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ABSTRACT

Many target CEOs receive unscheduled stock opaards during merger negotiations which become
immediately exercisable when the acquisition is pleted. We find an inverse association betweenrsibe of
golden parachutes given to target CEOs and theapilily that these executives receive unschedulgtibias
during merger negotiations. These unscheduled anaelalso more likely to be issued when CEOs éXasye
compensation losses if their firms are sold. Cdestswith option backdating, we find that (1) gralstes are
systematically set to benefit CEOs, and (2) thentgfapost-issuance performance increases with terds’
reporting lag. After the Sarbanes-Oxley Act promatilgn, backdating episodes decline, but the ex@rcis
premiums target CEOs realize on unscheduled op@ansed the takeover premiums their shareholdesve
by over 25 percent. Our results indicate that tbehfas curtailed the targets’ ability to backdabels options, but
not their ability to favorably time these awards.

JEL classification: G30; G34; J33; K22
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Stock options awarded to top managers of targesfbefore a merger often become immediately etz
when the sale of the company is consummated. Ttusire because “change in control” clauses, whieh ar
common to many CEO compensation contracts, alldiolopesting periods and other restrictions to plissar as
the company ceases to exist as a stand alone.€htity phenomenon provides CEOs and other top negisag
with the opportunity to increase their stock optimidings prior to an acquisition announcement @lotdin huge
payoffs when their firms are eventually sblth many circumstances, it is possible that thes@ffs are obtained
as a result of the CEOs’ nonpublic knowledge ofrtiegger.

To study this situation, we focus on target firthat grant their CEOs option awards during the merg
negotiation period. We consider several hypothdsesationalize such option granting activity. Thelln
hypothesis is the scheduled award hypothesisatestthat the options are periodic scheduled awhatsjust
happen to be given during the merger negotiatiomoge An alternative explanation is that the op$icare
unscheduled grants. This possibility elicits atstethree different hypotheses. The first is that gimscheduled
awards are given to provide CEOs with compensattiaf when their firms are sold. This could betjzatarly
important for CEOs expected to remain in office §mveral years if their firms were not acquired.other
possibility is the incentive alignment hypothesikieh predicts that unscheduled option grants tgetaCEOs
during the negotiation period will induce CEOs torlwhard in getting a high offer for their firmsdatherefore
more value for their shareholders. An alternati¥pl@nation is the rent extraction hypothesis wipasits that
the unscheduled option grants are designed toletaiget CEOs and not necessarily their firms’ shalders.
These hypotheses are not necessarily mutually gixeluTherefore, our tests are designed to hefprdifitiate as
much as possible among them.

We analyze a sample of 196 acquisition offersmpudi999-2006, in which we identify 110 target firthat
grant their CEOs at least one unscheduled optiardaduring the merger negotiation period. Our eiogitests
reveal that target firms that issue unscheduletbapto their CEOs while merger negotiations ardenway get

takeover premiums that are not statistically déférfrom the premiums other targets receive. Tindifig does

! Given their direct involvement in acquisition neigtions, CEOs are likely aware of the impending s#ltheir firm months
before market participants learn about the trafmacSince most of the target’s stock price inceeascurs during the four
weeks before and up to the deal announcement 8atevert, 1996), and because the firm's sale caoigésn awards to
immediately become exercisable (Cai and Vijh, 20@7EOs can stockpile options prior to the sale hedefit from
acquisition premiums paid for targets. In recerdrg, these premiums are in the order of 30%.



not support the incentive alignment hypothesis @asls doubt on the idea that the unscheduled awaedsimed
at inducing CEOs to negotiate more vigorously.

To better understand the motivations for the uedaled option granting activity, we also study its
determinants. The results of this test indicaté Wigen target CEOs expect large pay losses afteméérger goes
through, their firms are more likely to extend themscheduled options during merger negotiationsur O
estimates imply that when the expected lost incton€EQOs increases by 10 million dollars, the prdigtof
granting unscheduled options during the negotiapienod increases by about 9 percentage pointaddiition,
we also find an inverse association between the efzgolden parachutes given to target CEOs and the
probability that these executives get unschedufgms during merger negotiations. We view theseilte as
evidence in support of our compensation relief ligesis.

We study the dates when the unscheduled awagdssued along with the targets’ stock prices dutire
sixty days immediately surrounding the grant dé@xer. results related to these analyses show thatrtbeheduled
grants are issued to coincide with the lowest sfrate accruing to targets during the merger nagjoti period.
In addition, we identify significant price run-upfier the grants’ inception, which appear to beermonounced
as reporting days from the grants’ origination dateease. We find that the targets’ stock pricttgpa centered
on the unscheduled option grants’ origination ditéineates a V-shape characteristic of option batikg similar
to that in Heron and Lie (2007). This evidencelestrong support to the rent extraction hyposhesi

Our results indicate that unscheduled option asvg@dnted to target CEOs have a material effecthen
wealth of these executives that exceeds any betaefiet shareholders realize from the acquisit@nce the
acquisition is completed and due to their unscrestlaption awards, we estimate that these targetsCie@lized
premium is over 20 percent larger than the prenshareholders in the same target firms obtain.

The findings herein have several important puplticy implications on the efforts by regulators dorb
corporate malfeasance. At first glance our resmticate that, in the context of a firm's impendisgle,
unscheduled option granting might be a covert fafmnsider trading. Put differently, if target exsiwes
increase their option holdings due to their knowkednd participation in the acquisition, then theskviduals
might be in violation of Sections 10(b) and/or 16@b the 1934 Securities Act which penalize insittading.
Specifically, these laws state that “any persorcipasing or selling a security while in possessibmaterial,

nonpublic information shall be liable in an actiorany court of competent jurisdiction...” Howeverell-timed



option awards are not actionable as insider tradiolgtions, not even if they are backdated. Tusurs because
an option award is simply not a “purchase” of se@s for the purpose of the 1934 Act (Anabtawi(2y).

It would also appear that our results documentatiohs of Rule 14d-10 of the 1934 Securities Aciclvh
calls for equal treatment of all shareholders durin mergef. Nevertheless, on October 18, 2006, the SEC
unanimously voted to adopt amendments to the ‘{mésé rule” contained in Rule 14d-10(a) (2) undez 1934
Act. The amendments clarify that the best price rapplies only to the consideration offered andl gar
securities put forth in a tender offer and doesapply to payments to employees, directors or acthareholders
of the target company pursuant to employment cosgtéon, severance or other employee benefit arraeges
entered into in connection with an acquisition lné target company. The rule change provides atsatgor
allowing the compensation committee of a targetiarth of directors to approve employment compensatio
severance or other employee benefit arrangemeniis fexecutives during a tender offer negotiation.

Our results also indicate that unscheduled bacldgatnts to target CEOs during merger negotiatimtdine
during the years after the Sarbanes-Oxley Act (S@3ses. These findings highlight the importancgé an
effectiveness of Section 403 of the Act, which iesgi public company officers and directors to regbeir
receipt of stock options within two days of the rgraNonetheless, we also find that, even after S&X
promulgated, many target CEOs realize healthy és@ngremiums due to unscheduled options granteishglur
merger talks. We find that, on average, these eseeqremiums are about 26 percent larger thanakeoter
premiums target shareholders realize. Moreoveeratsults show that after SOX passes, a one weegase in
the length of merger negotiations increases theytaselated to unscheduled options by about 98di)ars.
These findings suggest that SOX has reduced thettarability to backdate options but it has natueed their
ability to favorably time the issuance of unschedujrants. Given our results, it is possible thahkr controls,
such as the strengthening of disclosure requiresndating mergers, are needed to further deter kbller
expropriation.

The paper proceeds as follows. Section | revidvesappropriate literature and develops our hypethes

Section Il describes our data. Section Il provithesempirical analyses we use to test our hypethesection IV

2 The existing Rule 14d-10 of the 1934 Securities Amvides that no bidder may make a tender ofieless “the
consideration paid to any security holder pursdarthe tender offer is the highest consideratioid pa any other security
holder during such tender offer.”



presents additional evidence supporting the retraetion hypothesis. Section V describes our rairss tests.

Section VI concludes.

I. Literature Review and Hypotheses Development

A. Evidence on Rent Extraction and Incentive Alignment

The efficiency of top management compensationracts in general, and whether stock options betugfit
managers more than shareholders in particular,imeeg to be the subject of considerable acadentatde
Underlying this debate are two popular hypothesesentive alignment and rent extraction. The inisent
alignment hypothesis states that an increase imtyefaldings causes top managers to take actioat whil
enhance shareholder wealth. In contrast, the retraction hypothesis states that such increase recicu
anticipation of good news and is used by top marsagéth private information for their own benefRecent
studies report evidence in support of the incensilgnment hypothesis. For example, Hall and Murf2§02)
find a positive association between CEO stock-basmupensation and firm value. Hanlon, Rajgopal, and
Shevlin (2003) show that future earnings are paaitiassociated with stock option grahBich and Shivdasani
(2005) find that stock option plans for outsideedtors enhance firm performance. In contrast, ostadies
support the rent extraction hypothesis. For ingantermack (1997) finds that option grants are tinie
anticipation of good news and Carpenter and Remr(2091) show that top managers use their private
information to time exercises of options. Bebchiiled, and Walker (2002) indicate that the patt#rgranting
at-the-money options to CEOs is pervasive and dedigo benefit the executives and not necess&myfitms’
shareholders.

A.1 Rent Extraction vs. Incentive Alignment in Acquisitions

Recent papers suggest that CEOs of bidding firensgmally benefit from acquisitions even when tiggling
shareholders do not. For example, Grinstein antdadj2004) show that bidding CEOs receive largeubes for
orchestrating acquisitions irrespective of the steaérformance. Similarly, Harford and Li (2007)di that even

in mergers in which bidding shareholders are woffebidding CEOs experience wealth increases threaters

% Their results could also be evidence of insidaditrg: knowing that future performance will be sgoleads managers to
seek more stock option grants.



of the time. Harford and Li (2007) argue that th@ndings reveal important weaknesses in the corsgigmm
contracts of top managers and provide evidencesigpm the incentive alignment hypothesis.

In the situation in which the sale of the firmimsminent, the incentive alignment perspective meiiuas
options granted to target CEOs prior to a mergaf dee aimed at increasing firm value becauseatget CEOS,
who are often directly involved in the negotiationgh the acquiring firm, will work hard to get tHeghest
possible price for their firms. In contrast, thatrextraction hypothesis implies that such granésdesigned to
enrich top managers. Even though the academic rsédeslated to bidding CEOs does not support tbenitive
alignment hypothesis, there is some evidence stipgdhis hypothesis in the context of target CEBsitzman
(2006) finds that equity awards before an acqoisitare used by boards to align CEO’s and sharefslde
incentives. He argues that such grants are momsdylikxplained by incentive alignment issues witlain
acquisition setting and that there is no evideheg opportunistic actions by the target CEO dribeavved equity
grants prior to a firm’'s sale. Heitzman’s conclusiare opposite to those we present in this p&gerbelieve
that our empirical design, which focuses on theiompawards granted to target CEOs during the merger
negotiation period, enables us to directly testtiwbiethe actions of many target firms are consistéth those
predicted by the rent extraction hypothesis or whtbse predicted by the incentive alignment hypsithe

Beyond corporate insiders, other parties closelgted to the deal may benefit from their non-public
knowledge of an impending acquisition. For exam@®dnaruk, Massa, and Simonov (2008) find that
investment banks acting as deal advisors signifigamcrease their ownership in the target firm$obe merger
announcements. These authors argue that theitggsalide evidence related to the conflicts oéiiest affecting
financial intermediaries that simultaneously adviseM&A deals and invest in equity markets.

B. Acquisitions and Payoffs to CEOs of Target Firms

Recent studies show that target CEOs might bengillo accept lower acquisition premiums. There is
evidence that this can occur when acquirers protaiget CEOs a high-ranking managerial post, ssch lzoard
seat in the combined firm after the acquisitionampleted (Hartzell, Ofek, and Yermack, 2004, andf\\2004).
Although director compensation is often a fractidnvhat CEOs earn, it is possible that target CE€=k a board
seat in the combined firm to partially mitigate foeure income they will lose when their firms aeguired. This

probably explains why certain vehicles aimed atvjpliog compensation relief to CEOs of firms tha¢ a@old,



such as golden parachufese often favorably received by investors (Lambed Larcker, 1985). Rooted in this
literature, we develop the compensation relief tigpsis. It predicts that CEOs more likely to fogmsiderable
amounts of future compensation due to the acquiisf their firms are more likely to receive unsthled option
awards when merger negotiations are underway.

Stock and option holdings may provide a powerfakimtive for CEOs to sell their firms. Cai and V{R007)
show that CEOs with higher illiquid equity and aptiholdings are more likely to get acquired, ac@fawer
premium, and offer less resistance. Cai and Viguarthat, in the case of target CEOs, incentivesetbtheir
firms arise from the adverse effect of illiquidibym the personal valuation of their securities. NMengtk (2001)
and Hall and Murphy (2002), among others, show thatexecutives’ value of their firm's stock canrbech
lower than the market value. They argue that tiferéince arises because executives are often usdied and
unable to sell their stock or hedge their options tb several liquidity restrictions. This diffecenmight explain
(1) why CEOs who are able to sell their firms’ &t@o so when they get new option grants (Ofek aadmnack,
2000) and (2) the early exercise behavior of exeesitdocumented by Hemmer, Mastsunaga, and Sh@é86)
and by Bettis, Bizjak, and Lemmon (2004). Sincedbaity and option holdings of CEOs play an impartale
in their incentives to sell their firms, our mulivate tests control for the potential effect tietse variables may
have in the incentive alignment or rent extracthehavior of target CEOs.

C. Corporate Governance and Payoffs to Shareholders of Target Companies

When a firm is targeted, the board has the authanitl responsibility to evaluate an acquisition offéhen
deals are approved, the appropriate corporateeosfiof both firms sign a merger agreementthadarget’s board
files a proxy statement with the SEC detailing Hreangement. The target’'s board is also responsdile
distributing the agreement and calling for a sgeniaeting of the targethareholders where a formal vote
ratifying the acquisition takes place. This progaesw/ides the target’'s board with considerablerdisan over the
ultimate success of an acquisition. For exampleyrdg can adopt a variety of antitakeover measged) as
poison pills, in order to increase their abilityaither defeat a takeover offer (Malatesta ¥radkling, 1988) or

enhance their bargaining position with the bid@omment and Schwert, 1995). To address this isshen

* A golden parachute is a clause in an executivafsi@/ment contract specifying that s/he will reeelarge benefits in the
event that the company is acquired and the exeEstemployment is terminated. These benefits, whrehprovided to

reduce perverse incentives such as derailing atgioté acquisition, may include severance pay, tastuses, stock options
or a combination of these items.



appropriate, our tests control for the Gompersii,lgtnd Metrick (2003) index which adds 24 antitaker
provisions tracked by the Investor ResponsibiligsBarch Company (IRRC).

Several papers document that the composition meehtives of the board of directors play an imptrtale
in determining the welfare of target shareholdaradquisitions. For example, Bange and Mazzeo (R#pbrt
that firms with individuals concurrently holdingethitles of CEO and chairman of the board are nligedy to
receivebypass offers that generate higher target sharehghins. Harford (2003prgues that, at the margin, the
loss of directorship income may induce outside directarsresist acquisitions that are in the sharehelder
interests. Cotter, Shivdasani, and Zenner (1997 fihat a majority of outside directors enhanamget
shareholder gains. In addition, target shareholdétsin larger takeover premiums when institutioshre
ownership is high (Cotter and Zenner, 1994), andrmop management has greater stock ownership (&whg
Walkling, 1993).

The existing literature documents the importanicecoporate governance in determining the way inctvh
target shareholders fare during acquisitions. Tihegein our tests, we control for several govegsaattributes
for targets firms in our sample.

D. Securities Laws Violations around Acquisitions

Previous studies document that individual investage made illicit profits in anticipation of acsitions.
For example, Keown and Pinkerton (1981) providelence of share price run-ups and excess returnscey
investors in acquired firms prior to the first pebhnnouncement of planned mergers. These authgue dhat
these excess returns arise due to leakages ofnafmmn of the impending transaction which violaties insider
trading statutes of Rule 10b-5 of the 1934 SeasriEixchange Aét.

Jarrell and Poulsen (1989) also document share puit-ups prior to acquisition announcements alwitiy
abnormally high volume. Meulbroek (1992) uses deden court filings to show that at least some df fire-
acquisition trading volume is driven by illegallgformed agents. However, there are alternativakeadansider
trading hypothesis to account for pre-acquisitiangpand volume run-ups. For example, accordingetessen and

Ruback’s (1983) market anticipation hypothesiss #@lso possible that market participants forebeetquisition,

® They define a bypass offer as an unsolicited tendfer for a controlling majority interest in artget that is allegedly
unanticipated by management and by the board etiirs.

6 Agrawal and Jaffee (1995) study whether Rule 166t¢rs insider trading by the target’s managersvever, Agrawal and
Jaffee explicitly exclude option compensation fribwair study.



and their trades impound this anticipation int@@si In this context, Song and Walkling (2007} fihat market

anticipation of an acquisition explains price ryssyprior to the transaction. In a recent study, iStagd Roth, and

Saporoschenko (2004) show that insiders with nolipitformation that their firms are acquisitiorrgats can

legally profit by delaying planned sales of théinfs' stock. These authors explain that insiders wkecute the

latter strategy do not expose themselves to andl@iminal liability contemplated under the ingideding laws.
D.1 Violations of securities laws in the context of this study

Unlike previous studies, our paper focuses on tealtl effects to target shareholders when themdigrant
unscheduled options to target CEOs as merger adigois are underway. Zeroing on the negotiatioamsphis
crucial to test whether or not options granted megodic scheduled awards that just happen todiafing the
negotiation period. Moreover, focusing in the négain period could be essential to examine whether
granting activity breaches securities laws.

Officials from the top U.S. securities regulatorstran August 18, 2006 to discuss emerging trendssider
trading. In the meeting, Joseph J. Cella, chighefoffice of market surveillance at the Securiiesl Exchange
Commission (SEC), stated on behalf of the commissid/e are certainly cognizant of the up tick [okider
trading] in merger-and-acquisition activity,” (Mangson, 2006). If target CEOs receive stock optimisg their
private knowledge of the eventual acquisition dditHirms, then these executives might be in violatof the
insider trading statute (Sections 16(b) and 10agbjhe 1934 Act which proscribes purchasing orisglh security
by any person while in possession of material, nblip information. However, Anabtawi (2004) argubat
well-timed option awards are not actionable asdmsirading violations, not even if the awards laaekdated,
because an option award does not constitute aHpaec of securities under the 1934 Securities Act.

It is also possible that granting unscheduled ostio target CEOs during merger talks infringeseRifd-10
of the 1934 Securities Act. This rule proscribesitfers from making a tender offer unless the carsitibn paid
to any security holder pursuant to the tender dffehe highest consideration paid to any otheurigcholder
during such tender offer.” While this rule appesosbe simple in concept, courts have wrestled ow o
interpret it in the context of a variety of compatien arrangements of top executives of target emgs (who

are often shareholders as wéllPerhaps to ease the interpretation of the ruleQotober 18, 2006, the SEC

" These arrangements often include severance payngaysbonuses, non-compete payments, and othkrazab equity
compensation arrangements designed to retain avitlprincentive to top managers.



adopted amendments to the “best price rule” coathim Rule 14d-10(a)(2). The amendment provideafa s
harbor enabling the compensation committee of @etsr board of directors to provide employment
compensation, severance or other employee benefingements for its executives during a tenderroffe

negotiation. Given this amendment, it is unlikédgtttargets in our sample violate Rule 14d-10 efifi34 Act.

II. Data and Sample Selection

We begin with 3,980 mergers and acquisitions trddig the Securities Data Company (SDC) announced
during 1999-2006 in which the target is a publithded U.S. comparfyErom the initial sample, we retain 3,521
deals in which targets have stock market and ad¢cwudata available from the Center for Researc8enurity
Prices (CRSP) and from Compustat, respectivelyomFthis group, we keep 884 transactions where catpo
governance data for target firms are available ftbenIRRC. We note that 620 of these 884 targetsstsck
options to compensate their CEOs and 196 of thempgranting targets do so after their acquisitiegotiations
begin. We study these 196 deals.

Panel A of Table | reports the industry distribatiaf the 196 mergers. Based on the Fama and F(@8&i)
industrial classification, our sample appears veelttered across several industries. However, tmnBss
Services industrial classification exhibits someastéring with just over 15 percent of the targanh§ belonging
to that industry. Panel A, Table | also reportstéraporal distribution of the 196 deals. Our saggans periods
of both economic expansion and recession. The amumaber of mergers announced is higher at thenpéu
of our sample period, which coincides with peri@iseconomic expansion when the stock market valoas
higher. Conversely, merger activity is lower durthg 2002-2003 period of economic contraction. Riseldropf
and Viswanathan (2004) show that stock market hahitves merger activity. Shleifer and Vishny (2p@bo
document the effect of stock market health on thalver of acquisitions. The temporal distributioroaf sample
appears in line with the findings in these studies.

In Panel B, Table | we report the mode of acquisitimethod of payment, attitude, and other charatites
related to deals in our sample. We note that, antibadl96 deals, 92 or about 47 percent are cashisittans.

This incidence is similar to that in Bates and Leann2003). They study merger agreements during 1983

8 Our sample begins in 1999 because the coveragptioh grants is rather limited in the Thomson Ricial database prior
to 1996.



and find that 47 percent of the deals are paicashcWe read the S-4 and 13D filings by the acgtimas and
form DEFM14Afiled by the target firm$.This information, which we supplement with newmtvsearches in
Lexis/Nexis, enables us to identify the date whendeal is initiated as well as the party thatates it'° We find
that in over 53 percent of all cases the acquicoignpany initiates the deal. The overwhelming nigjaf the
transactions (about 95 percent) consist of friema#ygers. This frequency also mirrors that in Bate$ Lemmon
(2003). Deals in our sample are completed over &8gnt of the time. Boone and Mulherin (2007) répor
similar completion rate of over 94 percent in trssimple of takeovers during 1989-1999.

Panel C of Table | reports key firm characterisfasour target firms. The average (median) taigedur
sample has a market capitalization of $3.780 illi@.073) and is purchased for $4.076 billion (247These
figures are similar to those in Grinstein and Hri2004). They study acquisitions during 1993-199€ report
an average deal value of $4.7 billion for targetgheir sample. The average target in our samplhébx a
market-to-book ratio of 1.715 which is comparalol@tvalue of 1.634 for the same ratio that Bateslaammon
(2003) report for the targets in their sample.

For each award, we estimate the Black-Scholes (1\8@e of the stock option grant (adjusted by lstgits
as per Merton (1973)) with data from the ThomsonahRcial's Insider Filing database. Figure 1 proside
information about the 278 options grants issuedunryl196 target firms. The first column in the figishows that,
on average, targets grant total options valued2& @illion dollars. The third column shows thesegds consist
of about 907,000 shares. On average, each gravarid 4.45 million dollars (column 2) and consisfsabout

640,000 shares (column 4).

lll. Unscheduled Option Awards to Target CEOs During Merger Negotiations
Yermack (1997) and Aboody and Kasnik (2000) intdickat most CEOs of public companies in the U.S.
receive stock option awards once each year. Thexeitois likely that managers trying to increakeit option

holdings before acquisitions might not be abledceive additional grants during the annual boardtime in

® According to the SEC, form S-4 may be used foiisteafion of securities to be issued (1) in a teation of the type

specified in paragraph (a) of Rule 145 (of the 1888; (2) in a merger in which the applicable stitw would not require

the solicitation of the votes or consents of althef security holders of the company being acquifgdin an exchange offer
for securities of the issuer or another entity;i(dd public reoffering or resale of any such se@# acquired pursuant to this
registration statement; or (5) in more than onethaf kinds of transaction listed in (1) through ¢&pistered on one
registration.

19 Information from news sources is particularly Hielpn collecting data for 12 deals that are evaiyuwithdrawn.
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which options are regularly awarded. If this osguwptions would have to be issued at unschedutegst To
identify awards likely to be unscheduled, we sttlgy option granting patterns for our target companiVe note
that most boards schedule their meetings at reguodarvals. Some boards use the same calendarofidabe
month to meet, such as the third day of the moat eénonth, and will meet during the next businessifisuch
day happens to fall on a weekend or holiday. Oteards pick a certain day of the week during sagemveek,
such as the second Tuesday of every month. Weifglasgrant as a regular or scheduled option avifaitdis
dated within 14 days of the one-year anniversarg pfior grant. Grants are classified as unschedutleerwise.
Using this classification, 110 of the 196 targetB in our sample grant at least one unscheduleddawhile
their acquisition is being negotiated. Table Altlve appendix provides a representative exampletafget that
grants its CEO unscheduled options during the merggotiation period. Next, we study three différen
hypotheses to understand why targets issue undeldedptions to their CEOs while their sale negairais in
progress.

A. The Compensation Relief Hypothesis

The compensation relief hypothesis argues thaetdigns are more likely to issue unscheduled awaod
their CEOs to mitigate the large personal losseselexecutives will incur as their firms are sdldese losses
are mainly due to the lost income for the expegtedrs the CEO would remain in office as well as tfoe
absence of golden parachutes and other paymeqgtsefity given to CEOs when their firms are sold.

As noted earlier, 110 of the 196 target firms walgtgrant at least one unscheduled award while endadks
are underway. To investigate the characteristiciugets that issue options during negotiationd st our
compensation relief hypothesis, we run a bivarliegé model where the dependent variable is “1dtileast one
unscheduled option award is granted to the tar@® after merger negotiations begin and is “O’toflise. As
we discuss in the previous section, we are ablietermine the date in which negotiations startdgding the
different filings and literature describing the tbiy of each transaction. We estimate five différéogit
regressions of the determinants of the unschedydidns and report our findings in Table Il. Allgressions
control for year fixed effects.

In order to examine our compensation relief hypsithewe include the present value of the expeatst |
compensation by the target CEO as the key indepénadeiable in the logit models of Table II. To calate the

present value of the expected lost compensatiomsagnformation on salary, bonus, other annualpsorsation,
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long-term incentive payout, golden parachutes,thadralue of restricted stock and option awardsepserted in
proxy statements$! We standardize this variable by the total compémsaeceived by the target CEO during his
last year in office under the view that, all elsgi@, the same expected loss would be more sese@EHOSs who
earn lower total compensation packages. The irausif the golden parachute in the calculation @ libst
compensation accruing to target CEOs is particuianportant because it is possible that the absensé&e of a
golden parachute may lead boards to grant their C&cheduled options when merger negotiationdgnare
progress.

In all regressions in Table IlI, the coefficient imstte for expected lost compensation is positive an
statistically significant. The marginal effect irga by this coefficient estimate indicates thatOaniillion dollar
increase in expected loss compensation raisesrétalplity of receiving an unscheduled award dunmerger
negotiations by about 9.4 percentage pdint put this result in perspective, target CEOstin sample expect
an average present value pay loss of just overil®@mdollars when their companies are sold. di&ion, we
note that all regressions control for the fractioh option-based pay CEOs receive relative to theial
compensation. This variable exhibits negative agdificant coefficients in all specifications, imditing that
unscheduled options are unlikely to be issued t@€Er which options already represent a sizabléiqyo of
their total pay package. We interpret the resultable Il as evidence in support for the compeosatklief
hypothesis which predicts that unscheduled optiorfSEOs are more likely when these executives éXpege
compensation losses once their companies are adquir

Our tests control for the presence of busy boanisch we define as those in which at least halthef
outside directors hold three or more directorshixsre, Holthausen, and Larcker (1999) find thatyblsards
overpay their CEOs. Our findings indicate that unolesy boards, targets are about 21 percentagéspoiore

likely to grant their CEOs unscheduled options migiihe acquisition negotiation period. In addititargets in

™ This approach follows the method of Fich and Shsahi (2007) who estimate the financial magnitudeessonal losses
of sued directorsFor the calculation, we make a number of assumstidirst, following Hartzell, Ofek, and Yermack
(2004), we assume that all CEOs retire by age @btlat CEOs who are at least 65 years old expestatp in office one
more year before retiring. Second, following Yerin&2004), we assume that the probability of departocreases by 4%
each year due to acquisitions, delistings, or otilngrover reasons. Third, we assume that salarypands would increase by
2% from that received during the year prior to asitjon when firm performance is above the Fama Brehch (1997)
median industry ROA. This assumption follows Beliclamd Grinstein (2005), who report a 40% increassadlary and
bonus for the period 1993-2003. Fourth, we asstnaiethe probability of departure increases by atit@hal 2% when firm
performance is below the median industry perforreafinally, we use a real rate of 3% to discoushdéoows.

2 This marginal effect is obtained by evaluating plaetial derivative of the likelihood function dtet mean total target CEO
compensation of 6.86 million dollars.
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which there is a change in control clause in th®©&Ecompensation contract are 6.5 percentage poiote
likely to grant these executives unscheduled optduring merger talks. As discussed earlier, tloéemeses call
for option vesting periods and other restrictiamdisappear when firms are sold.

The analysis in Table Il also yields a result wititential public policy implications. The coeffiokeestimate
for the post-Sarbanes-Oxley Act deal indicatoregative and significant. The marginal effect fais thariable
indicates that granting unscheduled options toeta@EOs during the merger negotiation period isosinb7
percentage points less likely after the Act is putgated. This finding indicates that SOX has redijdut not
completely eradicated, this activity.

B. The Incentive Alignment Hypothesis

The preceding tests indicate that targets arenigatito issue unscheduled options awards to tHe®@<while
their sale negotiation is in progress if the exivestexpect large compensation losses due to teeWhile this
result is consistent with our compensation religpdthesis, it is also possible that the unschedolgiibns
motivate CEOs to negotiate higher premiums forrthaiget firms. A higher premium would be benefidia
CEOs and shareholders because it would raise hethwealth. To explore this issue, we study thenpums
paid for targets in our sample.

B.1 Univariate Tests

For our entire sample of 196 deals, we follow agléiterature in mergers and acquisitions and aratyw
different proxies for the acquisition premidfrFirst, following Dodd and Warner (1983), we congatmulative
abnormal return§CARS) running from 20 days prior to the deal’s announeeindate (AD-20) until one day after
the deal is announced (AD+1). We also use the Weeek acquisition premium as reported by SDC whgh i
calculated as the offer price divided by the tasgstibck price four weeks before the merger pudfinouncement
date. Panel A of Table Il reports these premiuarsall targets and also reports the mean and megutiemiums
sorted by whether the targets grants scheduleshsmheduled options during merger negotiations.deorentire
sample of targets, averages for &R [AD-20, AD+1] and the four-week premium are 22.7@¥d 34.81%,
respectively. These values are comparable to tbmipm averages of 22.7% and 34.8% reported by &lhrtz

Ofek, and Yermack (2004), and close to the 23.786lb31..84% reported in Cai and Vijh (2007), respedyi

13 Officer (2003) and Bates and Lemmon (2003) useB€ premium while Boone and Mulherin (2007) use 4aweek
premium in their robustness tests. Hartzell, Ofiett ¥ermack (2004) and Cai and Vijh (2007) use lprtixies.
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The results in Panel A of Table Ill also show thaan and median premiums paid for targets thatissu
unscheduled awards are not statistically diffefeorh the premiums paid for targets that issue saleeddoptions.
This result is inconsistent with the idea that tnestuled awards align the incentives of target CEf target
shareholders.

B.2 Multivariate Tests

Given the univariate nature of the tests in Paxnef Table Ill, we use our takeover premium proxas
dependent variables in a set of three regressioniich the explanatory variable of interest isradicator that is
“1” if the target grants at least one unschedulptioa during the merger negotiation period and@ds if the
options granted are scheduled awards. The regnsssitich are reported in Panel B of Table lllpatsntrol for
several variables that affect acquisition premi@sprevious research documents. Moreover, we ectilet the
decision to issue unscheduled stock option awandagithe merger negotiation period has its owrcheinants.
Therefore, we use the inverse Mill’s ratio in twidtloe three regressions to control for self-setecbiast*

Consistent with the univariate tests, the coefficiestimate for the unscheduled awards indicator is
statistically insignificant in all the regressioims Panel B of Table Ill. This result indicates thaischeduled
options do not affect the magnitude of the premiyraisl for targets in our sample. Other results and? B of
Table Ill are analogous to those in other studies.example, as in Schwert (2000) we also estimasitive and
significant coefficients for deals in which the eateration is paid for in cash and for deals ini@vtender
offers, respectively. Similar to Hartzell, Ofek,daWermack (2004), we also find that prior year esscesturn is
positive and significantly associated to the premiln unreported tests, we rerun all models in PBn& Table
lll in a subsample of deals for which we can calteilthe relative size of the merger participanhdit® As in
Jarell and Poulsen (1989), we find negative antissitally significant coefficients for this variedh However, the
inclusion of the relative size variable in the eggions does not alter the lack of statisticaliBagmce of the

unscheduled grant indicator.

14 We use the Heckman (1979) self-selectivity cofoectvhich involves using a first-stage estimatidrtie probability of

granting unscheduled options during negotiatiorhveitlogit model similar to those reported in Tablevithout the deal

characteristics. The logit is estimated for thevarge of target firms that grant options to thetQCeither before or after
negotiation has started, with data from CRSP, CatghulRRC, and Thomson database. In the secoge,dtiae inverse
Mill's ratio from the logit model is included indtestimation as a variable to control for self-cda.

15 We do not have market value information of 28 gévacquirers. Relative size equals the marketevafuhe target's
equity divided by the market value of the acquserquity.
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Both univariate and multivariate tests in Tabledlveal that targets granting their CEOs unschextioptions
when deal talks have started, do not necessarifgirolinigher premiums for their firms. This resufipaars
counter to theories of incentive alignment. We ribt all of the premium regressions in Table dhtol for the
targets’ previous stock market excess return asagdbr accounting performance.

A potential concern related to the results in €alll is the implicit assumption that targets amng to be
eventually acquired. Under this assumption, theradttive of no acquisition is not taken into coesidion. We
note that not all deals in our sample are compldteavever, it is possible that options are necgssaorder for
acquisitions to materialize. This could be partelyl important for firms that would be better-offthey were
acquired. Under this view and notwithstanding ethand legal issues, the granting of unschedul¢idrcpmay
be consistent with the incentive alignment hypathes

B.3 Are Target CEOs Trading Premium for Power?

Our previous tests show that targets that issiseheduled options to their CEOs during the negdotiat
period do not receive higher premiums. Earlier aese by Hartzell, Ofek, and Yermack (2004) and bwyliw
(2004) finds that targets headed by CEOs, who segudirectorship or other position of power in tdoebined
firm, receive lower takeover premiums. In our cases possible that CEOs of targets where optismaras are
unscheduled are also more likely to get a boarti@eather employment in the combined firm. If tbhiscurs, the
prospect of obtaining the position in the mergenh fimight also explain why the premiums these CE€ohate
for their firms are not significantly larger thamose obtained by other targets. Moreover, a joihéncombined
firm and the income and benefits of such positioilghtn mitigate the necessity to provide CEOs with
compensation relief. To test these conjecturescollect and review board and executive appointsémt the
131 completed deals in our sample that do not ire/ptivate or foreign acquirers. We also pay chtsention to
the composition of the board of directors of thguagng firm during the year of the acquisition. Welieve that
acquirers’ board membership during the year ofike is important because if a target CEO is alrsadting on
the acquirer’s board, accepting a lower premiumhisrfirm may enable the target CEO to keep thectirship

in the combined firm.
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In Table IV, we run bivariate logit regressionstioé probability that target CEOs obtain a positibpower
in the combined firm® The dependent variable in the logit specificatiori1” for target CEOs that obtain a
position in the combined firm or hold such positiduring the year the deal is executed. Altogetiveryun two
different regressions controlling for various targend deal-specific variables. Present in allesgions is a (0,1)
dummy variable that is “1” for targets issuing umsduled options and is “0” for those issuing schedlawards.
Coefficient estimates in all regressions are negatnd statistically significant for our unschedigant dummy.
This result, which obtains in all specificationgdas robust to several target- and deal-specifidrob variables,
casts doubt on the idea that, for these firmsjrgett position in the combined firm would entice @Ethat get
unscheduled options to negotiate an unfavorablmipra. A more plausible explanation for the ressithat, by
obtaining a position in the combined firm, targdE@s would risk having their options not vest whéae t
acquisition is completed. In terms of the margiei@éct implied by the coefficient estimates in T@bV, CEOs
receiving unscheduled options during merger negotis are almost 22 percentage points less likely t
subsequently obtain employment in the combined. f&mother potential interpretation of our resulthat since
these CEOs will not be attractive candidates fimbain the combined firm, they will not enjoy therapensation
and benefits of such position and perhaps evenaimies at other firm€.This interpretation of the result might
explain the need of these executives to receivepeosation relief with unscheduled option awards.
C. The Rent Extraction Hypothesis

So far, our empirical analyses support the comgéns relief hypothesis and not the incentive atigmt
hypothesis to explain why targets issue unschedybtidn awards to their CEOs during the merger tiagon
period. Put differently, our results suggest thatiam grants to target CEOs during merger negotiatibenefit
these executives but not necessarily the targetskholders. Therefore, it appears that these ropfecilitate the
expropriation of wealth from shareholders thatrénat extraction hypothesis predicts. In this segtige evaluate
the wealth effects accruing to target shareholdemsur sample, paying close attention to whether dptions
issued by the target firms are scheduled or not.

C.1 Univariate Tests

'8 We consider directorship positions as well as etree appointments such as CEO of the acquirer sutsidiary, chief
financial officer, chief operating officer, chairmavice-chairman, president, or vice-presidenhmmerged firm.
" Brickley, Linck and Coles (1999) discuss the chaastics of retiring CEOs that obtain directopshin other firms.
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To directly test whether unscheduled options avehicle that facilitates rent extraction by thegt firms,
we examine shareholder returns around the dates thibee awards are issued. For each grant, weads@ARS
running from 29 days before the award is issued th# issue date [-29, 0] and from the day aftds iissued
until 30 days after [1, 30]. In Table V, we reporean and media@ARs for all grants and for subsamples of
scheduled and unscheduled awards. Estimates ire Nalshow that all grants are associated with inSnt
returns prior to the issuance of the awards. Howeafter issuance, unscheduled awards experietreenendous
surge in abnormal returns. In terms of both thenread mediarCAR, such boost is statistically different from
the modest increase in returns experienced bychedsiled awards. The median unscheduled gransixiased
with a post-issuance 30-d&AR of 3.6 percent. In contrast, during the same plettie@ median scheduled grant
raises by only 0.18 percent.

Under Section 403 of the Sarbanes-Oxley Act @2®ption grants to senior management must betegpo
with the SEC within two days of the grant date.sTi@quirement suggests that unscheduled awardg beglss
likely to be retroactively priced at low stock pricif the grants are reported within two days efrtissuance. In
Figure 2, we plot the daily abnormal return pattofeed by our sample targets that issue unschedakestds
during merger negotiatiod&The figure shows cumulative abnormal returns dytive 61-day period centered on
the issuance of the grants. Figure 2 exhibits da&ped pattern, characteristic of stock option batikg activity
as documented in Heron and Lie (2007) in theirstoidthe timing of stock option grants during 19292
During the negotiation period, target firms app@agrant unscheduled options when the firm’s stodke is at
its lowest point. The issuance date appears to hengng point as target firms exhibit remarkabkuation
improvements after the options are awarded. Figuatso shows that backdating activity of unschetialwards
appears to subside following the promulgation ef 8arbanes-Oxley Act. This finding suggests thatttvo-day
reporting requirement in Section 403 of the Act &amsaterial effect in deterring option backdating.

Overall, together with our earlier takeover premitests, the results in Table V and the patteripécti in
Figure 2 suggest that targets that grant their C&2@sheduled option awards while merger talks adeway
expropriate their shareholders. To assess the trdmss of the findings in Table V, we now turn tor ou

multivariate tests.

18 We thank David Yermack for this suggestion.
¥ The V-shape in Figure 2 continues to obtain wheruse net-of-market or Fama-French expected returns
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C.2 Multivariate Analyses

Lie (2005) and Heron and Lie (2007) make the cas®&dckdating relying on specific patterns whichaiso
examine for targets that extend option grants & t6EOs while their sale is being negotiated. Ehasgthors
note that most scheduled option grants do not @ubmidable price increases following their isaoa as do
unscheduled grants. The evidence in Lie (2005) iantleron and Lie (2007) also indicates that delays
disclosing unscheduled awards augment the posarissuperformance these grants exhibit.

In Table VI, we explore the empirical patterns assed with backdating of stock options in the skgf
278 grants for our 196 targets. The dependentblaria theCAR for each target firm accruing during the 30 day
period following each grant’s inception date. Wen ra total of five regressions; in all of them, tkey
independent variable indicates whether the opti@mtgis unscheduled. All regressions control foges and
deal-specific characteristics as well as for tirfieats; regression (4) controls for self-selection.

Results in Table VI provide evidence consistenhwite backdating of option grants by targets thatié
unscheduled grants during merger talks. In regosasd), which we run using all 278 awards, the ficieht for
the unscheduled grant dummy indicates that abnomatains increase by about 5 percent after thehesded
grant’s inception. In regression (2), we limit te@mple to option grants filed before the promutgatf the
Sarbanes-Oxley Act. The coefficient for the unscived grant dummy in this test doubles indicatingoet-
issuance abnormal return increase of about 10 pierte regressions (1) and (2), we also note thpbrting
delays are positively associated with the postaissa performance of the grant. This result isria livith those in
Lie (2005) and Heron and Lie (2007) that the rapgrdelay of the grant has a material effect on gbst-
inception performance of the awards. Put diffeserdlr result shows that the longer the reportihthe grant is
delayed, the better able firms are at identifyirfg\erable date to retroactively issue the award.

An issue of potential concern in the context of examination is the extent to which the takeovenpum
that targets experience drives the post-issuanderpgnce of the targets that issue unscheduledtgrdo
investigate this issue, in models (3) and (4) obl&avl, we exclude 44 option grants awarded withthdays
prior to the announcement of the deal. The unsdeddgrant indicator and the reporting lag variainléhese
regressions continue to exhibit positive and dtaesiy significant coefficients that imply meaniiody share price

revaluations following the grant’s inception.
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In model (5) of Table VI, we examine all grantsuisg@ after the promulgation of the Sarbanes-Oxley Ac
Coefficient estimates for the unscheduled granicatdr and for the reporting lag variable are ratistically
significant. These finding suggests that Sectiod dbthe Act, which mandates top managers in puiiias to
report their receipt of stock options within twoydaof the grant, has had a material effect in dietgroption
backdating in target firms during merger negotiagio

Overall, the results in Table VI indicate that umsduled option grants during target negotiatiorseapto be
backdated awards aimed at enriching CEOs. We shatvunscheduled awards experience value apprewatio
even before mergers are announced. Consistent théthliterature on backdating, we also show thathsuc
appreciation is more pronounced when options grerted late. This evidence, coupled with our eath&eover
premium results, provides strong support for thet rextraction hypothesis to explain why targetsuéss
unscheduled stock option awards to their CEOs wihidgr own acquisition is being negotiated. Nonktbs
because the backdating occurs during the mergestiaign period, it is also possible that such lating
activity indicates that the target is doing eveyghpossible to get the deal done. Based on thésgretation, and
aside from any legal and ethical considerations,lthckdating activity we uncover might be evideot@&on-

opportunistic behavior by the target firms we study

IV. Additional Evidence
A. Effective Premiums Target CEOs Realize

A potential byproduct of the backdating of stogkion awards that we uncover is that the beneéitsuang
to some target CEOs may surpass the benefits agawitheir own target shareholders. If the incastiof CEOs
and shareholders are truly aligned, then their theare likely to rise and fall at the same time.

We contrast the effective premiums realized by €@&@d shareholders of our target firms. For all €Re
estimate an exercise premium accruing to the optiavards calculated as the offer price dividedheyaverage
option exercise price. For shareholders we uséotlveweek premium. We are aware that, by consioactihese
premiums are likely to be different and thereforighth not be perfectly comparable. However, our goal
contrasting these premiums is to provide some petsg on how the same acquisition event impaasabalth

of target shareholders and target CEOs.
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Table VII, Panel A reports these premiums split Wwhether the options grants to target CEOs are
unscheduled. The results indicate that target CEe@siving unscheduled awards fare far better thair bwn
shareholders. These executives realize an averageise premium of over 56 percent whereas theshloiders
in the same targets obtain takeover premiums tieatlout 20 percent lower. These differences atesttally
significant. In contrast, the premiums realizeddyOs and shareholders of targets that issue s@tkdption are
not statistically different. This evidence also pogis the rent extraction hypothesis and not theeritive
alignment hypothesis to justify why certain targgrant their CEOs unscheduled options when thde sa
negotiation is taking place.

Results related to option backdating in Figuren@ an Table VI indicate that this activity has cmiesably
subsided after the enactment of the Sarbanes-Gydeyin Panels B and C of Table VII we study thermpiums
realized by CEOs and their target shareholdersndutiie pre- and post-SOX periods, respectitelyAs
expected, the results in Panel B indicate that na@@hmedian exercise premiums earned by target QEQrsto
SOX are significantly larger than the takeover prens earned by their target shareholders. In Panele report
a somewhat unexpected finding. Our estimates irelP@nindicate that even after the promulgation loé t
Sarbanes-Oxley Act, target CEOs still realize heftgrcise premiums arising from unscheduled optaavsrded
during merger talks. Indeed, such premiums siggifily exceed the takeover premiums target sharersld
realize by about 26 percent. This last finding |sgg that Sarbanes-Oxley may have amelioratedatigets’
ability to backdate stock option grants but notrtability to favorably time these awards.

B. Timing of Option Awards and Profitsto Target CEOs

The preceding tests suggest that the new repattieg in SOX have significantly curtailed a tatgetbility
to retroactively date option grants. These test® @hdicate that, despite their inability to badkdgrants,
unscheduled option awards granted during mergeotiaipns continue to generate hefty windfalls farget
CEOs even after SOX. To better understand theraciffecting these windfalls, we run four differdabit

regressions in Table VIII. In all regressions, tlependent variable is the actual dollar profit18é target CEOs

2 We note that takeover premiums drop after SOXniscted. We check whether this is the case for tB80Bdeals we
identify in SDC from 1999-2006 described in SectibrFrom that sample we compare the SDC acquisiti;emiums for

3,567 deals with available premium data. We firat thhe median acquisition premium drops from 41.§%#SOX (2,079

deals) to 28.60% post-SOX (1,488 deals). Theskstitatcompare favorably with those we report &gets in our sample in
Panels B and C of Table VII. It is possible tha #dditional regulation imposed by SOX has effetyiveduced takeover
premiums. Earlier research on the effect of reguiiabn takeover premiums presents mixed evidenoeekample, Jarell
and Bradley (1980) argue that the passing of th#iaMis Act in 1968 increase tender offer cash ptens. However,

Nathan and O’Keefe (1989) show that takeover premidrop during the five years after the Williams Acpromulgated.
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in our sample earn due to option grants they recdiwring merger negotiations. The key independariable in
regression (1) is the length of merger negotiatishih we estimate as the number of days elapssd fine start
of merger talks until the deal is announced. Theffadent estimate related to this variable is gwesi and
significant (0.008p-value = 0.003) and indicates that a one week as@én the negotiation period increases the
option-related payout to target CEOs by about 36 @dllars. A (0,1) dummy indicating whether theioptis
unscheduled is the key independent variable inessjon (2). This variable also exhibits a positamd
statistically significant coefficient (2.66;value = 0.06) that implies that option-related qatg to target CEOs
are about 2.7 million higher when the grant is tiesitled. In regression (3), the key independeritiblar is a
dummy that is “1” if the grant occurs after the pdgation of SOX and is “0” otherwise. The estimegkated to
this dummy variable is not statistically signifitaat conventional levels. This result suggests tipaion-related
payouts are similar in the pre- and post-SOX pearidd regression (4) we estimate the joint effdcthe key
explanatory variables in the previous three regwass For this purpose, the key independent vagiabl
regression (4) is the interaction of the lengtimefrger negotiations, the unscheduled indicator thagost-SOX
indicator. Estimates in regression (4) indicatd tha joint effect of these variables, (0.@yalue = 0.013), is
positive and significant. Moreover, the combinedugaof the interaction and length of negotiatiomialles in
regression (4) is also positive and statisticaliyigicant (0.014 p-value = 0.001). This result implies that, in the
post-SOX period, a one week increase in mergertramns increases the payout related to unschddpéons
by about 98,000 dollars. This finding indicatest tli@spite the option reporting requirements madiay SOX,
target firms benefit from longer merger negotiasion order to better time the unscheduled optityey grant
their CEOs.
C. Unscheduled Awards and Deal Completion

Our earlier tests show that unscheduled stockonpiwards to target CEOs experience formidableevalu
increases after the awards’ inception. Clearhgriter for target CEOs to realize the profits assted with these
awards the acquisition has to go through so tHadmlons vest and all stock sale restrictions ldted. To
address this issue, we estimate a bivariate logiehin which the dependent variable is “1” if @hequisition is
completed and is “0” otherwise. As in previous $eshe key independent variable is the unschedopitn

indicator. We run a total of three regressionsabl€ 1X.
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The results in regressions (1) and (2) of TableviKich we run for the entire sample of 196 acdgjioiss,
indicate that deals in which targets issue unsdieddawards to their CEOs are 4.55 percentage paiote likely
to be completed. Shleifer and Vishny (2003) ardha target managers who are more focused on thé rehmo
should be more likely to sell their firms. It is gmible that gains arising from unscheduled optifatditate
transactions by shifting CEQO's orientation moredmivthe short run. In model (3), we run the sangeession in
a subsample of deals in which the targets delayr¢perting of option grants by two or more days.this
regression, the coefficient estimate and the matggffect associated with the unscheduled optiocsense
threefold, suggesting that in situations in whibtle backdating is probably more deliberate the itiees to
complete the acquisition are stronger. In genewal,view the findings related to the deal's completas
evidence in support for the rent extraction hypsitheHowever, an alternative explanation couldhze targets
use unscheduled grants to “bribe” their CEOs t@lgmg with the acquisition. Under this view, CE&s less
likely to resist the sale of their firms. This aitative explanation is not necessarily inconsisteitlh the rent
extraction hypothesis or any of the other hypothese study in this papét.

Other results in Table IX are in agreement witbsthin previous studies. For instance, the margifiatt
associated with our termination fee provision Malgais 12.98 percentage points, which is closehtd of 11
percentage points in Officer (2003) and that obJfercentage points in Bates and Lemmon (2003)entively.
Officer (2003) reports a marginal effect of 2 pertege points for the acquisition premium in his geEmThis
value is close to the marginal effect of just o¥ed percentage points we estimate for the acquisjiremium in

our sample.

V. Robustness Tests
A. Targets that Grant both Scheduled and Unscheduled Options
Twelve targets in our sample grant both scheduted] tnscheduled options during negotiation. In lad t

appropriate tests, we replace the unscheduled ¢@ari) variable by the proportion of unschedulednts in

2L Our earlier results show that CEOs receive sizablgouts when their firms are sold as a resultrafcheduled option
awards granted during the merger negotiation pef@iter tests suggest that such payouts do nossadly benefit target
shareholders. The results in Table IX indicate thagets that issue unscheduled options to thefd<C&re more likely to
complete their sale. This last result implies thath awards induce top managers to offer lessaeses during acquisitions.
Therefore, it is possible that the absence of qamherful incentive might lead to mergers that do materialize at the
detriment of those target shareholders.
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terms of either the number of shares or the Blatkefs value of the awards. The results relatetidse tests
yield inferences qualitatively similar to those oeed.
B. The Effect of Golden Parachutes

A golden parachute is a contractual agreement leetwecompany and an upper level executive spegifyin
that the employee will receive significant benefitsemployment is terminated. These benefits, whick
provided to reduce perverse incentives such aslidgra profitable acquisition, may include sevearapay, cash
bonuses, stock options or a combination of themmst It is possible that the absence or the size gdlden
parachute may lead target boards to provide unsddgaptions to their CEOs during the negotiatieniga of a
merger that is likely to materialize. In SectidbA above, we study the determinants of unschetlofgtions and
consider the effect of golden parachutes by indgdhem in the calculation of the target CEO exgedbst
compensation. Nonetheless, to study the effect afleqn parachutes in more detail, we replace thé los
compensation with the size of the golden parachute set of regressions that are otherwise iddnticghose
reported in Table [f* The estimate for this variable is negative amdisttcally significant indicating that boards
might be more likely to issue unscheduled optioienvparachutes are small or not offered. In terimth®
marginal effect implied by the coefficient estinmt@ one standard deviation increase in the megacipate
decreases the probability of granting unschedulgtébios during merger negotiations by about 6.8 grtiage
points. To put this result in perspective, the agerparachute in our sample is 7.67 million dollars

We interpret the results related to golden parashais evidence consistent with the compensatiaef rel
hypothesis. Our findings suggest that eleventh hmscheduled options might be a way for compensatio
committees to circumvent the effect the lack ohppropriate golden parachute.
C. Alternative Measures of Abnormal Returns

Our analysis uses the market model to estimaterata@eturns around the merger announcement amghopt
grant dates. We replicate all tests using alteraatheasures of abnormal returns including: (a)afenarket

returns, (b) buy and hold returns, (c) raw retuarg] (d) returns from the Fama-French three fatkmdel. The

2 In the regression, the size of the golden parachatiable is the natural logarithm of paymentsniified as golden
parachute compensation in the S-4 proxy filed leydbquirers and/or the targets’ DEFM14A filing. $égayments may
include a merger bonus and a cash payment basnd @EOs’ regular cash-based salary.
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results using these different return specificatiares similar to those for the market model repoiteBanel B of
Table Il and those in Table V.
D. Classification of Unscheduled Grants

Due to our discussions with some practitioners, dlassification of scheduled grants we use is oot t
restrictive. We use a large window of two weekshef one year anniversary of a prior grant to chassiheduled
grants. This window, which is larger than the omeplyed in Lie (2005), would actually work against
uncovering unscheduled and backdated awards. Weatepour analysis with a window of one week of tine
year anniversary of a prior grant. Doing so incesathe number of unscheduled grants from 151 toab@Othe
number of target firms that grant unscheduled otiduring negotiation from 110 to 117. The resa#isociated
with the use of this classification are qualitalyvsimilar to those using the two week window. fretmost
extreme case as in Lie (2005), we replicate ous t@ith a window of just one day deviation from e year
anniversary of a prior grant. Doing so increasesiimber of unscheduled grants to 166 and the nuafilterget
firms that grant unscheduled options during negiotiato 120. All results continue to hold under sthi
classification scheme.
E. Alternative Benchmarks

Our research design evaluates all stock optionstegato CEOs of target firms once negotiations \ilisir
eventual acquirers are underway. Our benchmarlootral sample consists of target firms that isstieeduled
options during the merger negotiation period. Tfegee our analysis does not consider target firha tlo not
compensate their CEOs with stock options or whéee dptions are granted prior to the start of merger
negotiations. These choices are important becapienogrants to target CEOs during merger negotiati
particularly unscheduled options, are awarded whidetarget firm is in possession of the privaferimation of

its eventual acquisition. Consequently, our rededesign identifies cases of option granting afstifor which

% (a) Net of market return: The coefficient on thesetmreduled grant (0,1) variable in Table Il PanakBression (1) is still
insignificant with gp-value of 0.692. The coefficients on the unschetigiant (0,1) variable in Table VI are significavith
p-values of 0.011, 0.002, 0.008, and 0.011 in regpes (1), (2), (3), and (4), respectively. (b) Baryd hold return: The
coefficient on the unscheduled grant (0,1) variabl&able Il Panel B regression (1) is still ingificant with ap-value of
0.804. The coefficients on the unscheduled grajif) (Gariable in Table VI are significant wittvalues of 0.006, 0.001,
0.005, and 0.005 in regressions (1), (2), (3), @drespectively. (c) Raw return: The coefficiemt the unscheduled grant
(0,1) variable in Table Il Panel B regression iglinsignificant with g-value of 0.981. The coefficients on the unschediule
grant (0,1) variable in Table VI are significantivp-values of 0.003, 0.001, 0.003, and 0.004 in rejpes (1), (2), (3), and
(4), respectively. (d) Fama-French three factor eto@ihe coefficient on the unscheduled grant (@drjable in Table Ill
Panel B regression (1) is insignificant withpavalue of 0.895. The coefficients on the unschedlgeant (0,1) variable in
Table VI are significant witlp-values of 0.058, 0.007, 0.026, and 0.020 in rezipes (1), (2), (3), and (4), respectively.
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we can reasonably suspect either securities lasfatidns and/or ethical lapses. In contrast, optevards
occurring prior to the start of merger negotiatioesen unscheduled grants, are less likely to lbsomably
construed as evidence of wrongdoing by the taigesf

The preceding discussion indicates that our rebedgsign does not consider several merger dedlst¢har
during our sample period. Different studies inafioe also limit the samples they study for reasomsewhat
analogous to ourd. To address this issue, we compare the premiugrsiag to the 110 targets that grant their
CEOs unscheduled options during merger negotiatiatis the premiums accruing to (a) 110 matchingéets
that do not compensate their CEOs with stock opfibiand (b) targets that grant options during the el
monthsprior to the start of merger negotiations. Univariatenparisons indicate that takeover premiums earned
by target firms are statistically similar acroskthtee subsamples. For example, the mean (megi@mium
earned by the 110 target firms that issue unscbkddalvards during merger talks is 36.35% (32.04%fg T
premium earned by the 110 matching targets thato@se options to compensate their CEOs with ogtis of
39.97% (30.85%). The mean (median) difference betvtbese premiums is not statistically significgietding a
t-statistic of 0.71 (WilcoxoiZ-statistic of 0.11). As with our previous findingsese new results cast doubt on the
notion that unscheduled options granted by taigesfto their CEOs during the merger negotiationgueinduce

these executives to obtain higher premiums for fiirens.

VI. Conclusions

We study a sample of 196 acquisitions during 18006 in which target firms grant their CEOs stopkians
while their own merger negotiation is underway. Tiné hypothesis is that these options are regui@cheduled
awards that firms often grant once a year. Howewer find that 110 targets in our sample issue astl®ene
unscheduled or non-periodic option award to thefOS during the merger negotiation period. To better
understand the unscheduled option granting actltythese targets, we study three hypotheses tiaiaxjne
timing of these awards.

The compensation relief hypothesis predicts timscheduled awards to target CEOs during the néigutia

period are more likely to occur when CEOs expeaidacompensation losses once their firms are <oldf.

% see, for example, Aggarwal, Krigman, and Womadb0@) and Brav and Gompers (2003). These papers fomir
analyses on different actions that occur duringl@ lockup period.
% We use the procedure outlined by Barber and L§886) to match target firms.
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empirical tests show that this is indeed the cBssults indicate that an increase of 10 milliodatslin expected
lost compensation raises the probability of CE@ikeng out-of-cycle stock option grants by almb8tpercent.
Moreover, we also find an inverse association betwtbe size of the golden parachute held by taEg«€ds and
the probability that these executive receive undalegl option grants during merger negotiations.

The incentive alignment hypothesis posits thatuhecheduled awards that many target CEOs receiwegd
the negotiation period will motivate these exeasgivo negotiate more forcefully on behalf of trekiareholders
in order to obtain higher offers for their firms.eWind no support for this hypothesis. Our testsvslhat the
premiums paid for targets that issue unschedulemrdsvare statistically indistinguishable from thrempiums
paid by targets that issue scheduled options. diitiad, we also find that target CEOs who receinsaheduled
options do not appear to be trading higher premifwnsa future job in the combined firm. We find fee
executives less likely to be employed by the combifirm once the acquisition completes.

The rent extraction hypothesis proposes that wtkdbd options to target CEOs during merger netjotis
provide a vehicle to expropriate target sharehsld®ur results support this hypothesis. We find timscheduled
option awards have a non-trivial effect on the weaf the target CEOs that receive them. The esioms herein
indicate that the average effective premium redliag target CEOs that receive unscheduled optisr&6i71
percent. This premium exceeds the average tak@ogsiium of 36.35 percent the shareholders of theedarget
firms realize. Moreover, we show that the pricéigra of these unscheduled awards conforms to @lkdating
of stock options documented by Lie (2005) and Heaod Lie (2007). Indeed, we find that the stockimetof
targets that issue the out-of-cycle awards duragusition negotiations traces a V-shaped path lwiscentered
at the inception of these awards. As in Heron amel (2007), we also find better post-option-issuance
performance for the firms that grant these awandsraport them late. We also show that deals inmgltargets
that issue unscheduled options during negotiatipadjcularly those in which the grants are filate| are more
likely to be completed. Together, these resulteroffompelling evidence in support for the rent a&otion
hypothesis.

The results related to unscheduled grants supbperview that grant dates are systematically sdtetwefit
CEOs. Such good timing allows managers to reagtprfat are difficult for shareholders to detéltherefore,
the careful timing of option grants potentially bless CEOs to extract additional compensation frargdt firms

that may significantly increase their total compaits beyond what shareholders would approve.
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In spite of our findings, because option grantsidbconstitute a purchase under the 1934 Secudiig, by
issuing unscheduled option grants to their CEOdenthieir eventual acquisition negotiation is ingness, targets
in our sample do not infringe insider trading lawtoreover, a recent amendment of Rule 14d-10 ofl®@4
SEC Securities Act now allows the compensation ciiteen of a target's board of directors to approve
employment compensation, severance or other emplbgeefit arrangement for its executives duringraler
offer negotiation. Given this amendment, it alspegrs that these targets are also not in violaifahe statute
which calls for equal treatment of all shareholdkigng a merger.

Section 403 of SOX requires public company officansl directors to report their receipt of stockianmt
within two days of the grant. This requirement reaplain our finding that the backdating of unscHedwawards
to target CEOs during merger negotiations declfobswing the promulgation of the Act. Nonetheleag also
find that, even after SOX, many CEOs realize hga#tkercise premiums due to unscheduled optionsteptan
during merger talks. These exercise premiums ayaifantly larger than the takeover premiums targe
shareholders realize. In addition, we show thadrafie passing of SOX, a one week increase inghgtt of
merger negotiations increases the payout targetsGin due to unscheduled awards by about 98,0G0<do
This result suggests that longer merger negotigieods enable targets to favorably time optioaras for the
benefit of their CEOs and still comply with the ogfing requirements in SOX. These findings indidhte SOX
may have curtailed the targets’ ability to backdstek option awards but not their ability to faably time these
awards during merger negotiations. Given thesdtsgsuis possible that further regulation, airmegdncreasing

disclosure requirements during mergers, will disage shareholder expropriation.
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Table |
Sample description

Our sample consists of 196 acquisitions announceithgl 1999-2006 and tracked in the Securities [adepany’s (SDC)
merger and acquisition database. For selectingdhgple, we require that target firms have datakstoarket, accounting,
governance and option compensation data availabfa the Center for Research in Security Prices (@REompustat,
Investor Responsibility Research Center (IRRC), @hdmson Financial’s Insider Filing database, respely. In addition,
we require that targets grant options during theodefrom the initiation date to the merger pubdionouncement date.
Initiation date is the beginning of the private@aker process, which is similar to the privateiamibn date in Boone and
Mulherin (2007) and obtained by reading differeriqy forms filed with the Securities and Exchangannission (SEC)
which provide the deal’s history and backgroundP&mel A, we use Fama French (1997) 48-industissiflaation to show
the industrial and temporal distribution for oungae of 196 targets. In Panel B, deal status, nadagequisition, method of
payment, deal attitude, and deal value are obtdimed SDC. Information on sale procedure and itotias obtained from
reading the merger background filed with the SE€.iABoone and Mulherin (2007), auction refers dses in which the
selling firm contacts multiple potential buyers lghnegotiation focuses on a single buyer. Initiasothe party that first
contacts the other party in the sale process. Aidda the same industry if both the target ane #itquirer belong to the
same Fama and French (1997) industrial classifinatn Panel C, all financial variables are meagatethe end of the fiscal
year before the merger public announcement dateerage equals the book value of debt divided bystiva of book value
of debt and market value of equity.
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Panel A: Industrial and temporal distribution for t argets

1999 2000 2001 2002 2003 2004 2005 2006 Total Pct

Entertainment

Printing and Publishing
Consumer Goods

Apparel

Healthcare

Medical Equipment
Pharmaceutical Products
Chemicals

Rubber and Plastic Products
Construction Materials
Construction

Steel work

Food Products

Machinery

Automobiles and Trucks
Aircraft

Shipbuilding, Railroad Equipment
Non-Metallic and Industrial Mining
Petroleum and Natural Gas
Utilities

Communication

Personal Services

Business Services
Computer Hardware
Computer Software
Measuring and Control Equipment
Business Supplies
Transportation

Wholesale

Retail

Restaurants, Hotels, Motels
Banking

Insurance

Trading

Total
Pct

0 0 1 0 0 1 0 0 2 1.02
0 1 0 0 0 0 0 2 3 1.53
1 0 1 1 0 0 1 0 4 2.04
0 0 0 0 0 0 2 0 2 1.02
0 0 0 0 0 0 0 1 1 0.51
0 2 0 0 0 1 0 0 3 1.53
1 3 1 1 2 1 2 2 13 6.63
2 0 0 1 0 1 0 0 4 2.04
1 0 0 0 0 0 0 0 1 0.51
0 1 0 0 0 0 1 0 2 1.02
0 1 1 0 0 0 0 0 2 1.02
2 1 0 0 0 1 0 0 4 2.04
0 0 1 0 0 1 0 0 2 1.02
2 1 1 1 0 2 1 0 8 4.08
0 1 0 0 0 0 0 1 2 1.02
2 0 0 0 0 0 0 0 2 1.02
1 1 0 0 0 0 0 0 2 1.02
0 0 0 0 0 0 0 1 1 0.51
1 3 3 1 0 0 1 0 9 4.59
4 4 1 1 0 0 1 0 11 5.61
1 0 1 1 0 3 0 1 7 3.57
1 0 0 0 0 0 0 1 2 1.02
5 4 3 3 2 2 6 5 30 1531
2 1 0 0 1 0 2 2 8 4.08
0 2 0 1 0 2 1 2 8 4.08
1 0 0 0 0 0 0 0 1 .510
1 2 0 0 1 0 0 0 4 2.04
3 1 0 0 0 0 0 1 5 2.55
1 1 0 1 0 0 1 0 4 2.04
2 1 0 2 4 1 1 2 13 6.63
0 1 1 0 0 0 0 0 2 1.02
2 3 2 0 1 6 1 2 17 8.67

3 3 0 0 4 1 1 0 12 6.12
0 2 0 0 0 0 1 2 5 2.55

39 40 17 14 15 23 23 25 196 100
19.90 2041 8.67 7.14 7.65 11.7311.73 12.76 100

31



Panel B: Deal characteristics

Deal status Complete Withdrawn Total
184 12 196
Mode of acquisition Merger Tender Offer Total
160 36 196
Method of payment Stock Cash Mixed Unknown Total
44 92 44 16 196
Deal attitude Friendly Hostile Ambiguous Total
186 8 2 196
Sale procedure Auction Negotiation Unknown Total
64 127 5 196
Initiator Target Acquirer Unknown Total
76 105 15 196
Same industry Yes No Total
127 69 196
Panel C: Target characteristics
Mean Median
Market value ($ billion) 3.780 1.073
Market-to-book 1.715 1.398
Leverage 0.253 0.241
ROA 0.073 0.064
Deal value ($ billion) 4.076 1.472
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Table Il
Option grants during negotiation: scheduled vs. unsheduled awards

The sample consists of 196 acquisitions announceh@ 1999-2006 described in Table |. The dependaritble in the
logit models equals one if the target firm granisaheduled option awards to its CEO during the tigiion period running
from the initiation date to the merger public anmocement. We classify a grant as a scheduled optigard if it is dated
within 14 days of the one-year anniversary of ampgrant and unscheduled otherwise. Prior year eta#fjusted return is
the cumulative abnormal return during the one y@éadow before the initiation date, using the CR3Rug-weighted return
as the benchmark. New CEO (0,1) equals one if th® @& appointed within a year before the optiomgidate. Equity
ownership is the percentage of stock and optionseoviby the CEO. Lost compensation is the estimatesent value of the
CEO's lost compensation when his firm is sold afteducting all expected parachute payments andapgmmnuses. The
overconfidence (0,1) variable is defined as in Matdier and Tate (2005) long-holder measure anavisliHall and
Liebman’s (1998) option classification proceduteeduals one if the target firm's CEO owns optiahshe beginning of the
last year of options’ life that are at least 40%ha money. Change in control provision (0,1) eguade if a CEO has this
provision in his compensation agreement. G indeoisstructed by adding 24 antitakeover provisioasked by IRRC as in
Gompers, Ishii, and Metrick (2003). Busy board YGsariable equals one if at least 50% of outsideadors hold three or
more directorships. Board size is the number cdfadars on the board. Board ownership and institaliewnership are the
percentage of common stock owned by each groupecéisely. Percent of independent directors is thenber of
independent directors divided by board size. P@sx-Sleal (0,1) equals one if the deal is announdezt the Sarbanes-
Oxley Act is promulgated (8/29/2002). Other varegbhre self-explanatory or defined elsewhere. allables are measured
at the end of the fiscal year before the mergetipamnouncement date. We reppstalues in parentheses. The symbols *,
** and *** denote statistical significance at th€%, 5%, and 1% levels, respectively.

Probability of granting unscheduled options

1) 2 3 4 )
Intercept -31.754*  -30.680**  -26.992* -34.646*  -30.070**
(0.026) (0.034) (0.060) (0.022) (0.048)
Firm characteristics
Log(Assets) -0.184 -0.144 -0.188* -0.268* -0.288**
(0.178) (0.203) (0.098) (0.071) (0.050)
Market-to-book assets 0.268 0.233 0.204 0.287 0.226
(0.116) (0.185) (0.246) (0.109) (0.209)
Leverage -2.162%*  -2.639**  -3,092%* 2707+ -3.178%*
(0.007) (0.003) (0.001) (0.003) (0.001)
Prior year market adjusted return -0.115 -0.280 186. -0.200 -0.081
(0.744) (0.437) (0.603) (0.586) (0.825)
CEO characteristics
New CEO (0,1) 1.122 0.810 1.249 1.040 1.505*
(0.133) (0.292) (0.114) (0.192) (0.070)
CEO is Chairman (0,1) 0.224 0.487 0.349 0.405 0.308
(0.583) (0.239) (0.386) (0.360) (0.470)
Log(Age) 7.530%** 7.286** 6.398* 8.038** 7.065*
(0.027) (0.034) (0.061) (0.025) (0.051)
Years as CEO 0.182 -0.057 0.079 0.060 0.182
(0.445) (0.814) (0.734) (0.816) (0.461)
Equity ownership (%) -0.006 -0.004 -0.005 -0.005 .00®
(0.524) (0.685) (0.599) (0.625) (0.523)
Lost compensation / Total compensation 0.345* 0132 0.302** 0.361** 0.338**
(0.017) (0.027) (0.036) (0.017) (0.026)
Option compensation / Total compensation -1.462* 1.515* -1.234* -2.038*** -1.661**
(0.033) (0.030) (0.074) (0.007) (0.022)
Overconfidence (0,1) -0.590* -0.457 -0.592* -0.535  -0.653*
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Change in control provision (0,1)

Governance characteristics
G index

Busy board (0,1)

Log(Board size)

Board ownership (%)

Percentage of independent directors
Institutional ownership (%)

Deal characteristics
Target initiated deal (0,1)

Privately negotiated deal (0,1)

Post-SOX deal (0,1)

Year fixed effects
N

Pr>y?
AdjustedR?

(0.093)
0.685*
(0.040)

-0.114
(0.154)
1.178%
(0.007)
0.353
(0.611)
-0.005
(0.649)
-0.003
(0.998)
0.002
(0.846)

Yes
196
0.022
0.275

(0.206) (0.092) (0.151)
0.569* 6B63** 0.741*
(0.059) (0.028) (0.041)
-0.133
(0.120)
1.161*
(0.014)
1.013
(0.187)
-0.004
(0.731)
0.045
(0.969)
0.005
(0.681)
1.131%*= 1.221%*
(0.003) (0.002)
0.687*
(0.065)
-3.890*** -4.352%** -4.058***
(0.006) (0.002) (0.007)
Yes Yes Yes
196 196 196
<0.001 0.002 <0.001
0.325 0.293 0.375

(0.074)
0.864*
(0.016)

-0.161*
(0.063)
1.096*
(0.015)
0.594
(0.415)
-0.003
(0.783)
0.634
(0.584)
0.004
(0.737)

0.802**
(0.042)
-4.394%+
(0.002)

Yes
196
0.001
0.346
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Table Il
Unscheduled grants and acquisition premiums

We analyze 196 acquisitions announced during 198 2vhich are described in TableGAR [AD-20, AD+1] is the
cumulative abnormal return during the window froay dAD-20 to day AD+1 where AD is the merger puldimouncement
date, calculated from the market model using th&ERalue-weighted return as the benchmark withstimation period of
one year prior to the beginning of the above windBaur week premium is the acquisition premiumegsorted by SDC,
calculated as the offer price divided by the tdsgstock price four weeks before the merger publionouncement date.
SDC'’s premium calculations assume that the deadnspleted according to the terms announced in #rgen agreement. In
Panel B, the dependent variables @&R [AD-20, AD+1] in regressions (1) and (2) and SD@sir-week premium in
regression (3). The unscheduled grant (0,1) vaiabl“l” if the target firm grants its CEO unschkatlioptions during
merger negotiations. Golden parachute is basetiemmtormation from the target firm's last proxgt&ment filed before the
transaction. Parachute augmentation and additlmovalis represent special merger-related paymentsiad/#o CEOs at the
time of the acquisition as in Hartzell, Ofek, andriviack (2004). Similar to those authors, we alsatrob for the CEO’s
expected years to retirement (measured as theegrefizero or 65 minus age), assuming that CEOs theaend of their
careers will demand lower personal benefits to edoethe sale of their firms. Market value of CEQuigy holding is
measured as of 20 days prior to the merger publmancement date. In Panel B, we regmwvialues in parentheses. The
symbols *, ** and *** denote statistical signifioae at the 10%, 5%, and 1% levels, respectively.

Panel A: Mean [Median] premiums

All Targets with Targets with only (t- statistic)
targets unscheduled grants scheduled grants [Wilcoxon Z]
(N=196) (N=110) (N=86) for differences
CAR [AD-20,AD+1] (%) 22.70 23.29 21.94 (0.44)
[20.55] [21.01] [19.49] [0.44]
Four-week premium (%) 34.81 36.35 32.84 (0.84)
[32.26] [32.04] [32.26] [-0.47]

35



Panel B: Multivariate regressions

CAR[AD-20,AD+1]

Four-week premium

1) (2 3
Intercept 29.183** 27.218* 17.473
(0.016) (0.026) (0.322)
Unscheduled grant (0,1) 0.005 0.003 0.019
(0.859) (0.902) (0.648)
Golden parachute (0,1) -0.036 -0.037 -0.047
(0.481) (0.463) (0.522)
Parachute augmentation (0,1) -0.021 -0.030 -0.097
(0.726) (0.621) (0.272)
Additional bonus (0,1) -0.001 0.004 0.025
(0.984) (0.900) (0.617)
Expected years to retirement -0.004 -0.001 -0.059
(0.912) (0.985) (0.289)
CEO equity ownership (%) 0.001 0.001 0.001
(0.463) (0.438) (0.274)
Log(Market value of CEO equity holding) -0.003 080 -0.031*
(0.792) (0.594) (0.058)
Prior year excess return 0.085*** 0.058* 0.066
(0.002) (0.092) (0.184)
ROA -0.097 -0.095 0.071
(0.609) (0.617) (0.797)
Cash payment (0,1) 0.084** 0.082** 0.007
(0.011) (0.013) (0.875)
Tender offer (0,1) 0.171*** 0.176*** 0.267***
(0.000) (0.000) (0.000)
Hostile deal (0,1) -0.090 -0.090 0.112
(0.154) (0.151) (0.222)
Same industry (0,1) 0.013 0.015 -0.007
(0.679) (0.634) (0.872)
Heckman self-selectivity -0.112 0.005
(0.186) (0.969)
Year fixed effects Yes Yes Yes
AdjustedR? 0.220 0.223 0.154




Table IV
Unscheduled grants and employment for target CEOsiithe combined firm

We analyze 131 completed acquisitions from theimsigsample of 196 deals announced during 1999-2(#¥¢ribed in
Table I in which the acquirer is not a foreign aivate company. The dependent variable equals biieeitarget CEO
already holds or obtains either a directorship tamsior an executive appointment such as CEO ofateguirer or a
subsidiary, chief financial officer, chief operairofficer, chairman, vice-chairman, president, arewpresident in the
combined firm after the deal completion. Prior yeperating performance is the industry-adjustedrnedn assets during the
fiscal year before the merger public announcemeat¢.dWe reporp-values in parentheses. The symbols *, **, and ***
denote statistical significance at the 10%, 5%, Hidevels, respectively.

Dependent variable =1 if the target CEO obtainsleympent in the combined firm after deal completion

1) 2)
Intercept 0.481 1.445
(0.688) (0.407)
Unscheduled grant (0,1) -0.934** -0.952**
(0.045) (0.043)
Target CEO characteristics
Number of CEO outside directorships 0.244 0.208
(0.297) (0.380)
CEO tenure 0.265 0.251
(0.322) (0.347)
CEO of bank (0,1) 2.590** 2.489**
(0.015) (0.020)
Prior year operating performance 3.814 3.334
(0.165) (0.235)
Acquirer characteristics
G index -0.015 -0.006
(0.896) (0.955)
Board size -3.092*** -3.106***
(0.003) (0.003)
Classified board (0,1) 0.370 0.398
(0.477) (0.449)
Deal characteristics
Cash payment (0,1) -1.486** -1.475**
(0.014) (0.015)
Tender offer (0,1) -0.314 -0.322
(0.714) (0.709)
Hostile deal (0,1) -1.525 -1.540
(0.227) (0.222)
Same industry (0,1) 0.114 0.033
(0.831) (0.952)
Acquisition premium -0.010 -0.010
(0.252) (0.240)
Heckman self-selectivity -0.757
(0.444)
Year fixed effects Yes Yes
N 131 131
Pr>y? 0.002 0.002
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Table V
Mean [Median] shareholder returns around option grants

The sample includes 278 option grants during menggotiation awarded to CEOs of the 196 samplestardescribed in
Table I. We classify a grant as a scheduled omiward if it is dated within 14 days of the one-yaaniversary of a prior
grant and unscheduled otherwi€AR [-29,0] is the cumulative abnormal return for thieday period prior to the inception
of the option grantCAR [1,30] is the cumulative abnormal return for thedzy period beginning the day after the inception
of the option grant. Abnormal returns are estimateidg the market model in which the estimatioriqeers the year ending
50 days before the grant date. The symbols *, 1 &* denote statistical significance at the 10986, and 1% levels,
respectively.

(t- statistic)

All grants Unscheduled grants Scheduled grants [Wilcoxon Z]
(N=278) (N=151) (N=127) for differences
CAR[-29,0] (%) -0.32 -0.13 -0.56 (-0.60)
[-1.41] [-1.32] [-1.95] [0.26]
CAR[1,30] (%) 2.58 4.66 0.18 (2.25)**
[2.38] [3.60] [0.04] [2.66]***
p-values for the (mean) and
[median] differences (0.035)** (0.009)*** (0.912)
between twdCARs [0.038]** [0.008]*** [0.870]
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Table VI
Regression model of cumulative returns following ofon grants

Regression (1) includes 278 option grants duringgerenegotiation awarded by our 196 sample tardgeégression (2)
excludes 99 option grants from regression (1) #natawarded after SOX. Regressions (3) and (4pd&ci4 option grants
from regression (2) that are awarded during thel&p-period prior to the merger public announcemBeigression (5)
excludes 179 option grants from regression (1) @hatawarded before SOX. In all regressions, tipedgent variable is the
cumulative abnormal return for the 30-day periograbption grants. Reporting lag is the number ufibess days between
the option grant date and the SEC filing date. Rwahaleal (0,1) variable equals one if the dealimared as reported in
SDC. We reporp-values in parentheses. The symbols *, **, and &&note statistical significance at the 10%, 5%, Htd
levels, respectively.

CAR|[1,30]
Grants Grants awarded before SOX and  Grants
All awarded not during the 50-day period prior awarded
grants before SOX to the merger announcement date after SOX
1) (2) 3 4) (©)
Intercept 0.196* 0.057 0.160 -0.264 0.155
(0.057) (0.666) (0.341) (0.252) (0.439)
Unscheduled grant (0,1) 0.049** 0.106*** 0.1171%* .04** 0.005
(0.032) (0.001) (0.009) (0.010) (0.858)
Log(Option value) -0.012* -0.002 -0.009 -0.002 26
(0.073) (0.787) (0.395) (0.834) (0.031)
Reporting lag (Days x 1) 0.037** 0.039*** 0.049*** 0.051 %+ -0.021
(0.003) (0.004) (0.004) (0.002) (0.809)
Target is a family firm (0,1) -0.005 -0.051 -0.046 -0.025 0.092
(0.872) (0.232) (0.380) (0.614) (0.129)
Rumored deal (0,1) 0.092** 0.087 0.112 0.044 0.044
(0.045) (0.213) (0.227) (0.632) (0.473)
Cash payment (0,1) -0.015 -0.003 -0.036 0.005 0.000
(0.589) (0.943) (0.545) (0.936) (0.999)
Tender offer (0,1) 0.013 0.020 -0.011 -0.051 0.009
(0.713) (0.650) (0.854) (0.381) (0.895)
Hostile deal (0,1) 0.021 -0.052 -0.027 -0.044 6.04
(0.682) (0.502) (0.773) (0.624) (0.474)
Regulated industry (0,1) -0.134*** -0.156*** -0.243 -0.264*** 0.005
(0.002) (0.003) (0.002) (0.001) (0.947)
Same industry (0,1) -0.053** -0.067* -0.096** -0D6 -0.041
(0.043) (0.067) (0.047) (0.199) (0.233)
Acquisition premium -0.091 -0.110 -0.086
(0.126) (0.153) (0.363)
Heckman self-selectivity 0.264**
(0.011)
Year fixed effects Yes Yes Yes Yes Yes
N 278 179 135 135 99
AdjustedR? 0.197 0.202 0.209 0.276 0.138
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Table VII
Realized premiums by CEOs and shareholders of targéirms

The sample consists of 196 mergers and acquisimmounced during 1999-2006 described in TableHOGxercise
premium is calculated as the offer price dividedthwy average option exercise price. Acquisitiompuoen is the four week
premium reported by SDC. The symbols *, **, and *#enote statistical significance at the 10%, 5% &fo levels,

respectively.

Panel A: All targets

Targets with

Targets with only

A(Ill\lt_alrgg;s unscheduled grants scheduled grants
8 (N=110) (N=86)
Exercise premium (%) 47.75 56.71 36.30
[38.25] [43.49] [30.15]
Acquisition premium (%) 34.81 36.35 32.84
[32.26] [32.04] [32.26]
p-values for the (mean) and
[median] differences (0.002)*** (0.000)*** (0.453)
between two premiums [0.007]*** [0.001]*** [0.903]

Panel B: Targets that grant options before SOX

Targets with

Targets with only

AEI'I\lt_alrgcle;s unscheduled grants scheduled grants
B (N=66) (N=45)
Exercise premium (%) 52.15 56.98 45.05
[44.40] [44.33] [45.96]
Acquisition premium (%) 40.76 40.73 40.81
[40.35] [39.81] [40.35]
p-values for the (mean) and
[median] differences (0.008)*** (0.006)*** (089)
between two premiums [0.019]** [0.018]** [0.432]

Panel C: Targets that grant options after SOX

Targets with

Targets with only

Al(ll\ﬁai\gg;ts unscheduled grants scheduled grants
B (N=44) (N=41)
Exercise premium (%) 42.02 56.31 26.69
[25.79] [39.14] [19.68]
Acquisition premium (%) 27.14 29.99 24.08
[27.56] [27.59] [25.23]
p-values for the (mean) and
[median] differences (0.025)** (0.017)** (a2
between two premiums [0.219] [0.021]** [0.251]
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Table VI
Option Timing and Profits to Target CEOs

The sample consists of 196 acquisitions announceh@ 1999-2006 described in Table |. The dependarible in the
tobit models is the dollar amount related to thefiptarget CEOs earn from option awards grantednduthe merger
negotiation period. Length of negotiations is thay dcount running from the initiation date to the rgee public
announcement. We classify a grant as a schedubsmhcgward if it is dated within 14 days of the eyear anniversary of a
prior grant and unscheduled otherwise. The unsdeddgrant (0,1) variable is “1” is the target firgrants its CEO
unscheduled options during merger negotiationst-8@ deal (0,1) equals one if the deal is annodrafter the Sarbanes-
Oxley Act is promulgated (8/29/2002). The targegt'®r year return volatility is the standard dematof the target’'s stock
return during the year prior to the merger. Othariables are self-explanatory or defined elsewhéikyvariables are
measured at the end of the fiscal year before theyen public announcement date. We reperalues in parentheses. The
symbols *, **, and *** denote statistical signifioae at the 10%, 5%, and 1% levels, respectively

1) ) 3 4
Intercept 5.596 7.255* 7.782* 7.961*
(0.175) (0.078) (0.062) (0.055)
Length of negotiation (days) 0.008*** 0.004
(0.003) (0.183)
Unscheduled grant (0,1) 2.667* 0.062
(0.060) (0.970)
Post-SOX deal (0,1) 2.933 -4.480
(0.616) (0.432)
Length of negotiation x Unscheduled grant (0,1)stFSOX (0,1) 0.010**
(0.013)
Rumored deal (0,1) 4.333 4.450 4.324 4.411*
(0.106) (0.101) (0.116) (0.090)
Target’s prior year return volatility -36.377 -69& -43.581 -59.954
(0.399) (0.165) (0.328) (0.164)
Target is a family firm (0,1) 1.643 2.110 2.087 1.960
(0.419) (0.304) (0.318) (0.321)
Cash payment (0,1) -2.593* -2.800* -2.806* -2.726*
(0.070) (0.053) (0.056) (0.051)
Hostile deal (0,1) -3.637 -1.822 -2.034 -3.222
(0.236) (0.551) (0.511) (0.281)
Same industry (0,1) -1.415 -1.281 -1.083 -1.564
(0.349) (0.401) (0.483) (0.287)
Heckman self-selectivity -2.786 -1.054 -1.113 -2.408

(0.393) (0.746) (0.736) (0.446)

Value of the interaction term and the length ofatedion 0.014**
p-value ofF-test for joint significance (<0.001)
Year fixed effect Yes Yes Yes Yes
N 196 196 196 196
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Table IX
Unscheduled grants and deal completion

The sample consists of 196 mergers and acquisidom®unced during 1999-2006 described in Tablehe @ependent
variable in the logit models equals one if the josgd merger is ultimately consummated. Target (Aegutermination fee
provision (0, 1) variable equals one if the tar(gtquirer) has a termination fee provision in therger contract. Target
lockup (0,1) variable equals one if the bidderrsnged an option to purchase shares in the taPgeer. bidding (0,1) variable
equals one if the deal has a competing offer dovied a prior bid within 365 days. Regulated indug@, 1) equals one if the
target firm belongs to a regulated industry suchradisoads, trucking, airlines, telecommunicatioagd gas and electric
utilities. Family firm target (0,1) indicator eqsabne if a family, group of families, firm foundeontrols more than 20% of
the outstanding equity of the target. We repgestalues in parentheses. The symbols *, ** and tiénote statistical
significance at the 10%, 5%, and 1% levels, respegt

Dependent variable =1 if the deal is completed

1) 2 (3
Intercept -0.350 3.346 12.495*
(0.787) (0.194) (0.051)
Unscheduled grant (0,1) 2.252** 2.433** 8.263**
(0.040) (0.034) (0.043)
Deal includes target termination fee provision 0,1 2.755** 3.832*** 7.272%*
(0.017) (0.009) (0.033)
Deal includes acquirer termination fee provisiofi)0 -0.322 -0.100 -6.457*
(0.780) (0.937) (0.057)
Deal includes a lockup of target shares (0,1) 12.50 11.317 14.201
(0.972) (0.972) (0.960)
Cash payment (0,1) -0.387 0.199 0.868
(0.689) (0.854) (0.673)
Tender offer (0,1) 1.277 2.699 9.415
(0.408) (0.229) (0.910)
Hostile deal (0,1) 0.173 0.865 0.451
(0.920) (0.653) (0.934)
Deal has a prior bidding (0,1) -2.437** -2.813* -5.643*
(0.037) (0.027) (0.054)
Target in regulated industry (0,1) -2.476* -2.884* -3.303
(0.092) (0.083) (0.185)
Same industry (0,1) 0.117 0.311 2.708
(0.909) (0.781) (0.247)
Family firm target (0,1) 12.990 16.891 11.719
(0.890) (0.847) (0.897)
Acquisition premium (%) 4.291* 3.848 15.423*
(0.088) (0.159) (0.059)
Heckman self-selectivity -4.349 -14.479**
(0.103) (0.039)
Year fixed effects Yes Yes Yes
N 196 196 124
Pr>y? 0.001 <0.001 0.002
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Figure 1. Characteristics of option grants during merger negotiation. Column (1) shows that on average
targets grant total options valued at 9.25 milldmtilars. Column (3) shows these awards consisbo@ie907,000
shares. On average, each grant is worth 4.45 milliollars (column 2) and consists of about 640,808res
(column 4). These values are based on 278 optiandsgranted by our sample of 196 targets.
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Figure 2: Shareholder returns around the option grat date. This graph shows the cumulative abnormal
returns from 30 days before through 30 days afterissuance of unscheduled option grants to CEQkeof
sample target firms. We classify a grant as a sdeddption award if it is dated within 14 daystlo¢ one-year
anniversary of a prior grant. Abnormal returns aséimated using the market model in which the esion
period is the year ending 50 days before the gtarg.
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Appendix |

Table Al presents an example of unscheduled opgoanted to a target's CEO during the negotigtemod.
The target in question, Scientific-Atlanta (SA)agted its CEO, James F. McDonald, stock option dsvauhile
nonpublic merger negotiations with Cisco were undgr Table Al shows that from 2001 until 2005, Mr.
McDonald’'s options, which he received once a yeare always issued during the second or third wefek
February. However, in 2005, Mr. McDonald receivedusscheduled award. The unscheduled award, which i
dated July 5, 2005, was issued after Scientifia#tth started preliminary merger talks (about siekseearlier)
with Cisco on May 18° According to our calculations, the award will emdl netting Mr. McDonald over 1.3

million dollars when the merger completédtigure Al illustrates key dates related to SA'guasition by Cisco.

Table Al
Option Awards to Scientific-Atlanta’s CEO
This table provides information on the annual aptiavards received by Mr. James McDonald, CEO oérgific-Atlanta
during 2001-2005. All option data are from the Tismm database. The Black-Scholes value of the opticards, which is
reported in U.S. dollars, is computed as describele text.

Grant date Week of the Expiration Filing Number of shares Black-Scholes value of
month date date award
02/16/2001 Third 02/17/2011 04/10/2001 250,000 11,872
02/15/2002 Third 02/16/2012 03/11/2002 525,000 5,323
02/11/2003 Third 02/11/2013 02/13/2003 600,000 9,354
02/09/2004 Second 02/09/2014 02/11/2004 480,000 30997
02/18/2005 Third 02/20/2015 02/23/2005 290,000 3,949
07/05/2005 Second 07/05/2015 07/07/2005 145,000 362428
Price ($)
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Figure Al: Stock Prices for Scientific-Atlanta. This figure graphs daily closing prices for SciéotAtlanta
from 5/18/2005 until 2/24/2006. These dates comoidth the initiation of merger talks between St
Atlanta and Cisco and the date in which the deal&en the two parties is completed, respectively.

% An excerpt detailing the merger transaction fromnF®EFM14A filed by Scientific-Atlanta with the SEGh January 3,
2006 reads: “On May 18, 2005, Mr. McDonald met witharles Giancarlo, Senior Vice President and Ch&felopment
Officer of Cisco, in San Jose, California to discpseliminarily a possible transaction betweentthe companies.”

2" The value of the unscheduled options is estimage®3.00 — 33.87) x 145,000 = 1,323,850, wher873M the options’
exercise price, 43.00 is the per-share acquisdftar price paid by Cisco, and 145,000 is the nuntbeshares in the award.
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