
JOIM
www.joim.com

JOURNAL OF INVESTMENT MANAGEMENT, Vol. 3, No. 1, (2005), pp. 1–24

© JOIM 2005

INVESTORS LIKE FIRMS THAT EXPENSE EMPLOYEE STOCK OPTIONS
AND THEY DISLIKE FIRMS THAT FAIL TO EXPENSE

Fayez A. Elayana, Kuntara Pukthuanthong b and Richard Roll c,∗

During 2002 and 2003, 140 publicly traded US firms announced their intention to rec-
ognize an accounting expense when stock options are granted to employees. Many similar
firms elected not to expense options. We study the stock market’s reaction. There is no evi-
dence whatsoever that expensing options reduces the stock price. To the contrary, around
announcement dates, we find significant price increases for firms electing to expense options
and significant price declines for industry/size/performance-matched firms that did not
announce expensing at the same moment. The average relative change in market values is
3.65% during a 6 day window around the announcement. The magnitude of the mar-
ket’s reaction to expensing depends on agency costs, the magnitude of option expenses, and
financial reporting costs. The market’s reaction does not seem to be affected by contracting
costs (e.g. induced by debt covenants), growth opportunities, or potential political repercus-
sions. Moreover, the decision to expense and the magnitude of the market’s reaction are not
signals of future operating performance. The market seems to react favorably to transparent
reporting while it penalizes firms that give the appearance of having something to hide.
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1 Electing to expense employee stock options:
the issues

Employee stock options (ESOs) are similar to
exchange traded options but they differ in some
important respects. Their similarity includes the
convention that the strike price is set close to the
current market price at issuance. But ESOs are
often longer-term than exchange traded options;
10 years until expiration is not unusual for the for-
mer while more than 2 years is rare for the latter.
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Typically, ESOs are not immediately exercisable
by the grantee; instead, there is a “vesting” sched-
ule that specifies how many of the granted options
can be exercised at various times subsequent to the
grant. Sometimes, the grant stipulates that shares
acquired by exercising options cannot be sold for an
additional term. Both of these features serve to bind
the employee to the firm. If an employee leaves the
firm before the options are vested, they are generally
forfeited, while there is a forced early exercise of all
in-the-money vested options. ESOs are subject to a
variety of less common peculiar features.1

Accounting for the expense of stock option grants
has been heatedly debated in the popular press,
within industry groups, and among academicians
and lately, even in Congress. In 1972, The Account-
ing Principles Board (APB) issued APB 25: Account-
ing for Stock Issued to Employees. It specified the
“intrinsic value” method for calculating a firm’s
cost of stock option grants. The intrinsic value is
the difference between market price of the stock
and the exercise price of the option. If the exercise
price is equal to or greater than the current market
price on the grant date, which is usually the case,
no expense is recorded. The logic seems to have
been twofold: first, there is no cash outlay at the
moment the option is granted, so the grant is unlike,
say, a wage payment. Second, there was thought
to be no generally applicable method for valuing
stock options.2

Unfortunately, this logic soon ran up against con-
tradictory facts in the traded options markets.
At-the-money options trade at significant positive
prices, not at zero. Moreover, traders and investors
obviously are able to come up with valuations
acceptable to willing buyers and sellers, and there
seems to be a considerable degree of consistency in
the results of valuation methods; e.g. option prices
increase with term until expiration and with the
volatility of the underlying stock’s return and they

are related in predictable ways to interest rates, stock
prices, and dividends.

The debate on option expensing became ever more
heated over the last decade. In 1991, Senator
Carl Levin said the stock options were used to
increase management compensation, implicitly at
the expense and without the consent of sharehold-
ers. In 1993, the Financial Accounting Standards
Board (FASB) required recognition of estimated
option expense in an Exposure Draft. The (then) six
major accounting firms and many industry asso-
ciations and venture capitalists opposed the new
Exposure Draft. FASB received more than 1700
comment letters, of which about 1000 were against
the Exposure Draft and FASB voted in December
1994 to rescind the requirement.

In October 1995, FASB issued Financial Account-
ing Standards 123 (SFAS 123), effective after
December 15, 1995. This rule was essentially a
compromise among those opposing and favoring
mandatory expense recognition. It stipulates that
options should be valued using option-pricing mod-
els (such as Black/Scholes). However, firms can
either include option grant costs in the income
statement or simply disclose them in footnotes,
at the firm’s discretion. Under SFAS 123, only
a few firms elected to expense options (Boeing,
MacDermid, Winn Dixie.) Most firms made
no particular announcement about expensing but
many high technology firms announced that they
would never voluntarily recognize options as an
expense (INTEL, Cisco.)

Opponents of mandatory ESO expense recogni-
tion argue that stock options are a key factor in
the growth of prosperity in the United States,
that mandatory expensing will reduce the use of
ESOs and the incentives they bring, and thus do
harm to successful and especially to high tech-
nology businesses. The tide running against this
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view was amplified during the past few years by
accounting-related frauds and scandals. Anything
that even smells like an accounting ruse to increase
reported earnings has become anathema to a sizeable
fraction of investors and to the public.

Accordingly, during 2002 and 2003, approximately
150 firms announced their intention to expense
option grants. A large number of such announce-
ments occurred during July and August of 2002
and many were by financial firms. The number of
announcing firms is still relatively small compared
to the large number who could have made simi-
lar announcements and elected not to do so. It is
apparent that there are few firms willing to voluntar-
ily expense stock options even under considerable
public pressure.3

At the end of March 2004, FASB tried once again. It
issued a proposed ruling requiring firms to expense
option grants rateably over the vesting period. At
the same time, it encouraged firms to employ
more sophisticated valuation methods, specifically
a binomial “lattice” method, which would allow
valuations to include such unique features as vest-
ing, forfeiture, and early exercise. Comments from
interested parties are undoubtedly pouring in as we
write and bills have been introduced in Congress to
overturn FASB’s new ruling. The continuing debate
may or may not be resolved once and for all later
this year.

In the meantime, our research is intended to help
resolve the attendant debate about possibly disas-
trous effects on firms from option expense recogni-
tion. We investigate the impact of option expense
recognition on the firm’s stock price using a sam-
ple of 140 firms who voluntarily announced their
intention to expense options. We contrast the price
behavior of such announcing firms with similar
firms who could have made the same announce-
ment on the same date but elected not to do so.

Our results will, perhaps, be somewhat surpris-
ing to those who believe expensing options will
destroy America. We find that the announcing
firms, those who decided to reduce reported income
by expensing option grants, had significant posi-
tive abnormal price increases when they announced
their intentions. In contrast, matching firms who
could have made exactly the same announcement
about expensing options but did not, had significant
abnormal price decreases on dates when the previ-
ous firms made their expensing announcement. The
difference in price changes between the two sets of
firms is highly significant on the few days surround-
ing the options expensing announcements. The
market rewarded announcing firms and penalized
firms that did not announce.

While there is no evidence at all that expensing
option grants is deleterious to a firm’s market value,
and indeed the opposite appears to be true, we rec-
ognize that there is a possible selection problem.
Firms that voluntarily elect to expense option grants
might be different in some important respects from
the vast bulk of firms who choose not to do so.
For example, perhaps firms who announce expens-
ing do so when managers know that the immediate
future will be characterized by abnormally good per-
formance. They might feel that they can afford the
expense recognition because the future is bright. If
the market understands this and interprets it cor-
rectly, then the positive price increase on the expense
recognition date might have little to do with options
per se, but merely be a forecast of better times ahead.
Similarly, firms that do not expense options might
feel that tough times are ahead and the market
correctly interprets the absence of option expense
recognition announcement as a negative signal.

To investigate the possibility that expensing options
is simply a signal, we trace the subsequent oper-
ating performance of announcing firms and their
non-announcing comparables. We find no evidence
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that announcing firms subsequently experience
abnormally favorable conditions. Hence, the sim-
plest and most logical explanation is that the market
rewards announcing firms for their honesty and
their willingness to put an official expense num-
ber on option grants, while it penalizes firms who
are suspiciously less forthcoming.

Section 2 provides a brief literature review. Data
description and empirical methods are contained in
Sections 3 and 4, respectively. The empirical results
are presented in Section 5 and Section 6 concludes.

2 The theoretical and empirical literature
about option expensing

The heated argument against expensing options
has often pitted academics against operating man-
agers. For example, Craig Barrett, CEO of Intel, is
against expensing on the grounds that options are
difficult to value. Coller and Higgs (1997) bolster
this view by showing wide differences in valuations
obtained with three alternative pricing models, all
three acceptable under current FASB rules. Core
et al. (2002) offer implicit support because they
find that options are undervalued using the existing
treasury-stock method.

Managers express fears about significant reductions
in reported earnings from expensing. Tirinnanzi
(2003) quotes a Bear Stearns study showing that
“the earning per share for the S&P 500 would’ve
dropped 9% in 2000 had stock options been treated
as an expense. A report by CS First Boston places
the difference at 13%.”

Sahlman (2002) sides with most managers by argu-
ing that deducting an option grant’s cost from
income adds no information beyond the foot-
notes that are already in the financial statements.
Moreover expensing options might lead to an even
more distorted picture of a company’s economic
condition.

But numerous authors have questioned the good
intentions of managers and their supporters. For
example, Dechow et al. (1996) study reasons why
firms are reluctant to expense stock options using
a sample of 347 companies that have declared
their opposition. The authors conclude that firms
are opposed because they seek to avoid public
scrutiny of their compensation arrangements. Con-
trary to statements in the financial press, these
authors also find that high-technology companies
are not the main opponents to expensing. Rather
it is companies whose top managers receive a
large fraction of their compensation from options.
Because the remuneration of the managers is tied
to the firms’ stock price, firms with poor gov-
ernance quality are reluctant to expense (Fields
et al., 2001).

Like Sahlman (2002), Huson et al. (2001) argue
that rational investors will take the future earnings
dilution of option grants into account when they
value the firms. This implies that expensing options
on the grant date should have no impact on the stock
price. Murphy (2002) argues that stock options are
already disclosed in footnotes and should be valued
appropriately in an efficient stock market whether
or not they are expensed. Hence, the stock price
should be unaffected by expensing or choosing not
to expense.

Watts and Zimmerman (1986) go further to sug-
gest that the recognition of stock option expense
should reduce management’s ability to increase its
own compensation, so stock prices should actu-
ally increase when a firm announces its intention
to expense. Rees and Stott (1998) argue that stock
option expensing is a signal to investors of higher
future growth and hence increases the stock price.

Miller and Crystal (2002) and Bodie et al. (2003)
examine and dismiss the principal claims put for-
ward by those who oppose expensing options. They
argue that stock options grants have real cash-flow
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implications that need to be reported, that accurate
valuation methods are available, and that footnote
disclosure is not an acceptable substitute.

A behavioral rationale for expensing is provided
by Hirshleifer and Teoh (2002), who believe that
investors have limited attention. They conclude that
recognizing option grant expense will help investors
focus.

The existing empirical literature about the mar-
ket’s reaction to the announcement of expensing
stock options contains conflicting results; some
studies conclude that the announcement effect is
positive and statistically significant while others
find no effect. Some studies examine factors that
distinguish between expensing and non-expensing
firms and these studies also contain conflicting
evidence.

Daniel et al. (2003) provide an information signal-
ing explanation of the expensing decision, which
implies a positive stock price reaction. Using a
sample of 121 firms that announced their inten-
tion to recognize option expenses, they find a
significant positive market reaction. In addition,
they uncover several other interesting facts: (1) the
greater the decrease in the dispersion of analyst fore-
casts after the announcement, the more positive
the announcement return; (2) firms with greater
stock return volatility are less likely to expense;
(3) the probability of expensing is positively related
to firm size, leverage, the proportion of independent
directors, and whether the firm is in the financial
sector. For a larger sample of firms, we also find a
positive market response to an expensing announce-
ment and we go on to show that the announcement
effect is related to volatility, proxies for agency costs,
and financial reporting costs. Perhaps most impor-
tant, however, is our use of a matched sample of
non-announcing firms and their concurrent nega-
tive market reactions (see our empirical results in
Section 5).

Bastian et al. (2003) examine the characteristics
of companies that announced their intentions to
recognize option expense. They hypothesize that
three types of firms are likely to voluntarily expense
options: (1) firms with smaller financial reporting
costs with respect to options. These are firms with
lower option usage, lower option expense relative to
net income, and conservative accounting methods.
(2) Firms with more incentive to improve investor
confidence. These are firms with poor governance
characteristics such as smaller boards and a smaller
proportion of independent directors. (3) Firms with
low leverage and non-binding retained-earnings
constraints in their debt contracts.

Using a sample of 85 firms that announced their
intention to expense options between January and
September 2002, they report a positive and signif-
icant stock market reaction for non-financial firms
(the overall market reaction is not significant). Also,
firms with low financial reporting costs and rel-
atively poor governance characteristics are more
likely to expense stock options voluntarily. This is
consistent with the results of Daniel et al. (2003)
and with our own findings reported below. Again,
however, these authors do not examine matched
non-announcing firms.

Aboody et al. (2003) find that voluntary expensers,
on average, are rewarded by positive price reac-
tions. The reaction is more favorable for firms that
explicitly mention their desire to improve earn-
ings quality and for those that expensed early.
These authors report that the likelihood of expens-
ing options is related to the magnitude of the
expense, the existence of accounting-based com-
pensation contracts, the firm’s investor base and
governance structure, the extent to which the firm
is active in the capital market, and whether the
firm is a leader in its industry. Voluntary expensers
are characterized by lower options usage and a
smaller impact of option expensing on reported
profits.
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Seethamraju and Zach (2003) examine the market
reaction to FASB’s initial announcement (Jan-
uary 1, 2002) of a proposal to require expensing.
They find that a firm’s price reaction to FASB’s
proposal was positively associated with a volun-
tary decision to expense. Moreover, expensing firms
reduced the number of options granted in 2002.

Espahbodi et al. (2002) investigate the share price
reaction to a FASB 1993 proposal to require expens-
ing. They report that stock prices generally had a
negative reaction. After FASB revised the original
proposal to require only disclosure of stock options
in footnotes (while encouraging expense recogni-
tion), the stock market responded positively. The
reaction was more significant for small, high-tech,
and high-growth companies.

Deshmukh et al. (2003) examine factors underlying
the decision to voluntarily expense. They suggest
that since managers in firms with fewer agency prob-
lems are more likely to act in the best interests of
the shareholders, then expensing is more likely (if
expensing serves to improve the quality of infor-
mation available and help investors value shares
more accurately) when agency problems are less
severe.

Using a sample of 129 firms that announced expens-
ing between July 2002 and December 2002, they
find that the likelihood of expensing is positively
related to firm size, share ownership by executives,
and dividend yield, and is negatively related to firm
growth. The magnitude of stock options grants
has no impact on the expensing decision. They
conclude that agency problems and asymmetric
information play an important role in the deci-
sion to expense. Fewer agency problems increase
the likelihood of expensing.

In addition, they find that the decision to
expense has no significant impact on share
prices, and variables that represent the quality of

corporate governance do not appear to explain
any of the cross-sectional variation in announce-
ment period returns. They suggest that share
prices already incorporate the quality of corporate
governance.

Sarkar and Wood (2003) use discriminant analysis
for 84 expensing and 84 randomly selected non-
expensing firms during 2002. They report that firms
with a high level of information asymmetry, as mea-
sured by dispersion of ownership, are more likely
to adopt expensing in an effort to reduce infor-
mation asymmetry. In addition, firms with lower
option values in aggregate are more likely to adopt
expensing.

Ferri et al. (2004) examine the determinants of
shareholder voting in a sample of 67 firms where
a proposal for option expensing was submitted to a
vote at the annual meeting. They find that votes in
favor of expensing (1) increase when option-based
compensation is perceived to be too high and when
there is a lower expected impact on earnings from
option expensing; (2) decrease with inside own-
ership; (3) increase with long-term value oriented
institutional investors; and (4) increase after poor
stock performance.

Ericson and Grund (2002) (Tower Perrin study)
examine 103 companies that announced in July
and August 2002 that they plan to adopt FAS 123,
expensing options in the income statement. They
tracked the share price from 60 days before to 60
days after the announcement and found it to be
roughly the same as that of the S&P 500. They con-
clude that the accounting change does not influence
stock prices.

Other papers have provided indirect evidence about
shareholders’ perception of option expensing by
observing stock prices response to the SFAS No. 123
footnote disclosure as well as to various FASB pro-
nouncements related to expensing. Aboody (1996),
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Li (2003), and Aboody et al. (2004) find evidence
consistent with stock options being reflected in
stock prices, even when their cost is only disclosed
in footnotes and not recognized in financial
statements.

Our paper contributes to the literature by exam-
ining an exhaustive sample of American firms,
who have elected to expense options voluntarily,
and by measuring the market’s response to their
announcements. By matching each announcing
firm with another very similar firm that elected
not to announce, we attempt to isolate the pure
announcement impact. Our paper provides no evi-
dence about the important issue of whether stock
options per se increase incentives and firm values
but we offer some interesting empirical informa-
tion about the market’s reception of the account-
ing method used to report on employee option
grants.

3 Data description

3.1 Data selection criteria

Our sample consists of 140 firms that announced
expensing options between July 8, 2002 and May
15, 2003. We began constructing the sample by
searching the Factiva.com website for stories about
expensing stock options over the entire period from
1995 through May 2003 inclusive. Although 1477
articles were found, only 154 firms were listed as
having adopted options expensing. Of these 154
companies, five4 are excluded from our sample
because we could not find an announcement date
and nine are excluded because they lack complete
information on CRSP.5 The final sample of firms
and their expensing option announcement dates are
listed in Table 1.

All of these firms announced expensing in either
calendar year 2002 or 2003.6 Table 2 provides a

frequency distribution by calendar month. There is
some unavoidable clustering; for example, almost
36% of the firms in our sample announced
expensing during August 2002. A portion of this
clustering was intentional; for example, members
of the “Financial Services Forum,” composed of
executives from 21 of the largest American finan-
cial firms, announced as a group their intention to
expense options on August 13, 20027 (several of
these firms had announced expensing prior to the
group action).

Data related to financial statements are obtained
from COMPUSTAT while stock returns are from
CRSP. Executive compensation data were collected
from the Execucomp database. If some variables
were missing, they were hand-collected from the
annual proxy statements, form DEF-14A, or from
form 10-K.

3.2 Measurement of variables

This section describes our explanatory and con-
trol variables. Table 3 gives their acronyms and
sources.

3.2.1 Variables pertaining to agency costs

Two explanatory variables relate to possible agency
costs. “BONUS” is the fraction of total compensa-
tion paid to the top five managers in the form of
bonuses. If such bonuses are linked to accounting
profits, they could possibly be affected by expensing
options. “EQ” is the ratio of equity-based com-
pensation to total compensation for the top five
managers. Companies with a high value of EQ
should have a management team whose interests
are more compatible with those of shareholders.
This implies that management decisions are gener-
ally good for shareholders, so a decision to expense
options should be accompanied by a price increase.
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10 FAYEZ A. ELAYAN ET AL.

Table 2 Frequency distribution by announce-
ment month of sample firms expensing options.

Announcement Number of Percentage of
month firms firms

July 2002 26 18.57
August 2002 50 35.71
September 2002 14 10.00
October 2002 17 12.14
November 2002 3 2.14
December 2002 3 2.14
January 2003 6 4.29
February 2003 8 5.71
March 2003 6 4.29
April 2003 3 2.14
May 2003 4 2.86

Total 140 100.00

3.2.2 Variables pertaining to contracting costs

Expensing stock options decreases reported income
so it is likely to increase the probability that a
company will violate income-based debt covenants.
Possibly for this reason, firms with high debt ratios
are reluctant to expense options (Dechow et al.,
1996). Two variables are used to measure the lever-
age: long-term debt to total asset (LEVE1) and
long-term debt to the sum of long-term debt plus
equity (LEVE2).

3.2.3 Variables pertaining to options expense and
information asymmetry

VOLATILITY is the standard deviation of an
announcing firm’s daily stock returns computed
over a 1 year period prior to the announcement.
Options are more valuable for more volatile firms,
so the accounting impact of expensing is greater,
ceteris paribus. An alternative variable, OPTF, is a
direct measure of the expensing impact; it is defined

as total option expense divided by the firm’s book
value.

Higher volatility is perhaps associated with more
information heterogeneity among agents. Infor-
mation asymmetry might mean that an expensing
decision is a bigger surprise resulting in a larger
price move, whether positive or negative, on the
announcement date.

3.2.4 A variable pertaining to political costs

Watts and Zimmerman (1990) suggest that firms
making large option grants to top management
are vulnerable to public scrutiny and criticism. In
an effort to deflect criticism, such firms may be
more inclined to expense. Hence, we use POPT to
proxy for political costs; it is the fraction of options
granted to the CEO relative to options granted to
all employees.

3.2.5 Variables pertaining to financial reporting
costs

Carter and Lynch (2003) define “financial reporting
costs” as additional expenses incurred by firms when
they announce lower earnings. Because expensing
options will lower reported earnings, firms with
high financial reporting cost might be reluctant to
expense options. Carter and Lynch (2003) suggest
that firms with earning close to zero have higher
financial reporting costs. Two variables are prox-
ies for financial reporting costs; earnings per share
(EPS) and the ratio of pro-forma EPS to reported
EPS (REPS).

3.2.6 A variable related to growth

Tobin’s q (TQ) is the ratio of the market value of
assets to their replacement costs. We use the book

JOURNAL OF INVESTMENT MANAGEMENT FIRST QUARTER 2005
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Table 3 Explanatory and control variables and their sources.

Variable description Acronym Data source

Agency cost variables
Short term bonuses as a fraction of total

compensation for the top five managers
BONUS Execucomp Database

SEC Proxy statement & form 10-K
The ratio of equity compensation to total

compensation for the top five managers
EQ Execucomp Database

SEC Proxy statement & form 10-K

Contracting cost variables
Long-term debt to total assets LEVE1 COMPUSTAT
Long-term debt to the sum of long-term

debt plus equity
LEVE2 COMPUSTAT

Option expense variables
Standard deviation of daily stock returns

over 1 year prior to the
announcement

VOLATILITY CRSP

Implied option expense as a fraction of the
market value of equitya

OPTF Execucomp Database
SEC Proxy statement & CRSP

Political cost variable
Options granted to the CEO as a fraction of

options granted to all employees
POPT Execucomp Database

SEC Proxy statement & form 10-K

Financial reporting costs variables
Earnings per shareb EPS SEC form 10-k
The ratio of Proforma EPS to Reported EPS REPS Execucomp Database

SEC form 10-k

Growth variable
Proxy for Tobin’s q; The ratio of the market

value of assets to the book value of assetsc
TQ Market value of equity from CRSP

Accounting data from Compustat

Control variables
Natural log of total assets LASSET COMPUSTAT
Natural log of the market value of equity LMR COMPUSTAT

aThis is an estimate of the expense the firm would have to recognize if it were to expense stock options. The Execucomp database provides the
value reported by the firm in its DEF 14 filing with the SEC. Firms calculate this figure using either the “Present” or the “5% Method.” They
are free to choose the method but usually apply it consistently from year to year (see Yermack 1998).
bEarnings are over the four full quarters prior to the quarter during which the announcement takes place.
cMore precisely, TQ = (book value of assets+market value of equity-book value of equity)/book value of assets.

value of assets to proxy for replacement costs, so
our measure of TQ is really the market/book ratio
for total assets.8 TQ is presumably higher for firms
with high growth opportunities. Firms with higher

growth opportunities are probably expected by the
market to issue more options since this enables
them to postpone wages until higher cash flows are
actually obtained (after growth occurs). Such firms

FIRST QUARTER 2005 JOURNAL OF INVESTMENT MANAGEMENT



12 FAYEZ A. ELAYAN ET AL.

seem to be more inclined to resist expensing, so
the announcement impact of such a firm might be
greater because it would be more of a surprise.

3.2.7 Other control variables

As additional controls, we use the natural log of total
assets (LASSET) and the natural log of the market
value of equity (LMR) as alternative measures of
firm size.

4 Methods

The event study technique9 provides an estimate
of the market’s reaction to an expensing options
announcement. Cumulative average abnormal re-
turns over event windows are subsequently used as
dependent variables in regressions against various
possible determinants of the market’s reaction.

4.1 The event date

Our event date is the earliest date listed on
Factiva.com on which a firm indicates it is likely
to expense options. Sometimes a firm announces
that it is seriously considering expensing, and after
a few days, it announces expensing formally. For
firms that actually expense options, the earlier date,
when the firm announces serious consideration, is
used here as the announcement date.10

4.2 Abnormal returns

We construct abnormal returns around announce-
ment dates by two different procedures. The first
procedure employs a sample of non-announcing
firms matched as closely as possible by size, indus-
try, and prior performance to the announcing firms.
The abnormal return is then simply the return

difference on a given calendar date between the
announcing firm and its matched counterpart. The
second procedure is standard; it uses the simple mar-
ket model with the CRSP value-weighted portfolio
as an index. We also fit the market model to the
matched sample and compute its abnormal return
in the usual way.

The abnormal return based on the market model
for firm j on event day t is

AR j,t = Rj,t − α̂j − β̂jRM ,t (1)

where Rj,t and RM ,t are the firm’s and the index’s
continuously compounded returns, respectively,
and α̂j and β̂j are the estimated intercept and
slope, respectively, from a regression of firm returns
on index returns over a 180 trading day period
from trading day t = −270 through trading
day t = −91 relative to the announcement date,
t = 0. Ninety trading days immediately preceding
the announcement are excluded since they might be
contaminated by information leakage. Twenty-one
trading days centered on the announcement date
constitute our event window.

Using either procedure, an average abnormal return
for event date t is calculated as a simple cross-
sectional average over N firms in the sample:

AAR t = 1

N

N∑
j=1

AR j,t (2)

where AR j,t is the abnormal return of firm j on
day t . A t -statistic can be calculated for the aver-
age abnormal return by assuming cross-sectional
independence.

Because of event clustering (see Table 2) and pos-
sible event-induced volatility, we also provide an
alternative test of significance by computing a
bootstrap p-value. The bootstrap procedure fol-
lows Boehmer et al. (1991) as modified by Aktas
et al. (2004). The basic idea is to re-sample

JOURNAL OF INVESTMENT MANAGEMENT FIRST QUARTER 2005
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from non-clustered observations to determine the
sampling distribution of the t -statistic for the aver-
age abnormal return in the absence of dependent
observations. The p-value is then fixed by the loca-
tion of the observed average abnormal return within
the bootstrapped distribution.

A cumulative average abnormal return (CAART1,T2)
is computed as a sum over several event days; i.e.
accumulating from days T1 to T2 inclusive, we have

CAART1,T2 = 1

N

T2∑
t=T1

N∑
j=1

AR j,t (3)

We also compute a cumulative average raw return
in the same way, except the total return instead of
the abnormal return is used in (3).

4.3 Selecting matched firms

For each announcing firm in the sample, we find
a matching firm that (1) granted employee stock
options; (2) did not announce expensing options;
(3) is in the same industry; (4) had comparable
sales; and (5) has a similar EBITDA11 profit margin
(EBITDA/sales). Firms with these characteristics
are likely to have similar operating risks, prof-
itability, and growth. Matching by industry should
control for growth since firms in the same industry
typically have similar growth opportunities. Match-
ing on EBITDA/sales controls for profitability.12

Sales represent an ex ante measure of size. We do not
allow a matching firm to be used for more than one
announcing firm. We did not exclude the possibil-
ity that an announcing firm is a matching firm for a
previously announcing firm who announced at least
6 months earlier, but in fact there are no such occur-
rences in our sample; i.e. no matching firm is also an
announcing firm.

To obtain a matching firm, we first classify all
firms that grant employee stock option grants into

industries based on their four-digit SIC codes.
Then, the firms in each industry are arranged into
three groups based on average sales during the
four full quarters before the announcement date.
The subject firm is assigned to the group with
the closest sales.13 Next, each sales group is parti-
tioned into three sub-groups based on profit margin
(EBITDA/sales) during the four full quarters before
the announcement date and the subject firm is
assigned to the sub-group with the closest margin.
If there are not enough firms in an industry to have
at least one firm in each of the nine sales/profit
margin groups, we use either three by two or two
by two groupings. Finally, when there is only one
firm in the assigned sales/profit margin sub-group, it
becomes the matching firm by default. When there
is more than one firm in the assigned sales/profit
margin sub-group, we select a single matching firm
that is closest in sales to the announcing firm.

5 Empirical results

5.1 Returns and abnormal returns

Table 4 reports the average returns of announcing
firms, non-announcing matched firms, and abnor-
mal returns computed as the difference between the
two. The conspicuous pattern in the table occurs
on the days just around the announcement by
the first set of firms of their intention to expense
ESOs. These announcing firms have significant pos-
itive average returns each trading day from day −1
through day +3.14 The matching non-announcing
sample has significant negative average returns on
days −2 to +2. The average abnormal returns,
announcing firms less matched non-announcing
firms, are highly significant and positive from trad-
ing days −2 through day +3. For each of these
days, the bootstrap p-values for the difference are
all considerably less than 1%.15 Figure 1 plots the
cumulative average returns over the 21 day event
window.
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14 FAYEZ A. ELAYAN ET AL.

Table 4 Stock market reaction to the announcement of expensing options: total returns and returns
of announcing firms compared to matching firms.

Industry/size/performance Announcing firms
Announcing firms matching firms less matching firmsa

Relative Mean Mean Mean
trading return Bootstrap return Bootstrap return Bootstrap
day (%/day) t -Statistic p-Value (%/day) t -Statistic p-Value (%/day) t -Statistic p-Value

−10 −0.08 −0.77 0.445 0.03 0.29 0.773 −0.11 −1.06 0.283
−9 0.05 0.48 0.647 0.19 1.83 0.068 −0.14 −1.35 0.181
−8 0.15 1.45 0.148 0.08 0.77 0.446 0.07 0.68 0.504
−7 0.10 0.96 0.335 0.02 0.19 0.852 0.08 0.77 0.446
−6 −0.02 −0.19 0.852 −0.10 −0.96 0.334 0.08 0.77 0.445
−5 0.13 1.25 0.217 −0.04 −0.39 0.697 0.17 1.64 0.112
−4 0.14 1.35 0.183 −0.02 −0.19 0.853 0.16 1.54 0.124
−3 −0.08 −0.77 0.445 −0.10 −0.96 0.332 0.02 0.19 0.852
−2 0.16 1.54 0.123 −0.21 −2.03** 0.046 0.37 3.57*** 0.0050
−1 0.39 3.76*** 0.007 −0.25 −2.41** 0.024 0.64 6.17*** 0.0005

0 0.61 5.88*** 0.0007 −0.31 −2.99*** 0.006 0.92 8.88*** 0.0003
1 0.42 4.05*** 0.003 −0.27 −2.60** 0.014 0.69 6.66*** 0.0004
2 0.37 3.57*** 0.005 −0.23 −2.22** 0.033 0.60 5.79*** 0.0009
3 0.29 2.80*** 0.010 −0.15 −1.45 0.148 0.44 4.24*** 0.0035
4 0.14 1.35 0.184 −0.05 −0.48 0.648 0.19 1.83* 0.068
5 0.07 0.68 0.503 −0.01 −0.10 0.924 0.08 0.77 0.446
6 0.02 0.19 0.852 −0.03 −0.29 0.773 0.05 0.48 0.647
7 0.16 1.54 0.121 0.02 0.19 0.853 0.14 1.35 0.181
8 0.17 1.64 0.112 0.04 0.39 0.697 0.13 1.25 0.217
9 0.03 0.29 0.773 0.07 0.68 0.504 −0.04 −0.39 0.697

10 0.07 0.68 0.504 0.11 1.06 0.286 −0.04 −0.39 0.696

***Significant at the 0.01 level; **significant at the 0.05 level; *significant at the 0.10 level.
aA non-parametric sign test for the difference in returns between announcing and matching firms shows essentially the same pattern and
significance level on each date.
Note: This table shows the mean returns of announcing firms, the mean returns of industry/size/performance matching firms, and
their difference for a period 10 trading days prior to the announcement to 10 trading days afterward. For each announcing firm, the
matching firm is a non-expensing firm that uses executive stock options, is in the same industry, and had comparable sales and EBITDA
profit margin (EBITDA/sales) as the announcing firm in the year prior to the expensing announcement. The 140 announcing firms in
the sample declared their intention to expense ESOs between July 8, 2002 and May 9, 2003. t -Statistics are computed using White’s
heteroskedasticity adjustment. p-Values are from a percentile t bootstrap, which accounts for event clustering and event-induced volatility.

Based on these results, it appears that the market
reacts favorably to firms that announce their inten-
tions to expense options. Moreover, it responds
negatively to firms that could have made the
same announcement and did not do so. The
value being created by announcing firms is some-
what larger than the value being destroyed in
the non-announcing matching sample (since the
firms are roughly the same size, returns provides a

reasonable estimate of value creations and destruc-
tion). From day −2 through +3, announcing
firms gain 2.24% in value while non-announcing
matched firms lose 1.42%. This is, perhaps, not
all that surprising since we have matched only
one firm with every announcing firm. There
must be other non-announcing comparable firms
who also lost value around these announcement
dates.
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Figure 1 Cumulative average returns option expense announcing and matched non-announcing firms.

There is no evidence whatsoever that announcing
firms destroy market value by expensing options,
even though their reported earnings will unambigu-
ously fall, ceteris paribus. Our results should alleviate
the often-expressed fears that expensing options will
cause big problems for individual firms and even for
the entire economy and will inexorably lessen the
use of ESOs as incentive devices. To the contrary,
it appears that the market interprets the expensing
decision as an indication of honest intentions and
further interprets the failure to expense by a simi-
larly situated firm as an indication that the firm has
something to hide. The striking negative penalty
imposed on non-announcing firms, even though
they did absolutely nothing around these announce-
ments dates, seems to us compelling evidence that
their managers committed an error of omission,
bypassing a good opportunity to impress the market
with their veracity.16

An alternative explanation for these results might
be that option grants to many employees at
all levels is destructive of value, that expens-
ing firms have become aware that option costs
exceed benefits, and consequently that such firms
are more likely to reduce the magnitude of

future grants.17 Under this explanation, how-
ever, unless non-expensing matched firms actually
increase subsequent grants, they should not suffer
price declines. Further research will be necessary
to ascertain whether expensing is indeed associ-
ated with later changes in the extent of option
granting.

Although the matching method in Table 4 is
intuitive and easy to understand, we cannot be
absolutely sure that the matched firms are identi-
cal in all respects to the announcing firms. Hence,
Table 5 takes an additional step by reporting average
abnormal returns of both matching and announc-
ing firms using the market model and the value-
weighted CRSP index as a market proxy. The
patterns are similar but the significance levels have
dropped to some extent for the expensing firms
while actually increasing on most days around the
announcement for the matching firms. This differ-
ential change in significance levels is explained by
the fact that the market index’s return was positive
on these days. The differences in abnormal returns
(right-most panel of Table 5) are virtually identical
to the difference in raw returns between announcing
and matching firms.
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Table 5 Stock market reaction to the announcement of expensing options: abnormal returns.

Announcing firms
Announcing firms Matching firms less matching firmsa

Average Average Average
Relative abnormal abnormal abnormal
trading return return return
day (%/day) t -Statistic p-Value (%/day) t -Statistic p-Value (%/day) t -Statistic p-Value

−10 −0.03 −0.27 0.794 0.08 0.48 0.647 −0.11 −1.03 0.3005
−9 0.00 0.02 0.974 0.16 0.94 0.340 −0.15 −1.48 0.1286
−8 0.01 0.12 0.913 −0.01 −0.04 0.990 0.02 0.18 0.8668
−7 −0.03 −0.31 0.751 −0.16 −0.96 0.334 0.13 1.22 0.229
−6 −0.09 −0.86 0.359 −0.14 −0.87 0.359 0.06 0.53 0.6008
−5 −0.07 −0.72 0.493 −0.23 −1.42 0.165 0.16 1.55 0.1187
−4 0.11 1.06 0.295 −0.07 −0.42 0.673 0.18 1.73 0.1048
−3 −0.01 −0.09 0.935 −0.03 −0.16 0.880 0.02 0.16 0.8804
−2 0.14 1.36 0.194 −0.24 −1.43 0.162 0.38 3.65*** 0.0048
−1 0.28 2.66** 0.015 −0.29 −2.21** 0.031 0.57 6.19*** 0.0005

0 0.41 4.00*** 0.0035 −0.49 −2.97*** 0.006 0.91 8.75*** 0.0003
1 0.20 2.15** 0.038 −0.51 −3.08*** 0.006 0.71 7.39*** 0.0004
2 0.19 2.06** 0.050 −0.36 −2.19** 0.035 0.55 5.36*** 0.0018
3 0.25 2.46** 0.025 −0.20 −1.22 0.231 0.46 4.41*** 0.0021
4 0.13 1.21 0.233 −0.07 −0.41 0.678 0.19 1.86* 0.0683
5 −0.07 −0.69 0.504 −0.15 −0.93 0.333 0.08 0.79 0.4348
6 −0.10 −0.99 0.325 −0.15 −0.93 0.332 0.05 0.50 0.6252
7 −0.12 −1.12 0.274 −0.29 −1.75* 0.100 0.17 1.68 0.1061
8 −0.09 −0.87 0.368 −0.14 −0.83 0.372 0.05 0.46 0.6568
9 −0.08 −0.80 0.394 −0.06 −0.36 0.723 −0.02 −0.22 0.8386

10 0.08 0.75 0.462 0.12 0.74 0.465 −0.05 −0.44 0.6624

***Significant at the 0.01 level; **significant at the 0.05 level; *significant at the 0.10 level.
aA non-parametric sign test for the difference in abnormal returns between announcing and matching firms shows essentially the
same pattern and significance level on each date.
Note: This table reports the average abnormal returns of announcing firms, the average abnormal returns of industry/size/
performance matching firms, and the difference in abnormal returns for a period 10 trading days prior to the announcement
to 10 trading days afterward. Abnormal returns are computed from the market model fitted with daily data over a period from
271 days to 91 trading days prior to the announcement, using the CRSP value-weighted index as market proxy. For each announcing
firm, the matching firm is a non-expensing firm that uses executive stock options, is in the same industry, and had comparable
sales and EBITDA profit margin (EBITDA/sales) as the announcing firm in the year prior to the expensing announcement. The
140 announcing firms in the sample declared their intention to expense ESOs between July 8, 2002 and May 9, 2003. t -Statistics
are computed using White’s heteroskedasticity adjustment. p-Values are from a percentile t bootstrap, which accounts for event
clustering and event-induced volatility.

5.2 Proximate determinants of the market’s
reaction to option expensing

The previous section reported a statistically
significant market reaction to the announcement of
expensing options, a positive reaction to announc-
ing firms, and a negative reaction to firms that might

have announced but elected not to do so. Of course
the magnitude of the reaction might not be uniform
across all firms. As we previously intimated, such
firm-specific characteristics as agency costs, con-
tracting costs, volatility, etc. might either attenuate
or amplify the market’s reaction. In this section, we
provide some evidence about this issue.
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To measure the market’s reaction in a single
number, we aggregate the average returns for firms
across trading days −2 to +3 relative to the
expensing announcement date, day 0. We choose
these days because each one has a highly significant
return difference between announcing firms and
non-announcing matched firms (see the right-most
panel in Table 4).

Table 6 uses the cumulative average abnormal return
from −2 to +3 as the dependent variable in a
series of exploratory regressions with various firm
attributes as explanatory variables. As explained in
Section 3.2 above, in some cases we have alternative
proxy variables to choose from; for example, when
measuring agency costs, we might use “BONUS”
or “EQ” (see Table 3 for precise definitions). Since
we do not know which proxy is best, we simply
report two regressions with alternative proxies. This
can also be regarded as a rough check on robust-
ness. For two variables, “POPT” and “TQ,” there
is only a single available proxy, so it is used in all
regressions.

The results in Table 6 reveal that it does not usually
make much difference which proxies are employed.
For example, both “BONUS” and “EQ” are positive
and statistically significant in alternative regres-
sions for announcing firms, thereby indicating that
firms with higher agency costs (which is what these
two variables are intended to measure) have higher
returns when they announce their intention to
expense options. This seems to make some intu-
itive sense in that firms with higher agency costs
could be more suspect to begin with, so investors
react happily when such firms surprise them with
an honest effort to be more transparent.

On the other hand, these same two variables are
also positive and significant for non-announcing
matched firms. The negative market reaction is
attenuated for firms with greater agency costs. This
could be interpreted as a lack of surprise. Investors

were suspicious of these firms to begin with, so the
fact that they made no announcement was more or
less expected.

The same sort of argument could be made for
all of the significant variables in Table 6. Note
that the signs and significance are very similar for
the two samples of firms even though the market
reaction is positive on average for announcing
firms and negative on average for matching firms.
When the coefficient is positive, announcing firms
with the characteristic have larger positive returns
than the average announcing firm while non-
announcing matched firms have algebraically larger
(less negative) returns than all non-announcing
firms, and vice versa for negative coefficients in
Table 6. The positive coefficients indicate a larger
element of surprise for announcing firms and less
of a surprise for matching firms and vice versa.

For example, “VOLATILITY” and its alterna-
tive “OPTF” are positive and significant in all
regressions. High volatility firms will take a big-
ger accounting earnings hit when they expense
options (because option values increase with volatil-
ity). Consequently, market folklore holds that
high volatility firms are more reluctant to expense.
This implies that when a high volatility firm does
expense, the announcement is quite a surprise.
However, when a high volatility matching firm fails
to announce expensing, no one is shocked. The
same argument goes for OPTF, a direct measure of
option expense as a fraction of total equity value.
The only other systematically significant variable is
financial reporting costs, proxied by EPS or its alter-
native, REPS. Evidently, firms with high financial
reporting costs (low values of EPS and high val-
ues of REPS) surprise the market more when they
announce option expensing.

Some variables suggested in previous literature as
possible determinants of the expensing decision
are not significant in our Table 6 regressions.
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Table 6 Regressions with cumulative announcement window returns (−2 to +3 days) as dependent
variable.

Dependent Variables

Announcing firm Matching firm
Independent Announcing firm Matching firm abnormal returns abnormal returns
variables returns (−2 to +3) returns (−2 to +3) (−2 to +3) (−2 to +3)

Intercept −0.069 −0.097 0.040 0.043 −0.079 −0.116 0.030 0.054
−0.777 −0.405 0.095 0.068 −0.950 −0.281 0.107 0.065

BONUS 0.055 0.122 0.071 0.081
2.357*** 1.772* 2.072** 1.795*

EQ 0.132 0.172 0.139 0.143
2.161** 2.241** 2.478** 2.858***

LEVE1 0.119 0.028 0.160 0.018
0.448 1.314 0.416 0.980

LEVE2 0.105 0.044 0.078 0.037
0.862 0.927 1.110 0.894

VOLATILITY 2.452 1.067 2.451 0.951
2.644** 2.693** 2.163** 2.319**

OPTF 0.005 0.003 0.006 0.004
2.263** 2.439** 2.513** 2.003**

POPT 0.011 0.011 0.004 0.003 0.015 0.009 0.004 0.002
0.389 0.253 1.423 1.337 0.338 0.195 0.988 0.987

EPS −0.034 −0.053 −0.041 −0.040
−2.073** −2.091** −2.217** −2.735**

REPS 0.369 0.123 0.333 0.137
2.01** 1.787* 1.833* 1.920*

TQ 3.518 4.777 3.338 4.342 3.432 3.269 4.121 3.412
1.282 1.049 0.984 0.900 1.232 1.262 0.901 1.145

LMR −0.059 −0.093 −0.060 −0.071
−1.784* −1.645 −1.839 −2.207**

LASSETS −0.007 −0.141 −0.007 −0.128
−0.368 −0.953 −0.299 −0.817

Adjusted 0.329 0.325 0.263 0.265 0.314 0.305 0.275 0.305
R-square

***Significant at the 0.01 level; **significant at the 0.05 level; *significant at the 0.10 level.
Note: The sample includes 140 firms that announced their intention to expense employee stock options between July 8, 2002 and May 9,
2003. For each announcing firm in the sample, the non-expensing matching firm uses employee stock options, is in the same industry, and
had comparable sales and profit margin (EBITDA/sales) as the announcing firms during the year prior to the announcement. Cumulative
total and abnormal returns are measured from 2 days before to 3 days after the announcement. Abnormal returns are computed from the
market model fitted with daily data over a period from 281 days to 90 days prior to the announcement, using the CRSP value-weighted
index as market proxy. Independent variables are BONUS (short-term bonuses as a proportion of total compensation for the top five
managers), EQ (the ratio of equity compensation to total compensation for the top five managers), LEVE1 (long-term debt to total
assets), LEVE2 (long-term debt to the sum of long-term debt plus equity), VOLATILITY (the standard deviation of daily returns over
1 year prior to the announcement), OPTF (implied option expense as a fraction of the market value of equity), POPT (options granted
to the CEO as a fraction of options granted to all employees), EPS (earning, per share), REPS (the ratio of pro-forma EPS to reported
EPS), TQ (Tobin’s q), LASSET (the natural log of total assets), and LMR (the natural log of the market value of equity). The t -statistic,
below each coefficient, is computed using White’s heteroskedasticity adjustment.
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Contracting costs as proxied by leverage constructs
(LEVE1 or LEVE2) are insignificant. So are polit-
ical costs as proxied by “POPT,” the fraction of all
options granted to the CEO. Growth opportuni-
ties (TQ) are not significant, perhaps reflecting the
fact that growth influences the use of options but
not the decision to expense. We admit, of course,
that insignificance might also be attributable to poor
proxies.

5.3 Endogeneity: is the expensing decision merely
a signal of good times ahead?

Firms decide if and when to expense options. It
seem possible that management might choose to
announce expensing options when they have priv-
ileged information that future earnings will be
unusually high. They might reason that expens-
ing is laudable, but why not change over when
earnings from operations will offset the earnings
reduction induced by expensing? In such cases, a
positive market reaction to expensing might have
nothing whatever to do with expensing per se, but
simply be induced by a recognition that expensing
is a management signal of favorable future earnings.

Such a story is a bit more strained for non-
announcing matched firms. The market reacts nega-
tively to not announcing, but the firm itself has done
nothing. Could a failure to announce be a signal of
less favorable future earnings? This would require
management to reason that earnings are not going
to be very good, so expensing options now will make
them even worse; hence, it is better to postpone.

To test for the signaling quality of the expens-
ing announcements, we tracked our sample of
firms for a year afterward to ascertain whether
announcing firms differed in any material way from
non-announcing matched firms. Most importantly,
we wanted to ascertain whether the announcing

firms had better operating performance over the
post-announcement year.

Table 7 reports various performance statistics for
our two samples of firms in aggregate. For example,
it shows that both announcing and matched firms
had reductions in median operating income from
the year prior to the announcement to the year
afterward.18 Median operating income19 divided
by assets decreased more for matching firms but
median operating income divided by sales actually
decreased more for announcing firms; the differ-
ences, however, are statistically insignificant in both
cases.

Median sales growth was slightly higher for
announcing firms, but the difference is not sig-
nificant. Asset turnover was virtually the same for
the two groups of firms. The only statistic seeming
to favor announcing over matched firms was their
increase in investments (capital expenditures and
acquisitions/EBITDA).

In our view, more compelling evidence is in
Table 8, which uses data for individual firms, both
announcing and matching. The cumulative aver-
age abnormal return for days −2 to +3 around the
announcement is the explanatory variable and the
log ratio of operating income from the prior year
to the subsequent year is the dependent variable. If
the market’s reaction around the option-expensing
announcement is a signal of good times ahead,
there should be a strong positive cross-sectional
relation between the size of the market’s announce-
ment window return and the actual improvement
in operating results. As Table 8 reports, there is
little evidence of such a relation. The t -statistic on
the cross-sectional slope for announcing (matching)
firms is only 1.12 (1.01) and the adjusted R-square
is minimal, 0.11% (0.06%). If there is a signal
involved, it is very noisy indeed.
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Table 7 Measures of operating performances for firms announcing their intention to expense
options and for industry/size/performance matching firms one year before and one year after the
announcement date.

Yr-1 Yr-1

Portfolios Median operating income divided by assets

Announcing firm 26.41% 22.16%
Matching firm 24.42% 20.46%
Announcing firm–matching firm 1.99% 1.70%

Z -statistic 0.41 0.39

Median operating income divided by sales

Announcing firm 11.76% 9.15%
Matching firm 14.51% 13.17%
Announcing firm–matching firm −2.75% −4.02%

Z -statistic −0.32 −0.68

Median sales growth

Announcing firm — 32.41%
Matching firm — 29.67%
Announcing firm–matching firm — 2.74%

Z -statistic 1.23

Asset turnover ratio

Announcing firm 1.67 1.31
Matching firm 1.64 1.35
Announcing firm–matching firm 0.03 −0.04

Z -statistic 0.25 −0.37

Capital expenditure and acquisition/EBITDA

Announcing firm 44.12% 80.16%
Matching firm 43.07% 56.83%
Announcing firm–matching firm 1.05% 23.33%

Z -statistic 0.29 2.13**

***Signed-rank test statistic is significant at the 0.01 level; **signed-rank test statistic is significant at the 0.05 level; *signed-rank
test statistic is significant at the 0.10 level.
Note: Operating performance before and after the announcement is reported for our sample of 140 firms that announced their
intention to expense ESOs between July 8, 2002 and May 9, 2003 and for a matching sample of non-expensing firms. For each
announcing firm in the sample, the non-expensing matching firm uses employee stock options, is in the same industry, and
had comparable sales and profit margin (EBITDA/sales) as the announcing firms during the year prior to the announcement.
Operating income is EBITDA. Asset turnover is sales divided by total assets. COMPUSTAT annual data item numbers are sales
(12), EBITDA (13), total assets (6), capital expenditures (128) acquisition (129), and total debt (9). Year-1 is 1 year before the
announcement date and year 1 is one year after the announcement date, using the four full quarters before and afterward. The
Z -statistic tests the equality of distributions for matched pairs of observations using the Wilcoxson matched-pairs signed-ranks test.
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Table 8 Change in operating performance and
cumulative return during the significant announce-
ment window for option expense announcing firms
and industry/size/performance matching firms.

ln

[
Operating Performance+1

Operating Perormance−1

]

= α0 + α1[Cumulative Return(−2, +3)] + ei

Expensing Matching All
firms firms firms

α0 −0.18 −0.05 −0.11
−0.53 −0.17 −0.28

α1 0.35 0.26 0.29
1.12 1.01 1.07

Ajusted 0.11 0.06 0.08
R-square (%)

***Significant at the 0.01 level; **significant at the 0.05 level; *sig-
nificant at the 0.10 level.
Note: The sample includes 140 firms that announced their intention
to expense ESOs between July 8, 2002 and May 9, 2003. For each
announcing firm in the sample, we find a non-expensing matching
firm that uses ESOs, is in the same industry, and had comparable sales
and profit margin (EBITDA/sales) as the announcing firms during
the year prior to the announcement. Cumulative returns are mea-
sured from two days before to three days after the option-expensing
announcement. t -Statistics (below each coefficient) are computed
using White’s heteroskedasticity adjustment. Operating performance
is EBITDA (income before interest, taxes, depreciation, and extraor-
dinary items), divided by end-of-year book assets in the year before
the announcement (−1) and the year after the announcement (+1).

6 Conclusions

The announcement by a firm that it intends to
expense ESOs has a significant positive impact on
its share price and a significant negative impact
on the price of an industry/sales/performance-
matched firm, even though the latter makes
no announcement whatsoever. In a few days
around the announcement, the gain in market
value of announcing firms less the loss in mar-
ket value of non-announcing matched firms is on
average 3.65%.

The magnitude of the market’s reaction to expens-
ing depends on several firm characteristics, most
of which relate to the element of surprise in the
announcement (or the lack of announcement). For
example, higher volatility firms have larger positive
market price increases when they announce their
intention to expense options. We interpret this as
evidence that such firms are less likely to adopt
expensing because the expense would be greater
(since options are more valuable the higher the firm’s
volatility). Hence, if a high-volatility firm does elect
to expense, it is quite a surprise to the market. Sim-
ilarly, a high volatility firm that does not make an
expensing announcement has a less negative price
reaction because there is not much of a surprise.
Similar effects are revealed in the data for agency
costs and financial reporting costs.

Some variables mentioned in previous literature
as possible determinants of the expensing decision
do not seem to have a significant relation to the
market’s price reaction. These include contracting
costs (such as those implicit in bond covenants),
growth opportunities, and political repercussions
of seemingly excessive grants to the CEO.

We also find that option expensing is not a signal
of abnormally good times ahead. Neither the deci-
sion to expense nor the magnitude of the market’s
reaction is related to future operating performance.
Hence, we are left with the simplest and most
obvious explanation: the market regards option
expensing as an earnest effort toward better trans-
parency and it rewards expensing firms with higher
valuations. Similarly, the market punishes firms
who could have expensed options and did not, pre-
sumably because these firms give the appearance
that they have something to hide.

Our results suggest that investors react quickly to
an expensing announcement by withdrawing funds
from similar non-announcing firms and invest-
ing the proceeds in announcing firms, thereby

FIRST QUARTER 2005 JOURNAL OF INVESTMENT MANAGEMENT



22 FAYEZ A. ELAYAN ET AL.

driving down the price of the former and increas-
ing the price of the latter. Anecdotal evidence is
consistent with such investor actions. For example,
Laurence C. Day of Agora Investment Manage-
ment says

I would never buy into a stock if the company does not expense
options. Not doing so tells me the managers don’t just fudge;
they cheat. And if they are duplicitous in this regard, of course
they will push the envelope and try to use every accounting
trick to pump up their revenues and earnings. It really makes
long-term stock selection easier.20

Some have even suggested that the failure to expense
options increases incentives for fraud: “The current
treatment of options, says Senator Levin, under-
mines honest accounting by tempting executives to
cook the books.”21

Although expensing options is purely an accounting
decision and, theoretically, should have no impact
on market value, the very appearance of duplicity
seems to have genuine economic consequences in
the eyes of investors and the public.

Acknowledgments

The authors are most grateful for constructive
comments and suggestions from Charles Collver,
Eric De Bodt, Mark Grinblatt, Kip Hagopian,
Patricia Hughes, Eric Sussman, Richard Thaler,
Rossen Valkanov, and J. Fred Weston and especially
from an anonymous referee.

Notes

1 For example, some ESOs have “reload” provisions that grant
employees additional at-the-money options upon exercis-
ing previously granted options that are in the money; see
Dybvig and Loewenstein (2003.)

2 The 1972 APB ruling appeared just prior to the 1973 pub-
lication by Black and Scholes, which brought a revolution
to the traded options market.

3 In August 2003, apparently in an effort to relieve pub-
lic pressure, Microsoft announced that it would no longer
grant options to employees.

4 Boeing, Conoco, Contango Oil & Gas, Hawaiian Electric,
and Winn Dixie Stores.

5 Dole Food, Home Properties NY, Household Interna-
tional, Level 3 Communications, MacDermid, Sunoco,
Tarragon Realty Investors, US Interactive, and Warnaco
Group.

6 Only four firms are listed on Factiva.com as having adopted
expensing before 2002; these were Boeing, Hawaiian Elec-
tric, MacDermid, and Winn Dixie, and all four were
excluded due to inadequate information.

7 See “Leading the News: Big Banks to Expense Stock
Options—Insurers, Wall Street Firms Are to Jointly
Announce a Major Accounting Change.” Wall Street Jour-
nal, August 13, 2002, p. A3.

8 Since we do not have the market value of debt, our measure
of TQ is more precisely the market value of equity plus the
book value of debt divided by the book value of assets.

9 See Fama et al. (1969) and, for more recent techniques in
event studies, see Aktas et al. (2004).

10 Although we leave this for future research, an implication
of our findings is: firms that announce their intention to
expense but fail to do so should have negative returns when
the market discovers they are actually not going to expense
after all, while firms that abide by their intention and do
expense have additional positive returns.

11 Earnings Before Interest, Taxes, Depreciation and
Amortization.

12 Kim and Ritter (1999) suggest controlling for growth and
profitability.

13 If the subject firm’s sales are within the sales range of a
group, it is assigned to that group. If it is outside the ranges
of all groups, it is assigned to the group with the nearest
sales extremum.

14 This positive market reaction is consistent with results from
smaller samples by reported by Daniel et al. (2003) and by
Bastian et al. (2003). Neither paper examined matching
firms.

15 We admit to some puzzlement about why the returns are
significant for up to 3 days after the announcement. One
day might be expected since the announcement could be
made after the close of trading. Some firms are small, so
trading might not occur every day. Prior to day zero, the
returns could be significant because of leakage of privileged
information.

16 Such an interpretation is consistent with other work on the
value of transparency; cf. Easley et al. (2002).
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17 We thank Eric Sussman for suggesting this explanation.
18 Mean operating incomes also decreased from

year −1 to +1 for both announcing and matching firms.
The difference is not statistically significant.

19 For announcing firms, we adjusted the year +1 operating
income by adding back reported option expense. This is
conservative because it increases measured income in year
+1 for firms that adopted expensing and we are trying
to ascertain whether such firms are signaling higher future
income by their expensing announcements. We thank Eric
de Bodt for suggesting this procedure.

20 Letter from Mr. Day to Business Week, August 11, 2003.
21 “Expensing Options: This time Silicon Valley can’t shout

down FASB,” Business Week, February 24, 2003.
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