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ABSTRACT
In this thesis the economic consequences of IFRS 2 are investigated. For a sample of French, Dutch and British firms the number of stock options granted are examined around the issuance of IFRS 2. French and Dutch mandatory adopters reduced the average number of Employee Stock Options (ESO’s) by 18,2%. British mandatory adopters reduced the number of ESO’s by 30,5%. Almost 20% of the mandatory adopters eliminated the use of ESO’s completely. In contrast none of the voluntary eliminated the use of ESO’s and the changes for mandatory adopters were insignificant. In a matched-sample regression it is shown that mandatory adopters had a greater reduction in ESO’s compared with voluntary adopters. The results of this thesis suggest that the economic consequences of IFRS 2 is the reduction in the number of options granted by firms. 
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1. 
INTRODUCTION
Accounting for Employee Stock Options (from here on ESO’s) is a controversial and frequently debated issue. When the Financial Accounting Standard Board (FASB) issued first Exposure Draft (1993) on expensing ESO’s they received over 1700 comment letters, which mainly contested the FASB’s position. Among these respondents were the six mayor accounting firms, start up firms, industry associates, SEC commissioners and even a U.S. Senator (Dechow et al. 1996,  4). The issue that the opponents have is the fact that ESO’s have to be accounted for on the grant date at their fair value. Berton (1993) was not fond of the recognition of ESO’s, he predicted that reported earnings could decrease 2 to 50 % or even more in the certain industries in the U.S. 

This notion of a large opposition against a different method of accounting for ESO’s makes the research of the economic consequences of THE particular accounting method extremely interesting.  One would expect that expensing ESO’s at grant date will have unfavorable economic consequences such as negative impact earnings. Firms may even change their compensation contracts (i.e. move away from option compensation) to avoid ESO expense recognition (Seethamraju and Zach 2003). Chalmers and Godfrey (2005) suspect that this change can ‘reduce the efficiency of compensation contracts as an incentive contract to achieve goal alignment’. 
On the 1st of January 2005 the International Financial Reporting Standards (IFRS) became mandatory for all stock-listed European Companies. One of these standards, IFRS 2, concerns the accounting method for ESOs. This standard is similar tot the American Statement of Financial Accounting Standards No. 123 Revised (SFAS No.123 (R). Both of these standards require that the expense of ESO’s should be recognized at their fair value. IASB Chairman Sir David Tweedie commented that when the standard would have been in force in 2002, it would have reduced 10% of the profits of EU companies. He added that ‘typically, transactions in which options are granted to employees are not recognized in an entity’s financial statement. As a result the entity’s expenses are understated and its profits are overstated, which is potentially misleading to users of financial statements. The objective of IFRS 2 is to require that, no matter what form of remuneration is used, the entity recognizes the associated expenses.´ (Financial Management, April 2004). 
To comprehend the problem standards-setters faced by accounting standards that did not require ESO’s to be expensed at fair value the remuneration of Apple’s CEO Steve Jobs is a good example. During 2000 and 2001 Apple charged a mere $1 to the income statement for the cash compensation of Steve Jobs. However in early 2000 Apple awarded their CEO with a stock option package of that was valued at more than $400 million. Following the accounting standard mandatory at that time Apple did not charge the $400 million to the profit and loss account (Botosan and Plumlee, 2001). By using the so to speak accounting loophole Apple could compensate Steve Jobs for his services and only recognize a  $1 expense the income statement.
In this thesis research is conducted if the expected negative earnings impact due to the fair value recognition of grant date of IFRS 2 has implications for the contractual remuneration agreements made with employees. 
1.1 Explanation of definitions

ESO’s are defined as a right given to an employee, but not an obligation, to buy a specific number of shares of stock at a specific price and time, despite market changes. The option has value when the stock trades above the employee stock option’s exercise/strike price within the vesting period of the option. The vesting period is the period during which all the specified vesting conditions of a share-based payment arrangement are to be satisfied. During the vesting period the employee does not gain control over the ESOs.

Prior to IFRS 2 and SFAS No.123(R) the accounting procedure for ESO’s was the ‘intrinsic method’. Accounting Principles Board Opinion No. 25 (APB 25), issued in 1972, described the use of the ‘intrinsic method’. The intrinsic method recognizes an ESO expense based on the intrinsic value. 
1.1.1 Intrinsic value

The intrinsic value of a stock option is the difference between market value on the date the option is granted (grant date) and the exercise price of the option. APB 25 required that at the grant date the intrinsic value of the option be expensed in the income statement. Firms could easily set the grant price equal to the market value at grant date. The intrinsic value would then be zero and no ESO expense is recognized on that date. If the intrinsic value is zero, options still have a fair value at grant date.
1.1.2 Fair Value

The IASB defines fair value as “The amount for which an asset could be exchanged, a liability settled, or an equity instrument granted could be exchanged, between knowledgeable, willing parties in a arms’s length transaction.” (IFRS 2 Appendix A). When goods or services are received by the company IFRS 2 requires that an expense is recognized. The entry into the accounting system will either be a liability or an increase in equity. This depends on whether the transaction is settled in  cash of equity shares. At the measurement date equity-settled transactions will be expensed based upon their  fair value. Ideally the fair value of goods and services or issued option rights should be determined by reference to quoted market prices. When quoted market prices are unavailable, an estimation of the fair value should be made, using the best information available. ‘When market prices do not exist for share options, the fair value should be determined by applying a valuation technique, usually in the form of an option pricing model (IFRS 2 B4). The most common models are the Black-Sholes model, the binominal model and the Monte Carlo model. When determining the fair value these models must take into account the exercise of the option, the current price of the option, the life of the option, the expected volatility of the share price, the dividends expected on the shares and the risk-free interest rate for the life of the option. In absence of a reliable measure of fair value, IFRS requires the entity to measure the equity instruments at their intrinsic value.
 For transactions with employees and others providing similar services the measurement date is the grant date. The grant date is the date ‘at which the entity and another party (including an employee) agree to a share-based payment arrangement, being when the entity and the counterparty have shared understanding of the terms and conditions of the arrangement’ (IFRS 2 Appendix A). The fair value calculated at the grant date will be charged to the income statement over the vesting period. The vesting period is the period “in which all the specified vesting conditions of a share-based-payment arrangement are to be satisfied.”(IFRS 2 Appendix A). Adjustments will be made on each accounting date in the calculation of the fair value expense to reflect the number of options that will actually vest. For equity-settled transactions the calculated amount will be charged to the income statement and shareholders’ equity will be increased by the calculated amount. 
Cash-settled transactions are payments for goods and services based on the price of the company’s equity instruments. Share Appreciation Rights are cash-settled transactions. The payment relates to the appreciation of the company’s stock over a given period. This leads to a liability, the fair value of the share appreciation rate is recognized at the reporting date. 
1.2 Problem Statement

During the last 20 years the use of employee stock options was a favorable way to compensate employees and executives. Not only was it a way to motivate employees and executives but also the accounting standards at the time did not require  the expense of employee stock options to be recognized at grant date. Now that the accounting standards SFAS 123 R and IFRS 2 are mandatory and require accounting for ESO’s at fair value this could have an impact on the use of ESO’s as a form of compensation. In this thesis the main research question is:
What are the economic consequences of the change in accounting policy for Employee Stock options?
This thesis will shortly discuss the impact on accounting numbers following the change of recognition of ESO’s in the U.S. and EU. 
This paper will first examine the basis for understanding the change in accounting of ESO’s. The next section will deal with the concept of economic consequences. Then prior research on the economic consequences of ESO’s will be discussed.
1.3 Main Contributions
The main contribution of this thesis to the existing body of research will be the evidence that a accounting standard change (IFRS 2) has serious economic consequences on contractual remuneration agreements with employees. There has been no research on the introduction of IFRS 2, so this thesis will provide the first insight into the impact of this standard change on the decision of managers regarding remuneration policy. 
1.4 Summary of the study
In this study the change in stock option based compensation will be investigated around the issue of accounting standard IFRS 2. The expectation is that when the accounting method changes from the intrinsic value to fair value and expensing fair value at grant date becomes mandatory, a reduction in the number of options granted can be found. To link the reduction of options granted to the change in accounting standard, voluntary adopters of IFRS 2 will be compared with firms that have to adopt IFRS 2 mandatory. It is expected that mandatory firms will have a greater reduction in options granted than the voluntary firms. Because voluntary firms already adopted IFRS 2 prior to the effective date of the 1st of January 2005, these firms will already have impounded the negative impact on reported earnings in their decisions to grant stock options. If mandatory firms then experience a larger reduction in stock options than voluntary adopters this would suggest that the economic consequence of IFRS is a reduction in ESO. 
1.5 Brief review of relevant literature
There is no previous literature on the economic consequences of IFRS 2 on contractual arrangements. However there is literature on the economic consequences of the similar accounting standard SFAS 123(R) in the U.S on contractual arrangements. Choudhary (2008) finds evidence that firms that mandatory had to recognize the fair value expense in the profit and loss account eliminated or reduced the size of their option grants. Voluntary adopters of SFAS 123(R) did not have significant reductions in ESO grants. Similiar to the research of Choudhary (2008) Brown and Lee (2007) find that there is a reduction of total compensation paid in ESOs of 28% after the effective  date of SFAS 123(R). Firms with higher levels of ESO grants and firms with larger grant-date fair values of outstanding unvested ESOs cut back more on ESOs. Both studies find that firm substitute stock option compensation with restricted stock and that the issuance of SFAS 123(R) changes the composition of remuneration.
1.6 Summary of main findings

French and Dutch mandatory adopters reduced the average number of options granted by 18.2% after the introduction o IFRS 2. The median reduction was 31.1%. British mandatory adopters reduced the average number of options granted by 30.5% (median reduction 48,7%). Voluntary adopters increased the number of options after IFRS 2 with 14.3% (median increase of 18.6%). The reduction for mandatory firms was significant but the increase in options granted by voluntary firms was not significant. Based on the matched-sample regression the reduction in ESO granted to employees was greater for mandatory firms compared with voluntary firms. These results suggest that the economic consequence of IFRS 2 was a reduction in ESOs.
1.7 Implications of main findings

The implications of the main findings is that IFRS 2 did not only change the way ESO are accounted in the financial statements but it changed the decision making behaviour of managers. Firms that had to mandatory adopt IFRS 2 chose to reduce the number of options granted to employees. The implication that a accounting standard changed the remuneration policy of firms is an important fact to remember for standard-setters. 
1.8 Structure of the thesis
In this introduction the problem statement is given and a brief description of ESO´s is discussed. In the next chapter the background and development of the U.S. and E.U. share-based payment standards is described. Also the accounting consequences of ESO´s and the reasoning why ESO´s should be expensed is explained in chapter two. In chapter three the definition , theory and some examples of economic consequences are described. In the fourth chapter a detailed overview of the literature on the economic consequences of ESO´s  is given. After the definition and theory of economic consequences and the literature on the economic consequences of ESO´s the hypotheses is constructed in chapter five. Chapter 6 describes the sample and research methodology. The results and analysis will be discussed in Chapter 7. Finally, the last chapter will give the conclusion, limitations and further suggestions of this thesis.
2. BACKGROUND

In this section the due process of ESO will be discussed for the U.S.-market and the European market. Also briefly the impact of standard changes on accounting numbers will be discussed. 
2.1 Accounting for Stock options in the U.S.
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In the United States the first accounting standard that dealt with employee stock options was Opinion 25 of the Accounting Principles Board. This accounting standard was issued in 1972. The expense for ESO’s was calculated using the intrinsic method. If the exercise price of the option was equal to the market price at the moment of granting the intrinsic value of the option is zero. At grant date the company did not have to recognize the employee stock option expense in the financial statement. This lead to an overstatement of the profit and a understatement of the employee compensation costs. The overstatement of profit and the understatement of compensation cost made it difficult to compare the annual statement of companies. 
This non-comparability was the main reason that the FASB and the International Accounting Standards Board (IASB) started due processes to address this issue (FASB Minutes 2003). The difference in accounting treatment of employee stock options with variable exercise prices to fixed options, led to the reconsideration of APB 25. The FASB had agreed that ESO’s resulted in a compensation cost. So the culmination of political forces and the conformity of the FASB with compensation consultants, that accounting stipulations at the time influenced the design of stock compensation plans, was the initiative to move towards a fair value approach (Dechow et al. 1996). 
Eventually the strong opposition on the Exposure Draft of 1993 rendered the following standard a compromise. The resulting settlement, SFAS no. 123 ‘Accounting for Stock-Based Compensation’ was introduced on October 23, 1995.  The estimated compensation expense could be disclosed in the footnotes by still using the recognition of the expense at the intrinsic value of APB No. 25. The second option the FASB encouraged was the recognition of the ESO’s cost based on the fair value measure at grant date. Mostly all of the firms who issued employee stock option chose to disclose the ESO fair value expense in the footnotes. In the wake of financial reporting scandals such as Enron and Worldcom, the climate of reduced investor confidence triggered many firms to voluntarily disclose the fair value expensing provisions of SFAS No. 123 (Fredrickson et al. 2006; Farber et al. 2007). On November the 7th 2002, the IASB published an Exposure draft on Share-based payments, proposing that ESO’s should be expensed at their fair value. Soon after the IASB Exposure Draft the United States House of Representatives passed H.R. 3574, an act that would require that only the top 5 executive’s options expense should be recognized. This bill never actually became a law. However the characteristics of firms that contributed to Political Action Committees (PAC’s) that funded the campaigns in favor of H.R. 3574 were studied (Farber et al. 2007).
 On  December the 16th  2004 SFAS No. 123 was revised. SFAS No. 123 Revised ruled out the option to account for share-based compensation under the intrinsic value method utilizing APB 25. Firms were required to account for employee stock options by using fair value. Also the release of SFAS No. 123R met great opposition. Industries that made significant use of employee stock options argued that stock options were the only way to hire professional management. Especially the high-technology sector were the industries that used employee stock options most. The disadvantage of the small high-technology companies was that larger companies could better absorb the stock option expense (Schoeder and Schauer, 2008)
This concludes the introduction of fair value accounting for ESO’s in the U.S.A. Mostly all literature on economic consequences was based on empirical research in the U.S.A.. The next section will discuss the development of IFRS 2 in Europe.

2.2 Accounting for stock options in the EU
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In comparison to SFAS No. 123 IFRS 2 has a wider scope. It not only includes employee stock options but also transactions (i.e. share-based payments) where goods and services are acquired in return for equity-based payments. Contracts within the scope of International Accounting Standards 32 IAS 39 and IFRS ‘Business Combinations’ are excluded from this standard. When a firm receives goods or services the expense related to the equity based payment of these goods and services must be recognized according to IFRS 2. Whether the share-based payment is recorded as a liability or an increase in equity depends on how the transactions are settled. 
Equity-settled share-based payment transactions are transactions in which the entity receives goods or services as consideration for equity instruments of the entity (including shares or share options) (IFRS 2.2). Employee stock options are equity-settled transactions. In this transaction the employee acquires a right to a future possibility, after a waiting period (vesting period), to get shares at a the price that is determined on the grant date.   
Equity-settled share-based payment transactions will be expensed, based on the fair value on the grant date. If the valuation of the Equity-settled transactions cannot be based on market value, an option pricing model should be used. For ESO’s, which vest in the future at the grant date, the fair value is calculated. Provisions which must be met before the employee is entitled to shares are called vesting conditions. Vesting conditions include service conditions, which require the other party to complete a specified period of service, and performance conditions, which require specified performance targets to be met (IFRS 2 Appendix A). These conditions are to be satisfied during the vesting period. The fair value calculated on the grant date is charged to the income statement over the vesting period. For example an employee is granted share options which will vest only once the employee has completed a specified period of employment (3 years). The entity then recognizes an expense over this three-year vesting period. These charges are adjusted at each accounting date to reflect the estimate of the number of options which will eventually vest. Shareholders equity increases with the amount charged to the income statement (Holt, 2009). 
Cash-settled share-based payment transactions are transactions in which the entity acquires goods or services by incurring liabilities to the supplier of those goods or services for amounts that are based on the price or value of the entity’s shares or other equity instruments of the entity (IFRS 2.2) Share appreciation rights (SAR’s) are an example of cash-settled share based payment transactions.  SAR’s entitle employees to a cash payment equal to the increase in the share price of a specified number of the entities shares. The future liability must be valued on the fair value, and must be re-measured every reporting date. The changes in fair value are accounted in the profit and loss account of the corresponding period. 
A combination of equity- and cash-settled transactions is also possible. These are transactions in which the entity receiver or acquires goods or services and the terms of the arrangement provide either the entity or the supplier of those goods or services with a choice of whether the entity settles the transaction in cash (or other assets) or by issuing equity instruments (IFRS 2.2). The components of the transaction stipulate the accounting method; equity- or cash-settled method. 
The effective date of IFRS 2 is the 1st of January 2005. IFRS 2 is effective for annual periods beginning on or after 1st of January 2005. Adoption before this date was encouraged, past this date expensing the fair value of ESO’s was required. The purpose of IFRS 2 was to provide better comparable, transparent  high-quality information to annual statement users. 
2.3 Share Based Payments: expense or not an expense?
From the effective date of IFRS 2 stock options are expensed at their fair value in the profit and loss account. Share based payments are considered as a part of the remuneration of its employees, based on the fact that it is a form of payment (i.e. equity or cash) for services delivered by the employees. Both of these payments represent a value that is being sacrificed at the grant date or execution date of the share based payment. The International Accounting Standards Board (IASB) define expenses as ‘decreases in economic benefits during the accounting period in the form of outflows or depletions of assets or incurrence’s of liabilities that result in decreases in equity, or other than those relating to distributions to equity participants (F.70)’. On the basis of this definition share based payments classify as expenses that need to be recognized in the income statement. Sacho (2003) explains the reasoning of the Exposure Draft 2 (ED 2) ‘Share-based payments’ of the IASB as follows. ED 2 states that when a person provides services to his employer, the services received by the employer are initially an asset. When a firm acquires services from an employee in exchange for cash or ESO’s the following journal entry should be made:
Dr. Service assets

Cr. Bank or ESOs 

When the services of the employee are consumed the following journal entry is made:

Dr. Services expense
Cr. Service Assets 

A share-based transaction causes a decrease in the economic benefits to the firm because the service assets are consumed causing a decrease in equity. Sacho (2003) therefore explains that the reasoning of ED 2 is in line with the conceptual framework of the IASB. 

When a cash-settled share based payment under IFRS 2 is expensed a liability must be formed. The IASB’s conceptual framework defines a liability as a ‘present obligation of the entity arising from past events, the settlement of which is expected to result in an outflow from the entity of resources embodying economic benefits (F49)’. Share based-payments lead to an outflow of resources embodying economic benefits, certainly a option could be worth money at exercise. Based on the conceptual framework it can be concluded that incurrence of liability that is a consequence of the granting of ESO’s is just. 
A former counsellor of the board of directors of AEGON, Kees Storm, expressed that ESO are not a real expense to the firm (De Accountant, December 2005). He explains his reasoning as follows. When a firm expenses a equity-settled share based payment the following journal entry is made:
Dr. Compensation Expense

Cr. Equity Component

Storm argues that in one year the equity position of firms that grant ESO and firms that do not grant ESO is the same, concluding that ESO is not important for the measurement of the performance of a firm. He illustrates this by the following example: 
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However the former member of the board of directors forgets that ESO’s are indeed an expense to the firm. Firstly, share-based payments are an expense according to the conceptual framework of the IASB. Secondly, the payment for goods and services by share-based payments is no different than paying for these goods and services by cash. 
The employee would not accept payment for his services if the share-based payment had no value. It can be concluded that share-based payments are indeed an expense. 
2.4  Accounting Consequences
As IASB Chairman Sir David Tweedie said, IFRS 2 should have serious implications for the reported income. Under most pre-IFRS GAAPs the intrinsic value method was used for ESOs. When the exercise price was set equal to the market price at grant date no expense was recognized during the vesting period of the option. Under IFRS 2 ESOs are to be expensed during the vesting period. For example when the vesting condition is that the employee has to remain with his current employer for three years, the fair value is expensed during this three year vesting period. Comparing this with the intrinsic value method, where no stock option expense is made during the vesting period, the fair value method has a decreasing effect on net reported income during the entire vesting period. 
Studies that examine the impact of expensing stock-based compensations on key measures of financial performance are not considered research on economic consequences (Botosan and Plumlee 2001; Street and Cereola 2004; Chalmers and Godfrey 2005). However they do imply that the impact on accounting numbers is significant to investors (Mains et al. 2004). Botosan and Plumee (2001) and Street and Cereola (2004) both use SFAS No. 123 disclosures to determine the impact of expensing stock-based compensation on Earnings per share and the Return on Assets. 
The impact on the financial ratios is material in both studies. In the research of Street and Cereola (2004) the impact varies significantly by country. Botosan and Plumlee (2001) focus on high growth firms only. Chalmers and Godfrey (2005) confirm that the materiality of expensing stock-based compensation is larger for high Earnings per Share (EPS) growth firms relative to low EPS growth firms. However Chalmers and Godfrey (2005) study the impact of expensing share-based payments of IFRS 2 in Australia instead of SFAS No. 123 which makes the interpretation of the comparability unclear.  They do acknowledge that the adverse effect of expensing share-based payments will influence contractual agreements based on accounting numbers and influence the market’s reaction. The market’s reaction will determine the impact on firm values. For their sample of 159 firms, Chalmers and Godfrey (2005) find that 20% of this sample has a significant negative impact on performance ratios (return on equity, return on assets and diluted earnings per share). They find these results by comparing the performance ratio’s using the actual financial numbers of 2002 and the reported numbers ‘as if’ option grants were expensed over the vesting period. The literature concerning the actual economic consequences of the accounting standards changes will be discussed in section 4.
3.  ECONOMIC CONSEQUENSES
In this chapter the concept of economic consequences will be discussed. In section 3.1 the definition of economic consequences will be described. In section 3.2 the theory behind economic consequences will be discussed and in section 3.3 examples of studies on economic consequences will be given.

3.1 Definition
Economic consequences can be described as ‘the impact of accounting reports on the decision making behavior of business, government, unions, investors and creditors’ (Zeff 1978, 56 ). Economic consequences concern the impact of new accounting standards, exposure drafts or accounting regimes (IFRS) on the actual economic decisions of all the economic parties involved. The notion that accounting regulations only affect how the underlying economic transactions are reflected in the accounts of the annual statement, without changing the nature or shape of these economic transactions is flawed. Accounting regulations can have serious real social and economic consequences. The constituents (i.e. shareholders, preparers, managers, auditors) play a role in the political process of the forming of a new accounting standard. When one of these parties becomes economically disadvantaged by the new proposed accounting standard this party will use the political process to influence the standard-setters. This standard setting process is called a ‘due process’. During the ‘due process’ the regulator involves the parties that are affected by the proposed regulation in the discussion that leads to the final contents of the regulation. In the ‘due process’ often first a discussion paper is issued by the standard-setter. This discussion paper contains a comprehensive overview of the issue, possible approaches in addressing the issue, the preliminary views of the authors and most important an invitation to comment. After the consideration of research and recommendations, the comments received on the discussion paper and comments by other accounting standard setters a exposure draft is issued. The exposure draft contains the proposed standard or an amendment to an existing standard. After the first exposure draft a possible second exposure draft may be published when not previously considered issues arise during the comment period. When the standard setter has reached a conclusion on the issues arising from the exposure draft(s) the final standard is issued. 
 Research that focuses on the firm characteristics of lobbying firms in the ‘due process’ falls into the broader sense of the research on economic consequences of ESO. The broader sense of research on economic consequences of ESO standards contains positive research, market-based research and behavioral research. For example the economic consequences in the broad sense entail the market reaction subsequent to announced changes in accounting standards. Economic consequences of accounting for ESO in the narrow sense relates to the impact of new standards on contractual arrangements. 
3.2 Theory
As noted in the introduction, firms expend considerable resources lobbying regulators, because of the choice of accounting method matters to these constituents. A theory that explains why a certain selection of accounting method matters to managers is the Agency Theory. Agency Theory deals with the relationship of principals (shareholders) with agents (corporate managers). Jensen en Meckling (1976) describe the relationship between agent and principal as ´a contract under which one or more (principals) engage another person (the agent) to perform some service on their behalf which involves delegating some decision-making behavior (Jensen and Meckling, 1976). Agency costs are the cost inherent to the principal agent relationship. An assumption of the agency theory is that individuals are driven by self-interest. When there are no contractual arrangements between the agent and the principal, the principal will pay the agent a lower salary in anticipation of opportunistic actions by the agent (Deegan and Unerman, 2006). Assuming agents would prefer a higher salary, they would have an incentive to enter into contractual agreements that would be able to reduce opportunistic behavior detrimental to the principal. These contractual arrangements are often tied to accounting numbers. Managers have an incentive to show to their principals that they are not acting in any way detrimental to the principal. Agents have the demand that their financial statements are audited or monitored. The costs of undertaking an audit is referred to as a ´monitoring cost´. Under the Agency Theory the firm can be considered as a nexus of contracts. These contracts are put in place so that all the parties that are acting out of self-interest,  are moved toward the goal of maximizing the value of the organization. Internal mechanisms are put in place, such as compensation contracts that are tied to reported accounting profits, so that the actions of the agent (manager) that benefit the individual also benefits the organization as a whole. The objective of these mechanisms it to minimize agency and contracting costs. Agency costs associated with debt and management compensation contracts and other contracting costs associated with the political process provide the basis for the three hypothesis of Watts and Zimmerman (1990).
The behavior or decisions of managers, caused by accounting changes, that have economic consequences are often explained by the three hypothesis of Watts and Zimmerman (1990).  These are the bonus plan hypothesis, political cost hypothesis and debt covenant hypothesis. The contracts the firm has with managers, the government and debt holders pose contracting costs for the firms. These hypothesis imply how these parties react to accounting changes and accounting decisions. The bonus plan hypothesis states that ‘managers of firms with bonus plans (tied to reported income) are more likely to use accounting methods that increase current period reported income’ (Watts and Zimmerman, 1990). When managers bonus schemes are tied to the reported income an increase in income will subsequently increase the compensation of the manager. The second hypothesis is the political cost hypothesis. This hypothesis states that ‘large firms rather than small firms are more likely to use accounting choices that reduce reported profits. (Watts and Zimmerman, 1990). Larger firms are often under more political scrutiny, which motivates them to use/adopt accounting changes/methods to reduce their reported profits. This will reduce the possibility of new laws and regulation because of the argument that the organization is exploiting other parties. The bonus plan hypothesis and the political cost hypothesis both relate to net earnings. The debt covenant hypothesis states ‘that the higher the firm’s debt/equity ratio, the more likely managers use accounting methods to increase income’ (Watts and Zimmerman, 1990). This means that when firms have debt agreements with lenders and these agreements have accounting-based debt covenants (debt ratio constraint) firms will try to use accounting changes to increase either income, equity or assets. In the following section De Jong et al. tests the three hypothesis of Watts and Zimmerman. Further on some other examples of studies that concern economic consequences will be given.
3.3 Examples
3.3.1 Preference Shares


One example where the accounting standard changes the decision of managers and provide us with evidence of economic consequences is the introduction of IAS 32. On the first of January 2005 with the introduction of IFRS ‘Financial Intstruments Presentation’ (IAS 32) became mandatory for stock-listed firms. IAS 32 deals with the regulation about preference shares. A. de Jong et al. (2006) focus their research on the change in accounting standard on preference shares in the Netherlands because Dutch Generally Accepted Accounting Principles (GAAP) and IFRS differ in the way they treat the classification of preference shares. IAS 32 causes the classification of most preference shares to change from equity to a liability. Dutch GAAP and IFRS both classify an instrument as equity when the instrument does not include a contractual obligation to deliver cash or other financial assets to a different entity (IAS 32.11). When a preference share has an obligation to pay a fixed rate of dividend or the investor is given the right that requires the company to repurchase some or all of the investor’s shares at a given time in the future the substance of the financial instrument is that the preference share is a contractual obligation to deliver cash. The preference share should then be classified as a liability. However Dutch GAAP and IFRS differ when it comes to a conditional obligation where the preference share entitles the investor to pay a dividend when the firms earns a profit. Dutch GAAP classifies preferences shares with the conditional obligation as equity where IAS 32 classifies the them as a liability because the issuer cannot avoid the contractual obligation of delivering cash or another financial asset. This difference in classification causes most of the preference shares in the Netherlands to be classified as a liability (De Jong et al, 2006). De Jong et al. (2006) study a sample of 34 Dutch stock-listed firms. The impact of the change in classification causes the firm’s debt ratios to increase on average by 35%. De Jong et al. (2006) tested the three hypothesis of Watts and Zimmerman. De Jong explains the bonus plan hypothesis as that managers with bonus plans are more likely to react to accounting developments, to increase their income.
Both the size difference (political cost hypothesis) and net earnings difference (bonus plan hypothesis) are not significant drivers of the firms decisions to  either buy back or change the conditions of the preference shares. De Jong et al. (2006) does find some evidence for the third hypothesis of Watts and Zimmerman (1990). When firms have debt agreements with  lenders and these agreements have accounting based debt covenants (debt ratio constraint) firms wil try to use accounting changes to increase either income , equity or assets. The increase in debt ratio of 35 % De Jong (2006) finds is highly likely to tighten the debt covenants of these firms. This provides some evidence for the debt covenant hypothesis. Of the firms impacted with a significant increase in debt ratio 52% buys back their preference shares and 19% alter the specifications of the preference share so that the preference shares classify as equity. The sudden buy back and reclassification of preference shares is not a ongoing trend. This  means that the economic consequence from the sudden buy back of preference share is the decrease in financial instrument that would have added to the capital structure diversity (De Jong, 2006). 
3.3.2 SFAS No. 13 ‘Accounting for Leases’
Another example of economic consequences by a accounting standards change is SFAS No. 13 of 1976. This standard changed the disclosure regulation on capital leases. Prior to this standard capital leases were disclosed in the footnotes of the annual statement. After the standard firms were required to capitalize the present values of the pre-adoption capital lease obligation as debt. The corresponding unamortized asset values were to be included as assets in the balance sheet. There is a difference in timing of the expenses of capital leases and operating leases.  Rental expenses are less under the operating lease than the sum of initial interest payments and depreciation expenses under capital leases. This difference in timing causes owner’s equity to decline after capitalization and net income to decrease for most lessees (at an increasing amount of nominal capital leases)(El-Gazzar et al, 1986). The increase in assets and debt and decreases in income and equity can cause increases in accounting measures of leverage (i.e. debt/equity) and decreases in accounting rates of return. Imhoff and Thomas (1988) report that managers mentioned debt covenant violations in relation to the increases in leverage. This can be related back to the debt covenant hypothesis of Watts and Zimmerman (1990). The study of Imhoff and Thomas (1988) provides evidence that managers change the capital structure to mitigate the impact of the lease capitalization. The use of capital leases declined sharply after the introduction of the standard. There was a substantial substitution of capital leases by operational leases. The author adds that renegotiation of lease contracts is a low cost alternative compared to non-lease financing and capital changes (decrease in debt, increase in equity). Also an increased usage of non-lease financing and capital changes were the economic consequences of the lease disclosure regulation change.
3.3.3 Economic consequences of increased disclosure
Beside the economic consequences of standard changes on contractual agreements, accounting regime changes and the accompanied commitment to increased disclosure can have economic consequences. Leuz and Verrecchia (2000) study a sample of 102 stock-listed German Companies of which 21 have changed their reporting regime from German GAAP to either IAS or US GAAP. German GAAP and IAS and US-GAAP have different disclosure requirements. A switch to either IAS or US-GAAP is considered as a substantial increase in a firms commitment to increased disclosure. The cost of capital that arises from information asymmetries should be lowered by this commitment. Leuz and Verrecchia (2000) explain this consequence of increased disclosure as follows. Asymmetric information between buyers and sellers can cause adverse selection which leads to higher costs. The introduction of adverse selection reduces the expected liquidity in the market. To attract reluctant investors to illiquid markets firms issue equity at a discount. This discount leads to fewer proceeds, thus a higher cost of capital. Firms that switch to a reporting regime with higher levels of disclosure will have a lower information asymmetry component in the cost of capital. Leuz and Verrecchia (2000) provide evidence that the information asymmetry component is reduced for firms switching to IAS or US-GAAP. This reduction is exhibited by changes in the proxy’s for information asymmetry. The proxy bid-ask spread is lowered and the proxy share turnover is increased. The economic consequences of increased disclosure result in a benefit for the firm in the form of a lower level of information asymmetry. 
The same proxy’s for information asymmetry are used in the research of Bushee and Leuz (2005). The economic consequences of increased disclosure is investigated in a different setting. In 1999 the Securities and Exchange Commission (SEC) approved the ‘eligibility rule’. This rule required that all domestic Over-The-Counter Bulletin Board (OTCBB) firms to comply with the reporting obligations under the 1934 Securities Act. The OTCBB is regulated electronic trading service for small-cap securities that are not traded on the NASDAQ or listed on one of the national exchanges. Other than imposing cots on OTCBB firms the ‘eligibility rule’ greatly increases the disclosure requirements. 76% of the firms that did not previously file an annual financial statement with the SEC did not comply with the required disclosures of the ‘eligibility rule’. These firms were removed from the OTCBB and would have either go private or trade in the Pink Sheets, were SEC filing is not required. After the removal from the OTCBB these firms experienced significant and sustained decreases in all liquidity measures. Firms that did comply with the ‘eligibility’-rule and previously did not file with the SEC exhibited significant and sustained increases in liquidity. Firms that already complied with the ‘eligibility’-rule also exhibited significant and sustained increases in liquidity. Concluding the research of Bushee and Leuz (2005) confirms that the economic consequences of increased disclosure are reductions in information asymmetries and increased market liquidity. 
4. EMPIRICAL LITERATURE ON ESO
In the previous chapter the definition, theory and some examples on economic consequences have been discussed. Now that we are acquainted with the definition and theory and examples of economic consequences, the literature on economic consequences of ESO´s will be dealt with in this chapter. In the first three sections economic consequences of ESO´s in the broad sense will be given. In section 4.4 economic consequences of ESO´s in the narrow sense will be discussed. 
4.1 Positive research: lobbying firms 

Dechow et al. (1996) examined the characteristics of firms lobbying against the Exposure Draft (FASB 1993). They selected a sample comment letters of 347 firms which opposed the Exposure Draft.  When compared to size- and industry-matched control sample that did not oppose the Exposure Draft, the proportion of compensation that top executives receive is significantly greater for firms opposing the Exposure Draft.  They suggest that self-interested managers try to avoid recognizing an expense for their option-based compensation. Within these lobbying firms ESO usage is concentrated at management level. 
Similar to this research is, the examination of characteristics of lobbying firms for H.R. 3574 (Farber et al. 2007). This act required that only ESO expenses for the five highest-paid executives would be expensed using a minimum value method. The minimum value method requires firms to assume that the stock price volatility is zero when using option pricing models (i.e. Black-Scholes).  Because measurement of the cost of options is related to stock price volatility this would cause an understatement of the value of these options. For a 400 firm sample the ESO expense from the fair value approach of the FASB was compared with the minimum value method. The compensation expense under the minimum value method was on average much smaller (2%) than the fair value method.
A Political Action Committee is a group that makes contributions to a political campaign. The Political Action Committee raises cash for these contributions from executives and shareholders. Using a regression model on the sample between April 2003 and July 2004, the results provided ‘no evidence of an association between the level of Political Action Committees´ contribution and the impact of H.R. 3574 on the amount of option expense reported for a firm’s top executives’ (Farber et al. 2007, 19). However the impact on recognized option expenses for the rest of the firm’s employees had a positive relation with the level of PAC contributions. The authors concluded that not only firm management incentives, but all employees spent effort lobbying against recognition of ESO expenses at fair value. They suggest that the entire firm ‘believes that recognition of stock option expense will be more costly for them than disclosure’ (Farber et al. 2007, 3). 
4.2 Market based research 

Besides firm-specific characteristics the stock price reaction to key events was examined in Dechow et al. (1996). Using the comment letter sample, a biotechnology sample of 136 companies that recently went public and 589 companies with high-option usage, they examined the stock price reactions to 3 key events. For the first two events, the announcement that ESO’s were to be expensed and the release of the Exposure Draft, they predicted that the stock price reactions were negative. The third event (i.e. the change from mandatory to voluntary recognition) was predicted to have a positive reaction. Neither of these events resulted in a significant stock price reaction. 
The question whether investors incorporate the value of the outstanding ESO’s into the share price is answered by Aboody (1996). Based on a sample of 478 firms which have an outstanding fixed option to outstanding common stock ratio above 5%, a cross sectional price level regression is made. Aboody (1996) finds a negative association between the outstanding options and firm value. This can be expected when the outstanding value of the ESO’s is lower than its future benefit. Since ESO’s provide incentives for management and may possibly reduce the agency problems the outstanding value can affect share prices in two different ways: 

1 The dilution of outstanding stock has a negative effect on share price. 

2 The increase in employee incentive to raise the firms stock price through increased performance
The results suggest that the dilution effect predominates the performance increasing effect. Further, the results of Aboody (1996) show that there is no significant relation for small firms between stock prices and outstanding ESO values. The significant negative relation found in this article applies to large firms. The research controls for the mechanical relation between price and stock based compensation expense. The mechanical relations point out that the valuation of stock options is as a positive function of the underlying stock price (Aboody et al. 2001).
Subsequent research has been executed by Aboody et al. (2001). In the period of 1996 to 1998 the association between share price and stock-based compensation is examined. The sample consists of more than 480 firms in the U.S. The main findings show that the perception of investors of ESO expenses is seen as an expense of the firm. The negative relation between ESO expenses and share prices is weakened when a firm has higher expected future earnings. Contrary to this paper is the research of Bell et al. (2002), where it appears that investors do not value the ESO expense as an expense but as an intangible asset. This intangible asset (i.e. intellectual capital) is seen as a valuable investment in employees by motivating to create firm value.  However the conclusion that ESO expenses are seen as assets cannot be generalized for all firms, because the sample only includes profitable computer software firms. 
What is puzzling is that there was a fierce opposition against the fair-value recognition of ESO. Based on the efficient market hypothesis (EMH), the difference of a disclosure or a footnote should not affect market prices (Fama 1970). The introduction of SFAS 123(R) merely moves the costs of ESO from the footnotes to the income statement. Under the EMH this would not impose any direct economic costs to the firm because the standard only requires that the information about the costs of ESO are disclosed differently. The nature of the information disclosed to the share holders does not change. Other than only reducing the reported net earnings, the option expensing should not have any impact on firm performance because all public information would already be incorporated in determining firm value. Studies examining the announcement effect of fair value option expensing (i.e. Dechow et al. (1996) and Aboody et al. (2003)) do not find negative stock market reactions which you would expect considering the large opposition against fair value option expensing. 
The results of Espahbodi et al. (2002) differ from the non-significant market reaction, Dechow et al. (1996) found. Significant market reactions (i.e. abnormal returns) were found around the event of issuance of the Exposure Draft of 1993 and the event of compromise by the FASB. They show that ‘the abnormal returns were most pronounced for high-tech, high growth, and start-up companies´ (Espahbodi et al. 2002). The positive market reaction to revocation of the requirement to expense the estimated value of stock options, led the authors to the same conclusion as the FASB that disclosure is not a substitute for recognition.
Ferri et al. (2005) used shareholders votes’ in 2003 and 2004 annual meetings instead of market price reactions to characterize firm specific factors. The authors predicts that shareholders of firms with excessive ESO compensations will look past the impact on earnings to come to a more moderate use of ESO’s. Consistent with this prediction they find that the fraction of votes in favor of expensing ESO’s is greater for firms characterized by perceived excessive option compensation. Also consistent with the prediction is that votes in favor of expensing ESO’s are negatively related to the expected earnings impact of expensing ESO’s. 
From the perspective of shareholders it is not clear that all information is impounded in the share price. Robinson and Burton (2004) shed light on the issue that disclosure is not a substitute for recognition. The authors give 5 possible arguments for a market reaction:
· Investors fixate on reported income numbers, so that the market reaction is negative due to higher expenses

· The voluntary disclosure is a signal of transparency to the investors. This will lead to a positive market reaction
· Constraints of debt contracts could be negatively impacted. This would lead to a negative reaction

· Change of compensation plan which could lead to higher employee performance. This would lead to a positive reaction

· Political costs related to earnings would possible go down can lead to a positive reaction. 

An event study around the announcement date of 97 adopters of the fair value recognition in SFAS No. 123 is made determining that there is a significant abnormal announcement return. Although the impact of ESO expensing is greater for the control firms who did not announce voluntary disclosure, the impact on adopters is still significant. The authors suggest that the main reason for adoption is the positive impact of higher transparency of reported information. 
This research is similar to Aboody et al. (2003) which finds evidence that especially firms that state that they are trying to improve high quality financial information have significant abnormal market returns. Both studies recognize, that firms who voluntary recognize fair value ESO expenditure have significantly smaller ESO expenses than their control groups. 
4.3 Positive research on real time economic consequences

Before the implementation of SFAS No. 123(R) firms tried to minimize the impact of fair value ESO recognition on future reported income by accelerating options. Options granted but not yet vested after 2005 would also be recognized in the income statement at fair value.  By accelerating vesting the options can be exercised before the effective date of SFAS No. 123(R). If the options are in the money this leads to an expense in 2004. Most of the options which were accelerated were ‘underwater’, meaning that they were out of the money. However stock prices might go up and these underwater options would lead to fair value recognition after SFAS No. 123(R). Before this the effective date of the standard the costs could be disclosed in the footnotes. The proxy for benefits from accelerating (i.e. grant date value of the options) positively influences the decision to accelerate (Balsam et al. 2008).  Larger firms and profitable firms are less likely to accelerate the vesting period of options. The market reaction to is positive related to the benefits of acceleration. The paper shows a positive market reaction to the amount of ‘underwater’ options accelerated.
4.4 Impact on contracts
One of the explanations that Guay et al. (2003) gives for the opposition to the required ESO expensing is the real economic cost on the firm. Debt covenants or consumer confidence may be influenced by the recognition of the ESO fair value. Hall and Murphy (2003) argue that the voluntary disclosure reduces the gap between the perceived cost of options and the economic cost of options. Instead of the economic cost a outsider would pay, the firm does not bear an immediate accounting charge when issuing an option. These explanations are not based on empirical research. So far empirical research has been primarily focused on the broad sense of economic consequences discussed in the previous section. 
Kunkel and Lau (2005) made a survey in 2004 under 150 firms that have voluntarily decided to expense stock options in anticipation of the proposed FASB rules. The goal of the survey was to gain insight in the compensation behavior of firms concerning long-term incentives. 21% of the firms in the survey responded. Of these 31 firms 56% indicated that stock options will no longer be their primary long-term incentive for employees. In another question 68% responded that they intended to place more emphasis on another form of long term compensation other than stock options. 50% answered that the other form of long term compensation would be restricted stock, 34% mentioned that the other form compensation would be cash or shares. The authors make the overall conclusion from the survey that the findings indicate that stock options as a form of compensation will be diminished and the choice of compensation will fall on other forms of compensation (restricted stock).

Feng and Tian (2009) research the level of equity-based incentives prior to the years of the mandatory requirements of SFAS 123(R). They argue that firms begin to reduce their equity incentives after 2001 because the likelihood of option expensing becomes almost certain in the end of 2002. They find a significant drop in the use of stock options. In 2001 stock options were 90% of equity incentives, in 2004 this has dropped to 77%. Stock options are substituted by an increase in restricted stock and cash compensation.  
Balsam et al. (2007) made a survey under 650 firms (132 responded) to investigate the reaction to SFAS 123(R). The reaction was that firms decreased the use of options and increased their use of restricted shares and restricted stock options as means of compensation. 39% of the firms admitted that SFAS 123(R) was the reason for changing their compensation program. 61% of the firms either eliminated or reduced the use of options at all levels. 26% eliminated or reduced the levels of stock option compensation for non-executives only. Employees of which their stock option compensation was reduced or eliminated were compensated by restricted stock. 44% of the firms increased their use of restricted stock for this reason. The authors note that this change in compensation is consistent with the accounting standards intended effect. The intended effect of SFAS 123(R) by the FASB was to level the playing field with other forms of compensation. This was done by removing the favorable accounting treatment for ESO’s. The reaction of firms was that they changed their compensation method by the means of ESO’s to a compensation method that was better for non-accounting reasons. 
Another survey investigating the effects of SFAS 123(R), by Towers Perrin (a global professional services firm), found that of the companies that made changes to their stock option program, 45% cited SFAS 123(R) as the primary reason for changing their stock option grant policies. This survey was held under 30 of the largest U.S. technology companies. 
Recently the work of Choudhary (2008) shed light on the underlying issue of ESO’s. What are the real economic consequences of mandatory recognition versus the mere disclosure of ESO at fair value? Choudhary (2008) finds ‘that firms modify the terms of compensation contracts at the time of mandated recognition, but not during mandated disclosure. Firms reduce the recognized fair value of ESO’s in two ways: by eliminating or reducing option grants and by reducing the contractual length of options’ (emphasis added). Cross-sectional regressions are made around the issuance of SFAS 123 and SFAS 123 Revised to find changes in ESO compensation contracts. Firms substitute ESO with restricted stock (i.e. not fully transferrable stock) during the transition to recognition (SFAS No. 123 R). His results suggest that only the firms that changed their accounting method for ESO mandatory, made reductions in ESO usage during the expected period. Voluntary recognizers didn’t have significant reductions after the mandatory SFAS No. 123 R implementation.
Other research on the ESO cutbacks after the issuance of SFAS 123R is carried out by Brown and Lee (2007). They show that firms reduced the average proportion of their top five executives’ total compensation paid in ESOs by 28 percent around the time of issuance of SFAS 123R. They show that firms with higher levels of annual ESO grants and firms with larger grant-date fair values of outstanding unvested ESOs upon adopting SFAS 123R cut back more on ESOs. Firms are more likely to grant restricted stock after the issuance of SFAS 123R. SFAS 123R has no impact on restricted stock (i.e. expensed both pre and post SFAS 123R). This suggests that how compensation is reported in the financial statements partly changes the choice between compensation alternatives.
5. HYPOTHESIS DEVELOPMENT

The expected consequence of IFRS 2 is a decline in reported earnings. Feng and Tian (2007) describe two reasons why executives do not like a sudden decrease in reported earnings. Executives are often rewarded via a cash compensation in the form of a bonus or an equity-based incentive such as a stock option package . These performance payments are often contingent upon the reaching of certain reported earnings levels. Considering that the expense of stock options could lower the future compensation of the executive, the expensing of stock options at grant date fair value is a unwelcome change. The second reason is that executives are concerned that there is a greater visibility and transparency of their compensation when executive stock options are expensed in the profit and loss account. Taking in to account these reasons why executives dislike the expensing of stock options the introduction of SFAS 123(R) and IFRS 2 could have real economic consequences when it comes to the remuneration of executives. In a perfect world the incentives of the firm’s managers would not be changed by new accounting standards that do not have direct cash flow effects. But in the real world firms face many different contracting costs (i.e. agency costs, information costs, bankruptcy costs, re-negotiation costs and transaction costs)  with stakeholders that could change by the introduction of accounting standards. 
In the US-setting SFAS 123(R) had a tremendous impact on the remuneration composition of executives. The studies by Choudhary (2008) and Brown and Lee both find a significant reduction in the number of stock options granted after SFAS 123(R) becomes mandatory. Firms move away from option based compensation to avoid ESO expense recognition. This is proven for accounting standard SFAS 123(R) in the U.S.-Market. 

Blue Fox N.V. implicitly mentions IFRS 2 as the reason for discontinuing their stock option program:

. 
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Another company ICT Automatisering explicitly states the new regulations (IFRS 2) concerning stock options is the reason to cease the compensation through ESO’s.
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The introduction of IFRS two will have a decreasing effect on the reported income of the firm, this could have implications for the bonus schemes of managers. The expensing of stock options at fair value in the profit and loss account also could have a greater visibility and transparency of the managers compensation. Both these possible implications and certain the mere fact that the reported income of firms is lowered by the application of IFRS 2 will drive firms away from using employee stock options. The expectation is that in the year 2005, the effective date of IFRS 2,  there is a reduction in the usage of stock options. This can be measured by looking at the options granted in the previous years (2002-2004) and the years 2005-2007. The following hypotheses will be tested:
H1: Firms reduced the compensation of employees in the form of stock options after the introduction of IFRS 2 (2004-2005)

H2: The reduction in stock option compensation is more negative for mandatory firms than for voluntary firms between 2004 and 2005. 

The second hypothesis is made on the expectation that mandatory firms will have a greater reduction in options granted than voluntary firms. Voluntary firms already incorporated the impact of IFRS 2 in their decisions to grant stock options prior to the effective date of IFRS 2.
6. RESEARCH DESIGN AND METHODOLOGY
As discussed in the previous chapter the empirical research on economic consequences of ESO fair value expensing in the narrow sense is scarce. No research on the change in compensation contracts after the effective date of IFRS 2 has been made. The fierce opposition of U.S. firms to the mandatory recognition of ESO expenses at fair value suggests that in the European setting a reduction in ESO based compensation could be expected. 

The outline of this research methodology is to link the change in accounting standard to a reduction in the use of ESO. The reasoning behind this is that when companies have to recognize the ESO fair value at grant, instead of reporting a intrinsic value of zero grant date, ESO usage would become less attractive as a means of compensation. Granting ESO at a intrinsic value higher than zero is considered as instant ‘gift’ to the employee, so granting ESO’s at a positive intrinsic value is rare.  
6.1 New research design

To research the economic consequences of IFRS 2 the following data requirements have to be met:

1. Firms disclose specific information on Employee stock option remuneration in their financial statements.

2. Before the mandatory date of IFRS 2 there was no recognition of expense required at fair value at grant date (Pré-IFRS GAAPS use intrinsic-method)
3. A control group must be used to eventually link the change (expected negative) of stock option compensation use, to the mandatory introduction of IFRS 2.

6.1.1 United Kingdom

Ferrarini et al. (2003) study the corporate law and practice of executive remuneration in Europe. He reports that the remuneration reports for the United Kingdom (UK) are quite extensive. The U.K. firms Act of 1985 was changed in 2002 so that directors should provide a Directors Remuneration Report every financial year. So the disclosure on ESO compensation is very high (adequate for the research design). U.K. firms disclose information on the stock options granted to firm directors only. For the research to have the same unit of measure firms for the UK can only be compared to firms from France. 

However is it is not mandatory for UK firms to switch from UK-GAAP to IFRS at 1th of Jan 2005. But, with respect to employee stock options all UK firms DO have to switch to FRS 20 by the 1th of Jan 2005. FRS 20 is identical tot the IFRS 2 ‘Share-based Payments’. So this has the same effect as the implementation of IFRS in the Netherlands. Under UK GAAP firms expensed the intrinsic value at grant over the minimum life of the option. 
6.1.2 France

Code de Commerce, Art. L225-184 requires French companies to disclose information about stock options granted to executives and their top 10 employees and the total number of options granted to all employees. French firms disclose all the information needed to compare French firms with both U.K and Dutch firms (Ferrarini et al., 2003).  Before the implementation of IFRS 2 in France ESO were not expensed at grant date at fair value (French-GAAP used intrinsic method). 
6.1.3 The Netherlands

Since September 2002 Dutch companies have to disclose an explanatory section in the annual statements dealing with the director’s remuneration. (Art. 283, Book 2, Civil Code).  This also includes information about the amounts of stock options granted. Dutch firms only disclose the total number of options granted to employees, so the data from Dutch firms can only be compared to French firms. As far as the pré-IFRS GAAP is concerned, Dutch companies used the intrinsic method for valuing ESO expenditure (RJ 271.7) 
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6.2 Sample Selection
A sample of stock-listed firms are selected from the WORLDSCOPE database. Information on sales, total assets, Return On Assets, total investment return and price volatility can be found in this database. Information on the number of options granted to company directors, options granted to the top ten beneficiaries and the total number of options granted can however not be found in any database for the countries Great Britain, France and the Netherlands. From the initial selection of 2038 firms, after the data requirements for the variables that can be found in the WORLDSCOPE database 894 firms remain. For these 894 firms the data on stock options granted is hand selected from the annual statements from 2002 till 2007. Of these 894 firms, 149 firms do not grant stock options to employees, 21 firms had a merger and  for 520 firms the annual statements were unavailable or the information on stock options grants were not disclosed properly. After this time-consuming task of hand selecting, 204 firms remain that grant stock options to employees and the information on employee stock options is disclosed properly. From these 204 firms two groups are selected: the mandatory adopters and the voluntary adopters (control group). 
· 186 firms that change their domestic accounting standard in 2005. These countries are included are given a dummy variable 1 in the Mandatory IFRS dummy.

· 18 Firms that voluntarily change their domestic accounting standard  for employee stock options before the effective date of IFRS. Companies are given the value 0 in the Mandatory IFRS dummy when they report their annual statement according to IFRS 2 in 2004. 

The following totals can be derived from the total 2012 companies in the United Kingdom,  France and the The Netherlands from the WORLDSCOPE database:

	Data sample 2002-2005 
	France 
	Holland
	UK 
	TOTAL 

	Total companies 
	335
	102
	457 
	894

	
	France 
	Holland
	UK 
	  

	MandatoryIFRS 
	323
	98
	456
	935 

	VoluntaryIFRS 
	12
	5
	1
	18

	Total 
	335
	102
	457 
	894


6.3 Methodology

The expectation is that firms which adopt IFRS mandatory in 2005 have a larger reduction in stock options compared to the firms that adopted IFRS before the effective date. To substantiate this expectation two types of regression should be made:

· A multiple regression (2002-2007) to find if the reduction in the year 2005 is significant. This is done by adding a year dummy that equals 1 for the year 2005 and 0 for the years 2002-2004 and 2006-2007.

· A basic comparison between mandatory and voluntary firms, if there are any significant differences: (A matched sample time series (2004-2005) analysis. It could be possible that size differences between the mandatory group and the voluntary (control) sample  can bias the results towards finding changes in the recognition sample.)
· A pooled regression analysis (2004-2005) of all (see limitations) control and mandatory firms to find if the change in ESO differ significantly between mandatory and control firms. 
The following equation will be used in the regression analysis. The data sample differs between the 2 analysis (i.e. H1: 2002-2007, H2: 2004-2005).
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	The change in the log of numbers of options granted. Changes are computed as t-(t-1). A logarithm is chosen to reduce the effect of outliers
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	Equals 1 if the firm has adopted IFRS 2 prior to 2005. 
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	The change in log Total Assets. Changes are computed as t-(t-1). A logarithm is chosen to reduce the effect of outliers
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	The change in log of Sales. Logarithm of sales to control for firm size. Changes are computed as t-(t-1). A logarithm is chosen to reduce the effect of outliers
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	Change in return on assets to control for changes in performance.
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	Stock price return to control for changes in performance.
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	Year dummy variable for the year 2005. This is the year IFRS 2 became mandatory.
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	Stock price volatility used to control the notion that firms may find options less valuable or less effective. As fair value decreases this could provide less effective incentives to employees.
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The visual representation from Choudhary (2008) displays the general movement in stock options which could also be expected in Europe after the change in recognition of ESO. Notice the larger decrease in ESO usage compared with voluntary firms. The main expectation of this thesis is that in 2004/2005 mandatory adopters show a larger reduction in options granted compared to voluntary adopters of IFRS 2.

7. RESULTS
7.1 Summary Statistics
	Table 1. Summary Statistics

	
	Country

	Variable
	The Netherlands 

(mandatory adopters)
	France

 (mandatory adopters)
	T-test P-value
	Wilcox P- Value
	The United Kingdom

(mandatory adopters)

	
	Mean
	Median
	Std. Error
	Mean
	Median
	Std. Error
	
	
	Mean
	Median
	Std. Error

	Total Assets 2004
	29074
	814
	21274
	10583
	1741
	5538
	,511
	,108
	12335
	825
	5142

	Total Assets 2005
	37385
	865
	28276
	12585
	1724
	6681
	,506
	,074
	16625
	804
	8297

	Sales 2004
	6085
	797
	2438
	4211
	983
	1167
	,568
	,496
	4103
	559
	1415

	Sales 2005
	6440
	742
	2884
	4624
	1270
	1239
	,637
	,258
	4220
	616
	1321

	Total options granted  2004 * (to the board of directors)
	1153721
	114075
	461203
	978432
	309000
	338129
	,802
	,159
	875989*
	390996*
	227344*

	Total options granted 2005 *(to the board of directors)
	936420
	55000
	463873
	812026
	169400
	279408
	,857
	,060
	595586*
	199250*
	178958*

	
	The Netherlands

(voluntary adopters)
	The United Kingdom (voluntary adopters)
	
	
	France

(voluntary adopters)

	Total Assets 2004
	2347
	958
	1578
	136138
	21747
	79331
	,302
	,027
	139
	139
	

	Total Assets 2005
	2689
	1117
	1738
	176857
	23524
	108075
	091
	,037
	274
	274
	

	Sales 2004
	2409
	1008
	1382
	33097
	23618
	10736
	,082
	,082
	39
	39
	

	Sales 2005
	2541
	1160
	1423
	35225
	23804
	11076
	,324
	,104
	83
	83
	

	Total options granted 2004 *(to the board of directors)
	734400
	1064800
	264686
	2493177
	1779850
	875034
	,208
	,145
	125000*
	125000*
	.

	Total options granted 2005 *(to the board of directors)
	1275270
	1155000
	387133
	2653758
	1631093
	1076747
	,417
	,510
	
	
	.



Seen above are the summary statistics of the French, Dutch and British firms. The total assets, sales and option granted are compared for Dutch and French firms. The United Kingdom is not compared to other countries because the unit of analysis of options granted differs from Dutch and French firms. There is no significant difference between Dutch mandatory adopters and French mandatory adopters. For voluntary adopters there is a significant difference between Dutch and French firms based on the total assets.                                                     

        Before the hypothesis are tested  the data will be examined trough graphical representations and tests to find if the reductions in ESO´s were significant. During the gathering of the data a pattern was clear that most of the mandatory firms had a reduction in stock options granted from 2004-2005. The total stock options granted by voluntary firms remained constant or  increased during 2004-2005. 
Firs we will examining a graphical representation of the average stock options granted during these years before further statistical tests if the reductions during the years are significant. 
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1.600.000,00

1.400.000,00-

120000000

1.000.000,00-

800.000,00-|

500.000,00: T T T
OMGRTotal2002 OMGRTotal2004 OMGRTotal2005
‘OptGRTotal2003 OptGRTotal2005 OptGRTotal2007




As seen in the graph French and Dutch firms decrease the use of stock options during the years 2002 till 2007. The reduction is the largest during 2003-2004, this could be due to the fact that IFRS 2 was passed in February 2004. If we look to the information on stock options granted to the board of directors in France and England the largest reduction in ESO’s is during 2004-2005. 
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Graph 2. Options granted to the Board of Directors (Mandatory Adopters;
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To test if the reductions in ESO’s granted are significant the Wilcoxon Signed Rank Test is used because OptGRTotal (Total ESO’s granted) and OptGR (ESO’s granted to board of directors) is not normally distributed. The Kolmogorov-Smirnov(a) test is used to test the normality of these variables (see Appendix A). The reductions of ESO’s granted by mandatory adopters to the board of directors is significant in every year in the sample period. The reductions in total ESO’s granted by mandatory adopters (OptGRTotal) is significant in the years 2003-2004 and 2004-2005 (see Appendix B). 
The change in total options granted, during 2004-2005, by voluntary adopters is however not significant (see Appendix C). This can also be seen in the graphical representation of total ESO’s granted:
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Here we see that there is a positive increase in the number of ESO’s granted after IFRS 2. The decrease of ESO’s granted from 2003-2004 might implicate that voluntary adopters impounded the effects of IFRS 2 earlier on in there remuneration policy. The most important observation must be that voluntary adopters have a insignificant increase after IFRS 2 and mandatory adopters (see graph 2) have a significant decrease in ESO’s granted after the effective date of IFRS 2 (see Appendix D). 
The average reduction in total ESO’s granted(2004-2005) by mandatory firms after the effective date of IFRS 2 is -18,2%. The median reduction after IFRS 2 is -31,1%. The average reduction in ESO’s granted to the board of directors for French and British mandatory adopters after the effective date of IFRS 2 is -30,5%. The median reduction is -48,7%. French and Dutch voluntary adopters had an average increase of 14,3% after the introduction of IFRS 2.  The median increase was 18,65%. 
7.2 Regression analysis

To test if the reduction after the introduction IFRS 2 is significant a multivariate regression model is used. In this model a year dummy is added that equals 1 for the year 2005. The sample of the regression model consists of French and Dutch firms. The unit of analysis differs from British firms, so this country cannot be included in the sample. On the basis of this regression the first hypothesis can be tested:

H1: Firms reduced the compensation of employees in the form of stock options after the introduction of IFRS 2 (2004-2005)

	Table 1. Regression H1: The Netherlands and France
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	Source
	Coefficient
	Type III Sum of Squares
	Df
	Mean Square
	F
	Significance

	Corrected Model
	
	3,179(a)
	6
	,530
	,530
	,001

	Intercept
	-,171
	1,679
	1
	1,679
	1,679
	,001ˢ
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	,189
	,078
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	,078
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	,001
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	-,126
	,637
	1
	,637
	,637
	,035ˢ

	Error
	
	38,813
	272
	,143
	,143
	

	Total
	
	42,459
	279
	
	
	

	Corrected Total
	
	41,992
	278
	
	
	

	a  R Squared = ,076 (Adjusted R Squared = ,055)

ˢ indicates significance at the 5% level
	


As seen above the year dummy in the regression model is significant at the 5% level. This means that the year in which the accounting standard became mandatory is significant. The coefficient of the year dummy means that the year 2005 has a significant negative effect on the number of options granted. The hypothesis that firms reduced the compensation of employees in the form of stock options after the introduction of IFRS 2 holds. 

An below the year dummy and coefficient in the regression for the United Kingdom is significant as well. The hypothesis that firms reduced the compensation of employees in the form of stock options after the introduction of IFRS 2 holds as well for the United Kingdom.
	Table 2. Regression H1: The United Kingdom
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todirectors

	Parameter
	B
	Std. Error
	t
	Sig.

	Intercept
	-,228
	,077
	-2,947
	,003

	[image: image30.png]ALog(Sales);




	,124
	,297
	,419
	,676

	[image: image31.png]AROA;,




	-,002
	,004
	-,543
	,588

	[image: image32.png]A(Price Volitility);,




	-,015
	,015
	-1,005
	,316

	[image: image33.png]ALog(Total Assets);,




	-,462
	,456
	-1,013
	,312

	[image: image34.png]



	,001
	,001
	2,261
	,024

	[image: image35.png](Year)




	-,235
	,086
	2,739
	,006ˢ

	R Squared = ,045 (Adjusted R Squared = ,028)

ˢ indicates significance at the 5% level


To find out if the difference in changes of options granted by voluntary and mandatory firms is significant a multiple regression is run. For each voluntary adopter a size matched mandatory adopter is found. Due to the size of the sample only 10 firms could be properly matched to one another. Next the two groups are tested to find if there are no significant differences between these groups. 
	Table 3. Comparison of matched sample (mandatory and voluntary adopters)

	
	Mandatory Adopters (n=10)
	Voluntary Adopters (n=10)
	T-test p-value
	Wilcox p-value

	
	Mean
	Median
	Mean
	Median
	
	

	Sales 2004 (in million)
	18055
	11350
	32864
	15577
	,348
	,650

	Sales 2005 (in millions)
	20908
	12937
	35240
	16042
	,410
	,705

	Total Assets 2004 (in millions)
	131793
	13935
	155405
	16517
	,855
	,880

	Total Assets 2005 (in millions)
	170372
	13592
	203145
	16865
	,851
	,940

	ROA 2004 (in %)
	3,92
	2,55
	1,52
	3,85
	,554
	,762

	ROA 2005 (in %)
	4,85
	3,03
	4,92
	4,81
	,975
	,880

	TIR 2004 (in %)
	26,3
	12,1
	15,5
	14,2
	,504
	,821

	TIR 2005 (in %)
	32,1
	36,0
	41,5
	42,5
	,290
	,326

	Price Volatility 2004 (% variation of average annual price)
	27,3
	27,0
	30,5
	27,3
	,506
	1,000

	Price Volatility 2005 (% variation of average annual price)
	26,0
	26,0
	29,4
	25,8
	,424
	0,911


As seen above there is no significant difference between the mandatory adopters and voluntary adopters in the size matched sample. 
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As seen above in the graph voluntary and mandatory firms show a somewhat similar pattern. However the reduction in ESO’s granted by mandatory adopters is greater compared to voluntary adopters. To see if there is a significant difference between voluntary and mandatory firms around the change of the accounting standard for ESO’s a matched sample multiple regression is made. This regression will test the second hypothesis:
H2: The reduction in stock option compensation is more negative for mandatory firms than for voluntary firms between 2004 and 2005. 

The second hypothesis is made on the assumption that firms that voluntary adopted IFRS 2 in 2004 have already incorporated the effects of this standard into their remuneration policy. The following results from the multiple matched sample regression shows that the difference between mandatory and voluntary firms is significant. 

	Table 4. Regression model
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	Parameter
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	Std. Error
	T
	Sig.

	Corrected Model
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The coefficient for the dummy variable means the reduction for mandatory firms is greater than for voluntary firms. This dummy variable is significant even when the change of logSales, LogTotAssets and the change in ROA is included in the model. The degree of fit, R2 of the model is 0,759 which means that the variance in ChangeLogOptionsGRTotal accounted by all the variables is 75,9%. The adjusted R2 of the model is 0,647. When the model is run for the previous years (2002-2003 and 2003-2004) the Voluntary dummy is not significant (see Appendix F). This also suggests that the difference between mandatory adopters and voluntary adopters is only significant around the issuance of IFRS 2, meaning that mandatory adopters made a greater reduction in ESOs compared to voluntary adopters. From the results of the multiple regression shown above the conclusion can be made that the second hypothesis holds. 
7.2.1 Robustness check
The regression from Hypothesis 1 and Hypothesis 2 do not show signs of multicollinearity (see Appendix E). Also when a country dummy is added to the models (equals 1 for The Netherlands, 0 for France), this dummy does not show a significant influence on the outcome of both hypotheses (not tabulated). To rule out that the reduction in stock options is a trend, in the first regression the year dummy is changed to the other years. None of the other years show a significant influence on the model (not tabulated). The results will be further discussed in the analysis.
7.3 Discussion of Results
As seen in the results section ESO usage decreased from 2002 on out. The results of the first regression analysis show that the introduction of IFRS 2 lead to a reduction in stock ptions. These results combined with the the apparent difference between mandatory adopters and voluntary adopters of IFRS 2 after the effective date implies that the economic consequence of IFRS 2 is a reduction in ESO’s. Mandatory adopters had an average reduction of -18,2% (median change -31.1%) after the introduction of IFRS 2. This results stands perpendicular against the 14,3% increase of voluntary adopters. In appendix F it can be seen that the reduction in options granted by mandatory adopters is significant but the change in options granted by voluntary adopters is not significant. This test combined with the multiple regression analyses where there is a significant difference between voluntary and mandatory adopters, and the coefficient of the mandatory dummy is negative implies that mandatory adopters had a more negative reduction in ESO’s granted compared with voluntary adopters. These results suggest that the economic consequence of the expensing of ESO’s is a reduction in the ESO’s granted by firms. To rule out that the reduction in ESOs is a trend and not a economic consequence of IFRS 2, regressions in the year before the introduction show that the difference in these years between mandatory and voluntary adopters are insignificant. Also the regression analysis of the first hypothesis shows that the year IFRS 2 became mandatory is significant compared to the other years in the data sample.
Of French and Dutch mandatory adopters 19,2% completely eliminated the use of stock options after the introduction of IFRS 2. Of the British mandatory adopters 11,7% eliminated the use of stock options after the introduction of IFRS 2. None of the voluntary firms eliminated the use of stock options after the application of IFRS 2. 
One of the arguments put forward by firms lobbying against expensing ESO’s is that the introduction of accounting standards such as SFAS 123(R) and IFRS 2 would eliminate or certainly reduce the use of ESO’s as a form of compensation. In this research almost 20% of the Dutch and French firms eliminated their ESO program after the introduction of IFRS 2. Also the reduction among mandatory adopters was significant opposed to the insignificant change in ESO’s by voluntary adopters. Mandatory adopters had a more negative reduction in ESO’s compared to voluntary adopters. And off course the year IFRS 2 became mandatory showed a significant decline in the number of stock options granted.  These results suggest that when the favorable accounting treatment of ESO’s is changed by expensing ESO in the financial statement the use of this means of compensation will be reduced. Just because ESO transactions are not recorded in the financial statements resulted in firm favoring this type of transaction. Now that the favorable accounting treatment of ESO’s disappears firms will have to make a new cost versus benefit payoff analysis on their compensation method. With the introduction of IFRS 2 firms are forced to reassess the cost of ESO’s compared to other forms of compensation.  
Zeff (1978) describes economic consequences as ‘the impact of accounting reports on the decision making behavior of business, government, unions, investors and creditors’.  The economic consequence of IFRS 2 is that the managers of firms decide to reduce or eliminate the use of ESO´s when the favorable accounting treatment of ESO disappears. The possible reason for this is that when the favorable accounting treatment disappears managers will have to reassess the cost of ESO´s. The choice of how employees are remunerated after the introduction of IFRS 2 must then be made on the economic fundamentals of the compensation method rather than on the biased accounting rules. After the introduction of IFRS 2 the playing field for equity based compensation has become equal. As far as the incentive benefits outweigh the costs of options, firms will continue to use options as an incentive tool.  When the incentive benefits derived from ESO´s are weak compared against their costs, firms will turn to other forms of  (equity) compensation.
Firms will have to reassess their equity based compensation after the mandatory expensing of ESOs. One of the common arguments of proponents of expensing ESOs is that when ESO compensation costs are not subtracted from the pretax profits this will increase earnings. This could lead to the distortion of financial statements and could overstate the shareprice. Eventually this could lead to a misallocation of financial resources. If the non expensing of ESO lead to a misallocation of resources cannot be said on the basis of this research. What however can be said is that the allocation compensation resources within the firm are distributed in another way. Firm overall move away from ESO by reducing the number of options granted. 
7.4 Comparison with other research
There has not been any research on the economic consequences of IFRS 2. However there has been a lot of research on the economic consequences of  the U.S. standard SFAS 123(R). This research will be compared to this thesis. The research of this thesis relates the most to the research of Choudhary (2008). He finds that 52% of his sample reduces the number of options grants after the mandatory recognition of ESO´s. In our sample 41% of the Dutch and French firms reduce the number of option grants after mandatory recognition of ESO´s. Similar to Choudhary (2008) the change in options granted by mandatory adopters  is significant but the change in options granted by voluntary adopters is not. The conclusion of Choudhary (2008): ´The results suggest that managers change contractual terms in response to fair value recognition of ESOs by either reducing or eliminating option grants and by reducing the contractual length of option grants´ is in line with the conclusion we are about to make of the effects of IFRS 2. 
Other research on ESO cutbacks after the issuance of SFAS 123(R) by Brown and Lee (2007) finds that firms reduced the average proportion of their top five executives´ total compensation paid in ESOs by 28 percent around the issuance of SFAS 123(R). In this thesis the focus has been on the total number of options granted only. The total number of options granted to the board of directors for French and British mandatory adopters changed by -30,5%. 
8.0 CONCLUSION, LIMITATIONS AND SUGGESTIONS FOR FURTHER RESEARCH

This chapter will discuss the answer to the problem statement of this research. In section 8.2 the limitations of this study will be discussed and in section 8.3 suggestions for further research will be given.

8.1 Answer to the problem statement
There was a large opposition against accounting standards that required share-based payments to be expensed at their fair value. The shift from pre-fair value standards that only required expenses to be recognized based on the intrinsic value to standards such as IFRS 2 and SFAS 123(R) would have a large impact on the reported earnings of firms. IASB Chairman Sir David Tweedie commented that when the standard would have been in force in 2002, it would have reduced 10% of the profits of EU companies. 
The loophole share-based payments standards provided before IFRS 2 and SFAS 123(R) made ESO compensation extremely attractive for all sorts of firms, especially high-tech start up firms. Seethamraju and Zach (2003) predicted that firms would change their compensation contracts to avoid ESO expense recognition. Firms would move away from granting ESO because this type of compensation was no longer accounted for by favourable accounting rules. In this thesis the following problem statement was formulated:

What are the economic consequences of the change in accounting policy for Employee Stock options?
Economic consequences in the broad sense entail research into stock market reactions and research on the firm specific characteristics of opponents of fair value recognition of ESO. Economic consequences in the broad sense are discussed in chapter 4. What is more important, in my opinion, is the economic consequences of SFAS 123(R) and IFRS 2 in the narrow sense. These standards did not only affect how the underlying share based transactions are reflected in the accounts of the annual statement, but they affected the decisions of the managers granting the compensation of employees. The U.S. Standard SFAS 123(R) had the economic consequence that firms modified their terms of compensation contracts at the time of mandated recognition. The impact of SFAS 123(R) was that firms reduced or eliminated the number of options granted or firms reduced the contractual length of options (Choudhary, 2008). Only the mandatory adopters significantly reduced the number of options granted, voluntary recognizers did made significant reductions after the issuance of SFAS 123(R). Choudhary (2008) finds  that  52% in his sample reduced the number of options granted after mandatory recognition of ESOs. Brown and Lee (2007) showed that firms reduced the average proportion of their top five executives’ total compensation paid in ESos by 28% after the issuance of SFAS 123(R). Both of these researches have been conducted on the U.S. accounting standard SFAS 123(R). There has not been any research into the similar accounting standard IFRS 2. 
To fill this void this thesis has looked into the economic consequences of IFRS 2. After the introduction of IFRS French and Dutch mandatory adopters  reduced the average number of options granted by 18,2%. The median reduction after IFRS 2 is 31,1%. British mandatory adopters reduced the average number of ESO by 30,5% (median reduction 48.7%). Both these reductions by mandatory adopters were significant. The change in options granted by voluntary firms was not significant. In the year IFRS 2 was introduced there was a significant reduction of the number of options granted by French and Dutch firms. In the matched sample regression of Dutch and French firms the reduction for mandatory firms is greater than for voluntary firms. These results mean that the economic consequence of IFRS 2 is a reduction in stock options granted to employees. IFRS 2 changed the decision of managers in the choice of how to remunerate their employees. The favorable accounting standards that made ESO compensation so attractive disappeared, leading to the decision to reduce or eliminate this type of compensation. Of French and Dutch mandatory adopters 19,2% completely eliminated the use of stock options after the introduction of IFRS 2. Of the British mandatory adopters 11,7% eliminated the use of stock options after the introduction of IFRS 2. None of the voluntary firms eliminated the use of stock options after the application of IFRS 2. This could be because voluntary firms already impacted the effects of IFRS 2 in previous years. Another reason could be that the impact of IFRS 2 on the reported earnings for voluntary firms was material enough to change their ESO compensation. However it is peculiar that a size matched sample of mandatory firms did indeed change their stock based compensation. Overall the conclusion is that this standard, IFRS 2, led to a reduction of the number of options granted to employees. This standard did not only change the way ESO are disclosed and recognized but it changed the decisions of managers remunerating their employees.
8.2 Limitations
One of the limitations of this study is the size of the voluntary adopters sample. Out of 894 firms only 18 firms could be recognized as a voluntary adopter of IFRS 2. For the matched regression sample only 10 voluntary adopters could be properly matched to a mandatory adopter. However the explanatory power of this model still holds. 
Another limitation is that British firms could not be compared to French and Dutch firms because the number of analysis differed between these countries. French firms had the best disclosure on ESO, where British firms only disclosed the number of options granted to the board of directors. It was also a shame that only 1 voluntary adopter could be found in the British sample.
8.3 Suggestions for further research
In this thesis the number of options granted by firms has been studied for firms from the Netherlands, France and the United Kingdom. Because the manual collection of data takes up a lot of time this thesis could only focus on these three countries. In further research this data sample could be expanded by including more countries that adopted IFRS 2 as of the 1st of January 2005. This could increase the sample of voluntary adopters and this would substantiate the outcome of this research.

Another suggestion for further research is to survey the companies in my sample that eliminated the use of ESO entirely after the introduction of IFRS 2. The motivations why firms chose to eliminate ESO compensation entirely could also substantiate the results of this research. Also voluntary adopters should be presented the outcome of this research and be interviewed to find out why there is a apparent difference between voluntary and mandatory adopters. 

This research only focused on the options granted to employees. The effect of IFRS 2 was a reduction in the number of options granted. We do not know with what type of equity or cash based compensation this reduction is substituted. Results from U.S. research suggest that firms substitute ESO with restricted stock. For the Netherlands ESO´s could be substituted by performance shares.  
	Authors and year
	Object of study
	Sample (size, research period)
	Methodology
	Results

	Seethamraju and Zach 2003
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	Explore underlying incentives for firms to adopt voluntary disclosure under SFAS 123
	129 sample firms announcing voluntary ESO expensing, matched with 129 control firms that did not announce voluntary ESO expensing (2002-2003)
	Regression model; dummy dependent variable against several firm specific proxies. 
	Voluntary recognition of ESO expenditure is positively related to press publicity. Voluntary ESO expensing is driven by potential valuation benefits. But most of all, this article finds evidence that firms voluntary expensing  changed their revised their compensation plan relatively more than non-voluntary ESO expensing firms. 

	Chalmers and Godfrey 2005
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	Examine the impact of IFRS 2 on accounting numbers; ROA, ROE and EPS
	159  Australian firms in 2002
	Compression of ratios of reported numbers and adjusted numbers if options are expensed at fair value. 
	Fair value expensing has negative effect on financial ratios. 

	Dechow, Hutton and Sloan 1996
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	Do lobbying firms have lager amounts of stock options compensation?

Do capital requirements and contracting costs affect lobbying behaviour?

What is the stock market reaction 
	Comment letters sample (347 firms), biotechnology sample (136 firms) and high option usage firms (589). Time period from 
	Ratios are userd for the first two question and the stock price reaction is obtained using  Schipper and Thompson’s (1983) multivariate regression model. 
	When compared to size- and industry-matched control sample, the proportion of compensation that top executives receive is significantly greater for firms opposing the  ED. No significant stock market reaction.

	Aboody 1996
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	Whether investors incorporate the value of the outstanding ESO’s into the share price
	478 firm from 1983-1990
	Market based; cross sectional price level regression
	Negative association between the outstanding options and firm value.

	Farber, Johnson and Petroni 2004
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	To find firm-specific characteristics for firms lobbying (via PACs) to H.R. 3574
	400 firms with 449 active PACs between April 2003 and July 2004
	Estimate for stock option expense under H.R. 3574 are calculated and compared with fair value method. Linear regression is used to estimate firms specific factors
	The compensation expense under the minimum value method was on average much smaller (2%) than the fair value method. Not only firm management incentives, but all employees spent effortt lobbying against recognition of ESO expenses at fair value

	Bell, Landsman, Miller and Yeh 2002
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	Investigate the market perception of ESOs on firm value
	85 software firms in 1996, 1997 and 1998
	Market based research
	Positive relation between ESO expense and firm value. ESO expense is viewed as an asset instead of a expense. 

	Espahboodi, Espahbodi, Rezaee and Tehranian 2002
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	To examine the stock price reaction to standard setter opinion changes.
	595 firm from 1992 to 1996. 
	Event study; multivariate regression model for 3 day period around twelve events
	Significant market reactions (i.e. abnormal returns) were found. Disclosure is not a substitute for recognition. 



	Ferri et al. 2005
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	Characterize firms specific factors to their voting decisions
	153 shareholder proposals where 107 were actually voted on in the 2003 and 2004 proxy seasons
	Positive accounting; two-step Heckman model to characterize different firm specific behaviours on annual meeting votes. 
	Votes in favor of ESO expensing are positively related to the perceived extent of excessive option compensation. The fraction of votes for ESO expensing is lower in firms characterized by greater expected earnings impact from expensing options. 

	Robinson and Burton 2004

[image: image54.png]



	Investigate market reaction to announcements of adoption of the fair value provision of SFAS No. 123
	97 adopters announcing at Aug/July/Sept 2002
	Event study; market based
	Significant market reactions to voluntary disclosure announcements. 

	Aboody, Barth and Kasznik 2003
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	Investigate firms-specific factors influencing firm’s decision to announce voluntary ESO recognition.  
	155 adopters announcing at 2002/2003. Mainly July/Aug 2002. Returns analysis has a 148 sample size.  
	Event study; market based
	There is a positive market reaction to voluntary disclosure of ESO expenses. The likelihood of voluntary ESO expenditure is related to participation in capital market, private incentives, political costs and information asymmetry. 

	Balsam, Reitenga and Yin 2008
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	Market reaction of option accelerating firms and firm specific characteristics to option accelerating firms 
	Market reaction: 390 accelerating and 623 control firms. Returns model: 490 accelerating events. 
	Positive study (cross sectional) and event study (3 day window)
	Postive reaction around acceleration announcements is found. Larger firms and profitable firms are less likely to accelerate the vesting period of options

	Choudhary (2008)
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	What are the real economic consequences in terms of contracts to disclosure or recognition of ESO at fair value?; What is the change in compensation contracts under a disclosure-only regime (SFAS No. 123) versus a recognition regime (SFAS No. 123 R)


	795 mandatory disclosure firms, 783 mandatory recognition firms and 127 control firms (voluntary recognizers). 1994-1996 for the disclosure change and 2003-2005 for the recognition change.
	Cross-sectional regression following Core and Guay (1999). Choudhary tests for substitution between other forms of compensation. Also controls for firm size, stock price volatility.
	Managers change contractual terms in response required fair value ESO expensing. 

	Feng and Tian (2007)
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	To investigate if the CEO’s perceived personal loss from option expensing reduces the optimal level  of equity-based incentives. 
	1609 firms using equity-based incentives during the period of 1993 to 2004. Event year is 2002, years investigated are (19993-2001) and (2002-2004).
	A multivariate regression analysis and a  cross-sectional regression analysis
	Mandatory option expensing leads to a decline in equity-based incentives in the years prior to the introduction of SFAS 123(R).  The reduction in equity incentives is accompanied by a increase in cash compensation.

	Kunkel and Lau (2005)
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	Investigate how firms will change their equity compensation programs in response to the new FASB requirements.
	31 firms in 2004
	A survey under 150 U.S. stock listed firms. 
	The findings indicate that stock options as a form of compensation will be diminished and the choice of compensation will fall on other forms of compensation (restricted stock).



	Balsam, O’Keefe and Wiedemer
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	What is the reaction/effect of SFAS 123(R) on the remuneration policy of firms. 
	132 firms in 2007
	A survey under 650 organizations who belong to the Controllers’ Leadership Roundtable research program. 
	The findings indicate that firms decreased the use of options and increased their use of restricted shares and restricted stock units after the issuance of SFAS 123(R). 61% of the firms eliminated or decreased their use of options at all levels. 26% eliminated or decreased their use of options for non-executives only.

	Brown and Lee (2007)
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	What are the determinants and consequences of the changes in option-based compensation for the top five executives around the issuance of SFAS 123(R)
	1022 firms in 2005
	Multivariate regression analysis. 
	Firms reduced the average proportion of their top five executives around the issuance of SFAS123(R). Firms substituted the use of ESO with restriced stock.


9. APPENDIX
10.1 Appendix A


Tests of Normality

	 
	Kolmogorov-Smirnov(a)
	Shapiro-Wilk

	 
	Statistic
	df
	Sig.
	Statistic
	df
	Sig.

	OptGR2002
	,402
	29
	,000
	,371
	29
	,000

	OptGR2003
	,363
	29
	,000
	,357
	29
	,000

	OptGR2004
	,378
	29
	,000
	,315
	29
	,000

	OptGR2005
	,333
	29
	,000
	,501
	29
	,000

	OptGR2006
	,324
	29
	,000
	,518
	29
	,000

	OptGR2007
	,268
	29
	,000
	,681
	29
	,000

	OptGRTopTen2002
	,347
	29
	,000
	,475
	29
	,000

	OptGRTopTen2003
	,254
	29
	,000
	,749
	29
	,000

	OptGRTopTen2004
	,234
	29
	,000
	,699
	29
	,000

	OptGRTopTen2005
	,220
	29
	,001
	,749
	29
	,000

	OptGRTopTen2006
	,230
	29
	,000
	,768
	29
	,000

	OptGRTopTen2007
	,218
	29
	,001
	,824
	29
	,000

	OptGRTotal2002
	,302
	29
	,000
	,533
	29
	,000

	OptGRTotal2003
	,231
	29
	,000
	,734
	29
	,000

	OptGRTotal2004
	,236
	29
	,000
	,716
	29
	,000

	OptGRTotal2005
	,266
	29
	,000
	,640
	29
	,000

	OptGRTotal2006
	,251
	29
	,000
	,718
	29
	,000

	OptGRTotal2007
	,258
	29
	,000
	,702
	29
	,000


a  Lilliefors Significance Correction

10.2 Appendix B

Test Statistics(c)

	 
	OptGR2003 - OptGR2002
	OptGR2004 - OptGR2003
	OptGR2005 - OptGR2004
	OptGR2006 - OptGR2005
	OptGR2007 - OptGR2006

	Z
	-3,887(a)
	-3,398(b)
	-5,027(b)
	-3,120(b)
	-2,525(b)

	Asymp. Sig. (2-tailed)
	,000
	,001
	,000
	,002
	,012


a  Based on negative ranks.

b  Based on positive ranks.

c  Wilcoxon Signed Ranks Test


Test Statistics(c)

	 
	OptGRTotal2003 - OptGRTotal2002
	OptGRTotal2004 - OptGRTotal2003
	OptGRTotal2005 - OptGRTotal2004
	OptGRTotal2006 - OptGRTotal2005
	OptGRTotal2007 - OptGRTotal2006

	Z
	-,424(a)
	-1,970(b)
	-2,550(b)
	-,333(a)
	-,130(b)

	Asymp. Sig. (2-tailed)
	,672
	,049
	,011
	,739
	,897


a  Based on negative ranks.

b  Based on positive ranks.

c  Wilcoxon Signed Ranks Test

10.3 Appendix C

Test Statistics(c)

	 
	OptGRTotal2003 - OptGRTotal2002
	OptGRTotal2004 - OptGRTotal2003
	OptGRTotal2005 - OptGRTotal2004
	OptGRTotal2006 - OptGRTotal2005
	OptGRTotal2007 - OptGRTotal2006

	Z
	-,114(a)
	-,776(b)
	-1,086(a)
	-1,293(a)
	-,114(b)

	Asymp. Sig. (2-tailed)
	,910
	,438
	,278
	,196
	,910


a  Based on negative ranks.

b  Based on positive ranks.

c  Wilcoxon Signed Ranks Test

10.4 Appendix D

10.6 Appendix E
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-1,996
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3,962
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,529

1,889

,856

2,378

,094

,360

,724

,417

2,399

,059

,020

,797

2,882

,012

,374

2,674

,036

,055

,119

,647

,528

,846

1,182

-,001

,003

-,054

-,215

,833

,450

2,223

(Constant)

ChangeLogSales2005

ChangeLogTotAss2005

ChangeROA2005

ChangePrVol2005

ChangeTIR2005

Model

1

B

Std. Error

Unstandardized

Coefficients

Beta

Standardized

Coefficients

t

Sig.

Tolerance

VIF

Collinearity Statistics

Dependent Variable: ChangeLogOptGRTotal2005

a. 



10.7 Appendix F

Tests of Between-Subjects Effects

Dependent Variable: ChangeLogOptGRTotal2004 

	Source
	Type III Sum of Squares
	df
	Mean Square
	F
	Sig.

	Corrected Model
	,731(a)
	6
	,122
	4,558
	,011

	Intercept
	,017
	1
	,017
	,619
	,445

	ChangeLogSales2004
	,017
	1
	,017
	,640
	,438

	ChangeLogTotAss2004
	,002
	1
	,002
	,093
	,765

	ChangeTIR2004
	,163
	1
	,163
	6,082
	,028

	ChangeROA2004
	,009
	1
	,009
	,350
	,565

	ChangePrVol2004
	,003
	1
	,003
	,100
	,756

	Voluntary
	,004
	1
	,004
	,148
	,707

	Error
	,347
	13
	,027
	 
	 

	Total
	1,304
	20
	 
	 
	 

	Corrected Total
	1,078
	19
	 
	 
	 


a  R Squared = ,678 (Adjusted R Squared = ,529)
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Dependent Variable: ChangeLogOptGRTotal2003
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Journal entries: intrinsic value


During vesting period (at the end of each year): no entry


At the moment of exercising: 	Dr. Cash


				Cr. Common Stock





Journal entries: Fair Value (IFRS 2)


During vesting period (at the end of each year):


Dr. Employee benefit expense


Cr. Issued Capital (Options)


If the options are exercised (all at once)


	Dr. Cash


	Dr. Issued Capital (Options)


	Cr. Common Stock














Company 1 (expenses ESO)			Company 2 (does not expense ESO)





Revenue		1000			Revenu			1000


Regular expenses	 800                             Regular expenses	 800	


			200			Net Result		200


Option expense	100			


Net Result		100





Equity beginning of the year  	2000 		Equity beginning of the year	2000


Addition option expense	 100		Addition net result		 200


Addition net result		 100


Equity end of the year		2200		Equity end of the year 	2200











Disclosure on Stock Options Granted:


Disclosure of options granted to:�
United Kingdom�
France�
The Netherlands�
�
Board of Directors�
X�
X�
�
�
Top Ten Beneficiaries�
�
X�
�
�
All employees�
�
X�
X�
�






IFRS 2 specifies the financial reporting for share-based payment transactions which include, among others, share options to employees. For share based payment transactions with employees, the fair value of the equity instruments granted must be recorded as expenses through the income statement. The fair value of employee option plans has to be estimated at the grant date and should be expensed on the grant date if the options vest immediately. Blue Fox has granted 27,400 options to employees in May 2004. Under Dutch GAAP the options granted were not expensed. Consequently, the implementation of IFRS has an impact on the 2004 result as well as on future results as far as options are granted to employees. For 2005 the Board of Directors and Supervisory Board decided not to grant any options to employees. (emphasis added)





While ICT has granted options to management and staff to date, it is very likely that the decision will be taken to cease this as from 1 January 2005.This is due to changes in regulations and, particularly, to the complexity of valuing these options.





Economic consequences of the fair value approach to Employee Stock Options
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