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What are Stock Options?

A company grants 500 options to employees with an exercise price of $2.5
The options vest in 3 years and the options are forfeited if empIoLment ceases

Vesting period Exercise . »
date Vesting condition
Share Price Vesting

0 date
3.0

Grant
25 date
2.0

YO Y1 Y2 Y3 Y4
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Expense is unaffected

Fair value of options is calculated at by changes in share
grant date price

Stock Options Accounting

This value is amortized over the vesting
period and treated as employee cost.

This settlement is
recorded directly in

equity Options are settled either by issuing new

equity or by purchasing shares in the
market
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Vesting Conditions

Service based Performance based

Employee must work for company Performance targets (e.g. EPS
throughout vesting period target) must be achieved

Adjust stock options expense for number of options expected to vest.

300 options are granted at FYO with a fair value of $1.0 and a vesting period of 3 years

_ s [ ee

270.0 [270x1.0x1/3=] 90.0 90.0

FY2 240.0 [240.0x 1.0x 2/3 =] 160.0 [160.0-90.0=] 70.0

FY3 240.0 [240.0 x 1.0x 3/3 =] 240.0 [240.0-160.0=] 80.0
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Stock Options in Valuation

Stock options are dilutive to
existing shareholders

Dilution from options Dilution from future
already granted option grants

Forecast stock options expense
Diluted share count calculated and treat as a ‘real cost’ in

using treasury method earnings and cash flow
forecasts
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Deferred Tax on Stock Options

Accounting expense

Tax deduction
Based on fair value
at grant date

Usually based on intrinsic value
at exercise date

A company grants 100.0 stock options with a vesting period of 3 years. The fair value of
each option at grant date is $1.0 and the intrinsic value at exercise date is $2.0.
The company's marginal tax rate is 20.0%

L ___________________Fy1____Fy2____Fy3 |

Operating profits 300.0 300.0 300.0

Tax benefit at exercise

Stock option expense -33.3 -33.3 -333 reater than cumulative
Pre-tax profits after stock based comp 266.7 266.7 266.7 JK3 accounting expense
Tax expense on operating profits -60.0 -60.0 -60.0, g exp
Tax benefit from stock options 0.0 0.0 40.0

Accounting expense 206.7 206.7 246.7 Problem = effective

occurs before tax  [Effective tax rate 22.5% 22.5%|  7.5%[ taxrateis no longer

meaningful
The solution = deferred tax!

benefit
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Deferred Tax on Stock Options in Valuation

Deferred tax asset reflects intrinsic
value of tax benefit from outstanding
options

Option 1 Option 2
Identify deferred tax asset on Estimate deferred tax asset using

stock options from tax disclosures marginal tax rate and stock option
in footnotes disclosures in footnotes

Include deferred tax asset in enterprise
value bridge as a non-core asset
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