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Basis for Conclusions on
IFRS 2 Share-based Payment

This Basis for Conclusions accompanies, but is adtqf, IFRS 2.

References to th&rameworkare to the IASC’'sFramework for the Preparation and
Presentation of Financial Statememtdopted by the IASB in 2001. In September 2010 the
IASB replaced therameworkwith theConceptual Framework for Financial Reporting.

Introduction

BC1 This Basis for Conclusions summarises the matonal Accounting Standards
Board’s considerations in reaching the conclusiamsIFRS 2 Share-based
Payment Individual Board members gave greater weighiioes factors than to
others.

BC2 Entities often isstieshares or share options to pay employees or gihies.
Share plans and share option plans are a commaduordeaf employee
remuneration, not only for directors and seniorcexiges, but also for many
other employees. Some entities issue shares oe simtions to pay suppliers,
such as suppliers of professional services.

BC3 Until the issue of IFRS 2, there has been nert@itional Financial Reporting
Standard (IFRS) covering the recognition and messant of these transactions.
Concerns have been raised about this gap in intensh standards. For
example, the International Organization of SecwgitBdmmissions (I0SCO), in
its 2000 report on international standards, statieat IASC (the IASB’s
predecessor body) should consider the accountiegtmient of share-based
payment.

BC4 Few countries have standards on the topic. iShisconcern in many countries,
because the use of share-based payment has irtreasecent years and
continues to spread. Various standard-setting kduiee been working on this
issue. At the time the IASB added a project on shased payment to its agenda
in July 2001, some standard-setters had recentblighed proposals. For
example, the German Accounting Standards Committelglished a draft
accounting standardAccounting for Share Option Plans and Similar
Compensation ArrangemeritsJune 2001. The UK Accounting Standards Board
led the development of the Discussion Papecounting for Share-based

The word ‘issue’ is used in a broad sense. kample, a transfer of shares held in treasury (shares
held) to another party is regarded as an ‘issuefity instruments. Some argue that if options or
shares are granted with vesting conditions, theynat ‘issued’ until those vesting conditions haeen
satisfied. However, even if this argument is ategpit does not change the Board’s conclusionthen
requirements of the IFRS, and therefore the wassu@’ is used broadly, to include situations inahi
equity instruments are conditionally transferredtib@ counterparty, subject to the satisfaction of
specified vesting conditions.
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Paymentpublished in July 2000 by IASC, the ASB and othedibs represented
in the G4+1. The Danish Institute of State Authorised Public Adtants
issued a Discussion PapEne Accounting Treatment of Share-based Payiment
April 2000. More recently, in December 2002, the Actling Standards Board
of Japan published a Summary Issues Paper on bBhsest payment. In
March 2003, the US Financial Accounting Standardsr®¢@ASB) added to its
agenda a project to review US accounting requiremamtshare-based payment.
Also, the Canadian Accounting Standards Board (Ac®Bgntly completed its
project on share-based payment. The AcSB standaguares recognition of all
share-based payment transactions, including tréingacin which share options
are granted to employees (discussed further irgpgpas BC281 and BC282).

Users of financial statements and other comnastaare calling for

improvements in the accounting treatment of shased payment. For example,
the proposal in the IASC/G4+1 Discussion Paper and2EBhare-based

Payment that share-based payment transactions shouldet®gmised in the

financial statements, resulting in an expense whmengoods or services are
consumed, received strong support from investors @her users of financial

statements. Recent economic events have emphabiseichportance of high

quality financial statements that provide neuttahnsparent and comparable
information to help users make economic decisidngatrticular, the omission of
expenses arising from share-based payment traosadtith employees has been
highlighted by investors, other users of financisatements and other
commentators as causing economic distortions anghocate governance
concerns.

As noted above, the Board began a project teldpvan IFRS on share-based
payment in July 2001. In September 2001, the Bowavited additional comment
on the IASC/G4+1 Discussion Paper, with a comment deadf 15 December
2001. The Board received over 270 letters. Duttiregdevelopment of ED 2, the
Board was also assisted by an Advisory Group, congisif individuals from
various countries and with a range of backgroumududing persons from the
investment, corporate, audit, academic, compensatosultancy, valuation and
regulatory communities. The Board received furtlassistance from other
experts at a panel discussion held in New York in 2002. In November 2002,
the Board published an Exposure Draft, E[3Rare-based Paymentith a
comment deadline of 7 March 2003. The Board rexkiover 240 letters. The
Board also worked with the FASB after that body adideits agenda a project to
review US accounting requirements on share-basedhgraty This included
participating in meetings of the FASB’s Option ValoatiGroup and meeting the
FASB to discuss convergence issues.

In 2007 the Board added to its agenda a prdjecclarify the scope and
accounting for group cash-settled share-based p#yrransactions in the
separate or individual financial statements of én¢ity receiving the goods or
services when that entity has no obligation to esette share-based payment. In

The G4+1 comprised members of the national adowystandard-setting bodies of Australia, Canada,
New Zealand, the UK and the US, and IASC.

© IFRS Foundation 9



IFRS 2 BC

Scope

December 2007 the Board publish@doup Cash-settled Share-based Payment
Transactions(proposed amendments to IFRS 2). The resulting dments
issued in June 2009 also incorporate the requirtsneintwo Interpretations—
IFRIC 8 Scope of IFRS 2nd IFRIC 11IFRS 2—Group and Treasury Share
TransactionsAs a consequence, the Board withdrew both Interfivata

BC7

BC8

BC9

BC10

10

Much of the controversy and complexity surrangdthe accounting for share-
based payment relates to employee share optionaevén, the scope of IFRS 2
is broader than that. It applies to transactiansvhich shares or other equity
instruments are granted to employees. It alsoieppd transactions with parties
other than employees, in which goods or servicesareived as consideration
for the issue of shares, share options or otheityedustruments. The term

‘goods’ includes inventories, consumables, propepiant and equipment,

intangible assets and other non-financial assdtastly, the IFRS applies to

payments in cash (or other assets) that are ‘dbased’ because the amount of
the payment is based on the price of the entityiares or other equity

instruments, eg cash share appreciation rights.

Broad-based employee share plans, including
employee share purchase plans

Some employee share plans are described axi-based’ or ‘all-employee’ plans,
in which all (or virtually all) employees have tbpportunity to participate, whereas
other plans are more selective, covering indivisuradpecific groups of employees
(eg senior executives). Employee share purchass pire often broad-based plans.
Typically, employee share purchase plans providgl@maes with an opportunity to
buy a specific number of shares at a discountaz® pie at an amount that is less
than the fair value of the shares. The employesfislement to discounted shares is
usually conditional upon specific conditions besajisfied, such as remaining in
the service of the entity for a specified period.

The issues that arise with respect to employaeegpurchase plans are:

(a) are these plans somehow so different from o¢meployee share plans
that a different accounting treatment is appropflat

(b) even if the answer to the above question is, ‘a there circumstances,
such as when the discount is very small, when it gpr@priate to
exempt employee share purchase plans from an aicgustandard
on share-based payment?

Some respondents to ED 2 argued that broaetitereployee share plans should
be exempt from an accounting standard on sharedbgagment. The reason
usually given was that these plans are differeninfather types of employee
share plans and, in particular, are not a parteshuneration for employee

© IFRS Foundation
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services. Some argued that requiring the recagnitf an expense in respect of
these types of plans was perceived to be contrargoteernment policy to
encourage employee share ownership. In contrésér gespondents saw no
difference between employee share purchase plansotied employee share
plans, and argued that the same accounting regemtsnshould therefore apply.
However, some suggested that there should be an &renipthe discount is
small.

The Board concluded that, in principle, thisreo reason to treat broad-based
employee share plans, including broad-based emplay@re purchase plans,
differently from other employee share plans (tlsaiés of ‘small’ discounts is
considered later). The Board noted that the faat these schemes are available
only to employees is in itself sufficient to comtduthat the benefits provided
represent employee remuneration. Moreover, the teemuneration’ is not
limited to remuneration provided as part of an vidlial employee’s contract: it
encompasses all benefits provided to employeesnilaBly, the term services
encompasses all benefits provided by the employeeseturn, including
increased productivity, commitment or other enhama®s in employee work
performance as a result of the incentives proviadethe share plan.

Moreover, distinguishing regular employee m&w from the additional benefits
received from broad-based employee share plans waoold change the
conclusion that it is necessary to account for sulahs. No matter what label is
placed on the benefits provided by employees—orbtreefits provided by the
entity—the transaction should be recognised iffittencial statements.

Furthermore, that governments in some countrave a policy of encouraging
employee share ownership is not a valid reasondoording these types of plans
a different accounting treatment, because it iglm®tole of financial reporting to
give favourable accounting treatment to particul@nsactions to encourage
entities to enter into them. For example, govemienight wish to encourage
entities to provide pensions to their employeedessen the future burden on the
state, but that does not mean that pension cosisicstoe excluded from the
financial statements. To do so would impair theliquaf financial reporting.
The purpose of financial reporting is to providéoimation to users of financial
statements, to assist them in making economic idesis The omission of
expenses from the financial statements does nongehdhe fact that those
expenses have been incurred. The omission of sggerauses reported profits
to be overstated and hence the financial statememtsnot neutral, are less
transparent and comparable, and are potentialllpatig to users.

There remains the question whether there stimith exemption for some plans,
when the discount is small. For example, FASB Statenof Financial
Accounting Standards No.123\ccounting for Stock-Based Compensation
contains an exemption for employee share purchéses ghat meet specified
criteria, of which one is that the discount is small

On the one hand, it seems reasonable to examgnployee share purchase plan
if it has substantially no option features and thscount is small. In such

© IFRS Foundation 11
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BC16

BC17

BC18

BC18A

BC18B

situations, the rights given to the employees utidemplan probably do not have
a significant value, from the entity’s perspective.

On the other hand, even if one accepts thaex@mption is appropriate,
specifying its scope is problematic, eg deciding \wdwenstitutes a small discount.
Some argue that a 5 per cent discount from the ehgykce (as specified in
SFAS 123) is too high, noting that a block of sha@s be sold on the market at
a price close to the current share price. Furtbeemt could be argued that it is
unnecessary to exempt these plans from the standattie rights given to the
employees do not have a significant value, thisgesty that the amounts
involved are immaterial. Because it is not neagssa include immaterial
information in the financial statements, thereasneed for a specific exclusion in
an accounting standard.

For the reasons given in the preceding papagrthe Board concluded that
broad-based employee share plans, including braadeb employee share
purchase plans, should not be exempted from th&8.IFR

However, the Board noted that there might bmaimt®s when an entity engages in
a transaction with an employee in his/her capaciyaaholder of equity
instruments, rather than in his/her capacity asmployee. For example, an
entity might grant all holders of a particular dasf its equity instruments the
right to acquire additional equity instruments bé tentity at a price that is less
than the fair value of those equity instruments.an employee receives such a
right because he/she is a holder of that partiatleEss of equity instruments, the
Board concluded that the granting or exercise af tlght should not be subject
to the requirements of the IFRS, because the eraplbgs received that right in
his/her capacity as a shareholder, rather than asngloyee.

Transactions in which an entity cannot identify
some or all of the goods or services received
(paragraph 2)

The Board incorporated into IFRS 2 the cosaerof IFRIC 8 inGroup Cash-
settled Share-based Payment Transacti@ssied in June 2009. This section
summarises the IFRIC’s considerations in reachitay tonsensus, as approved
by the Board.

IFRS 2 applies to share-based payment traasadn which the entity receives
or acquires goods or services. However, in sometgihsit might be difficult to
demonstrate that the entity has received goodseorices. This raises the
question of whether IFRS 2 applies to such traimmast In addition, if the entity
has made a share-based payment and the identifiabkideration received (if
any) appears to be less than the fair value okkiaee-based payment, does this
situation indicate that goods or services have breeaived, even though those

Paragraphs BC18A—BC18D are added as a conseqoé@m@up Cash-settled Share-based Payment
TransactiongAmendments to IFRS 2) issued in June 2009.

12
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goods or services are not specifically identifieshd therefore that IFRS 2
applies?

When the Board developed IFRS 2, it conclutthed! the directors of an entity
would expect to receive some goods or servicesturrdor equity instruments
issued (paragraph BC37). This implies that it i necessary to identify the
specific goods or services received in return fier équity instruments granted to
conclude that goods or services have been (or w)lrbceived. Furthermore,
paragraph 8 of the IFRS establishes that it is nemtessary for the goods or
services received to qualify for recognition asamset in order for the share-
based payment to be within the scope of IFRS 2higdase, the IFRS requires
the cost of the goods or services received or vab& to be recognised as
expenses.

Accordingly, the Board concluded that the scopIFRS 2 includes transactions
in which the entity cannot identify some or all betspecific goods or services
received. If the value of the identifiable consaten received appears to be less
than the fair value of the equity instruments gedntor liability incurred,
typically,” this circumstance indicates that other considematie unidentifiable
goods or services) has been (or will be) received.

Transfers of equity instruments to employees
(paragraphs 3 and 3A) '

In some situations, an entity might not isshiares or share options to employees
(or other parties) direct. Instead, a shareho{deshareholders) might transfer
equity instruments to the employees (or other gsti

Under this arrangement, the entity has receseedces (or goods) that were paid
for by its shareholders. The arrangement couldi®sed as being, in substance,
two transactions—one transaction in which the enlidg reacquired equity

instruments for nil consideration, and a secondsation in which the entity has

received services (or goods) as considerationdaitg instruments issued to the
employees (or other parties).

The second transaction is a share-based paymaersaction. Therefore, the
Board concluded that the entity should accountrBmsfers of equity instruments
by shareholders to employees or other partieseirséime way as other share-based
payment transactions. The Board reached the samgusion with respect to
transfers of equity instruments of the entity’squdr or of another entity within
the same group as the entity, to the entity’s egg®e or other suppliers.

In some cases, the reason for the transfer wexpthin why no goods or services have been orheill
received. For example, a principal shareholdepaasof estate planning, transfers some of hiseshiar

a family member. In the absence of factors thaicatd that the family member has provided, or is
expected to provide, any goods or services to itieyeén return for the shares, such a transactionld

be outside the scope of IFRS 2.

Paragraphs BC22A-BC22G are added as a conseqoe@reup Cash-settled Share-based Payment

TransactiongAmendments to IFRS 2) issued in June 2009.

© IFRS Foundation 13
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However, such a transfer is not a share-basgtgrd transaction if the transfer
of equity instruments to an employee or other partylearly for a purpose other
than payment for goods or services supplied tettiity. This would be the case,
for example, if the transfer is to settle a shaldérs personal obligation to an
employee that is unrelated to employment by théyemr if the shareholder and
employee are related and the transfer is a persgifalbecause of that
relationship.

In December 2007 the Board published an exgodwaft Group Cash-settled
Share-based Payment Transactiopsoposing amendments to IFRS 2 and
IFRIC 11 to clarify the accounting for such trangats in the separate or
individual financial statements of the entity redeg goods or services. The
Board proposed to include specified types of stmhstactions within the scope of
IFRS 2 (not IAS 1%Employee Benefitsregardless of whether the group share-
based payment transaction is cash-settled or egeithed.

Nearly all of the respondents to the expodumé agreed that the group cash-settled
transactions between a parent and a subsidiaryiloledcin the exposure draft
should be within the scope of IFRS 2. Respondemtserglly believed that
including these transactions is consistent withSFRs main principle that the
entity should recognise the goods or services ithaeéceives in a share-based
transaction. However, respondents also expressertats that the proposed scope:

(a) adopted a case-by-case approach and was ineonsisth the definitions
of share-based payment transactions in IFRS 2.

(b) was unclear and increased the inconsistencyénstope requirements
among the applicable IFRSs, including IFRIC 11.

Many respondents expressed concerns thdasimsinsactions would continue to
be treated differently. Because no amendmentsealéiinitions of share-based
payment transactions were proposed, some transaatiight not be included
within the scope of IFRS 2 because they did not nieete definitions. The
Board agreed with respondents that the proposaladatidchieve the objective of
including all share-based payment transactions withe scope of IFRS 2 as
intended.

When finalising the amendments issued in RO@9, the Board reaffirmed the
view it had intended to convey in the proposed amerds, namely that the

entity receiving the goods or services should actdar group share-based
payment transactions in accordance with IFRS 2. &@prently, IFRS 2 applies

even when the entity receiving the goods or senii@@sno obligation to settle

the transaction and regardless of whether the pagnehe suppliers are equity-
settled or cash-settled. To avoid the need fohé&rrguidance on the scope of
IFRS 2 for group transactions, the Board decidedniend some of the defined
terms and to supersede paragraph 3 by a new pahagfapo state clearly the

principles applicable to those transactions.

During its redeliberations of the proposed raingents, the Board agreed with
respondents’ comments that, as proposed, the sfdp&RS 2 remained unclear
and inconsistent between the standard and relatecbiatations. For example,

© IFRS Foundation
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the terms ‘shareholder’ and ‘parent’ have diffener@anings: a shareholder is not
necessarily a parent, and a parent does not halbe toshareholder. The Board
noted that share-based payment transactions amongp gentities are often
directed by the parent, indicating a level of cohtTherefore, the Board clarified
the boundaries of a ‘group’ by adopting the sanfnidien as in paragraph 4 of
IAS 27 Consolidated and Separate Financial Statementsich includes only a
parent and its subsidiaries.

Some respondents to the exposure draft guestiwhether the proposals should
apply to joint ventures. Before the Board's amendiisie the guidance in
paragraph 3 (now superseded by paragraph 3A) staéédvhen a shareholder
transferred equity instruments of the entity (orother group entity), the
transaction would be within the scope of IFRS 2 li@r éntity receiving the goods
or services. However, that guidance did not spedifg faccounting by a
shareholder transferor. The Board noted that tfieetkterms in Appendix A, as
amended, would clearly state that any entity (iniclgda joint venture) that
receives goods or services in a share-based paymaasaction should account
for the transaction in accordance with the IFRSarélgss of whether that entity
also settles the transaction.

Furthermore, the Board noted that the exmosinaft and related discussions
focused on clarifying guidance for transactionsolming group entities in the
separate or individual financial statements of énéity receiving the goods or
services. Addressing transactions involving relapities outside a group
structure in their separate or individual financtdtements would significantly
expand the scope of the project and change theesab[F-RS 2. Therefore, the
Board decided not to address transactions betweaéiegmot in the same group
that are similar to share-based payment transachanoutside the definitions as
amended. This carries forward the existing guidaxfd&RS 2 for entities not in
the same group and the Board does not intend togehthat guidance.

Transactions within the scope of IFRS 3
Business Combinations

An entity might acquire goods (or other norafinial assets) as part of the net
assets acquired in a business combination for wktieh consideration paid
included shares or other equity instruments isdyethe entity. Because IFRS 3
applies to the acquisition of assets and issuehafes in connection with a
business combination, that is the more specifiodsed that should be applied to
that transaction.

Therefore, equity instruments issued in armss combination in exchange for
control of the acquiree are not within the scopdFiRS 2. However, equity
instruments granted to employees of the acquirdkdin capacity as employees,
eg in return for continued service, are within tllepe of IFRS 2. Also, the
cancellation, replacement, or other modificatiors ghare-based payment
arrangements because of a business combinationther equity restructuring
should be accounted for in accordance with IFRS 2.

© IFRS Foundation 15
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BC24A

BC24B

BC24C

BC24D

BC25

BC26

IFRS 3 (as revised in 2008) changed the difinof a business combination.
The previous definition of a business combinatiors vtae bringing together of
separate entities or businesses into one repagtitity’. The revised definition of
a business combination is ‘a transaction or othemein which an acquirer
obtains control of one or more businesses’.

The Board was advised that the changes tadéfaition caused the accounting
for the contribution of a business in exchangesfuares issued on formation of a
joint venture by the venturers to be within the sopIFRS 2. The Board noted
that common control transactions may also be wittie scope of IFRS 2
depending on which level of the group reporting tgnis assessing the
combination.

The Board noted that during the developméntvised IFRS 3 it did not discuss
whether it intended IFRS 2 to apply to these tydasamsactions. The Board also
noted that the reason for excluding common contrahsactions and the
accounting by a joint venture upon its formatioonfrthe scope of revised IFRS 3
was to give the Board more time to consider thevegleaccounting issues. When
the Board revised IFRS 3, it did not intend to gf@existing practice by bringing
such transactions within the scope of IFRS 2, whimdschot specifically address
them.

Accordingly, inimprovements to IFRSssued in April 2009, the Board amended
paragraph 5 of IFRS 2 to confirm that the contiifrutof a business on the
formation of a joint venture and common controhsactions are not within the
scope of IFRS 2.

Transactions within the scope of IAS 32  Financial
Instruments: Presentation and IAS 39 Financial
Instruments: Recognition and Measurement

The IFRS includes consequential amendment&3$032 and IAS 39 (both as
revised in 2003)to exclude from their scope transactions within sieepe of
IFRS 2.

For example, suppose the entity enters irdondgract to purchase cloth for use in
its clothing manufacturing business, whereby itaquired to pay cash to the
counterparty in an amount equal to the value 0d@ &f the entity’s shares at the
date of delivery of the cloth. The entity will adgspugoods and pay cash at an
amount based on its share price. This meets tfiaitdm of a share-based
payment transaction. Moreover, because the cdrigdo purchase cloth, which
is a non-financial item, and the contract was endtérto for the purpose of taking
delivery of the cloth for use in the entity’s maaciuring business, the contract is
not within the scope of IAS 32 and IAS 39.

The title of IAS 32 was amended in 2005.

16
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The scope of IAS 32 and IAS 39 includes cordré@tbuy non-financial items
that can be settled net in cash or another finhms&rument, or by exchanging
financial instruments, with the exception of contsathat were entered into and
continue to be held for the purpose of the receipdelivery of a non-financial

item in accordance with the entity’'s expected pusehasale or usage
requirements. A contract that can be settled netash or another financial
instrument or by exchanging financial instrumentdiudes (a) when the terms of
the contract permit either party to settle it netdash or another financial
instrument or by exchanging financial instrumerftg; when the ability to settle

net in cash or another financial instrument, or éychanging financial

instruments, is not explicit in the terms of thentact, but the entity has a
practice of settling similar contracts net in castanother financial instrument, or
by exchanging financial instruments (whether with ¢henterparty, by entering
into offsetting contracts, or by selling the conotraefore its exercise or lapse);
(c) when, for similar contracts, the entity has acfice of taking delivery of the

underlying and selling it within a short period aftielivery for the purpose of
generating a profit from short-term fluctuationspirice or dealer's margin; and
(d) when the non-financial item that is the subjettthe contract is readily

convertible to cash (IAS 32, paragraphs 8-10 and3®Saragraphs 5-7).

The Board concluded that the contracts diszliss paragraph BC27 should
remain within the scope of IAS 32 and IAS 39 and they therefore excluded
from the scope of IFRS 2.

Recognition of equity-settled share-based payment
transactions

BC29

BC30

When it developed ED 2, the Board first coesd conceptual arguments
relating to the recognition of an expense arisirognf equity-settled share-based
payment transactions, including arguments advanmgdrespondents to the
Discussion Paper and other commentators. Some rméspts who disagreed
with the recognition of an expense arising from ipalar share-based payment
transactions (ie those involving employee shargoop} did so for practical,
rather than conceptual, reasons. The Board carsideose practical issues later
(see paragraphs BC294-BC310).

The Board focused its discussions on emplayege options, because that is
where most of the complexity and controversy liag, the question of whether
expense recognition is appropriate is broader that—it covers all transactions
involving the issue of shares, share options ormthquity instruments to
employees or suppliers of goods and services.ekample, the Board noted that
arguments made by respondents and other commentaigainst expense
recognition are directed solely at employee shaptions. However, if
conceptual arguments made against recognition oBx@ense in relation to
employee share options are valid (eg that themoigost to the entity), those
arguments ought to apply equally to transactiongoliing other equity
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instruments (eg shares) and to equity instrumesassied to other parties
(eg suppliers of professional services).

The rationale for recognising all types of reHaased payment transactions—
irrespective of whether the equity instrument is a share or aesbation, and
irrespective of whether the equity instrument isnggd to an employee or to
some other party—is that the entity has engagedtiansaction that is in essence
the same as any other issue of equity instrumemtather words, the entity has
received resources (goods or services) as consiter@r the issue of shares,
share options or other equity instruments. It &hdberefore account for the
inflow of resources (goods or services) and theeiase in equity. Subsequently,
either at the time of receipt of the goods or smwior at some later date, the
entity should also account for the expense arifioig the consumption of those
resources.

Many respondents to ED 2 agreed with this emieh. Of those who disagreed,
some disagreed in principle, some disagreed foctiged reasons, and some
disagreed for both reasons. The arguments agakptnse recognition in

principle were considered by the Board when it dgyetoED 2, as were the
arguments against expense recognition for practezgdons, as explained below
and in paragraphs BC294-BC310.

Arguments commonly made against expense reiagimclude:

(a) the transaction is between the shareholderstl@madmployees, not the
entity and the employees.

(b) the employees do not provide services for fhteas.

(c) there is no cost to the entity, because no oaslher assets are given up;
the shareholders bear the cost, in the form oftidituof their ownership
interests, not the entity.

(d) the recognition of an expense is inconsisterih e definition of an
expense in the conceptual frameworks used by atiogustandard-setters,
including the 1ASB’sFramework for the Preparation and Presentation of
Financial Statements

(e) the cost borne by the shareholders is recogisthe dilution of earnings
per share (EPS); if the transaction is recognigethé entity’s accounts,
the resulting charge to the income statement wowddnthat EPS is ‘hit
twice’.

® requiring the recognition of a charge would haadverse economic
consequences, because it would discourage entibes ihtroducing or
continuing employee share plans.
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‘The entity is not a party to the transaction’

Some argue that the effect of employee shdaespis that the existing
shareholders transfer some of their ownership ister® the employees and that
the entity is not a party to this transaction.

The Board did not accept this argument. [estitnot shareholders, set up
employee share plans and entities, not shareholidstse share options to their
employees. Even if that were not the case, egaifestolders transferred shares or
share options direct to the employees, this woutdmean that the entity is not a
party to the transaction. The equity instrumemésissued in return for services
rendered by the employees and the entity, not iaeebolders, receives those
services. Therefore, the Board concluded thatetitéy should account for the
services received in return for the equity instroteeissued. The Board noted
that this is no different from other situations wihich equity instruments are
issued. For example, if an entity issues warramtscésh, the entity recognises
the cash received in return for the warrants issuatthough the effect of an
issue, and subsequent exercise, of warrants migldeberibed as a transfer of
ownership interests from the existing shareholdershe warrant holders, the
entity nevertheless is a party to the transactienabse it receives resources
(cash) for the issue of warrants and further ressu¢cash) for the issue of shares
upon exercise of the warrants. Similarly, with enypl® share options, the entity
receives resources (employee services) for theeis§uthe options and further
resources (cash) for the issue of shares on theiseef options.

‘The employees do not provide services’

Some who argue that the entity is not a parthé transaction counter the points
made above with the argument that employees do mwide services for the
options, because the employees are paid in castotf@mr assets) for their
services.

Again, the Board was not convinced by this amgum If it were true that
employees do not provide services for their shgt@®os, this would mean that
entities are issuing valuable share options andingetnothing in return.

Employees do not pay cash for the share optionsréteive. Hence, if they do
not provide services for the options, the employaes providing nothing in

return. If this were true, by issuing such optitmes entity’s directors would be in
breach of their fiduciary duties to their shareleosd

Typically, shares or share options granteénployees form one part of their
remuneration package. For example, an employeétrhigve a remuneration
package consisting of a basic cash salary, comgany pension, healthcare
benefits, and other benefits including shares dnadlesoptions. It is usually not
possible to identify the services received in respé individual components of
that remuneration package, eg the services recdivesspect of healthcare
benefits. But that does not mean that the empldges not provide services for
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those healthcare benefits. Rather, the employeedas services for the entire
remuneration package.

In summary, shares, share options or otheityeqstruments are granted to
employees because they are employees. The egsityinents granted form a
part of their total remuneration package, regasdte#swhether that represents a
large part or a small part.

‘There is no cost to the entity, therefore there is
no expense’

Some argue that because share-based paymentstdrequire the entity to
sacrifice any cash or other assets, there is nbtadke entity, and therefore no
expense should be recognised.

The Board regards this argument as unsourwduie it overlooks that:

(a) every time an entity receives resources asideraion for the issue of
equity instruments, there is no outflow of cash treo assets, and on
every other occasion the resources received asdesason for the issue
of equity instruments are recognised in the finagiatements; and

(b) the expense arises from the consumption ofetliesources, not from an
outflow of assets.

In other words, irrespective of whether one pisc¢hat there is a cost to the

entity, an accounting entry is required to recogmnise resources received as
consideration for the issue of equity instrumefist as it is on other occasions

when equity instruments are issued. For examplenvdhares are issued for

cash, an entry is required to recognise the castived. If a non-monetary asset,

such as plant and machinery, is received for tlsbsges instead of cash, an entry
is required to recognise the asset received. elktitity acquires another business
or entity by issuing shares in a business comhinathe entity recognises the net
assets acquired.

The recognition of an expense arising outughsa transaction represents the
consumption of resources received, ie the ‘usifigotihe resources received for
the shares or share options. In the case of #uet pind machinery mentioned
above, the asset would be depreciated over its tegbdife, resulting in the
recognition of an expense each year. Eventudily,entire amount recognised
for the resources received when the shares weralissugld be recognised as an
expense (including any residual value, which wouldmfopart of the
measurement of the gain or loss on disposal ofattset). Similarly, if another
business or entity is acquired by an issue of shaae expense is recognised
when the assets acquired are consumed. For examgetories acquired will
be recognised as an expense when sold, even thouggsh or other assets were
disbursed to acquire those inventories.

The only difference in the case of employeevises (or other services)
received as consideration for the issue of sharehare options is that usually
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the resources received are consumed immediately upeeipt. This means
that an expense for the consumption of resourcesdsgnised immediately,
rather than over a period of time. The Board codetl that the timing of
consumption does not change the principle; thenfifed statements should
recognise the receipt and consumption of resouesn when consumption
occurs at the same time as, or soon after, receifitis point is discussed
further in paragraphs BC45-BC53.

‘Expense recognition is inconsistent with the
definition of an expense’

BC45 Some have questioned whether recognition axpense arising from particular
share-based payment transactions is consistentasitbunting standard-setters’
conceptual frameworks, in particular, theamework which states:

Expenses are decreases in economic benefits dhenaccounting period in the form
of outflows ordepletions of assetsr incurrences of liabilities that result in dexses
in equity, other than those relating to distribotioto equity participants.
(paragraph 70, emphasis added)

BC46 Some argue that if services are received shae-based payment transaction,
there is no transaction or event that meets thmitleh of an expense. They
contend that there is no outflow of assets and ttwatliability is incurred.
Furthermore, because services usually do not rheetriteria for recognition as
an asset, it is argued that the consumption ofetlsesvices does not represent a
depletion of assets.

BC47 TheFrameworkdefines an asset and explains that the term ‘asseot limited
to resources that can be recognised as asseteg ibathnce sheefFfamework
paragraphs 49 and 50 Although services to be received in the futuighnnot
meet the definition of an asseservices are assets when received. These assets
are usually consumed immediately. This is explhiire FASB Statement of
Financial Accounting Concepts Nadements of Financial Statements

Services provided by other entities, including peed services, cannot be stored and
are received and used simultaneously. They canadsets of an entity only
momentarily—as the entity receives and uses therhewdh their use may create or
add value to other assets of the entity... (parag8dph

BC48  This applies to all types of services, eg @ygd services, legal services and
telephone services. It also applies irrespectifethe form of payment.
For example, if an entity purchases services fehcthe accounting entry is:

Dr Services Received
Cr Cash paid

Now paragraphs 4.4 and 4.5 of @enceptual Framework

" For example, the entity might not have contrarduture services.
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Sometimes, those services are consumed ioréa¢ion of a recognisable asset,
such as inventories, in which case the debit forises received is capitalised as
part of a recognised asset. But often the sendoesot create or form part of a
recognisable asset, in which case the debit foriceyvreceived is charged
immediately to the income statement as an expembe. debit entry above (and
the resulting expense) does not represent theazaflbw—that is what the credit
entry was for. Nor does it represent some sort tdnging item, to make the
accounts balance. The debit entry above represleateesources received, and
the resulting expense represents the consumptitrosé resources.

The same analysis applies if the servicesaacgired with payment made in
shares or share options. The resulting expenseseps the consumption of
services, ie a depletion of assets.

To illustrate this point, suppose that antegritas two buildings, both with gas
heating, and the entity issues shares to the gasisuinstead of paying cash.
Suppose that, for one building, the gas is supgledugh a pipeline, and so is
consumed immediately upon receipt. Suppose thiathé other building, the gas
is supplied in bottles, and is consumed over aodeof time. In both cases, the
entity has received assets as consideration fossue of equity instruments, and
should therefore recognise the assets receivedaamtresponding contribution
to equity. If the assets are consumed immedigtbly gas received through the
pipeline), an expense is recognised immediatelthafassets are consumed later
(the gas received in bottles), an expense is reésedrater when the assets are
consumed.

Therefore, the Board concluded that the reitiognof an expense arising from
share-based payment transactions is consistentthgtidefinition of an expense
in theFramework

The FASB considered the same issue and reattfteedsame conclusion in
SFAS 123:

Some respondents pointed out that the definitiorexgfenses in FASB Concepts
Statement No. 6Elements of Financial Statementays that expenses result from
outflows or using up of assets or incurring of ilitiles (or both). They asserted that
because the issuance of stock options does ndt ireshie incurrence of a liability, no
expense should be recognised. The Board agreestipdoyee stock options are not a
liability—like stock purchase warrants, employeecktoptions are equity instruments
of the issuer. However, equity instruments, inzlgdemployee stock options, are
valuable financial instruments and thus are isstied valuable consideration,
which...for employee stock options is employee sewic Using in the entity's
operations the benefits embodied in the assetwederesults in an expense...
(Concepts Statement 6, paragraph 81, footnoteat8srhat, in concept most expenses
decrease assets. However, if receipt of an assel, as services, and its use occur
virtually simultaneously, the asset often is nabreed.) [paragraph 88]
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‘Earnings per share is “hit twice

Some argue that any cost arising from shaseébgayment transactions is
already recognised in the dilution of earnings gleare (EPS). If an expense
were recognised in the income statement, EPS woulditevice’.

However, the Board noted that this result isrggmiate. For example, if the
entity paid the employees in cash for their ses/@ed the cash was then returned
to the entity, as consideration for the issue @rsloptions, the effect on EPS
would be the same as issuing those options dirabetemployees.

The dual effect on EPS simply reflects the ®amnomic events that have
occurred: the entity has issued shares or shaiengptthereby increasing the
number of shares included in the EPS calculatiotheabh, in the case of
options, only to the extent that the options agarded as dilutive—and it has
also consumed the resources it received for thesens, thereby decreasing
earnings. This is illustrated by the plant and hieery example mentioned in
paragraphs BC42 and BC43. Issuing shares affeetsiumber of shares in the
EPS calculation, and the consumption (depreciatibtfe asset affects earnings.

In summary, the Board concluded that the diffedct on diluted EPS is not
double-counting the effects of a share or shar@omrant—the same effect is
not counted twice. Rather, two different effectseaeh counted once.

‘Adverse economic consequences’

Some argue that to require recognition (oraigre recognition) of employee
share-based payment would have adverse economiegq@erxes, in that it
might discourage entities from introducing or conihg employee share plans.

Others argue that if the introduction of act¢mgnchanges did lead to a reduction
in the use of employee share plans, it might beabse the requirement for

entities to account properly for employee sharaplaad revealed the economic
consequences of such plans. They argue that thisdweprrect the present

economic distortion, whereby entities obtain andscome resources by issuing
valuable shares or share options without accourdinthose transactions.

In any event, the Board noted that the rolaaaunting is to report transactions
and events in a neutral manner, not to give ‘fagble’ treatment to particular
transactions to encourage entities to engage settransactions. To do so would
impair the quality of financial reporting. The @sion of expenses from the
financial statements does not change the fact tthage expenses have been
incurred. Hence, if expenses are omitted from tle®rne statement, reported
profits are overstated. The financial statements mot neutral, are less
transparent and are potentially misleading to us&@smparability is impaired,
given that expenses arising from employee shareebpayment transactions vary
from entity to entity, from sector to sector, amdni year to year. More
fundamentally, accountability is impaired, becatiseentities are not accounting
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To recognise equity-settled share-based payimamsactions, it is necessary to
decide how the transactions should be measured.B®dhard began by considering
how to measure share-based payment transactigms@iple. Later, it considered
practical issues arising from the application sfateferred measurement approach.
In terms of accounting principles, there are twsibguestions:

(a) which measurement basis should be applied?
(b) when should that measurement basis be applied?

To answer these questions, the Board considéredaccounting principles
applying to equity transactions. TReameworkstates:

Equity is the residual interest in the assets efehterprise after deducting all of its
liabilities...The amount at which equity is shownthe balance sheet is dependent
upon the measurement of assets and liabilitiesrmiily, the aggregate amount of
equity only by coincidence corresponds with theragate market value of the shares
of the enterprise... (paragraphs 49 and 67)

The accounting equation that correspondsisadifinition of equity is:
assets minus liabilities equals equity

Equity is a residual interest, dependent om mheasurement of assets and
liabilities. Therefore, accounting focuses on rdatg changes in the left side of
the equation (assets minus liabilities, or net @$seather than the right side.

Changes in equity arise from changes in net assets. example, if an entity

issues shares for cash, it recognises the caslivedcand a corresponding

increase in equity. Subsequent changes in theenarice of the shares do not
affect the entity’'s net assets and therefore thosanges in value are not
recognised.

Hence, the Board concluded that, when acawgifitr an equity-settled share-based
payment transaction, the primary accounting objeds to account for the goods
or services received as consideration for the isstieequity instruments.
Therefore, equity-settled share-based paymentacéinas should be accounted
for in the same way as other issues of equity ingnts, by recognising the
consideration received (the change in net assaid)a corresponding increase in
equity.

Given this objective, the Board concluded thmaprinciple, the goods or services
received should be measured at their fair valibeatiate when the entity obtains
those goods or as the services are received. her atords, because a change in
net assets occurs when the entity obtains the gmoals the services are received,
the fair value of those goods or services at thae ¢provides an appropriate
measure of the change in net assets.
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However, for share-based payment transactionts eviployees, it is usually
difficult to measure directly the fair value of tilservices received. As noted
earlier, typically shares or share options are tgnto employees as one
component of their remuneration package. It isaligunot possible to identify
the services rendered in respect of individual comemts of that package.
It might also not be possible to measure indepehdére fair value of the total
package, without measuring directly the fair valdetlee equity instruments
granted. Furthermore, options or shares are sorastgranted as part of a bonus
arrangement, rather than as a part of basic reratioer eg as an incentive to the
employees to remain in the entity’'s employ, or@ward them for their efforts in
improving the entity’'s performance. By grantingash options, in addition to
other remuneration, the entity is paying additiomemuneration to obtain
additional benefits. Estimating the fair valuettodse additional benefits is likely
to be difficult.

Given these practical difficulties in measuridigectly the fair value of the

employee services received, the Board concludedittisanecessary to measure
the other side of the transaction, ie the fair gabf the equity instruments
granted, as a surrogate measure of the fair vdltieecservices received. In this
context, the Board considered the same basic gasstis mentioned above:

(@) which measurement basis should be applied?

(b) when should that measurement basis be applied?

Measurement basis

The Board discussed the following measurerases, to decide which should be
applied in principle:

(@) historical cost

(b) intrinsic value

(c) minimum value

(d) fair value.

Historical cost

In jurisdictions where legislation permits, igas commonly repurchase their
own shares, either directly or through a vehiclehsas a trust, which are used
to fulfil promised grants of shares to employeeshm exercise of employee
share options. A possible basis for measuring amtgof options or shares
would be the historical cost (purchase price) efatvn shares that an entity
holds (own shares held), even if they were acqubretbre the award was
made.

For share options, this would entail compathmey historical cost of own shares
held with the exercise price of options grantednipleyees. Any shortfall would
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be recognised as an expense. Also, presumabihe éxercise price exceeded the
historical cost of own shares held, the excess woalecognised as a gain.

BC72  Atfirst sight, if one simply focuses on theslcdlows involved, the historical cost

basis appears reasonable: there is a cash outfleawquire the shares, followed
by a cash inflow when those shares are transferrétetemployees (the exercise
price), with any shortfall representing a cost te #@ntity. If the cash flows
related to anything other than the entity's own ebathis approach would be
appropriate. For example, suppose ABC Ltd boughreshin another entity,
XYZ Ltd, for a total cost of CU500,000and later sold the shares to employees
for a total of CU400,000. The entity would recognee expense for the
CU100,000 shortfall.

BC73 But when this analysis is applied to the eistigwn shares, the logic breaks

down. The entity’'s own shares are not an asseteoéttity! Rather, the shares
are an interest in the entity’s assets. Hencedigtebution of cash to buy back
shares is a return of capital to shareholders shndld therefore be recognised as
a decrease in equity. Similarly, when the sharessabsequently reissued or
transferred, the inflow of cash is an increase mreholders’ capital, and should
therefore be recognised as an increase in equitjollows that no revenue or
expense should be recognised. Just as the issabhaoés does not represent
revenue to the entity, the repurchase of thoseeshdobes not represent an
expense.

BC74  Therefore, the Board concluded that historazgt is not an appropriate basis

upon which to measure equity-settled share-basedgraytransactions.

Intrinsic value

BC75  An equity instrument could be measured anitsnisic value. The intrinsic value

of a share option at any point in time is the d#dfece between the market price of
the underlying shares and the exercise price objtien.

BC76 Often, employee share options have zero imtrivaglue at the date of grant—

commonly the exercise price is at the market valfiéhe shares at grant date.

26

All monetary amounts in this Basis for Conclusi@ame denominated in ‘currency units’ (CU).

The Discussion Paper discusses this point: Ad@mgipractice in some jurisdictions may present own
shares acquired as an asset, but they lack thetieddeature of an asset—the ability to providaufe
economic benefits. The future economic benefitsalig provided by an interest in shares are thitrig
to receive dividends and the right to gain fromiraarease in value of the shares. When a compasiy ha
an interest in its own shares, it will receive demds on those shares only if it elects to pay treerd
such dividends do not represent a gain to the coypps there is no change in net assets: the ffow o
funds is simply circular. Whilst it is true thattampany that holds its own shares in treasury sedly
them and receive a higher amount if their value inaseased, a company is generally able to issue
shares to third parties at (or near) the currenketgrice. Although there may be legal, regulator
administrative reasons why it is easier to selfashidhat are held as treasury shares than it wailgh
issue new shares, such considerations do not seemdunt to a fundamental contrast between the two
cases. (Footnote to paragraph 4.7)
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Therefore, in many cases, valuing share optiortbeit intrinsic value at grant
date is equivalent to attributing no value to tp&ans.

However, the intrinsic value of an option doesfully reflect its value. Options
sell in the market for more than their intrinsidua This is because the holder of
an option need not exercise it immediately and fisneom any increase in the
value of the underlying shares. In other wordshaalgh the ultimate benefit
realised by the option holder is the option’s imdic value at the date of exercise,
the option holder is able to realise that futurgimsic value because of having
held the option. Thus, the option holder bendfiten the right to participate in
future gains from increases in the share price.addition, the option holder
benefits from the right to defer payment of thereige price until the end of the
option term. These benefits are commonly refet@ds the option’s ‘time
value’.

For many options, time value represents ataotal part of their value. As
noted earlier, many employee share options have ingrinsic value at grant
date, and hence the option’s value consists eptiretime value. In such cases,
ignoring time value by applying the intrinsic valumethod at grant date
understates the value of the option by 100 per. cent

The Board concluded that, in general, thdnsit value measurement basis is
not appropriate for measuring share-based paymeartsdctions, because
omitting the option’s time value ignores a potelifisubstantial part of an
option’s total value. Measuring share-based paynr@msactions at such an
understated value would fail to represent thosastations faithfully in the
financial statements.

Minimum value

A share option could be measured at its mininmahne. Minimum value is
based on the premise that someone who wants to lwayl aption on a share
would be willing to pay at least (and the option writeuld demand at least) the
value of the right to defer payment of the exergisiee until the end of the
option’s term. Therefore, minimum value can begkted using a present value
technique. For a dividend-paying share, the catmo is:

(@) the current price of the share, minus

(b) the present value of expected dividends on share during the option
term (if the option holder does not receive dividen minus

(c) the present value of the exercise price.

Minimum value can also be calculated usingoption pricing model with an
expected volatility of effectively zero (not exacttero, because some option
pricing models use volatility as a divisor, andazeannot be a divisor).

The minimum value measurement basis captuaes qf the time value of
options, being the value of the right to defer paptof the exercise price until
the end of the option’s term. It does not capttive effects of volatility.
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Option holders benefit from volatility because thewe the right to participate
in gains from increases in the share price dufregdption term without having
to bear the full risk of loss from decreases in $iare price. By ignoring
volatility, the minimum value method produces auweathat is lower, and often
much lower, than values produced by methods dedigoeestimate the fair
value of an option.

The Board concluded that minimum value is aotappropriate measurement
basis, because ignoring the effects of volatilijydres a potentially large part of
an option’s value. As with intrinsic value, measgrishare-based payment
transactions at the option’s minimum value wouldl fi@ represent those
transactions faithfully in the financial statements

Fair value

Fair value is already used in other areazodunting, including other transactions
in which non-cash resources are acquired throughstue of equity instruments.
For example, consideration transferred in a businembination is measured at fair
value, including the fair value of any equity instrents issued by the entity.

Fair value, which is the amount at which anitgginstrument granted could be

exchanged between knowledgeable, willing partieanirarm’s length transaction,

captures both intrinsic value and time value ardetore provides a measure of the
share option’s total value (unlike intrinsic valoreminimum value). It is the value

that reflects the bargain between the entity amctiihployees, whereby the entity
has agreed to grant share options to employeethéir services to the entity.

Hence, measuring share-based payment transactiais \zalue ensures that those
transactions are represented faithfully in therfaial statements, and consistently
with other transactions in which the entity recsivesources as consideration for
the issue of equity instruments.

Therefore, the Board concluded that sharearesloptions or other equity
instruments granted should be measured at theivdaie.

Of the respondents to ED 2 who addressedsthie, many agreed with the proposal
to measure the equity instruments granted at filieivalue. Some respondents who
disagreed with the proposal, or who agreed witlerwegions, expressed concerns
about measurement reliability, particularly in tese of smaller or unlisted entities.
The issues of measurement reliability and unlistedities are discussed in

paragraphs BC294-BC310 and BC137-BC144, respactivel

Measurement date

The Board first considered at which date the falue of equity instruments
should be determined for the purpose of measuringresbased payment
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transactions with employees (and others providinglai services).The possible
measurement dates discussed were grant date, seafee vesting date and
exercise date. Much of this discussion was in tgext of share options rather
than shares or other equity instruments, becauseamions have an exercise
date.

In the context of an employee share opticangdate is when the entity and the
employee enter into an agreement, whereby the em@lsygranted rights to the
share option, provided that specified conditiors ret, such as the employee’s
remaining in the entity’s employ for a specifiedipd. Service date is the date
when the employee renders the services necesshectone entitled to the share
option! Vesting date is the date when the employee hasfiedtiall the
conditions necessary to become entitled to theesbption. For example, if the
employee is required to remain in the entity’s esgdbr three years, vesting date
is at the end of that three-year period. Exerdmte is when the share option is
exercised.

To help determine the appropriate measurerdate, the Board applied the
accounting concepts in th&ramework to each side of the transaction.
For transactions with employees, the Board concluthed grant date is the

appropriate  measurement date, as explained in rmiag BC91-BC105.

The Board also considered some other issues, $&ireeg in paragraphs BC106—
BC118. For transactions with parties other thanleyges, the Board concluded
that delivery date is the appropriate measurematd (e the date the goods or
services are received, referred to as service idatke context of transactions
with employees), as explained in paragraphs BC119-2BC

The debit side of the transaction

Focusing on the debit side of the transactimans focusing on measuring the
fair value of the resources received. This measarg objective is consistent
with the primary objective of accounting for the deoor services received as
consideration for the issue of equity instrumestse(paragraphs BC64—BC66).

When the Board developed the proposals in ER Zpdused on the measurement of equity-settled

transactions with employees and with parties dtieer employees. ED 2 did not propose a definiiote
term ‘employees’. When the Board reconsidereptbposals in ED 2 in the light of comments received
discussed whether the term might be interpretechémmwly. This could result in a different accongt
treatment of services received from individuals \an® regarded as employees (eg for legal or tgpopas)
and substantially similar services received froepindividuals. The Board therefore concluded tha
requirements of the IFRS for transactions with eyges should also apply to transactions with qiheies
providing similar services. This includes servigaseived from (1) individuals who work for the éptinder
its direction in the same way as individuals whe r@garded as employees for legal or tax purposE£2y
individuals who are not employees but who rendesquel services to the entity similar to those esed by
employees. All references to employees therefmiades other parties providing similar services.

Service date measurement theoretically requirentity to measure the fair value of the shatmomt

each date when services are received. For pragneasons, an approximation would probably be used,
such as the fair value of the share option at tiieaf each accounting period, or the value of theres
option measured at regular intervals during eacbwatting period.
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The Board therefore concluded that, in principles goods or services received
should be measured at their fair value at the déten the entity obtains those
goods or as the services are received.

BC92 However, if the fair value of the services reediis not readily determinable,
then a surrogate measure must be used, such &&rthalue of the share options
or shares granted. This is the case for employeécss.

BC93 If the fair value of the equity instrumentsugied is used as a surrogate measure
of the fair value of the services received, botkting date and exercise date
measurement are inappropriate because the faie\@iithe services received
during a particular accounting period is not aféelchy subsequent changes in the
fair value of the equity instrument. For exampdeppose that services are
received during years 1-3 as the consideratiostfare options that are exercised
at the end of year 5. For services received i §eaubsequent changes in the
value of the share option in years 2-5 are unmtleteand have no effect on, the
fair value of those services when received.

BC94 Service date measurement measures the fai wélthe equity instrument at the
same time as the services are received. This nmkahshanges in the fair value
of the equity instrument during the vesting peridféct the amount attributed to
the services received. Some argue that this ieopppte, because, in their view,
there is a correlation between changes in the firevof the equity instrument
and the fair value of the services received. Kkample, they argue that if the fair
value of a share option falls, so does its incenteffects, which causes
employees to reduce the level of services providedhat option, or demand
extra remuneration. Some argue that when thevédire of a share option falls
because of a general decline in share prices, reration levels also fall, and
therefore service date measurement reflects titlinéein remuneration levels.

BC95  The Board concluded, however, that there igkelyl to be a high correlation
between changes in the fair value of an equityunsént and the fair value of the
services received. For example, if the fair vadfi@ share option doubles, it is
unlikely that the employees work twice as hard, @mept a reduction in the rest
of their remuneration package. Similarly, even feneral rise in share prices is
accompanied by a rise in remuneration levels, itriBkely that there is a high
correlation between the two. Furthermore, it iglljikthat any link between share
prices and remuneration levels is not universayliaable to all industry sectors.

BC96  The Board concluded that, at grant date, lie@&sonable to presume that the fair
value of both sides of the contract are substdyptiaé same, ie the fair value of
the services expected to be received is substgntiied same as the fair value of
the equity instruments granted. This conclusimgether with the Board's
conclusion that there is unlikely to be a high etation between the fair value of
the services received and the fair value of thatgdgustruments granted at later
measurement dates, led the Board to conclude trait glate is the most
appropriate measurement date for the purposesoofding a surrogate measure
of the fair value of the services received.
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The credit side of the transaction

Although focusing on the debit side of the s$emtion is consistent with the
primary accounting objective, some approach thesomeanent date question
from the perspective of the credit side of the geation, ie the issue of an equity
instrument. The Board therefore considered theem&tbm this perspective too.

Exercise date

Under exercise date measurement, the entibgnéges the resources received
(eg employee services) for the issue of share ogtiand also recognises changes
in the fair value of the option until it is exeretsor lapses. Thus, if the option is
exercised, the transaction amount is ultimatelye'tt up’ to equal the gain made
by the option holder on exercise of the option. Heveif the option lapses at
the end of the exercise period, any amounts prslyaecognised are effectively
reversed, hence the transaction amount is ultijateled up to equal zero.
The Board rejected exercise date measurement ledategjuires share options
to be treated as liabilities, which is inconsisteith the definition of liabilities in
the Framework Exercise date measurement requires share optiones treated
as liabilities because it requires the remeasuremieshare options after initial
recognition, which is inappropriate if the shareiamp are equity instruments.
A share option does not meet the definition of &ility, because it does not
contain an obligation to transfer cash or otheetsss

Vesting date, service date and grant date

The Board noted that the IASC/G4+1 DiscussiopePaupported vesting date
measurement, and rejected grant date and servieemizasurement, because it
concluded that the share option is not issued uasting date. It noted that the
employees must perform their side of the arrangétmgproviding the necessary

services and meeting any other performance criteriare the entity is obliged to

perform its side of the arrangement. The provisibservices by the employees
is not merely a condition of the arrangement, ithis consideration they use to
‘pay’ for the share option. Therefore, the DiscassiPaper concluded, in

economic terms the share option is not issued westing date. Because the
entity performs its side of the arrangement oningsiate, that is the appropriate
measurement date.

The Discussion Paper also proposed recograsingccrual in equity during the
vesting period to ensure that the services aregrésed when they are received.
It proposed that this accrual should be revisedresting date to equal the fair
value of the share option at that date. This méasisamounts credited to equity
during the vesting period will be subsequently resnead to reflect changes in
the value of that equity interest before vestingedalhat is inconsistent with the
Framework because equity interests are not subsequentlyasmed, ie any

changes in their value are not recognised. TheuBson Paper justified this
remeasurement by arguing that because the shaom @phot issued until vesting
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date, the option is not being remeasured. Thetd®equity during the vesting
period is merely an interim measure that is usedemngnise the partially
completed transaction.

However, the Board noted that even if one dscifyfat the share option is not
issued until vesting date, this does not meanttiere is no equity interest until

then. If an equity interest exists before vestilage, that interest should not be
remeasured. Moreover, the conversion of one ty@oity interest into another

should not, in itself, cause a change in total guiecause no change in net
assets has occurred.

Some supporters of vesting date suggesthbatccrual during the performance
period meets the definition of a liability. Howevthre basis for this conclusion is
unclear. The entity is not required to transfeshcar other assets to the
employees. Its only commitment is to issue equggruments.

The Board concluded that vesting date meammt is inconsistent with the
Framework because it requires the remeasurement of equity.

Service date measurement does not requireasrement of equity interests
after initial recognition. However, as explainedliearthe Board concluded that
incorporating changes in the fair value of the shaption into the transaction
amount is unlikely to produce an amount that faidftects the fair value of the
services received, which is the primary objective.

The Board therefore concluded that, no maitéch side of the transaction one
focuses upon (ie the receipt of resources or thgeiof an equity instrument),
grant date is the appropriate measurement dater tinelEramework because it
does not require remeasurement of equity interastisit provides a reasonable
surrogate measure of the fair value of the servieesived from employees.

Other issues

IAS 32 Financial Instruments: Disclosure and Presentation

As discussed above, under the definitionsloiities and equity in thEramework
both shares and share options are equity instr@nbatause neither instrument
requires the entity to transfer cash or other asseimilarly, all contracts or
arrangements that will be settled by the entityiigs shares or share options are
classified as equity. However, this differs frone tistinction between liabilities
and equity applied in IAS 32. Although IAS 32 alsansiders, in its debt/equity
distinction, whether an instrument contains angattion to transfer cash or other
assets, this is supplemented by a second critewibich considers whether the
number of shares to be issued (and cash to beseefein settlement is fixed or
variable. IAS 32 classifies a contract that willheay be settled in the entity’'s own
equity instruments as a liability if the contrasta non-derivative for which the

In August 2005 IAS 32 was amended as IAF-B@&ancial Instruments: Presentation

32
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entity is or may be obliged to deliver a variablamiber of the entity’s own equity
instruments; or a derivative that will or may betlsetother than by the exchange
of a fixed amount of cash or another financial a$ésea fixed number of the
entity’s own equity instruments.

In some cases, the number of share optiowhitdh employees are entitled varies.
For example, the number of share options to whieheimployees will be entitled
on vesting date might vary depending on whethet tarthe extent that, a particular
performance target is exceeded. Another examplghdse appreciation rights
settled in shares. In this situation, a variakilmber of shares will be issued, equal
in value to the appreciation of the entity’s shaniee over a period of time.

Therefore, if the requirements of IAS 32 wagoplied to equity-settled share-based
payment transactions, in some situations an oldigab issue equity instruments
would be classified as a liability. In such casfisal measurement of the
transaction would be at a measurement date latergitzant date.

The Board concluded that different considenatapplied in developing IFRS 2.
For example, drawing a distinction between fixed gadable option plans and
requiring a later measurement date for variablégoopplans has undesirable
consequences, as discussed in paragraphs BC2725BC27

The Board concluded that the requirementd$32, whereby some obligations

to issue equity instruments are classified aslitas, should not be applied in the
IFRS on share-based payment. The Board recogrfsss this creates a

difference between IFRS 2 and IAS 32. Before degidinether and how that

difference should be eliminated, the Board condludieat it is necessary to

address this issue in a broader context, as paat fohdamental review of the

definitions of liabilities and equity in thieramework particularly because this is

not the only debt/equity classification issue that arisen in the share-based
payment project, as explained below.

Suggestions to change the definitions of liabilities and equity

In concluding that, for transactions with eoygles, grant date is the appropriate
measurement date under theamework the Board noted that some respondents
to ED 2 and the Discussion Paper support other memsunt dates because they
believe that the definitions of liabilities and é@gun the Frameworkshould be
revised.

For example, some supporters of vesting deagee that receipt of employee
services between grant date and vesting date sraatebligation for the entity to

pay for those services, and that the method désetht should not matter. In other
words, it should not matter whether that obligatiersettled in cash or in equity

instruments—both ought to be treated as liabiliti@herefore, the definition of a

liability should be modified so that all types dbligations, however settled, are
included in liabilities. But it is not clear thitis approach would necessarily result
in vesting date measurement. A share option cangirobligation to issue shares.
Hence, if all types of obligations are classifiegl liabilities, then a share option

would be a liability, which would result in exereidate measurement.
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Some support exercise date measurement @rdheds that it produces the same
accounting result as ‘economically similar’ castiled share-based payments. For
example, it is argued that share appreciation sigBtARSs) settled in cash are
substantially similar to SARs settled in sharegahse in both cases the employee
receives consideration to the same value. AldbeifSARs are settled in shares and
the shares are immediately sold, the employee @ndts exactly the same position
as under a cash-settled SAR, ie with cash equillet@ppreciation in the entity’s
share price over the specified period. Similastyne argue that share options and
cash-settled SARs are economically similar. Thigarticularly true when the
employee realises the gain on the exercise of dhatiens by selling the shares
immediately after exercise, as commonly occurshdgiway, the employee ends up
with an amount of cash that is based on the amii®ciof the share price over a
period of time. If cash-settled transactions angditg-settled transactions are
economically similar, the accounting treatment &thde the same.

However, it is not clear that changing theimlision between liabilities and
equity to be consistent with exercise date measurein¢he only way to achieve
the same accounting treatment. For example, #tendiion could be changed so
that cash-settled employee share plans are meastirgdant date, with the
subsequent cash payment debited directly to egagtya distribution to equity
participants.

Others who support exercise date measuremerdtdegard share option holders
as part of the ownership group, and therefore beltbat options should not be
classified as equity. Option holders, some argreepaly potential owners of the
entity. But it is not clear whether this view is digenerally, ie applied to all
types of options. For example, some who suppornicesedate measurement for
employee share options do not necessarily advaloatsame approach for share
options or warrants issued for cash in the mark&wever, any revision to the
definitions of liabilities and equity in théramework would affect the
classification of all options and warrants issuedhgyentity.

Given that there is more than one suggestiorchange the definitions of
liabilities and equity, and these suggestions hetebeen fully explored, it is not
clear exactly what changes to the definitions amegoproposed.

Moreover, the Board concluded that these estgms should not be considered
in isolation, because changing the distinction betwdiabilities and equity
affects all sorts of financial interests, not jtisbse relating to employee share
plans. All of the implications of any suggestedrdes should be explored in a
broader project to review the definitions of liatils and equity in the
Framework If such a review resulted in changes to thenitégdins, the Board
would then consider whether the IFRS on share-basgugnt should be revised.

Therefore, after considering the issues dismtl above, the Board confirmed its
conclusion that grant date is the appropriate daterhich to measure the fair

value of the equity instruments granted for theppses of providing a surrogate

measure of the fair value of services received feonployees.
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Share-based payment transactions with parties other than
employees

BC119 In many share-based payment transactionspaitties other than employees, it

should be possible to measure reliably the faiueadf the goods or services
received. The Board therefore concluded that BiRSI should require an entity
to presume that the fair value of the goods orisesvreceived can be measured
reliably” However, in rare cases in which the presumption kmitted, it is
necessary to measure the transaction at the fhie & the equity instruments
granted.

BC120 Some measurement issues that arise in resplecshare-based payment

transactions with employees also arise in transastiwith other parties. For

example, there might be performance (ie vestingiditions that must be met
before the other party is entitled to the shareshare options. Therefore, any
conclusions reached on how to treat vesting conditin the context of

share-based payment transactions with employeesapsyg to transactions with

other parties.

BC121 Similarly, performance by the other party mitpke place over a period of time,

rather than on one specific date, which again rafseguestion of the appropriate
measurement date.

BC122 SFAS 123 does not specify a measurement datesHare-based payment

transactions with parties other than employeeshergtounds that this is usually
a minor issue in such transactions. However, the dawhich to estimate the
fair value of equity instruments issued to partieer than employees is specified
in the US interpretation EITF 96-18ccounting for Equity Instruments That Are
Issued to Other Than Employees for Acquiring, or enjGnction with Selling,
Goods or Services

[The measurement date is] the earlier of the falthaw

(a) The date at which a commitment for performabgehe counterparty to
earn the equity instruments is reached (a “perfaceaommitment”), or

(b) The date at which the counterparty’s perfornearsc complete. (extract
from Issue 1, footnotes excluded)

ED 2 proposed that equity-settled share-basetheatytransactions should be measured at the faie va
of the goods or services received, or by referéncthe fair value of the equity instruments granted
whichever fair value is more readily determinableor transactions with parties other than employees
ED 2 proposed that there should be a rebuttabkuprption that the fair value of the goods or s&wic
received is the more readily determinable fair galu The Board reconsidered these proposed
requirements when finalising the IFRS. It conchiideat it would be more consistent with the primary
accounting objective (explained in paragraphs B®&&266) to require equity-settled share-based
payment transactions to be measured at the falewafl the goods or services received, unless #iat f
value cannot be estimated reliably (eg in traneastiwith employees). For transactions with parties
other than employees, the Board concluded thahany cases, it should be possible to measure keliab
the fair value of the goods or services receivaednated above. Hence, the Board concluded that the
IFRS should require an entity to presume that #ievalue of the goods or services received can be
measured reliably.
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BC123 The second of these two dates correspondssting date, because vesting date is
when the other party has satisfied all the conditiorecessary to become
unconditionally entitled to the share options carsls. The first of the two dates
does not necessarily correspond to grant date.ekample, under an employee
share plan, the employees are (usually) not comdhttt providing the necessary
services, because they are usually able to leagayatime. Indeed, EITF 96-18
makes it clear that the fact that the equity imseat will be forfeited if the
counterparty fails to perform is not sufficient éence of a performance
commitment (Issue 1, footnote 3). Therefore, i tontext of share-based
payment transactions with parties other than emplay# the other party is not
committed to perform, there would be no performasoexmitment date, in
which case the measurement date would be vesting date

BC124 Accordingly, under SFAS 123 and EITF 96-18, ffeasurement date for share-
based payment transactions with employees is grat&, dut for transactions
with other parties the measurement date could bingedate, or some other date
between grant date and vesting date.

BC125 In developing the proposals in ED 2, the Boawncluded that for transactions
with parties other than employees that are meadwredference to the fair value
of the equity instruments granted, the equity umsints should be measured at
grant date, the same as for transactions with erapky

BC126 However, the Board reconsidered this commtudiuring its redeliberations of the
proposals in ED 2. The Board considered whetherglivery (service) date fair
value of the equity instruments granted providdzbtier surrogate measure of the
fair value of the goods or services received frartips other than employees than
the grant date fair value of those instrumentsr éxample, some argue that if the
counterparty is not firmly committed to deliverinbe goods or services, the
counterparty would consider whether the fair vatithe equity instruments at the
delivery date is sufficient payment for the goodservices when deciding whether
to deliver the goods or services. This suggess tere is a high correlation
between the fair value of the equity instrumentbatdate the goods or services are
received and the fair value of those goods or sesvi The Board noted that it had
considered and rejected a similar argument in thetext of transactions with
employees (see paragraphs BC94 and BC95). HowtherBoard found the
argument more compelling in the case of transastiaith parties other than
employees, particularly for transactions in whitte tcounterparty delivers the
goods or services on a single date (or over a speribd of time) that is
substantially later than grant date, compared wihsactions with employees in
which the services are received over a continua®g that typically begins on
grant date.

BC127 The Board was also concerned that permittin@ies to measure transactions
with parties other than employees on the basis effdir value of the equity
instruments at grant date would provide opportusifier entities to structure
transactions to achieve a particular accountingltesausing the carrying amount
of the goods or services received, and the reguékpense for the consumption
of those goods or services, to be understated.
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The Board therefore concluded that for tretisas with parties other than
employees in which the entity cannot measure rglitii# fair value of the goods
or services received at the date of receipt, thevédue of those goods or services
should be measured indirectly, based on the fdirevaf the equity instruments
granted, measured at the date the goods or seariegsceived.

Transactions in which the entity cannot identify sp ecifically
some or all of the goods or services received
(paragraph 13A)

BC128A The Board incorporated into IFRS 2 the cogsas of IFRIC 8 irGroup Cash-settled

Share-based Payment Transactiossued in June 2009. This section summarises
the IFRIC’s considerations in reaching that congenas approved by the Board.

BC128B IFRS 2 presumes that the consideration wvedefor share-based payments is

consistent with the fair value of those share-bgmsenents. For example, if the
entity cannot estimate reliably the fair value loé tgoods or services received,
paragraph 10 of the IFRS requires the entity to suesmthe fair value of the

goods or services received by reference to the Viaiue of the share-based
payment made to acquire those goods or services.

BC128C The Board noted that it is neither necesearyappropriate to measure the fair

value of goods or services as well as the fairevaluthe share-based payment for
every transaction in which the entity receives good non-employee services.
However, when the value of the identifiable considenateceived appears to be
less than the fair value of the share-based paynmeeasurement of both the
goods or the services received and the share-lpgsedent may be necessary in
order to measure the value of the unidentifiabledgoor services received.

BC128D Paragraph 13 of the IFRS stipulates a rablgtitpresumption that the value of

identifiable goods or services received can babélimeasured. The Board noted
that goods or services that are unidentifiable oabe reliably measured and that
this rebuttable presumption is relevant only faritifiable goods or services.

BC128E The Board noted that when the goods or svieceived are identifiable, the

BC128F

measurement principles in the IFRS should be apphi&hen the goods or
services received are unidentifiable, the Boarctkied that the grant date is the
most appropriate date for the purposes of providingurrogate measure of the
value of the unidentifiable goods or services nesgi(or to be received).

The Board noted that some transactions decldentifiable and unidentifiable
goods or services. In this case, it would be necg¢saneasure at the grant date
the fair value of the unidentifiable goods or seesgi received and to measure the
value of the identifiable goods or services in adaace with the IFRS.

Paragraphs BC128A-BC128H are added as a consmgjuéramendments to IFRS Group Cash-
settled Share-based Payment Transactiessed in June 2009.
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BC128G For cash-settled transactions in which utifigble goods or services are

received, it is necessary to remeasure the lighdliteach subsequent reporting
date in order to be consistent with the IFRS.

BC128H The Board noted that the IFRS’s requiremantespect of the recognition of the

expense arising from share-based payments wouldy appidentifiable and
unidentifiable goods or services. Therefore, thearBodecided not to issue
additional guidance on this point.

Fair value of employee share options

BC129

BC130

BC131

BC132
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The Board spent much time discussing how tasore the fair value of employee
share options, including how to take into accoumhrmn features of employee
share options, such as vesting conditions and ramsferability. These

discussions focused on measuring fair value attgtate, not only because the
Board regarded grant date as the appropriate nmeraeut date for transactions
with employees, but also because more measurenmgrmésisarise at grant date
than at later measurement dates. In reachingitslgsions in ED 2, the Board
received assistance from the project's Advisory @rand from a panel of

experts. During its redeliberations of the propegalED 2, the Board considered
comments by respondents and advice received frdomat@n experts on the

FASB’s Option Valuation Group.

Market prices provide the best evidence & thir value of share options.
However, share options with terms and conditions aimib employee share
options are seldom traded in the markets. Thedtiwrefore concluded that, if
market prices are not available, it will be necegssarapply an option pricing
model to estimate the fair value of share options.

The Board decided that it is not necessargppropriate to prescribe the precise
formula or model to be used for option valuatiofhere is no particular option
pricing model that is regarded as theoreticallyesiap to the others, and there is the
risk that any model specified might be supersedeiriproved methodologies in
the future. Entities should select whichever modemost appropriate in the
circumstances. For example, many employee shamenephave long lives, are
usually exercisable during the period between ngstlate and the end of the
option’s life, and are often exercised early. Ehésctors should be considered
when estimating the grant date fair value of slwgtions. For many entities, this
might preclude the use of the Black-Scholes-Meftwmula, which does not take
into account the possibility of exercise before ¢ne of the share option’s life and
may not adequately reflect the effects of expeetaty exercise. This is discussed
further below (paragraphs BC160—-BC162).

All option pricing models take into accourg fbllowing option features:

. the exercise price of the option
. the current market price of the share
. the expected volatility of the share price
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. the dividends expected to be paid on the shares
. the rate of interest available in the market
. the term of the option.

The first two items define the intrinsic vabfea share option; the remaining four
are relevant to the share option’s time value. dexgd volatility, dividends and

interest rate are all based on expectations ovewoftion term. Therefore, the
option term is an important part of calculating ¢ivalue, because it affects the
other inputs.

One aspect of time value is the value of itjiet to participate in future gains, if
any. The valuation does not attempt to predict vithatfuture gain will be, only

the amount that a buyer would pay at the valuatiate do obtain the right to

participate in any future gains. In other wordstian pricing models estimate the
value of the share option at the measurement datehe value of the underlying
share at some future date.

The Board noted that some argue that angnatsiof the fair value of a share
option is inherently uncertain, because it is moawn what the ultimate outcome
will be, eg whether the share option will expire watd or whether the

employee (or other party) will make a large gain exercise. However, the
valuation objective is to measure the fair valu¢hefrights granted, not to predict
the outcome of having granted those rights. Heineespective of whether the

option expires worthless or the employee makes gelgain on exercise, that
outcome does not mean that the grant date estiohaite fair value of the option

was unreliable or wrong.

A similar analysis applies to the argument gteare options do not have any
value until they are in the money, ie the shareepi$ greater than the exercise
price. This argument refers to the share optiontsnsic value only. Share

options also have a time value, which is why they taaded in the markets at
prices greater than their intrinsic value. Thei@pholder has a valuable right to
participate in any future increases in the shaieeprSo even share options that
are at the money have a value when granted. Theegqubnt outcome of that
option grant, even if it expires worthless, does atwnge the fact that the share
option had a value at grant date.

Application of option pricing models to unlisted
and newly listed entities

As explained above, two of the inputs to amooppricing model are the entity's
share price and the expected volatility of its shaice. For an unlisted entity,
there is no published share price information. @hgty would therefore need to
estimate the fair value of its shares (eg basetth@ishare price of similar entities
that are listed, or on a net assets or earnings)bdswould also need to estimate
the expected volatility of that value.
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The Board considered whether unlisted entilesuld be permitted to use the
minimum value method instead of a fair value meas@nt method.
The minimum value method is explained earlier, aragraphs BC80-BC83.
Because it excludes the effects of expected vityatihe minimum value method
produces a value that is lower, often much lowem that produced by methods
designed to estimate the fair value of an optidherefore, the Board discussed
how an unlisted entity could estimate expected ilitat

An unlisted entity that regularly issues sh@pdons or shares to employees (or
other parties) might have an internal market fersiares. The volatility of the
internal market share prices provides a basis $timating expected volatility.
Alternatively, an entity could use the historical iowplied volatility of similar
entities that are listed, and for which share pdception price information is
available, as the basis for an estimate of expeetdatility. This would be
appropriate if the entity has estimated the valugsoshares by reference to the
share prices of these similar listed entitiesthdf entity has instead used another
methodology to value its shares, the entity coddve an estimate of expected
volatility consistent with that methodology. Foraexple, the entity might value
its shares on the basis of net asset values omngarrin which case it could use
the expected volatility of those net asset valuesearnings as a basis for
estimating expected share price volatility.

The Board acknowledged that these approaatregstimating the expected
volatility of an unlisted entity’s shares are somawhubjective. However, the
Board thought it likely that, in practice, the apption of these approaches would
result in underestimates of expected volatilityhea than overestimates, because
entities were likely to exercise caution in makingls estimates, to ensure that
the resulting option values are not overstated.erdfore, estimating expected
volatility is likely to produce a more reliable nsese of the fair value of share
options granted by unlisted entities than an adtive valuation method, such as
the minimum value method.

Newly listed entities would not need to estimhbtsr share price. However, like
unlisted entities, newly listed entities could hag#ficulties in estimating
expected volatility when valuing share options, lbseathey might not have
sufficient historical share price information upamich to base an estimate of
expected volatility.

SFAS 123 requires such entities to considerhtistorical volatility of similar
entities during a comparable period in their lives:

For example, an entity that has been publicly gafte only one year that grants
options with an average expected life of five yaanght consider the pattern and level
of historical volatility of more mature entities the same industry for the first six
years the stock of those entities were publiclgech (paragraph 285b)

The Board concluded that, in general, urdisted newly listed entities should not
be exempt from a requirement to apply fair valu@soeement and that the IFRS
should include implementation guidance on estinga¢ixpected volatility for the
purposes of applying an option pricing model toreraptions granted by unlisted
and newly listed entities.
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However, the Board acknowledged that there niighéome instances in which
an entity—such as (but not limited to) an unlistechewly listed entity—cannot
estimate reliably the grant date fair value of shaptions granted. In this
situation, the Board concluded that the entity sthoneasure the share option at
its intrinsic value, initially at the date the eamtiobtains the goods or the
counterparty renders service and subsequently ct esgporting date until the
final settlement of the share-based payment arraagt with the effects of the
remeasurement recognised in profit or loss. Fgrant of share options, the
share-based payment arrangement is finally settlden the options are
exercised, forfeited (eg upon cessation of employiner lapse (eg at the end of
the option’s life). For a grant of shares, therslzased payment arrangement is
finally settled when the shares vest or are fordeite

Application of option pricing models to employee
share options

Option pricing models are widely used in, aocepted by, the financial markets.
However, there are differences between employee sipdiens and traded share
options. The Board considered the valuation inapiins of these differences,
with assistance from its Advisory Group and other espéncluding experts in
the FASB’s Option Valuation Group, and comments madeadspondents to
ED 2. Employee share options usually differ freaded options in the following
ways, which are discussed further below:

(a) there is a vesting period, during which time #iare options are not
exercisable;

(b) the options are non-transferable;

(c) there are conditions attached to vesting whiichpt satisfied, cause the
options to be forfeited; and

(d) the option term is significantly longer.

Inability to exercise during the vesting period

Typically, employee share options have aimgsperiod, during which the
options cannot be exercised. For example, a sipien might be granted with a
ten-year life and a vesting period of three yesssthe option is not exercisable
for the first three years and can then be exercesedny time during the
remaining seven years. Employee share optionsotdreexercised during the
vesting period because the employees must firsy’ ‘fer the options, by
providing the necessary services. Furthermoragethaght be other specified
periods during which an employee share option cabhaaxercised (eg during a
closed period).

In the finance literature, employee sharéaoptare sometimes called Bermudian
options, being partly European and partly Americ&m American share option
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can be exercised at any time during the optioriés lvhereas a European share
option can be exercised only at the end of theoapdilife. An American share
option is more valuable than a European share mp#ibhough the difference in
value is not usually significant.

Therefore, other things being equal, an eyagloshare option would have a
higher value than a European share option and ar lealee than an American

share option, but the difference between the thraéleeg is unlikely to be

significant.

If the entity uses the Black-Scholes-Mertonmula, or another option pricing
model that values European share options, there ied to adjust the model for
the inability to exercise an option in the vestipgriod (or any other period),
because the model already assumes that the opimmot be exercised during
that period.

If the entity uses an option pricing modedttkalues American share options,
such as the binomial model, the inability to exsecin option during the vesting
period can be taken into account in applying suoiodel.

Although the inability to exercise the shapian during the vesting period
does not, in itself, have a significant effect twe tvalue of the option, there is
still the question whether this restriction has #eaat when combined with non-
transferability. This is discussed in the followisegction.

The Board therefore concluded that:

(@) if the entity uses an option pricing model twatues European share
options, such as the Black-Scholes-Merton formula, adjustment is
required for the inability to exercise the optiahsing the vesting period,
because the model already assumes that they chanatercised during
that period.

(b) if the entity uses an option pricing model thalues American share
options, such as a binomial model, the applicatbrthe model should
take account of the inability to exercise the amgialuring the vesting
period.

Non-transferability

From the option holder’s perspective, theiiits to transfer a share option limits
the opportunities available when the option has stime yet to run and the
holder wishes either to terminate the exposure taréuprice changes or to
liquidate the position. For example, the holdeighibelieve that over the
remaining term of the share option the share psiceore likely to decrease than
to increase. Also, employee share option plans#lpi require employees to
exercise vested options within a fixed period ofeiafter the employee leaves
the entity, or to forfeit the options.

In the case of a conventional share opttoa holder would sell the option rather
than exercise it and then sell the shares. Setliegshare option enables the
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holder to receive the option’s fair value, inclugliboth its intrinsic value and
remaining time value, whereas exercising the optioables the holder to receive
intrinsic value only.

However, the option holder is not able to setion-transferable share option.
Usually, the only possibility open to the option del is to exercise it, which

entails forgoing the remaining time value. (Thésbt always true. The use of
other derivatives, in effect, to sell or gain paiten from future changes in the
value of the option is discussed later.)

At first sight, the inability to transfer aash option could seem irrelevant from
the entity’s perspective, because the entity mastid shares at the exercise
price upon exercise of the option, no matter wha$al. In other words, from
the entity’'s perspective, its commitments under ¢batract are unaffected by
whether the shares are issued to the original optader or to someone else.
Therefore, in valuing the entity’'s side of the cawt, from the entity's
perspective, non-transferability seems irrelevant.

However, the lack of transferability often flesun early exercise of the share
option, because that is the only way for the empeyte liquidate their position.

Therefore, by imposing the restriction on trandfdity, the entity has caused the
option holder to exercise the option early, theredsulting in the loss of time

value. For example, one aspect of time value ésvillue of the right to defer
payment of the exercise price until the end of dpon term. If the option is

exercised early because of non-transferability, eéhéity receives the exercise
price much earlier than it would otherwise have done.

Non-transferability is not the only reason vémgployees might exercise share
options early. Other reasons include risk averdewk of wealth diversification,
and termination of employment (typically, employessist exercise vested
options soon after termination of employment; otlise the options are
forfeited).

Recent accounting standards and proposedastin(including ED 2) address the
issue of early exercise by requiring the expecifeddf a non-transferable share
option to be used in valuing it, rather than thatractual option term. Expected
life can be estimated either for the entire shaton plan or for subgroups of
employees participating in the plan. The estintakes into account factors such
as the length of the vesting period, the averaggtieof time similar options have
remained outstanding in the past and the expeotéatility of the underlying
shares.

However, comments from respondents to ED 2 adwdce received from

valuation experts during the Board’s redeliberatited the Board to conclude
that using a single expected life as an input artcoption pricing model (eg the
Black-Scholes-Merton formula) was not the best swoufor reflecting in the

share option valuation the effects of early exercisFor example, such an
approach does not take into account the correldi&iween the share price and
early exercise. It would also mean that the shat® valuation does not take
into account the possibility that the option midie exercised at a date that is
later than the end of its expected life. Therefonemany instances, a more
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flexible model, such as a binomial model, that ukesshare option’s contractual
life as an input and takes into account the podsilof early exercise on a range
of different dates in the option’s life, allowingrféactors such as the correlation
between the share price and early exercise and &demployee turnover, is
likely to produce a more accurate estimate of fhteoa’s fair value.

Binomial lattice and similar option pricingodels also have the advantage of
permitting the inputs to the model to vary over thbare option’s life.
For example, instead of using a single expectedtiity, a binomial lattice or
similar option pricing model can allow for the pdmkiy that volatility might
change over the share option’s life. This wouldob#icularly appropriate when
valuing share options granted by entities expenngniigher than usual volatility,
because volatility tends to revert to its mean divee.

For these reasons, the Board considered whietelkould require the use of a
more flexible model, rather than the more commardgd Black-Scholes-Merton

formula. However, the Board concluded that it wasrmeatessary to prohibit the

use of the Black-Scholes-Merton formula, becausgetimight be instances in
which the formula produces a sufficiently reliab&imate of the fair value of the

share options granted. For example, if the eritlg not granted many share
options, the effects of applying a more flexibledabmight not have a material
impact on the entity’'s financial statements. Afsw,share options with relatively

short contractual lives, or share options that mestexercised within a short
period of time after vesting date, the issues dised in paragraph BC160 may
not be relevant, and hence the Black-Scholes-Meftomula may produce a

value that is substantially the same as that predilny a more flexible option

pricing model. Therefore, rather than prohibit thee of the Black-Scholes-

Merton formula, the Board concluded that the IFRSutd include guidance on

selecting the most appropriate model to apply.s Tiéludes the requirement that
the entity should consider factors that knowledgeabilling market participants

would consider in selecting the option pricing mamehpply.

Although non-transferability often resultdlie early exercise of employee share
options, some employees can mitigate the effectsoaftransferability, because
they are able, in effect, to sell the options ootget themselves from future
changes in the value of the options by selling ayilg other derivatives.
For example, the employee might be able, in effectsell an employee share
option by entering into an arrangement with an itmesit bank whereby the
employee sells a similar call option to the bark,an option with the same
exercise price and term. A zero-cost collar is o@&ns of obtaining protection
from changes in the value of an employee sharewpliy selling a call option
and buying a put option.

However, it appears that such arrangements rente always available.
For example, the amounts involved have to be deffity large to make it
worthwhile for the investment bank, which would prolyalexclude many
employees (unless a collective arrangement was maéégo, it appears that
investment banks are unlikely to enter into suclamangement unless the entity
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is a top listed company, with shares traded in @ deel active market, to enable
the investment bank to hedge its own position.

It would not be feasible to stipulate in ancamting standard that an adjustment
to take account of non-transferability is necessarly if the employees cannot
mitigate the effects of non-transferability throutite use of other derivatives.
However, using expected life as an input into an ooptpricing model, or
modelling early exercise in a binomial or similarodel, copes with both
situations. If employees were able to mitigatedfiects of non-transferability by
using derivatives, this would often result in thepéogee share options being
exercised later than they would otherwise have bdgntaking this factor into
account, the estimated fair value of the shareooptiould be higher, which
makes sense, given that non-transferability isanconstraint in this case. If the
employees cannot mitigate the effects of non-temasility through the use of
derivatives, they are likely to exercise the shaptions much earlier than is
optimal. In this case, allowing for the effects efrly exercise would
significantly reduce the estimated value of thestugption.

This still leaves the question whether them need for further adjustment for the
combined effect of being unable to exercise orsf@nthe share option during the
vesting period. In other words, the inability teeecise a share option does not, in
itself, appear to have a significant effect orvdakie. But if the share option cannot
be transferred and cannot be exercised, and asguing@ihother derivatives are not
available, the holder is unable to extract valaenfithe share option or protect its
value during the vesting period.

However, it should be noted why these restristare in place: the employee has
not yet ‘paid’ for the share option by providingetlrequired services (and
fulfilling any other performance conditions). Teenployee cannot exercise or
transfer a share option to which he/she is not gtled. The share option will
either vest or fail to vest, depending on whethes vesting conditions are
satisfied. The possibility of forfeiture resultifigpm failure to fulfil the vesting
conditions is taken into account through the ajgilie of the modified grant date
method (discussed in paragraphs BC170-BC184).

Moreover, for accounting purposes, the objeds to estimate the fair value of
the share option, not the value from the employpetspective. The fair value of
any item depends on the expected amounts, timimdjuacertainty of the future
cash flows relating to the item. The share optimnggives the employee the
right to subscribe to the entity’s shares at ther@sge price, provided that the
vesting conditions are satisfied and the exercig® pis paid during the specified
period. The effect of the vesting conditions isigidered below. The effect of
the share option being non-exercisable during gging period has already been
considered above, as has the effect of non-traafsifdy. There does not seem
to be any additional effect on the expected amouitting or uncertainty of
the future cash flows arising from the combinatibman-exercisability and non-
transferability during the vesting period.

After considering all of the above points, Beard concluded that the effects of
early exercise, because of non-transferability afiner factors, should be taken
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into account when estimating the fair value of there option, either by
modelling early exercise in a binomial or similapael, or using expected life
rather than contracted life as an input into anooppricing model, such as the
Black-Scholes-Merton formula.

Vesting conditions

Employee share options usually have vestomgditions. The most common
condition is that the employee must remain in thitys employ for a specified

period, say three years. If the employee leaveimglthat period, the options are
forfeited. There might also be other performanecrditions, eg that the entity
achieves a specified growth in share price or egsin

Vesting conditions ensure that the employeesige the services required to
‘pay’ for their share options. For example, thealseason for imposing service
conditions is to retain staff; the usual reason ifoposing other performance
conditions is to provide an incentive for the enygles to work towards specified
performance targets.

BC171A In 2005 the Board decided to take on a ptdje clarify the definition of vesting

conditions and the accounting treatment of canetia. In particular, the Board
noted that it is important to distinguish betweem-westing conditions, which
need to be satisfied for the counterparty to becanttled to the equity
instrument, and vesting conditions such as perfoo@aconditions. In February
2006 the Board published an exposure dr&festing Conditions and
Cancellations which proposed to restrict vesting conditionsdoviee conditions
and performance conditions. Those are the only itond that determine
whetherthe entity receives the servicikst entitle the counterparty to the share-
based payment, and therefore whether the share-bpagahent vests. In
particular, a share-based payment may vest eveonie non-vesting conditions
have not been met. The feature that distinguish@rfarmance condition from a
non-vesting condition is that the former has anlieitpor implicit service
requirement and the latter does not.

BC171B In general, respondents to the exposurd dgréed with the Board’'s proposals

BC172

46

but asked for clarification of whether particulastrective conditions, such as
‘non-compete provisions’, are vesting conditioneeTBoard noted that a share-
based payment vests when the counterparty’s enétiento it is no longer

conditional on future service or performance caodd&. Therefore, conditions
such as non-compete provisions and transfer réstr&; which apply after the

counterparty has become entitled to the share-bpagthent, are not vesting
conditions. The Board revised the definition ofstieaccordingly.

Some argue that the existence of vestingitiansl does not necessarily imply that
the value of employee share options is signifigaless than the value of traded
share options. The employees have to satisfy éséng conditions to fulfil their

side of the arrangement. In other words, the epaigl®’ performance of their side
of the arrangement is what they do to pay for thleire options. Employees do not
pay for the options with cash, as do the holdersaufed share options; they pay
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with their services. Having to pay for the shaptians does not make them less
valuable. On the contrary, it proves that thesloations are valuable.

Others argue that the possibility of forfetuwithout compensation for part-
performance suggests that the share options asevédgable. The employees
might partly perform their side of the arrangemexwt,by working for part of the
period, then have to leave for some reason, arfdifdhe share options without
compensation for that part performance. If there ather performance
conditions, such as achieving a specified growttha share price or earnings,
the employees might work for the entire vesting gubribut fail to meet the
vesting conditions and therefore forfeit the st@rgons.

Similarly, some argue that the entity wowdlet into account the possibility of
forfeiture when entering into the agreement at gaate. In other words, in
deciding how many share options to grant in tataé, entity would allow for
expected forfeitures. Hence, if the objectivediestimate at grant date the fair
value of the entity’'s commitments under the shaptioo agreement, that
valuation should take into account that the ergigdmmitment to fulfil its side
of the option agreement is conditional upon thetings conditions being
satisfied.

In developing the proposals in ED 2, the Boaoncluded that the valuation of
rights to share options or shares granted to ereplyor other parties) should
take into account all types of vesting conditians|uding both service conditions
and performance conditions. In other words, thetgdate valuation should be
reduced to allow for the possibility of forfeituraual to failure to satisfy the
vesting conditions.

Such a reduction might be achieved by adgpaim option pricing model to
incorporate vesting conditions. Alternatively, an@ simplistic approach might
be applied. One such approach is to estimate tkeility of forfeiture at
grant date, and reduce the value produced by amrogiricing model
accordingly. For example, if the valuation cal¢athusing an option pricing
model was CU15, and the entity estimated that 2Qceet of the share options
would be forfeited because of failure to satisfg tlesting conditions, allowing
for the possibility of forfeiture would reduce tgeant date value of each option
granted from CU15 to CU12.

The Board decided against proposing detalddance on how the grant date
value should be adjusted to allow for the possibitf forfeiture. This is
consistent with the Board’s objective of settinghpiples-based standards. The
measurement objective is to estimate fair valuéhatTobjective might not be
achieved if detailed, prescriptive rules were spedjf which would probably
become outdated by future developments in valuatiethodologies.

However, respondents to ED 2 raised a varietpucerns about the inclusion of
vesting conditions in the grant date valuationm8aespondents were concerned
about the practicality and subjectivity of inclugimon-market performance
conditions in the share option valuation. Some wase concerned about the
practicality of including service conditions in thgrant date valuation,

© IFRS Foundation 47



IFRS 2 BC

BC179

BC180

BC181

BC182

BC183

48

particularly in conjunction with the units of ser@ienethod proposed in ED 2
(discussed further in paragraphs BC203-BC217).

Some respondents suggested the alternatipeagh applied in SFAS 123,
referred to as the modified grant date method. UnHis method, service

conditions and non-market performance conditiors excluded from the grant
date valuation (ie the possibility of forfeiture ot taken into account when
estimating the grant date fair value of the shaptions or other equity

instruments, thereby producing a higher grant daitevalue), but are instead

taken into account by requiring the transaction amao be based on the number
of equity instruments that eventually vest. Undgs method, on a cumulative
basis, no amount is recognised for goods or seyviegeived if the equity

instruments granted do not vest because of fatlurgatisfy a vesting condition

(other than a market condition), eg the counteypfaits to complete a specified

service period, or a performance condition (othanta market condition) is not
satisfied.

After considering respondents’ comments anthioing further advice from
valuation experts, the Board decided to adopt tlelified grant date method
applied in SFAS 123. However, the Board decided ithgltould not permit the
choice available in SFAS 123 to account for the afeof expected or actual
forfeitures of share options or other equity instemts because of failure to
satisfy a service condition. For a grant of equitgtruments with a service
condition, SFAS 123 permits an entity to chooserahigdate to recognise the
services received based on an estimate of the nuaflghare options or other
equity instruments expected to vest, and to retfis¢ estimate, if necessary, if
subsequent information indicates that actual farfes are likely to differ from
previous estimates. Alternatively, an entity magiberecognising the services
received as if all the equity instruments grantedt tare subject to a service
requirement are expected to vest. The effectodéifures are then recognised
when those forfeitures occur, by reversing any arteopreviously recognised for
services received as consideration for equity imsénts that are forfeited.

The Board decided that the latter method Ishoot be permitted. Given that the
transaction amount is ultimately based on the nurobequity instruments that

vest, it is appropriate to estimate the number xjeeted forfeitures when

recognising the services received during the vgsgiariod. Furthermore, by
ignoring expected forfeitures until those forfedsroccur, the effects of reversing
any amounts previously recognised might result mlistortion of remuneration

expense recognised during the vesting period. é@mple, an entity that

experiences a high level of forfeitures might redsg a large amount of
remuneration expense in one period, which is theersed in a later period.

Therefore, the Board decided that the IFR&ilshrequire an entity to estimate
the number of equity instruments expected to vedtta revise that estimate, if
necessary, if subsequent information indicates dbatal forfeitures are likely to
differ from previous estimates.

Under SFAS 123, market conditions (eg a candithvolving a target share
price, or specified amount of intrinsic value on @rhvesting or exercisability is
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conditioned) are included in the grant date vabmtwithout subsequent reversal.
That is to say, when estimating the fair value @& #guity instruments at grant
date, the entity takes into account the possibiligt the market condition may
not be satisfied. Having allowed for that possipiiit the grant date valuation of
the equity instruments, no adjustment is made te thumber of equity
instruments included in the calculation of the sa&gtion amount, irrespective of
the outcome of the market condition. In other wottle entity recognises the
goods or services received from a counterparty sadisfies all other vesting
conditions (eg services received from an employee remains in service for the
specified service period), irrespective of whethlibat market condition is
satisfied. The treatment of market conditions eéfee contrasts with the
treatment of other types of vesting conditions. eAplained in paragraph BC179,
under the modified grant date method, vesting d@mi are not taken into
account when estimating the fair value of the egaiggruments at grant date, but
are instead taken into account by requiring thestation amount to be based on
the number of equity instruments that eventualktve

The Board considered whether it should appéy $ame approach to market
conditions as is applied in SFAS 123. It mightabgued that it is not appropriate
to distinguish between market conditions and othgres of performance
conditions, because to do so could create oppdigarfor arbitrage, or cause an
economic distortion by encouraging entities to favone type of performance
condition over another. However, the Board noted ithis not clear what the
result would be. On the one hand, some entities tnpgtfer the ‘truing up’
aspect of the modified grant date method, becatiggenmits a reversal of
remuneration expense if the condition is not m@&@n the other hand, if the
performance condition is met, and it has not beeorporated into the grant date
valuation (as is the case when the modified grate thethod is used), the expense
will be higher than it would otherwise have beemif(ithe performance condition
had been incorporated into the grant date valugtidfurthermore, some entities
might prefer to avoid the potential volatility cadsby the truing up mechanism.
Therefore, it is not clear whether having a differeeatment for market and non-
market performance conditions will necessarily eaestities to favour market
conditions over non-market performance conditiasyice versa. Furthermore,
the practical difficulties that led the Board tactude that non-market performance
conditions should be dealt with via the modifiecirgr date method rather than
being included in the grant date valuation do nmpla to market conditions,
because market conditions can be incorporated amption pricing models.
Moreover, it is difficult to distinguish between rkat conditions, such as a target
share price, and the market condition that is iaiein the option itself, ie that the
option will be exercised only if the share pricetha date of exercise exceeds the
exercise price. For these reasons, the Board utedlthat the IFRS should apply
the same approach as is applied in SFAS 123.
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Option term

Employee share options often have a longractual life, eg ten years. Traded
options typically have short lives, often only avfmonths. Estimating the inputs
required by an option pricing model, such as exkotolatility, over long
periods can be difficult, giving rise to the podp of significant estimation
error. This is not usually a problem with tradedrshoptions, given their much
shorter lives.

However, some share options traded over theteohave long lives, such as ten
or fifteen years. Option pricing models are usedvatue them. Therefore,

contrary to the argument sometimes advanced, opticing models can be (and
are being) applied to long-lived share options.

Moreover, the potential for estimation eliomitigated by using a binomial or
similar model that allows for changes in model itgpaver the share option’s
life, such as expected volatility, and interest atididend rates, that could
occur and the probability of those changes occgrdaring the term of the
share option. The potential for estimation ersfurther mitigated by taking
into account the possibility of early exercise,heit by using expected life
rather than contracted life as an input into aniooptpricing model or by
modelling exercise behaviour in a binomial or sanimodel, because this
reduces the expected term of the share option. alBec employees often
exercise their share options relatively early i tbhare option’s life, the
expected term is usually much shorter than corechbite.

Other features of employee share options

Whilst the features discussed above are camimmost employee share options,
some might include other features. For examplejesshare options have a
reload feature. This entitles the employee to mat@ grants of additional share
options whenever he/she exercises previously grasitate options and pays the
exercise price in the entity’s shares rather tmacaish. Typically, the employee
is granted a new share option, called a reload optar each share surrendered
when exercising the previous share option. The ciserprice of the reload
option is usually set at the market price of thareh on the date the reload option
is granted.

When SFAS 123 was developed, the FASB concltiasdideally, the value of

the reload feature should be included in the vadnatf the original share option

at grant date. However, at that time the FASB beti¢hat it was not possible to
do so. Accordingly, SFAS 123 does not require theackfeature to be included
in the grant date valuation of the original shaptian. Instead, reload options
granted upon exercise of the original share optemesaccounted for as a new
share option grant.
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feature at grant date, eg Saly, Jagannathan andartu(i®99). However, if
significant uncertainties exist, such as the nunam timing of expected grants
of reload options, it might not be practicable nclude the reload feature in the
grant date valuation.

When it developed ED 2, the Board concluded the reload feature should be
taken into account, where practicable, when measti@dair value of the share
options granted. However, if the reload feature watstaiken into account, then
when the reload option is granted, it should be @tz for as a new share
option grant.

Many respondents to ED 2 agreed with the malsan ED 2. However, some
disagreed. For example, some disagreed with therg ka choice of treatments.
Some respondents supported always treating relaéhemranted as new grants
whereas others supported always including the refeatlire in the grant date
valuation. Some expressed concerns about theqatkigtof including the reload
feature in the grant date valuation. After recoesity this issue, the Board
concluded that the reload feature should not bdudec in the grant date
valuation and therefore all reload options grardleduld be accounted for as new
share option grants.

There may be other features of employee ¢émer) share options that the Board
has not yet considered. But even if the Board we@mnsider every conceivable
feature of employee (and other) share optionseRkist at present, new features
might be developed in the future.

The Board therefore concluded that the IFR&ulsl focus on setting out clear
principles to be applied to share-based paymenisactions, and provide
guidance on the more common features of employae shptions, but should not
prescribe extensive application guidance, which wdodd likely to become
outdated.

Nevertheless, the Board considered whethee tAer share options with such
unusual or complex features that it is too diffidal make a reliable estimate of
their fair value and, if so, what the accountingtneent should be.

SFAS 123 states that ‘it should be possible&sonably estimate the fair value
of most stock options and other equity instrumexttthe date they are granted’
(paragraph 21). However, it states that, ‘in ualisircumstances, the terms of the
stock option or other equity instrument may makeviitually impossible to
reasonably estimate the instrument's fair valuetrs date it is granted'.
The standard requires that, in such situationssoreenent should be delayed until
it is possible to estimate reasonably the instrulméair value. It notes that this is
likely to be the date at which the number of sh&weshich the employee is entitled
and the exercise price are determinable. Thisdcbelvesting date. The standard

P J Saly, R Jagannathan and S J Huddart. 1888uing the Reload Features of Executive Stock
Options. Accounting Horizon43 (3): 219-240.
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requires that estimates of compensation expensedfdier periods (ie until it is
possible to estimate fair value) should be basecliaent intrinsic value.

The Board thought it unlikely that entitiesutd not reasonably determine the fair
value of share options at grant date, particulaafyer excluding vesting
conditions and reload features from the grant date valuatibne share options
form part of the employee’s remuneration packagel, ih seems reasonable to
presume that an entity’'s management would considervelue of the share
options to satisfy itself that the employee’s reemation package is fair and
reasonable.

When it developed ED 2, the Board concludied there should be no exceptions
to the requirement to apply a fair value measurérbasis, and therefore it was
not necessary to include in the proposed IFRS fipeticounting requirements

for share options that are difficult to value.

However, after considering respondents’ comspguarticularly with regard to
unlisted entities, the Board reconsidered thisdssthe Board concluded that, in
rare cases only, in which the entity could not eatenreliably the grant date fair
value of the equity instruments granted, the erglipuld measure the equity
instruments at intrinsic value, initially at gradate and subsequently at each
reporting date until the final settlement of theushbased payment arrangement,
with the effects of the remeasurement recognisqafit or loss. For a grant of
share options, the share-based payment arrangésénally settled when the
share options are exercised, are forfeited (eg wgssation of employment) or
lapse (eg at the end of the option’s life). Fagrant of shares, the share-based
payment arrangement is finally settled when theesheest or are forfeited. This
requirement would apply to all entities, includimgtéd and unlisted entities.

Recognition and measurement of services received in
an equity-settled share-based payment transaction

BC200

During the vesting period

In an equity-settled share-based paymensadion, the accounting objective is
to recognise the goods or services received asdayasion for the entity’s equity

instruments, measured at the fair value of thosglgmr services when received.
For transactions in which the entity receives emgdoservices, it is often

difficult to measure directly the fair value of teervices received. In this case,
the Board concluded that the fair value of the gguistruments granted should
be used as a surrogate measure of the fair valtleeo$ervices received. This
raises the question how to use that surrogate nedsuderive an amount to
attribute to the services received. Another relajadstion is how the entity

should determine when the services are received.

ie vesting conditions other than market condgion
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Starting with the latter question, some artpa¢ shares or share options are often
granted to employees for past services rather fiame services, or mostly for
past services, irrespective of whether the employgesrequired to continue
working for the entity for a specified future peribéfore their rights to those
shares or share options vest. Conversely, some déhgtt shares or share options
granted provide a future incentive to the employaed those incentive effects
continue after vesting date, which implies that émtity receives services from
employees during a period that extends beyondngesiate. For share options in
particular, some argue that employees render ssyvireyond vesting date,
because employees are able to benefit from an roptiime value between
vesting date and exercise date only if they comtittuwork for the entity (since
usually a departing employee must exercise theesbations within a short
period, otherwise they are forfeited).

However, the Board concluded that if the emgxsyare required to complete a
specified service period to become entitled to shares or share options, this
requirement provides the best evidence of when itiy@ayees render services in
return for the shares or share options. Conselyyehé Board concluded that
the entity should presume that the services aedwed during the vesting period.
If the shares or share options vest immediatelghduld be presumed that the
entity has already received the services, in theemate of evidence to the
contrary. An example of when immediately vestedeshar share options are not
for past services is when the employee concernedohés recently begun
working for the entity, and the shares or shareoogtiare granted as a signing
bonus. But in this situation, it might nevertheld® necessary to recognise an
expense immediately, if the future employee sesvide not meet the definition
of an asset.

Returning to the first question in paragr&®200, when the Board developed
ED 2 it developed an approach whereby the fair vali¢he shares or share
options granted, measured at grant date and allofeingll vesting conditions, is
divided by the number of units of service expedtete received to determine the
deemed fair value of each unit of service subsetyesteived.

For example, suppose that the fair valuehafes options granted, before taking
into account the possibility of forfeiture, is CU76800. Suppose that the entity
estimates the possibility of forfeiture becausefaifure of the employees to

complete the required three-year period of serisc@0 per cent (based on a
weighted average probability), and hence it estim#te fair value of the options

granted at CU600,000 (CU750,000 x 80%). The enkpeets to receive 1,350

units of service over the three-year vesting period

Under the units of service method proposeBD2, the deemed fair value per
unit of service subsequently received is CU444.440@,000/1,350). If
everything turns out as expected, the amount résedrfor services received is
CU600,000 (CU444.44 x 1,350).

This approach is based on the presumptidritibee is a fairly bargained contract
at grant date. Thus the entity has granted shatrens valued at CU600,000 and
expects to receive services valued at CU600,006timm. It does not expect all
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share options granted to vest because it doesxpeteall employees to complete
three years’ service. Expectations of forfeituezduse of employee departures
are taken into account when estimating the faneaf the share options granted,
and when determining the fair value of the servtodse received in return.

Under the units of service method, the amoecdgnised for services received
during the vesting period might exceed CU600,00Qhdf entity receives more
services than expected. This is because the olgeid to account for the
services subsequently received, not the fair vafibe share options granted. In
other words, the objective is not to estimate thevalue of the share options
granted and then spread that amount over the gegériod. Rather, the
objective is to account for the services subsedyeateived, because it is the
receipt of those services that causes a changetiassets and hence a change in
equity. Because of the practical difficulty of walg those services directly, the
fair value of the share options granted is usea sisrrogate measure to determine
the fair value of each unit of service subsequergiseived, and therefore the
transaction amount is dependent upon the numbernité of service actually
received. If more are received than expectedyémsaction amount will be greater
than CU600,000. If fewer services are receiveg fithinsaction amount will be less
than CU600,000.

Hence, a grant date measurement method is asexd practical expedient to
achieve the accounting objective, which is to actdan the services actually
received in the vesting period. The Board noteat thany who support grant
date measurement do so for reasons that focusecentity’s commitments under
the contract, not the services received. They thkeview that the entity has
conveyed to its employees valuable equity instrumah grant date and that the
accounting objective should be to account for theitg instruments conveyed.
Similarly, supporters of vesting date measuremeguieathat the entity does not
convey valuable equity instruments to the employeds vesting date, and that
the accounting objective should be to account foe tquity instruments
conveyed at vesting date. Supporters of exercde cheasurement argue that,
ultimately, the valuable equity instruments conwkyley the entity to the
employees are the shares issued on exercise datthembjective should be to
account for the value given up by the entity bwiisg equity instruments at less
than their fair value.

Hence all of these arguments for various nreasent dates are focused entirely
on what the entity (or its shareholders) has givenuader the share-based
payment arrangement, and accounting for that seerifTherefore, if ‘grant date
measurement’ were applied as a matter of princtpke primary objective would
be to account for the value of the rights grantddepending on whether the
services have already been received and whethepayment for services to be
received in the future meets the definition of a@sed, the other side of the
transaction would either be recognised as an expengeant date, or capitalised
as a prepayment and amortised over some periachef such as over the vesting
period or over the expected life of the share optibinder this view of grant date
measurement, there would be no subsequent adjustimerictual outcomes.
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No matter how many share options vest or how maneshations are exercised,
that does not change the value of the rights giwehe employees at grant date.

Therefore, the reason why some support gatetdeasurement differs from the
reason why the Board concluded that the fair valu¢he equity instruments
granted should be measured at grant date. Thisignget some will have
different views about the consequences of applygrant date measurement.
Because the units of service method is based oy tise fair value of the equity
instruments granted, measured at grant date, asregate measure of the fair
value of the services received, the total trangacimount is dependent upon the
number of units of service received.

Some respondents to ED 2 disagreed with thts wi service method in
principle, because they did not accept that thevidue of the services received
should be the accounting focus. Rather, the redgms focused on accounting
for the ‘cost’ of the equity instruments issuedstlie credit side of the transaction
rather than the debit side), and took the view ittthe share options or shares are
forfeited, no cost was incurred, and thus any ansmwatognised previously
should be reversed, as would happen with a casledgétiinsaction.

Some respondents also disagreed with thertesatof performance conditions
under the units of service method, because if thgl@yee completes the required
service period but the equity instruments do nat ecause of the performance
condition not being satisfied, there is no revefahmounts recognised during
the vesting period. Some argue that this resultnieasonable because, if the
performance condition is not satisfied, then thepleyee did not perform as

required, hence it is inappropriate to recognisexpense for services received or
consumed, because the entity did not receive theifigd services.

The Board considered and rejected the abauereents made against the units of
service method in principle. For example, the Boaoted that the objective of
accounting for the services received, rather tharcost of the equity instruments
issued, is consistent with the accounting treatnwgnbther issues of equity
instruments, and with the IASBramework With regard to performance
conditions, the Board noted that the strength efsfgument in paragraph BC212
depends on the extent to which the employee hasatar influence over the
achievement of the performance target. One cargm®ssarily conclude that the
non-attainment of the performance target is a gaditation that the employee
has failed to perform his/her side of the arrangem@ failed to provide
services).

Therefore, the Board was not persuaded by tfespondents who disagreed with
the units of service method in principle. Howevére Board also noted that
some respondents raised practical concerns abeun¢ithod. Some respondents
regarded the units of service method as too conmguheixburdensome to apply in
practice. For example, if an entity granted slognons to a group of employees
but did not grant the same number of share optionsach employee (eg the
number might vary according to their salary or posiin the entity), it would be

necessary to calculate a different deemed fairevaler unit of service for each

individual employee (or for each subgroup of empks; if there are groups of

© IFRS Foundation 55



IFRS 2 BC

BC215

BC216

employees who each received the same number ofngptioThen the entity
would have to track each employee, to calculateatheunt to recognise for each
employee. Furthermore, in some circumstances, naplogyee share or share
option scheme might not require the employee tdeiiothe shares or share
options if the employee leaves during the vestingrignl in specified
circumstances. Under the terms of some schemedpygses can retain their
share options or shares if they are classified @oad leaver’, eg a departure
resulting from circumstances not within the empldyeeontrol, such as
compulsory retirement, ill health or redundancyhefefore, in estimating the
possibility of forfeiture, it is not simply a mattef estimating the possibility of
employee departure during the vesting period.s lalso necessary to estimate
whether those departures will be ‘good leavers’ ad‘keavers’. And because the
share options or shares will vest upon departurgadd leavers’, the expected
number of units to be received and the expectegtheof the vesting period will
be shorter for this group of employees. Theseofactwould need to be
incorporated into the application of the units efvice method.

Some respondents also raised practical camcaioout applying the units of
service method to grants with performance conditiombese concerns include
the difficulty of incorporating non-market and colew performance conditions
into the grant date valuation, the additional scibyiy that this introduces, and
that it was unclear how to apply the method whenehgth of the vesting period
is not fixed, because it depends on when a perforenaandition is satisfied.

The Board considered the practical conceaxised by respondents, and obtained
further advice from valuation experts concerning thfficulties highlighted by
respondents of including non-market performanceditmms in the grant date
valuation. Because of these practical consideratithe Board concluded that
the units of service method should not be retaingde IFRS. Instead, the Board
decided to adopt the modified grant date methodiegpin SFAS 123. Under
this method, service conditions and non-market ggerince conditions are
excluded from the grant date valuation (ie the jhilgty of forfeiture is not taken
into account when estimating the grant date faiuwadf the share options or
other equity instruments, thereby producing a higjnant date fair value), but are
instead taken into account by requiring that tlegaction amount be based on
the number of equity instruments that eventuallstvénder this method, on a
cumulative basis, no amount is recognised for gawdservices received if the
equity instruments granted do not vest becauseaitdré to satisfy a vesting
condition (other than a market condition), eg tbarterparty fails to complete a
specified service period, or a performance condit{other than a market
condition) is not satisfied.

The treatment of market conditions is discussedparagraphs BC183 and BC184. As noted in

paragraph BC184, the practical difficulties thad tae Board to conclude that non-market conditions
should be dealt with via the modified grant datehuoé rather than being included in the grant date
valuation do not apply to market conditions, beeamnsrket conditions can be incorporated into option
pricing models.
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However, as discussed earlier (paragraphs B@®&IB082), the Board decided
that it should not permit the choice available IRAS 123 to account for the
effects of expected or actual forfeitures of shations or other equity
instruments because of failure to satisfy a serg@madition. The Board decided
that the IFRS should require an entity to estimtite number of equity
instruments expected to vest and to revise thamatd, if necessary, if
subsequent information indicates that actual farfes are likely to differ from
previous estimates.

Share options that are forfeited or lapse after the
end of the vesting period

Some share options might not be exercised.e¥ample, a share option holder is
unlikely to exercise a share option if the shaieepis below the exercise price
throughout the exercise period. Once the last ftatexercise is passed, the
share option will lapse.

The lapse of a share option at the end dxbecise period does not change the fact
that the original transaction occurred, ie goodsservices were received as
consideration for the issue of an equity instrun{ére share option). The lapsing
of the share option does not represent a gain doettiity, because there is no
change to the entity’s net assets. In other waitlspugh some might see such an
event as being a benefit to the remaining sharergldt has no effect on the
entity’s financial position. In effect, one typé& equity interest (the share option
holders’ interest) becomes part of another typecpiity interest (the shareholders’
interest). The Board therefore concluded thatothlg accounting entry that might
be required is a movement within equity, to refldet the share options are no
longer outstanding (ie as a transfer from one dfpEguity interest to another).

This is consistent with the treatment of ottty instruments, such as warrants
issued for cash. When warrants subsequently lapsgetcised, this is not
treated as a gain; instead the amount previouslygrised when the warrants
were issued remains within equity.

The same analysis applies to equity instrasnémat are forfeited after the end of
the vesting period. For example, an employee wetted share options typically
must exercise those options within a short periter afessation of employment,
otherwise the options are forfeited. If the shgyoms are not in the money, the
employee is unlikely to exercise the options andchethey will be forfeited.
For the same reasons as are given in paragraph®@aladjustment is made to
the amounts previously recognised for servicesivedeas consideration for the
share options. The only accounting entry that mibghrequired is a movement
within equity, to reflect that the share options modonger outstanding.

However, an alternative approach is followed ame jurisdictions (eg Japan and the UK), where the
entity recognises a gain when warrants lapse. uBder theFramework recognising a gain on the lapse
of warrants would be appropriate only if warranerevliabilities, which they are not.
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An entity might modify the terms of or condits under which the equity

instruments were granted. For example, the entightreduce the exercise price
of share options granted to employees (ie rephieeptions), which increases the
fair value of those options. During the developmehED 2, the Board focused

mainly on the repricing of share options.

The Board noted that the IASC/G4+1 DiscussigrePargued that if the entity

reprices its share options it has, in effect, regdithe original share option with a
more valuable share option. The entity presumhbbligves that it will receive an

equivalent amount of benefit from doing so, becaateerwise the directors

would not be acting in the best interests of thétyewor its shareholders. This

suggests that the entity expects to receive additior enhanced employee
services equivalent in value to the incrementaleaf the repriced share options.
The Discussion Paper therefore proposed that thierirental value given (ie the
difference between the value of the original shgrgoa and the value of the

repriced share option, as at the date of repricistguld be recognised as
additional remuneration expense. Although the Disioms Paper discussed
repricing in the context of vesting date measuran®RAS 123, which applies a
grant date measurement basis for employee shaeelbpayment, contains

reasoning similar to that in the Discussion Paper.

This reasoning seems appropriate if grand daasurement is applied on the
grounds that the entity made a payment to the empk on grant date by
granting them valuable rights to equity instrumeritshe entity. If the entity is
prepared to replace that payment with a more vaduplyment, it must believe it
will receive an equivalent amount of benefit fronirdpso.

The same conclusion is drawn if grant datesomement is applied on the
grounds that some type of equity interest is creategrant date, and thereafter
changes in the value of that equity interest actoube option holders as equity
participants, not as employees. Repricing is isiant with the view that share
option holders bear changes in value as equitycgzants. Hence it follows that
the incremental value has been granted to the sbgtien holders in their
capacity as employees (rather than equity partitg)a as part of their
remuneration for services to the entity. Therefadditional remuneration
expense arises in respect of the incremental \gilgmn.

It could be argued that if (a) grant date sneament is used as a surrogate
measure of the fair value of the services recemed (b) the repricing occurs
between grant date and vesting date and (c) thécirgprmerely restores the
share option’s original value at grant date, thbka éentity may not receive
additional services. Rather, the repricing mightply be a means of ensuring
that the entity receives the services it originakpected to receive when the
share options were granted. Under this view, itasappropriate to recognise
additional remuneration expense to the extentttietepricing restores the share
option’s original value at grant date.
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Some argue that the effect of a repricirtg ireate a new deal between the entity
and its employees, and therefore the entity shestimate the fair value of the
repriced share options at the date of repricingalculate a new measure of the
fair value of the services received subsequenepoiging. Under this view, the
entity would cease using the grant date fair vadfiehe share options when
measuring services received after the repricing,dbut without reversal of
amounts recognised previously. The entity wouldntimeasure the services
received between the date of repricing and the @nthe vesting period by
reference to the fair value of the modified shgpéoms, measured at the date of
repricing. If the repricing occurs after the erfdtlee vesting period, the same
process applies. That is to say, there is no ad@mt to previously recognised
amounts, and the entity recognises—either immdgiateover the vesting period,
depending on whether the employees are requiredrtpplete an additional period
of service to become entitled to the repriced sbat®ns—an amount equal to the
fair value of the modified share options, measuatdtie date of repricing.

In the context of measuring the fair valuéhaf equity instruments as a surrogate
measure of the fair value of the services receiadtdr considering the above

points, the Board concluded when it developed Bba2 the incremental value

granted on repricing should be taken into accourgnmmeasuring the services

received, because:

(@) there is an underlying presumption that the falue of the equity
instruments, at grant date, provides a surrogatesuare of the fair value
of the services received. That fair value is basedhe share option’s
original terms and conditions. Therefore, if thésens or conditions are
modified, the modification should be taken into @awt when measuring
the services received.

(b) a share option that will be repriced if the gharice falls is more valuable
than one that will not be repriced. Therefore, byspming at grant date
that the share option will not be repriced, thetgninderestimated the
fair value of that option. The Board concludedtthiaecause it is
impractical to include the possibility of repricing the estimate of fair
value at grant date, the incremental value grantedepricing should be
taken into account as and when the repricing occurs.

Many of the respondents to ED 2 who addrefisedssue of repricing agreed
with the proposed requirements. After considerirgpoadents’ comments, the
Board decided to retain the approach to repricisg psoposed in ED 2,
ie recognise the incremental value granted on ¢y in addition to continuing
to recognise amounts based on the fair value obtigénal grant.

The Board also discussed situations in whegricing might be effected by
cancelling share options and issuing replacemeateshptions. For example,
suppose an entity grants at-the-money share optiithsan estimated fair value
of CU20 each. Suppose the share price falls, abthie share options become
significantly out of the money, and are now worth GédZh. Suppose the entity
is considering repricing, so that the share opt@msagain at the money, which
would result in them being worth, say, CU10 each. €Nbat the share options
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are still worth less than at grant date, becausstthee price is now lower. Other
things being equal, an at-the-money option on apoed share is worth less
than an at-the-money option on a high priced share.

Under ED 2’'s proposed treatment of repricihg, incremental value given on
repricing (CU10 — CU2 = CU8 increment in fair valugr ghare option) would be
accounted for when measuring the services rendegsdlting in the recognition
of additional expense, ie additional to any amoustgnised in the future in
respect of the original share option grant (valae€UZ20). If the entity instead
cancelled the existing share options and then dssubat were, in effect,
replacement share options, but treated the repkaceshare options as a new
share option grant, this could reduce the expessegnised. Although the new
grant would be valued at CU10 rather than incremergtile of CU8, the entity
would not recognise any further expense in respette original share option
grant, valued at CU20. Although some regard suadbsaltras appropriate (and
consistent with their views on repricing, as expldiire paragraph BC227), it is
inconsistent with the Board’s treatment of repricing

By this means, the entity could, in effeefjuce its remuneration expense if the
share price falls, without having to increase thpease if the share price rises
(because no repricing would be necessary in this)cda other words, the entity
could structure a repricing so as to achieve a fofriservice date measurement if
the share price falls and grant date measuremeteifshare price rises, ie an
asymmetrical treatment of share price changes.

When it developed ED 2, the Board concludhed if an entity cancels a share or
share option grant during the vesting period (othan cancellations because of
employees’ failing to satisfy the vesting condigpnit should nevertheless
continue to account for services received, asat 8hare or share option grant
had not been cancelled. Inthe Board's view, Wedsy unlikely that a share or
share option grant would be cancelled without sommpemsation to the
counterparty, either in the form of cash or rephaeet share options. Moreover,
the Board saw no difference between a repricing dareshoptions and a
cancellation of share options followed by the gramtof replacement share
options at a lower exercise price, and thereforeclooled that the accounting
treatment should be the same. If cash is paichercancellation of the share or
share option grant, the Board concluded that tlyenpat should be accounted for
as the repurchase of an equity interest, ie aslactien from equity.

The Board noted that its proposed treatmesaing that an entity would continue
to recognise services received during the remaiafihre original vesting period,
even though the entity might have paid cash comgiemsto the counterparty
upon cancellation of the share or share optiontgrarhe Board discussed an
alternative approach applied in SFAS 123: if antgrséttles unvested shares or
share options in cash, those shares or share eptom treated as having
immediately vested. The entity is required to gggse immediately an expense
for the amount of compensation expense that woulktraise have been
recognised during the remainder of the originaltimgsperiod. Although the
Board would have preferred to adopt this approachpuld have been difficult
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to apply in the context of the proposed accountirgghod in ED 2, given that
there is not a specific amount of unrecognised @msgtion expense—the
amount recognised in the future would have depewdeithe number of units of
service received in the future.

BC235 Many respondents who commented on the treditofecancellations disagreed
with the proposals in ED 2. They commented thatvés inappropriate to
continue recognising an expense after a grant leen lzancelled. Some
suggested other approaches, including the appraggled in SFAS 123. After
considering these comments, and given that thedBload decided to replace the
units of service method with the modified grant deiethod in SFAS 123, the
Board concluded that it should adopt the same agpras applied in SFAS 123
to cancellations and settlements. Under SFAS 128gtdement (including a
cancellation) is regarded as resulting in the imiatedvesting of the equity
instruments. The amount of remuneration expensesuared at grant date but not
yet recognised is recognised immediately at the dasettlement or cancellation.

BC236 In addition to the above issues, duringetiefiberation of the proposals in ED 2
the Board also considered more detailed issuesinglé# modifications and
cancellations. Specifically, the Board considered:

(a) a modification that results in a decrease invialue (ie the fair value of
the modified instrument is less than the fair valol the original
instrument, measured at the date of the modifioatio

(b) a change in the number of equity instrumentsn@gd (increase and
decrease).

(c) a change in services conditions, thereby clmantie length of the vesting
period (increase and decrease).

(d) a change in performance conditions, therebygimg the probability of
vesting (increase and decrease).

(e) a change in the classification of the gramtrfrequity to liabilities.

BC237 The Board concluded that having adopted at glate measurement method, the
requirements for modifications and cancellationsusth ensure that the entity
cannot, by modifying or cancelling the grant of rélsaor share options, avoid
recognising remuneration expense based on the dasatfair values. Therefore,
the Board concluded that, for arrangements thatckssified as equity-settled
arrangements (at least initially), the entity mestognise the grant date fair value
of the equity instruments over the vesting perigdess the employee fails to vest
in those equity instruments under the terms obtiiginal vesting conditions.

BC237A During the deliberations of its proposaldhia exposure draffesting Conditions
and Cancellationpublished in February 2006, the Board considerad failure
to meet a non-vesting condition should be treafédd Board concluded that in
order to be consistent with the grant date measuremethod, failure to meet a
non-vesting condition should have no accountingafivhen neither the entity
nor the counterparty can choose whether that camdis met. The entity should
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continue to recognise the expense, based on timt dade fair value, over the
vesting period unless the employee fails to megisting condition.

BC237B However, the Board concluded that the entifgiture to meet a non-vesting

condition is a cancellation if the entity can ch®oshether that non-vesting
condition is met. Furthermore, the Board noted that non-arbitrary or
unambiguous criteria exist to distinguish betweeateeaision by the counterparty
not to meet a non-vesting condition and a candetidby the entity. The Board
considered establishing a rebuttable presumptiah ahcounterparty’s failure to
meet a non-vesting condition is (or is not) a cHatien, unless it can be
demonstrated that the entity had no (or had sonméuence over the
counterparty’s decision. The Board did not belithet the information about the
entity’s decision making processes that is publakgilable would be sufficient
to determine whether the presumption has been ezbuttherefore, the Board
concluded that a failure to meet a non-vesting tmmdshould be treated as a
cancellation when either the entity or the countéypean choose whether that
non-vesting condition is met.

Share appreciation rights settled in cash

BC238

BC239

BC240

BC241
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Some transactions are ‘share-based’, evergkhthey do not involve the issue of
shares, share options or any other form of eqo#yriment. Share appreciation
rights (SARs) settled in cash are transactions irchwttie amount of cash paid to
the employee (or another party) is based uponnttrease in the share price over
a specified period, usually subject to vesting dthons, such as the employee’s
remaining with the entity during the specified pdrio(Note that the following
discussion focuses on SARs granted to employeesalsat applies to SARs
granted to other parties.)

In terms of accounting concepts, share-bpagthent transactions involving an
outflow of cash (or other assets) are different ftemmsactions in which goods or
services are received as consideration for theis§equity instruments.

In an equity-settled transaction, only omke sif the transaction causes a change
in assets, ie an asset (services) is received buissets are disbursed. The
other side of the transaction increases equitylok#s not cause a change in
assets. Accordingly, not only is it not necesdaryemeasure the transaction
amount upon settlement, it is not appropriate, beeaequity interests are not
remeasured.

In contrast, in a cash-settled transactiath Isides of the transaction cause a
change in assets, ie an asset (services) is relcangan asset (cash) is ultimately
disbursed. Therefore, no matter what value isbaiiteid to the first asset (services
received), eventually it will be necessary to reésgrihe change in assets when
the second asset (cash) is disbursed. Thus, ntermiaw the transaction is
accounted for between the receipt of services amdettlement in cash, it will be
‘trued up’ to equal the amount of cash paid outatoount for both changes in
assets.
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Because cash-settled SARs involve an outflowash (rather than the issue of
equity instruments) cash SARs should be accounteihfaccordance with the
usual accounting for similar liabilities. That smis straightforward, but there are
some questions to consider:

(@) should a liability be recognised before vestidgte, ie before the
employees have fulfiled the conditions to becomecanditionally
entitled to the cash payment?

(b) if so, how should that liability be measured?

(c) how should the expense be presented in the instatement?

Is there a liability before vesting date?

It could be argued that the entity does reteha liability until vesting date,
because the entity does not have a present obligttipay cash to the employees
until the employees fulfil the conditions to becooreonditionally entitled to the
cash; between grant date and vesting date therdyiaontingent liability.

The Board noted that this argument appliesltsorts of employee benefits
settled in cash, not just SARs. For example, ilccte argued that an entity has
no liability for pension payments to employees luthgé employees have met the
specified vesting conditions. This argument wassm®red by IASC in IAS 19
Employee BenefitsThe Basis for Conclusions states:

Paragraph 54 of the new IAS 19 summarises the nétiay and measurement of
liabilities arising from defined benefit plans...Paraph 54 of the new IAS 19 is based
on the definition of, and recognition criteria form liability in IASC's
Framework.. The Board believes that an enterprise has anaildiy under a defined
benefit plan when an employee has rendered serviegurn for the benefits promised
under the plan...The Board believes that an obligagikists even if a benefit is not
vested, in other words if the employee’s rightdoeive the benefit is conditional upon
future employment. For example, consider an eritarphat provides a benefit of 100
to employees who remain in service for two yeafd.the end of the first year, the
employee and the enterprise are not in the samigqgooas at the beginning of the first
year, because the employee will only need to worlohe year, instead of two, before
becoming entitled to the benefit. Although theseipossibility that the benefit may
not vest, that difference is an obligation andthiea Board’s view, should result in the
recognition of a liability at the end of the firgear. The measurement of that
obligation at its present value reflects the entses best estimate of the probability
that the benefit may not vest. (IAS 19, BasisGonclusions, paragraphs 11-14)

Therefore, the Board concluded that, to besistent with IAS 19, which covers

other cash-settled employee benefits, a liabilityudd be recognised in respect of
cash-settled SARs during the vesting period, asicrvare rendered by the
employees. Thus, no matter how the liability is suead, the Board concluded
that it should be accrued over the vesting petiodhe extent that the employees
have performed their side of the arrangement. example, if the terms of the

arrangement require the employees to perform sswwer a three-year period,
the liability would be accrued over that three-ypariod, consistently with the

treatment of other cash-settled employee benefits.
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How should the liability be measured?

A simple approach would be to base the acomdhe entity’s share price at the
end of each reporting period. If the entity’s ghprice increased over the vesting
period, expenses would be larger in later repoppieigods compared with earlier
reporting periods. This is because each repogaripd will include the effects
of (@) an increase in the liability in respect bétemployee services received
during that reporting period and (b) an increasthanliability attributable to the
increase in the entity’s share price during theorépg period, which increases
the amount payable in respect of past employedcssrveceived.

This approach is consistent with SFAS 123 (paph 25) and FASB
Interpretation No. 28ccounting for Stock Appreciation Rights and Otariable
Stock Option or Award Plans

However, this is not a fair value approachkelshare options, the fair value of
SARs includes both their intrinsic value (the inse@n the share price to date)
and their time value (the value of the right totjggpate in future increases in the
share price, if any, that may occur between theatmn date and the settlement
date). An option pricing model can be used to exttnthe fair value of SARs.

Ultimately, however, no matter how the liabilisymeasured during the vesting
period, the liability—and therefore the expense—wi remeasured, when the
SARs are settled, to equal the amount of the caghqua. The amount of cash

paid will be based on the SARSs’ intrinsic value la settlement date. Some
support measuring the SAR liability at intrinsicwalfor this reason, and because
intrinsic value is easier to measure.

The Board concluded that measuring SARs atn&it value would be
inconsistent with the fair value measurement bagied, in most cases, in the
rest of the IFRS. Furthermore, although a faiugaineasurement basis is more
complex to apply, it was likely that many entitisuld be measuring the fair
value of similar instruments regularly, eg new SARsleare option grants, which
would provide much of the information required toneasure the fair value of the
SAR at each reporting date. Moreover, becausenthiasic value measurement
basis does not include time value, it is not argadie measure of either the SAR
liability or the cost of services consumed.

The question of how to measure the liabiityinked with the question how to
present the associated expense in the income siateas explained below.

How should the associated expense be presented
in the income statement?

SARs are economically similar to share optiortéence some argue that the
accounting treatment of SARs should be the samehadréatment of share
options, as discussed earlier (paragraph BC113). weMer, as noted in

paragraphs BC240 and BC241, in an equity-settledisaction there is one
change in net assets (the goods or services reQeiveereas in a cash-settled
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transaction there are two changes in net assetgdthits or services received and
the cash or other assets paid out). To differentieetween the effects of each
change in net assets in a cash-settled transattierexpense could be separated
into two components:

. an amount based on the fair value of the SARsaattglate, recognised
over the vesting period, in a manner similar tooacting for equity-
settled share-based payment transactions, and

. changes in estimate between grant date and setitecate, ie all
changes required to remeasure the transaction dntouequal the
amount paid out on settlement date.

In developing ED 2, the Board concluded timéibrmation about these two
components would be helpful to users of financialeshents. For example, users
of financial statements regard the effects of resaugag the liability as having
little predictive value. Therefore, the Board coed that there should be
separate disclosure, either on the face of theniecstatement or in the notes, of
that portion of the expense recognised during esatounting period that is
attributable to changes in the estimated fair valfi¢ghe liability between grant
date and settlement date.

However, some respondents to ED 2 disagreed tivithproposed disclosure,
arguing that it was burdensome and inappropriatedaire the entity to account
for the transaction as a cash-settled transactiwh @so calculate, for the
purposes of the disclosure, what the transactionuatnwould have been if the
arrangement was an equity-settled transaction.

The Board considered these comments andnatsdl that its decision to adopt
the SFAS 123 modified grant date method will makaadre complex for entities
to determine the amount to disclose, because itheilhecessary to distinguish
between the effects of forfeitures and the effedt§ao value changes when
calculating the amount to disclose. The Boardefmee concluded that the
disclosure should not be retained as a mandatqujreament, but instead should
be given as an example of an additional disclosuae entities should consider
providing. For example, entities with a significaatmount of cash-settled
arrangements that experience significant share pradatility will probably find
that the disclosure is helpful to users of theiaficial statements.

Share-based payment transactions with cash
alternatives

BC256

Under some employee share-based payment amangs the employees can
choose to receive cash instead of shares or sptioms, or instead of exercising
share options. There are many possible variatohshare-based payment
arrangements under which a cash alternative mayalk pFor example, the
employees may have more than one opportunity tot éte receive the cash
alternative, eg the employees may be able to etececeive cash instead of
shares or share options on vesting date, or eteaedeive cash instead of
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exercising the share options. The terms of thangement may provide the
entity with a choice of settlement, ie whether to theycash alternative instead of
issuing shares or share options on vesting datestead of issuing shares upon
the exercise of the share options. The amounhefcash alternative may be
fixed or variable and, if variable, may be deterafile in a manner that is related,
or unrelated, to the price of the entity’s shares.

The IFRS contains different accounting meshfod cash-settled and equity-settled
share-based payment transactions. Hence, if thiy entthe employee has the
choice of settlement, it is necessary to deternviéch accounting method

should be applied. The Board considered situatiwhen the terms of the

arrangement provide (a) the employee with a chofceettlement and (b) the

entity with a choice of settlement.

The terms of the arrangement provide the
employee with a choice of settlement

Share-based payment transactions without alsinatives do not give rise to
liabilities under thé=ramework because the entity is not required to transfeh ca
or other assets to the other party. However, thimisso if the contract between
the entity and the employee gives the employeectimractual right to demand
the cash alternative. In this situation, the gritds an obligation to transfer cash
to the employee and hence a liability exists. Wenmore, because the employee
has the right to demand settlement in equity imk@acash, the employee also
has a conditional right to equity instruments. Hgran grant date the employee
was granted rights to a compound financial instrumiena financial instrument
that includes both debt and equity components.

It is common for the alternatives to be strred so that the fair value of the cash
alternative is always the same as the fair valub®®quity alternative, eg where
the employee has a choice between share optionSARd. However, if this is
not so, then the fair value of the compound finahaistrument will usually
exceed both the individual fair value of the cadtermative (because of the
possibility that the shares or share options maynbee valuable than the cash
alternative) and that of the shares or optionsgbse of the possibility that the
cash alternative may be more valuable than theestaroptions).

Under IAS 32, a financial instrument that ixcamted for as a compound
instrument is separated into its debt and equitymments, by allocating the
proceeds received for the issue of a compounduimegnt to its debt and equity
components. This entails determining the fair gadd the liability component
and then assigning the remainder of the proceedsiver to the equity
component. This is possible if those proceedsask or non-cash consideration
whose fair value can be reliably measured. If thatot the case, it will be
necessary to estimate the fair value of the comganstrument itself.

The Board concluded that the compound ingnirehould be measured by first
valuing the liability component (the cash alterma}iand then valuing the equity
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component (the equity instrument)—with that valuatteking into account that
the employee must forfeit the cash alternativeet®ive the equity instrument—
and adding the two component values together. Thisonsistent with the
approach adopted in IAS 32, whereby the liability poment is measured first
and the residual is allocated to equity. If th& faalue of each settlement
alternative is always the same, then the fair valudae equity component of the
compound instrument will be zero and hence the Value of the compound
instrument will be the same as the fair value oflidiality component.

The Board concluded that the entity shoulshestely account for the services
rendered in respect of each component of the conpéinancial instrument, to

ensure consistency with the IFRS’s requirementedpiity-settled and cash-settled
share-based payment transactions. Hence, for the abenponent, the entity

should recognise the services received, and ditiatm pay for those services, as
the employees render services, in the same masnethar cash-settled share-
based payment transactions (eg SARs). For theyegaihponent (if any), the

entity should recognise the services received, amdhcrease in equity, as the
employees render services, in the same way as ethety-settled share-based
payment transactions.

The Board concluded that the liability sholbddremeasured to its fair value as at
the date of settlement, before accounting for gtdesnent of the liability. This
ensures that, if the entity settles the liability ibsuing equity instruments, the
resulting increase in equity is measured at the Value of the consideration
received for the equity instruments issued, behw fair value of the liability
settled.

The Board also concluded that, if the erflys cash rather than issuing equity
instruments on settlement, any contributions toitgqoreviously recognised in
respect of the equity component should remain initeq By electing to receive
cash rather than equity instruments, the emplogseshrrendered his/her rights to
receive equity instruments. That event does natea@ change in net assets and
hence there is no change in total equity. Thisdasistent with the Board's
conclusions on other lapses of equity instrumesgs paragraphs BC218-BC221).

The terms of the arrangement provide the entity
with a choice of settlement

For share-based payment transactions in wtiiehterms of the arrangement
provide the entity with a choice of whether to Iseih cash or by issuing equity
instruments, the entity would need first to deteenivhether it has an obligation to
settle in cash and therefore does not, in effeatyeha choice of settlement.
Although the contract might specify that the entian choose whether to settle in
cash or by issuing equity instruments, the Boarttlemled that the entity will have
an obligation to settle in cash if the choice oftlsment in equity has no
commercial substance (eg because the entity idlyegahibited from issuing

shares), or if the entity has a past practice stated policy of settling in cash, or
generally settles in cash whenever the counterpasis for cash settlement.
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The entity will also have an obligation to settle ¢ash if the shares issued
(including shares issued upon the exercise of ghatiens) are redeemable, either
mandatorily (eg upon cessation of employment) ¢én@tounterparty’s option.

During its redeliberations of the proposasED 2, the Board noted that the
classification as liabilities or equity of arrangamts in which the entity appears to
have the choice of settlement differs from the sifesition under IAS 32, which
requires such an arrangement to be classifiedreithelly as a liability (if the
contract is a derivative contract) or as a compduasttument (if the contract is a
non-derivative contract). However, consistentlyhwits conclusions on the other
differences between IFRS 2 and IAS 32 (see parhg@@106—-BC110), the Board
decided to retain this difference, pending the auie of its longer-term Concepts
project, which includes reviewing the definitiorfdiabilities and equity.

Even if the entity is not obliged to settiecash until it chooses to do so, at the
time it makes that election a liability will ariserfthe amount of the cash
payment. This raises the question how to accourthfodebit side of the entry.
It could be argued that any difference between K& amount of the cash
payment and (b) the total expense recognised fuices received and consumed
up to the date of settlement (which would be basethergrant date value of the
equity settlement alternative) should be recogniasdan adjustment to the
employee remuneration expense. However, given ttetcash payment is to
settle an equity interest, the Board concluded thas consistent with the
Frameworkto treat the cash payment as the repurchase edjaity interest, ie as
a deduction from equity. In this case, no adjustnte remuneration expense is
required on settlement.

However, the Board concluded that an additierpénse should be recognised if
the entity chooses the settlement alternative with liigher fair value because,
given that the entity has voluntarily paid morerthianeeded to, presumably it
expects to receive (or has already received) anfditi services from the
employees in return for the additional value given.

Share-based payment transactions among group
entities (2009 amendments)

BC268A This section summarises the Board’s conataers when finalising its proposals

contained in the exposure dra@roup Cash-settled Share-based Payment
Transactionspublished in December 2007. Until the Board amerd&&S 2 in
2009, IFRIC 11 provided guidance on how an entigt tteceived the goods or
services from its suppliers should account for sepecific group equity-settled
share-based payment transactions in its separatendividual financial
statements. Therefore, the amendments issued ie 2AQD9 incorporated
substantially the same consensus contained in IARIT he relevant matters the

Paragraphs BC268A-BC2680 are added as a consegoéramendments to IFRS Group Cash-
settled Share-based Payment Transactiessed in June 2009.
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IFRIC considered when reaching the consensus ceadtain IFRIC 11, as
approved by the Board, are also carried forwartiiggection.

The exposure draft published in December 2fifessed two arrangements in
which the parent (not the entity itself) has angddiion to make the required cash
payments to the suppliers of the entity:

(@) Arrangement 1 — the supplier of the entity welteive cash payments that
are linked to the price of the equity instrumerftthe entity.

(b) Arrangement 2 — the supplier of the entity wéiteive cash payments that
are linked to the price of the equity instrumerftthe parent of the entity.

The Board noted that like those group eegétyled share-based payment
transactions originally addressed in IFRIC 11,tthe arrangements described in
paragraph BC268B did not meet the definition oh@itan equity-settled or a

cash-settled share-based payment transaction. ®hedBonsidered whether a
different conclusion should be reached for suckrgyements merely because
they are cash-settled rather than equity-settleatag?aphs BC22A-BC22F

explain the Board’'s considerations in finalisinge tamendments to clarify the

scope of IFRS 2. The section below summarises therdB® considerations in

finalising the amendments relating to the measunémiesuch transactions.

The Board noted that the arrangements destim paragraph BC268B are

(a) for the purpose of providing benefits to theptayees of the subsidiary in
return for employee services, and

(b) share-based and cash-settled.

In addition, the Board noted that the guidancearagraph 3 (now superseded by
paragraph 3A) already stated that when a sharehdideisferred equity
instruments of the entity (or another group entity)e transaction would be
within the scope of IFRS 2 for the entity receivthg goods or services.

For these reasons, in the exposure draftshel in December 2007 the Board
proposed to amend IFRS 2 and IFRIC 11 to requieg, tim the separate or
individual financial statements of the entity redeg the goods or services, the
entity should measure the employee services inrdaoce with the requirements
applicable to cash-settled share-based paymerdaitians on the basis of the
fair value of the corresponding liability incurrég the parent. Specifically, until

the liability incurred by the parent is settlede thntity should recognise any
changes in the fair value of the liability in ptofir loss and changes in the
entity’s equity as adjustments to contributionsrirthe parent.

Because group cash-settled share-based payraesactions did not meet the
definition of either an equity-settled or a casttled share-based payment
transaction, some respondents did not object tcungey them as cash-settled on
the basis that the accounting reflects the fornthef payment received by the
entity’s suppliers. However, many respondents questiothe basis for the
conclusions reached, citing reasons that included:
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(@) the lack of a ‘push-down’ accounting conceptunrent IFRSs that would
require the parent’'s costs incurred on behalf & fubsidiary to be
attributed to the subsidiary,

(b) conflicts with the Framework and with other IFRSs that prohibit
remeasurement of equity, and

(c) conflicts with the rationale in the Basis forr@tusions on IFRS 2 related
to the remeasurement of cash-settled share-basgdeps transactions
when the entity itself has no obligation to its digyg.

BC268G The Board agreed with respondents thatritiey eeceiving goods or services has

no obligation to distribute assets and that theemt&s settlement is an equity
contribution to the entity. The Board noted thagarelless of how such group
transactions are structured or accounted for inrst#fp@rate or individual financial
statements of the group entities, the accountingsorement in the consolidated
financial statements of the group will be the safee Board also noted that the
share-based payment expense measured on gramesiaits in the same fair value
for both the entity receiving goods or services tredentity settling the transaction,
regardless of whether it is measured as equitledait as cash-settled.

BC268H To address the comments received from relpus, the Board reviewed two

BC268I

BC268J

issues to determine the appropriate subsequentune@asnt in the separate or
individual financial statements of the entity reeg the goods or services. The
first issue was whether the entity should recogmnisési separate or individual
financial statements:

(a) Approach 1 — an expense of the same amount &seirconsolidated
financial statements, or

(b) Approach 2 — an expense measured by classif@¢ransaction as equity-
settled or cash-settled evaluated from its ownpets/e, which may not
always be the same as the amount recognised loptiselidated group.

The Board noted that IFRSs have no broadégsidance to address push-down
accounting or the accounting in separate or indizidinancial statements for the
allocation of costs among group entities. When esking defined benefit plans
that share risks between entities under common @on#S 19 requires an
expense to be recognised by the subsidiary on #sés bof the cash amount
charged by the group plan. When there are no repaym@rrangements, in the
separate or individual financial statements, tHesgliary should recognise a cost
equal to its contribution payable for the periodhisT is consistent with
Approach 2 described in paragraph BC268H.

The Board therefore decided to adopt Appr@adiowever, the approach adopted
in IFRS 2 is different from that in IAS 19 in thdtet entity receiving goods or
services in a share-based payment transactionnisesgan expense even when it
has no obligation to pay cash or other assets. Boerd concluded that this
approach is consistent with the expense attribydgrortiples underlying IFRS 2.

BC268K The Board noted that Approach 2 is consistgith the rationale that the
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information provided by general purpose financigbarting should ‘reflect the
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perspective of the entity rather than the perspedf the entity’s equity investors
...." because the reporting entity is deemed to lsaNsstance of its own, separate
from that of its owners. Approach 1 reflects the pecsive of the entity’s owners
(the group) rather than the rights and obligatiofthe entity itself.

BC268L The Board also noted that the consensushee€adn IFRIC 11 reflected
Approach 1 described in paragraph BC268H for someasites and Approach 2
for others. The Board concluded that this was umdels and decided that there
should be a single approach to measurement thativequly in all situations.

BC268M The second issue the Board considered watifideg the criteria for classifying
group share-based payment transactions as eqtiigeser cash-settled. How a
transaction is classified determines the subsequeasurement in the separate or
individual financial statements of both the entiégeiving the goods or services
and the entity settling the transaction, if differeThe Board reviewed the two
classification criteria set out in the consensu$-RIC 11 for group equity-settled
transactions:

(@) based on the nature of the award given to thplemes—therefore,
classified asequity-settledif the entity’'s own equity instruments are
given, regardless of which entity grants or setiiestherwise classified
ascash-settleetven when the entity receiving the goods or sesvizs no
obligation.

(b) based on the entity’'s own rights and obligatietfizerefore, classified as
cash-settledif the entity has an obligation to settle, regesdl of the
nature of the consideration; otherwise classifiedcsty-settled

BC268N The Board noted that, on its own, eithetheftwo criteria described above would
not consistently reflect the entity’'s perspectiveew assessing the appropriate
classification for transactions described in paapbr BC268B. The Board
concluded that the entity should consider bottegatin IFRIC 11, ieequity-settled
when suppliers are given the entity’'s own equitstrumments or when the entity
receiving the goods or services has no obligatiosettle andcash-settledn all
other circumstances. The Board also noted that e entity receiving goods or
services has no obligation to deliver cash or oéissets to its suppliers, accounting
for the transaction as cash-settled in its separatadividual financial statements is
not appropriate. The equity-settled basis is moresistent with the principles and
rationales in both IFRS 2 and IFRIC 11. Thereftite,Board decided that the entity
receiving the goods or services should classifi lobthe group cash-settled share-
based payment transactions described in paragré@b®B asequity-settledn its
separate or individual financial statements.

BC2680 This conclusion is the main change to tlapgsals in the exposure draft. The
Board concluded that the broader principles it t®esd during its
redeliberations addressed the three main concetpessed by respondents
described in paragraph BC268F. Those principlesyappall group share-based
payment transactions, whether they are cash-settlequity-settled. The Board’s
conclusions do not result in any changes to thelapde in IFRIC 11 that
addressed similar group equity-settled share-basgthent transactions. Other
than the change described above, the Board reaffirthe proposals in the
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exposure draft. Therefore, the Board concluded ithags not necessary to re-
expose the amendments before finalising them.

Transfers of employees between group entities
(paragraphs B58-B61)

BC268P When it developed the consensus in IFRIGHEL]FRIC noted that some share-

based payment arrangements involve a parent gganghts to the employees of
more than one subsidiary with a vesting conditicat tequires the employees to
work for the group for a particular period. Sometiman employee of one
subsidiary transfers employment to another subisidiaring the vesting period,
without the employee’s rights under the original reksased payment
arrangements being affected.

BC268Q The IFRIC noted that the terms of the oabshare-based payment arrangement

require the employees to work for the group, rathen for a particular group
entity. Thus, the IFRIC concluded that the chanfgengployment should not result
in a new grant of equity instruments in the finahstatements of the subsidiary to
which the employees transferred employment. Thesididny to which the
employee transfers employment should measure thevdtue of the services
received from the employee by reference to theviire of the equity instruments
at the date those equity instruments were origirgithnted to the employee by the
parent. For the same reason, the IFRIC concludsdhie transfer itself should not
be treated as an employee’s failure to satisfyséing condition. Thus, the transfer
should not trigger any reversal of the charge presly recognised in respect of the
services received from the employee in the sepavaténdividual financial
statements of the subsidiary from which the empldsaesfers employment.

BC268R The IFRIC noted that paragraph 19 of theSIFBguires the cumulative amount

recognised for goods or services as consideratonttfe equity instruments
granted to be based on the number of equity ingntsnthat eventually vest.
Accordingly, on a cumulative basis, no amount isogeised for goods or
services if the equity instruments do not vest heeaof failure to satisfy a
vesting condition other than a market condition dadined in Appendix A.
Applying the principles in paragraph 19, the IFRI@Gncluded that when the
employee fails to satisfy a vesting condition ottiean a market condition, the
services from that employee recognised in the firdrstatements of each group
entity during the vesting period should be reversed

BC268S When finalising the 2009 amendments to IER& group share-based payment

72

transactions, the Board concluded that the guidant€RIC 11 should apply to
all group share-based payment transactions cledsds equity-settled in the
entity’'s separate or individual financial statensenin accordance with
paragraphs 43A-43C.
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Overall conclusions on accounting for employee shar e
options

BC269

BC270

BC271

BC272

BC273

BC274

The Board first considered all major issuekting to the recognition and
measurement of share-based payment transactiodsreached conclusions on
those issues. It then drew some overall conclssioarticularly on the treatment of
employee share options, which is one of the mostroeersial aspects of the
project. In arriving at those conclusions, the lla@nsidered the following issues:

. convergence with US GAAP

. recognition versus disclosure of expenses arigmg employee share-
based payment transactions

. reliability of measurement of the fair value afigloyee share options.

Convergence with US GAAP

Some respondents to the Discussion Paper Rrzi Eged the Board to develop
an IFRS that was based on existing requirementsrud8egenerally accepted
accounting principles (US GAAP).

More specifically, respondents urged the Bdardevelop a standard based on
SFAS 123. However, given that convergence of accognstandards was
commonly given as a reason for this suggestionBttead considered US GAAP
overall, not just one aspect of it. The main pumements of US GAAP on
share-based payment are Accounting Principles Bdapinion No. 25
Accounting for Stock Issued to Employessl SFAS 123.

APB 25

APB 25 was issued in 1972. It deals with engdashare plans only, and draws a
distinction between non-performance-related (fixgddns and performance-
related and other variable plans.

For fixed plans, an expense is measured tahsit value (ie the difference

between the share price and the exercise pricahyif at grant date. Typically,

this results in no expense being recognised foedfiplans, because most
share options granted under fixed plans are gramtedhe money. For

performance-related and other variable plans, aerese is measured at intrinsic
value at the measurement date. The measuremenisdaten both the number
of shares or share options that the employee ideghto receive and the exercise
price are fixed. Because this measurement ddikely to be much later than

grant date, any expense is subject to uncertainty, & the share price is

increasing, the expense for performance-relatedspl@ould be larger than for
fixed plans.

In SFAS 123, the FASB noted that APB 25 isaiséid for producing anomalous
results and for lacking any underlying conceptudionale. For example, the
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requirements of APB 25 typically result in the recitign of an expense for
performance-related share options but usually neeese is recognised for fixed
share options. This result is anomalous becawuee fshare options are usually
more valuable at grant date than performance-celgl@re options. Moreover,
the omission of an expense for fixed share optiomsirs the quality of financial
statements:

The resulting financial statements are less credibbn they could be, and the
financial statements of entities that use fixed leyge share options extensively are
not comparable to those of entities that do notersignificant use of fixed options.

(SFAS 123, paragraph 56)

The Discussion Paper, in its discussion of US GA#®ed that the different
accounting treatments for fixed and performancateel plans also had the
perverse effect of discouraging entities from egttup performance-related
employee share plans.

SFAS 123

SFAS 123 was issued in 1995. It requires m@tog of share-based payment
transactions with parties other than employees, dbasethe fair value of the
shares or share options issued or the fair valubeofjoods or services received,
whichever is more reliably measurable. Entities @s® encouraged, but not
required, to apply the fair value accounting metim&FAS 123 to share-based
payment transactions with employees. Generally spgaBFAS 123 draws no
distinction between fixed and performance-relateshgl

If an entity applies the accounting methodARB 25 rather than that in
SFAS 123, SFAS 123 requires disclosures of pro éomet income and
earnings per share in the annual financial stat¢ésness if the standard had
been applied. Recently, a significant number ofom&S companies have
voluntarily adopted the fair value accounting methim SFAS 123 for

transactions with employees.

The FASB regards SFAS 123 as superior to APBa2&,would have preferred
recognition based on the fair value of employedongtto be mandatory, not
optional. SFAS 123 makes it clear that the FASB dkgtito permit the

disclosure-based alternative for political reasan#t, because it thought that it
was the best accounting solution:

...the Board...continues to believe that disclosur@ds an adequate substitute for
recognition of assets, liabilities, equity, revenuand expenses in financial
statements...The Board chose a disclosure-basedaosolior stock-based employee
compensation to bring closure to the divisive deba this issue—not because it
believes that solution is the best way to imprawaricial accounting and reporting.
(SFAS 123, paragraphs 61 and 62)

Under US GAAP, the accounting treatment of shasedh payment transactions
differs, depending on whether the other party totthesaction is an employee or
non-employee, and whether the entity chooses toyepiphAS 123 or APB 25 to

transactions with employees. Having a choice obanting methods is generally
regarded as undesirable. Indeed, the Board rgagenbted much time and effort
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to developing improvements to existing internatlostandards, one of the
objectives of which is to eliminate choices of aatiing methods.

Research in the US demonstrates that choosiegaccounting method over the
other has a significant impact on the reported iegesnof US entities. For
example, research by Bear Stearns and Credit SkirsgseBoston on the S&P 500
shows that, had the fair value measurement meth8&AS 123 been applied for
the purposes of recognising an expense for emplsigxk-based compensation,
the earnings of the S&P 500 companies would have bigmificantly lower, and
that the effect is growing. The effect on repomednings is substantial in some
sectors, where companies make heavy use of shaom&pt

The Canadian Accounting Standards Board (Ac&&ntly completed its project
on share-based payment. In accordance with the Acf@icy of harmonising
Canadian standards with those in the US, the AcSRillgiproposed a standard
that was based on US GAAP, including APB 25. After aterang respondents’
comments, the AcSB decided to delete the guidar@erdfrom APB 25. The
AcSB reached this decision for various reasonsudicg that, in its view, the
intrinsic value method is flawed. Also, incorporatiime requirements of APB 25
into an accounting standard would result in prepgawdr financial statements
incurring substantial costs for which users of fitiahstatements would derive
no benefit—entities would spend a great deal of &me effort on understanding
the rules and then redesigning option plans, usubil deleting existing
performance conditions, to avoid recognising areesp in respect of such plans,
thereby producing no improvement in the accounfiimghare option plans.

The Canadian standard was initially consistégtit SFAS 123. That included
permitting a choice between fair value-based ac@ogrfior employee stock-
based compensation expense in the income statemeértisclosure of pro forma
amounts in the notes to both interim and annuanfiml statements. However,
the AcSB recently amended its standard to remove dheice between
recognition and disclosure, and therefore expemsegnition is mandatory for
financial periods beginning on or after 1 Janudl§£

Because APB 25 contains serious flaws, thedBoamcluded that basing an IFRS
on it is unlikely to represent much, if any, impeovent in financial reporting.
Moreover, the perverse effects of APB 25, partidylain discouraging
performance-related share option plans, may causmoeic distortions.
Accounting standards are intended to be neutral, taogive favourable or
unfavourable accounting treatments to particulangactions to encourage or
discourage entities from entering into those tratisas. APB 25 fails to achieve
that objective. Performance-related employee splams are common in Europe
(performance conditions are often required by lawg i other parts of the world
outside the US, and investors are calling for greatee of performance
conditions. Therefore, the Board concluded thdtoducing an accounting
standard based on APB 25 would be inconsistent vétbkjective of developing
high quality accounting standards.

That leaves SFAS 123. Comments from the FASEe SFAS 123 Basis for
Conclusions, and from the Canadian AcSB when it dpesl a standard based
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on SFAS 123, indicate that both standard-settgyardeit as inadequate, because
it permits a choice between recognition and diselsyThis issue is discussed
further below.) The FASB added to its agenda in M&@63 a project to review
US accounting requirements on share-based paymaitiding removing the
disclosure alternative in SFAS 123, so that expeesegnition is mandatory.
The Chairman of the FASB commented:

Recent events have served as a reminder to allsothat clear, credible and
comparable financial information is essential te trealth and vitality of our capital
market system. In the wake of the market meltdewnth corporate reporting scandals,
the FASB has received numerous requests from ishaiiand institutional investors,
financial analysts and many others urging the Baéarhandate the expensing of the
compensation cost relating to employee stock ogtiowhile a number of major
companies have voluntarily opted to reflect thesstscas an expense in reporting their
earnings, other companies continue to show thesés do the footnotes to their
financial statements. In addition, a move to regj@n expense treatment would be
consistent with the FASB’s commitment to work todvaonvergence between U.S.
and international accounting standards. In takely of these factors into
consideration, the Board concluded that it wascalithat it now revisit this important
subject. (FASB News Release, 12 March 2003)

During the Board'’s redeliberations of the saids in ED 2, the Board worked
with the FASB to achieve convergence of internatiaral US standards, to the
extent possible, bearing in mind that the FASB wasratearlier stage in its
project—the FASB was developing an Exposure Draft @sise SFAS 123
whereas the IASB was finalising its IFRS. The Boasdatuded that, although
convergence is an important objective, it would betappropriate to delay the
issue of the IFRS, because of the pressing need &iandard on share-based
payment, as explained in paragraphs BC2-BC5. ineaent, at the time the
IASB concluded its deliberations, a substantial amai convergence had been
achieved. For example, the FASB agreed with the 1A%8 all share-based
payment transactions should be recognised in ttenéial statements, measured
on a fair value measurement basis, including tretias in which share options
are granted to employees. Hence, the FASB agreeththdisclosure alternative
in SFAS 123 should be eliminated.

The IASB and FASB also agreed that, once batirds have issued final
standards on share-based payment, the two boardsomsider undertaking a
convergence project, with the objective of elimingtiany remaining areas of
divergence between international and US standardsisiopic.

Recognition versus disclosure

A basic accounting concept is that disclosirénancial information is not an
adequate substitute for recognition in the finansiatements. For example, the
Frameworkstates:

Items that meet the recognition criteria shouldréd@ognised in the balance sheet or
income statement. The failure to recognise sw@hstis not rectified by disclosure of
the accounting policies used nor by notes or exttay material. (paragraph 82)
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A key aspect of the recognition criteria iattthe item can be measured with
reliability. This issue is discussed further belowviherefore, this discussion
focuses on the ‘recognition versus disclosure’ @ssa principle, not on
measurement reliability. Once it has been detemhithat an item meets the
criteria for recognition in the financial statenmgnfailing to recognise it is
inconsistent with the basic concept that disclossireot an adequate substitute
for recognition.

Some disagree with this concept, arguing ithetakes no difference whether
information is recognised in the financial statetseor disclosed in the notes.
Either way, users of financial statements have fttierination they require to
make economic decisions. Hence, they believe tbi disclosure of expenses
arising from particular employee share-based payntemsactions (ie those
involving awards of share options to employeeshaiathan recognition in the
income statement, is acceptable.

The Board did not accept this argument. Bbard noted that if note disclosure
is acceptable, because it makes no difference wh#theexpense is recognised
or disclosed, then recognition in the financiatestaents must also be acceptable
for the same reason. If recognition is acceptadtel recognition rather than
mere disclosure accords with the accounting priesiphpplied to all other
expense items, it is not acceptable to leave on&plar expense item out of the
income statement.

The Board also noted that there is signifieuidence that there is a difference
between recognition and disclosure. First, academsearch indicates that
whether information is recognised or merely disalbsdfects market prices
(eg Barth, Clinch and Shibano, 2003f. information is disclosed only in the
notes, users of financial statements have to expiemel and effort to become
sufficiently expert in accounting to know (a) thtaere are items that are not
recognised in the financial statements, (b) thatehs information about those
items in the notes, and (c) how to assess the distdosures. Because gaining
that expertise comes at a cost, and not all uskffinancial statements will
become accounting experts, information that is igatisclosed may not be fully
reflected in share prices.

Second, both preparers and users of finasizEitdments appear to agree that there
is an important difference between recognition disglosure. Users of financial
statements have strongly expressed the view thafoaihs of share-based
payment, including employee share options, shoaldebognised in the financial
statements, resulting in the recognition of an espewvhen the goods or services
received are consumed, and that note disclosure éoinadequate. Their views
have been expressed by various means, including:

(a) users’ responses to the Discussion Paper argl ED

*

M E Barth, G Clinch and T Shibano. 2003. Markéfects of Recognition and Disclosur@ournal of

Accounting Researchl(4): 581-609.
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(b) the 2001 survey by the Association for Investmblanagement and
Research of analysts and fund managers—83 per oénsurvey
respondents said the accounting method for alleshased payment
transactions should require recognition of an egpein the income
statement.

(c) public comments by users of financial statemestich as those reported
in the press or made at recent US Senate hearings.

Preparers of financial statements also seejar difference between recognition
and disclosure. For example, some preparers whmomegd to the Discussion
Paper and ED 2 were concerned that unless expermgniton is required in all
countries, entities that are required to recograseexpense would be at a
competitive disadvantage compared with entities #rat permitted a choice
between recognition and disclosure. Comments suiclthese indicate that
preparers of financial statements regard expensmgnition as having
consequences that are different from those of alisice.

Reliability of measurement

One reason commonly given by those who oppaseetognition of an expense
arising from transactions involving grants of shaptions to employees is that it
is not possible to measure those transactiondhglia

The Board discussed these concerns aboabiiiyi, after first putting the issue
into context. For example, the Board noted thatrwéstimating the fair value of
share options, the objective is to measure thawédue at the measurement date,
not the value of the underlying share at some éutlate. Some regard the fair
value estimate as inherently uncertain becauses itnot known, at the
measurement date, what the final outcome will behae much the gain on
exercise (if any) will be. However, the valuation slo®t attempt to estimate the
future gain, only the amount that the other partyildgay to obtain the right to
participate in any future gains. Therefore, everthe share option expires
worthless or the employee makes a large gain ortiegethis does not mean that
the grant date estimate of the fair value of thmiilom was unreliable or wrong.

The Board also noted that accounting oftarolies making estimates, and
therefore reporting an estimated fair value is olgiectionable merely because
that amount represents an estimate rather thae@sprmeasure. Examples of
other estimates made in accounting, which may haweaterial effect on the
income statement and the balance sheet, includeatss of the collectability of
doubtful debts, estimates of the useful life okfixassets and the pattern of their
consumption, and estimates of employee pensioititias.

However, some argue that including in the fir@rstatements an estimate of the
fair value of employee share options is differeonf including other estimates,
because there is no subsequent correction of tireats. Other estimates, such
as employee pension costs, will ultimately be reVigeequal the amount of the
cash paid out. In contrast, because equity igemtasured, if the estimated fair
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value of employee share options is recognisedetl®eno remeasurement of the
fair value estimate—unless exercise date measutenenused—so any
estimation error is permanently embedded in thenfiial statements.

The FASB considered and rejected this argummedéveloping SFAS 123. For
example, for employee pension costs, the total isosever completely trued up
unless the scheme is terminated, the amount atdbio any particular year is
never trued up, and it can take decades beforartiwmints relating to particular
employees are trued up. In the meantime, useffinafcial statements have
made economic decisions based on the estimatesl cost

Moreover, the Board noted that if no expgmsean expense based on intrinsic
value only, which is typically zero) is recognisedrespect of employee share
options, that also means that there is an errarigh@rmanently embedded in the
financial statements. Reporting zero (or an amdaased on intrinsic value, if
any) is never trued up.

The Board also considered the meaning cdbidiy. Arguments about whether
estimates of the fair value of employee share aptiare sufficiently reliable
focus on one aspect of reliability only—whether #is¢imate is free from material
error. TheFramework in common with the conceptual frameworks of other
accounting standard-setters, makes it clear thathan important aspect of
reliability is whether the information can be depetdipon by users of financial
statements to represent faithfully what it purpddsrepresent. Therefore, in
assessing whether a particular accounting methodupss reliable financial
information, it is necessary to consider whethert thaformation is
representationally faithful. This is one way in whiceliability is linked to
another important qualitative characteristic ogfigial information, relevance.

For example, in the context of share-basegmpat, some commentators
advocate measuring employee share options at sidrivalue rather than fair
value, because intrinsic value is regarded as ahnmore reliable measure.
Whether intrinsic value is a more reliable meassi@oubtful—it is certainly less

subject to estimation error, but is unlikely to berepresentationally faithful

measure of remuneration. Nor is intrinsic valueelevant measure, especially
when measured at grant date. Many employee shaienspare issued at the
money, so have no intrinsic value at grant dateshé&re option with no intrinsic

value consists entirely of time value. If a shapion is measured at intrinsic
value at grant date, zero value is attributed ® ghare option. Therefore, by
ignoring time value, the amount attributed to ttmare option is 100 per cent
understated.

Another qualitative characteristic is compditgh Some argue that, given the
uncertainties relating to estimating the fair vabieemployee share options, it is
better for all entities to report zero, becauss thill make financial statements
more comparable. They argue that if, for examfile,two entities the ‘true’
amount of expense relating to employee share aptisn CU500,000, and
estimation uncertainties cause one entity to re@ai50,000 and the other to
report CU550,000, the two entities’ financial stataetee would be more
comparable if both reported zero, rather than tll@éssrgent figures.
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However, it is unlikely that any two entities Iwilave the same amount of
employee share-based remuneration expense. Regegrby Bear Stearns and
Credit Suisse First Boston) indicates that the egpevaries widely from industry
to industry, from entity to entity, and from year year. Reporting zero rather
than an estimated amount is likely to make thenfii@ statements much less
comparable, not more comparable. For examplehéf éstimated employee
share-based remuneration expense of Company A, Gonipand Company C
is CU10,000, CU100,000 and CU1,000,000 respectivelyorting zero for all

three companies will not make their financial staate comparable.

In the context of the foregoing discussionadifability, the Board addressed the
guestion whether transactions involving share optigranted to employees can
be measured with sufficient reliability for the page of recognition in the

financial statements. The Board noted that maspaedents to the Discussion
Paper asserted that this is not possible. Theyeatigat option pricing models
cannot be applied to employee share options, beaafuthe differences between
employee options and traded options.

The Board considered these differences, with dssistance of the project’s
Advisory Group and other experts, and has reachediuiians on how to take
account of these differences when estimating theviaue of employee share
options, as explained in paragraphs BC145-BC189loing so, the Board noted
that the objective is to measure the fair valu¢hefshare options, ie an estimate
of what the price of those equity instruments wolwdsdéhbeen on grant date in an
arm’s length transaction between knowledgeable, gilparties. The valuation
methodology applied should therefore be consistétht valuation methodologies
that market participants would use for pricing sanifinancial instruments, and
should incorporate all factors and assumptions #raiwledgeable, willing
market participants would consider in setting tHeegr

Hence, factors that a knowledgeable, willing kafarparticipant would not
consider in setting the price of an option arere@#vant when estimating the fair
value of shares, share options or other equityunstnts granted. For example,
for share options granted to employees, factorsatfiect the value of the option
from the individual employee’s perspective only aot relevant to estimating the
price that would be set by a knowledgeable, willingkat participant. Many
respondents’ comments about measurement religbiiityd the differences
between employee share options and traded optiéies, focused on the value of
the option from the employee’s perspective. Therefthe Board concluded that
the IFRS should emphasise that the objective msstonate the fair value of the
share option, not an employee-specific value.

The Board noted that there is evidence tp@tm conclusion that it is possible to
make a reliable estimate of the fair value of eiygdoshare options. First, there is
academic research to support this conclusion (egedter 1998, Maller, Tan and
Van De Vyver 2002).Second, users of financial statements regard stimated

J N Carpenter. 1998. The exercise and valuaifoexecutive stock optionsJournal of Financial
Economicst8: 127-158.
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fair values as sufficiently reliable for recognitidn the financial statements.
Evidence of this can be found in a variety of sesrsuch as the comment letters
received from users of financial statements whpaeded to the Discussion Paper
and ED 2. Users’ views are important, becauseljective of financial statements
is to provide high quality, transparent and comiplaranformation to help users
make economic decisions. In other words, finarstatements are intended to meet
the needs of users, rather than preparers or witegest groups. The purpose of
setting accounting standards is to ensure thatrevbe possible, the information
provided in the financial statements meets usexeds. Therefore, if the people
who use the financial statements in making econadisions regard the fair value
estimates as sufficiently reliable for recognitionthe financial statements, this
provides strong evidence of measurement reliability

The Board also noted that, although the FA®Bid&d to permit a choice
between recognition and disclosure of expensesngrisom employee share-
based payment transactions, it did so for non-teahmeasons, not because it
agreed with the view that reliable measurement wapossible:

The Board continues to believe that use of optidcify models, as modified in this
statement, will produce estimates of the fair valfistock options that are sufficiently
reliable to justify recognition in financial statents. Imprecision in those estimates
does not justify failure to recognize compensatiost stemming from employee stock
options. That belief underlies the Board’s encgament to entities to adopt the fair
value based method of recognizing stock-based gmpleompensation cost in their
financial statements. (SFAS 123, Basis for Conchss paragraph 117)

In summary, if expenses arising from grarftshare options to employees are
omitted from the financial statements, or recoghisaing the intrinsic value
method (which typically results in zero expensejha minimum value method,
there will be a permanent error embedded in thenéi@h statements. So the
guestion is, which accounting method is more likldyproduce the smallest
amount of error and the most relevant, comparatfermation—a fair value
estimate, which might result in some understatenoenbverstatement of the
associated expense, or another measurement basis, as intrinsic value
(especially if measured at grant date), that willirdily result in substantial
understatement of the associated expense?

Taking all of the above into consideratidre Board concluded that, in virtually
all cases, the estimated fair value of employeeesbptions at grant date can be
measured with sufficient reliability for the purpesef recognising employee
share-based payment transactions in the finandatersents. The Board
therefore concluded that, in general, the IFRS lmaresbased payment should
require a fair value measurement method to be egpdi all types of share-based
payment transactions, including all types of emptyshare-based payment.
Hence, the Board concluded that the IFRS shouldahatv a choice between a
fair value measurement method and an intrinsicevah@asurement method, and

R A Maller, R Tan and M Van De Vyver. 2002. Howigkt Companies Value ESOgstralian
Accounting Review? (1): 11-24.
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should not permit a choice between recognition arstlasure of expenses
arising from employee share-based payment traosecti

Transitional provisions

Share-based payment transactions among group
entities

BC310A The Board noted a potential difficulty whem entity retrospectively applies the
amendments made b@roup Cash-settled Share-based Payment Transactions
issued in June 2009. An entity might not have antexl for some group share-
based payment transactions in accordance with IFRB &s separate or
individual financial statements. In a few casesgtity that settles a group share-
based payment transaction may have to apply hihtisigmeasure the fair value
of awards now required to be accounted for as catleeseHowever, the Board
noted that such transactions would have been aacaddat in accordance with
IFRS 2 in the group’s consolidated financial steata. For these reasons and
those outlined in paragraph BC268G, if the inforomtinecessary for
retrospective application is not available, the fBladecided to require an entity to
use amounts previously recognised in the group’ssalidated financial
statements when applying the new requirements retctisply in the entity's
separate or individual financial statements.

Consequential amendments to other Standards

Tax effects of share-based payment transactions

BC311 Whether expenses arising from share-basetigr#tytransactions are deductible,
and if so, whether the amount of the tax deductiotheé same as the reported
expense and whether the tax deduction arises irsdln@e accounting period,
varies from country to country.

BC312 If the amount of the tax deduction is the s@% the reported expense, but the tax
deduction arises in a later accounting period, thi result in a deductible
temporary difference under IAS 12come Taxes Temporary differences usually
arise from differences between the carrying amofirgssets and liabilities and
the amount attributed to those assets and liaslifor tax purposes. However,
IAS 12 also deals with items that have a tax basetsihot recognised as assets
and liabilities in the balance sheet. It givessaample of research costs that are
recognised as an expense in the financial statesmerthe period in which the
costs are incurred, but are deductible for tax psep in a later accounting period.
The Standard states that the difference betweetaxhigase of the research costs,
being the amount that will be deductible in a futaceounting period, and the
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carrying amount of nil is a deductible temporaryfedence that results in a
deferred tax asset (IAS 12, paragraph 9).

Applying this guidance indicates that if arpenxse arising from a share-based
payment transaction is recognised in the finanstatements in one accounting
period and is tax-deductible in a later accounfiagod, this should be accounted
for as a deductible temporary difference under I&£S Under that Standard, a

deferred tax asset is recognised for all deductibheporary differences to the

extent that it is probable that taxable profit vii# available against which the

deductible temporary difference can be used (IAS&agraph 24).

Whilst IAS 12 does not discuss reverse sitnati the same logic applies. For
example, suppose the entity is able to claim a daguction for the total
transaction amount at the date of grant but théyergcognises an expense
arising from that transaction over the vesting qgubri Applying the guidance in
IAS 12 suggests that this should be accounted for @axable temporary
difference, and hence a deferred tax liability dtidne recognised.

However, the amount of the tax deduction mdijfier from the amount of the
expense recognised in the financial statements. ekample, the measurement
basis applied for accounting purposes might nathleesame as that used for tax
purposes, eg intrinsic value might be used forpgarposes and fair value for
accounting purposes. Similarly, the measuremeré daight differ. For
example, US entities receive a tax deduction baseitdansic value at the date
of exercise in respect of some share options, velsefi@ accounting purposes an
entity applying SFAS 123 would recognise an expersed on the option’s fair
value, measured at the date of grant. There caalilbe other differences in the
measurement method applied for accounting and sagoses, eg differences in
the treatment of forfeitures or different valuatimethodologies applied.

SFAS 123 requires that, if the amount of #pe deduction exceeds the total
expense recognised in the financial statementstakebenefit for the excess

deduction should be recognised as additional paichpital, ie as a direct credit
to equity. Conversely, if the tax deduction isslethan the total expense
recognised for accounting purposes, the write-othefrelated deferred tax asset
in excess of the benefits of the tax deduction dsognised in the income

statement, except to the extent that there is mngiadditional paid-in capital

from excess tax deductions from previous shareebgmeyment transactions

(SFAS 123, paragraph 44).

At first sight, it may seem questionable tedir or debit directly to equity
amounts that relate to differences between the atrmfuthe tax deduction and
the total recognised expense. The tax effectsngf such differences would
ordinarily flow through the income statement. Howewame argue that the
approach in SFAS 123 is appropriate if the reasoritfe difference between the
amount of the tax deduction and the recognised resgpes that a different
measurement date is applied.

For example, suppose grant date measuremerged for accounting purposes
and exercise date measurement is used for tax gespo Under grant date
measurement, any changes in the value of the emustyument after grant date
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accrue to the employee (or other party) in thepacity as equity participants.
Therefore, some argue that any tax effects arisimm those valuation changes
should be credited to equity (or debited to equitythe value of the equity
instrument declines).

Similarly, some argue that the tax deductivses from an equity transaction (the
exercise of options), and hence the tax effectsldhme reported in equity. It can

also be argued that this treatment is consistelht tivéd requirement in 1AS 12 to

account for the tax effects of transactions or evénthe same way as the entity
accounts for those transactions or events thenselfahe tax deduction relates

to both an income statement item and an equity, ite associated tax effects
should be allocated between the income statemergagunty.

Others disagree, arguing that the tax demluctlates to employee remuneration
expense, ie an income statement item only, andftirerall of the tax effects of the
deduction should be recognised in the income sttemThe fact that the taxing
authority applies a different method in measurimg @amount of the tax deduction
does not change this conclusion. A further argunigrthat this treatment is
consistent with th&ramework because reporting amounts directly in equity woul
be inappropriate, given that the government isanadwner of the entity.

The Board noted that, if one accepts thatigtht be appropriate to debit/credit
to equity the tax effect of the difference betwetne amount of the tax

deduction and the total recognised expense wheat dlfference relates to

changes in the value of equity interests, therddcbe other reasons why the
amount of the tax deduction differs from the totatognised expense. For
example, grant date measurement may be used fdor th®&t and accounting

purposes, but the valuation methodology used foptaposes might produce a
higher value than the methodology used for accagnpurposes (eg the effects
of early exercise might be ignored when valuingogtion for tax purposes).

The Board saw no reason why, in this situation,ekeess tax benefits should
be credited to equity.

In developing ED 2, the Board concluded ttmat tax effects of share-based
payment transactions should be recognised in theme statement by being
taken into account in the determination of tax egee It agreed that this should
be explained in the form of a worked example in asegjuential amendment to
IAS 12.

During the Board’'s redeliberation of the pregle in ED 2, the Board
reconsidered the points above, and concluded teatax effects of an equity-
settled share-based payment transaction shouldlduated between the income
statement and equity. The Board then consideredthi allocation should be
made and related issues, such as the measurentbetddferred tax asset.

Under IAS 12, the deferred tax asset for a céde temporary difference is
based on the amount the taxation authorities wiliniteas a deduction in future
periods. Therefore, the Board concluded that thasurement of the deferred tax
asset should be based on an estimate of the fisxideduction. If changes in the
share price affect that future tax deduction, tiereate of the expected future tax
deduction should be based on the current share. pric
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These conclusions are consistent with thegsalp in ED 2 concerning the
measurement of the deferred tax asset. However,apipsoach differs from
SFAS 123, which measures the deferred tax asseteobatis of the cumulative
recognised expense. The Board rejected the SFASNER30d of measuring the
deferred tax asset because it is inconsistent Wigh12. As noted above, under
IAS 12, the deferred tax asset for a deductible wany difference is based on
the amount the taxation authorities will permit ageduction in future periods. If
a later measurement date is applied for tax pugyasés very unlikely that the
tax deduction will ever equal the cumulative expereseept by coincidence.
For example, if share options are granted to engalsyand the entity receives a
tax deduction measured as the difference betweeshtdme price and the exercise
price at the date of exercise, it is extremely keili that the tax deduction will
ever equal the cumulative expense. By basing thasorement of the deferred
tax asset on the cumulative expense, the SFAS 1#3ochés likely to result in
the understatement or overstatement of the defémsedsset. In some situations,
such as when share options are significantly otlh@imoney, SFAS 123 requires
the entity to continue to recognise a deferredasset even when the possibility
of the entity recovering that asset is remote. tibaing to recognise a deferred
tax asset in this situation is not only inconsisteith IAS 12, it is inconsistent
with the definition of an asset in tllgamework and the requirements of other
IFRSs for the recognition and measurement of assetsiding requirements to
assess impairment.

The Board also concluded that:

(a) if the tax deduction received (or expected ¢oréceived, measured as
described in paragraph BC324) is less than or etpudhe cumulative
expense, the associated tax benefits receivedkfaceed to be received)
should be recognised as tax income and includgmtdfit or loss for the
period.

(b) if the tax deduction received (or expected &rbceived, measured as
described in paragraph BC324) exceeds the cumelaikpense, the
excess associated tax benefits received (or expeztee received) should
be recognised directly in equity.

The above allocation method is similar ta #ygplied in SFAS 123, with some
exceptions. First, the above allocation methodiesssthat the total tax benefits
recognised in the income statement in respectpairicular share-based payment
transaction do not exceed the tax benefits ultimateceived. The Board
disagreed with the approach in SFAS 123, which sonestirasults in the total
tax benefits recognised in the income statemeneexking the tax benefits
ultimately received because, in some situationsASSFL23 permits the
unrecovered portion of the deferred tax asset tariteen off to equity.

Second, the Board concluded that the abdweasion method should be applied
irrespective of why the tax deduction received {greeted to be received) differs
from the cumulative expense. The SFAS 123 methoBlased on US tax
legislation, under which the excess tax benefitglited to equity (if any) arise
from the use of a later measurement date for tapqaes. The Board agreed
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with respondents who commented that the accountaajnrent must be capable
of being applied in various tax jurisdictions. TBeard was concerned that
requiring entities to examine the reasons why thesedifference between the tax
deduction and the cumulative expense, and thenuatdor the tax effects
accordingly, would be too complex to be applied iestly across a wide range
of different tax jurisdictions.

The Board noted that it might need to redwsTsits conclusions on accounting
for the tax effects of share-based payment traiwsecin the future, for example,
if the Board reviews IAS 12 more broadly.

Accounting for own shares held

IAS 32 requires the acquisition of treasureh to be deducted from equity, and
no gain or loss is to be recognised on the sadeei®r cancellation of treasury
shares. Consideration received on the subsegaknbsissue of treasury shares
is credited to equity.

This is consistent with theramework The repurchase of shares and their
subsequent reissue or transfer to other partiestraresactions with equity
participants that should be recognised as chamgeguity. In accounting terms,
there is no difference between shares that are cepsed and cancelled, and
shares that are repurchased and held by the entithoth cases, the repurchase
involves an outflow of resources to shareholdersa(igistribution), thereby
reducing shareholders’ investment in the entitymil@rly, there is no difference
between a new issue of shares and an issue of giraxésusly repurchased and
held in treasury. In both cases, there is anwwnfdé resources from shareholders,
thereby increasing shareholders’ investment inethiity. Although accounting
practice in some jurisdictions treats own shared hed assets, this is not
consistent with the definition of assets in themeworkand the conceptual
frameworks of other standard-setters, as explaimedhe Discussion Paper
(footnote to paragraph 4.7 of the Discussion Papgioduced earlier in the
footnote to paragraph BC73).

Given that treasury shares are treated assat im some jurisdictions, it will be
necessary to change that accounting treatment wiefFRS is applied, because
otherwise an entity would be faced with two expensmsdte-an expense arising
from the share-based payment transaction (for dresumption of goods and
services received as consideration for the issuanokquity instrument) and
another expense arising from the write-down of theseé for treasury shares
issued or transferred to employees at an exergise ghat is less than their
purchase price.

Hence, the Board concluded that the requiresmanthe relevant paragraphs of
IAS 32 regarding treasury shares should also beieappb treasury shares
purchased, sold, issued or cancelled in conneegtitinemployee share plans or
other share-based payment arrangements.
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Guidance on implementing
IFRS 2 Share-based Payment

This guidance accompanies, but is not part of, I2RS

Definition of grant date

IG1

1G2

IG3

1G4

88

IFRS 2 defines grant date as the date at whietethity and the employee (or
other party providing similar services) agree to share-based payment
arrangement, being when the entity and the countgrpaave a shared
understanding of the terms and conditions of thangement. At grant date the
entity confers on the counterparty the right tohcasther assets, or equity
instruments of the entity, provided the specifiexbting conditions, if any, are
met. If that agreement is subject to an approvakcgss (for example, by
shareholders), grant date is the date when thabeglps obtained.

As noted above, grant date is when both pa#igee to a share-based payment
arrangement. The word ‘agree’ is used in its useake, which means that there
must be both an offer and acceptance of that offéence, the date at which one
party makes an offer to another party is not gdaté. The date of grant is when
that other party accepts the offer. In some imgtanthe counterparty explicitly
agrees to the arrangement, eg by signing a conttaabther instances, agreement
might be implicit, eg for many share-based paynaerg&ngements with employees,
the employees’ agreement is evidenced by their aamsing to render services.

Furthermore, for both parties to have agreedthe share-based payment
arrangement, both parties must have a shared uadéisg of the terms and

conditions of the arrangement. Therefore, if sahthe terms and conditions of
the arrangement are agreed on one date, with thainder of the terms and

conditions agreed on a later date, then grantidaia that later date, when all of
the terms and conditions have been agreed. Fommgaif an entity agrees to

issue share options to an employee, but the ereprise of the options will be

set by a compensation committee that meets in time@hs’ time, grant date is

when the exercise price is set by the compensationgttee.

In some cases, grant date might occur afterethployees to whom the equity
instruments were granted have begun rendering sstviEor example, if a grant
of equity instruments is subject to shareholderrayrd, grant date might occur
some months after the employees have begun regdeinices in respect of that
grant. The IFRS requires the entity to recogriigedervices when received. In
this situation, the entity should estimate the gidate fair value of the equity
instruments (eg by estimating the fair value ofeqeity instruments at the end of
the reporting period), for the purposes of recdggishe services received during
the period between service commencement date antidgte. Once the date of
grant has been established, the entity shouldedhis earlier estimate so that the
amounts recognised for services received in resplette grant are ultimately
based on the grant date fair value of the equdtriments.
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IFRS 2 1G

IG4A

IFRS 2 defines vesting conditions as the coowlét that determine whether the
entity receives the services that entitle the cewparty to receive cash, other
assets or equity instruments of the entity undershare-based payment
arrangement. The following flowchart illustrates tbealuation of whether a
condition is a service or performance conditiom oon-vesting condition.

Does the condition determine whether the entity recieves the services that entitle
the counterparty to the share based payment?

\ 4

No

Non-vesting
condition

Yes

A\ 4

Does the condition require only a specified
period of service to be completed?

Yes

A 4

Service condition

No

A4

Performance condition

Transactions with parties other than employees

IG5

For transactions with parties other than emplsy@ad others providing similar
services) that are measured by reference to thedhie of the equity instruments
granted, paragraph 13 of IFRS 2 includes a rebettatesumption that the fair
value of the goods or services received can benawd reliably. In these
situations, paragraph 13 of IFRS 2 requires thityetat measure that fair value at
the date the entity obtains the goods or the copatty renders service.
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Transaction in which the entity cannot identify
specifically some or all of the goods or services
received

In some cases, however, it might be difficult demonstrate that goods or
services have been (or will be) received. For exagoh entity may grant shares
to a charitable organisation for nil consideratitinis usually not possible to

identify the specific goods or services receivedeturn for such a transaction. A
similar situation might arise in transactions wither parties.

Paragraph 11 of IFRS 2 requires transactionghiitch share-based payments are
made to employees to be measured by referencestéaithvalue of the share-
based payments at grant datelence, the entity is not required to measure
directly the fair value of the employee servicezieed.

It should be noted that the phrase ‘the faluwaf the share-based payment’
refers to the fair value of the particular sharedah payment concerned. For
example, an entity might be required by governmegislation to issue some
portion of its shares to nationals of a particidauntry that may be transferred
only to other nationals of that country. Such adfar restriction may affect the
fair value of the shares concerned, and therefooset shares may have a fair
value that is less than the fair value of othenidemtical shares that do not carry
such restrictions. In this situation, the phrases ‘fair value of the share-based
payment’ would refer to the fair value of the restd shares, not the fair value of
other, unrestricted shares.

Paragraph 13A of IFRS 2 specifies how such tises should be measured.
The following example illustrates how the entity skadoapply the requirements of
the IFRS to a transaction in which the entity caridentify specifically some or
all of the goods or services received.

In IFRS 2, all references to employees includeis providing similar services.

90
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IG Example 1

Sharebased payment transaction in which the entity camdwitify specifically some or 3
of the goods or services received

Background

An entity granted shares with a total fair value 6f100,006” to parties other than
employees who are from a particular section of tmaraunity (historically disadvantaged
individuals), as a means of enhancing its image gsod corporate citizen. The economi
benefits derived from enhancing its corporate imamedd take a variety of forms, such a
increasing its customer base, attracting or retgiemployees, or improving or maintaini
its ability to tender successfully for businesstcacts.

The entity cannot identify the specific considematieceived. For example, no cash was
received and no service conditions were imposed.eftie, the identifiable consideratior
(nil) is less than the fair value of the equitytmsents granted (CU100,000).

Application of requirements

Although the entity cannot identify the specific dsmr services received, the
circumstances indicate that goods or services haga (or will be) received, and therefo
IFRS 2 applies.

In this situation, because the entity cannot idgitiie specific goods or services receiveq
the rebuttable presumption in paragraph 13 of IRRtBat the fair value of the goods or
services received can be estimated reliably, doeapply. The entity should instead
measure the goods or services received by refetertbe fair value of the equity
instruments granted.

® In this example, and in all other examples in thiglance, monetary amounts are

[¢)

|2}

N

re

]

denominated in ‘currency units (CU)’.

Measurement date for transactions with parties
other than employees

IG6 If the goods or services are received on moaa tbne date, the entity should
measure the fair value of the equity instrumengmtgd on each date when goods
or services are received. The entity should afiy fair value when measuring

the goods or services received on that date.

IG7 However, an approximation could be used in sonse<a For example, if an
entity received services continuously during a ehmeonth period, and its share
price did not change significantly during that peri the entity could use the
average share price during the three-month perioehvestimating the fair value

of the equity instruments granted.

© IFRS Foundation 91



IFRS 2 1G

Transitional arrangements

IG8

In paragraph 54 of IFRS 2, the entity is encgecda but not required, to apply the
requirements of the IFRS to other grants of eqgunistruments (ie grants other
than those specified in paragraph 53 of the IFRShe entity has disclosed
publicly the fair value of those equity instrumentseasured at the measurement
date. For example, such equity instruments inckgléty instruments for which
the entity has disclosed in the notes to its fiftgnstatements the information
required in the US by SFAS 12&counting for Stock-based Compensation

Equity-settled share-based payment transactions

1G9

IG10

For equity-settled transactions measured byarée to the fair value of the equity
instruments granted, paragraph 19 of IFRS 2 sthtdsvesting conditions, other
than market conditiorisare not taken into account when estimating thevédue of
the shares or share options at the measuremen(iel@ant date, for transactions
with employees and others providing similar sewsjicelnstead, vesting conditions
are taken into account by adjusting the numbenquoitg instruments included in the
measurement of the transaction amount so thatyattiy, the amount recognised
for goods or services received as consideratiothBequity instruments granted is
based on the number of equity instruments that tea#in vest. Hence, on a
cumulative basis, no amount is recognised for gawdservices received if the
equity instruments granted do not vest becauseaibiré to satisfy a vesting
condition, eg the counterparty fails to completspacified service period, or a
performance condition is not satisfied. This actimg method is known as the
modified grant date method, because the numbequifyeinstruments included in
the determination of the transaction amount isstdjlito reflect the outcome of the
vesting conditions, but no adjustment is made ® fdir value of those equity
instruments. That fair value is estimated at grdate (for transactions with
employees and others providing similar serviceg) aat subsequently revised.
Hence, neither increases nor decreases in thedhie of the equity instruments
after grant date are taken into account when detergnthe transaction amount
(other than in the context of measuring the increaiefair value transferred if a
grant of equity instruments is subsequently modifie

To apply these requirements, paragraph 20 BSIR requires the entity to
recognise the goods or services received during/éiséing period based on the
best available estimate of the number of equityrumsents expected to vest and
to revise that estimate, if necessary, if subsegirormation indicates that the
number of equity instruments expected to vest diffeom previous estimates.
On vesting date, the entity revises the estimatequal the number of equity
instruments that ultimately vested (subject to bguirements of paragraph 21
concerning market conditions).

In the remainder of this paragraph, the discussibvesting conditions excludes market conditions,
which are subject to the requirements of paragedpbf IFRS 2.
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In the examples below, the share options graaltecest at the same time, at the
end of a specified period. In some situationsrest@ptions or other equity
instruments granted might vest in instalments ober vesting period. For
example, suppose an employee is granted 100 spim® which will vest in
instalments of 25 share options at the end of gaeh over the next four years.
To apply the requirements of the IFRS, the entitgudd treat each instalment as
a separate share option grant, because each ipstalms a different vesting
period, and hence the fair value of each instalméihtiffer (because the length
of the vesting period affects, for example, thelyktiming of cash flows arising
from the exercise of the options).

IG Example 1

Background

An entity grants 100 share options to each of i &@ployees. Each grantis
conditional upon the employee working for the entiter the next three years.
The entity estimates that the fair value of eacreloption is CU15’

On the basis of a weighted average probability, thityeestimates that

20 per cent of employees will leave during the thyear period and therefore
forfeit their rights to the share options.

Scenario 1

If everything turns out exactly as expected, thiyerecognises the following
amounts during the vesting period, for servicegiked as consideration for the
share options.

Year Calculation Remuneration ~ Cumulative
expense for remuneration
period expense
Cu CuU
1 50,000 options x 80% x CU15 x
Y3 years 200,000 200,000
2 550,000 options x 80% x CU15 x
/3 years) — CU200,000 200,000 400,000
3 (50,000 options x 80% x CU15 x
/3 years) — CU400,000 200,000 600,000
continued..
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...continued

IG Example 1

Scenario 2

During year 1, 20 employees leave. The entity esvits estimate of total
employee departures over the three-year period 2@mper cent (100 employegs)
to 15 per cent (75 employees). During year 2, tnéur22 employees leave. The
entity revises its estimate of total employee deepas over the three-year periad
from 15 per cent to 12 per cent (60 employees).ifgurear 3, a further 15
employees leave. Hence, a total of 57 employedsited their rights to the
share options during the three-year period, ardsh of 44,300 share options
(443 employees x 100 options per employee) vedtdteand of year 3.

Year Calculation Remuneration  Cumulative
expense for remuneration

period expense

Cu CuU

1 50,000 options x 85% x CU15 x

!5 years 212,500 212,500
2 (50,000 options x 88% x CU15 x

/3 years) — CU212,500 227,500 440,000
3 (44,300 options x CU15) — CU440,000 224,500 664,500

(@) In this example, and in all other examples s tguidance, monetary amounts [are
denominated in ‘currency units’ (CU).

In Example 1, the share options were granteditionally upon the employees’
completing a specified service period. In somessas share option or share
grant might also be conditional upon the achievearéa specified performance
target. Examples 2, 3 and 4 illustrate the apptioaof the IFRS to share option
or share grants with performance conditions (othan tmarket conditions, which
are discussed in paragraph 1G13 and illustrated xanfples 5 and 6).
In Example 2, the length of the vesting period esridepending on when the
performance condition is satisfied. Paragraph fith® IFRS requires the entity
to estimate the length of the expected vestingoderbased on the most likely
outcome of the performance condition, and to reths¢ estimate, if necessary, if
subsequent information indicates that the lengtthefvesting period is likely to
differ from previous estimates.
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IG Example 2

o

Grant with a performance condition, in which the [#ngf the vesting perig
varies

Background

At the beginning of year 1, the entity grants 108rsh each to 500 employees,
conditional upon the employees’ remaining in thétgs employ during the
vesting period. The shares will vest at the engkaf 1 if the entity’s earnings
increase by more than 18 per cent; at the endaf3/é the entity’s earnings
increase by more than an average of 13 per cenepernover the two-year
period; and at the end of year 3 if the entity'méays increase by more than an
average of 10 per cent per year over the threepe@sd. The shares have a fair
value of CU30 per share at the start of year 1, wagpnals the share price at
grant date. No dividends are expected to be paidthre three-year period.
By the end of year 1, the entity’s earnings hawesased by 14 per cent, and
employees have left. The entity expects that agewill continue to increase
a similar rate in year 2, and therefore expectstti@shares will vest at the end of
year 2. The entity expects, on the basis of a vieijaverage probability, that &
further 30 employees will leave during year 2, dmetéfore expects that 440
employees will vest in 100 shares each at the egdanf2.

By the end of year 2, the entity’s earnings hawegased by only 10 per cent apd
therefore the shares do not vest at the end of3ie@B employees have left
during the year. The entity expects that a furteemployees will leave during
year 3, and that the entity’s earnings will increbget least 6 per cent, thereby
achieving the average of 10 per cent per year.

By the end of year 3, 23 employees have left aacktiiity’s earnings had
increased by 8 per cent, resulting in an averagease of 10.67 per cent per
year. Therefore, 419 employees received 100 slaatbe end of year 3.

—

Year Calculation Remuneration  Cumulative
expense for remuneration
period expense
CuU CuU

1 440 employees x 100 shares x CU30
x 1, 660,000 660,000

2 (417 employees x 100 shares x CU30
x %J3) — CU660,000 174,000 834,000

3 (419 employees x 100 shares x CU30
x %/5) — CU834,000 423,000 1,257,000
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IG Example 3

Grant with a performance condition, in which the numbkequity instrument
varies

Background

At the beginning of year 1, Entity A grants sharéaps to each of its 100
employees working in the sales department. Theestyations will vest at the
end of year 3, provided that the employees renmathé entity’s employ, and
provided that the volume of sales of a particuladpct increases by at least an
average of 5 per cent per year. If the volumeatdssof the product increases by
an average of between 5 per cent and 10 per cegepereach employee will
receive 100 share options. If the volume of seleseases by an average of
between 10 per cent and 15 per cent each yeargegaloyee will receive 200
share options. If the volume of sales increasesnbgverage of 15 per cent or
more, each employee will receive 300 share options.

On grant date, Entity A estimates that the shar@ogthave a fair value of CU20
per option. Entity A also estimates that the volwheales of the product will
increase by an average of between 10 per cent apdricent per year, and

therefore expects that, for each employee who resmaiservice until the end of
year 3, 200 share options will vest. The entitp @&stimates, on the basis of a
weighted average probability, that 20 per cent oblegees will leave before the
end of year 3.

D

By the end of year 1, seven employees have leftlameéntity still expects that 3
total of 20 employees will leave by the end of y@amHence, the entity expects
that 80 employees will remain in service for theethyear period. Product sales
have increased by 12 per cent and the entity expleist rate of increase to
continue over the next 2 years.

By the end of year 2, a further five employees Hafte bringing the total to 12
date. The entity now expects only three more engasyill leave during year B,
and therefore expects a total of 15 employees wileHeft during the three-ye
period, and hence 85 employees are expected tarrefReoduct sales have
increased by 18 per cent, resulting in an aver&d® per cent over the two years
to date. The entity now expects that sales willayerl5 per cent or more ove
the three-year period, and hence expects eachesalg@syee to receive 300 share
options at the end of year 3.

continued..
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By the end of year 3, a further two employees hafte Hence, 14 employees

have left during the three-year period, and 86 eyg#s remain. The entity’s
sales have increased by an average of 16 per eenthe three years. Therefore,

each of the 86 employees receives 300 share options

Application of requirements

Remuneration  Cumulative

Year Calculation
expense for remuneration

period expense
Cu CuU
1 80 employees x 200 options x CU20 x

s 106,667 106,667

2 585 employees x 300 options x CU20 x
/3) — CU106,667 233,333 340,000

3 586 employees x 300 options x CU20 x
/3) — CU340,000 176,000 516,000
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Grant with a performance condition, in which the price varies
Background

At the beginning of year 1, an entity grants to migeexecutive 10,000 share
options, conditional upon the executive’s remairimghe entity’s employ until
the end of year 3. The exercise price is CU40. Hewdkie exercise price drops
to CU30 if the entity’s earnings increase by attleasaverage of 10 per cent per
year over the three-year period.
On grant date, the entity estimates that the fdirevaf the share options, with an
exercise price of CU30, is CU16 per option. If tkereise price is CU40, the
entity estimates that the share options have a/&ire of CU12 per option.

During year 1, the entity’s earnings increased bpd2cent, and the entity

expects that earnings will continue to increaséiatrate over the next two yeal
The entity therefore expects that the earningstasgl be achieved, and hence
the share options will have an exercise price of CU30

During year 2, the entity’s earnings increased bpd3cent, and the entity
continues to expect that the earnings target wiidlgeved.

During year 3, the entity’s earnings increased Hy 8rper cent, and therefore
the earnings target was not achieved. The execcoingletes three years’
service, and therefore satisfies the service cammditBecause the earnings target
was not achieved, the 10,000 vested share optiaresdraexercise price of
Cu40.

Application of requirements

Because the exercise price varies depending ooutteme of a performance
condition that is not a market condition, the efffefcthat performance condition
(ie the possibility that the exercise price migat@J40 and the possibility that
the exercise price might be CU30) is not taken attwmount when estimating the
fair value of the share options at grant datetebs, the entity estimates the fair
value of the share options at grant date under sa@hario (ie exercise price of
CU40 and exercise price of CU30) and ultimatelysesithe transaction amount
to reflect the outcome of that performance condijtes illustrated below.

Year Calculation Remuneration  Cumulative
expense for remuneration
period expense
CuU CuU
1 10,000 options x CU16 x s 53,333 53,333
2 (10,000 options x CU16 x %3) —
CU53,333 53,334 106,667
3 (10,000 options x CU12 x 33 —
CU106,667 13,333 120,000
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Paragraph 21 of the IFRS requires market cimmdif such as a target share price
upon which vesting (or exercisability) is conditibne be taken into account
when estimating the fair value of the equity instemts granted. Therefore, for
grants of equity instruments with market conditiotie entity recognises the
goods or services received from a counterparty wdisfies all other vesting
conditions (eg services received from an employee rmains in service for the
specified period of service), irrespective of whethigat market condition is
satisfied. Example 5 illustrates these requiresient

IG Example 5

Grant with a market condition
Background

At the beginning of year 1, an entity grants temier executive 10,000 share

options, conditional upon the executive remainimthe entity's employ until the
end of year 3. However, the share options camnmeixbrcised unless the share
price has increased from CU50 at the beginningaf i to above CU65 at the end
of year 3. If the share price is above CU65 attia of year 3, the share options
can be exercised at any time during the next sgears, ie by the end of year 10

The entity applies a binomial option pricing modehich takes into account the
possibility that the share price will exceed CU6%hatend of year 3 (and henct
the share options become exercisable) and theljlagghat the share price wil
not exceed CU65 at the end of year 3 (and henceptiens will be forfeited). It
estimates the fair value of the share options wiit market condition to be
CU24 per option.

Y%

Application of requirements

Because paragraph 21 of the IFRS requires the/éntiecognise the services
received from a counterparty who satisfies all pthessting conditions

(eg services received from an employee who renmaissrvice for the specified
service period), irrespective of whether that mackeidition is satisfied, it makes
no difference whether the share price target igegeld. The possibility that the
share price target might not be achieved has alfeaeh taken into account when
estimating the fair value of the share optionganttgdate. Therefore, if the entity|
expects the executive to complete the three-yegiceeperiod, and the executive
does so, the entity recognises the following an®imyears 1, 2 and 3:

continued..
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...continued

Year Calculation Remuneration  Cumulative
expense for remuneration
period expense
CuU Cu
10,000 options x CU24 x s 80,000 80,000

(10,000 options x CU24 x 2/3) —
CU80,000 80,000 160,000
3 (10,000 options x CU24) — CU160,000 80,000 240,000

As noted above, these amounts are recognised iotagpef the outcome of the
market condition. However, if the executive leftidgryear 2 (or year 3), the
amount recognised during year 1 (and year 2) woeltebersed in year 2

(or year 3). This is because the service condifiooontrast to the market
condition, was not taken into account when estingatire fair value of the share
options at grant date. Instead, the service cimmdi$ taken into account by
adjusting the transaction amount to be based onuheer of equity instrument
that ultimately vest, in accordance with paragraihand 20 of the IFRS.

)

In Example 5, the outcome of the market coaditilid not change the length of
the vesting period. However, if the length of thetirey period varies depending
on when a performance condition is satisfied, paiyl5 of the IFRS requires
the entity to presume that the services to be medddy the employees as
consideration for the equity instruments granted b received in the future,
over the expected vesting period. The entity guired to estimate the length of
the expected vesting period at grant date, basedeomost likely outcome of the
performance condition. If the performance conditis a market condition, the
estimate of the length of the expected vestingopemust be consistent with the

assumptions used in estimating the fair value efdghare options granted, and is

not subsequently revised. Example 6 illustratesetrequirements.
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Grant with a market condition, in which the lengfttlee vesting period varies
Background

At the beginning of year 1, an entity grants 10,808re options with a ten-yeal
life to each of ten senior executives. The shat®ns will vest and become
exercisable immediately if and when the entity'srel@ice increases from CU50
to CU70, provided that the executive remains iniseruntil the share price
target is achieved.

The entity applies a binomial option pricing modehich takes into account the
possibility that the share price target will be avled during the ten-year life of
the options, and the possibility that the target mok be achieved. The entity
estimates that the fair value of the share optadrggant date is CU25 per option.
From the option pricing model, the entity deterrsitigat the mode of the
distribution of possible vesting dates is five yean other words, of all the
possible outcomes, the most likely outcome of tlagket condition is that the
share price target will be achieved at the end af e

D

Therefore, the entity estimates that the expeatsting period is five years. Th
entity also estimates that two executives will hafely the end of year 5, and
therefore expects that 80,000 share options (1G;Bafe options x 8 executives)
will vest at the end of year 5.

Throughout years 1-4, the entity continues to esdtrthat a total of two
executives will leave by the end of year 5. Howeiretotal three executives
leave, one in each of years 3, 4 and 5. The gitare target is achieved at the
end of year 6. Another executive leaves during gedefore the share price
target is achieved.

Application of requirements

Paragraph 15 of the IFRS requires the entity togeise the services received
over the expected vesting period, as estimatedhat date, and also requires the
entity not to revise that estimate. Therefore,ghtty recognises the services
received from the executives over years 1-5. Hdahedransaction amount is
ultimately based on 70,000 share options (10,0@@eshptions x 7 executives
who remain in service at the end of year 5). Althoagother executive left
during year 6, no adjustment is made, becausexéigve had already
completed the expected vesting period of five yediserefore, the entity
recognises the following amounts in years 1-5:

continued..
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...continued
IG Example 6
Year Calculation Remuneration  Cumulative
expense for remuneration
period expense
CuU CuU
1 80,000 options x CU25 x 1/5 400,000 400,000
2 (80,000 options x CU25 x /5) —
Cu400,000 400,000 800,000
3 (80,000 options x CU25 x 3/5) —
Cu800,000 400,000 1,200,000
4 (80,000 options x CU25 x */s) —
CU1,200,000 400,000 1,600,000
5 (70,000 options x CU25) —
CU1,600,000 150,000 1,750,000

Paragraphs 26-29 and B42—-B44 of the IFRS getequirements that apply if a
share option is repriced (or the entity otherwisdifigs the terms or conditions
of a share-based payment arrangement). Exampkdlldstrate some of these
requirements.

IG Example 7

Grant of share options that are subsequently regkice
Background

At the beginning of year 1, an entity grants 100 slugptions to each of its 500
employees. Each grant is conditional upon the eyea remaining in service
over the next three years. The entity estimataisthie fair value of each option
CU15. On the basis of a weighted average probafitigyentity estimates that
100 employees will leave during the three-year pkeaiod therefore forfeit their
rights to the share options.

Suppose that 40 employees leave during year 1. sAigpose that by the end @
year 1, the entity’s share price has dropped, beatity reprices its share

options, and that the repriced share options abeaend of year 3. The entity
estimates that a further 70 employees will leavéinduyears 2 and 3, and henc
the total expected employee departures over tleefyear vesting period is 110
employees.

is

=2

11}

continued..
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During year 2, a further 35 employees leave, ane@tiigy estimates that a
further 30 employees will leave during year 3, tm@pithe total expected
employee departures over the three-year vestiriggpr 105 employees.
During year 3, a total of 28 employees leave, amtéa total of 103 employee
ceased employment during the vesting period. l@rémaining 397 employee
the share options vested at the end of year 3.ty estimates that, at the date
of repricing, the fair value of each of the oridishare options granted (ie before
taking into account the repricing) is CU5 and that fair value of each repriced
share option is CU8.

n»

Application of requirements

Paragraph 27 of the IFRS requires the entity togeise the effects of
modifications that increase the total fair valughef share-based payment
arrangement or are otherwise beneficial to the eyeglo If the modification
increases the fair value of the equity instrumgnasited (eg by reducing the
exercise price), measured immediately before atedt tife modification,
paragraph B43(a) of Appendix B requires the entitinclude the incremental
fair value granted (ie the difference between tlirevidlue of the modified equity
instrument and that of the original equity instrunpdoth estimated as at the date
of the madification) in the measurement of the ami@acognised for services
received as consideration for the equity instrumegnanted. If the modification
occurs during the vesting period, the incremergaivalue granted is included in
the measurement of the amount recognised for ssrvareived over the period
from the modification date until the date when thedified equity instruments
vest, in addition to the amount based on the gtatd fair value of the original
equity instruments, which is recognised over theaiader of the original vesting
period.

The incremental value is CU3 per share option (CW@8J5). This amount is
recognised over the remaining two years of the nggieriod, along with
remuneration expense based on the original optiduevof CU15.

Year Calculation Remuneration  Cumulative
expense for remuneration
period expense
CuU CuU

1 (500 — 110) employees x 100 options x
CU15 x /3 195,000 195,000

2 (500 — 105) employees x 100 options x
(CU15 x /3 + CU3 x /5) — CU195,000 259,250 454,250

3 (500 — 103) employees x 100 options x
(CU15 + CU3) — CU454,250 260,350 714,600
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Grant of share options with a vesting condition tisasubsequently modified
Background

At the beginning of year 1, the entity grants 1,6088re options to each membe
of its sales team, conditional upon the employesrisaining in the entity’'s
employ for three years, and the team selling mwa@ 60,000 uts of a particula
product over the three-year period. The fair vaifithe share options is CU15
per option at the date of grant.

=

During year 2, the entity increases the sales taoge90,000 units. By the end |of
year 3, the entity has sold 55,000 units, and laeesoptions are forfeited.
Twelve members of the sales team have remainedvitedor the three-year
period.

Application of requirements

Paragraph 20 of the IFRS requires, for a performaondition that is not a
market condition, the entity to recognise the smwireceived during the vesting
period based on the best available estimate afiiheber of equity instruments
expected to vest and to revise that estimate céseary, if subsequent
information indicates that the number of equitytimsients expected to vest
differs from previous estimates. On vesting ddte,entity revises the estimate
equal the number of equity instruments that ultelyatested. However,
paragraph 27 of the IFRS requires, irrespectivengfmodifications to the terms
and conditions on which the equity instruments weamigd, or a cancellation ¢
settlement of that grant of equity instruments,eh#ty to recognise, as a
minimum, the services received, measured at th# gete fair value of the
equity instruments granted, unless those equityuingents do not vest because of
failure to satisfy a vesting condition (other trlamarket condition) that was
specified at grant date. Furthermore, paragrapi(®4f Appendix B specifies
that, if the entity modifies the vesting conditiansa manner that is not beneficjal
to the employee, the entity does not take the riemtlifesting conditions into
account when applying the requirements of paragraphg1l of the IFRS.

—

(]

=

Therefore, because the modification to the perfoigaacondition made it less
likely that the share options will vest, which was beneficial to the employee,
the entity takes no account of the modified periamge condition when
recognising the services received. Instead, iticoas to recognise the services
received over the three-year period based on igaal vesting conditions.
Hence, the entity ultimately recognises cumulaterauneration expense of
CuU180,000 over the three-year period (12 employeE980 options x CU15).

continued..
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The same result would have occurred if, insteadadifying the performance
target, the entity had increased the number ofsyebservice required for the

share options to vest from three years to ten yeBesause such a modificatior
would make it less likely that the options will vestiich would not be beneficial

to the employees, the entity would take no accofittteomodified service

condition when recognising the services receivedteld, it would recognise the

services received from the twelve employees who meadain service over the
original three-year vesting period.

IG Example 9

Grant of shares, with a cash alternative subseqyedted
Background

At the beginning of year 1, the entity grants 10,6B8res with a fair value of

CU33 per share to a senior executive, conditionahupe completion of three
years’ service. By the end of year 2, the shaefras dropped to CU25 per
share. At that date, the entity adds a cash atteen® the grant, whereby the
executive can choose whether to receive 10,000 sbaash equal to the valug
of 10,000 shares on vesting date. The share isriC&22 on vesting date.

Application of requirements

Paragraph 27 of the IFRS requires, irrespectivengfmodifications to the terms

and conditions on which the equity instruments weamigd, or a cancellation of

settlement of that grant of equity instruments,gh#ty to recognise, as a
minimum, the services received measured at the geta fair value of the equit
instruments granted, unless those equity instrusngminot vest because of failu
to satisfy a vesting condition (other than a madcetdition) that was specified a
grant date. Therefore, the entity recognises ¢hdces received over the three-
year period, based on the grant date fair valubethares.

Furthermore, the addition of the cash alternativbe end of year 2 creates an
obligation to settle in cash. In accordance withréquirements for cash-settled
share-based payment transactions (paragraphs 8033 IFRS), the entity

recognises the liability to settle in cash at thadification date, based on the faif

value of the shares at the modification date amdettient to which the specified
services have been received. Furthermore, thyeatheasures the fair value g
the liability at the end of each reporting periodi @t the date of settlement, wit
any changes in fair value recognised in profitossifor the period. Therefore, t
entity recognises the following amounts:

<<

re

he

continued..
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IG Example 9

...continued

Year Calculation Expense Equity Liability

Ccu CuU Ccu

1 Remuneration expense for year:
10,000 shares x CU33 x /3 110,000 110,000

2 Remuneration expense for year:
(10,000 shares x CU33 x ?/3) —
CuU110,000 110,000 110,000
Reclassify equity to liabilities:
10,000 shares x CU25 x 2/ (166,667) 166,667

3 Remuneration expense for year:
(10,000 shares x CU33 x */3) —
CU220,000 110,000 26,667 @ 83,333 @
Adjust liability to closing fair value:
(CU166,667 + CU83,333) —
(CU22 x 10,000 shares) (30,000) (30,000)
Total 300,000 80,000 220,000

(a) Allocated between liabilities and equity, to briimgthe final third of the liability based ¢n
the fair value of the shares as at the date ofrtbaification.

If a share-based payment has a non-vestingitom that the counterparty can
choose not to meet and the counterparty does net timet non-vesting condition
during the vesting period, paragraph 28A of the IFRB&uires that event to be
treated as a cancellation. Example 9A illustratesabcounting for this type of
event.

IG Example 9A

Share-based payment with vesting and non-vestingdjtomms when the
counterparty can choose whether the non-vestingiton is met

Background

An entity grants an employee the opportunity toipgate in a plan in which the
employee obtains share options if he agrees toZaper cent of his monthly
salary of CU400 for a three-year period. The mgnplalyments are made by
deduction from the employee’s salary. The employeg use the accumulated
savings to exercise his options at the end of tieaes, or take a refund of his
contributions at any point during the three-yeaiqek The estimated annual
expense for the share-based payment arrangem@ehtli20.

continued...
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Application of requirements

There are three components to this plan: paidysatatary deduction paid to the

savings plan and share-based payment. The entibgméses an expense in

respect of each component and a correspondinggiseeiia liability or equity as
appropriate. The requirement to pay contributianthé plan is a non-vesting
condition, which the employee chooses not to me#te second year. Therefo

in accordance with paragraphs 28(b) and 28A of tRSIRhe repayment of

contributions is treated as an extinguishment efligtbility and the cessation of

contributions in year 2 is treated as a cancehatio

YEAR 1 Expense Cash Liability Equity
Cu Cu Cu CuU
Paid salary 3,600 (3,600)
(75% x 400 x 12)
Salary deduction 1,200 (1,200)
paid to the (25% x 400 x 12)
savings plan
Share-based 120 (120)
payment
Total 4.920 (3.600)  (1.200) (120)
continued...
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...continued
IG Example 9A
YEAR 2 Expense Cash Liability Equity
CuU CuU CuU CuU
Paid salary 4,200 (4,200)
(75% x 400 x 6 +
100% x 400 x 6)
Salary deduction 600 (600)
paid to the (25% x 400 x 6)
savings plan
Refund of (1,800) 1,800
contributions to
the employee
Share-based 240 (240)
payment (120 x 3 — 120)
(acceleration of
remaining
expense)
Total 5,040 (6.000) 1,200 (240)

Paragraph 24 of the IFRS requires that, in cages only, in which the IFRS
requires the entity to measure an equity-settledeshased payment transaction
by reference to the fair value of the equity instemts granted, but the entity is
unable to estimate reliably that fair value at #pecified measurement date
(eg grant date, for transactions with employee®) dfitity shall instead measure
the transaction using an intrinsic value measurémethod. Paragraph 24 also
contains requirements on how to apply this methddhe following example

illustrates these requirements.
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Grant of share options that is accounted for by gjmg the intrinsic value
method

Background

At the beginning of year 1, an entity grants 1,088rs options to 50 employees

The share options will vest at the end of year 8yidied the employees remain
service until then. The share options have a0lif£0 years. The exercise price
CUG60 and the entity’s share price is also CU60 at#te of grant.

At the date of grant, the entity concludes thaaitrot estimate reliably the fair
value of the share options granted.

At the end of year 1, three employees have ceasptbgment and the entity

estimates that a further seven employees will lelavang years 2 and 3. Hence

the entity estimates that 80 per cent of the sbptiens will vest.

Two employees leave during year 2, and the entitiges its estimate of the
number of share options that it expects will ves2@ger cent.

Two employees leave during year 3. Hence, 43,00@ sigtions vested at the
end of year 3.
The entity’s share price during years 1-10, anchtivaber of share options

exercised during years 4-10, are set out belovareStptions that were exercis|
during a particular year were all exercised at thet @& that year.

D.

n
is

D

Year Share price at year- Number of share
end options exercised at
year-end
1 63 0
2 65 0
3 75 0
4 88 6,000
5 100 8,000
6 90 5,000
7 96 9,000
8 105 8,000
9 108 5,000
10 115 2,000
continued..
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Application of requirements

In accordance with paragraph 24 of the IFRS, thigyergicognises the followin
amounts in years 1-10.

Year Calculation Expense for Cumulative
period expense
CcuU CuU

1 50,000 options x 80% x (CU63 — CU60)
x /3 years 40,000 40,000

2 50,000 options x 86% x (CU65 — CU60)
x °/3 years — CU40,000 103,333 143,333

3 43,000 options x (CU75 — CU60) —

CU143,333 501,667 645,000

4 37,000 outstanding options x (CU88 —

CU75) + 6,000 exercised options x

(Cu88 - CU75) 559,000 1,204,000
5 29,000 outstanding options x (CU100 —

CU88) + 8,000 exercised options x

(CU100 - CU88) 444,000 1,648,000
6 24,000 outstanding options x (CU90 —

CU100) + 5,000 exercised options x

(CU90 — CU100) (290,000) 1,358,000
7 15,000 outstanding options x (CU96 —

CU90) + 9,000 exercised options x

(CU96 — CU90) 144,000 1,502,000
8 7,000 outstanding options x (CU105 —

CU96) + 8,000 exercised options x

(CU105 - CU96) 135,000 1,637,000
9 2,000 outstanding options x (CU108 —

CU105) + 5,000 exercised options x

(CU108 — CU105) 21,000 1,658,000
10 2,000 exercised options x (CU115 —
CuU108) 14,000 1,672,000

There are many different types of employee estemd share option plans.
The following example illustrates the applicationllBRS 2 to one particular type
of plan—an employee share purchase plan. Typicaly employee share
purchase plan provides employees with the oppoxtuaipurchase the entity’s

shares at a discounted price. The terms and éomslitnder which employee
share purchase plans operate differ from countrgotmtry. That is to say, not
only are there many different types of employeerstand share options plans,
there are also many different types of employeeesharchase plans. Therefore,
the following example illustrates the application RS 2 to one specific

employee share purchase plan.
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Employee share purchase plan
Background
An entity offers all its 1,000 employees the oppwitito participate in an

employee share purchase plan. The employees Wwawdeks to decide whether

to accept the offer. Under the terms of the plla@,e@mployees are entitled to
purchase a maximum of 100 shares each. The perghae will be 20 per cent
less than the market price of the entity’s shatékeadate the offer is accepted,
and the purchase price must be paid immediateln agoeptance of the offer.

All shares purchased must be held in trust for thpleyees, and cannot be sold

for five years. The employee is not permitted tthdiaw from the plan during
that period. For example, if the employee ceasgd@yment during the five-
year period, the shares must nevertheless remdir iplan until the end of the
five-year period. Any dividends paid during theefiyear period will be held in
trust for the employees until the end of the fieaiyperiod.

In total, 800 employees accept the offer and eagbl@yee purchases, on
average, 80 shares, ie the employees purchasal afté4,000 shares.

The weighted-average market price of the shardgegturchase date is CU30 per

share, and the weighted-average purchase price ig¢ @étXshare.

Application of requirements

For transactions with employees, IFRS 2 requiredrtiresaction amount to be
measured by reference to the fair value of thetgdustruments granted (IFRS
paragraph 11). To apply this requirement, it isessary first to determine the
type of equity instrument granted to the employe&ithough the plan is
described as an employee share purchase plan (EQP#R) ESPPs include
option features and are therefore, in effect, shat®n plans. For example, an
ESPP might include a ‘look-back feature’, wherels/ ¢émployee is able to
purchase shares at a discount, and choose whethdistount is applied to the
entity’s share price at the date of grant or i@rsltprice at the date of purchase.
Or an ESPP might specify the purchase price, anddltew the employees a
significant period of time to decide whether to m#phate in the plan. Another
example of an option feature is an ESPP that peitimé participating employee
to cancel their participation before or at the efd specified period and obtain
refund of amounts previously paid into the plan.

However, in this example, the plan includes no optatures. The discount is
applied to the share price at the purchase dateth@employees are not
permitted to withdraw from the plan.

continued..
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...continued
IG Example 11

Another factor to consider is the effect of posttwvepstransfer restrictions, dny.
Paragraph B3 of IFRS 2 states that, if sharesubjeds to restrictions on transfe
after vesting date, that factor should be takem &mwicount when estimating the
fair value of those shares, but only to the extieat the post-vesting restrictions
affect the price that a knowledgeable, willing manatticipant would pay for
that share. For example, if the shares are agtivatled in a deep and liquid
market, post-vesting transfer restrictions may Hétle, if any, effect on the
price that a knowledgeable, willing market participaould pay for those shares.

=

In this example, the shares are vested when purdhlsecannot be sold for five
years after the date of purchase. Therefore,ritigyeshould consider the
valuation effect of the five-year post-vesting s#ar restriction. This entails
using a valuation technique to estimate what theepof the restricted share
would have been on the purchase date in an arngghdéransaction between
knowledgeable, willing parties. Suppose that, is thiample, the entity
estimates that the fair value of each restrictettesis CU28. In this case, the fai
value of the equity instruments granted is CU4 peres (being the fair value of
the restricted share of CU28 less the purchase pfi€&)24). Because 64,000
shares were purchased, the total fair value of gléyeinstruments granted is
CU256,000.

In this example, there is no vesting period. Tfeeee in accordance with
paragraph 14 of IFRS 2, the entity should recogaisexpense of CU256,000
immediately.

r

However, in some cases, the expense relating to BR BE8ght not be material.
IAS 8 Accounting Policies, Changes in Accounting Polieied Errorsstates that
the accounting policies in IFRSs need not be appligen the effect of applying
them is immaterial (IAS 8, paragraph 8). IAS 8 ataies that an omission or

misstatement of an item is material if it could]iiidually or collectively, influence
the economic decisions that users make on the disie financial statements.
Materiality depends on the size and nature of thission or misstatement judged
in the surrounding circumstances. The size omraaifithe item, or a combinatior]
of both, could be the determining factor (IAS 8&gumaph 5). Therefore, in this
example, the entity should consider whether theresp of CU256,000 is material.
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Cash-settled share-based payment transactions

1G18

IG19

Paragraphs 30-33 of the IFRS set out requirtsrfen transactions in which an

entity acquires goods or services by incurringilitds to the supplier of those

goods or services in amounts based on the pridheoEntity’s shares or other
equity instruments. The entity is required to gruee initially the goods or

services acquired, and a liability to pay for thag®ds or services, when the
entity obtains the goods or as the services amdered, measured at the fair value
of the liability. Thereafter, until the liabilitis settled, the entity is required to
recognise changes in the fair value of the liapilit

For example, an entity might grant share apatiea rights to employees as part
of their remuneration package, whereby the employgkédecome entitled to a
future cash payment (rather than an equity instnijnéased on the increase in
the entity’s share price from a specified levelrozespecified period of time. If
the share appreciation rights do not vest until ghgloyees have completed a
specified period of service, the entity recognifies services received, and a
liability to pay for them, as the employees rendervice during that period.
The liability is measured, initially and at the eafieach reporting period until
settled, at the fair value of the share appreaiatights, by applying an option
pricing model, and the extent to which the employe&ge rendered service to
date. Changes in fair value are recognised initpoofloss. Therefore, if the
amount recognised for the services received wasded in the carrying amount
of an asset recognised in the entity's statement finncial position
(eg inventory), the carrying amount of that assetdt adjusted for the effects of
the liability remeasurement. Example 12 illustsateese requirements.
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IG Example 12

Background

An entity grants 100 cash share appreciation rigl#dRs) to each of its 500
employees, on condition that the employees renmaits iemploy for the next
three years.

During year 1, 35 employees leave. The entity egmthat a further 60 will
leave during years 2 and 3. During year 2, 40 eggas leave and the entity
estimates that a further 25 will leave during yeaD®&iring year 3, 22 employee
leave. Atthe end of year 3, 150 employees exetbiie SARs, another 140
employees exercise their SARs at the end of yead4te remaining 113
employees exercise their SARs at the end of year 5.

The entity estimates the fair value of the SAR$atend of each year in which
liability exists as shown below. At the end of yeaalBSARSs held by the
remaining employees vest. The intrinsic valuethefSARs at the date of
exercise (which equal the cash paid out) at theoégdars 3, 4 and 5 are also
shown below.

n

Year Fair value Intrinsic value
1 CU14.40
2 CU15.50
3 Cu18.20 CU15.00
4 CuU21.40 CU20.00
5 CU25.00
continued..
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continued...

IG Example 12

Application of requirements

Year Calculation

1 (500 - 95) employees x 100
SARs x CU14.40 x /3

2 (500 - 100) employees x 100
SARs x CU15.50 x /5 —
CU194,400

3 (500 - 97 — 150) employees x
100 SARs x CU18.20 —
CuU413,333 47,127

+ 150 employees x 100 SARs

x CU15.00 225,000

Total

4 (253 — 140) employees x 100
SARs x CU21.40 —

CU460,460 (218,640)

+ 140 employees x 100 SARs

x CU20.00 280,000

Total

5 CUO0-CuU241,820 (241,820)

+ 113 employees x 100 SARs

x CU25.00 282,500

Total
Total

Expense
Cu

194,400

218,933

272,127

61,360

40,680

787,500

Liability

Cu

194,400

413,333

460,460

241,820

Share-based payment arrangements with cash
alternatives

1G20

Some employee share-based payment arrangerpentst the employee to
choose whether to receive cash or equity instrusnenin this situation, a
compound financial instrument has been granted, fi@ancial instrument with
debt and equity components. Paragraph 37 of tRS IFequires the entity to
estimate the fair value of the compound finanaiatiument at grant date, by first
measuring the fair value of the debt component,thad measuring the fair value
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1G21

1G22

116

of the equity component—taking into account that éimployee must forfeit the
right to receive cash to receive the equity insgotn

Typically, share-based payment arrangements widlsh alternatives are
structured so that the fair value of one settlensdternative is the same as the
other. For example, the employee might have theicehof receiving share
options or cash share appreciation rights. In stades, the fair value of the
equity component will be zero, and hence the faiueaof the compound
financial instrument will be the same as the failugaof the debt component.
However, if the fair values of the settlement altéues differ, usually the fair
value of the equity component will be greater tharozin which case the fair
value of the compound financial instrument will beaer than the fair value of
the debt component.

Paragraph 38 of the IFRS requires the entigcttount separately for the services
received in respect of each component of the comgbdinancial instrument.
For the debt component, the entity recognisesahgces received, and a liability
to pay for those services, as the counterpartyensnservice, in accordance with
the requirements applying to cash-settled shareebgmyment transactions.
For the equity component (if any), the entity ratisgs the services received, and
an increase in equity, as the counterparty renslmgce, in accordance with the
requirements applying to equity-settled share-bagagment transactions.
Example 13 illustrates these requirements.

IG Example 13

Background

An entity grants to an employee the right to chagifeer 1,000 phantom shares,
ie a right to a cash payment equal to the valug@J0 shares, or 1,200 shares
The grant is conditional upon the completion oéthyears’ service. If the
employee chooses the share alternative, the simargtsbe held for three years
after vesting date.

N

At grant date, the entity’s share price is CU50 pare. At the end of years 1,
and 3, the share price is CU52, CU55 and CU60 respécti

The entity does not expect to pay dividends inntixet three years. After taking
into account the effects of the post-vesting transgstrictions, the entity
estimates that the grant date fair value of theeshliernative is CU48 per share.

D

At the end of year 3, the employee chooses:
Scenario 1: The cash alternative

Scenario 2: The equity alternative

continued..
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...continued
IG Example 13

Application of requirements

The fair value of the equity alternative is CU57,§0200 shares x CU48). The
fair value of the cash alternative is CU50,000 (@,pBantom shares x CU50).
Therefore, the fair value of the equity compondrthe compound instrument is
CU7,600 (CU57,600 — CU50,000).

The entity recognises the following amounts:
Year Expense Equity Liability
CuU CuU CuU

1 Liability component:
(1,000 x CU52 x '/3) 17,333 17,333

Equity component:
(CU7,600 x /) 2,533 2,533

2 Liability component:
(1,000 x CU55 x %/3) —

CU17,333 19,333 19,333
Equity component:
(CU7,600 x Y/s) 2,533 2,533
3 Liability component:
(1,000 x CU60) — CU36,666 23,334 23,334
Equity component:
(CU7,600 x Y/s) 2,534 2,534
End Scenario 1: cash of CU60,000

Year 3 paid (60,000)
Scenario 1 totals 67,600 7,600 0
Scenario 2: 1,200 shares issued 60,000 (60,000)
Scenario 2 totals 67,600 67,600 0

Share-based payment transactions among group
entities

IG22A  Paragraphs 43A and 43B of IFRS 2 specify theoawting requirements for
share-based payment transactions among group esntiti the separate or
individual financial statements of the entity redeg the goods or services.
Example 14 illustrates the journal entries in tbpasate or individual financial
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statements for a group transaction in which a pageants rights to its equity
instruments to the employees of its subsidiary.

IG Example 14

Share-based payment transactions in which a panettg rights to its equity
instruments to the employees of its subsidiary

Background

A parent grants 200 share options to each of 100cyes of its subsidiary,
conditional upon the completion of two years’ seewidth the subsidiary. The
fair value of the share options on grant date is @ekch. At grant date, the
subsidiary estimates that 80 per cent of the enggl®wvill complete the two-yeg
service period. This estimate does not change gitinia vesting period. At the
end of the vesting period, 81 employees completeghuired two years of
service. The parent does not require the subsitligpay for the shares needed|to
settle the grant of share options.

=

Application of requirements

As required by paragraph B53 of the IFRS, overwwyear vesting period, the
subsidiary measures the services received frorartioyees in accordance with
the requirements applicable to equity-settled shased payment transactions.
Thus, the subsidiary measures the services recéiwetthe employees on the

basis of the fair value of the share options atigdate. An increase in equity is
recognised as a contribution from the parent irstiygarate or individual financia
statements of the subsidiary.

The journal entries recorded by the subsidiaryefwh of the two years are as
follows:

Year 1

Dr Remuneration expense (200 x 100 x CU30 x CuU240,000
0.8/2)

Cr Equity (Contribution from the parent) CU240,000

Year 2

Dr Remuneration expense CU246,000
(200 x 100 x CU30 x 0.81 — 240,000)

Cr Equity (Contribution from the parent) CU246,000
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[llustrative disclosures

1G23

The following example illustrates the discl@swequirements in paragraphs 44-52
of the IFRS.

Extract from the Notes to the Financial Statemefft€ampany Z for the year
ended 31 December 20X5.

Share-based Payment

During the period ended 31 December 20X5, the Compadyfour share-based
payment arrangements, which are described below.

Type of Senior General Executive Senior
arrangement management employee share plan management
share option share option share
plan plan appreciation
cash plan
Date of 1 January 1 January 1 January 1 July 20X5
grant 20X4 20X5 20X5
Number
granted 50,000 75,000 50,000 25,000
Contractual
life 10 years 10 years N/A 10 years
Vesting 1.5 years’ Three years’ Three years’  Three years’
conditions  service and  service. service and service and
achievement achievement  achievement of
of a share of a target a target
price target, growth in increase in
which was earnings per  market share.
achieved. share.

The estimated fair value of each share option grhint the general employee
share option plan is CU23.60. This was calculatedfdplying a binomial option
pricing model. The model inputs were the shareepat grant date of CU50,
exercise price of CU50, expected volatility of 30 pent, no expected dividends,
contractual life of ten years, and a risk-free riese rate of 5 per cent. To allow
for the effects of early exercise, it was assumeat the employees would
exercise the options after vesting date when theegtrice was twice the exercise
price. Historical volatility was 40 per cent, whitftludes the early years of the
Company’s life; the Company expects the volatitifyits share price to reduce as
it matures.

Note that the illustrative example is not intethde be a template or model and is therefore not
exhaustive. For example, it does not illustrate disclosure requirements in paragraphs 47(c),ndi8 a
49 of the IFRS.
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The estimated fair value of each share grantechéneixecutive share plan is
CU50.00, which is equal to the share price at the dbgrant.

Further details of the two share option plans arobows:

20X4 20X5

Number of Weighted Number of Weighted

options  average options  average

exercise exercise

price price

Outstanding at start of year 0 - 45,000 Cu40
Granted 50,000 Cu40 75,000 CU50
Forfeited (5,000) Cu40 (8,000) Cu46
Exercised 0 - (4,000) Cu40
Outstanding at end of year 45,000 CuU40 108,000 Cu46
Exercisable at end of year 0 Cu40 38,000 Cu40

The weighted average share price at the date ofciegefor share options
exercised during the period was CU52. The optiortstanding at 31 December
20X5 had an exercise price of CU40 or CU50, and ahweihjaverage remaining
contractual life of 8.64 years.

20X4 20X5

Cu Cu

Expense arising from share-based payment
transactions 495,000 1,105,867

Expense arising from share and share option plans 495,000 1,007,000

Closing balance of liability for cash share
appreciation plan - 98,867

Expense arising from increase in fair value of
liability for cash share appreciation plan - 9,200
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Summary of conditions for a counterparty to receive
equity instrument granted and of accounting treatme

an
nts

1G24 The table below categorises, with examples, #n@ws conditions that determine
whether a counterparty receives an equity instrurgearted and the accounting
treatment of share-based payments with those condliti
Summary of conditions that determine whether a coun terparty
receives an equity instrument granted
VESTING CONDITIONS NON-VESTING CONDITIONS
Service Performance conditions
conditions
Performance Other Neither the Counterparty Entity can
conditions performance entity nor can choose choose
that are conditions the whether to whether to
market counterparty meet the meet the
conditions can choose condition condition
whether the
condition is
met
Example Requirement Target based Target based Target based Paying Continuation
conditions to remain in on the market ona ona contributions of the plan by
service for price of the successful commodity towards the the entity
three years entity's equity initial public index exercise price
instruments offering with of a share-
a specified based
service payment
requirement
Include in
grant-date No Yes No Yes Yes Yes®
fair value?
Accounting Forfeiture. The No change to Forfeiture. No change to Cancellation. Cancellation.
treatment if entity revises accounting. The entity accounting. The entity The entity
the condition the expense to The entity revises the The entity recognises recognises
is not met reflect the best continues to expense to continues to immediately immediately
after the available recognise the reflect the recognise the the amount of the amount
grant date estimate of the | expense over | best available | expense over the expense of the
and during number of the remainder estimate of the that would expense that
the vesting equity of the vesting the number remainder of otherwise would
period instruments period. of equity the vesting have been otherwise
expected to (paragraph instruments period. recognised have been
vest. 21) expected to (paragraph over the recognised
(paragraph19) vest. 21A) remainder of over the
(paragraph the vesting remainder of
19) period. the vesting
(paragraph period.
28A) (paragraph
28A)
(@) In the calculation of the fair value of the shbased payment, the probability of continuatibthe plan by
the entity is assumed to be 100 per cent.
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Table of Concordance

This table shows how the contents of IFRIC 8 and G-R1 correspond with IFRS 2 (as
amended in 2009).

IFRIC 8 IFRS 2 IFRIC 11 IFRS 2
paragraph (amended) paragraph paragraph (amended) paragraph
1 2 1 B48
2,3 IG5A, IG5B 2,3 B51, B52
4 None 4-6 B46
5 IG5C 7 B49
6 2 8 B53
7,8 2 9 B59
9 2 10 B61
9-12 13A 11 B55
13, 14 64 12,13 64
IE1-IE4 IG Example 1 IE1-IE4 IG Example 14
BC1-BC5 BC18A-BC18D BC1, BC2 None
BC6-BC12 BC128B-BC128H BC3-BC18 None
BC13 None BC19 BC268P
BC20 None
BC21, BC22 BC268Q, BC268R
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