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Summary

This paper uses the Benninga-Helmantel-Sarig (2005) framework to value employee stock options
(ESOs) in a framework which takes explicit account of employee non-diversification. This
framework provides an endogenous explanation of early exercise. With nondiversification, the
valuation of ESOs is significantly less than both the Black-Scholes and the widely-used
Hull-White (2004) model. Incentive stock options (ISOs) are generally inferior to non-qualified
stock options (NSOs) and both 1SOs and NSOs are inferior to cash compensation. Finally,
corporate hedging of ESOs is suboptimal.
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