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compensation. Second, when their incentive equity compensation vests, we
suggest that CFOs manage earnings to further enhance their personal income.
Consistent with our theoretical expectations, we find higher levels of income-
increasing accrual-based earnings management and real transactions
management, a potentially unethical practice, in firms with powerful CFOs who
have short pay durations. We discuss the implications of our analysis in the
context of mitigating CFO power and managing the ethical environment “tone at

the top.”
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(salary and bonus) is available in the contemporaneous year, CFOs must wait,
usually between 1 and 5 years, before their grants of restricted stock and
stock options vest and they have full rights to the shares. Two CFOs may have
the same level of total compensation but one may place a higher value on
his/her compensation because he/she has unrestricted access to it sooner. For
example, consider two CFOs who both receive total compensation of one
million dollars. CFO A receives a $750,000 salary and a $250,000 bonus, so
CFO A's pay duration is zero years because he/she receives all of his/her
compensation by the end of the fiscal year. CFO B receives a $500,000 salary
and $500,000 in stock options that vest in four years, so CFO B's pay duration
is two years (we present details on this calculation in “Methods” section

below).

4. As an example, see the 2006 disclosure for Michael Herbert, CFO of Simpson

Your privacy, your choice

We use essential cookies to make sure the site can function. We, and our 96 partners, also
use optional cookies and similar technologies for advertising, personalisation of content,
usage analysis, and social media.

By accepting optional cookies, you consent to allowing us and our partners to store and
access personal data on your device, such as browsing behaviour and unique identifiers.
Some third parties are outside of the European Economic Area, with varying standards of
data protection. See our privacy policy for more information on the use of your personal
data. Your consent choices apply to springer.com and applicable subdomains.

You can find further information, and change your preferences via 'Manage preferences'.
You can also change your preferences or withdraw consent at any time via "Your privacy
choices', found in the footer of every page.

We use cookies and similar technologies for the following purposes:

Store and/or access information on a device

Personalised advertising and content, advertising and content measurement,
audience research and services development

Accept all cookies

Reject optional cookies

Manage preferences


https://www.sec.gov/Archives/edgar/data/920371/000110465907019662/a07-6189_1def14a.htm
https://link.springer.com/privacystatement

0. Graham et al. (2005, p. 35) identify some of the discretionary transactions
managers can choose to undertake or forgo in order to achieve financial
reporting objectives. These include (1) decreasing/increasing research and
development, advertising, and/or maintenance expenditures, (2) increasing or
decreasing inventories, (3) liberalizing credit terms or discounts to encourage
customers to purchase more product, and (4) selling investments or assets to

recognize gains.

/. “Rents” refer to the excess compensation or the more favorable compensation
arrangements that an executive receives over what he/she would have
received had his/her compensation contract been obtained in a true arm’s

length negotiation (Bebchuk and Fried 2003).
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efficiently, the managerial power theory would suggest a departure from
efficient contracting toward a negotiation where the executive can wield
influence and power to improve the outcome of the negotiation in his/her

favor.

10. Gopalan et al. (2014) find that the pay duration of the CEO is inversely
related to the level of accruals manipulation. We extend this by looking at

earnings management and CFO pay duration.

11. All CFOs with short durations may desire to manage earnings upward, but
not all may have the influence to accomplish it. Because of the influence they
wield in the firm, powerful CFOs with short duration may be more likely to

manage earnings to maximize their compensation.
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1 3. While not using tenure directly, Geiger and North (2006) find that a firm’s
use of discretionary accruals decreases significantly after the appointment of
a new CFO. Presumably, this may be because the new CFO lacks the
influence over personnel and the specific firm knowledge that allows CFOs

the ability to manage earnings.

14. The calculation as presented assumes restricted stock grants and stock
option grants vest on a cliff schedule (all at the end of the vesting period).

Similar to Gopalan et al. (2014), if grants vest on a graded schedule (i.e., a

portion of the grant vests each year until fully vested), we use (t; + 1)/2 in

place of t jand (t; + 1)/2 in place of t ;.
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of pre-2006 stock grants using totals by executive and year only as these
grants do not have an exercise price or expiration date. If we are unable to
estimate the vesting period for pre-2006 grants or ExecuComp and Equilar
disagreed on the number of new grants in any particular year, we drop these

observations from our sample.

17. Asin Eq. (1), we adjust our calculation for grants that vest on a cliff

schedule. See footnote 14.

18. Equilar Inc. is an executive compensation research firm. They collect

executive compensation data from firm proxy statements.

19. The ExecuComp database includes data item CFOANN to indicate what
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23. We scale the ranks as follows: quartile rank of zero = zero, quartile rank of
one = 1/3, quartile rank of two = 2/3, and quartile rank of 3 = 1. We follow a

similar procedure for the CFO power index.

24 . Kothari et al. (2005) show that researchers can improve the reliability of
results in studies involving earnings management by using performance

matching to calculate abnormal accruals.

25. We require twenty observations within a two-digit SIC code to perform our

analysis.
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financial institutions and utility firms and rerun the regressions reported in

Table 5, our results remain quantitatively similar (results not tabulated).
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