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CHAPTER 1

INTRODUCTION

In recent years, stock options became a standard feature in executive compensation
packages in most publicly traded companies. However, after Enron and other accounting
scandals, opposition blamed share options for much of the corporate misconduct. In
practice, share options are private indenture between a company as a non cash reward to
the employees. It is used as an incentive to keep highly skilled workers in the companies
by offering a number of shares during a time and at the price specified by the companies.
Normally, the price offered is much lower than the trading price. In addition to that, the
stock options give a potential great capital gain should the holder continue to hold
options and that prospect is indeed confer the employees to feel that like owners or

partners of the business.

Share options are not traded on the share market, therefore, their price is not
standardized and will depend on the company’s current stock price. In the effect of
towering share prices, holders of the options will capture a windfall over vesting period.
Vesting period of options may varies according to the terms specified by the employers.
Therefore, most of the public listed companies employ stock options as an instrument
that encourages the employees to stay and work with the companies in accordance to the

vesting period.
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ABSTRACT

Purpose — To examine the validity of Black & Scholes Meron’s (BSM) formula to value
executive stock options (ESOs) on 100 largest companies in Malaysia and compare the
market value of 100 companies with the BSM model values.

Design/methodology/approach — The sample is obtained by companies that were listed on
the Main Board of Bursa Malaysia in 2005. Top 100 companies was based on total assets are
taken as sample in this research for a period of three years, 2003 until 2005 according to
sectors. This study use BSM formula for analysis of stock options valuation and to examine
whether the model used may lead to overestimation of ESOs expenses.

Findings — The results revealed that there is serious price differential compared to the
standard BSM model for the three year period. The standard BSM model clearly overstates
the value of share options which should be expensed by companies. The market values of
share options are clearly below the values predicted by the standard BSM model. Therefore,
in order to obtain a fair value for share options accounting, BSM model values need to be
somehow corrected. The use of the BSM model as such leads to share options expenses too
high compared to the arm’s length prices. It shows that the standard BSM model does not
represent either true or a fair view of the financial statement for company valuation

Originality/ values — The price differential will offers a unique opportunity to compare the
BSM model values with the market values of stock options and explain this price differential.
By examining the validity of BSM formula to value ESOs, it will offer an opportunity for
standard setters to define more accurately the values of ESOs to be included in the financial
statements.

Keywords — FRS 2, executive stock options, incentives, price differential
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