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Abstract: This paper empirically examines the determinants ohsfir
decisions to undertake accelerated share repurchases (ASR8)ASR,

the firm repurchases its own shares of stock through\astiment bank
rather than on the open market, allowing the company tpirgc a

targeted number of shares and record its effects amngarper share
(EPS) immediately. Consistent with our predictions, fimel that ASR

firms are more likely to compensate their manager$ictyp on reported

EPS figures and are less likely to beat earnings benchtirtksare OMR
firms. These results are robust to controlling fonalgng effects, as well
as other known determinants of stock repurchase decistabtional

evidence on ASR settlement costs suggests that firmsibireg to incur

costs to secure perceived financial accounting and compenganefits.

Our results have implications for standard setting, pupbticy, and

corporate governance.



Managing EPS Through Accelerated Share Repurchases:
Compensation Versus Capital Market Incentives
1. Introduction

This paper empirically examines the recent phenomenoaccoélerated share
repurchases (ASRs). ASRs differ from typical openketarepurchases (OMRS) of stock
in two important respects. First, in an ASR, the fdoes not repurchase shares on the
open market but rather borrows its own shares of shmck an investment bank. This
allows the company to both acquire a targeted number askshmmediately and to
recognize the full effects of the transaction on reggbearnings per share (EPS) in the
current accounting period. Second, the firm enters antiorward contract with the
investment bank and is thobligated to repurchase a pre-specified number of shares at a
purchase price determined by an average market price oveob®ct period; there is
no similar obligation in OMRs. Recent articles in fimancial press have criticized the
increasing use of ASRs (Maremont and Ng 2006). The maipeco is that firms are
using ASR arrangements to obtain short-term EPS asese but damage shareholder
value in the long run due to the guaranteed nature of thecteysgr agreement.

Prior research on stock repurchases shows that firmsddOMRSs to manage
earnings per share (EPS). For example, Bens et al. (20@3)h&t firms increase the
level of their firms’ stock repurchases when earningshkaiew the level required to
achieve the desired rate of EPS growth, and Hribar, dgn&knd Johnson (2006) find that
firms use stock repurchases to meet or beat anafgseasts of EPS. We extend the

prior literature on the use of stock repurchases to maB&$ e by examining whether



there are systematic differences in firms’ motivasian undertaking ASRs rather than
OMRs.

We exploit the underlying differences between ASRs amR® to derive
differential predictions regarding firms’ decisions tagage in ASRs versus OMRSs. In
particular, we expect the different financial reportirgatment of ASRs versus OMRs to
be an important determinant in the decision to undertale asnthe other of these
transactions. Because the full amount of shares tatgletr repurchase are acquired
immediately through an investment bank in an ASR, shautstanding immediately
decrease, with the corresponding effect reflectedponrted EPS on a weighted average
basis. In contrast, there is no immediate finanoggdorting effect that occurs upon
announcement of an OMR; shares outstanding decreaseasnfctual open market
repurchases occur over tirhe.

Because the financial reporting effect of ASRs occalisat once,” we argue that
it is less likely that firms undertaking ASRs are dogagin order to maintain financial
reporting flexibility to meet earnings benchmarks, as has Beewn with OMRs. We
therefore expect capital market incentives to be relgtiess important in the decision to
undertake an ASR versus an OMR. The immediate recogrofica decrease in shares
outstanding with ASRs does suggest an alternative mmtivahowever — that the
managers of ASR firms are more likely to be compensateported EPS figures than
are the managers of OMR firms. Prior research shdwas the use of earning-based
bonuses affects firm’s financial reporting choices. &ample, Beatty and Weber (2006)

find that the likelihood of managers receiving earnings-basedises affects goodwill

! In fact, in many OMR plans, the full amount of the shaspurchase is never reached. In a sample of 450
repurchase programs over 1981-1990, Stephens and Weidl#®d) {ind that firms on average acquired
74-82% of the shares announced as repurchase targets wiglgirydlars of the repurchase announcement.



impairment decisions, and Marquardt and Wiedman (2005) find fiimas are more
likely to structure convertible bond transactions to iaseeEPS when manager bonuses
are based on reported EPS figures. Given the relatlaeye magnitude of ASRs on
reported EPS and the lack of financial reporting flexibiltgttASRs offer, we believe
that compensation incentives are a likely determinarthéendecision to undertake an
ASR versus an OMR.

Using multivariate probit analysis, we empiricallystteour predictions using a
sample of 156 repurchase announcements from January 2004 tiMaugh2006. We
proxy for capital market incentives by creating a JeaSTRING, that equals the
number of consecutive quarters prior to the announcemenbiittie repurchase that the
firm has met or exceeded the benchmark of the prior yydaPS for the same fiscal
guarter. We proxy for compensation incentives by creatingdicator variableBONUS,
that equals one if EPS is explicitly mentioned as ardehant of annual bonuses in the
firms’ proxy statement and zero otherwise.

After controlling for the possibility that signaling argants might affect the
decision to undertake an ASR versus an OMR, as wetlragttier variables known to be
associated with stock repurchases, including growth, pieamk grice performance, free
cash flows, and firm size, we find that firms are mikely to choose an ASR over an
OMR when managers are explicitly compensated on BRSalso find that ASR firms
have shorter strings of quarterly earnings increasestith&MRs, consistent with capital
market incentives playing a stronger role in the céd$2MRs. ASR firms also tend to be

significantly larger, with higher free cash flows aledver stock price volatility, than



OMR firms. Contrary to assertions in the financialgsteve do not find strong evidence
that signaling is a significant determinant in the deaiso undertake an ASR.

In addition, we provide descriptive evidence on the se#ie costs of ASRs and
find that, on average, the settlement cost of the faw@ntract exceeds the initial
repurchase price by an average of 7.1%. We further find ithaases where the
settlement price exceeds the initial repurchase price y20f22 cases), the contract is
settled in cash, while in instances where the settierpece is less than the initial
repurchase price (7 out of 9 cases), the contract iledeah shares. This pattern is
consistent with firms choosing the form of settlemiarorder to minimize the contract’s
dilutive effect on EPS.

The paper contributes to the accounting literature inraéways. First and most
obviously, we extend the literature on stock repurchasesxagining the determinants
of the decision to undertake ASRs versus OMRs. Whileeitépurchase type may be
used to increase reported EPS, our results suggest that catigemscentives are the
primary driver in the ASR decision while, consistent wifior work by Bens et al.
(2003) and Hribar et al. (2006), capital market incentives appdaa more important for
OMRs. This finding should be of particular interest to gguivestors, as it bears on the
relative quality of earnings of firms engaging in theses@ations.

Second, we add to the small but growing literature thatodstrates that firms
are willing to incur costs to secure financial reportingedts. While ASRs deliver a
perceived financial reporting benefit in immediately impngvireported EPS, the

guaranteed nature of the repurchase also makes ASRs oxile to implement than



OMRs? Our evidence on ASR settlement costs that exceed irgfiirchase prices by
7.1%, on average, is consistent with this view. As suehp#per complements findings
by Erickson, Hanlon, and Maydew (2004), Ayers, Lefanovwace] Robinson (2002), Lys
and Vincent (1995), and Matsunaga, Shevlin and Shores (1992), wkmgillically
document that firms incur costs to report higher netrired

Our evidence on ASR settlement costs further shows widle ASR firms
structure the forward contract transaction such thallaws them to avoid mark-to-
market accounting (i.e., they retain the option to esdtie forward contract in cash or
shares), they typically settle the contracts in dasévoid issuing new shares that would
dilute reported EPS. This finding has implications for ¢sad setting, as the Financial
Accounting Standards Board (FASB) in its re-deliberabdrSFAS 128 has recently
issued a tentative decision in October 2006, stating thatracs that may be settled in
either cash or shares at the entity’s option shptddume that the contract will be settled
in shares if the effective is dilutivd.” Our results suggest that such a provision may be
necessary to prevent managers from structuring forwawttact transactions in a manner
that enriches themselves at the expense of shareholders.

Finally, we contribute to the literature linking executigcempensation and
earnings management. Previous research (Healy 1985; Holthdwzseker, and Sloan
1995; Guidry, Leone, and Rock 1999) shows that managers wiipolate net income

in response to bonus contracts. We contribute toitersture by providing evidence that

2 McConnell, Pegg, Senyek, Mott, and Calingasan (2006)demn example involving TXU illustrating
this point. In the first quarter of 2005, TXU Corp. missadhangs estimates due to an outstanding ASR
and a rising share price. The company entered into ab#iBoh ASR in November 2004 at an approximate
share price of $65. The settlement share price in M¥3b2vas $74, requiring the company to pay
approximately $423 in cash to settle the ASR contraate@sing the cost of its share repurchase program.
3 Graham, Harvey, and Rajgopal (2005) comment on the diffi@fitconvincingly documenting the
tradeoff between financial reporting costs and benefitgywschival data.

* See http://www.fasb.org/project/short-term_intl_cagemce.shtml#eps_plans.



managers are more likely to undertake potentially valueedsarg ASRs when their
bonuses depend on EPS, consistent with arguments by &ddti@mmerman (1990).
The remainder of the paper is organized as follows. Se@igresents the
accounting treatment for ASRs in more detail. We develaphgpotheses in Section 3
and describe our research design in Section 4. We oatlinsample selection criteria in
Section 5 and provide descriptive statistics. Our resultspaesented in Section 6.
Section 7 provides some details on the associated dosgttlng the forward contract

and Section 8 concludes.

2. Accounting Treatment of ASRs

The volume and magnitude of share repurchases has reached levels in the
past few years with little evidence that this trend salbn subside. A report by Standard
and Poor’s issued in June 2006 showed that companies had spemtda$367 billion on
stock buybacks in the year ended March 31. Companies in&Re580 alone were
expected to repurchase more than $435 billion in shares during 2088 siderable
increase from the approximately $349 billion repurchased by théng@f firms in 2005
One method of share repurchases that has shown apamong increase is an ASR.

An ASR is an arrangement in which a company borrows & labdirm shares
from an investment bank and immediately recognizes a fieduat EPS (on a weighted
average basis). At the time of the arrangement, dlnepany also enters into a forward
agreement with the investment bank. The investment bamledhately sells the shares to

the company by borrowing the shares from other invesibisinvestment bank buys the



company shares back in the open market over time, gené&gafiythan one year, and
replaces the borrowed shares (see Figure 1).

Two accounting transactions occur when a firm entdrstimee ASR agreement.
First, equity is immediately decreased by the numbeshafes to be repurchased times
the current share price, and cash is decreased or Hliabiincreased by an equal
amount. Second, the firm enters into a forward cohtnath the financial institution,
which allows the investment bank to hedge its short slehares. For most ASR
agreements, the firm can choose to settle the cantragither cash or shares for the
volume-weighted-average-value of the difference in space as of the beginning of the
ASR agreement to the settlement date. Under an ASRmagneevith a cash or share
settlement option, companies are not required to markottwvard contract to market on
their books. The assumption behind the accounting treaimhéiné forward contract (not
requiring it to be marked to market as the underlying valukeofirm’s stock changes) is
that the companyntends to settle the forward contract in shares and thesefieed not
consider the change in the fair value of the forward eshtin the calculation of net
income. In reality, the large majority of ASR forwardntracts are settled in cash. At
settlement, the accounting treatment is to decreas®e (@& increase liabilities) and to
decrease equity, assuming the price of the companies ¢tagkincreased. The
repurchased shares may be kept in treasury or retired.

The key difference in accounting treatments between &fRements and OMRs
is the timing of the recognition of the decrease in shautstanding. Therefore, the main
advantage to a firm in choosing an ASR is the immedmpact on outstanding shares

and perhaps a stronger signal to the market about foevThe disadvantage is that



cash must be provided up front, and the firm must pay teege share value over the
life of the contract regardless of the increase in space. Firms do not have an option
to discontinue repurchasing shares once the ASR has heecdeinto as they would
with an OMR program. In fact, prior research has shtvat almost 25% of firms that
announce an OMR do not repurchase shares in the announaprager (Lie 2005).

We believe the noted increase in the occurrence of &gBements is primarily
due to the issuance of Statement of Financial Accour@iagdard (SFAS) No. 150,
“Accounting for Certain Financial Instruments with Cheteristics of both Liabilities and
Equity.” FAS 150 became effective for interim periods raftene 15, 2003. Prior to
SFAS 150, firms commonly wrote put options on their @ares to hedge against price
increases. SFAS 150 requires that firm use mark-to-ma&edbunting on puts and
forward options, reducing the benefit to the firm by reggi changes in value to be
recorded as increases or decreases to net income. eigwwswnoted above, the forward
contracts associated with ASRs are not required to dr&ed to market when the firm
has the option of settling the contract in cashhares’

We provide a numerical example of the accounting tredtioe ASRs in the

Appendix.

3. Hypothesis Development
We consider the above differences in the accountingnezatof ASRs versus
OMRs in developing our hypotheses about managerial incertiedeind each repurchase

type. Specifically, because the decrease in equity agrezed immediately for the full

> An additional discussion of accounting for ASRs can hendoin EITF 99-7, “Accounting for an
Accelerated Share Repurchase Program.”



amount of shares announced as repurchase targets in arts&SRepurchase type does
not provide the financial reporting flexibility that OMR$er. For example, Hribar et al.
(2006) empirically show that in response to capital mapkessures to meet analysts’
EPS forecasts, firms exploit the flexibility that ® offer in terms of choosing when or
whether to buy back stock when they fall short of tingeanalyst expectations; i.e., they
do an OMR when they “need a penny” to make the foreBastause there is no such
flexibility available with ASRs, we expect capital markecentives to be relatively less
important in the decision to undertake an ASR versus aR OQDr first hypothesis is
therefore as follows:

H1: Capital market incentives play a more important romleopen market

repurchase decisions than they do for accelerated sanechases.

In addition, the “all at once” nature of the EPSeffof ASRs suggests to us to a
quite different motivation: we predict that the mamagef ASR firms are more likely to
be compensated on reported EPS figures than are the nmammdg@MR firms. Prior
research by Marquardt and Wiedman (2005) shows that firemsiare likely to structure
convertible bond transactions to increase EPS wherageanbonuses are based on
reported EPS figures, and Bens et al. (2003) argue that compensaentives may
apply to stock repurchases as well. Given the relatilstye magnitude of ASRs on
reported EPS and the lack of financial reporting flexibiltgttASRs offer, we believe
that compensation incentives are a likely determinarthéendecision to undertake an
ASR versus an OMR. Stated formally:

H2: Compensation incentives play a more important rotiecisions to undertake
accelerated share repurchases than in open market regggcha

10



4. Research Design

We use a multivariate probit regression model to tegiotheses 1 and 2, where
the dependent variabl&SR, equals one if the firm chooses to undertake an ASR and
zero if the firm chooses an OMR. As such, our anslissconditional on the decision to
repurchase stock; that is, we assume that firms dieside to repurchase stock and
subsequently determine the type of repurchase to undertake.

To proxy for capital market incentives (H1), we createariable based on the
findings of Barth, Elliott, and Finn (1999), who find tliae market rewards patterns of
increasing earnings, and Graham, Harvey, and Rajgopal (2005), pyI&2 report that
chief financial officers regard the same quarter last’'ydaPS as the most important
benchmark. This variabl&STRING, equals the number of consecutive quarters prior to
the announcement date of the repurchase that the firmmiedsor exceeded the
benchmark of the prior year’s EPS for the same figcalter, up to a maximum of 20
quarters. If capital market incentives to maintain thimgtare stronger for OMR firms,
we expect a negative coefficient SRRING in our probit analysis.

To proxy for compensation incentives (H2), we follow Mangli and Wiedman
(2005), and create an indicator variaB&NUS, that equals one if EPS is explicitly
mentioned as a determinant of annual bonuses in the’ fproxy statement and zero
otherwise. We believe that this is the most direct measfirwhether a manager is
compensated based on reported EPS. If managers of ABR ére motivated by
compensation concerns, we expect a positive coeffioleBONUS.

We also control for a possible alternative motivatior undertaking an ASR

instead of an OMR: firms want to send a stronger sighaood future prospects by
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locking themselves into the repurchase. Research in ratepfinance shows that a stock
repurchase announcement typically leads to an incredbe value of the firm’s stock,
which is primarily attributed to information signaling (seeg., Peyer and Vermaelen
2005). This theory suggests that the willingness of managénsrease their holdings of
a company'’s stock conveys new, positive informatiorheorharket regarding the future
cash flow of the company, driving the price increase. #y nbe argued that the
guaranteed nature of the repurchase in an ASR sendsngestigignal to investors than
does an OMR, since there is no obligation on the pateoissuer to actually repurchase
any shares in an OMR.

We attempt to control for signaling effects by includiimgns’ debt-to-equity
ratios ODE) and dividend yieldsIVYIELD) as independent variables in our analysis,
both measured for the fiscal year prior to the repuechasouncement. When managers
possess inside information, financial structure sigmdésmation to the market, with the
value of the firm rising with increasing leverage; simylawhen outside investors have
imperfect information about firms’ profitability, dividesadunction as a positive signal of
expected cash flows (Barclay, Smith, and Watts 1995ASRs serve in a signaling role,
it may be more likely that firms undertaking ASRs halready exhausted their signaling
capacities by having high debt levels and high dividend yi&léstherefore expe@E
andDIVYIELD to be positively associated with the ASR decision.

Our prediction that accelerated stock repurchasers hig¥ver dividend yields
also suggests that these firms have lower growth relédiopen market repurchasers. In
their examination of the choice between paying dividendsrepurchasing stock,

Jagannathan, Stephens, and Weisbach (2000) find that gsiatk, returns, free cash
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flows, and firm size all affect repurchase decisionsplRchasers are likely to be high
growth firms because the alternative form of corpocath payout, i.e., dividends, tends
to be paid out of long-run, sustainable earnings, and a growtlvbuld be less likely to
commit to regular dividend payments.

In addition, the capital market incentives to meeéxceed earnings benchmarks
are more pronounced for growth firms. Skinner and Sl@802) find that the dramatic
losses in firm value that often occur after missing aniegs benchmark are more severe
for growth stocks. We thus expect open market repurchasé@ve higher growth than
accelerated share repurchasers.

We use three measures to capture different aspectewtigrithe market-to-book
ratio (MB), which is commonly used in the accounting literaturea ggsowth proxy; the
annualized daily stock price volatilitygTKVOL, in the year prior to the repurchase
announcement; and earnings volatiliSfDROA, defined as the standard deviation of
quarterly return-on-assets over the five-year period prior the repurchase
announcement. We expect a negative association betaebrof these variables and the
decision to undertake an ASR rather than an OMR.

Because Jagannathan et al. (2000) and others have found thadtgmo price
performance typically precedes a stock repurchase, we agdnal-hold abnormal
returns BHAR), measured over the 12-month period prior to the repurchase
announcement date, as a control variable.

Jagannathan et al. (2000) also find that stock repurch@serdo have high free
cash flows. This is likely to be even more charactergdtaccelerated stock repurchasers,

since they must reacquire the targeted number of shame®diately through an
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underwriter, which would require a large cash outlay. Wardfore include free cash
flows, FCF, as an independent variable in our analysis and predittitthaill be
positively associated with the ASR decision.

Lastly, we include firm sizeSlZE, defined as the log of total assets at the end of
the fiscal year prior to the repurchase announcementa antrol variable, as
Jagannathan et al. (2000) find that repurchasers tend to déersfirms. Given our
previous predictions that accelerated stock repurchasdreavié higher dividend yield
and lower growth than open market repurchasers, we eX@2Et to be positively
associated with the ASR decision.

Our final model is as follows:

AR =a, + B,STRING, + 3,BONUS+ 3,DE, + 8,DIVVIELD, + ,STKVOL, + 3, STDROA
+5,MB, + B;BHAR + B,FCF, + 5,,SIZE, +¢,

wherei denotes firmi. We predict positive coefficient 0BONUS DE, DIVYIELD,
FCF, and SZE, negative coefficients o8TRING, STKVOL, STDROA, and MB, and

make no prediction oBHAR.

5. Sample Selection and Descriptive Statistics
5.1 Sample Selection Criteria

We identify our sample of ASR firms by conducting keyrdveearches on Lexis-
Nexis and the SEC’'s EDGAR database for the term “aca&d share repurchase.” Our
initial search over 2001-2006 yielded 72 firms that had engagad ASR during this

time period. Consistent with reports in the financiabprehat state that the prevalence of
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ASRs has only recently increased dramatically, we raewe could identify only six
ASRs prior to 2004; we therefore limit our focus to the 2004-20G6¢er

To obtain our control sample of first-time open markepurchasers, we
conducted a search on the SDC Platinum database over 2004f2DDfkially identified
531 OMRs. We then eliminated observations if they did have the necessary
Execucomp, Compustat, or CRSP data or if we could notifigemnouncement dates.
We also eliminated firms that had multiple repurchaées retained the earliest one),
duplicate observations, and firms with negative book vafueqaity. The final sample
consists of 40 ASRs and 116 OMRs. We provide more detall@sample selection in
Table 1.

We present descriptive statistics for the ASR and GddBsamples in Table 2.
Panel A provides the distribution of ASR and OMR firmsybgr. We observe a dramatic
increase in the number of ASRs from 2004 to 2005, and while tisean apparent
decrease in 2006, recall that our sample period ends in Mg leaving us with only
three months of data. Panel B provides information dastry membership, and Panel C
shows the ASR and OMR announcement dates by fiscal quisliiist notable is the fact
that 47.5% of our sample ASRs fall into the first quartehile only 26.72% of our
sample OMRs do; a chi-squared test reveals that tieseliice is highly significan® =
5.895, p=0.015). This finding provides indirect support for our compensgti?).
Managers would benefit most from share repurchases atatle beginning of the fiscal

year in computing their year-end bonus based on EPS.
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6. Results
6.1 Univariate tests

Table 3 presents the results from univariate comparigbfism characteristics
across the ASR and OMR subsamples. We report limiteleiece for H1, which predicts
that capital market incentives play a more importalg far OMR firms. OMR firms do
have a longer series of having met or exceeded lastypaarterly reported EPS; mean
(median)STRING is 5.85 (5) quarters for OMR firms versus 4.33 (3) for ASksl the
difference for medians is marginally significant.efé is stronger evidence in favor of
H2, which predicts that compensation incentives playoaenimportant role for ASRs
than OMRs. MeaBONUS is 0.650 for ASRs versus 0.336 for OMRs, and this difference
is highly significant.

The univariate results also reveal that ASR firmsehsignificantly higher debt-
to-equity ratios. Mean (mediabE is 1.251 (0.659) for ASR firms versus 0.745 (0.385)
for OMR firms; differences in means and medians areifgignt at the 0.05 and 0.01
levels, respectively. We also find that median dividgigdds are significant higher for
ASR firms, with a median of 0.015 versus 0.000 for OMR dirfhhese results provide
some evidence for signaling arguments — ASR firms ajréade higher debt ratios and
dividend yields are therefore may have exhausted theseeshascpotential signals of
good future performance.

We find mixed results for our growth proxies. While theseno significant
differences between ASR and OMR sample firms forketato-book ratiosNIB), we do
find that ASR firms have significantly lower stock pricelatility (STKVOL) over the

year prior to the repurchase announcement (p<0.01) and lireitetence of lower
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earnings volatility TDROA) (p<0.05, medians). These results support our expectation
that OMR firms would have higher growth than ASR firms.

Contrary to our expectations, however, we find no sicarit differences in either
free cash flowsKCF) or prior stock price performancBHAR) between ASR and OMR
sample firms. Finally, we find that ASR firms are sfguaintly larger than OMR firms;
differences in both mean and medB&E are significant at the p=0.01 level. This may
reflect the fact larger firms are more likely to allg have established relationships with
investment banks, which would enable them to negotiate 8t dontracts more quickly
and easily than smaller firms. Larger firms may ddeamnore likely to have the available
assets to repurchase a large block of stock in a siragisaction.

6.2 Multivariate tests

Table 5 presents the results of a multivariate prolaityais in which we examine
the role of compensation and capital market incestivedetermining the decision to
undertake ASRs versus OMRs. Consistent with H1, where adigprthat capital market
incentives play a less important role in ASRs than MR3, we find thatSTRING is
significantly negative at the p=0.05 Ievgf(: 4.93). This indicates that the incentive to
continually meet the benchmark of last year’'s EPS lier 4ame fiscal quarter is less
pronounced for ASR firms than for OMR firms. We alsadfempirical support for H2,
where we predict that compensation incentives play 1@ magportant role in the decision
to undertake an ASR versus an OMR. As expe®&NUS is significantly positive)¢ =
3.06), indicating that firms that explicitly link manageasinual bonuses to reported EPS
are more likely to accelerate their share repurchasiespi@ve this figure than are firms

that repurchase stock on the open market.
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We control for signaling effects in our probit model mcliuding DE and
DIVYIELD as independent variables. As stated earlier, we expese tvariables to be
positively associated with the ASR decision if ASRs meant to serve as a signal of
good future performance. Our results indicate that thenatgd coefficients on bofBE
andDIVYIELD are insignificantly different from zero, indicatitigat they do not play a
prominent role in the share repurchase choice.

Our analysis also includes the independent varidb&sSTKVOL, andSTDROA,
which proxy for different aspects of firm growth. OrfBfKVVOL is significant in the
expected directionyf = 12.08). In untabulated findings, our main results faraad H2
are qualitatively similar we include/exclude various comlmestof these growth proxies
in the probit analysis.

We also control for the prior stock performance of saimple firms by including
BHAR, the 12-month buy-and-hold abnormal returns prior to share repurchase
announcement, which does not appear to be a significaatmdeaint in the choice
between an ASR and OMR.

Our priors suggest that ASR firms are more likely tdaoger in size and have
higher free cash flows. As predicted, b&EE andFCF are significantly positiveyf =
3.18 andy®* = 5.53, respectively). In addition, the pseudo-er the model is
approximately 28%, suggesting that the model has reasonagitdeatory power, and the
average variance inflation factor (VIF) is approximatelg, which is far below 10,
indicating that multicollinearity is not a concern.

Overall, our results support both our hypotheses that 1fjataparket incentives

play a strong role in open market repurchase decisionslieg do for accelerated share
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repurchases; and 2) compensation incentives play a mpa@tant role for accelerated
share repurchases than they do for open market repurchhsss. findings are robust to
controlling for signaling arguments, as well as for otkemown determinants of the

decision to repurchase stock.

7. Additional Analysis — Settlement Costs for ASR Firms

To gain further insight into the costs of engaging IA&MR, we examined the 10-
Ks and 10-Qs for the 40 ASR firms to determine the coktettling the forward sale
contract. We were able to collect this information 29 firms. Of these 29 firms, 22
firms settled the forward sale contract in cash, anfiriis settled in stock. The
overwhelming majority of firms choosing cash settletriead to pay additional amounts
to the investment bank, resulting in additional costshe firm. The average payout
made by the 22 ASR firms is approximately $20M (approximately6e initial ASR
deal size). Only two firms choosing cash settlemeogived cash from the investment
bank. All seven firms selecting stock settlement iveck additional stock from the
investment bank at the time of settlement. Overdlé tescriptive evidence on
settlement costs suggests that companies structurértmsiactions to avoid the mark-to-
market treatment (by retaining the option to settlefdh&ard contract in cash or shares).
Nevertheless, the overwhelming majority of companigscjly avoid issuing new

shares to settle the forward contract in order to ptduether EPS dilution.
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8. Conclusions

This paper empirically examines the determinants of fidesisions to undertake
accelerated share repurchases (ASRs). In an ASRirtheepurchases a large block of
shares through an underwriter, which allows for immediatognition of a decrease in
shareholders’ equity and a corresponding increase integp&PS. We argue that the
financial reporting effects associated with ASRs suggestthie incentives behind these
transactions are fundamentally different from thasssociated with open market
repurchases (OMRSs). Consistent with our predictionsfingethat ASRs firms are more
likely to compensate their managers explicitly on regbEPS figures and are less likely
to beat earnings benchmarks than are OMR firms. Thesé#geare robust to controlling
for signaling effects, as well as other known deterntgah stock repurchase decisions.
Finally, we provide descriptive evidence on the settleroesits incurred by ASR firms.

One limitation of the paper is that we rely on singleasures to proxy for capital
market incentivesSTRING) and for compensation incentiveBGNUS). In a future draft
of the paper, we will include alternative measures ofaganal incentives to provide
additional evidence on our hypotheses. A second limitaigohat in the current
specification of our probit model, we do not control e need to offset dilution from
employee stock options, nor do we include the finanepbrting effect on EPS in our
model. These issues will also be addressed in the nekbflthé paper.

Our results suggest additional questions that are woplorexg. For example,
how do investors view ASRs? The finance literature hasurdented that stock

repurchase announcements typically result in a stocle pncrease. Do investors react
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less (or more) positively to ASR versus OMR announcerfieArs analysis of this

qguestion will be included in a future draft of the paper.
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APPENDIX

The following is an example of the accounting treatnfienan ASR. Suppose Company
X wants to buy back 1 million shares of stock. Cutggrihe company has 10 million

shares outstanding and the stock price is $10 per share ti#dteecision, the company
has net earnings of $2 million for the quarter ended March 31.

Scenario 1: The stock price stays the same over theequar
Company X enters into an ASR agreement on January 1 a@elsagrrepurchase
1 million shares of stock. The ASR has an end conttate of March 31. The
current stock price is $10 per share.

Jan. 1: Treasury Stock $10,000,000
Cash or Liability $10,000,000

Forward agreement: no entry made as the forward abnbi@s no significant
value at the contract’s initiation date.

April 30: No entries required
Effect on EPS at 4/30:

With ASR: Without ASR:
$2,000,000/9,000,000 = $.22 $2,000,000/10,000,000 = $.20

Scenario 2: The stock price increases to $15/share oaryaBl and remains there for
the rest of the quarter.

Jan. 1: Treasury Stock $10,000,000
Cash or Liability $10,000,000
April 30:
If settled in cash:
Treasury Stock $5,000,000
Cash or Liability $5,000,000

If settled in stock:

An adjustment would be made to the shares outstandimg.company would
now show that approximately 666,667 shares have been repeoichassus
1,000,000. There is no impact on the balance sheet.
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Figure 1

Overview of ASR transaction
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Table 1
Sample Selection

Accelerated Share Repurchases (ASR)
Lexis-Nexis word search for ‘accelerated share repurtlthseng 72
2001-2006

Drop:
No announcement date 2
Duplicate firm observation 1
ASR prior to 2004 6
Multiple ASRs in the one year 4
Incomplete/Unavailable ExecuComp data in the yeHr
prior to the ASR
Incomplete/Unavailable Compustat data in the yehar
prior to the ASR

Final ASR sample 47

Open Market Repurchases (OMR)
Securities Data Platinum search for first-time OMRsIrdu2004- 531
2006

Drop:
Incomplete/Unavailable ExecuComp data in the ye&286
prior to the OMR
Final OMR sample 135
Total Final sample of ASRs and OMRs 182
Drop:
Outliers, negative book value of equity, incompleg6
CRSP data
Total Final sample of ASRs and OMRs used for tests 156
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Table 2
Descriptive Statistics

Panel A: ASRs and OMRs by Year

Year ASR OMR Total
Number % of Total Number % of Total

2004 10 16.39 51 83.61 61

2005 21 27.63 55 72.37 76

2006 9 47.37 10 52.63 19

Total 40 25.64 116 74.36 156

Panel B: ASRs and OMRs by Industry

Industry ASR OMR Total
(% of Total) (% of Total)

Business Services 3 7 10
(30.00%) (70.00%)

Chemicals and Allied 3 10 13

Products (23.08%) (76.92%)

Electronic and Other0 11 11

Electrical Equipment and(0%) (100%)

Components

Financial Institutions 9 6 15
(60.00%) (40.00%)

Industrial and Commercial2 14 16

Machinery and Computer(12.50%) (87.50%)

Equipment

Insurance 2 8 10
(20.00%) (80.00%)

Other 21 60 81
(25.93%) (74.07%)

Panel C: ASRs and OMRs by Quarter

Quarter ASR OMR Total
(% of Total ASR) (% of Total (% of Total)

OMR)

1 19 31 50
(47.50%) (26.72%) (32.05)

2 3 28 31
(7.50%) (24.14%) (19.87%)

3 11 33 44
(27.50%) (28.45%) (28.21%)

4 7 24 31
(17.50%) (20.69%) (19.87%)

Total 40 116 156

(100.00%)

(100.00%)

(100.00%)
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Table 3

Univariate Results

Variable ASR OMR t-statistic
Mean (Median) Mean (Median) (Wilcoxon z-
n =40 n=116 statistic)
STRING 4.325 5.853 -1.647
(3.000) (5.000) (-1.810)
BONUS 0.650 0.336 3.590"
(1.000) (0.000) (3.460§"
DE 1.251 0.745 2.101
(0.659) (0.385) (3.049§"
DIVYIELD 0.016 0.011 1.329
(0.015) (0.000) (3.526"
STKVOL 0.220 0.323 -5.119"
(0.200) (0.293) (-5.203)"
STDROA 0.011 0.014 -0.827
(0.006) (0.007) (-2.210)
MB 3.909 3.296 0.889
(2.575) (2.530) (0.093)
BHAR 0.029 0.033 -0.050
(0.012) (-0.031) (0.860)
FCF 0.100 0.090 0.681
(0.072) (0.084) (-0.262)
SIZE 9.329 7.993 4.217"
(9.555) (7.898) (3.941)"

% % % denote significance at the 1%, 5% and%Jevels, respeciively. BONUS s equal to 1 If émnual bonus compensation of
employees, as determined from a search of the dirb@-K, is tied to the earnings-per-share figuiSTRING is the number of
consecutive quarters prior to the announcementafatee share repurchase that the firm has mekogexled the benchmark of the
prior year's EPS for the same fiscal quarter, up toaximum of 20 quarters. DE is debt/equity. BIELD is the firm’'s dividend
yield. STKVOL is the stock returns volatility ihé 12-month period prior to the share repurchasewmcement. STDROA is the
standard deviation of the return on assets of itine éver the 20 quarters prior to the share remsehannouncement. MB is the
beginning-period market value of equity/book vatiiequity. BHAR is the buy-and-hold-returns of tiven in the 12-month period
prior to the share repurchase announcement. F@pierating income — capital expenditure)/beginnifiggear total assets. Both

operating income and capital expenditure are detemnfrom the prior fiscal period. SIZE is the lofitotal assets of the firm.
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Table 4

Spearman and Pearson Correlations

Variables ASR STRING BONUS DE DIVY STKVOL STDROA MB BHAR FCF SIZE
ASR 1.000
STRING -0.132 1.000
-0.145
BONUS 0.278" -0.174 1.000
0.278" (-0.158§
DE 0.167 -0.004 0.188" 1.000
0.245" (-0.119)  (0.182
DIVYIELD |0.106 -0.115 0.047 0.319" 1.000
0.283" (-0.026)  (0.158)  (0.500)"
STKVOL | -0.381" -0.081 -0.241" -0.197 -0.393"  1.000
-0.418"  (-0.025)  (-0.257)"  (-0.403)"  (-0.599§"
STDROA | -0.067 -0.177 -0.137 -0.155 -0.155 0.334" 1.000
-0.178 (-0.214)"  (-0.183)"  (-0.296)"  (-0.296)"  (0.424j"
MB 0.071 0.273" -0.016 0.108 -0.085 -0.022 -0.050 1.000
0.008 (0.233]"  (-0.094)  (-0.070)  (-0.145)  (0.058) (0.030)
BHAR -0.004 -0.013 -0.063 0.163" 0.038 0.084 -0.061 -0.051 1.000
0.069 (0.023) (0.018) (0.258)"  (0.172)°  (-0.142)  (-0.044)  (-0.067)
FCF 0.055 0.335" -0.114 -0.149 -0.059 -0.039 -0.111 0.521" -0.113 1.000
-0.021 (0.280)"  (-0.159)°  (-0.230Y"  (-0.141)  (0.032) (0.114) (0.534)"  (-0.127)
SIZE 0.327" 0.028 0.267" 0.427" 0.334" -0.598" -0.200 -0.091 0.149 -0.199" 1.000
0.526" (0.048) (0.266)"  (0.508]"  (0.524)"  (-0.633)" (-0.357)" (-0.170§  (0.199)°  (-0.246)"
ly. BONUS is equal to 1 if

*x %k * denote significance at the 1%, 5% and %0levels, respective

ual bonus compensation of employees, as detednfiom a search of the firm’s 10-K is tied te th

earnings-per-share figure. STRING is the numberoofsecutive quarters prior to the announcemest afathe share repurchase that the firm has mexaegeded the benchmark of the prior year's EP&hor

same fiscal quarter, up to a maximum of 20 quart&E is debt/equity. DIVYIELD is the firm’'s diviehd yield. STKVOL is the stock returns volatility the 12-month period prior to the share repurehas

announcement. STDROA is the standard deviatidhe@feturn on assets of the firm over the 20 quaigor to the share repurchase announcement.isMiiie beginning-period market value of equity/book

value of equity. BHAR is the buy-and-hold-retufsthe firm in the 12-month period prior to the shaepurchase announcement. FCF is (operatingriace capital expenditure)/beginning of year total

assets. Both operating income and capital expemnedétre determined from the prior fiscal periodiZESis the log of average total asset of the firm.
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Table 5

Multivariate Probit Regression

ASR =a, + B,STRING, + 3,BONUS + 3,DE, + ,DIVYIELD, + B,STKVOL, + 3, STDROA
+ 5, MB, + ;BHAR + 5,FCF, + 5,3 ZE +¢

Variable Expected Coeff. estimate Wald x?
Sign

Interecept -0.947 0.50
STRING - -0.067 4.93
BONUS + 0.493 3.06
DE + 0.092 0.88
DIVYIELD + -10.648 1.63
MB - -0.013 0.10
STKVOL - -7.591 12.08
STDROA - 13.534 2.39
BHAR ? 0.087 0.03
FCF + 6.569 5.53
SIZE + 0.192 3.18
Log- -63.321
Likelihood

*¥x % * denote significance at the 1%, 5% and%Jevels, respeciively. BONUS is equal to 1 if &mmual bonus compensation of

employees, as determined from a search of the dirb@-K, is tied to the earnings-per-share figuSTRING is the number of

consecutive quarters prior to the announcement afatee share repurchase that the firm has mekogezled the benchmark of the

prior year's EPS for the same fiscal quarter, up toaximum of 20 quarters. DE is debt/equity. BIELD is the firm’'s dividend

yield. STKVOL is the stock returns volatility ihé 12-month period prior to the share repurchasewmcement. STDROA is the

standard deviation of the return on assets of itine éver the 20 quarters prior to the share remsehannouncement. MB is the

beginning-period market value of equity/book vatiiequity. BHAR is the buy-and-hold-returns of firen in the 12-month period

prior to the share repurchase announcement. F@&perating income — capital expenditure)/beginnifiggyear total assets. Both

operating income and capital expenditure are détexinfrom the prior fiscal period. SIZE is the lofaverage total asset of the

firm.
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