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E\What are employee share optiQns
EThe new accounting rules

E\What has this got to do with
actuaries

B Option valuation models
W Practical issues

Lane
What are employ&% Clak &
Peacock

"
Ill}lllllll\

W Call option...

M ... with strings attached
- exercise period
- service conditions
- performance conditions
- conditions on selling shares
- phantom options
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Why provide option Penoock

HmIncentivise key employees

mAlign shareholder and employe
interests

B Recruitment and retention
m“Free” perk
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B P&L charge = intrinsic value at

W Set strike price = market price at grant
M ntrinsic value =0
B No P&L expense

B ShareSave schemes exempt
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BFRED31/ED2

EDirect P&L charge from 2004
EFair value at grant date
HmAttribute over vesting period
BEquity settled / cash settled

B Awards since November 2002
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B Option value = 100 x 60% =
W Units of service = 240
® Value per unit = 0.25

W Actual units = 270

W Total P&L charge over 3 years
=270x0.25=67.50
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ESimple concept
HLots of complications
mModelling human behaviour

BExperience with other accounting
standards




Measurement of value Peacock

W Fair value:
“The amount for which an asset could be exc
a liability settled, or an equity instrument grante
could be exchanged, between knowledgeable, willin
parties in an arm’s length transaction”

M If not traded then use a model

B FRED31/ED2 mention Black-Schéles
and Binomial models
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EBlack-Scholes
ETraditional binomial model
M Actuarial binomial model
M Stochastic valuation
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x=the strikeprice

r = the continuously compoundedrisk freeinterest rate
= the continuously compoundedannual dividend yield
t=the time in years until the expiration of the option

s = theimpliedvolatilityfor the underlying stock

= TNE ST TIONMat COrTe TrOrT TOCHorT




Black-Scholes: Limi

B Cannot hedge more complex option

B Cannot hedge “human factors”
- leaving the employer
- early exercise
- financially “irrational” - though personally
rational - decisions
B But we can value human factors using
actuarial techniques

Lane
. . Clark &
Binomial model Lea%—

. . 2 years hence
Option details Price 70 [N
Price £100 Y strike price
Strike price £100 Option value zacalll gN
Interest rate 5%
Time 2 years 2 years hence
Volatility 40% ) price £60
Dividend yield 2% Strike price EI00
Option value —
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Project price of share

Calculate option values
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Irrational surrender
Cashinif 20% inthe money

- Rationa surrender if vesting
Cash in now if maximises value

2
Member leaves service
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Project price of share :>

P=350

P=250

P=150
P=100

<::I Calculate option values
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W Consistent with Black-Scholes
W Allows for vesting and exercise perio
m Allows for human factors

- leaving the employer

- financially “irrational” - though personally
rational — decisions

B Allows for most vesting criteria
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Price
-EEE88838
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W Swiss FTSE 100 equivalent

W Stock option plans for executives in
Switzerland, France, Italy, UK...

B Stock purchase/loan plan in Switzerland

B All cash-settled or employee choice of
settlement
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B Complex administration

B Severe downside risk on stock
purchase plan

B Potential ED2 charge
B P&L and balance sheet volatility
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W Various scenario tests

B Balance sheet liability CHF50m, co
increase to CHF100m

B P&L charge between CHF(20m) credit
and CHF110m charge

W Equity-settled charge CHF50m
- more predictable and reducing
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Client action

B Convert all options to equity-sett

W Cancel stock purchase loans -
communication exercise

B New central administration
W Revisit later in the year




