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The Impact of SFAS 123R on CEO Equity Compensation

Abstract

In December of 2004, FASB released SFAS 123R, ntanydthe expensing of
executive stock options. This paper studies thengés that occurred in CEO equity
compensation in the period of 2000 to 2006. Complgary, | analyze the relevance of
performance conditions in this form of compensatibimere are two main findings: (i)
in the post-SFAS 123R period executive stock ogtidaterminants become different
(ii) the use of performance equity grants contmisuio the decrease of traditional stock
options, since the use of these type of grantahsatistically impact in the decrease of
traditional stock options grants between 2006 &0@B2There are also two side-results:
(i) before SFAS 123R stock options drivers werel@xjng CEO total compensation, in
the post-rule period total compensation driversabee less similar to stock options
ones (ii) there is a significant difference betwestack options and restricted stock

drivers, that persist even after SFAS 123R be dhiced.

Keywords. SFAS 123R, Executive Stock Options, Restricted IStad€EO Total

Compensation.



1. Introduction

In the 1990s there was an explosion of executiwekstoptions grants as
compensation and incentive tools. Over this decdle, value of options granted
increased from an average of $22 million per compar$238 million per company by
2000. This increase has occurred across a wideerahgndustries but especially in
HiTech and Telecommunication firms (Hall and MurgB903]). Through this financial
instrument it was possible to align shareholdedsraanagers interests without the need
to record the compensation expense on the firmahniial statements. The combination
of a stock market in overdrive and favorable actiogntreatment made stock options
the “crack cocaine of incentives” (Lavelle [2009)hd the lack of stock option
expensing created an uneven playing field for aiiyuall other forms of executive
compensation that required expensing (Murphy [2DMMganwhile, the financial press
started to question whether stock options rewasekedutives for their own merit or for
the market success (Johnson and Tian [2000]). Qoesdly, firms initiated efforts to
tie compensation to performance more closely, usthgr forms of compensation, like
restricted stock grants and performance options.

The current accounting standard for stock optiomkijch requires options
expensing, is SFAS 123R (Statement of FinancialoAnotng Standards No.123,
Revised). The main idea behind SFAS 123R is thpémsing stock options enhances
the transparency of option-based compensation, mgakiharder for managers to use
them to hide their excessive pay (Core et al. [DOOBowever, firms were not
interested in taking a hit to their earnings nurshand several firms have accelerating
the vesting periods of their outstanding optionfotee the issuance of SFAS 123R

looking to reduce the recognized expense in therdu{Choudhary et al. [2006]). This



adds controversy to the long time debate on wheiii&€d compensation is the result of
inefficient pay without performance (Bebchuck ande# [2004] and Core et al.
[2004]).

Empirical evidence suggests that in practice m&stlistock has been rarely used
due to the previous stock options accounting ace# (Brow and Lee [2007] and
Carter et al. [2007]). The past infrequent useestricted stock, even though various
models predict the preference for restricted stoekr stock options (Lambert and
Larcker [2004]), calls for research in what coneetime impacts of SFAS 123R in the
choice between stock options and restricted stoekce after this rule stock options no
longer have favorable accounting treatment.

The main objective of this paper is to investigag change in factors associated
with firms’ decisions to grant stock options aftiee introduction of SFAS 123R. One of
the factors considered is the existence of perfoo@aconditions in new grants.
Concurrently, this study examines if these factars also driving the decisions on
restricted stock grants and on CEO total compemsati

In my study | develop two main hypotheses. Hypathels states that the
determinants of stock options grants have changed 8FAS 123R, given that other
studies report a significant decrease in the us#aak options in anticipation of SFAS
123R (Brow and Lee [2007] and Carter et al. [200f)line with critics of traditional
options over the use of performance-based equitypemsation, hypothesis 2 predicts
an increase in performance equity grants, assaciatth the decrease of traditional
stock options. | also test two side-results: (isuesing that the overcompensation
problem in the U.S. was caused by the excess uséock options, | assess whether

stock options drivers can explain CEO total comp#aos levels, before and after SFAS



123R (ii) | investigate in what terms stock optioasd restricted stock drivers are
different, since there has been an abusive uswok sptions and an infrequent use of
restricted stock.

| use a sample of 385 firms from the S&P 500 froB0@ to 2006, with
necessary data for Execucomp and Compustat vagialaled for Bebchuck
Entrenchment Index (Bebchuck et al. [2004]). Adufitilly, in order to analyze the
impact of performance equity grants, | use theeftant of Changes of Beneficial
Ownership of Securities (Form 4) that contains rimfation about the type of options
and stock grants given to the companies’ CEOs

Empirical findings do not reject hypothesis 1 aegteal that the explanatory
variables for stock options use change after SFRSR1 Results suggest that the
increase in option performance grants have a $gmif impact in the decrease of
traditional stock options which is consistent witypothesis 2. As for the side-results, |
find evidence that stock options drivers do notlaxpthe use of restricted stock; even
after SFAS 123R was introduced. Regarding CEO totahpensation, hypothesized
stock options drivers were in fact explaining CEs@at compensation, however after
SFAS 123R introduction CEO total compensation deit@aints became less similar to
stock options ones. Consistent with Carter et2407) | find no evidence of an impact
of SFAS 123R on the level of CEO total compensatooty in the composition of total
compensation. In fact the composition of CEO comsp&an bears dramatic changes
upon mandatory expensing of executive stock optidmsline with Brow and Lee
(2007) | find that after SFAS 123R there is a digant decrease in the use of stock

options as part of total compensation (- 21.0%)ileMGEQO total compensation levels

1 Performance data was collected by Professordviargues, Ana Albuquerque and Ivy Zhang and begir20D3.



remains the same and the other types of compensatamely restricted stock, increase
their prevalence as part of CEO compensation (8.0%gse results are evidence for the
new rule potential to alter the effective design @EO compensation that finally
demands more thought than simply awarding “plamiliad options.

This paper contributes to the existent literatuyeubing 2 years of post-SFAS
123R data, by assessing changes in factors affestiock options grants after the
issuance of SFAS 123R and analyzing the relevahtieese factors on restricted stock
and total compensation. Furthermore, the paper aisestigates the impact of
performance equity grants, which are seen as a eifgetive way to provide incentives
to executives, in the decrease of traditional stmukons. This paper is close in spirit to
Carter et al. (2007) who study the role of accowntin the design of CEO equity
compensation by assessing the relevance of finanegorting concerns on stock
options, restricted stock and total compensation; @so examine the change in CEO
compensation levels upon voluntary decision to agpestock options. My paper
extends the past literature since | am able toresndahe changes in CEO compensation
after SFAS 123R effective date of implementation & companies, not only for
voluntary adopters, and also to investigate howkstptions drivers (both types - real
economic drivers of stock options and the deterntsraassociated to the past
accounting advantages) change after the new ruidementation and how they are
determining decisions on restricted stock and C&@l tompensation. Complementary,
| analyze the impact of performance equity gramstlee use of traditional stock
options, adding empirical evidence on the use diopmance based pay in U.S. that is
limited contrary to the research on traditionalcktoptions and restricted stock. Also,

following Brow and Lee (2007), who investigate thgact of SFAS 123R through a



change model that identifies factors driving stagkions cut back upon mandatory
expensing, | aim at study the impact of SFAS 12BRequity-based compensation by
assessing the impacts of this rule in CEO equitgmensation using different models to
assess the effect of changes in stock optionsrdetents after SFAS 123R effective
date on stock options, restricted stock and taaigensation.

This paper is organized as follows. Section 2 dises relevant background
regarding SFAS 123R and previous literature. SecBigresents the sample selection
and descriptive statistics. Sections 4 and 5 develg two hypotheses, their variables
definitions, research designs and results. Se@&ishows complementary analysis and
section 7 concludes.

2. Background
2.1. SFAS 123R

Before the issuance of SFAS 123Rcounting for executive stock options was
ruled by Accounting Principles Board (APB) Opini@ and by SFAS 123. APB
Opinion 25 was first released in 1972, before thblipation of the Black-Scholes
model and it motivated the use of the intrinsicugamethod to value executive stock
options on the option grant daft the time, most of the firms were granting at-the
money options since for such options the intringittie was zero and so there was no
compensation cost reported in firms’ income stat@seThis omission in financial
statements distorted financial conditions and dp@ra of firms issuing executive stock
options (Choudhary [2006]). In 1995 FASB (Financhacounting Standards Board)
issued SFAS 123. This accounting rule motivated dkpensing of executive stock
options using the fair value method, but allowee técognition of the intrinsic value,

as long as firms disclosed the fair value numbara pro forma basis in the footnotes to



their financial statements. FASB originally intedd® require the fair value method,
but the opposition to this method was heavily istermnd instead of following the
established standard companies continued to ugattiresic value method presented in
APB Opinion 25. Finally, in December 2004, withinet environment of financial,
accounting and backdating scandals, FASB appro¥#&&tSL23R, which revised SFAS
123 and suppressed APB Opinion 25. Under SFAS 1f8®s are required to select a
valuation model to determine the fair value of exee stock options on the grant day
and to recognize this compensation expense in theome statements during the
vesting period of the options. The SFAS 123R eiffectlate of implementation for
public entities that do not file as small businessiers was the beginning of the first
interim or annual reporting period that beginsralitne 2005

There were four main reasons for SFAS 123R issuaiigeFASB had to do
something in order to restore investors’ confideimcthe transparency and in the high
guality of financial reporting; (2) in February 200nternational Accounting Standards
Board (IASB) issued a new standard that obligdtesekpensing of stock options by the
firms that use IAS (IFRS 2 — Share-based Paym#ni} there was an urgent need to
improve the convergence and comparability of irdgomal accounting and financial
reporting; (3) simplifying the accounting principldy requiring a single method for
expensing executive stock options, so that alltiestifollow the same accounting
standard and (4) enabling the comparability of regub financial information by
eliminating the alternative accounting methods (SE&Z3R [2004]).

Opponents to the fair value method argued seveedans to avoid reporting

compensation expenses associated to stock opfass. that it may represent a hit to

2 For public entities that file as small businessiers and for nonpublic entities the effective deds as of the beginning of the

first interim or annual report period that begifteaDecember 2005.



the companies’ earnings, especially to high teatmpolfirms’. A research report by
Credit Suisse First Boston in 2006 estimated tikaempsing of options compensation
cost would reduce the S&P 500 EPS estimate by appately 3% and that sectors like
technology would be even more affected. Secondomgmts defend that stock options
expensing would imply a decrease in stock optiaasitg, for firms this means lower
capacity to attract, retain and motivate employ@eSG Investors Relations [2006]).
Finally, there is the inappropriate use of optioitipg models for options that are not
marketable and are held by undiversified and riglkse executives, as managers need
to estimate volatility as an input to the optiorciorg models.

Firms’ reactions to the discussion on the needxjmelrse stock options were
diverse. Many firms voluntary expensed stock ogidmefore SFAS 123R was
approved. Coca-Cola, Ford, General Electric, McdisaMicrosoft and PepsiCo are
among the companies that have expensed stock emarty, aiming to appear “socially
responsible at a time when corporate credibilitys vis@ing widely questioned” (The
2006 TOP 250: “Long term incentives and grant picast for executives®) Others
have accelerated the vesting of their options gteoto avoid recognizing fair value
expense in the future financial statemén@houdhary (2006) finds that accelerating
vesting initiatives were especially prevailing dmatl a negative stock price reaction in
companies with bad corporate governance, sincesioke perceived such transactions

as managerial intent to deceive shareholders foragers’ private benefit. Furthermore,

3 “Many Silicon Valey companies still see stockiops as a vital part of the entrepreneurial cultiney seek to foster.” (Said
[2006]).

4 General Electric, for example, has trimmed itgigggrants from 47 million shares in 2002 to 38liom in 2003 by replacing

60% of its options grants with restricted stockicsi stock is more valuable than options, thusdican grant fewer shares,
reducing the dilution cost to shareholders (LavgRO5]).

5 In March 2003, FASB announced the intention taddeess the issue of accounting for stock optiowkthat would possible
release an exposure draft before the end of the(Beawn and Lee [2007]).



accelerating vesting was less predominant in fithat voluntary recognized options
expense earlier. The expensing anticipation andatteelerating vesting movements
occurred mainly during 2003 and 2004, which are smered the SFAS 123R
transaction years (Carter et al. [2007] and Browah lzee [2007]).
2.2. Literature Review

Empirical evidence suggests that the accountinqatdge of executive stock
options has led firms to use them instead of otbens of compensation, seeking the
reduction of compensation expense to boost repedetings and not to take advantage
from the real economic benefits of options suchnastivation and retention of
employees. Brown and Lee (2007) show a reducticabimormal compensation and an
improvement in operating performance after stodkoog cutbacks. The motivation for
the past behaviors were the pre-SFAS 123R equignitives that tempted managers to
increase stock prices in the short run huntinghigher earnings, changing financial
reporting statements that modified real econonaindactions and led to the loss of real
economic value (Choudhary [2006]). To meet earninggchmarks, managers altered
the proportion of compensation from options undhker $0 famous “accounting subsidy
to stock options” and generated an excess useook siptions (Bodie et al. [2003]).
There are those who defend the disposal of stoskebaompensation and the existence
of compensation on the basis of real and long &amings growth as if firms were not
publicity traded (Martin [2003]).

Empirical evidence also suggests that in practestricted stock was rarely used
due to mangers obsession for stock options’ faderabcounting treatment. Carter et
al (2007) find results confirming that financiapoting costs played a significant role

determining CEO compensation, suggesting that p&SS123R favorable accounting
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treatment for stock options led to a preference afseptions and to a lower use of
restricted stock. Hall and Murphy (2002) also s@dkat an important missing factor
in existing models of the choice between stockamsiand restricted stock was the
favorable accounting treatment for stock options.

One can think that, while the abusive use of stguions means lower reported
expenses it was also costly, because, due to visisian managers demand a higher
risk premium for receiving stock options, valuingpck options below their true
economic cost for the firm (Hall and Murphy [20Q20)n the contrary, Hodge et al.
(2006) prove that on average managers overvaluk stptions relative to the Black-
Scholes value and to the fair value equivalentictetl stock grant.

After the issuance of SFAS 123R, there is no lorgeuneven playing field for
stock options and firms are shifting away from ktoptions towards restricted stock
and performance awardB8rown and Lee (2007) show that, on average, ficotsback
stock options for their top five executives by 3092005 and that companies are more
likely to replace stock options with restrictedciton the post-expensing period. These
results suggest that firms took advantage of stoplions preferential accounting
treatment to window dress financial statements I tpre-expensing period.
Nonetheless, other authors (Yermack [1995] and iBetaal. [2000]) detect no evidence
of a relation between financial reporting costs #reuse of stock options. Also, while
the financial press claimed that firms, in respots&FAS 123R, replaced executive
stock options by restricted stock or cash (SaidO§) some financial economists
questioned whether stock options new accountingtrtrent affects options-based
compensation, since before the issuance of SFAR 1@23stors and analysts already

had this information in the pro forma disclosur®@yé¢r and Schafer [2005]).
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Additionally, investors, academics and boards memibave manifested their
apprehension regarding the insufficient incentisesund stock options and restricted
stock awards with simple time vesting provisiorishis has led critics of traditional
stock options and activist stakeholders to sugtfest both option and stock awards
should contain performance-based vesting conditibased on managers’ capacity to
reach certain targets as stock market, accountongther performance targets, (an
index or a comparison group, in the case of redaperformance measures). Several
studies have proved that on theory performanceongptiare better in incentives,
management retention and gauging managerial tadarde only high talent managers
will be willing to take this kind of risk (Johns@nd Tian [2000], Arya and Mittendorf
[2005] and Bettis et al. [2008]). However, empiticavidence in this field is
inconclusive. Gerakos et al. (2005) shows thatgoerdnce options are used by firms
with weak corporate governance to minimize thdaisin around the issuance of large
grants of stock options to deceive stakeholderkerathan to improve managerial
incentives, through the use of easily achievabldopmance targetsContrary, the
results of Bettis et al. (2008) tend to reject tlsmkeholder-placation” theory in favor
of incentive, retention and gauging manageriahtatleeories.

3. Sample and Descriptive Statistics’

Panel A of Table 1 shows how the final sample veashed. | start with 3,189

observations from Execucomp, which correspond ¢éopiriod of 2000 until 2006 for

the S&P 500 firms. | next exclude 221 observatibesause of missing data from

6 See Bebchuck and Fried (2004) for a critiqgueiropte time vested equity awards. Furthermore, WeBaeffet postulated on the
state of affairs in his 1998 letter to sharehold&rhough options, if properly structured, can Ineappropriate, and even ideal, way
to compensate and motivate top managers, they are often wildly capricious in their distributiorf cewards, inefficient as
motivators and inordinately expensive for sharebidd Finally, CalPERS (2003) states that it witit support any executive
compensation plan that does include a significart @f performance or indexed options.

7 All the subsequent variables definitions and dataces are presented in Appendix A.
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Compustat and 273 observations because of missimgomate governance data
(Bebchuck Entrenchment Index). The sample consibt®,695 observations, which
comprise data for 385 firmBor each of these 385 firms on each year the cosapien
data is referent to the firms’ CEQde industry classification is displayed in PaneifB
Table 1 where | segregate the sample firms acogrdirExecucomp industry variable
SPINDEX, which is the four-digit code that idergsi the companies’ industry sector.
The sample firms comprehend 24 different industrigspital Goods (8.3%), Utilities
(7.8%) and Energy (7.3%) are the industries witghlr weight on the sample,
Automobiles & Components (0.5%) and Real State%).&re the least prevalent
industries. Columns 5, 6 and 7 exhibit the meanstny changes on stock options,
restricted stock and total compensation betweerpteeand post-SFAS 123R periods.
As pre-SFAS 123R period | consider the mean valtea 2000, 2001 and 2002 and
for the period post-SFAS 123R | count with the mealues from 2005 and 2006. This
way | take out the anticipation and acceleratingting effects occurred in 2003 and
2004. Columns 8 and 9 present the change on the rétsiosk options over total
compensation and on the ratio of restricted stocler ototal compensation.
Telecommunication Services (-83.5%), Technologyddare & Equipment (-83.0%)
and Media (-74.6%) are the industries with largeerdases in the value of stock options
grants. These results were expected since “Silialey” firms were the ones using
stock options in excess (Said [2006]). The averadastry change in stock options for

the sample is -35.0%, which is evidence for theeetgr decrease in stock options

8 The SFAS 123R effective date of implementationtigp companies is June 2005. Given that almostofathe sample firms
(89%) have report periods after June 2005, | camsitl both 2005 and 2006 as the periods after SE28R.1Another important
note is that the Execucomp report format for theatde used for total compensation (TDC1) has ckdrig 2006 and in the new
format the value of restricted stock grants appeanisided in the stock awards fair value. Thus,dbgregated value of restricted
stock grants in 2006 is missing and in the post-SEA3R period the variable restricted stock cormgmdh only values for 2005.
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grants after SFAS 123R. Regarding the change triatesl stock grants, there is a wide
variation across the industries, since the majaftgample firms increase significantly
the restricted stock grants and even initiate types of grants only after SFAS 123R.
The sample average of changes in restricted stomhtgyis 402.0%. This number is
strongly influenced by the change in the Semicotalsc& Semiconductor Equipment
industry, which was of 5,642.5%. The sample meadustry changes in total
compensation is 13%, which represents an increasetal compensation after the
implementation of SFAS 123R. Concerning the last bwlumns, the average industry
percentage change of stock options as part of ¢otapensation declines 21.0% and the
average industry percentage change on the ratio rebtricted stock over total
compensation increases 8.0%, thus after SFAS 1B8Rdistribution of CEO total
compensation components changes.

Table 2 presents descriptive statistics on the Eanianel A shows the means
for stock options, restricted stock and total congagion for the pre and post-SFAS
123R periods and also the mean for the percentagi®ak options and restricted stock
over total compensati@he differences in stock options and restrictedlstoeans are
statistically significant, and in line with Browma Lee (2007) findings, reveal a
decrease in the use of stock options and an inereathe use of restricted stock, after
SFAS 123R. Consistent with Carter et al. (2007) difeerence in the mean of total
compensation is not significant, indicating thae thassage of SFAS 123R is not
associated with a change in total compensationldevEhe mean change in the
percentage of stock options as part of total cors@igon from 53.7% to 28.6% in the

post-SFAS 123R period is significant and the inseei the weight of restricted stock

9 The pre-SFAS 123R period corresponds to the geavh2000, 2001 and 2002 values. The post-SFAR He8iod stands for the
average values of 2005 and 2006.
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on total compensation from 7.9% to 15.4% is algaifcant, which is evidence for the
change in CEO total compensation distribution e&ieAS 123R.

Panel B of Table 2 illustrates the evolution of CEfal compensation from
2000 to 2006, segregating the percentages of tmaipensation in stock options,
restricted stock, bonus, salary and the remainmmponents of total compensation
grouped and named as otfiem 2000 CEO total compensation was mainly made of
stock options (67.0%), while bonus (11.0%), sal@®%), restricted stock (7.0%) and
other components (8.0%) constituted small percestaj total compensation. During
2001 and 2002 the distribution of total compensatiear small alterations, but from
2003 on, the constitution of total compensatiorassiderably different. Throughout
the sample years, stock options lose weight onl twdanpensation and the other
components of total compensation increase thewateace, specially restricted stock.
In 2006 stock options represents only 16.0% ofl imanpensation, while stock awards
counts for 52.0%.

Panel C of Table 2 exhibits descriptive statisfmsthe variables used in the
empirical models, for the entire sample period. SEhetatistics indicate a diversified
sample, where for instance the mean (median) foA3sets is $35,800,000 thousand
($9,402,160 thousand) and the correspondent sthndaviation is $109,000,000
thousand. The mean (median) for stock options grat$5,080 thousand ($2,480

thousand) and the mean (median) for restrictedkstpants is $1,153 thousand ($0

10 In Panel B of Table 2, Total Compensation (Egemp variable TDC1) from 2000 to 2005 comprisesfotiewing: Total

Value of Stock Options Granted using the Black-$&hvalue (Options BLS), Total Value of Restricttbck Granted (RS),
Salary, Bonus and Other.

In 2006 TDC1 comprises: Grant Date Fair Value ofi@ys Awards (Options Awards FV), Salary, Bonusa@rDate Fair Value of
Stock Awards (Stock Awards FV) and Other.
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thousand) since the prevalence of restricted stedkirly small in the first sample
years.

Panel D of Table 2 presents the Pearson and Spearoneelation matrixes of
the stock options models’ variables. The correteticeveal that some of these variables
have unexpected sighsThe Spearman correlations signs of independerdhblas with
stock options that are statistically different frame predict signs hypothesized in
Appendix A are 1YrReturn and E_Index. Regarding tRearson correlation
coefficients, E_Index shows a sign correlation witock options contrary to the
predictions. Nevertheless, it is the use of OLSasgjons in the subsequent models that
establishes the significance of these correlatraitis stock options.

4. The Changein Factors Explaining the Use of Executive Stock Options
4.1. Hypothesis Development and Variable Definitions

The main objective of this paper is to investigage change in factors associated
with firms’ decisions to grant stock options aftee introduction of SFAS 123R. For
this purpose, | identify different factors whichbélieve influence firms’ decisions to
grant executive stock options in the period befoFAS 123R and then assess whether
they continue to drive stock options use in thet48/AS 123R period. These factors
can be classified into two groups: (i) justifiecirf@conomic benefits of stock options,
the relevance of which | expect to increase andfgdctors associated with the excess
use of options due to the previous accounting adgas - in this case, | hypothesize
these factors will lose importance after the effecdate of SFAS 123R. Therefore

hypothesis 1 is, in alternative form:

11 The expected signs correlations between theerdient variables used latter in the research maahel stock options are
displayed in Appendix A.
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H1: The factors explaining the use of executivelstaptions change after SFAS
123R is introduced.

| next discuss how | expect the relevance of thetofa identified as
determinants of compensation via stock optionshange from the pre-SFAS 123R
period to the period after the new rule. | providesummary of stock options
determinants and their expected associations tk sfation grants in Appendix A.

Financial Reporting Concerns As discussed above, the past accounting

advantage of executive stock options led firms ¢e them instead of other forms of
compensation to reduce reported compensation egparsto boost reported earnings.
Previous literature as identified the need to axcepital markets and the need to meet
debt covenant as circumstances under which firmarhe particularly concerned about
earnings reporting (Carter et al. [2007]). Basedtlis | use as proxy for costs of
reporting low earnings the extent to which the fihas access to equity and debt
markets (Access_Equity and Access Debt). | expeaisf with higher financial
reporting concerns to have an excessively highofigxecutive stock options to boost
earnings in the pre-SFAS 123R period. Howeverr &t€AS 123R | expect financial
reporting concerns to became a minor driver of ettee stock options.

Financial Constraints Equity compensation requires no cash outlays firms

with lack of liquidity and cash constraints tenduse equity compensation to conserve
cash, namely stock options, as instruments to @aiand retain employees (Core and
Guay [1999]). Following Core and Guay (1999), | swa cash constraints
(Cash_Cons) as common and preferred dividends ndasis flow from investing and
operating activities, scaled by total assets. Ajgmr studies argue that there are tax

costs when firms use executive stock options, sihedax deduction are deferred until
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options exercise (Bryan et al. [2006]). So, | exghat firms with higher net loss carry
forwards (TLCF) are not likely to use stock optipns order to take immediate tax
deduction from cash compensation. | expect thesevawiables to be relevant for stock

options use in both periods but especially in thst{SFAS 123R period.

Agency Costs and Tenurd he higher the CEO stock ownership the lowéhés
agency cost problem and therefore the lower isntbed for additional shareholder-
manager alignment. Thus, firms with higher CEO Istoanership (CEO_Ownership)
are expected to award fewer equity compensationtgrégChoudhary et al. [2006]).
Following Bryan et al. (2000) | include the firmsitio of debt to assets (Debt_Assets)
in my equations to mitigate the agency cost of dedstpect a negative relation between
debt to assets and stock options grants, since lkegéraged firms have natural
incentives and so there is less need for incertased compensation. Risk-averse
CEOs are expected to prefer cash compensationeoygty compensation. The higher
the length time the CEO is in the company lessaigirse he tends to be since he feels
more stable and secure [Carter et al. (2007)]. rbaypCEO tenure | use the number of
years of credited service under the firm pensianService _Years) and CEO age
(Age). | expect these four variables to be relevsoth in the pre and post-SFAS 123R
periods.

Firm Performance According to Murphy (1985) executive compensgatise

positively correlated with firm’s performance, thuexpect a positive relation between
firm performance and stock options. For measurth@firm performance in the capital
markets | use the year earnings per share diluteldding extraordinary items (EPS)
and one year return to shareholders (1YrReturnptider reason for the use of these

variables is that due to the formula of an optianstock price variation causes a
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correspondent reaction in the value of stock optitihrat uses that stock as underlying
asset. | expect both variables to be relevant lotthe pre and post-SFAS 123R
periods.

Governance Better governed firms are expected to use stmtions for their
justified real economic benefits and not drivently accounting advantages of the pre-
expensing period that allowed mangers to use siptibns to hide their excessive pay
(Core et al. [2003]). As a governance measure lthiseBebchuk Entrenchment Index
(E_Index), which is a governance measure that iiientsix provisions negatively
correlated with firm valuatioh If the real reason to grant stock options by poor
governed firms is that options represent excesshptydoes not depress earnings then,
| expect bad governance to be positively assocwattdstock options grants in the pre-
expensing period but after SFAS 123R be introducezkpect this variable loses
significance.

Standard Economic Determinantdn larger firms it is difficult to monitor the

actions of managers and so it is likely the usenethanisms to align management and
shareholders interests, therefore | expect langersfto grant more stock options. To
control for the firm size | use the total assetshaf firm (T_Assets). When firms have
higher growth opportunities the use of equity conga¢ion is an important instrument
to incentive managers towards the increase invaae, similar to Carter et al. (2007) |
use book to market ratio (BMratio) as a proxy foovgth opportunities, the higher the
BMratio the lower are the firms’ growth opportuegi Thus, | expect a negative
relation between this variable and stock optiormdlowing Gerakos et al. (2005) | use

the level of investment relative to competitorghe same industry (Rel_Investment) to

12 The six entrenchment provisions are StaggereddBaimitation on Amending Bylaws, Limitation om#ending the Charter,
Supermajority to Approve a Merger, Golden Parachnt Poison Pill.
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establish if the use of stock options is higher sviiems have investment levels lower
than competitors or if firms decrease the use efksbptions when firms’ investment
levels are higher than competitors’ levels. Sxdezt a negative relation between stock
options and this variable.
4.2. Resear ch Design

| test hypothesis 1 by estimating two different risgda Pooled Model and a Pre
vs. Post-SFAS 123R Model. Using the Pooled Modtelt comprises values from 2000
to 2006, | am able to assess the factors that wdhetermining executive stock options
grants in the entire sample period and introduteraction effects to test the changes
that occurred after SFAS 123R be introduced. As tfdta includes the noise of the
accelerating vesting and anticipation period thatuored in 2003 and in 2004, | also
estimate the Pooled Model without these two traimsacyears, and in fact | find
differences. Additionally, in order to capture tinee effect of the new rule, | apply the
Pre vs. Post-SFAS 123R Model, which makes it ptssib compare clearly the
different executive stock options determinants leetwthe pre and post-SFAS 123R
periods without the two transaction years (2003 20@4).

Pooled Model Equation 1 shows the regression | estimate thighpooled data,

via OLS*:
In Options = 5, + 5, Access Equity + 5, Access Debt + f;Cash Cons + S, In TLCF+ 5. Age

+ S Service Years + 5. Debt Assets+ [,CEQ Ownership + 5, EPS
+ Gp1¥rReturn+ f..F Index+ f.InT Assets+ .. BMratio
+ 5., Rel Investment+ 5.0V Post + ., Access Equity % Post
+ fA-AccessDebt x Post + f.,CashCons ® Post+ [.InTLCF x Post
+ O.pAge x Post + 5., 5ervice Years x Post + [§,,Debt Assets x Post
+ [.:CEQ Ownership = Post + 5., EPS % Post + .. 1¥rReturn x Post
+ [;sE Index® Post + [;-.LnT Assetsx Post + S,,EMratio % Post
+ ;o Rel Investment x Post + Z Industries Dummies + & (1)

13 | estimate equation 1for the total sample yaadsfor the sample years without 2003 and 2004.
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Where DV Post is an indicator variable coded as when the observation is
from after June 2005 (the date SFAS 123R becaneetdft), and zero otherwise. All
other variables are as calculated and discusséghpendix A. To control for industry
effects | construct 24 industry dummies (as thewe 24 different industries in the
sample) and include 23 of them in equation 1. Edc¢hese indicator variables is coded
as one when the observation is from that industd/ zero otherwise. Using this model
| am able to assess the factors that where detgrgné@xecutive stock options grants in
the period before SFAS 123R (via the estimate mefits forf3; to f14) and to evaluate
the change of importance of these variables (v dbktimated coefficients of the
interaction terms) that came to be after the intobidn of SFAS 123R.

Pre vs. Post-SFAS 123R ModeEquation 2 shows the regression | estimate for

the pre and post-SFAS 123R periods, via OLS:

Ln OptionSayg(prevs post sras 1238)
=, + 5, Access Equity + S5, Access Debt + §.Cash Cons+ S, Ln TLCF
+ G Age + S;Service Years + 5. Debt Assets+ [5,CEQ Ownership + 5, EPS
+ fp1¥rReturn+ 5. E Index+ 5.;LnT Assets+ 5. EMratio
+ ., Rel Investment+ Z Industries Dummies + £(2)

As in equation 1, | include 23 industry dummiesdmtrol for industry effects in
this equation. Through this model | compute and pam two OLS regressions. The
first OLS regression describes the situation befSFAS 123R and assumes the
transaction effects of SFAS 123R occurred in 2008 ia 2004, using only data from
2000 to 2002 for the pre-rule period. The seconds@&gression comprehends the
period post-SFAS 123R and for this | use the averagues between 2005 and 2006.
These two OLS regressions make it possible to atglgr analyze the different
executive stock options determinants. This reseaesign is similar to the one of

Carter et al. (2007); however my model allows teeasmin the changes in CEO
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compensation drivers after SFAS 123R effective maddatory date of implementation
for all companies and also to investigate how stopkons drivers (both types - real
economic drivers of stock options and the deterntsaassociated to the past
accounting advantages) changes are determiningioesion stock options grants after
SFAS 123R effective date of implementation.
4.3. Results

Pooled Model Table 3 presents the results for the pooled @lg8essions with
total sample years for stock options (first colue¥tricted stock (second column) and
total compensation (third column). Equation 1 isnested with these three dependent
variables (stock options, restricted stock andl tmtanpensatiori}. All the pooled OLS
regressions are estimated using robust clusteredsdby firms) and eliminate outliers
using the values of Rstudént

The variables that are significant for stock opgiarse and present expected
signs in the period before SFAS 123R introducticer &ccess_Debt that is positively
and statistically significant revealing that whestessing debt markets firms tended to
use stock options to reduce compensation expergda@ost reported earnings; firm
leverage (Debt_Assets) is significantly and negdyivassociated to stock options
grants, suggesting lower stock options grants frdngh leveraged firms;
CEO_Ownership, which is negatively and statisticabsociated with the use of stock
options, showing a lower need for additional shal@dr-manager alignment when the
CEO has a high number of shares outstanding; ERSidhsignificant and positively

associated to stock options, revealing a posigation between firm performance and

14 In Table 3 for each OLS pooled regression (stmtlons, restricted stock and total compensatioee are displayed the
predicted signs of the coefficients from equationith each of the three dependent variables.

15 For the Rstudent outliers correction | usediasreation criteria the absolute value of 2.
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stock options; Ln T_Assets also positively relatedstock options confirming that
larger firms grant higher levels of stock optionsdafinally BMratio that has a
significant negative impact on stock options, iadileg that firms with larger growth
opportunities tend to increase the use of stociongt

However in the pre-SFAS 123R period, two of thenested coefficients have
signs statistically different from the predictiods{rReturn and Age. 1YrReturn has a
significantly negative impact on the use of stopkians, a possible explanation for this
outcome is that poor past performances lead fioriadrease the intensity of incentive
based compensation using stock options to purgas for performance goal.

Concerning the introduction of the new rule, agddmted in hypothesis 1, it has
significant impacts on the relevance and effectsstiick options determinants:
Access_Debt became negatively related to stockowgtiindicating that financial
reporting concerns of firms accessing debt markests relevance determining the use
of stock options. Still regarding financial repagi concerns, after SFAS 123R be
introduced Access_Equity contributes positivelystock options grants, result that
probably has to do with the increase in transpareme quality of financial reporting
after the mandatory expensing. For firms accessmgty markets makes sense to use
stock options as incentive tool to increase firraiggvalue and by avoiding options cut
backs firms signal that in past they were not gngnstock options to benefit from
accounting advantages. Financial constraints (Cashs) turn to be statistically
positive to determine the use of stock optionsjcaithg that when firms have cash
constraints use stock options in order to attradtraaintained CEOs, as expected since
cash constraints are a justified real economic fidesfestock options. CEO_Ownership

became statistically positive, result that repartsigher use of stock options for CEOs
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with larger amounts of shares outstanding upon w@ng expensing. Finally
concerning the economic determinants of stock apti(Ln T_Assets, BMratio and
Rel_Investment) all reinforce significance afteg thle introduction.

Regarding the results from the Pooled Model withBEAS 123R transaction
years (2003 e 2004), they bear small differendes,niain one concerns the variable
1YrReturn, in this model 1YrReturn only becomesatagly related with stock options
after the rule becomes effective, result suggeshiagthe negative sign of 1YrReturn in
the pooled model using the total sample years éstduhe inclusion of 2003 and 2004.
Thus, upon imminent mandatory expensing in 2003 20@4 firms’ usage of stock
options became dependent from past poor performamcerder to incentive and
motivate CEOs to improve earnings. This way SFASRL2ontributed to the use of real
economic benefit of options, namely the creatiomoéntives to increase firm value.

In order to visibly capture the true SFAS 123R istpaexcluding transaction
effects from 2003 and 2004 | next show the Préest-SFAS 123R Model’ resulfs

Pre vs. Post-SFAS 123RTable 4 exhibits the OLS regressions for the \Rre

Post-SFAS 123R Model. Equation 2 is estimated withee different dependent
variables. The first concerns stock options, theosd is for restricted stock and the
final one relates to CEO total compensation. Fa@heane of the dependent variables
two OLS regressions are estimated: one before S8R and another afterwards. All
Pre and Post-SFAS 123R regressions include induhtipmies as controls, are
estimated using robust corrections and eliminatkens by analyzing Rstudent

Through this model one can clearly see the prepasttSFAS 123R statistically

significant variables for determine stock optionse.u Consistent with earlier

16 In Pre vs. Post-SFAS 123R Model the pre per@ahts only with 2000, 2001 and 2002.

17 For the Rstudent outliers correction | usediasreation criteria the absolute value of 2.
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expectations and with the Pooled Model, finanaglorting concerns associated to debt
markets (Access_Debt) are positively associatedtdok options grants in the pre-
expensing period, showing that in order to guaeaatbetter access to debt markets the
use of stock options to boost reported earningslikely to happen. After SFAS 123R
this variable is statistically negative, showingttfirms no longer use options to
improve earnings in order to reduce financial répgr costs and to meet debt
covenants. Access_Equity as in the Pooled Modelahsignificant positive impact on
stock options after the rule implementation, sutiggsthat firms facing options
expensing when access equity markets use stockngpéis incentive tool to increase
firm equity value even without accounting benefitdiich thus not happen when firms
access debt markets. Cash constraints are pogitigsbciated to stock options use, but
only in the post-SFAS 123R. This indicates tham§r without options accounting
benefits, started to use options in order to caeserash allowing the preservation of
CEOs motivation. Results indicate that CEO_Ownerstas a negative impact on the
use of stock option before the rule supporting BBOs with high number of shares
outstanding do not need intensive compensationntn@s. Conversely after SFAS
123R be introduced, CEO_Ownership contributes pesjtto stock options use. Firm
leverage (Debt_Assets), as predicted, has a negeigact in stock options usage in
both periods indicating that leveraged firms ass likely to use stock options, but this
factor loses significance after the rule. As for@Enure, in the pre-expensing period
Service_Years and Age are positively related tockstoptions grants but only
Service_Years is significant, these coefficients according to the predictions since
stock options are suitable for less risk-aversecathees. After the new rule be

introduced both variables are significant howeviee tcoefficients signs become
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negatively related with stock options grants, derd8FAS 123R less risk-averse CEOs
are likely to receive lower stock options grants.

Regarding firm performance, as predicted, EPS aNdR@&turn are both
positively related to stock options in the pre-SFEZ3R period. Nonetheless, only one
year return to shareholders (1YrReturn) is sigaific After the rule be introduced
1YrReturn as a negative coefficient, and as inRbeled Model this is evidence for the
use of stock options as a way to increase thasitieof incentive-based compensation
upon poor past performance.

Before and after the rule, firm size (Ln_T_Assesspositively associated with
stock options, so as expected larger firms areottes granting higher levels of stock
options, due to the superior need to align shadensland mangers interests. As regards
book to market ratio (BMratio) it is negatively agdd to stock options grants,
independently from mandatory option expensing, h@wvehe coefficient impact is
higher in the after rule period, telling that th&ewf stock options as incentive tool to
increase firm value when firms have higher growppartunities is predominant after
the implementation of SFAS 123R, which is exped#ette in the post-rule scenario
firms have reasons to use stock options for tle@r @conomic benefits.

To conclude on the impact of SFAS 123R on stockoaptdeterminants: the
relevance of financial reporting concerns bearsehafjerations after SFAS 123R,
indicating that firms used stock options motivatad accounting benefits; financial
constraints gain significance after the rule intrcitbn; the impact of agency cost,
tenure and firm performance on stock options suffiematic changes after SFAS
123R; firm governance (E_Index) is not explainiig tuse of stock options either

before or after the rule; and firm size and booktarket ratio are the most relevant
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economic determinants of options. Overall, theifigd reveal that stock options drivers
have changed after SFAS 123R, which is consistéhthwpothesis 1.
5. Performance Equity Grants
5.1. Hypothesis Development and Variable Definitions

As referred to in the literature review, criticistimat traditional equity grants
provide inadequate incentives to improve sharemsldeealth is huge and several
studies have proved that on theory performanceongtiare better in incentives
(Johnson and Tian [2000], Arya and Mittendorf [2D@Gd Bettis et al. [2008]). Thus,
without accounting barriers to this type of grahesxpect an increase in performance
equity grants after SFAS 123R. To capture the etieperformance equity grants | use
two indicator variables, DV_Opt_Perf (DV_RS_Pewich are coded as one when the
firm issued an option performance grant (restriciedk performance grant) in that year
and zero otherwise.

H2: The use of performance equity grants has amaanpn the decrease of the
traditional stock options use.
5.2. Resear ch Design

In order to test hypothesis 2, | employ an OLS geamodel between 2006 and
2003, where | am able to investigate if the chaimgeption grants value during this
period (which is negative) is correlated to the@ase in the use of performance equity

grants. Equation 3 shows the regression | estimat®LS:
Change Ln Options zaps-zaoz)

= B, + 5, Change Access Equity + 5, Change Access Debt
+ 5. Change Cash Cons + §,Change Ln TLCF + . Change Age
+ S;Change Service Years + 5. Change Debt Assets
+ [gChange CEQ Ownership + [,Change EPS + 5, ,Change 1¥rReturn
+ [, Change E Index + 5, ,Change InT Assets + 5., Change BMratio
+ 5,,Change Rel Investment + B,.Change DV Opt Perf
+ f.sChange DV RS Perf + Z Industries Dummies + £ (3)
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In the OLS change model for performance equity grdnuse the difference
from 2006 to 2003, since 2006 is the year after SER3R for all companies and 2003
because it is the older available year with peréomoe data. To control for industry
effects | include 23 industry dummies in the regi@ss. The regression also includes
Robust and Rstudent correctiéng\ll variables are as defined in Appendix A.
5.3. Results

Table 5 exhibits the results of the estimatioegdation 3. The main objective is
to investigate whether the change in option graatse during this period (which is
negative) is correlated to an increase in the dgsedormance equity grants, namely
performance stock options and performance restristeck. The estimated coefficient
for DV_Opt_Perf is significantly positive. This reals that the decrease in stock
options is associated with an increase in optioriopmance grants, which supports
hypothesis 2. Thus, the introduction of SFAS 123R led to the removal of accounting
barriers from performance-based equity compensdliahare considered to be better
aligning incentives, in management retention andygey managerial talent.
6. Complementary Analysis

In order to assess how the determinants of stotiorgpare also driving the
decisions on restricted stock and CEO total congtears both before and after the rule,
| apply equation 1 and equation 2 to restrictedlstand to CEO total compensation.
The equations for the Pooled Model and for the \RrePost-SFAS 123R Model for

restricted stock and total compensation are in AgpeB.

18 For the Rstudent outliers correction | usediasreation criteria the absolute value of 2.
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6.1. SFAS 123R Impacts on CEO Total Compensation

Based on the results of Murphy (2002), “(...) ther@ase in CEO pay in
S&P500 industrials over the 1990’s primarily refle@ dramatic growth in stock
options (...)", stock options are allegedly the cafmethe overcompensation problem
in U.S., thus | hypothesize that stock options mheiteants explain CEO total
compensation levels in the pre-SFAS 123R periodwéver, after SFAS 123R
introduction, | expect total compensation driveosbiecome less similar from stock
options ones.

Table 3 exhibits the results for the estimatiorthaf total compensation pooled
model. In this model one can see that before theisuntroduced several independent
variables have similar impacts on total compensagind stock options, to be precise
firm leverage (Debt_Assets), CEO_Ownership, EPS,TLAssets and BMratio. The
rule introduction causes only a common significelmhinge on stock options and total
compensation, which is the turn in the coefficigigh of CEO_Ownership that becomes
positive, indicating that after SFAS 123R a CEOsessing a large number of shares
outstanding is likely to receive higher stock opsiagrants and overall compensation
levels. After the rule introduction 1YrReturn gapssitive significance explaining total
compensation levels, whereas as it was seen ipdbked model for stock options the
rule introduction has a negative effect in the tieta between 1YrReturn and stock
options use. This difference means that upon opg&pensing the use of total
compensation continues to be positively relatefirto performance while the use of
stock options is dependent from poor past perfooman

Through the pooled model is also possible to saetthal compensation drivers

where much closer to stock options determinanta tharestricted stock ones before
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SFAS 123R introduction, for instance firm leverg@ebt Assets) and BMratio are
both positively related to restricted stock contreo what happens with stock options
and total compensation, and EPS is not signifitargixplain the use of restricted stock
as it is in the case of total compensation andksbptions.

The results for the Pre vs. Post-SFAS 123R Modelable 4, reveal quite a few
similarities between total compensation drivers atatk options ones and as it was
expected these resemblances are predominant ipréhBFAS 123R period. Agency
costs (Debt_Assets and CEO_Ownership), firm perdoee (1YrReturn) and economic
determinants (Lh T_Assets and BMratio) all have Hagne sign impacts and are
significant to explain stock options and CEO tatampensation levels before SFAS
123R be introduced. Comparing the determinants toicks options and total
compensation, none of them present significaneckfices in coefficient signs, fact that
reveals a great level of similarity between theialdes that were explaining total
compensation and stock options before options esipgn

After the rule effective implementation, stock gps and total compensation
determinants became different from each otherhénpresence of mandatory options
expensing only economic determinants (Ln T_Assetd BMratio) maintain the
previous same sign and significance impacts witlh bstock options and total
compensation. CEO tenure (Service_Years) and fiaargporting concerns associated
to equity markets (Access_Equity) turn to have eqffacts on stock options and total
compensation. Concerning agency costs, firm leweraebt Assets) and
CEO_Ownership lose significance explaining totanpensation levels, one possible
justification for this outcome is that after SFA33R total compensation is not mainly

made of stock options, so it is likely that totahgpensation drivers that were similar to
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the ones of stock option before the rule becomierdint in the post-expensing period.
Upon option expensing CEO total compensation aacksbptions drivers present few
significant differences especially concerning figah constraints (Cash_Cons), which
makes sense since after SFAS 123R firms facing casBtraints no longer do an
abusive use of stock options to increase compemshvels and so firms with lack of
liquidity tend to decrease overall compensationelgyv and also involving firm
performance (1YrReturn) evident and explained eaffiom the comparison of the
pooled models for total compensation and stockoopti

Consistent with my expectations, in what concehgsiimpact of stock options
drivers on CEO total compensation, most of themehi&ie same sign correlations and
significances with total compensation than theyehaith stock options, but they tend
to become different after SFAS 123R, period whdaltoompensation is no longer
mainly made of stock options.

6.2. SFAS 123R I mpacts on Restricted Stock

According to past authors restricted stock has lbaety used and stock options
have been used in excess, thus core drivers fok sfations are unlikely to explain the
use of restricted stock (Carter et al. [2007] amdv and Lee [2007]), as so | expect
that stock options and restricted stock grantsrdetants to be different.

Results from estimation of the pooled restricteatls model (in Table 3) are
quite different; confirming that drivers for rested stock are different from stock
options ones, supporting my expectations. Befoeerthe impact, from the variables
that are significant for restricted stock only fisize (Ln T_Assets), CEO_Ownership
and CEO Age present equal significant estimatignsiith stock options. At the same

time Service_Years (the other proxy for CEO tendra$ a different impact on these
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two types of equity-based compensation, leavingetigal effect of CEO Age between
the two compromisédi The impact of SFAS 123R introduction on restdcttock
reveals a significant negative relation between giacernance (E_Index) and restricted
stock use, while the governance measure even thouggents the expected sign is not
significant explaining stock options use either pre or in post-period. Another
significant difference after the rule is the negatimpact of Rel Investment on
restricted stock and its positive effect on stopkans, this means that when firms have
investment levels superior to their competitorsrtluse of restricted stock decreases
while they continue to grant stock options. Subseguo SFAS 123R, financial
constraints (Ln TLCF and Cash_Cons) have equalficaeft signs correlations with
restricted stock and stock options which is an irng change since without
accounting barriers firms facing financial consigabegins to use restricted stock as an
alternative to stock options, but still the pogtimpact of SFAS 123R in Cash_Cons is
not sufficient to change the significance of thasiable.

Referring now to Table 4, in the Pre vs. Post-SAZ3R Model for restricted
stock, it is possible to see that stock optionemheinants are different from restricted
stock ones, however after the rule be introducestetrare a number of changes in
restricted stock determinants and some resemblametegeen the factors explaining
stock options and restricted stock come out. Betbee rule come to be effective
CEO_Ownership and firm size (Ln T_Assets) weredhky variables equally affecting
restricted stock and stock options. Despite the esgre-SFAS 123R impact of

CEO_Ownership, after the rule this variable corggwto be negatively related to

19 The negative coefficient of Service_Years wéstricted stock is within the spirit of Lambert dratcker (2004), that points
restricted stock has a better choice for risk-averaployees. Higher Service_Years correspondeetodse of senior CEOs that

tend to be less risk averse, explaining the negaélation between Service_Years and restrictezk sto
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restricted stock while it turns to be positivelyated with both stock options and total
compensation levels. Another significant differendeetween restricted stock
explanatory factors and the ones from stock optiand total compensation is the
positive relation between restricted stock usefandleverage (Debt_Assets) that even
increases significance after the rule implementatio the pre-SFAS 123R period CEO
tenure (Age and Service_Years) signs impact orricesi stock were significantly
different from what happens with stock options, bwer after the effective
implementation of the rule CEO tenure as equalifsogimt effects on restricted stock
and stock options. Regardless of the visible diffiees in most of restricted stock
independent variables, upon options expensing akvactors explaining restricted
stock bear important alterations and turn out teehithe same coefficient signs as they
have with stock options. Namely, financial constsafCash_Cons and Ln TLCF), firm
performance (1YrReturn) and BMratio, although frahese factors only Ln TLCF
became significant immediately after the rule immpdatation.

Overall results reveal that restricted stock deteamts are quite different from
stock option ones, supporting my expectations. #taresting result is that even after
the rule (when stock options no longer benefit fracgounting advantages) the drivers
for these two types of equity compensation remajnifscantly different, even though
there is a visible approximation in coefficientrsg
7. Conclusions

The main objective of this paper is to investigage change in factors associated
with firms’ decisions to grant stock options aftiee introduction of SFAS 123R. One of
the factors considered is the existence of perfoomaconditions in new grants.

Concurrently, this study examines if these factars also driving the decisions on
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restricted stock grants and on CEO total compemsath my study | use a sample of
385 firms from the S&P 500 from 2000 to 2006 andhpensation data for the firms’
CEOs.

Consistent with past literature (Brown and Lee [Z0énd Carter et al. [2007]) |
find statistically evidence for the decrease ircktoptions use and for the increase in
restricted stock grants associated to SFAS 123kave also find that stock options
grants still bear a huge decrease after SFAS 128Rtige date of implementation for
all companies, so after December 2005.

Empirical findings proved significance of hypotrse§j that assumes a change in
stock options drivers after SFAS 123R. Results frib Pre vs. Post-SFAS 123R
Model, that excludes the anticipation and accdlegatesting effects (2003 and 2004),
show that financial reporting concerns associabedebt markets were determining the
use of stock options in the pre-SFAS 123R periaddfter SFAS 123R this factor as a
negative significance explaining stock options.sTtasult proves that pre-SFAS 123R
factors behind the choice of stock options wer@@ased to the previous accounting
advantages but after mandatory expensing the ingabese factors change. Also as a
result from this model | find that financial coratits (Cash_Cons), agency costs
(Debt_Assets and CEO_Ownership), firm performant¥rReturn) and economic
determinants (firm size and BMratio) are importémtdetermine stock options either
before and after the rule, establishing that tlesethe justified real economic drivers
for stock options use. In line with nowadays csitiof traditional stock options that
suggest an increase in the use of performance-begaity compensation, the third
model, the Change Model for Performance Grantgjsfievidence consistent with

hypothesis 2, confirming that the increase in apperformance grants had a significant
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impact in the decrease of traditional stock optidhrem this result | can conclude that
SFAS 123R has the potential to alter the effectlesign of CEO compensation that
finally demands a lot more thought than simply alway “plain-vanilla” options and

means the removal of accounting barriers from meféicient equity-based

compensation as it is the case of performance yequants. As for complementary
analysis, | find evidence, in the Pooled and in ¥ePost-SFAS 123R Models, that
stock options drivers are quite different from nes¢d stock ones, both in the pre and
post-SFAS 123R periods. In pre-SFAS 123R periotricesd stock was being rarely

used due to the favorable accounting treatmenttarfksoptions, thus stock options
drivers were expected to be completely differenirfrthe ones explaining restricted
stock use. However, after SFAS 123R, stock optdmsiot benefit from accounting

advantages and still the determinates for these tigpes of equity compensation
remains different, even though there is a visilppraximation tendency. This leave for
future research the discover of the true restrigiedk drivers. In what concerns the
impact of SFAS 123R on CEO total compensation, isterst with Carter et al. (2007) |

find no evidence of an impact of SFAS 123R in téeel of CEO total compensation,
just in the composition of this variable. | alsodithat total compensation drivers were
similar to stock options ones, however SFAS 123Rduction differentiates CEO total

compensation determinants from the variables thatexplaining stock options use
upon mandatory expensing. Future research coultectoh broader set of data,
gathering more than 2 years of observations diterdle. This way it would be possible
to analyze the medium run impacts of SFAS 123Rhenchoice between stock options

and restricted stock and on CEO total compenséigzis.
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Appendix A — Hypothesis Development and Variablesimtions

. Expected Sign] Importance
) Determinants of ) .
Variables N Pre SFAS After SFAS Variable Description Data Source
Stock Options
123R 123R
Access_Equity Financial Reporting . No Access to Equity Markets Compustat Variables [(year increfase in cstk+ caps+pstk-|
= Concerns tstk)/at] (i)
Financial Reporti
Access_Debt ! nc;ncerss ing + No Access to Debt Markets Compustat Variables [(year increase in dlc+dltt)/at] (ii)
Cash_Cons Financial Constrains + Yes Cash Constrains Compustat Variables [(dvc+dvp-ivncf -oancf)/at] (iii)
TLCF Financial Constrains - Yes Net Operating Loss carry-fowards Compustat Variable tlcf
Age Tenure + Yes CEO Age Execucomp Variable AGE
. Number of years of credited service under the firm
Service_Years Tenure + Yes Y ve © _I € vice un et Execucomp Variable RET_YRS
- pension plan
Debt_Assets Agency Costs - No Debt to Assets Ratio Compustat Variables [(dlc+dltt)/at] (iv)
P t f total sh tstanding held by thi
CEO_Ownership Agency Costs - Yes ercentage ot total snares ?u standing held by the Execucomp Variable SHROWN_TOT_PCT
- executive
Earnings per share diluted including extraordinan
EPS Firm Performance + Yes nings p ! uitemls uding ex inary Compustat Variable epsfi
1 total ret to sharehold ith rei t t
1YrReturn Firm Performance + Yes yeartotalretrn to s al,'e, olcers with reinvestemen Execucomp Variable TRS1YR
of dividends
E_Index Governance + ? Governance measure Bebchuck Entreachment Index
Dummy variable set equal to one if the firm has grant | Collected information from Statement of Changes of
DV_Opt_Perf Performance Grants - Yes M q . . & - . e &
- = any performance option and zero otherwise Beneficial Ownership of Securities (Form4)
Dummy variable set equal to one if the firm has grant | Collected information from Statement of Changes of
DV_RS_Perf Performance Grants - Yes ummy vari q.u ! ' § R ”.‘. ! . X n &
- = any performance restricted stock and zero otherwise Beneficial Ownership of Securities (Form4)
T_Assets Firm Size Control + Yes Total Assets Compustat Variable at
BMratio Growth Opportunities - Yes Book to market ratio Compustat Variables [(seq-pstk)/(csho x precf)] (v)
Compustat Variables [(capx + xrd + xad )/at] - industn
Rel_Investment Investment Level - Yes Investment level relative to industry competitors pu ! l p_x X . xad )/at] - industry
= median (vi)
Execucomp Variable OPTION_AWARDS_BLK_VALUE
Options Dependent Variable . . Option Grants until 2006 and in 2006 Execucomp Variable
OPTION_AWARD_FV
RS Dependent Variable . . Restricted Stock Grants Execucomp Variable RSTKGRNT
T_Compensation | Dependent Variable . . Total Compensation Execucomp Variable TDC1*

* TDC1 calculated under the 1992 reporting formamprises the following: Total Value of Stock OpsoGranted (using Black-Scholes), Totgl
Value of Restricted Stock Granted, Salary, Bonube©Annual, Long-Term Incentive Payouts, and Ath€ Total. Used in the sample for 2000,
2001, 2002, 2003, 2004 e 2005.

TDC1 calculated under the 2006 reporting format jpases the following: Grant-Date Fair Value of @ptiAwards, Salary, Bonus, Grant-Date Fajir
Value of Stock Awards, Non-Equity Incentive Plann@@ensation, Deferred Compensation Earnings Repatedompensation, and Othgr
Compensation. Used in the sample for 2006.

This Table contains the variable descriptions &edetxpected associations of the dependent andendept variables used in the research models. The
sign predictions and the hypothesized associatiomseferent to stock options grants, althoughTdige presents also the description of RS and
T_Compensation, since these variables are usé iresearch models for restricted stock and fat tatmpensation.

(i) Where: cstk — common stock, caps — capital lssrpstk — preferred stock, tstk — treasury statk; total assets
(i) Where: dic — debt current liabilities, dlttdebt long term liabilities, at — total assets

(iii) Where: dvc — common dividend, dvp — preferdididend, ivncf — cash flow from investment adiie$, oancf — cash flow from
operating activities, at — total assets

(iv) Where: dic — debt current liabilities, dlttdebt long term liabilities, at — total assets
(v) Where: seq — shareholders equity, pstk — predestock, csho — common shares outstanding, prfioél price fiscal year

(vi) Where: capx — capital expenditures, xrd — R&kpense, xad — advertising expense, at — totalsasse
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Appendix B — Models for Restricted Stock and T@ampensatioff
Restricted Stock

Pooled Modef*
InR5 =, + 5, Access Equity + 5, Access Debt + S, CashCons+ 5, InTLCF + 5. Age

+ f[;5ervice Years + 5-Debt Assets+ [5,CEQ Ownership+ [.EPS

+ Gg1¥rReturn+ (. F Index+ 5., LnT Assets + [, BEMratio

+ ., Rel Investment + 5,5 DV Post + 5, ;Access Equity x Post

+ .- AccessDebt x Post + [§.,CashCons x Post+ S, InTLCF x Post
+ S.pdge x Post + .. 5ervice Years x Post + 5., Debt Assets ® Post
+ [5.;CEQ Ownership x Post + [5,,EP5 x Post + [5,;1¥rReturn x Post
+ [5.:F Index x Post + §.-LnT Assets x Post + (., BMratio x Post

+ . Rel Investment x Post + I Industries Dummies + £(4)

Pre vs. Post-SFAS 123R Model

Ln RSﬂE«'ngrs s PosSt SFAS 1238)
= 8, + 5. Access Equity + 5, Access Debt + 5, Cash Cons + [, LnTLCF
+ G;Age + S.5ervice Years + 5. Debt Assets+ [,CEQ Ownership + S, EPS
+ fgl¥rReturn+ §5.,F Index+ 5.;IlnT Assets+ 5, ;BMratio
+ s Rel Investment + I Industries Dummies + £(5)

Total Compensation

Pooled Modef*

InT Compensation
= 8, + 5. Access Equity + 5, Access Debt + 5. Cash Cons+ [, InTLCF + S Age
+ Sg5ervice Years + 5-Debt Assets + §,CED Ownership + [ EPS
+ fGip1¥rReturn+ 5., E Index + 5,.InT Assets + §,;BMratio
+ G, Rel Investment + [5,; D0V Post + f, Access Equity = Post
+ [.-Access Debt ® Post + [.gCash Cons % Post + [..LnTLCF % Post
+ [ioAge x Post + B, 5ervice Years » Post + [§,,Debt Assets X Post
+ (.. CEQ Ownership ®x Post + 5., EPS x Post + [.z1¥rReturn x Post
+ f[osEIndex X Post + 5,-InT Assets® Post + 5, 5EMratio X Post
+ fB.oRel Investment X Post + I Industries Dummies + £ (6)

Pre vs. Post-SFAS 123R Model

LnT Compensation g ipre vs post 5745 1228)
= i, + 5, Access Equity + 5, Access Debt + 5, CashCons+ S, Ln TLCF
+ s Age + BgService Years + 5. Debt Assets+ S, CEQ Ownership + 5, EPS
+ f.p1¥rReturn+ 5. E Index+ S..LnT Assets+ [§5,.BMratio
+ ., Rel Investment + E Industries Dummies+ £(7)

20 All the variables are as defined in Appendix A.
21 Where DV Post is a dummy variable set equahtibthe observation is from after June 2005 dffective date of SFAS 123R, and zero
otherwise. The Pooled Model is estimated with ttaltsample years and without SFAS 123R transaggans (2003 and 2004).
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Table 1 — Sample Selection and Industry Classitioat

Panel A - Sample Selection
Observations from ExecuComp data basis for 2000 until 2006 3,189
Less: observations missing necessary Compustat data 221
Less: observations missing necessary Corporate Governance data 273
Final number of observations 2,695
Final sample of firms in each year 385

Panel B - Industry Classification

Mean industr Mean industry | Mean industry | Mean industry
L. . % of firms in . ¥ Mean industry % change in % change in % change in
SPINDEX Industry description Number of firms . % change in . .
each industry Options % change in RS Total Options/Total RS/Total
P Compensation | Compensation | Compensation
1010 Energy 196 7.3% -12.1% 135.2% 49.2% -41.1% 5.7%
1510 Materials 168 6.2% -26.5% 230.1% 20.9% -17.2% 12.1%
2010 Capital Goods 224 8.3% -20.9% -42.2% 10.1% -11.4% -9.9%
2020 Commercial & Professional Services 56 2.1% -35.3% -3.6% 14.1% -15.8% -4.0%
2030 Transportation 63 2.3% -8.0% 11.6% 65.3% -18.1% -6.4%
2510 Automobiles & Components 14 0.5% -7.2% -100.0% 117.4% -24.0% -8.7%
2520 Consumer Durables & Apparel 140 5.2% -26.5% 275.8% 31.5% -22.1% 16.9%
2530 Consumer Services 70 2.6% -54.8% 243.9% 30.4% -40.7% 6.5%
2540 Media 77 2.9% -74.6% 440.8% -35.3% -32.8% 17.8%
2550 Retailing 140 5.2% -25.1% 94.5% 32.0% -20.9% 5.2%
3010 Food & Staples Retailing 49 1.8% -30.3% 434.5% 23.6% -19.9% 27.4%
3020 Food, Beverage & Tobacco 140 5.2% -46.1% -6.9% -8.7% -18.7% 0.3%
3030 Household & Personal Products 35 1.3% -56.4% 59.1% -23.2% -17.5% 18.5%
3510 Health Care Equipment & Services 154 5.7% -24.1% 28.8% 10.1% -18.1% 1.7%
3520 Pharmaceuticals, Biotechnology & Life Sciences 147 5.5% -40.3% 45.0% -11.3% -19.4% 3.9%
4010 Banks 133 4.9% -9.7% 193.2% 49.0% -20.3% 6.5%
4020 Diversified Financials 119 4.4% -17.4% 226.0% 23.2% -14.8% 20.5%
4030 Insurance 119 4.4% -39.0% 377.4% 15.8% -21.2% 12.8%
4040 Real Estate 21 0.8% -20.6% -5.0% 8.2% -9.2% -3.2%
4510 Software & Services 140 5.2% -23.0% 31.1% -15.5% -6.2% 3.4%
4520 Technology Hardware & Equipment 140 5.2% -83.0% 221.6% -71.5% -25.0% 16.4%
4530 Semiconductors & Semiconductor Equipment 105 3.9% -44.5% 5642.5% -18.8% -22.0% 21.2%
5010 Telecommunication Services 35 1.3% -83.5% 1101.7% -33.3% -36.9% 31.5%
5510 Utilities 210 7.8% -30.8% 11.8% 17.8% -13.3% -0.6%
Total 2695 100% -35% 402% 13% -21% 8%

The changes in Panel B are
between the period after SFAS
123R (mean of 2005 and 2006)
and the period before the rule
and transaction period (mean of
2000, 2001 and 2002). Thus
negative  changes indicate
decreases in the variables.

The Execucomp report format
for the variable used for total
compensation (TDC1) has
changed in 2006 and in the new
format the value of restricted
stock grants appears included in
the stock awards fair value.
Thus, the segregated value of
restricted stock grants in 2006 is
missing and in the post-SFAS
123R period the variable
restricted stock comprehends
only values for 2005.

40



Table 2 — Descriptive Statistics

Panel B — Evolution of CEO Tdafaimpensation

Panel A - Mean of CEO compensation in Pre and Post SFAS 123R Distribution of Total Compensation in 2000 Distribution of Total Compensation in 2001
Variables Pre SFAS 123R (2000-2002) | Post SFAS 123R (2005-2006) Two Sample Mean 8% % .
Mean Mean Comparison t test 7% —— L 11% 7% R 1%
I *." Bonus DOV *." Bonus
CEO Stock Options Grants _ o L . . . % L, . .
(5 thousands) 7,027 3344 t= 4534 7% +i Options BLS & e +4 Options BLS
CEO Restricted Stock Grants E 4 RS b6% RS
938 1,885 t= 3.941 L4
($ thousands) \
M zzlary M zzlary
CEO Total Compensation 11,052 13,655 t= 0.844 = Cther = Other
($ thousands) - 66% -
67% °
CEO Stock Options Grants as 53.7% 28.6% - -15.632
% of Total Compensation R o t=-15
j Distribution of Total Compensation in 2002 Distribution of Total Compensationin 2003
CEO Restricted Stock Gra.nts 7.9% 15.4% t= 5.706 0%
as % of Total Compensation = 1a% 119%
10% .. Bonus -
In the particular case of restricted stock the pestod only comprises values R Outi BLS "™ 1% mrus onus
for 2005, since in the 2006 Execucomp report forraatricted stock values are et ptions *so81s i vi Options BLSsoss
included inside stock grants fair value and as o gegregated values for 1% RS #Fs £ RS s
restricted stock are missing. 4 = salary . ala
g + . 53|3F‘|I' = other e / . SEIEW Ihry
* _ + ther
Panel C - Descriptive Statistics on the variables of the models = Other %G = Cther
Variables Mean Median SD
Options (Sthousands) 5,080.947 2,479.843 15,372.330
RS (Sthousands) 1,153.486 0.000 3,647.496 Distribution of Total Compensation in 2004 Distribution of Total Compensation in 2005
T_Compensation (Sthousands) 11,274.820 6,875.276 46,455.160 0% o 139
Access_Equity 0.042 0.003 0.317 10% - Banus o1 Bonus
Access_Debt 0.038 0.000 0.103 v Options BLS 10% ' v Options BLS
Cash_Cons -0.020 -0.019 0.091 £ RS » RS
TLCF (Sthousands) 249,110.800 0.000 984,380.300 %
Age 56.000 56.000 6.000 7% b4 W Salary » / W Salary
Service_Years 10.369 0.000 13.802 64 7 = Other e sy = Other
Debt_Assets 0.242 0.229 0.171 4% *
CEO_Ownership 0.008 0.000 0.029
EPS 1.959 1.790 2.931 o .. ) ) )
1YrReturn 0162 0119 0.429 Distribution of Total Compensationin 2006 The variables in the pie charts correspond to the
E Index > 584 3.000 1183 components of total compensation according to the
D;I Opt_Perf 0.0L7 0.000 0.130 - Bonus definition of the Execucomp variable TDC1. From @00
coptonauarasry |, e Execicomp epart fomat changes s et
T_Assc?ts (Sthousands) 35,800,000.000 | 9,402,160.000 | 109,000,000.000 D Stock Awards FV be seen in 2006 pie chart. Have in mind that thalgo
BMratio 0.398 0353 0278 W sslary from this new report format are not completely
Rel_Investment 0.008 0.000 0.054 = Other comparable to the previews report format, but theythe

These descriptive statistics comprises the values 2000 until 2006.

All the variables are as defined in Appendix A.

only available.
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Panel D — Correlation Matrix for the Stock Optidviedels’ Variables

Options Access_ Equity Access_ Debt Cash_ Cons TLCF Age Service_Years Debt_ Assets CEO_ Ownership EPS 1YrReturn E_Index T_Assets BMratio Rel_Investment
Options 1 0.0890 0.0570 0.0328 0.0263 -0.0234 -0.0494 -0.0802 0.0063 -0.0398 -0.0347 -0.0937 0.0225 -0.0556 0.0155
Access_Equity 0.0026 1 0.4598 0.0108 0.0076 -0.0433 -0.0496 -0.0204 0.0009 -0.0409 0.0689 -0.0015 -0.0267 -0.0557 0.0347
Access_Debt 0.0219 0.0281 1 0.0759 -0.0275 -0.0121 -0.0022 0.0861 -0.0084 0.0603 0.0453 0.0230 0.0159 -0.0416 0.0511
Cash_Cons 0.0086 0.1474 0.1711 1 -0.0089 0.0327 0.0612 0.2471 -0.0059 0.0060 -0.0204 0.0557 0.1314 0.1617 -0.0036
TLCF 0.0565 0.0165 -0.0210 -0.0718 1 -0.0362 -0.0387 0.0329 -0.0181 -0.1006 -0.0204 -0.0782 0.0302 0.0265 0.0034
Age -0.0435 0.0051 -0.0023 0.0343 -0.0664 1 0.1400 0.0236 0.1594 0.0030 -0.0099 -0.0447 0.0442 0.0509 0.0030
Service_Years 0.0264 -0.0998 0.0129 0.0442 -0.1008 0.1115 1 0.1506 -0.1161 0.0793 -0.0476 0.0411 0.0175 0.0713 0.0130
Debt_Assets -0.1113 -0.0402 0.1063 0.2306 -0.0152 0.0156 0.2218 1 -0.1312 0.0135 0.0117 0.0671 0.1577 0.0592 -0.0682
CEO_Ownership 0.0114 0.0947 0.0165 -0.0430 0.0067 0.1868 -0.1810 -0.1697 1 -0.0462 0.0154 -0.1350 -0.0500 -0.0542 0.0597
EPS -0.0319 -0.1530 0.1676 0.0612 -0.1092 0.0460 0.1341 0.0642 -0.0737 1 0.1645 0.0676 0.1677 -0.0175 -0.0220
1¥rReturn -0.0978 0.0539 0.0302 -0.0611 -0.0198 -0.0113 -0.0472 -0.0164 0.0624 0.2007 1 0.0422 -0.0276 -0.1912 -0.0226
E_Index -0.0872 -0.0067 0.0466 0.0511 -0.0353 -0.0402 0.0696 0.1084 -0.0995 0.1023 0.0566 1 -0.1092 0.1144 -0.0281
T_Assets 0.1635 -0.1513 0.0927 0.2625 -0.0406 0.0659 0.2087 0.2003 -0.2631 0.2775 -0.0576 -0.0629 1 0.1151 -0.0438
BMratio -0.1536 0.0111 0.0024 0.2532 -0.0141 0.0628 0.0719 0.1484 -0.0586 0.0743 -0.1670 0.1555 0.3552 1 -0.1921
Rel_Investment 0.0445 0.0448 0.0299 0.0190 -0.0150 0.0261 0.0626 -0.0524 0.0106 0.0218 -0.0300 -0.0294 -0.0486 -0.1945 1

These correlations comprise data for 2000 untilc2@@d correspond to the Spearman correlation coaffs (lower triangle) and Pearson correlatiorffaments (upper triangle). The bold text indicates
significance at the 0.05 levels or better. All whles are as defined in Appendix A.
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Table 3 — Pooled Models

Stock Options Restricted Stock Total Compensation
Variables Dependent variable Ln Options Dependent variable Ln RS Dependent variable Ln T_Compensation
Predicted Sign Coefficient t-value | Predicted Sign Coefficient t-value | Predicted Sign Coefficient t-value

Intercept ? 0.255 0.20 ? -3.464 * -1.70 ? 2179 **x 5.01
Access_Equity + -0.001 -0.01 ? -0.384  *** -2.95 ? 0.141  *** 3.23
Access_Debt + 1.049 ** 2.54 ? 0.782 0.99 ? 0.189 1.05
Cash_Cons + 0.392 0.65 + -0.929 -0.94 - -0.292 -1.35
Ln TLCF - 0.010 0.80 - -0.012 -0.61 - -0.002 -0.56
Age + -0.026  ** -2.33 + -0.048  *** -3.08 + 0.002 0.66
Service_Years + 0.005 1.08 + -0.025  *** -2.68 + -0.004 ** -1.96
Debt_Assets - -1.675  *** -3.04 - 1.059 1.24 - -0.523  *** -3.07
CEO_Ownership - -17.864 *** -4.82 - -10.272 *** -3.76 - -3.611  *** -4.69
EPS + 0.049 ** 1.99 + 0.047 1.45 + 0.024 ** 2.51
1YrReturn + -0.470  *** -3.17 + 0.393  *** 2.73 + 0.028 0.69
E_Index + -0.013 -0.22 - 0.097 0.88 + 0.001 0.06
Ln T_Assets + 0.505  *** 8.15 + 0.515  *** 4.92 + 0.392  *** 18.28
BMratio - -1.343  *** -4.17 - 0.338 0.87 - -0.516  *** -6.32
Rel_Investment - 1.199 0.95 - 0.783 0.35 - 0.668 1.45
Post - -7.984  *¥* -3.38 + 3.713 1.08 ? -0.842 ** -2.00
Access_Equity*Post - 1.505 ** 2.17 ? -0.278 -0.23 ? 0.064 0.42
Access_Debt*Post - -1.385 -0.80 ? 0.341 0.15 ? -0.447 -1.19
Cash_Cons*Post + 4377 ** 2.16 + 0.160 0.06 - 0.492 1.42
Ln TLCF*Post - 0.041 * 1.67 - 0.066 * 191 - 0.009 ** 1.97
Age *Post + -0.009 -0.33 + 0.006 0.18 + 0.003 0.72
Service_Years*Post + -0.013 -1.37 + -0.019 -1.23 + -0.003 -1.27
Debt_Assets*Post - 0.407 0.39 - 0.989 0.74 - 0.518  *** 3.07
CEO_Ownership*Post - 25.682 *** 4.53 - -14.759 -1.52 - 4.414  *** 2.76
EPS*Post + 0.021 0.32 + -0.101 -1.49 + -0.004 -0.32
1YrReturn*Post + -0.792 -1.41 + 0.107 0.14 + 0.276  *** 2.82
E_Index*Post ? 0.097 0.74 ? -0.357 * -1.91 + 0.030 1.35
Ln T_Assets*Post + 0.410  *** 3.60 + -0.086 -0.48 + 0.025 1.21
BMratio*Post - -1.951  ** -2.22 - -0.648 -0.60 - -0.079 -0.65
Rel_Investment*Post - 5.389 * 1.74 - -10.319 ** -2.09 - -0.040 -0.08

Industry Dummies Yes Yes Yes

Robust Cluster for Firms Yes Yes Yes

Outliers Rstudent Correction Yes Yes Yes

N 2356 2177 2463
Adjusted R’ 0.2911 0.1273 0.4068

* xx % gignificant at the 0.1, 0.05, 0.01 level(two-tailed).
This model comprises data for the total samplesyrlam 2000 until 2006.

The dependent variables are calculated with theviatg functional form: Ln (1 + Dependent Variahlgue to the
observations with zero values.

The variable Post is a dummy variable, set equah®if the observation is from 2006 or from aftene 2005 and zero
otherwise.

The interaction variables of the explanatory vddalwith Post, can evaluate the change in relevahee explanatory
variable after the SFAS 123R effective date of immatation. The significance of this type of varébican be
measured by the t-value as a normal independemblar The coefficient is given by the sum of thelanatory
variable coefficient and the interaction variabbefficient.

The Pooled Model without SFAS 123R transaction ¥é2003 and 2004) are suppressed for expositiamsenience.
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Table 4 — Pre vs. Post-SFAS 123R Models

Stock Options

Dependent variable Ln Options

Restricted Stock
Dependent variable Ln RS

Total Compensation
Dependent variable Ln T_Compensation

Variables Pre-SFAS 123R Post-SFAS 123R Pre-SFAS 123R Post-SFAS 123R Pre-SFAS 123R Post-SFAS 123R
Coefficient t-value Coefficient t-value Coefficient t-value Coefficient t-value Coefficient t-value Coefficient t-value
Intercept -1.174 -0.68 -3.297 -1.19 -2.322 -1.01 0.026 0.01 0.991 * 171 2,151 *** 4.43
Access_Equity 0.311 1.01 2.013 * 1.85 -0.678 -1.52 -1.153 -0.57 0.335  *** 2.96 0397 ** 2.49
Access_Debt 1.493 0.98 -3.168 * -1.72 1.380 0.52 0.184 0.06 -0.249 -0.44 0.358 0.94
Cash_Cons -1.367 -0.75 8.066  *** 3.48 -0.661 -0.30 1.119 0.40 -1.150 * -1.73 -0.941  *** 2,62
Ln TLCF -0.011 -0.60 0.040 1.63 -0.061 ** -2.48 0.039 1.04 0.002 0.36 0.007 * 1.76
Age 0.004 0.26 -0.042 * -1.71 -0.032 * -1.78 -0.060 * -1.75 0.010 * 1.76 0.000 -0.09
Service_Years 0.014  ** 2.07 -0.047  *xx -2.89 -0.022  ** -2.12 -0.055 ** -2.08 -0.003 -1.16 -0.012  *** -4.10
Debt_Assets -1.562  ** -2.27 -1.792 -1.53 0.167 0.15 3.031 * 191 -0.479 * -1.88 -0.229 -1.15
CEO_Ownership -17.828 *** -3.95 11.890 * 1.77 -9.667  *** -3.32 -28.479 *¥* -4.36 -3.018  *** -3.07 0.788 0.41
EPS 0.041 0.94 0.101 1.38 0.044 0.90 -0.074 -0.82 0.034 ** 2.01 0.022 * 1.72
1YrReturn 1.208  *** 3.08 -3.161  *** -3.12 0.696 1.33 -0.423 -0.36 0.481  *** 3.25 0.312  ** 2.10
E_Index 0.045 0.60 0.026 0.20 0.004 0.04 -0.090 -0.47 -0.006 -0.22 0.023 1.04
Ln T_Assets 0.485  *** 5.70 0.716  *** 5.37 0.400  *** 3.46 0.412 ** 2.05 0.427  *** 14.35 0.396  *** 15.42
BMratio -1.305  *** -2.76 -3.254  **x -3.39 0.350 0.74 -0.726 -0.60 -0.297  ** -2.23 -0.605  *** -3.89
Rel_Investment 1.470 0.81 1.199 0.45 1.337 0.57 -5.955 -1.61 1.289 * 1.88 0.663 132
Industry Dummies Yes Yes Yes Yes Yes Yes
Robust Yes Yes Yes Yes Yes Yes
Outliers Rstudent Correction Yes Yes Yes Yes Yes Yes
N 360 365 365 383 366 372
Adjusted R 0.2824 0.2427 0.1294 0.0658 0.5075 0.5089

* xx % gignificant at the 0.1, 0.05, 0.01 level(two-tailed).

The dependent variables are calculated with thieviihg functional form: Ln (1 + Dependent Variahlgue to the
observations with zero values.

The Pre-SFAS 123R period is the mean of 2000, 20@12002. The Post-SFAS 123R period comprises 20052006

mean values.

Table 5 — Change Model for Performance Grants

. Change between 2006 and 2003
Variables
Coefficient t-value
Intercept -3.957 *EE -4.78
Access_Equity 0.716 0.50
Access_Debt -2.392 -0.72
Cash_Cons 4.608 ** 2.42
Ln TLCF 0.180 rRE 3.52
Age 0.038 *xx 2.88
Service_Years -0.047 *EE -3.11
Debt_Assets -5.703 rxE -3.12
CEO_Ownership -18.112 *x -2.47
EPS 0.031 0.72
1YrReturn -1.627 rRE -3.70
E_Index -0.326 -0.95
Ln Opt_Number
DV_Opt_Perf 2.233 *x 2.06
DV_RS_Perf 0.392 0.55
Ln T_Assets 0.126 0.17
BMratio -2.781 -1.63
Rel_Investment -9.845 * -1.87
Industry Dummies Yes
Robust Yes
Outliers Rstudent Correction Yes
N 367
Adjusted R? 0.1673

*, xx kkk gignificant at the 0.1, 0.05, 0.01 level(two-tailed).

The dependent variable in this model is the chdmgereen 2006 and 2003 of the variable Ln (1 + GsioThe
independent variables of the model are also thagéhéetween 2006 and 2003 and all the variabledefieed as in

Appendix A.
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