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Abstract
Purpose – This paper aims to study a preemption proposition for the compliance costs associated with
stock option expensing under SFAS 123(R) by examining whether early adopters used their discretion
over option pricing model inputs to mitigate the adoption effect.
Design/methodology/approach – The paper uses a matched sample approach of firms that
voluntarily adopted stock option expensing during the 2002-2004 period and similar firms that waited
until the mandatory expensing. The paper empirically examines some determinants of voluntary
adoption, and the changes in option pricing model inputs during the period leading to mandatory
expensing.
Findings – The paper reports evidence that voluntary adopters of stock option expensing during the
2002-2004 period have used the period leading to mandatory expensing to preempt its compliance cost
effect. The authors exercised their discretion by decreasing estimates for stock price volatility and
time-to-maturity to preempt or minimize the reduction in earnings before mandatory adoption date.
Originality/value – Results of this paper are useful to accounting regulators in understanding the
reaction of financial statement preparers to deliberations, effective dates and voluntary early adoption
terms of the accounting standards setting process.

Keywords Accounting, Preemption, Pricing model, Stock options, Voluntary adoption

Paper type Research paper

1. Introduction
Accounting for employee stock options has been one of the most challenging and
controversial issues the accounting profession has faced. The Financial Accounting
Standards Board (FASB) added this issue to its agenda in 1984. Under APB 25, the
original requirements for accounting for employee stock options used the intrinsic value
method of accounting. Following these requirements, firms generally recognized
compensation expense on the stock options grant date only if the quoted market price of
the stock is higher than the amount an employee must pay to acquire the stock.

On June 1993, FASB issued a highly controversial Exposure Draft, “Accounting for
Stock-Based Compensation”, which proposed a fair value method for the valuation of
granted stock options through the use of well-recognized option pricing models. The
estimated value of employee stock options would become part of recognized
compensation expense and reported on the face of the income statement. After coming
under an enormous pressure from different constituencies, including Congress, the
FASB compromised on this issue. In 1995, the FASB issued SFAS 123 “Accounting for
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Stock-Based Compensation”. It allowed firms to continue using the intrinsic value
method with disclosure of the pro forma stock option expense under the fair value
method.

Virtually all of the Fortune 500 firms, except Boeing and Winn Dixie, initially opted
to continue using the intrinsic value method (Robinson and Burton. 2004; Frederickson
et al., 2006). Following the accounting scandals of Enron and WorldCom, the USA
Congress began demanding greater transparency in financial reporting and greater
accountability of top management culminating in the Sarbanes–Oxley Act of 2002. In
response to this new political environment, some firms announced they would
voluntarily adopt fair value accounting for stock options. Ultimately, the FASB
revisited this issue and revised SFAS 123. They issued SFAS 123(R) in December 2004,
which required firms to recognize fair value of stock options as an expense effective
from fiscal years beginning after June 15, 2005.

In anticipation of the enacting of mandatory stock option expensing late 2004, many
companies preemptively decided to adopt the expensing of employee stock options
during 2003 and early 2004 before the issuance of SFAS 123(R) and its effective date.
Some of the determining factors of such preemptive adoption can be attributed to
investors’ perceptions and the anticipated cost of compliance with stock option
mandatory expensing which seemed inevitable to many financial statement preparers
during 2003 and early 2004 (Langer and Lev, 1993). On one hand, those voluntary
adopting firms can get the benefit of being perceived by the market as firms with greater
transparency and higher-quality corporate governance (Deshmukh et al., 2006). On the
other hand, adopting SFAS 123(R) also involved recognizing significant additional
compensation expense based on the Black–Scholes option pricing model (Botosan and
Plumlee, 2001). Schroeder and Schauer (2008) reported that the expensing of stock
options under SFAS 123(R) had a material impact on firms’ net income. Because the
choice of inputs to the pricing model results in a wide range of possible estimated stock
option fair values and recognized compensation expense (Coller and Higgs, 1997),
management might be inclined to use its discretion over these estimated inputs to
preempt the compliance cost and minimize the effect of stock option expensing on their
financial statements (Hirst et al., 2005).

The main objective of this paper is to examine and detect any preemption behavior
by firms voluntarily choosing to expense employee stock options during the 2002-2004
period by using their discretion over some estimated inputs to the stock option pricing
model to mitigate the effect of stock option expensing during the period leading to the
mandatory expensing effective date. We propose the preemption hypothesis in which
management is motivated to use its discretion to reduce compliance costs associated
with the adoption of this income-reducing accounting change. In the case of voluntary
adoption of SFAS 123(R), we examine whether managers use discretion over the four
estimated inputs to the Black–Scholes option pricing model to reduce the amount of
compensation expense recognized on the income statement. This paper expands the
literature on compliance costs associated with the voluntary adoption of SFAS 123(R).
We examine the period before and after the voluntary adoption wave of 2002-2004 for
evidence that management used its discretion to manage any of the four disclosed
Black–Scholes model inputs, and examine any evidence of systematic change in these
model inputs in the direction that would minimize the fair value of stock options and
compensation expense.
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The remainder of the paper is organized as follows. The next section reviews the
literature on incentives for voluntary adoption of accounting changes. The third section
describes the preemption concept and develops the hypotheses. The fourth section
describes the data and empirical methods. The fifth section presents and discusses our
results. The final section concludes the paper.

2. Literature review
2.1 Incentives for voluntary adoption
The accounting literature has proposed numerous incentives for adopting accounting
changes voluntarily prior to their mandatory effective dates. Following Langer and Lev
(1993), we classify these incentives for voluntary adoption into investor perception or
compliance costs. Investor perception involves management attempts to change
investor’s expectations. Amir and Ziv (1997a, 1997b) develop a model of voluntary
adoption for SFAS 106 and suggested that firms adopt changes in accounting regulation
early if the effects are favorable. They assume that voluntary adoption is a means by
which management can signal its private information about the effects of this change on
the future prospects of the firm. Consistent with this model, firms demonstrating
earnings increases in association with the accounting changes are more likely to be early
adopters (Balsam et al., 1995; Langer and Lev, 1993; Sami and Welsh, 1992). Both Amir
and Livnat (1996) and Balsam et al. (1995) report that favorable liability changes may
also provide creditable signals for voluntary adopters.

Consistent with the investor perception incentive, the market has closely followed
FASB’s deliberations on stock-based compensation accounting. Significant abnormal
returns have been documented around the release of the Exposure Draft in June 1993
and the release of SFAS 123 in October 1995 (Espahbodi et al., 2002; Dechow et al., 1996).
Aboody et al. (2004) finds the degree of information asymmetry to be greater among
voluntary adopters of SFAS 123(R).Robinson and Burton (2004) observed a cumulative
abnormal return of 0.53 per cent (significant at the 0.05 level) for voluntary adopters of
SFAS 123(R) over a three-day event window (days �1 to 1).

On the issue of recognition versus disclosure, the market reaction to FASB’s
Exposure Draft and subsequent deliberations strongly suggests that “disclosure is no
substitute for recognition” (Espahbodi et al., 2002). Davis-Friday et al. (2004)
investigated disclosures associated with retiree benefits under SFAS 106 and found
disclosures to be less reliable than recognition of post-retirement benefit liabilities or for
pension liabilities. Frederickson et al. (2006) found decision makers interpreted income
statements with mandated recognition of stock option expense as more reliable than
voluntary recognition or voluntary disclosure. Viger et al. (2008) examined the credit
decision of bank loan officers and found that loan officers failed to incorporate the
information from the voluntary disclosure in their analysis[1]. Loan officers assigned
higher risk to firms reporting lower income due to stock option expense recognition and
were less willing to grant them the requested loan. Niu and Xu (2009) reported evidence
that expensing stock options – compared with the pro forma disclosure – increases the
perceived quality of firm’s financial reporting and has some incremental effect on the
market value of the firm.

The second category of incentives for voluntary adoption is compliance costs
(Langer and Lev, 1993). Watts and Zimmerman (1978) proposed that larger firms were
more likely to be voluntary adopters of income-decreasing changes because they can

JFRA
12,1

4



www.manaraa.com

absorb information production costs associated with the accounting change. Smaller
firms are more likely to be voluntary adopters of income-increasing accounting changes.
Sami and Welsh (1992) provide empirical support for compliance costs being a
consideration in the voluntary adoption of SFAS 87. They found that big companies
with large and fully funded pension plans were more likely to early adopt SFAS 87.
Holthausen and Leftwich (1983) reviewed the accounting change literature and
concluded that both size and leverage were important proxies for compliance costs. Size
is a proxy for political visibility and leverage is a proxy for contracting and monitoring
costs. With respect to the issue of stock compensation expense, Aboody et al. (2004)
found that voluntary adopters of SFAS 123(R) were significantly larger than control
firms.

Early adoption of mandatory accounting changes has been found to follow some
adoption pattern for several mandatory accounting changes (Balsam et al., 1995). Companies
tended to adopt equity-increasing changes early. Equity-decreasing changes were adopted
based on how such changes would affect their reported earnings and return on assets. In the
case of pension accounting, for example, Tung and Weygandt (1994) reported that most of
the firms that adopted SFAS 87 early had a positive effect on reported earnings. Early
adopters were also more likely to have higher leverage and lower interest coverage ratio
before the adoption. They concluded that managers used early adoption to relax debt
covenants. Both Gujarathi and Hoskin (1992) and Simon and Costigan (1996) found that
early adoption of SFAS 96 was more likely when it resulted in increased earnings. Amir and
Livnat (1996) also reported that early adopters of SFAS 106 chose to recognize the
income-reducing cumulative effect of post-retirement benefits in the year of the adoption (big
bath) rather than prorate it over a number of years.

Management has also taken action to minimize the exercise price of stock options by
selecting a favorable grant date. Under the intrinsic value method, the market value of
common stock on the grant date becomes the exercise price for stock options. Yermack
(1997) and Aboody and Kasznik (2000) document that managers tend to time the stock
option grants so they occur before the release of favorable information or after the
release of unfavorable information. Lie (2005) finds negative abnormal returns prior to
the grant and positive abnormal returns after it. Chauvin and Shenoy (2001) also
demonstrate stock price decreases in the period immediately before the grant date.

Under SFRS 123(R), the fair value of stock options are generally determined using the
Black–Scholes model based on four estimated inputs: risk-free interest rate,
time-to-maturity, stock price volatility and dividend yield (Grinblatt and Titman, 2002).
It is widely recognized that different methods of estimating the Black–Scholes model
inputs could lead to large and significant differences in compensation expense (Coller
and Higgs, 1997), and that stock option pricing is most sensitive to changes in factors
that affect stock price or stock price volatility(Core and Guay, 2002).

Results of the empirical analysis of management’s discretion in estimating option
pricing model inputs have been mixed. Balsam et al. (2003) found no support for the use
of Black–Scholes model inputs to manage stock option expense disclosed under SFAS
123. Robinson and Burton (2004) found dividend yield significantly higher and stock
price volatility significantly lower in voluntary adopters of SFAS 123(R) as compared to
control firms. Aboody et al. (2006) calculate fair value of stock options by strict
application of the provisions recommended in SFAS 123(R) and find that managers
systematically understate compensation expense. Bartov et al. (2007) focus on stock

5

Voluntary
adoption of

SFAS No. 123(R)



www.manaraa.com

price volatility and argue that management uses its discretion in estimating stock price
volatility to understate compensation expense. Johnston (2006) collected the disclosed
Black–Scholes model inputs for a sample of voluntary adopters and control firms, and
found that voluntary adopters managed compensation expense downward. However, in
a similar study, Hodder et al. (2006) found that voluntary adopters reported higher fair
values and compensation expense than control firms.

Prior empirical research on the voluntary adoption of stock option expensing has
focused on management’s use of its discretion in estimating the option pricing model
inputs in the year of the voluntary adoption and/or the year prior to it. In this paper, we
introduce the preemption hypothesis and examine the voluntary adoption as part of a
preemption effort to mitigate the effect of mandatory expensing by exercising
management’s discretion over the option pricing model inputs during the years leading
to the mandatory expensing effective date. The paper tracks management choices of
option pricing model inputs before the year of voluntary adoption through the
mandatory expensing year to examine whether firms used the period leading to
mandatory expensing as a preemption period to smooth out the effect of mandatory
expensing on their financial statements.

2.2 The preemption incentive for voluntary adoption
Prior literature suggests that firms may use the voluntary adoption and the transition
period before the mandatory effective date to mitigate adverse effects of the new
accounting rules on their financial statements. In other words, firms may use the
voluntary adoption as a preemption tool to set the stage for the mandatory adoption and
manage the initial effect of this accounting change. One of the criticisms of SFAS 123(R)
was that the Standard’s Exposure Draft provided managers with the opportunity to
manipulate fair value estimates to preempt the effect of recognizing stock option
expense (Hirst et al., 2005). Prior empirical research has shown that management used
its discretion to underestimate option fair value (Aboody et al., 2006), and that was
especially true with regard to the stock price volatility estimates (Bartov et al., 2007).

Because it was commonly recognized during 2003 and early 2004 that mandatory
expensing of stock options is inevitable, we expect that firms voluntarily adopting to
expense their stock options may use the adoption decision as part of a preemption effort
to smooth out the effect of the expected mandatory expensing during the voluntary
adoption year and the years leading to that mandatory expensing compared with the
year(s) prior to the voluntary adoption. Therefore, the paper examines the following two
null hypotheses:

H01. Managers do not use their discretion to minimize pro forma stock option
expense disclosed under SFAS 123.

H02. Managers do not use their discretion to minimize stock option compensation
expense after their voluntary adoption of SFAS 123(R).

3. Data and method
Our study includes 215 companies that announced voluntary adoption of SFAS 123(R)
during the years 2002-2004. Sample firms were initially identified using a list of 576
firms that announced their voluntary adoption of stock option expensing during the
2002-2004 period which was published by the former Bear Stearns. The final study
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sample includes only the public firms with the required financial data and the disclosed
inputs to the stock option pricing model available in their annual reports for the study
periods. Control firms were chosen as a matching sample for expensing firms to control
for any real economic effects on the adoption decision (Cohen et al., 2008). Control firms
were identified from the same four-digit SIC code industry. Each control firm granted
employee stock options every year between 2001 and 2007, and continued to follow the
pro forma disclosure for employee stock option expense until the mandatory effective
date of SFAS 123(R). This helps to avoid any measurement or classification errors
resulting from any late voluntary adoption of stock option expensing.

Table I summarizes voluntary adopters by year and two-digit SIC industry code.
Voluntary adopters are clustered both by year and by industry. Eighty per cent (171 of
215) of the voluntary adoptions in the study sample occurred in 2003. The timing of the
voluntary adoptions suggests management might be responding to the political
environment in the wake of the Enron and WorldCom scandals by taking actions to
demonstrate higher-quality corporate governance by voluntarily increasing the
transparency of their financial statements (Deshmukh et al., 2006). Voluntary adoption
announcements are also clustered in the financial services sector (SIC 60 – 69) during
2002 and 2003, which suggests that this sector of the economy might have more to gain
from increased financial reporting transparency.

Table II summarizes basic descriptive statistics of both voluntary adopters and
control firms. The Black–Scholes model inputs (risk-free interest rate, stock price
volatility, time-to-maturity and dividend yield) used by managers to estimate fair value
of stock options were hand-gathered from the 10-K footnote disclosures for years
2001through 2007 for both sample and control firms. To control for exogenous factors in
this study, five control variables are used: size, book-to-market ratio, return on assets,
debt-to-assets ratio and financial need (Dechow et al., 1996; Balsam et al., 1995).

Univariate analysis of these nine variables consists of examining the mean
differences between the voluntary adopters and control firms by year and in total. The
control variables were drawn from Research Insight (North American). Size is measured
using the natural log of the market value of equity (MKVAL). Book-to-market ratio is the
book value of equity (CEQ) divided by the market value of equity. Return on assets is
determined as income before extraordinary items available to common stocks (IBCOM)
divided by total assets (AT) and expressed as a percentage. Debt-to-asset ratio is
determined as total liabilities (DT) divided by total assets and expressed as a
percentage. Financial need is free cash flow divided by total assets. Free cash flow is
determined as operating activities-net cash flow (OANCF) less total dividends (DV) less
capital expenditure (CAPX) where these items were all drawn from the statement of cash
flows.

Two multivariate analyses are conducted. To examine questions about preemption
of potential compliance costs, we develop a cross-sectional logistic regression model
[equation (1)] based on the four Black–Scholes model inputs and track these estimates
year-by-year for the period between 2000 and 2007, which included years prior to and
subsequent to the voluntary adoption year as well as the voluntary adoption year itself.
Our second analysis develops a logistic regression [equation (2)] that includes other
control variables that might affect the company’s decision of voluntary adoption. The
role of political costs in the decision to adopt is captured with size and debt-to-assets
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ratio. The remaining control variables describe the financial condition of the firm which
may have had a role in facilitating or restricting the decision to adopt.

To test the two hypotheses for manager’s attempt to preempt the effects of SFAS
123(R) stock option expense, we examine equation (1) for each year from 2000 to 2007
separately and for all years combined. Significant negative coefficients for VOL, RF or

Table I.
Voluntary adopters of
SFAS 123(R) by SIC code
and year of adoption

SIC code Description 2002 2003 2004

13 Oil and gas extraction 1 4 0
20 Food and kindred products 1 4 0
23 Apparel and other textile products 0 1 0
24 Lumber and wood products 1 1 0
25 Furniture and fixtures 0 2 0
27 Printing and publishing 0 2 1
28 Chemicals and allied products 0 11 1
29 Petroleum and coal products 0 3 0
30 Rubber and misc. plastics products 1 0 0
33 Primary metals industries 0 1 0
34 Fabricated metal products 0 2 0
35 Industrial machinery and equipment 0 4 0
36 Electronic and other electric equipment 1 4 0
37 Transportation equipment 0 4 0
38 Instruments and related products 0 1 0
39 Miscellaneous manufacturing industries 0 3 0
42 Trucking and warehousing 0 2 1
45 Transportation by air 0 1 0
48 Communications 3 3 0
49 Electric, gas, and sanitary services 1 6 0
50 Wholesale trade–durable goods 0 4 0
51 Wholesale trade–nondurable goods 1 2 0
52 Building materials and garden supplies 0 2 0
53 General merchandise stores 0 3 0
54 Food stores 0 1 0
58 Eating and drinking places 1 1 0
59 Miscellaneous retail 1 3 1
60 Depository institutions 12 33 4
61 Nondepository institutions 0 3 0
62 Security and commodity brokers 0 5 0
63 Insurance carriers 3 24 0
64 Insurance agents, brokers, and service 0 1 0
65 Real estate 1 0 0
67 Holding and other investment offices 7 17 0
70 Hotels and other lodging places 0 1 0
72 Personal services 0 0 1
73 Business services 0 5 1
78 Motion pictures 0 2 0
79 Amusement and recreation services 0 1 0
80 Health services 2 2 0
87 Engineering and management services 0 2 0
Total 37 171 10
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Table II.
Descriptive statistics
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LIFE will be consistent with managers changing their estimates in a direction that will
minimize the fair value of stock options and the related compensation expense. A
significant positive coefficient for DIV has the same effect (Grinblatt and Titman, 2002).
We estimate the following logistic regression model:

ADOPTit � � � �1VOLit � �2RFit � �3LIFEit � �4DIVit (1)

Where,

ADOPT � is a dichotomous variable set to 1 if the company is classified as a
voluntary adopter which recognized SFAS 123(R)stock option expense in
the period 2002-2004, 0 otherwise.

VOL � management’s estimate of stock price volatility as disclosed in the
footnotes of the financial statements.

RF � management’s estimate of the risk-free interest rate as disclosed in the
footnotes of the financial statements.

LIFE � management’s estimate of the average time-to-maturity for outstanding
stock option grants as disclosed in the footnotes of the financial
statements.

DIV � management’s estimate of dividend yield as disclosed in the footnotes of
the financial statements.

Next, we develop a logistic regression model using Black–Scholes model inputs and a set
of control variables. This model is applied to the year of adoption for voluntary adopters
and their pair-matched controls. A backwards stepwise elimination is used to develop a
parsimonious model to determine which variables are most important to the voluntary
adoption decision. The following model (2) also provides evidence to whether political
costs are important to the decision to adopt SFAS 123(R) early:

ADOPTit � � � �1VOLit � �2RFit � �3LIFEit � �4DIVit � �5Size

� �6BM � �7DA � �8ROA � �9FN (2)

Where,

Size � natural log of the market value of equity.
BM � book-to-market ratio determined as the book value of equity divided by the

market value of equity.
DA � debt-to-asset ratio determined as total liabilities divided by total assets.
ROA� return on assets determined as income before extraordinary items available to

common shareholders divided by total assets.
FN � financial need determined as the free cash flow divided by total assets.

ADOPT, VOL, RF, LIFE and DIV are the same as for equation (1).
Dechow et al. (1996) have used size, book-to-market ratio, leverage and free cash flow

as control variables. As Watts and Zimmerman (1978) argued that the size of the firm
affects the political cost of its accounting choices, many papers that examined different
accounting choices have controlled for firm size, including recent papers by Jones (2011).
Schroeder and Schauer (2008) reported that the impact of stock option expensing on
firm’s net income was a function of firm size. Many prior papers (Jeter et al., 2008) use the
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natural logarithm of firm’s equity as a proxy for firm size. Robinson and Burton (2004)
have also defined size as the natural log of market value of equity and referred to this
measure of size as a proxy for political costs. Jeter et al. (2008) have also controlled for the
leverage level of the firm measured by the ratio of its total liabilities to total assets. In
addition, Krishnan et al. (2008) have controlled for profitability measured by ROA which
was preferred by Lie (2001) over the earnings per share as a profitability measure. Gul
(2001) has reported that managers in firms with high free cash flows are more likely to
adopt income-increasing accounting choices to increase their compensation.

The coefficients for size, BM and ROA are expected to be significantly positive. We
anticipate that larger firms with higher market values and earnings are more likely to
recognize stock option expense because they are more able to absorb the effects of this
income-decreasing accounting change. The coefficients for DA and FN are expected to
be significantly negative, as firms with a heavier debt burden or higher free cash flows
are less likely to be willing to recognize an additional expense.

4. Results and discussion
The main results are summarized in Tables III-V. Table III summarizes mean
differences for the four main inputs of the Black–Scholes option valuation model and
five additional control variables. Table IV summarizes the year-by-year logistic
regression of equation (1) from 2000 through 2007. Table V summarizes regression
results for equation (2) for the adoption year and presents a parsimonious model of
variables related to the decision to recognize stock option expense.

Examining the differences in means (Table III) between the adoption and control
firms over the period demonstrates several interesting patterns. Grinblatt and Titman
(2002) and Bartov et al. (2007) suggest that stock price volatility is the Black–Scholes
model input over which managers have the greatest discretion. If managers were to
preempt the effects of recognizing stock option expense by adjusting their estimates of
inputs to the option pricing model, it should be detectible through a systematic reduction
of the stock price volatility estimate.

Table III shows that the expected stock price volatility for the voluntary adoption
firms was not significantly different from the volatility for control firms during the
period from 2000 to 2003. Beginning in 2004, stock price volatility of voluntary adopters
decreased each year. However, stock price volatility of the control firms remained about
the same throughout the period. This suggests that managers did not use their
discretion over estimated stock price volatility to reduce the pro forma stock option
expense. Beginning with the issuance of SFAS 123(R), managers of voluntary adoption
firms did take positive action to reduce the recognized stock option expense.

Grinblatt and Titman (2002) suggest that managers have less discretion in the Black–
Scholes model estimates for dividend yield and time-to-maturity. However, Table III
demonstrates that estimates of time-to-maturity for voluntary adopters became
consistently shorter after issuance of SFAS 123(R). This result is consistent with
managers of voluntary adoption firms using their discretion to reduce the option life for
new grants and accelerating their vesting period (Balsam et al., 2008).

Dividend yield for voluntary adopters was significantly higher than the yield for
control firms across the entire period. High dividend yield reduces stock price which
reduces the fair value of options (Grinblatt and Titman, 2002; Core and Guay, 2002).
However, dividend yield does not demonstrate the same pattern as stock price volatility
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Table III.
Mean differences by year
for Black–Scholes model
inputs and control
variables
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Table IV.
Logistic regression of
Black–Scholes model
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Table V.
Prediction model for
voluntary adoption of
SFAS 123(R) stock option
expense
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or time-to-maturity. There is no increase in dividend yield corresponding to the issuance
of SFAS 123(R). Furthermore, given the importance of dividend policy to investors, it
seems unlikely that management is using dividend yield for this purpose. We assume
that there are other overriding economic forces determining dividend yield (Brav et al.,
2005; Allen and Michaely, 2003).

The risk-free interest rate is an exogenous variable in that it is derived from market
forces outside the control of management. So, it is not surprising that interest rate levels
do not respond to the issuance of SFAS 123(R). Consistent with our expectations,
voluntary adopters are larger firms with generally higher earnings and lower
book-to-market ratios. Moreover, the free cash flow variable demonstrates no particular
pattern, and the debt-to-assets ratio indicates that early adopters have a higher debt
burden than control firms.

Table IV provides year-by-year results for equation (1) involving the four
disclosed Black–Scholes model inputs. The coefficient for stock price volatility is
close to zero before issuance of SFAS 123(R), but becomes consistently negative
after that. The coefficient for time-to-maturity is consistently positive before, but
becomes negative from 2004 to 2006. The coefficient for the risk-free interest rate is
not significant and the coefficient for dividend yield is consistently significant
throughout the period. These results are consistent with the proposition that
management is using its discretion in estimation of stock price volatility and
time-to-maturity to reduce the fair value of stock options.

Taken together, Tables III and IV provide some evidence for rejecting H02. The
evidence supports the conclusion that managers might be engaged in some preemption
behavior by using their discretion to reduce the fair value of stock options and preempt
the effects of recognizing stock option expense under SFAS 123(R). Furthermore, it
appears that stock price volatility and time-to-maturity are the estimated pricing model
inputs that are more useful for this purpose. Consistent with Bartov et al. (2007), stock
price volatility appears to have the greater impact on the fair value of stock options.
These findings are also consistent with Johnston (2006) who found that managers used
their discretion to reduce the SFAS 123(R) stock option expense in 2002, but inconsistent
with Hodder et al. (2006).

However, we fail to reject H01. Consistent with Balsam et al. (2003), there is no
evidence suggesting that managers use their discretion over the Black–Scholes model
inputs to reduce the disclosed pro forma stock option expense. During the period of
2000-2003, Tables III and IV demonstrate that the stock price volatility of voluntary
adopters and control firms was not significantly different. During this same period,
Table III shows the time-to-maturity was significantly longer for voluntary adopters,
which is consistent with disclosing higher fair values and larger pro forma stock option
expense under SFAS 123. These findings are inconsistent with Aboody et al. (2006), who
find that managers understate the pro forma stock option expense. However, they
compare disclosed option fair values to benchmark values. We look only at the option
pricing model input values disclosed by management and how these estimates change
over time.

Table V summarizes the logistic regression analysis of equation (2). The decision to
adopt SFAS 123(R) is characterized for voluntary adopters and their pair-matched
controls for the year of the adoption. A stepwise backwards elimination was used to
reduce the full model (Model 1 in Table V) to the final parsimonious model (Model 6 in
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Table V). The final model (significant at the 0.01 level) was able to correctly identify
voluntary adopters or control firms 75.9 per cent of the time.

However, the purpose for this analysis is to determine whether political costs or other
firm attributes characterize the voluntary adoption decision. The final model [in
equation (3) below] describes those variables most closely associated with the voluntary
adoption decision:

Adopt � �4.0529 � 0.2228 RF � 0.00871VOL � 0.2779 DIV � 0.3757Size (3)

The risk-free rate of interest, stock price volatility, dividend yield and size remain in the
final model. In 2003, when 80 per cent of the early adoptions took place, the risk-free rate
was favorable for the decision in that it had dropped from higher levels in earlier years.
The stock price volatility for voluntary adopters was at its peak, providing managers
with the opportunity to preempt or minimize the effects of this accounting change. The
risk-free rate and stock price volatility are both positive but not significant in the model.

The decision to adopt SFAS 123(R) voluntarily seems to have been primarily a
political decision. Deshmukh et al. (2006) asserted that voluntary adoption of
SFAS123(R) was essentially a political act. Given the political climate after Enron and
the Sarbanes–Oxley Act, they argued that it was politically advantageous for a
company to be seen as having higher-quality corporate governance and more
transparent financial statements. Holthausen and Leftwich (1983) argued that political
cost could be captured using two variables: size and leverage. Size is a proxy for political
visibility, while leverage is a proxy for contracting and monitoring costs. Watts and
Zimmerman (1978) provide an alternative interpretation for political costs where large
firms tended to be voluntary adopters of income-decreasing accounting changes
because they have the capacity to absorb the impact of the new regulation without
impairing the future prospects of the firm.

While Aboody et al. (2004) found voluntary adopters of SFAS 123(R) to be larger
firms, they did not distinguish between the two views of political costs. Dechow et al.
(1996) examined the respondents to the Standard’s Exposure Draft and found those
firms actively participating in the process were not the larger firms. This suggests size
may not be the best proxy for political visibility with the early adoption of SFAS 123(R).

The results in Table V indicate that voluntary adopters are systematically larger
firms with higher dividend yields than control firms. While the debt-to-assets ratio is
significantly larger for voluntary adopters in 2003 (Table III), it appears not to play a
significant role in the adoption decision. The voluntary adopters are also characterized
as having higher return on assets and lower book-to-market ratios in 2003 (Table III).
Taken together, these results favor the Watts and Zimmerman (1978) interpretation of
political costs. The voluntary adopters in this study seem to have been better able to
absorb the income-decreasing effects of this accounting change than the control firms.
This is consistent with Sami and Welsh (1992), who found that voluntary adopters of
SFAS 87 were larger firms with more fully funded pension obligations.

5. Conclusion
Companies may use accounting choices for sending a signal to the market. Companies
adopting income-reducing accounting rules voluntarily are perceived to be sending a
reliable signal due to the compliance costs. Voluntary adoption of SFAS 123(R) may
have signaled good corporate governance and higher transparency of financial
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statements for adopting firms, but they have also incurred the compliance costs
associated with this signal.

This research examined the period before and after voluntary adoption of SFAS
123(R) for evidence of preemption to mitigate its effect through the mandatory adoption
period. During the periods of disclosure of pro forma stock option expense under SFAS
123, there is no evidence of using the option pricing model inputs to manage options’ fair
value and related disclosed compensation expense. After adoption of SFAS 123(R), the
evidence supports the proposition that managers are preemptively using their
discretion to decrease estimated fair value of stock options by reducing two of the option
pricing model inputs on which management has more discretion. The reduction of stock
price volatility and time-to-maturity allowed managers to reduce the recognized
compensation expense.

Consistent with Watts and Zimmerman’s (1978) interpretation of political costs, the
voluntary adopters of SFAS 123(R) were larger firms with higher dividend yield than
control firms. These firms should be better able to absorb this income-decreasing
accounting change. Furthermore, the documented use of management’s discretion
would facilitate the process by preempting the income-reducing effects of the adoption
and increasing the likelihood that voluntary adopters would be able to absorb the
adverse effects of this accounting change.

The results of this paper should have important implications for accounting
regulators, practitioners and other financial statement users. Accounting regulators
need to be thoughtful when they set the effective dates of their new accounting
pronouncements. On one hand, they need to allow preparers and practitioners enough
time to adapt to any new requirements. On the other hand, long transition periods before
the effective dates might induce preparers to design or enter into some new contractual
arrangements that might undo the intended goals behind issuing the new standard in
terms of improving recognition and disclosure of some economic circumstances in the
firm. This will be especially true for accounting areas where management discretion and
intention play a significant role in financial reporting. Results of the paper have also
implications for accounting regulators when considering the economic consequences of
their accounting pronouncements and deciding whether to allow early adoption of the
newly issued pronouncement before its mandatory effective date. Results should also
have some implications for financial analysts and users of financial statements to
recognize that the early voluntary adoption of new accounting pronouncements should
not be always perceived as a signal of better or superior financial reporting quality.
Early and voluntary adoption of new accounting pronouncements might just be a
mechanism used to alleviate or smooth out their ultimate effects on financial statements
before the announced official effective date when users of financial statements start to
closely monitor and discount the effects of the newly mandated accounting rules and
compare their effects on different companies.

Note
1. In a similar study, Ahmed et al. (2006) examined the valuation of common stock of banks.

Some of the banks recognized the value of portfolios of traded stock options under SFAS 133,
while others disclosed these values. Recognition of derivative values resulted in significantly
different valuations from controls.
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