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The Timing of Option Repricing

Abstract

We investigate whether CEOs manage the timing of the stock option repricing to coincide with favorable movements in the company’s stock price. For a sample of 166 firms that repriced executive stock options in 236 separate events during the period 1992 through 1997, we document that stock price generally rises sharply following the repricing date and continues to increase for the next twenty days. In addition, we provide evidence that CEOs often appear to choose the date of repricing to precede the release of good news or to follow the release of bad news in the quarterly earnings announcements. Since no information about the stock option repricing is released to the public around the repricing date, our findings suggests that CEOs may opportunistically manage the timing of the option repricing date for personal benefit. 

Several researchers have investigated the role executive stock options play in reducing agency costs by aligning manager’s interests with those of the shareholders (Jensen and Murphy (1990a,b), Mehran (1995), Yermack (1995), Hall and Liebman (1998) among others).  A primary objective of granting these options is to tie executive pay to firm performance such that executives profit when their company prospers and suffer when their company falters.  Yet, we find that many firms reprice executive stock options following stock price declines.  

Repricing is highly controversial.  Managers maintain that stock option repricing is necessary to retain valued employees and to recreate incentives lost when options are underwater. However, shareholders argue that management should not be selectively shielded from declines in stock price and that repricing undermines the integrity of future stock option plans.   Shareholders further contend that managers should not be rewarded through repricing since the stock price decline may be a result of their own decisions. 

A number of papers have studied the decision to reprice stock options.
  We extend this literature by examining whether a systematic pattern can be documented with respect to the timing of stock option repricing.   Using a sample of 236 repricing events occurring during the period of 1992 through 1997, we first investigate share price movements around the repricing date.  We find that repricing firms exhibit negative monthly returns for several months prior to repricing. For the five-day period following the repricing, we document significant positive abnormal returns. Beyond this five-day period, stock price continues to increase for another twenty days before it stabilizes to approximate market performance. 


While this observed positive abnormal return is consistent with investors viewing the repricing as good news (since incentives are potentially realigned and employee retention issues addressed), it is unlikely to be the case since we find no public announcement of the repricing prior to or immediately following the event.
   In fact, a repricing appears to become public information only after the release of the subsequent proxy filing, oftentimes several months following the repricing.  Hence, it is difficult to attribute any price increase immediately following the repricing event to the disclosure of the repricing event.  

Since we cannot attribute the consistently observed abnormal returns to a market reaction related to disclosure of the repricing event itself, we posit that repricing may be timed to occur in proximity to another predictable event.  Thus, we focus on the earnings announcement since managers are likely to have greater private information about the timing and content of quarterly earnings announcements, affording greater opportunities for management to time the repricing such that it maximizes the value of the repriced options.  Consistent with our prediction, we find that repricing event dates tend to precede favorable earnings announcements or to follow unfavorable earnings announcements. This finding is robust after controlling for the magnitude of the earnings surprise. 

For our sample, the resetting of the exercise price to a new lower price (usually the market price) increased the Black-Scholes value of the repriced options on the day of the repricing by an average (median) of $482,979 ($241,586). In addition, given that we observe positive excess returns immediately following repricing, the wealth increase that accrues to these executives, which can be attributed to timing the repricing event, is an average (median) of $259,320 ($32,917) at day +5, and $558,428 ($94,063) at day +20, respectively.  Relative to their annual compensation levels, this benefit appears to be economically significant to the executives. 

We also find that the decision to reprice is more likely for firms with weak corporate governance and for firms with a greater equity component of total pay, and less likely for firms with greater institutional ownership and when a major stockholder is a member of the compensation committee. Together, these results suggest that the quality of corporate governance may impact the decision to reprice in many firms. However, the benefits of timing a repricing event does not appear to be a function of corporate governance. 

Other studies have documented opportunistic behavior by management in a variety of settings.  One set of papers examines the incentive to manage reported earnings to increase cash bonuses (Healy (1985), Lambert and Larcker (1989), and Gaver and Gaver (1993)).   A second set of papers examines managers’ ability to opportunistically time equity related events.  Specifically, these papers examine the relation between increases in managers’ wealth from stock holdings, from both the timing of executive stock option grants (Yermack (1997), Aboody and Kasznik (2000), and Chauvin and Senoy (2001)), and seasoned equity offerings Jindra (2000)).  Our study contributes to the executive compensation literature by providing further evidence of opportunities in which managers are able to extract wealth from shareholders. In particular, the ability to guide the process used to reset the exercise price, or reprice, executive stock options provides a mechanism by which managers can exploit the existence of asymmetric information for their personal benefit.

Our results also illustrate a potential downside for increased proportion of equity pay in managerial compensation. While, Yermack (1995) and Mehran (1995) show that firms with greater equity pay to total pay result in improved firm performance, we provide evidence that when firms presumably underperform and executives hold underwater options, there is a greater likelihood for managers with greater proportion of their total pay in equity form to reprice the stock options.  
The remainder of the paper is organized as follows. Section I discusses the institutional background of the repricing event, prior research and the motivation for our study. Section II presents the sample selection criteria and provides descriptive data. Section III examines the relationship between repricing and stock price movement. Section IV investigates the relationship between the repricing date, the earnings announcement date, and the content of the earnings announcement. Section V examines corporate governance, followed by a summary in Section VI.

I. The Repricing of Executive Stock Options

A.  Institutional background


In most firms, the decision to reprice executive stock options is the responsibility of the compensation committee. When the stock price falls below the exercise price of the option, the compensation committee must decide how to restore the benefits of these stock-based incentive programs, and how to reduce the risk of turnover among key executives.  Lambert, Larcker and Verrechia(1991) and  Gilson and Vetsuypens (1993) suggest that the greater the options are out-of-the-money there is greater incentives for managers to engage in high-risk projects.  In addition, Hall and Murphy (2000b) show that pay-to-performance incentives are typically maximized by setting exercise prices at (or near) the market price. They suggest that “underwater” options have a high probability of expiring out-of-the-money. Therefore, risk averse executives place little value on them resulting in these options providing weak incentives. Consequently, firms may feel pressure to reprice when options are “underwater”. Alternatives to repricing stock options include 1) granting additional options, 2) accelerating the timing of new option grants, 3) issuing other forms of equity compensation, and 4) changing the emphasis on the equity proportion of total compensation, or a combination of these.  
Once the compensation committee has recommended repricing, the decision is reviewed by the full board of directors.  Repricing can be accomplished either through an option exchange (canceling and issuing new options), or by an amendment to change the exercise price.  Repricing may also include changes to the vesting period, changes to the expiration period, or replacement of old options by a reduced number of new options. Employees are given a period of time (typically 30 days or less) in which to decide whether to accept or reject the offer to reprice.

In most repricings, the exercise price of the option is reset to the market price of the underlying security on the repricing date.  There are no rules governing the selection of a repricing date, and disclosure of the date is not required until subsequent filing of a proxy statement.  While the compensation committee is generally responsible for the decision to reprice, it appears that the repricing date may be selected independently of the compensation committee decision. For example, Amazon Inc “calls for employees with options to exchange them for fewer new options whose strike price would be set at the lowest price the stock trades at from Jan 1 through Feb. 14, 2001, or at 85% of the Feb. 14 price if that is higher” (Schroeder and Simon (2001)).  Nortel announced that they would reprice employee options on June 5, 2001 stating that  “the exercise price of the new options will be Nortel’s stock price early next year on a date to be set” (Wall Street Journal, June 5, 2001).  Furthermore, discussions with several executives involved in past repricings, lead us to believe that while the recommendation of the compensation committee is central in the decision to reprice, the timing may, in fact, be left to management.

B.  Prior Literature

While we are unaware of any study that investigates systematic patterns in the timing of option repricing, there are several studies that deal with the timing of other types of equity offerings. In particular, Yermack (1997), Aboody and Kasznik (2000), and Chauvin and Shenoy (2001) examine the timing of option grants in relation to stock price activity, and Jindra (2000) examines stock price behavior with respect to timing of seasoned equity offerings. 

Yermack (1997) finds that a firm’s stock price generally increases on the day of, and immediately following stock option grants. Furthermore, the likelihood that a CEO receives an option grant at a favorable time is associated with the degree of influence that the CEO holds over the compensation committee. In addition, he documents that many option awards are made either one-day prior to, or on the day of the earnings announcement. Yermack concludes that stock option grants are generally timed to precede favorable corporate news announcements. 

Chauvin and Shenoy (2001) document a period of declining stock price generally preceding an option grant. They conclude that through the release of unfavorable news shortly before the grant date, management attempts to achieve the lowest possible exercise price. This suggests that option grants are timed to follow unfavorable news announcements. 

Using a sample of scheduled option grants, Aboody and Kasznik (2000) find that CEOs who receive their options before the earnings announcement are significantly more likely to issue unfavorable forecasts prior to the option grant, and less likely to issue favorable forecasts than are CEOs who receive their awards after the earnings announcements. This voluntary disclosure strategy allows managers to opportunistically maximize the value of option awards.

Finally, Jindra (2000) observes that stock price appears to be overvalued at the time of a seasoned equity offering and that the overvaluation is at its greatest level at the time of the offering. In addition, the estimated valuation errors are significantly related to the probability that the firm will make a seasoned equity offering. Jindra argues that firms make seasoned equity offerings when their private information indicates that the stock price is overvalued. 

Collectively, these studies suggest that managers manage the timing of 1) stock option awards when the awards are unscheduled, 2) voluntary forecasts when the option awards are scheduled, and 3) issuances of seasoned equity offerings. Given these results and the lack of immediate disclosure of a repricing event, we posit that managers are also likely to manage the timing of a repricing event. 

II.   Sample Selection and Descriptive Data


From the Standard and Poor’s ExecuComp Database, we identify a sample of 281 repricing events occurring over the period 1992 - 1997 involving 204 firms.  We focus specifically on repricing events involving the CEO and other high level managers for whom employee-level information is available in the proxy.
  While the database includes compensation data for all years since 1992, we limit our study to repricings that occurred prior to 1998 to avoid confounding our results with the 1998 FASB change in the accounting for stock option repricings.
  In addition to resetting the exercise price, firms sometimes change other features of the option such as resetting the expiration date, the vesting period, or the number of replacement executive options. While these other changes could conceivably affect managers’ wealth, we do not find any cases in which these changes occurred independently of option repricing. 

For the sample of repriced options, we obtain additional option repricing information, daily stock price and return data, and financial statement information.  In the year of a repricing, the SEC requires proxy disclosure of information related to the most recent repricing, as well as any other repricing occurring within the last ten years. From this 10-Year Stock Option Repricing Table, we obtained (i) the number of options repriced, (ii) the repricing date, (iii) the new exercise price, (iv) the market price on the repricing date, and (v) the old exercise price.  Other information collected from the proxy includes shares outstanding, share ownership of officers, directors and institutional investors, management compensation, composition of the board of directors, and the compensation committee.  Daily stock price and return information were obtained from the CRSP database. The Compustat database provided the remaining financial statement data.  

Firms were deleted from the sample if (i) the proxy was unavailable or provided insufficient information, (ii) the CRSP database did not contain return information, (iii) the firm repriced “in the money” options by raising the exercise price,
 or (iv) the option repricing occurred for technical reasons such as a spin-off or conversion to restricted stock.  If firms repriced more than once in a month (20 trading days), either for the same or for different executives, this was considered a single repricing event effective on the last repricing date with the last exercise price. As detailed in Table I, these restrictions resulted in a “repricing sample” of 166 firms and 236 repricing events.  From the remaining 1663 firms in the ExecuComp database, we construct both a non-repricing matched control sample, and a sample of all remaining non-repricing firms in the database.
 

[INSERT TABLE I]

Carter and Lynch (2001) found that repricing firms are smaller, industry specific, and have options that are significantly out-of-the money.  Therefore, we construct a matched control sample of non-repricing firms based on these characteristics. For each repricing firm, we selected a non-repricing firm in the same four-digit SIC code, that was most similar in size (sales and market value), and with similar one and two-year return.
  If a firm repriced several times during a single year, the same control firm was assigned, but in no case was the same control firm assigned to two different firms with repricings occurring in the same year. The selection criteria resulted in a sample of 156 control firms (216 observations).

A. Descriptive Analysis of the Repricing and Non-repricing ExecuComp Firms

Table II provides comparative information for the repricing, the matched non-repricing control sample, and the remaining non-repricing firms in the ExecuComp database. Consistent with our control sample selection criteria, there is no significant difference (parametric or non-parametric tests) in repricing-year stock return or two-year return between the repricing and non-repricing control sample.  Three measures of size (total sales, total assets and total market value) are estimated for the sample period using 1992 constant dollars. Using parametric tests, sales and asset are greater for control sample (p-value ≤ .10).  However, using non-parametric tests there is no difference in assets between the samples.   Similarly, there is no significant difference in market value.  In general, these results suggest our matching procedure resulted in firms similar to the repricing sample.

[INSERT TABLE II]

 Beyond our matching criteria, we compared our repricing and control samples based on measures of profitability, risk, investment opportunities, and exchange membership.  The only significant differences in profitability that we are able to detect are using non-parametric tests of the differences in EPS and profit margin.  We do not find significant differences using a parametric test.  However, return volatility is significantly greater (p-value ≤ .01) for the repricing sample relative to the non-repricing control sample.  

Both the repricing sample and the non-repricing control sample are significantly different from the remaining firms in ExecuComp along all of these dimensions. Brenner, Sundaram and Yermack (2000) made a similar comparison, and documented that repricing firms are significantly smaller and less profitable than the remaining ExecuComp firms. The repricing firms are also more risky (return volatility and debt to assets) and have lower market to book ratio. 

B.  Characteristics of the Repricing Sample 

Table III documents the distribution of repricing events by year, as well as the frequency of repricing by sample firms during the sample period. Relaxing the requirement that proxy and CRSP information be available for inclusion, we find that 204 firms repriced for a total of 281 repricing events. Panel A shows that 149 firms in our sample repriced only once during the sample period, while 14 firms repriced three or more times.  Consistent with Carter and Lynch (1999) and Chance, Kumar, and Todd (2000), forty-six percent of the firms represented in the repricing sample are from the technology and pharmaceutical industries, compared to sixteen percent for the remaining ExecuComp sample. Panel B indicates that repricing activity for the sample increased from 1.52 percent in 1992 to 4.18 percent in 1996.
    While Saly (1994) suggests that repricing may be optimal during market or industry downturn, we note that the incidence of repricing actually increased during our sample period when the Dow Jones Industrial Average steadily climbed from 3200 to 8000.  Thus, we examine the decision to reprice by industry and, consistent with Brenner, et al. (2000), our untabulated results suggest that repricing is not being used to insulate managers from market or industry factors. 

[INSERT TABLE III]

The percentage change in the exercise price for the repriced options (i.e., how far out of the money the options were before repricing) has a distribution that is roughly symmetric with a mean (median) percent of 43.4% (42.9%). Similarly, Brenner et al. (2000) and Chance et al. (2000) report means of 39.1% and 41%, respectively. Interestingly, some firms were relatively quick to reprice (market price less than 5% lower than the original exercise price), whereas other firms delayed repricing until the options were more than 80% out of the money. 

More than 85% of the repricing sample selected the current market price on the day of repricing as the new exercise price.
  Of those not repricing at current market price, five firms repriced such that the new exercise price was lower than the current market price resulting in immediate value to management.  On the other hand, thirty firms (12.7 percent) reset the exercise price at a premium (i.e., new exercise price is higher than the market price on the repricing date but lower than the old exercise price).
  For approximately 37 percent (88 cases) of the repricing events, the average time before the stock price returned to the original exercise price was less than 240 trading days (approximately one year) following the repricing event, with approximately 15 percent (36 cases) reaching the original exercise price within fifty-days. These results are consistent with Chance et al. (2000). 

The mean (median) number of years to expiration for the repriced options is 7.4 (8.1). During this period we found that all new option awards had a 10-year expiration period, implying that most firms do not reset the expiration date at the time of repricing.   In addition, twenty-one firms (or twenty-two repricing events) conditioned the repricing on executives accepting a reduced number of options. These twenty-one firms reduced outstanding options by an average of 35.8%. The exchange is usually structured such that the Black-Scholes value of the option is the same immediately before and after the exchange.  However, as Hall and Murphy (2000b) show the exchange is still beneficial to the manager since the risk of the options not being exercised by the manager is reduced even though the expected value of the options is unchanged.  

III.  Relationship between option repricing and stock price movements


In this section, we examine stock performance of repricing firms and provide preliminary evidence that stock options are repriced at times that are favorable to management. Figure 1 documents both the average monthly stock return for the repricing firms, as well as the return of the value-weighted market index, from month -65 to month +25 relative to the repricing date. We observe significant declines in monthly returns beginning approximately ten months prior to the repricing event.  In the month following repricing, the monthly return of the repricing sample is approximately 14%. While the repricing firms generally exhibit greater average monthly returns relative to the index (three percent for the repricing sample and one percent for the market index), they also exhibit greater return volatility as documented in Table II. 

[INSERT FIGURE 1]

A.  Stock price increases following option repricing using daily returns

Since most options are repriced with a new exercise price equal to the market price on the repricing day, and we observe that average share price reaches a minimum in the repricing month, we examine the possibility of opportunistic timing. We hypothesize that option repricing may be timed to occur immediately preceding the release of favorable news.  Thus, we expect to observe significant positive returns following repricing. Following the event study methodology of Dodd and Warner (1983), we estimate abnormal returns around the repricing date for each repricing event. We use the value-weighted index from the NYSE/AMEX/NASDAQ CRSP file as a measure of the market return, and an estimation period for the market model that includes both a pre-event period (days -250 to –121) and a post-event period (days +121 to +250). Thus, the estimation period excludes the stock price decline that generally precedes repricing events, as well as the immediate increase in stock price that follows repricing. We use daily abnormal returns to form cumulative abnormal returns (CARs) from day –50 through day +120. Hence, for the sample of 236 repricing observations, we determine the daily abnormal returns, and CAR from the market model, the market-adjusted returns, industry-adjusted returns and actual firm returns absent any adjustment for the market.  This data is presented in Table IV. 

[INSERT TABLE IV]
 
We observe significant (p-value ≤ 0.10) negative abnormal returns for each of the five days immediately preceding the repricing date, implying a continuation of bad news that started about eight months prior.  Conversely, daily abnormal returns are positive and significant (p-value ≤ 0.05) for each of the five days following repricing. This result suggests that “good news” events generally occur subsequent to the repricing. For the week (five trading days) following the repricing, the average CAR of + 3.05 percent is significant (p-value ≤ 0.01). We also observe a significant CAR of +5.90 (p-value ≤ 0.01) for the twenty-day period following the repricing.  However, after twenty trading days, we do not observe significant increases in abnormal returns. The average CAR is permanently embedded in stock prices and levels off at 8-9 percent.  These results are consistent with CEOs opportunistically managing the timing of the repricing event.
  

Table IV also provides the mean daily market-adjusted return (Column 4), mean industry-adjusted return (Column 5) and the mean firm return absent any adjustment for the market (Column 6) for our repricing sample. In all three specifications, the results are similar to the returns from the market model above. Returns are positive and significant for each of the five days following the repricing date.
  The CAR for the repricing firms is also displayed graphically in Figure 2. Figure 2 also documents the CAR for the non-repricing matched control sample using the repricing date of the associated repricing firm as day “0” for each control firm. The control firms do not exhibit the same pattern of large decreases prior to the “repricing date,” followed by increases in stock returns.     

 [INSERT FIGURE 2]

Using 
a sample of 37 firms and 53 repricing observations from 1985 through 1994, Chance, et al. (2000) find similar declines in stock price prior to the repricing event. However, based on a comparison of the 500-day CAR around the repricing date (CAR -250, 250) and the 250-day CAR prior to the repricing date (CAR-250, 0), they do not find abnormal return performance subsequent to the repricing event.  Using their estimation periods and the value weighted index, we find a CAR-250, 0 of  - 45.9 percent, and a CAR-250, 250 of –24.4 percent. This 21.5 percent difference in abnormal return performance is positive and significant. The result is qualitatively similar using the equal-weighted index. Thus, while our result is consistent with Chance et al. (2000) for the period prior to repricing (CAR-250, 0), it is inconsistent for the period following the repricing.
  

B.   Value to firm executives from option repricing


Given that it appears management may opportunistically time repricings, we examine the magnitude of the benefit that accrues to top executives following option repricing. We use the Black-Scholes option model for valuing the executive options. While the model does have limitations for valuing executive stock options (for example, restrictions often limit executives’ ability to hedge or arbitrage their option value in the secondary market, the options are not transferable, and executives cannot take short positions in their firms’ stock), the disclosure requirements promulgated by the SEC (1992) and the FASB (1995) support the use of this model.

We estimate the benefit that accrues to the executives from the stock option repricing and the timing of the repricing in several ways. First, the total benefit to the executives is calculated as the difference between 1) the option value in day +20 using the new exercise price and new number of options, and 2) the option value on day –1 using the old exercise price and the number of options outstanding prior to repricing. The mean (median) increase in executive wealth is $1,028,657 ($322,646). 
To separate the effect of the stock option repricing decision from the issue of timing the repricing, we estimate the benefit of each separately. The benefit to the managers due to the repricing decision is computed on the day of repricing as the difference in 1) the option value using the new exercise price and, when applicable, the new reduced number of options, and 2) the option value using the old exercise price. The repricing decision has a mean (median) benefit of  $482,979 ($241,586).  The benefit to the managers due to the timing of the repricing date is estimated as the difference between 1) option value at day +20 using the new exercise price, and 2) the option value on the day of the repricing using the new exercise price and, when applicable, the reduced new number of options. We estimate the mean (median) benefit to the manager from this timing decision as $558,428 ($94,063).
  Re-estimating the timing benefit to the executives at day +5 and day +40, rather than day +20, results in a mean (median) benefit of $259,320 ($32,917) and $728,987 ($176,401), respectively. 


 Several recent papers, including Lambert, Larcker and Verrecchia (1991), Hall and Murphy (2000a,b), and Muelbroeck (2001), have suggested that when evaluating options, the Black-Scholes option values are “too high” because the options are non-tradable and are granted to executives who are both undiversified and risk-averse. Therefore, similar to Yermack (1997), we also compute the size of the economic benefit as the product of 1) the face value of the underlying security (number of shares repriced times market value of stock on the repricing date) and 2) the related abnormal stock return in the period following the repricing date. We find a mean (median) abnormal increase in the option value following repricing to be $356,063 ($51,935) after 20 days, and $472,743 ($46,237) after 40 days. 

To provide perspective on the magnitude of the benefit accrued to executives upon repricing, we compare our estimates above with a mean (median) of $2,154,344 ($1,716,874) total combined cash compensation for the top five executives.  Given this level of cash compensation, it appears that both the act of repricing, and the timing of the repricing date, have a significant economic effect on executives’ wealth. The magnitude of this benefit is largely determined by the fact that management tends to reprice options as the stock price reaches a minimum, and just prior to a period of abnormal positive returns.  It seems unlikely that this pattern could consistently occur by chance.   

IV.  Stock Option Repricing around Quarterly Earnings Announcements


In this section, we further test the hypothesis that CEOs manage the timing of the option repricing by examining the choice of the repricing date and its relationship to the mandated quarterly earnings announcement.   Since management is presumed to have more private information about both the date of, and the content of the earnings announcement, we believe that management could opportunistically time the option repricing relative to the release of this information. Specifically, we predict that management is more likely to reprice prior to positive earnings surprises such that managers are able to garner the benefits of the associated price increases. In the case of negative earnings surprises, management may delay a repricing to follow the announcement in order to obtain a lower exercise price. 

For each repricing event, we use the Wall Street Journal Index and PR Newswire to identify the earnings announcement dates that occurred immediately prior to and immediately following the repricing date.
  Figure 3 presents the frequency distribution of the repricing dates relative to the nearest quarterly earnings announcement date. 

[INSERT FIGURE 3]

We find the most frequent repricing date is the second day following the earnings announcement (5.19%), while the second most frequent day (4.76%) occurred two days prior to the announcement.  Based on the timing of the repricing relative to the earnings announcement, we partition the sample based on whether earnings were announced prior to or preceding the repricing date, and compute the three-day CAR relative to the earnings announcement date (i.e. days –1, 0 and +1 with earnings announcement date as day 0).  Repricing events occurring on the same day as the earnings announcement are not included in either group. The results are presented in Table V, Panel A.

[INSERT TABLE V]

 
Consistent with our prediction, we find that when options are repriced one to two days before the earnings announcement, the mean CAR is +5.20 percent (p-value ( 0.01).  If options are repriced one to two days following the earnings announcement, the mean CAR is –7.76 percent (p-value ( 0.01). We also examine several other windows relative to the earnings announcement. Regardless of the window we select, we find a positive three-day CAR around the earnings announcement when the announcement follows the repricing date, and a negative three-day CAR when the earnings announcement precedes the repricing date.  These results are consistent with managers timing the repricing date to precede the release of favorable earnings news, thus enabling management to benefit from the positive price reaction.  It is also consistent with managers timing the repricing to occur after unfavorable quarterly earnings announcements, allowing management to avoid the effect of a negative price reaction and to reset the new exercise price at a lower stock price. 

To control for the possibility that the differences between the two groups reflect systematic differences in firm performance, we estimate the following model:


CARi  = 0 + 1 B4EARNi +   2 EPSi +  i
(1)

where CAR is the 3-day cumulative abnormal return around the earnings announcement date, B4EARN is an indicator variable assigned a value of one (zero) if repricing occurred prior to (following) the earnings announcement, EPS is the seasonally-adjusted change in quarterly earnings per share, deflated by share price at the beginning of the quarter, and i denotes sample observations. The earnings surprise variable (EPS) controls for any association between the three-day CAR during the earnings announcement date, and the sign and magnitude of realized earnings revealed in the earnings announcement (Han and Wild, 1991).


Panel B of Table V presents the regression.  In Model 1, B4EARN is assigned a value of 1 (0) if the repricing occurred within 5 days prior to (following) the earnings announcement.  In Model 2, the time period is changed from 5 days to 12 days.  Consistent with our prediction and with the univariate test in Panel A, B4EARN is positive and significant (p-value ≤ 0.01) with a coefficient of 0.086 for Model 1, and a coefficient of 0.089 for Model 2.  In both Model 1 and Model 2, abnormal returns are negatively associated with EPS.  We find similar results for all windows reported in Panel A of Table V. In general, these findings are consistent with CEOs opportunistically managing the timing of their repricing decision.  

To provide further support for our timing hypothesis, we test the relationship between the twenty-day CAR immediately following the repricing date and the choice firms make to time the repricing event to either precede or follow the earnings announcement.  We hypothesize a positive and significant post-repricing CAR when repricing occurs prior to the earnings announcement, implying that managers timed the repricing to precede the release of good news. On the other hand, when the earnings announcement precedes the repricing event, the earnings announcement news is generally negatively viewed by the market as observed earlier. Since there is no expectation of new information following the repricing subsequent to the earnings announcement, we do not sign the post-repricing CAR. In addition, we hypothesize that the comparison between the post-repricing CAR for firms that repriced prior to the earnings announcement will be greater than the post-repricing CAR for firms that repriced following the earnings announcement. 

As before, we make this comparison using two different time periods, earnings announcements five days before or after the repricing events, and announcements twelve days before or after the repricing event.  Panel A of Table VI provides univariate statistics consistent with our predictions. For the set of firms repricing prior to the earnings announcement (B4EARN), we observe a positive and significant mean and median twenty-day CAR of +0.110 and +0.100 for the five-day window presented as Model 1.  Moreover, the mean and median CAR for the B4EARN group is significantly greater (p-value ≤ .05) than the twenty-day CAR for those firms that reprice after the earnings announcement (AFTER).
  We find similar results in Model 2 for the set of firms that reprice within a twelve-day window on either side of the earnings announcement. 

To control for the possibility these results reflect systematic differences in firm performance, we estimate a regression model similar to (1) except that the dependent variable is the twenty-day CAR immediately following the repricing date. Again, the model is estimated for the set of firms that repriced within a five-day period (Model 1), and a twelve-day period (Model 2) on either side of the earnings announcement. The results are provided in Panel B of Table VI. Consistent with our prediction and with the univariate tests, the coefficient on B4EARN is positive and significant (p-value ( 0.05) for both Models indicating that firms repricing prior to the announcement exhibit significantly greater post-repricing returns. Post-repricing CARs appear to be unrelated to EPS. Overall, these findings are consistent with the hypothesis that managers opportunistically time the repricing event in relation to the proximity and quality of the earnings announcement. 

V.  Additional tests – Corporate Governance

In this section, we investigate determinants of the decision to reprice, as well as the timing of the event.  Similar to previous repricing studies that focus on the repricing decision, we specifically examine the relationship between corporate governance and the form of managerial compensation.   We further examine whether the benefits accruing to management, due to timing of the repricing, is related to corporate governance.  

A.  Influence of Top Management and Executive Option Repricing 

The board of directors is responsible for the decision (not necessarily the timing) to reprice executive stock options. Board membership generally includes “insiders” who are officers and executives employed by the firm, and those non-employee directors who are affiliated through significant business relationship or interlocking directorship. Consistent with prior literature, those directors on the board not classified as “insiders” are classified as “outsiders” (see, for example, Newman (2000), Newman and Mozes (1999), Byrd and Hickman (1992), and Baysinger and Butler (1985)).  If management is influential in the decision to reprice, or if repricing is opportunistically timed to benefit management, then we expect inside members of the board and/or the CEO to have significant influence over the Board of Directors.  The most obvious opportunities are when (i) the CEO is also the Chairman of the Board, (ii) the CEO is a member of the compensation committee, (iii) an insider is a member of the compensation committee, or (iv) there is a high proportion of insiders on the board of directors. Chance, Kumar and Todd (2000) find that insider participation on the board increases the likelihood of repricing, while Brenner, Sundaram and Yermack (2000) document that the presence of insiders on the compensation committee increases the likelihood of repricing. However, Carter and Lynch (2001) find neither the proportion of insiders on the board or the presence of an insider on the compensation committee is significant in explaining the likelihood of repricing.  

We extend these analyses by examining situations in which we expect insiders to have reduced influence on the compensation committee. Similar to Yermack (1997), we examine situations in which the compensation committee includes a non-executive Chairman of the Board, and when the compensation committee includes an outside director who is a major (>5%) stockholder. In addition, we investigate the role of institutional investors since they have been among the most vocal critics of option repricing (Schism and Lublin 1998), and prior research shows that institutions provide a monitoring role in corporate governance (Schleifer and Vishny (1997)). However, neither Chidambaran and Prabhala (2000) nor Carter and Lynch (2001) find evidence that institutional ownership is related to the decision to reprice.

Finally, we included a proxy for compensation structure.  This is motivated by Mehran (1995) who finds that the percentage of executive compensation in equity form is inversely related to the proportion of insiders on the board, insider ownership and institutional ownership.  Mehran (1995), Jensen and Murphy (1990b) among others, also document that firm performance is correlated to the percentage of equity compensation. However, in a period during which the options are underwater, managers with a greater proportion of equity compensation have greater risk due to the increased probability that these options will not be exercised (Hall and Murphy (2000b)) and greater incentive to undertake more risky projects to raise the stock price (Gilson and Vetsuypens (1993) and Lambert , Larcker and Verrecchia (1991)). One way to reduce this compensation risk is repricing the outstanding options. Hence, we evaluate whether greater proportions of equity in managerial compensation is positively related to the decision to reprice. 

B.  Decision to Reprice – Univariate Comparison 

To provide insight into the type of firms that reprice, Table VII documents corporate governance characteristics for the repricing and non-repricing control sample. These summary statistics relate to institutional and insider ownership, board membership and compensation structure. We measure compensation structure (CASHCOMP) as the ratio of total cash compensation to total compensation for the top five executive reported in the proxy. Cash compensation includes salary, bonus, other cash payments, while total compensation is measured as the sum of cash compensation and the total value of restricted stock, Black-Scholes value of stock options granted, long-term incentive, as well as any other payouts occurring in the repricing year.

 In the year of repricing, both the mean and median institutional ownership (INST) is significantly lower for repricing firms relative to non-repricing firms (p-value ≤0.05).  However, there is no significant difference with respect to insider ownership (OWN_INSD).  CASHCOMP is significantly lower for repricing firms compared to non-repricing firms (p-value ≤ 0.01). More specifically, the mean (median) CASHCOMP is 60.0% (61.2%) for the repricing sample compared to 70.2% (73.2%) for the non-repricing sample.
 Thus, the decision to reprice is more likely for firms whose managers have greater proportions of risky compensation.

[INSERT TABLE VII]
Finally, we examine differences in board membership.   With the exception of one non-repricing control firm, the boards of all other firms in the repricing and the non-repricing control sample include at least one insider.  Insiders (EXEC_BOD) comprise 44.8% of the total board membership for the repricing sample, compared to 36.8% for the control sample.  In addition, the compensation committee of 44.6% of the repricing firms include at least one insider (EXEC_CC_DUM), compared to 25.2% for the control sample. Both of these differences between the samples are significant with p-values ≤ 0.01. 
   Among the firms that have at least one insider on the compensation committee, the mean ratio of insiders to compensation committee members (EXEC_CC) is 45.6% for the repricing firms compared to 39.5% for the non-repricing sample, which is not significant at conventional levels.
  This result suggests that the presence of an insider on the compensation committee is a relatively more important governance characteristic than the number of insiders represented in the decision to reprice. Comparison of the samples yields no difference in the number of CEOs who serve as the Chairman of the Board (CEO_CB), or the number of firms in which the CEO is also a member of the compensation committee (CEO_COM). 

Conversely, corporate governance is expected to be strong, or managerial influence weak, when an outside Chairman of the Board is a member of the compensation committee (CHAIR_COM), or when a member of compensation committee owns more than five percent of the total shares (FIVEPCT).  However, we do not document significant differences between repricing firms and non-repricing firms along these two dimensions in our univariate analysis.

Overall, our univariate tests suggest that decision to reprice is positively related to the percentage of the board seats held by insiders and the presence of at least one insider on the compensation committee.  It is negatively related to the percentage of shares held by institutions and the proportion of cash in total compensation.

C.  Decision to Reprice – Multivariate Analysis

To further examine the role of corporate governance in the repricing decision, we estimate a logit regression on the combined samples (repricing and control).  The results of three separate models are presented in Table VIII.   

[INSERT TABLE VIII]

Model 1 regresses variables representing the determinants of corporate governance on an indicator variable (0,1) that identifies whether the firm repriced. The results indicate that while the percentage of insiders on the compensation committee (EXEC_CC) is a significant (p-values ≤ 0.01) indicator of repricing, the percentage of insiders on the board (EXEC_BOD) is not. To compare this study with similar studies by Brenner et al. (2000) and Chance et al. (2000), we re-examine the relation between these two governance variables and repricing by testing EXEC_CC and EXEC_BOD separately in Models 2 and 3.  In Model 2, we include EXEC_BOD, which Brenner et al. found to be a significant indicator of repricing.  We observe a significant (p-values ≤ 0.01) coefficient for the variable indicating the proportion of insiders in the board (EXEC_BOD).   In Model 3, we test a model similar to Chance et al. and include a variable for the existence of an insider in the compensation committee (EXEC_CC), as well as the remaining governance variables with the exception of EXEC_BOD.  Consistent with Chance et al., the estimated coefficient for EXEC_CC is significant (p-values ≤ 0.01).  The combined results suggest that the existence of an insider on the compensation committee (EXEC_CC) is more important than the percentage of insiders on the board (EXEC_BOD) in predicting the decision to reprice. 

In all three Models, the estimated coefficient for the institutional investors (INST) is negative and significant (p-values ≤ 0.01), suggesting that institutions may be providing a monitoring role as hypothesized by Schleifer and Vishny (1997).  However, the coefficient on insider stock ownership (OWN_INSD) is not significant in Models 1 and 2, but positive and marginally significant (p-value ≤ .10) in Model 3.   In addition, the likelihood of repricing is inversely related to the cash proportion of total pay (CASHCOMP).
  The negative coefficient on CASHCOMP is statistically significant (p-values ≤ 0.01) suggesting that the greater the risk placed on the manager through compensation, the greater the likelihood that they will undo the risk when the company experiences economic turmoil.  
Finally, we also included variables that proxy for stronger corporate governance. Consistent with our prediction, the negative coefficient on the indicator variable identifying the existence of an outside director on the compensation committee with at least five-percent ownership (FIVEPCT), is marginally significant at (p ≤ 0.10). However, while we predict a negative relationship between the existence of an outside chairman of the compensation committee (CHAIR_COM) and the repricing decision, we observe a significant (p ≤ 0.05) positive coefficient. Compensation consultants often argue that due to improved independence, CEOs’ opportunistic behavior can be moderated or eliminated by including an outside chairman on the compensation committee.  However, our empirical test failed to support this argument. Reda and Reifler (1998) provide a potential explanation for this counter-intuitive result. They suggest that many outside directors are selected by the company’s CEO, and oftentimes, these “hand-picked” directors serve on the compensation committee. Thus, while the compensation committee may appear to be comprised of independent directors, there may be little resistance to most executive plans and programs, including new stock plan award authorizations and repricing.

 Also, consistent with Brenner et al. (2000) we do not observe a significant relationship between the incidence of repricing, and instances when the CEO and the Chairman of the Board are the same person (CEO_CB), or instances when the CEO is also a member of compensation committee (CEO_COM). 

D.  Influence of Top Management as a Predictor of Post Repricing CAR

In Table IV, we document positive abnormal returns following the repricing event.  In this section, we examine whether these abnormal returns can be explained by a firm’s governance characteristics. In Model 1 of Table IX, we use the full sample (repricing and control samples) and regress CAR, measured over the twenty-day period following repricing, on the governance variables in Table VIII.   None of the governance variables are significant at any conventional level. 

[INSERT TABLE VIII]
In Model 2, we include two additional variables; 1) an indicator variable representing the decision to reprice (REPRICE), and 2) the change in earnings per share around the repricing event (EPS). Given our earlier results, we hypothesize that the decision to reprice (REPRICE) is positively related to the CAR following the repricing event. We include a change in earnings per share deflated by beginning share price (EPS) to control variable for changes in CAR associated with changes in quarterly earnings. As hypothesized, the twenty-day CAR following the repricing event is positively and significantly associated with both REPRICE (p-value ≤ .01), and EPS (p-value ≤ .10).  Except for the variable representing insider percentage on the board (EXEC_BOD), the remaining governance variables are not significant.

VI.  Conclusion

In the last two decades, stock options have permeated the executive compensation landscape. Part of the reason is the desire by shareholders to tie management compensation to firm performance. This tie-in has been supported by a number of papers that document a positive relationship between firm performance and equity compensation (Jensen and Murphy (1990b), Mehran (1995), Yermack (1995), and Hall and Liebman 1998)). While no one begrudges management the benefits of option packages when the firm does well, it is controversial when executive stock options are repriced or altered for a poorly performing firm. Part of the controversy results from the fact that generally the board of directors can reprice executive stock options at any time without shareholder approval. In addition, firms are not required to announce the changes to the options until much later when the proxies are filed. Usually this means that shareholders learn of the repricing three to twelve months following the repricing event.

Given this lack of transparency of the repricing event, this study examines whether managers time the repricing date to influence their own compensation. For a sample of 236 executive stock repricings occurring between 1992 and 1997, we find evidence that management may time the repricing of executive stock options. The underlying securities exhibit an average cumulative abnormal return of approximately 6 percent in the twenty-day trading period following the repricing event, and, since the news of the repricing is not immediately announced to the public, it is unlikely that this improvement is due to a perception that incentives have been restored. Analysis of the quarterly earnings announcements also supports the timing hypothesis, since options are frequently repriced in advance of favorable, or following unfavorable, earnings announcements. Repricing ahead of positive earnings announcements generally results in immediate benefits to management as the options quickly become “in the money.” 

Overall, the results provide an alternative interpretation to claims that repricing executive stock options restores incentives to management and helps management to retain good employees. Recently, individual shareholders and institutional investors such as the State of Wisconsin Investment Board and the California Public Employees Retirement System have pressured firms to place tighter restrictions on option repricing. Consequently, a number of firms have recently agreed to require a shareholder vote before employee options can be repriced.
 Furthermore, to separate the issue of employee retention from executive incentives, some firms have restricted option repricing to non-officers.
 Therefore, officers who are believed to have significant control over firm performance may not benefit from the repricing.  However, to retain key employees, management may reprice options for employees who were not participants in management decisions.  However, the extent to which institutional investors are able to place restrictions on the firms’ ability to reprice executive options is limited. A recent court ruling states that institutional investors cannot force companies to seek shareholder approval to reprice executive stock options (Murphy (1998)). The court viewed option repricing as a component of general compensation falling under the rubric of ordinary business practice, and therefore, excluded it from direct shareholder consideration; thus providing little resolution on this contentious issue. 
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Figure 1

Mean Monthly Stock Returns for Repricing Firms and 

for the Value-Weighted Market Index
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Mean monthly returns for 166 firms repricing options over the period 1992-1997, and for the value-weighted market index.  Monthly returns are provided from month –65 to month +25 relative to the repricing date.

Figure 2

Daily Cumulative Abnormal Returns Around the Repricing Date for Repricing and Non-repricing Control Sample

Sample includes 166 repricing firms and 156 control firms selected based on industry, size and return performance. CAR is performed for a 170 day period starting in day ‘-50’ through day ‘+120’ with day ‘0’ as the date of repricing identified in the proxy
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Figure 3

Timing of Stock Option Repricing and the Earnings Announcement 

Frequency distribution of repricing dates relative to the dates of the firms’ nearest quarterly earnings announcements. The sample consists of 236 repricing events representing166 firms occurring between 1992 and 1997 and identified in the ExecuComp database.  The earnings announcement date is obtained from the Wall Street Journal Index or the PR newswires.
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Table I

Sample Construction 

A total of 214 firms were identified in the ExecuComp database as having repriced options during the period 1992-1997.  Observations were eliminated if the repricing involved in-the-money options or if the repricing occurred for a non-price related issue.  Examples include conversions to restricted stock, repricings resulting from spin-offs or repricings due to an IRS requirement.  Of the remaining 204 firms repricing, another 38 firms were eliminated because of unavailable proxies, insufficient information, or incomplete data to compute daily and/or monthly returns from the CRSP database.  Proxies were obtained from Edgar, Lexis- Nexis and the Disclosure Q-files.
	Selection criteria
	
	Firms

	Repricing firms identified in ExecuComp
	
	
214

	Repricing in-the-money options
	
	
(5)

	Repricing for non-price related issues or misidentification by ExecuComp
	
	
(5)

	Repricings available
	
	
204

	No proxy available
	
	
(20)

	Insufficient or no information in Proxy
	
	
(12)

	Lack of returns in CRSP
	
	
(6)

	
Final Sample
	
	
166

	
	
	


Table II

Sample Characteristics

Descriptive statistics for 166 firms that repriced during the period 1992 to 1997, 156 matched non-repricing control firms, and the remaining 1,507 firms available in the ExecuComp database. Sales, assets and market value are computed using 1992 constant dollars, reported in millions, and computed from Compustat items. Return on asset is pretax income/asset; profit margin is pretax income /sale; EPS is primary earnings per share excluding extraordinary items; debt to assets is total liabilities/total assets; and market to book is market value/net book value.  Annual return volatility is obtained from ExecuComp database. Means are reported with medians provided in parentheses.  Tests of differences between the samples is reported using parametric and non-parametric methods. T-statistics and z-statistics in parenthesis are reported at the 10, 5 and 1 percent level, using a two-tail test, and denoted by *, **, and ***, respectively.

Table II (continued)

	
	
	Repricing Sample (I)
	Non-repricing Control Firms(II)
	ExecuComp-Remaining Firms (III)
	Diff (I-II)

T-statistic

(z- statistic)
	 Diff (I-III)

T-statistic

(z- statistic)
	Diff (II-III)

T-statistic

(z- statistic)

	
	Number of firms
	166
	156
	1507
	
	
	

	Stock returns 
	Return during repricing year
	-0.198

(-0.283)
	-0.206

(-0.236)
	            -
	-0.21

(0.47)
	-
	-

	
	Two-year return ending in repricing year 
	-0.236

(-0.359)
	-0.280

(-0.339)
	            -
	-0.97

(0.90)
	-
	-

	Firm size
	Total Sales
	642.1

(265.3)
	1009.0

(309.7)
	2835.5

(778.8)
	1.96*
(1.90*)
	10.09***
(8.92***)
	7.09***
(6.29***)

	
	Total Assets
	624.8

(263.7)
	1191.2

(300.7)
	6091.0

(1003.3)
	1.89*
(1.62)
	10.69***
(10.18***)
	8.52***
(7.89***)

	
	Market Value
	953.7

(377.1)
	1249.3

(371.2)
	2895.2

(828.0)
	0.72

(0.36)
	7.24***
(8.11***)
	3.97***
(7.24***)

	Profitability
	Return on assets
	-0.05

(0.00)
	-0.01

(0.02)
	0.08

(0.07)
	1.63

(1.43)
	7.15***
(9.19***)
	6.53***
(7.38***)

	
	Profit margin
	-0.72

(0.00)
	-0.42

(0.03)
	0.15

(0.09)
	0.73

(1.68*)
	2.83***
(10.89***)
	2.02**
(9.46***)

	
	EPS
	-0.45

(-0.03)
	-0.20

(0.19)
	1.40

(1.02)
	1.42

(1.66*)
	5.00***
(15.09***)
	4.38***
(13.33***)

	Firm risk
	Return volatility
	0.54

(0.52)
	0.47

(0.45)
	0.34

(0.31)
	4.45***
(4.58***)
	15.86***
(14.91***)
	9.68***
(10.48***)

	
	Debt to Assets
	0.46

(0.43)
	0.47

(0.46)
	0.59

(0.59)
	0.71

(0.93)
	7.61***
(8.13***)
	7.25***
(6.97***)

	Investment opportunities
	Market to Book
	5.11

(2.02)
	2.59

(1.98)
	2.69

(2.38)
	1.01

(0.75)
	-0.97

(3.53***)
	0.29

(4.69***)

	Exchange membership
	NYSE
	34.3%
	46.7%
	74.1%
	
	
	

	
	NASDAQ
	60.2%
	50.0%
	24.2%
	
	
	


Table III

Repricing Activity By Frequency and By Year

Repricing activity for 204 firms that repriced executive stock options over the period 1992-1997.  From the initial sample of 214 repricings drawn from the ExecuComp database, repricings related to in-the-money options, and repricing for non-price reasons are eliminated.  Panel A reports the frequency of executive stock option repricings.  Panel B documents repricing activity by year.  Repricing for different officers or the same officers of a firm within a one-month period is counted a single repricing. Multiple repricings by some firms during this period results in a total of 281 observations.

	Panel A:  Frequency of executive stock option repricing 

	Number of times stock options repriced
	Firms

	1
	149

	2
	41

	3
	9

	4
	3

	5
	1

	6
	1

	Panel B:   Repricing activity by year 

	Year
	Number of repricings
	Frequency of repricing based on the number of

Firms in ExecuComp (in %)

	1992
	26
	1.52

	1993
	36
	2.06

	1994
	37
	2.09

	1995
	51
	2.90

	1996
	72
	4.18

	1997
	59
	3.61


Table IV

Stock Returns Around the Repricing Date for Repricing Firms

Abnormal returns, cumulative abnormal stock returns (CARs), market-adjusted stock returns, industry-adjusted stock returns and simple firm returns for companies repricing executive stock options during the period 1992 to 1997.  For 236 repricing events representing 166 firms, mean CARs are dis​played for an event period beginning 50 days prior to, and ending 120 days following the repric​ing date. CARs are calculated using Dodd and Warner’s (1983) market model methodology.  The market and industry index are value-weighted returns. An industry return is calculated if there are at least four firms in the SIC code. Four-digit SIC code is used to match 201 repricing observations, three-digit SIC for 29 repricing observations and two-digit SIC for 6 repricing observations. Significance is given at the 10, 5 and 1 percent level, using a two-tail test, and denoted by *, **, and ***, respectively.
Table IV (continued)

	Days relative to

Repricing Date
	Mean Abnormal Return

(%)
	Mean Cumulative Abnormal Return (%)
	Mean Market Adjusted Returns

(%)
	Mean Industry Adjusted Returns

(%)
	Mean 

Stock Return

(%)

	-50
	-0.23
	-0.23
	0.25
	-0.09
	-0.15

	-40
	-0.56**
	-4.47
	-0.63**
	-0.59**
	-0.64**

	-30
	-0.77***
	-8.04
	-0.83***
	-0.74***
	-0.84***

	-20
	-0.37*
	-13.15
	-0.44
	-0.25
	-0.37

	-10
	-0.68**
	-16.74
	-0.71*
	-0.50
	-0.63

	 -5
	-0.40*
	-18.73
	-0.39
	-0.48*
	-0.27

	 -4
	-0.47*
	-19.06
	-0.45
	-0.43
	-0.34

	-3
	-0.87***
	-19.80
	-0.89***
	-0.80***
	-0.82***

	-2
	-0.61***
	-20.28
	-0.62*
	-0.63**
	-0.57*

	-1
	-0.59**
	-20.75
	-0.60*
	-0.86***
	-0.53

	Repricing date
	0.08
	-20.68
	0.03
	0.05
	0.06

	  1
	0.90***
	-19.94
	0.94***
	0.89***
	1.15***

	  2
	1.04***
	-19.13
	1.10***
	1.04***
	1.29***

	  3
	0.69***
	-18.74
	0.74**
	0.60**
	0.86***

	  4
	0.84***
	-17.97
	0.82***
	0.82***
	0.89***

	  5
	0.61**
	-17.63
	0.60**
	0.45*
	0.77***

	  6
	0.23
	-17.39
	0.23
	0.06
	0.37

	  7
	-0.09
	-17.41
	-0.11
	-0.11
	0.01

	  8
	0.17
	-17.37
	0.21
	-0.06
	0.33

	  9
	0.03
	-17.36
	0.03
	-0.05
	0.18

	  10
	-0.05
	-17.33
	-0.6
	-0.16
	0.03

	  15
	0.36
	-15.96
	0.34
	0.11
	0.43

	  20
	0.39
	-14.78
	0.37
	0.20
	0.42

	  30
	0.34
	-14.12
	0.33
	0.23
	0.36

	  40
	-0.20
	-13.73
	-0.19
	-0.33
	-0.17

	  50
	-0.12
	-13.80
	-0.13
	-0.23
	0.01

	  60
	0.08
	-14.02
	0.05
	0.07
	0.10

	  80
	-0.12
	-12.21
	-0.15
	-0.20
	-0.13

	100
	0.04
	-11.49
	0.04
	0.10
	0.16

	120
	-0.10
	-9.72
	-0.13
	-0.34
	-0.05


Table V

Relationship between Abnormal Stock Returns Around Earnings Announcements

and Timing of the Stock Option Repricing Date

Cumulative abnormal returns (CARs) for the three-day period surrounding the earnings announcement date partitioned based on whether the repricing occurred prior to, or following, the earnings announcement. Test uses 236 repricing events occurring over the period 1992 to 1997, representing 166 firms. To control for systematic differences in firm performance during the quarter, in Panel B we estimate the following model: CARi  = 0 + 1 B4EARNi + 2 EPSi  + i.  In Model 1, B4EARN is an indicator variable assigned a value of one (zero) if repricing occurred within five days prior to (following) the earnings announcement.  In Model 2, B4EARN is defined using a twelve-day window.   EPS is the seasonally adjusted change in earnings per share, deflated by share price at the beginning of the quarter. CAR is calculated using Dodd and Warner’s (1983) market model methodology and the value weighted market index.  The estimation period is days –250 through –120 and days +120 through +250 relative to the repricing.  T-statistics (or Z-statistics) are shown in parentheses.  Significance is given at the 10, 5 and 1 percent level, using a two-tail test, and denoted by *, **, and ***, respectively.

Table V (continued)

	Panel A: Univariate test
	
	

	Repricing Date

Relative to Earnings Announcement Date
	Sample Size
	Mean CAR

Around Earnings Announcement (%)
	Median CAR

Around Earnings Announcement (%)

	Less than 30days before
	88
	1.43***
(2.19)
	1.19*
(1.36)

	6 to 12 days before
	19
	2.65 ***
(2.01)
	2.30*
(1.57)

	3 to 5 days before
	14
	3.98 ***
(2.26)
	4.87**
(1.73)

	1 to 2 days before
	14
	5.20***
(2.61)
	3.90*

(1.35)

	1 to 2 days after
	19
	-7.76***
(-5.38)
	-7.08***

(-3.83)

	3 to 5 days after
	19
	-2.57*** 

(-2.16)
	-0.92

(-0.76)

	6 to 12 days after
	29
	-5.89***
(-5.88)
	-3.53***
(-2.97)

	Less than 30 days after
	123
	-4.92***
(-9.85)
	-3.45***
(4.28)

	Panel B: Multivariate test

	Variable
	Predicted sign
	Model 1
	Model 2

	INTERCEPT
	
	-0.046

(2.83)
	-0.053

(4.24)

	B4EARN
	+
	0.085***

(3.33)
	0.089***

(4.60)

	EPS
	+/-
	-0.110**

(2.12)
	-0.086*

(1.78)

	N
	
	66
	114

	Adjusted R2
	
	0.22***
	0.18***

	F-Statistic
	
	9.91
	13.16


Table VI

Relationship between Post-Repricing Cumulative Abnormal Returns and the Timing of the Stock Option Repricing Date to Precede or Follow the Earnings Announcement 

Panel A documents the twenty-day CAR following the repricing event for firms repricing employee stock options prior to (B4EARN) or following (AFTER) the earnings announcement. Model 1 (2) compares repricing occurring within 5-days (12-days) prior to, or 5-days (12-days) following the earnings announcement date.  Panel B regresses the same twenty-day CAR on an indicator variable (B4EARN) assigned a value of 1 (0) if the repricing occurred prior to (following) the earnings announcement.  EPS is the seasonally adjusted change in quarterly earnings per share deflated by share price at the beginning of the quarter.  T-statistics are presented with significance at the 10, 5 and 1 percent level, using a two-tail test, and denoted by *, **, and ***, respectively.
	Panel A: Univariate tests

	
	Model 1
	Model 2

	Group
	N
	Mean
	Median
	N
	Mean
	Median

	B4EARN
	28
	0.110***
	0.100***
	44
	0.123***
	0.065***

	
	
	
	
	
	
	

	AFTER
	35
	0.018
	-0.017
	61
	0.041**
	0.025**

	t-statistic
	
	2.65***
	
	
	1.87*
	

	z-statistic
	
	
	2.44**
	
	
	1.73*

	Panel B: Multivariate tests
Post- Repricing CARi  =  0 + 1 B4EARNi +   2 EPSi +  i

	Variable
	Predicted sign
	Model 1
	Model 2

	INTERCEPT
	
	0.019

(0.79)
	0.041

(1.58)

	B4EARN
	+
	0.091**

(2.53)
	0.082**

(2.06)

	EPS
	+/-
	-0.007
(0.09)
	-0.012
(0.12)

	N
	
	63
	105

	Adjusted R2
	
	0.07**
	0.02

	F-statistic
	
	3.46
	2.17


Table VII

Corporate Governance Characteristics Between Repricing and 

Matched Non-Repricing Control Firms

Corporate governance characteristics for a matched sample of 216 repricing and non-repricing control firm-events. Repricing firms are identified from the ExecuComp database during the sample period, 1992-1997.  For each repricing firm-event, a matched non-repricing control firm is selected based on industry, size and stock performance. Size could be no more than twice or less than one-half, the size of the repricing firm. If a firm repriced several times during a single year, the same control firm was assigned, but in no case, was the same control firm assigned to two different firms with repricings occurring in the same year. The selection criteria resulted in the loss of 20 observations.  Cash compensation includes salary, bonus, other cash payments, while total compensation is the sum of cash compensation, total value on restricted stock, stock option grants using Black-Scholes valuation model, and long-term incentives. Means and medians (in parenthesis) are provided for the corporate governance characteristics.  T-statistics and z-statistics (in parenthesis) are presented with significance at the 10, 5 and 1 percent level, using a two-tail test, and denoted by *, **, and ***, respectively.

Table VII (Continued)
	Governance characteristics
	Variable
	Repricing Firms

n = 216
	Non-repricing Firms

n = 216
	t-statistic

z-statistic

	
	
	
	
	

	Percent of the firms shares held by insiders (officers and directors)
	OWN_INSIDE
	14.5%

(10.4%)
	13.1%

(9.1%)
	0.98

(1.62)

	Percentage of firms shares held by institutions 
	INST
	16.2%

(13.1%)
	21.4%

(18.6%)
	2.97**
(2.98**)



	Cash component of total pay
	CASHCOMP
	60.0%

(61.2%)
	70.2%

(73.2%)
	3.74**
(3.84**)



	Percentage of firms board seats held by insiders 
	EXEC_BOD
	44.8%

(42.9%)
	36.8%

(33.3%)
	3.82**
(4.08**)



	Firms where at least one insider serves on the compensation committee 
	EXEC_CC_DUM
	44.6%
	25.2%
	3.74**

	Percentage of insiders serving on the compensation committee when at least insider exists
	EXEC_CC
	45.6%

(33.3%)
	39.5%

(33.3%)
	1.57

(0.00)

	CEO is also chairman of the board
	CEO_CB
	70.5%
	74.2%
	0.74

	CEO is also a member of compensation committee
	CEO_CC
	10.2%
	6.5%
	1.21

	Outside chairman of the board is a member of compensation committee
	CHAIR_COM
	9.0%
	6.5%
	0.86

	Firms where a member of compensation committee owns ≥ 5% of the firm’s shares 
	FIVEPCT
	10.8%
	10.3%
	0.34


Table VIII

Logistic Regression of Corporate Governance Determinants

and the Decision to Reprice 

The dependent variable was assigned a value of 1 if the firm repriced, 0 otherwise.  The model is estimated for a sample of 216 repricing events occurring over the period 1992 to 1997 and 216 matched non-repricing firm-events identified in the ExecuComp database.  Non-repricing matched sample is selected based on industry, size and stock performance.  Size could be no more than twice or less than one-half, the size of the repricing firm. If a firm repriced several times during a single year, the same control firm was assigned, but in no case, was the same control firm assigned to two different firms with repricings occurring in the same year.  Cash compensation includes salary, bonus, other cash payments, while total compensation is the sum of cash compensation, total value on restricted stock, stock options granted using Black-Scholes valuation model, and long-term incentives. Remaining variables are described in the table. T-statistics are presented with significance at the 10, 5 and 1 percent level, using a two-tail test, and denoted by *, **, and ***, respectively.

Table VIII (Continued)
MODEL:  0,1i  = 0 +  1 CEO_CBi + 2 CEO_CCi + 3 EXEC_BODi + 4 EXEC_CCi + 5 CHAIR_COMi + 6 FIVEPCTi + 7 OWN_INSDi + 8 INSTi + 9 CASHCOMPi + 10 LNSALEi  + i

	Variable Definition
	Variable
	
	Model 1
	Model 2 
	Model 3

	
	INTERCEPT
	
	1.299

(2.16)
	1.138

(2.05)
	1.802

(3.54)

	CEO is also chairman of the board
	CEO_CB
	+
	0.174

(0.63)
	
	

	CEO is also a member of compensation committee
	CEO_CC
	+
	-0.124

(-0.28)
	0.431

(1.09)
	-0.210

(0.47)

	Percentage of firms board seats held by insiders 
	EXEC_BOD
	+
	1.086

(1.53)
	2.210

(3.76)***
	

	Percentage of insiders serving on the compensation committee 
	EXEC_CC
	+
	1.776

(2.75)**
	
	2.318

(4.25)***

	Outside chairman of the board is a member of compensation committee
	CHAIR_COM
	_
	1.093

(2.34)**
	0.904

(2.26)**
	0.930

(2.29)**

	Firms where a member of compensation committee owns ≥ 5% of the firm’s shares
	FIVEPCT
	_
	-0.627

(1.68)*
	-0.508

(1.40)
	-0.700

(1.89)*

	Percent of the firms shares held by insiders (officers and directors)
	OWN_INSD
	+
	1.501

(1.48)
	1.469

(1.47)
	1.868

(1.89)*

	Percentage of firms shares held by institutions 
	INST
	_
	-1.896

(2.71)***
	-1.815

(2.65)***
	-1.994

(2.87)***

	Cash component of total pay
	CASHCOMP
	_
	-2.670

(5.64)***
	-2.650

(5.65)***
	-2.579

(5.53)***

	Log (sales) for the year prior to repricing
	LNSALE
	+/-
	-0.040

(0.62)
	-0.037

(0.57)
	0.533

(0.83)

	
	PSUEDO R2
	
	0.130***
	0.115***
	0.126***


Table IX

Relationship between Post repricing Cumulative Abnormal Returns

and Corporate Governance Characteristics 

OLS Regression model of the impact of corporate governance determinants on post-repricing cumulative abnormal returns (CAR) computed over the twenty-day period following repricing. The model is estimated for a sample of 216 repricing events identified in the ExecuComp database occurring over the period 1992 to 1997, and a matched non-repricing control sample.  The match isperformed based industry, size and stock performance. Size could be no more than twice or less than one-half, the size of the repricing firm. If a firm repriced several times during a single year, the same control firm was assigned, but in no case, was the same control firm assigned to two different firms with repricings occurring in the same year. The selection criteria resulted in the loss of 20 repricing observations.  REPRICE is assigned a value 1 if the firm repriced, 0 otherwise.  B4EARN is assigned a value of 1(0) if the repricing occurred within five days prior to (following) the earnings announcement in Model 1 and twelve days in Model 2.  EPS is the seasonally adjusted change in earnings per share deflated by stock price at the beginning of the quarter.  All other variables are described in Table VIII.  T-statistics are presented with significance at the 10, 5 and 1 percent level, using a two-tail test, and denoted by *, **, and ***, respectively.

Table IX (continued)

CARi  = 0 +  1 REPRICE + 2 B4EARN + 3 EPS +  4CEO_CBi + 5 CEO_COMi +

6 EXEC_BODi + 7 EXEC_COMi + 8 CHAIR_COMi + 9 FIVEPCTi + 10 OWN_INSDi + 11 INSTi + 12 CASHCOMPi + 13 LNSALEi  + i

	Variable Definition
	Variable
	Model 1
	Model 2

	
	INTERCEPT
	0.059

(1.33)
	-0.007

(0.14)

	Indicator variable assigned a value of 1 if the firm repriced, 0 otherwise
	REPRICE
	
	0.072

(4.29)***

	Seasonally adjusted change in quarterly earnings per share deflated by share price
	EPS
	
	0.068

(1.65)*

	CEO is also chairman of the board
	CEO_CB
	-0.017

(0.82)
	-0.023

(1.17)

	CEO is also a member of compensation committee
	CEO_COM
	0.012

(0.39)
	0.013

(0.41)

	Percentage of firms board seats held by insiders 
	EXEC_BOD
	-0.084

(1.61)
	-0.096

(1.85)*

	Percentage of insiders serving on the compensation committee 
	EXEC_COM
	0.076

(1.79)
	0.051

(1.22)

	Outside chairman of the board is a member of compensation committee
	CHAIR_COM
	0.007

(0.22)
	-0.010

(0.31)

	Firms where a member of compensation committee owns ≥ 5% of the firm’s shares
	FIVEPCT
	-0.006

(0.22)
	0.002

(0.07)

	Percent of the firms shares held by insiders (officers and directors)
	OWN_INSD
	0.019

(0.26)
	0.003

(0.05)

	Percentage of firms shares held by institutions 
	INST
	-0.022

(0.45)
	0.005

(0.10)

	Cash component of total pay
	CASHCOMP
	-.056

(1.71)*
	-0.018

(0.55)

	Log (sales) for the year prior to repricing
	LNSALE
	0.006

(1.33)
	0.007

(1.45)

	
	
	
	

	
	ADJUSTED R2
	0.004
	0.048***

	
	F-STATISTIC
	1.17
	2.81
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Endnotes


� 	The optimality of repricing has been studied by Saly (1994), Gilson and Vetsuypens (1993), Acharya, John and Sundaram (2000) and Grein, Hand and Klassen (2001). The valuation of potentially repriceable executive stock options has been studied by Corrado, Jordan, Miller and Stanfield (1998) and Brenner, Sundaram and Yermack (2000). The characteristics of repricing firms has been studied by Brenner, Sundaram, and Yermack (2000), Chance, Kumar and Todd (2000), Chitabaram and Prabhala (2000), Carter and Lynch (2001) and Pollock, Fischer and Wade (2001).  


� 	Similar to our experience, Yermack (1997) and Aboody and Kasznik (2000) find no public announcements of the option grants to executives around the grant date.


� 	While several firms in our sample were willing to talk to us about the repricing decision, we were unable to get a definite answer as to how the repricing date identified in the proxy was selected. We were also unable to obtain compensation committee meeting dates. One board member, a CFO of a sample firm, said “timing is based on keeping employees happy.”   Another CFO stated that they had “some latitude” in selecting the repricing date, and that they could select a date that helped “meet their objectives.”


�  	Our sample is limited to the approximately 1,800 firms included in the ExecuComp Database.  Most firms in the database are NYSE or AMEX listed. A few large NASDAQ firms are included.  The SEC (1992) requires proxy disclosure only if named executive officer’s options are repriced. No requirement exists for repricing of non-executive options. 


�	On December 4, 1998, the FASB announced it intended to release an exposure draft requiring firms that repriced after December 15, 1998 use the “variable” method.  This method requires increases in market value after repricing be recorded as an expense. Carter and Lynch (1999) document a disproportionate increase in the number of firms repricing executive options prior to the effective date of the FASB rule. In addition, in 1998 institutional investors in a number of firms initiated several resolutions requiring shareholder approval for any future repricing. 


� .	This restriction is consistent with Brenner et al. (2000) and Carter and Lynch (2001).


Gerrity Oil and Gas Inc., and Galoob Toys repriced due to a change in their plan from compensatory (requiring variable accounting reporting for changes in stock price) to non-compensatory (fixed exercise price and term) plans. Any loss from increasing the exercise price was compensated for by the company in stock or cash. Smith’s Food and Drugs repriced during the recapitalization process.  Bowater corrected an error made in determining the exercise price. Applebees extended expiring 3-year options to 10 years and increased the exercise price. For completeness and as a robustness check, we included these five firms and repeated all analysis after including the five firms. There is no qualitative difference in the results.


�.	While the control samples do not include any firms that repriced during 1992 through 1997, it is possible they repriced outside of this window, or for non-executive employees.


� 	If no suitable control firm was identified, the potential pool was enlarged to include firms with the same three-digit SIC code.


�	This is consistent with statistics provided by Investor Responsibility Research Center, a Washington-based research group, who find that just under �5% of 1,800 publicly traded companies they monitored repriced in 1996 (Martinez, 1998).  


�   Hall and Murphy (2000a) find 94% of executive options are granted at the money.  


� 	Of firms resetting at a premium, one third set the new exercise between 100% and 110% of the market price, one third between 110% and 120%, and the remaining third between 120% and 185% of the market price on the repricing date.  


� 	For the 21 firms that reduced the number of options upon repricing, we tested the timing of the repricing. For the five (twenty) days following the repricing, the average CAR is + 3.39% (t-value = 1.15) and +11.45% (t-value =1.49), respectively. While the magnitude of the CAR is greater than for the full sample, the lack of statistical significance is probably due to the small sample size.  However, the similarity in the magnitude of the CAR between these samples provides some evidence that managers of firms reducing the number of options are also managing the timing of the repricing.


� 	As a robustness check, we also estimated the 5-day and 20-day CAR using the equal weighted index. The 5-day and 20-day CAR are  +3.09 and +5.32 percent, respectively, which are both significant (p-value ≤ 0.01). In addition, we change the estimation period to include only the period prior to the repricing (i.e. from day –500 to day –251) and assigning the test period as day –250 to day +250, reducing our sample to 224 repricing observations (12 observations are lost due to an insufficient estimation period). The 5-day and 20-day CAR, using the value-weighted index, are still significant (p-value ≤ 0.01) at +1.45 percent and +4.08 percent, respectively. Using the equal weighted index, the 5-day and 20-day CAR is +1.91 and +4.99 percent respectively, again significant (p-value ≤0.01). We also estimated the daily abnormal return for the ten-day period surrounding the repricing date. Similar to results shown in Table IV, the average daily abnormal return is negative prior to the repricing date (day –10 to day –1), and positive and significant (p-value ≤0.01) following the repricing date (days +1 through days +5). Beyond the five-day period following the repricing date, the daily abnormal return is not significant at conventional levels. 


� 	Using only repricings occurring between 1992 and 1994, the last three years of the sample period used by Chance et al., (2000), and using the valued weighted or the equal weighted index, the results are qualitatively unchanged. Our sample is reduced to 52 firms and 74 repricing observations. Hence, our result is robust to time period and the choice of the market index.  


� 	Prior research has shown how many of these features can be incorporated into the valuation model. See Carpenter (1998) for option value adjustment due to the probability of forfeiture, Meulbroek (2001), Hall and Murphy (2000a,b), Huddart (1994) and Lambert et al. (1991) for proportion of firms’ stock held by the manager (non-diversification), non-tradability, early exercise and employee risk aversion. However, such determination requires manager-specific information which is usually not available.    


�	We re-estimated this benefit to the executives by taking the difference in option value on day +20 (presumably all good news has been released) using the new exercise price against the option value on day +20 using the old exercise price. The mean (median) benefit to the named executives is $526,950 ($254,411) which is a mean (median) increase of 26.4 (15.2) percent in option value.


� 	Similar to Yermack (1997), earnings announcements that occur during the weekend or on a holiday are classified as occurring on the next business day.


�   We repeated the test using 5-day CAR and obtained similar results.


� 	Similar results are obtained when CASHCOMP is estimated only for the CEO. We also find that, for both samples, CASHCOMP for the CEO alone is smaller compared to the CASHCOMP for the top five executives, mean (median) of 48.6% (36.9%) for the repricing sample and 63.5% (66.2%) for the non-repricing sample, suggesting that firms are placing more of the CEO’s pay at risk relative to other managers.


� 	One quarter of the firms had multiple repricings during the sample period, thus we examined the governance characteristics of these firms with those having a single repricing event. We found no significant difference between these groups. 


�  These ratios are similar to Newman and Mozes (1999) who examine the 1992 Fortune 250 firms. 


� 	Results are qualitatively unchanged using CASHCOMP estimated for only the CEO.  


� 	We find no qualitative change in the results using a 5-day CAR, or a 40-day CAR following the repricing event as the dependent variable. Deleting firms who repriced underwater options at a premium, and using the sample of firms that repriced only once during the test period, again yielded essentially the same results.


�  Insider percentage on the board (EXEC_BOD) is highly correlated (= 0.599 z = 0.0001) with the insider percentage on the compensation committee (CEO_COM). When repeating Model 2 without EXEC_CC, EXEC_BOD is not significant. 


�	Examples include General Datacomm and at least 18 other firms approached by the State of Wisconsin Investment Board (Scism and Lublin (1998), Wall Street Journal, (1999)).


�	Apple Computer, who repriced top executives’ options five times between 1981 and 1990, excluded everyone at, or above, the vice-president level for a September 1993 repricing (Lublin,1994). Similarly, Premier Technologies and Radiant Systems excluded their top executives in a 1998 repricing. Other limits include reducing the number of shares that can be exercised and imposing a blackout period, usually twelve months, before they can be exercised (Mollencamp, 1998).
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