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Assuming managers excise full discretion on the most important model input,
the standard deviation of stock returns, when estimating the fair value of
employee stock options, this study evaluates the reliability of the mandatory fair
value information required by generally accepted accounting principle.

Passed research does not have an unbiased assessment when addressing this
question.  Specifically, those studies made the following consistence-mistake:
their simulation approaches implicitly assuming firms can choose different
estimating methods in different periods, which violate the general guidance that
accounting principles and methods should be applied consistently over different
accounting periods. Reliability is always a critical issue for fair value
accounting. Therefore, an unbiased assessment is more than necessary when
debating over the adoption of the fair value method.

Another important issue tackled by this research is related to the estimation
procedure of the annualized standard deviation of stock returns. The guidance
found in IAS, FAS and the Taiwanese FAS suggest firms treat daily, weekly and
monthly stock returns as independent distributions when firms annualize the



shorter period standard deviation. Therefore, the resulting numbers are biased if
the autocorrelations of the daily, weekly and monthly stock returns are different
from zero. This study also considers the possible autocorrelations to reduce
possible bias when calculating this important parameter.

I further compare simulation results among U.S., Mainland China, and
Taiwan listed firms to examine how this reliability issue is affected by the degree
of market efficiency.

Keywords: accounting for employee stock options, fair value of employee stock

options, earnings manipulation, accounting principles
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B22 Expected volatility is a measure of the amount by which a price is
expected to fluctuate during a period. The measure of volatility used in option
pricing models is the annualized standard deviation of the continuously
compounded rates of return on the share over a period of time. Volatility is
typically expressed in annualised terms that are comparable regardless of the time
period used in the calculation, for example, daily, weekly or monthly price
observations. the historical volatility of the share price over the most recent
period that is generally commensurate with the expected term of the option
(taking into account the remaining contractual life of the option and the effects of
expected early exercise).
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