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		Abstract

		We investigate the use of a warrant-pricing approach to incorporate employee stock options (ESOs) into equity valuation and to account for the dilutive effect of ESOs in the valuation of option grants for financial reporting purposes.  Our valuation approach accounts for the jointly determined nature of ESO and shareholder values.  The empirical results show that our stock-price estimate exhibits lower prediction errors and higher explanatory powers for actual share price than does the traditional stock-price estimate.  We use our valuation approach to assess the implications of dilution on the fair value estimates of ESO grants.  We find that the fair value is overstated by six percent if we ignore the dilutive feature of ESOs.  Further, this bias is larger for firms that are heavy users of ESOs, small, and R&D intensive, and for firms that have a broad-based ESO compensation plan. 
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