).27

Narayanan, Schipani, and Seyhun [2007] argue that the gain from back-
dating is smaller for the group with the shorter reporting lag. Heron and Lie
[2007] find that after the implementation of the two-day, form 4 reporting
requirement, the abnormal positive return pattern is consistent with back-
dating for option grants with at least four-day reporting lags, but nonexistent
for one-day reporting lags. We explore whether the return patterns during

26 The Sarbanes Oxley Act modifies the reporting requirements under section 16(a) of the
Securities Exchange Act of 1934 and mandates that any stock option grants be filed with the
SEC via form 4 within two business days. However, this reporting requirement does not apply
to changes in the vesting period of existing option grants.

27 In untabulated analyses, we delete the 51 firms (shown in table 6) where the vesting is
accelerated but firms restrict managers from exercising the options until the original vesting
date. Our inferences are similar to those found in the full sample. Interestingly, for those 51
firms, the cumulative returns do not display any reversal patterns surrounding the acceleration
date.
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FIG. 2.—Cumulative stock returns for accelerating firms around acceleration vesting dates.
Panel A shows the cumulative raw stock returns from 20 days before through 20 days after the
acceleration date. The thick lines pertain to cumulative stock returns for the accelerating firms.
The thin lines pertain to cumulative stock returns for the matched control firms surrounding
the acceleration date for the corresponding treatment firm. Panel B shows the cumulative raw
stock returns from 20 days before through 20 days after the acceleration date for various filing
lags. Filing lag is the distance between the acceleration date and the filing date.
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accelerated vesting are associated with the reporting lag. Table 7, panel B
presents return patterns for 20 days before and after the accelerated vesting
date across various filing lags between the reported vesting date and the SEC
filing date (or the press release date). Figure 2B depicts the same relation
graphically. The decline in returns before the acceleration date (−2.6%)
is the greatest for firms with the longest reporting lag (greater than seven
days). The stock price increase subsequent to the acceleration date is 1%,
but not statistically significant. The dip in stock price prior to the accelera-
tion and the subsequent increase in price are consistent with the presence
of acceleration backdating and the potential wealth transfer to employees.
Quantifying the wealth transfer is challenging because it is difficult, if not
impossible, to identify future option exercises that correspond to acceler-
ated options. We acknowledge that there is an alternate interpretation of
the results. There is an incentive to opportunistically time the acceleration
to a date when the stock price is low in order to accelerate more options
and incur lower financial reporting costs. Opportunistic timing can be ac-
complished without backdating if managers have private information about
firm performance via voluntary disclosure strategies.

5. Conclusions

We investigate the factors associated with firms’ decisions during March
2004 to November 2005 to accelerate the vesting period of stock options
in anticipation of June 15, 2005, the date on which FAS 123-R becomes
effective. We also investigate the stock market reaction associated with the
accelerated vesting announcements.

We find that firms accelerate the vesting of options to realize the account-
ing benefit associated with recognizing option compensation cost under
the APB 25 “intrinsic” value regime as opposed to the upcoming FAS 123-
R “fair-value” regime. Firms with stronger institutional monitors such as
blockholders and public pension funds are less likely to accelerate vesting.
The stock market reaction to the announcement of the vesting decision
is, on average, negative and is more negative for firms that are subject to
larger agency problems. Accelerating the vesting period of options increases
reported earnings by 23%, on average, but that action reduces market cap-
italization by about 1%. Moreover, the return patterns around the acceler-
ation date are consistent with managers choosing a past date on which the
stock price is particularly low to be the new vesting date. This significantly
enhances their ability to exercise in-the-money options much earlier than
scheduled by the original grant. We interpret this evidence as consistent with
managers exploiting poor governance and greater agency problems to take
financial reporting actions that the stock market views as value-decreasing
and transferring wealth to employees.

The evidence presented in this study adds to our understanding of the
“real” effects of accounting standards; in particular, how firms endogenously
change compensation arrangements in response to new standards that affect
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their financial reporting outcomes. We admittedly focus on only one, albeit
interesting, contracting choice made by firms to avoid financial reporting
costs associated with the passage of FAS 123-R.28 As proxy disclosures be-
come available, future research could examine whether firms attempt other
changes to their compensation arrangements due to FAS 123-R (e.g., cuts
in rank and file option programs and employee stock purchase plans).
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