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Introduction

1. Introduction

Until the release of IFRS 2 Share-based Payment in 2004, there was no International Financial
Reporting Standard (IFRS) that addressed the recognition and measurement of these
transactions.This gap in accounting literature had been a major cause for concern — in particular, the
International Organization of Securities Commissions (IOSCO) drew attention to this shortcoming in
a report in 2000.

The Standard has been effective since 2005. Since its issue, it has been the subject of two
Interpretations: IFRIC 8 Scope of IFRS 2 (issued January 2006) and IFRIC 11 IFRS 2 — Group and
Treasury Share Transactions (issued November 2006). In addition, just recently, the IASB has issued
near-final draft amendments to the Standard dealing with vesting conditions and cancellations
These proposed amendments are expected to become effective for periods beginning on or after
1 January 2008, with earlier application permitted.

Inevitably, given its subject matter and the broad range of share-based payment schemes in
operation, the application of IFRS 2 presents significant challenges for preparers of financial
statements. To provide assistance in this regard, in addition to explaining the detailed provisions of
IFRS 2, this guide deals with its application in many practical situations. It is not always possible to
be definitive as to what is the “right” answer — but we have shared with you our approach to
finding solutions that we believe are in accordance with the objective of the Standard.

When IFRS 2 was issued in 2004, the idea of recording an expense for share-based awards at their
fair value in the income statement seemed to be revolutionary. Three years later, despite the
ongoing arguments about 'increased volatility' in earnings, preparers and users are generally
accustomed to the concept that when an entity grants a share-based award to its service-suppliers
(employees and others), it should recognise an expense.

The bigger challenges today lie with more practical concerns. To name just a few:

¢ how to determine fair value for awards with more complex terms and conditions?

¢ when to classify transactions as cash- or equity-settled?

¢ whether amendments to terms and conditions represent modifications or replacements?
e how to account for transactions with multiple features and several potential outcomes?
And perhaps the most common issue in practice:

¢ how to account for share-based awards in the individual financial statements of group entities in
situations when, for example, the parent grants share-based awards to employees of its
subsidiaries? IFRIC 11 has partly addressed this issue — but many questions remain.

We hope that you will find this guide a useful tool in your dealings with share-based transactions.
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2. Scope

2.1 General
2.1.1 Definitions
IFRS 2 should be applied to each ‘share-based payment transaction’, defined as follows:

“A transaction in which the entity receives goods or services as consideration for equity
instruments of the entity (including shares or share options), or acquires goods or services by
incurring liabilities to the supplier of those goods or services for amounts that are based on the
price of the entity’s shares or other equity instruments of the entity.” [IFRS 2 Appendix A]

IFRS 2 also uses the term ‘share-based payment arrangement’ which is defined as follows:

“An agreement between the entity and another party (including an employee) to enter into a
share-based payment transaction, which thereby entitles the other party to receive cash or
other assets of the entity for amounts that are based on the price of the entity’s shares or other
equity instruments of the entity, or to receive equity instruments of the entity, provided that the
specified vesting conditions, if any, are met.” [IFRS 2 Appendix A]

‘Equity instrument’ is defined as follows:

“A contract that evidences a residual interest in the assets of an entity after deducting all of its
liabilities.” [IFRS 2 Appendix A]

This definition is consistent with paragraph 11 of IAS 32 Financial Instruments: Presentation.

‘Equity instrument granted’ is defined as follows:

“The right (conditional or unconditional) to an equity instrument of the entity conferred by the
entity on another party, under a share-based payment arrangement.” [IFRS 2 Appendix A]

The Standard does not include a formal definition of either goods or services, although IFRS 2.5
specifies that goods would include inventories, consumables, property, plant and equipment,
intangible assets, and other non-financial assets. IFRIC 8 Scope of IFRS 2 (issued in January
2006) confirms that the goods or services do not have to be identifiable to be within the scope
of IFRS 2 (see section 2.6 below).



Scope

2.1.2 Types of share-based payment
Three types of transactions are identified: [IFRS 2.2]

e equity-settled share-based payment transactions, in which the entity receives goods or services as
consideration for equity instruments of the entity (including shares or share options);

e cash-settled share-based payment transactions, in which the entity acquires goods or services by
incurring liabilities to the supplier of those goods or services for amounts that are based on the
price (or value) of the entity’s shares or other equity instruments of the entity. Transactions
involving share appreciation rights (SARs) fall into this category; and

e transactions in which the entity receives or acquires goods or services and the terms of the
arrangement provide either the entity or the supplier of those goods or services with a choice of
whether the entity settles the transaction in cash (or other assets) or by issuing equity instruments.

IFRS 2 includes separate measurement requirements for each of these, which are discussed in the
remainder of this guide. Business combinations and certain arrangements within the scope of IAS 32
are excluded from the scope of IFRS 2 as discussed at sections 2.4 and 2.5 below.

2.1.3 Conflict between IFRS 2 and IAS 32

The liability/equity distinction in IFRS 2 is drawn along different lines to the general requirements of
IAS 32. This is explained in the following example.

Example 2.1.3
Equity settlement or cash settlement

Company A issues 1,000 share options to an employee with an exercise price of CU15 per
share. After completion of the vesting period, the employee will receive shares with the total
value equal to the ‘intrinsic value’ of the options (referred to below as an equity-settled SAR).
The intrinsic value of the options is the difference between the fair value of the shares to which
the employee has the right to subscribe and the price (in this example CU15) the employee is
required to pay for those shares.

The share options should be accounted for as equity-settled because settlement will be by
delivery of equity instruments.

The amount of shares that could be issued under the equity-settled SARs and the value of each
share issued is variable. IFRS 2.BC106 notes that if the debt/equity requirements of IAS 32 were
applied to share-based payment transactions, instruments where the number of shares issued is
variable would be considered a liability. They would therefore be treated similar to a cash-
settled share-based payment. As a result, IFRS 2.BC110 explains that the debt/equity
requirements in IAS 32, whereby some obligations to issue equity instruments are classified as
liabilities, should not be applied for the purposes of the IFRS on share-based payment.

IFRS 2.BC107 cites an SAR settled in shares as an example of an instrument that would be
accounted for differently under IAS 32 and under IFRS 2.
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2.1.4 Identifying share-based payment transactions

[t may not always be immediately straightforward to identify transactions falling within the scope of
IFRS 2 as shown by the following example.

Example 2.1.4
Scope of IFRS 2

Company L provides an interest-free loan in the amount of CU100 to one of its executives to
purchase shares with a fair value of CU100 in the open market. The shares are used as
collateral for the loan balance and, therefore, cannot be sold by the executive during the four-
year vesting period. If the executive remains employed with L at the end of four years, the
entire amount of the loan is forgiven and the shares are released from all restrictions. If the
executive leaves the employ of L during the vesting period, the shares are returned to L and,
regardless of value, are considered full payment of the loan.

Since the executive has no risk of owing more than the shares are worth, the substance of the
transaction is the issue of restricted shares that vest at the end of four years and, therefore, the
transaction is within the scope of IFRS 2. As a result, the fair value of the restricted shares at the
grant date should be expensed over the vesting period.

2.1.5 Awards made by shareholders

Transfers of an entity’s equity instruments by its shareholders to parties (including employees) that
have supplied goods or services to the entity are share-based payment transactions within the scope
of IFRS 2, unless the transfer is clearly for a purpose other than the payment for goods and services.
[IFRS 2.3]

Where a shareholder provides shares for the purposes of an employee share scheme, it will
generally be clear that these benefits form part of the remuneration of the employees for their
services to the entity. A charge to profit or loss will therefore be required in accordance with
IFRS 2 for the services received.

On the other hand, a shareholder may make a gift of shares to a close relative who is
coincidentally an employee of the entity. Such a gift might not form part of the remuneration
of the employee but it will be necessary to look carefully at the facts of each case. For example,
it would be necessary to consider whether similar benefits were given to other employees and
whether the gift of shares was in any way conditional on continuing employment with the
entity.

The most common instance when equity instruments are provided by a shareholder rather than the
entity that has received the goods or services is within groups of entities. This situation is considered
at section 2.2 below.
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2.2 Groups
2.2.1 Parent and subsidiaries

Employees of a subsidiary will often receive part of their remuneration in the form of shares in the
parent, or less commonly in some other group entity. Where this is the case, IFRS 2 requires the
entity that has received the benefit of the services to recognise an expense. This is so even if the
equity instruments issued are those of another entity.

Transfers of equity instruments of the entity’s parent, or of equity instruments of another entity in
the same group, to parties that have supplied goods or services to the entity are within the scope of
IFRS 2 unless the transfer is clearly for a purpose other than payment for goods and services.

[IFRS 2.3]

Example 2.2.1
Services received in equity-settled share-based transaction

Company P is a publicly-listed company that applies US Generally Accepted Accounting
Principles (US GAAP). P has a majority-owned subsidiary, Company S, which applies IFRSs.
Company P issues share options in P's ordinary shares to certain employees of S.

Company S receives the benefit of the services provided by its employees. As a result, S should
record the expense related to the share-based payment, regardless of whether S, or another
group entity, issues the share options. Where P issues the share options, there may be also a
capital contribution to be recognised by P and S (see Chapter 12 of this guide).

2.2.2 Associates and joint ventures

IFRS 2.3 does not address the situation where employees of an associate or a joint venture are
granted equity instruments in the investor/venturer in connection with their employment.
However, a similar approach should generally be adopted because the associate or joint venture
will have received the benefit of services provided by the employees and a capital contribution
from the investor/venturer.

2.2.3 Meaning of ‘entity"

Various definitions included in Appendix A to IFRS 2 make reference to ‘the entity.’ In the context of
groups, certain such references will sometimes need to be interpreted to mean another group entity.
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IFRS 2 is clear that an expense must be recognised in the entity that has received the benefit of
the goods or services. It is also clear that, where the parent provides the shares, the other side
of this accounting entry is a credit to equity which is in the nature of a capital contribution.
However, IFRS 2 does not address the accounting in the other group entity that issued equity
instruments or the effect of charges made between group entities in connection with share-
based payment arrangements. Neither does it provide guidance on the circumstances where an
arrangement is equity-settled from the perspective of the group but may appear to be cash-
settled from the perspective of the subsidiary (and vice versa). For example, the subsidiary that
receives the benefit of the employee’s services might buy shares in its parent in the market for
cash to satisfy the arrangement. Some of these questions are addressed in IFRIC 11 /FRS 2 —
Group and Treasury Share Transactions. The requirements of IFRIC 11 and related issues not
specifically dealt with in the Interpretation are considered in detail in Chapter 12 of this guide.

2.3 Transactions with equity holders as equity holders

Transactions with parties (employees) in their capacity as holders of equity instruments of the entity
are not share-based payment transactions. For example, a rights issue may be offered to all holders
of a particular class of equity. If an employee is offered the chance to participate purely because
he/she is a holder of that class of equity, IFRS 2 is not applied. The requirements of the Standard are
only relevant for transactions in which goods or services are acquired. [IFRS 2.4]

Example 2.3
Transaction outside the scope of IFRS 2

Company D purchases its own shares from employees for an amount that equals the fair value
of those shares. This transaction would be considered a purchase of treasury shares and would
not be within the scope of IFRS 2. However, if Company D pays an amount in excess of fair
value only to its employees, that excess would be considered remuneration expense.

24 Business combinations

IFRS 2 applies to share-based payment transactions in which an entity acquires or receives goods or
services. Goods include inventories, consumables, property, plant and equipment, intangible assets
and other non-financial assets. However, the IFRS is not applied to transactions in which an entity
acquires goods as part of the net assets acquired in a business combination to which IFRS 3 Business
Combinations applies. Therefore, equity instruments issued in a business combination in exchange
for control of the acquiree are not within the scope of the Standard. But equity instruments granted
to employees of the acquiree in their capacity as employees (e.g. in return for continued services) are
within the scope of IFRS 2. Similarly, the cancellation, replacement or other modification of share-
based payment arrangements because of a business combination or other equity restructuring are
accounted for in accordance with IFRS 2. [IFRS 2.5]
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It is not always easy to determine whether equity instruments that are issued in connection with a
business combination are part of the consideration for the acquisition (and, therefore, outside of the
scope of IFRS 2) or part of employee remuneration for the post-acquisition period. The following
example provides some indicators of the factors to be considered in deciding whether IFRS 2 should
be applied to share-based payment transactions associated with a business combination.

Example 2.4
Business combinations

Company P purchased all the outstanding shares of Company S for a combination of cash and
ordinary shares of P. The business combination was accounted for using the purchase method.
Company S was wholly owned by its management team immediately prior to the purchase by P.
In addition to the consideration paid at the acquisition date, P agreed to pay contingent
consideration (in the form of P's ordinary shares) to the previous owners if revenues exceed
CU100 million over the next 12 months. In addition, each individual must be employed with
the new entity for the duration of the contingency period to receive their individual
consideration.

The following criteria may help to determine whether contingent consideration should be
accounted for as (1) an adjustment of the purchase price of an acquired entity under IFRS 3 or
(2) remuneration for services in accordance with IFRS 2. This list of factors or indicators is not
exhaustive.

Factors involving continued employment include the following.

Linkage of continued employment and contingent consideration: arrangements in which the
contingent payments are not affected by employment termination may be a strong indicator

that the contingent payments are additional purchase price rather than remuneration.

Duration of continued employment required: if the length of time of required employment
coincides with or is longer than the contingent payment calculation period, that fact may

indicate that the contingent payments are, in substance, remuneration.

Level of remuneration: situations in which employee remuneration other than the contingent
payments is at a reasonable level in comparison to that of other key employees in the combined
entity may indicate that the contingent payments are additional purchase price rather than
remuneration.

An example of a factor involving components of a shareholder group is set out below.

Contingent payout is different for former shareholders based on whether they are employees:
the fact that selling shareholders who do not become employees receive lower contingent

payments on a per share basis from what the previous owners who become employees of the
combined entity receive, may be a strong indicator that the incremental amount of contingent
payments to the selling shareholders who become employees is remuneration.
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Understanding why the acquisition agreement includes a provision for contingent payments
may be helpful in assessing the substance of the arrangement. For example, if the initial
consideration paid at the acquisition date is based on the low end of a range established in the
valuation of the acquired entity and the contingent formula relates to that valuation approach,
that fact may suggest that the contingent payments are additional purchase price. Alternatively,
if the contingent payment formula is consistent with prior profit-sharing arrangements, that
may suggest that the substance of the arrangement is to provide remuneration.

The formula used to determine the contingent payment might be helpful in assessing the
substance of the arrangement. For example, a contingent payment of five times earnings may
suggest that the formula is intended to establish or verify the fair value of the acquired entity,
while a contingent payment of 10 per cent of earnings may suggest a profit-sharing
arrangement.

The determination of whether equity instruments issued as contingent consideration in a
business combination are remuneration to current employees or part of the purchase price to
the former owners is a matter that requires a full assessment of the facts and careful
judgement. A provision for payment only upon completion of an employment period is a strong
indicator that the agreement should be accounted for as remuneration and, therefore, a
presumption would exist that such an arrangement would be included within the scope of

IFRS 2.

25 Financial instruments

IFRS 2 does not apply to share-based payment transactions in which the entity receives or acquires
goods or services under a contract within the scope of IAS 32 financial Instruments: Presentation
(paragraphs 8 to 10) or IAS 39 Financial Instruments: Recognition and Measurement (paragraphs
5to 7). [IFRS 2.6]

IAS 32 and IAS 39 both state that they should be applied to contracts to buy or sell a non-financial
item that can be settled net in cash or by another financial instrument, or by exchanging financial
instruments, as if the contracts were financial instruments (subject to one exception). IFRS 2
(paragraph BC28) explains that the IASB concluded that such contracts should remain within the
scope of IAS 32 and IAS 39 and, therefore, excluded them from the scope of IFRS 2.

Example 2.5
Interaction with IAS 32 and IAS 39

Company C enters into a forward contract to buy 1,000 units of a commodity at a price equal
to 2,000 of Company C's ordinary shares. Company C can settle the contract net, but does not
intend to do so (nor does it have a practice of doing so). This transaction would be within the
scope of IFRS 2. However, if Company C had a practice of settling these contracts net, or did
not intend to take physical delivery, then the forward contract would be within the scope of
IAS 32 and IAS 39.
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2.6 Goods or services cannot be specifically identified (IFRIC 8)

IFRIC 8 Scope of IFRS 2 addresses whether IFRS 2 applies to transactions in which the entity cannot
identify specifically some or all of the goods or services received. It was issued in January 2006 and
applies for annual periods beginning on or after 1 May 2006. Earlier adoption is encouraged.
When adopted, the Interpretation should be applied with retrospective effect subject to the general
transitional provisions of IFRS 2.

IFRS 2 applies to transactions in which an entity, or an entity’s shareholders, have granted equity
instruments or incurred a liability to transfer cash or other assets for amounts based on the price (or
value) of the entity’s shares or other equity instruments. IFRIC 8 applies to such transactions when
the identifiable consideration received (or to be received) by the entity, including cash and the fair
value of identifiable non-cash consideration, appears to be less than the fair value of the equity
instruments granted or the liability incurred. However, the Interpretation does not apply to
transactions that are excluded from the scope of IFRS 2 in accordance with paragraphs 3 to 6 of the
Standard (e.g. a rights issue at a discount to the market price). [IFRIC 8.6]

IFRS 2 applies to particular transactions in which goods or services are received, such as transactions
in which an entity receives goods or services as consideration for equity instruments of the entity.
IFRIC 8 confirms that this includes transactions in which the entity cannot identify specifically some
or all of the goods or services received. [IFRIC 8.8]

In the absence of specifically identifiable goods or services, other circumstances may indicate that
goods or services have been, or will be, received. In this case IFRS 2 applies. If the identifiable
consideration received appears to be less than the fair value of the equity instruments granted, or
the liability incurred, typically this circumstance indicates that other consideration (i.e. unidentifiable
goods or services) has been, or will be received. [IFRIC 8.9]

The entity measures any identifiable goods and services in accordance with IFRS 2. Any
unidentifiable goods or services received are then measured as the difference between the fair
value of the share-based payment and the fair value of any identifiable goods or services received.
The unidentifiable goods or services are measured at grant date, although for cash-settled
arrangements, the liability is remeasured at each reporting date until it is settled. [IFRIC 8.10 to 12]

IFRIC 8 gives the example of a grant of shares to a charitable organisation for nil consideration as an
instance where it might be difficult to demonstrate that goods or services have been, or will be,
received. It notes that a similar situation might arise in transactions with other parties. [IFRIC 8.2]

An illustrative example that accompanies IFRIC 8 deals with a situation where an entity grants
shares for no consideration to parties who form a particular section of the community, as a
means of enhancing its corporate image. The example notes that the economic benefits might
take a variety of forms such as increasing the entity’s customer base, attracting and retaining
employees, and improving its chances of being awarded contracts.

There may be no obvious benefits of this kind in cases where shares are required by law to be
issued at below their market value. However, IFRIC 8 should still be applied and an expense
recognised. This might be viewed as ‘the price of staying in business’ or a form of taxation.
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For transactions with parties other than employees, IFRS 2 specifies a rebuttable presumption that
the fair value of the goods or services received can be estimated reliably. The IFRIC concluded that
goods or services that are unidentifiable cannot be reliably measured and so the rebuttable
presumption is relevant only for identifiable goods or services. Therefore, in this case, it is necessary
to derive the value of the unidentifiable goods or services received from the value of the equity
instruments. [IFRIC 8.BC8]

This approach might be seen to imply that it is always necessary to consider the fair value of the
equity instruments granted to see if this is greater than the fair value of the goods or services
received. This is not so. IFRIC 8.BC7 states that “the IFRIC noted that it is neither necessary nor
appropriate to measure the fair value of goods or services as well as the fair value of the share-
based payment for every transaction in which the entity receives goods or non-employee
services”. In practice, it will be necessary to consider this issue only in those cases where the
value of the goods and services received ‘appears to be’ less than the fair value of the equity
instruments granted. For example, it would not be necessary to obtain a valuation of unquoted
shares issued as consideration for non-employee services unless there were indications that
some other non-identifiable goods or services had also been obtained.

The phrase ‘the fair value of the share-based payment’ refers to the value of the particular share-
based payment concerned. For example, an entity might be required by legislation to issue some
portion of its shares to nationals of a particular country, which may be transferred only to other
nationals of that country. Such transfer restrictions may affect the fair value of the shares concerned.
They may have a fair value that is less than the fair value of otherwise identical shares that do not
carry the transfer restrictions. In this case, if it is the restricted shares that are granted, the phrase
‘the fair value of the share-based payment’ in IFRIC 8 refers to the fair value of the restricted shares
and not to the fair value of the unrestricted shares. [IFRIC 8.5]
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3. Recognition

3.1 General

The goods or services received or acquired in a share-based payment transaction are recognised
when the goods are obtained or as the services are received. A corresponding increase in equity is
recognised if the goods or services were received in an equity-settled transaction. A liability is
recognised if the goods or services were acquired in a cash-settled transaction. [IFRS 2.7]

The goods or services received in a share-based payment transaction may qualify for recognition as
an asset. If not, they are recognised as an expense. [IFRS 2.8]

Services are typically consumed immediately, in which case an expense is recognised as the
counterparty renders service. Goods might be consumed over a period of time or, in the case of
inventories, sold at a later date, in which case an expense is recognised when the goods are
consumed or sold. However, sometimes it is necessary to recognise an expense before the goods or
services are consumed or sold, because they do not qualify for recognition as assets. For example, an
entity might acquire goods as part of the research phase of a project to develop a new product.
Although those goods have not been consumed, they might not qualify for recognition as assets
under the applicable IFRS. [IFRS 2.9]

3.2 Timing

As explained in section 3.1 above, the goods or services involved in a share-based payment
transaction should be recognised when they are acquired/received. It will normally be relatively
straightforward to ascertain when goods are received, but this is not necessarily so when services
are involved.

3.2.1 Equity-settled share-based payment transactions

The approach to be adopted in relation to the timing of recognition depends largely on the concept
of vesting. IFRS 2 defines ‘vest’ as follows:

“To become an entitlement. Under a share-based payment arrangement, a counterparty’s right
to receive cash, other assets, or equity instruments of the entity vests upon satisfaction of any
specified vesting conditions.” [IFRS 2 Appendix A]

If equity instruments vest immediately then, in the absence of evidence to the contrary, it is
presumed that the consideration for the instruments (e.g. employee services) has been received.
The consideration (i.e. an expense or asset, as appropriate) should, therefore, be recognised in full,
with a corresponding increase in equity. [IFRS 2.14]
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If equity instruments do not vest immediately, the following two terms, as defined by IFRS 2, are
important. "Vesting conditions’ are:

“The conditions that must be satisfied for the counterparty to become entitled to receive cash,
other assets or equity instruments of the entity, under a share-based payment arrangement.
Vesting conditions include service conditions, which require the other party to complete a
specified period of service, and performance conditions, which require specified performance
targets to be met (such as a specified increase in the entity’s profit over a specified period of
time).” [IFRS 2 Appendix A]

In June 2007, the IASB issued a near-final draft of amendments to IFRS 2 dealing with vesting
conditions and cancellations (the 2007 draft amendments). The draft amendments are intended
to be effective for the periods beginning on or after 1 January 2008, with earlier application
permitted.

The 2007 draft amendments clarify that vesting conditions must be either service conditions or
performance conditions. They also introduce the concept of a ‘'non-vesting condition’ which is a
condition that is neither a service condition nor a performance condition.

The draft amendments define a performance condition as one which requires the counterparty
to complete a specified period of service and specified performance targets to be met. An
example of a non-vesting condition is a requirement for employees to make contributions to a
‘Save as You Earn’ scheme.

The Basis for Conclusions to the amendments explains that the feature that distinguishes a
performance condition from a non-vesting condition is that the former has an explicit or
implicit service requirement and the latter does not.

The ‘vesting period’ is:

“The period during which all the specified vesting conditions of a share-based payment
arrangement are to be satisfied.” [IFRS 2 Appendix A]

If the equity instruments granted do not vest until the counterparty completes a specified period of
service, it is presumed that the service period equals the vesting period. The services are accounted
for as they are rendered by the counterparty during the vesting period, with a corresponding
increase in equity. [IFRS 2.15]

A simple scenario would see employees granted share options which vest only once the employees
have completed a specified period of employment — say three years. In this scenario, the entity will
record an expense over the three-year vesting period. [IFRS 2.15(a)] However, if the employees are
granted share options that are conditional upon the employees working for the entity for the three
financial years beyond the current one, generally the IFRS 2 expense will be recognised over a
vesting period of four years beginning on the date of grant because, in substance, the vesting is
conditional on the employee continuing to render service for another four years (i.e. remaining
employed for the current year, plus three subsequent years).
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If an employee is granted share options conditional upon the achievement of a performance
condition and remaining in the entity’s employ until that performance condition is satisfied, and the
length of the vesting period varies depending on when that performance condition is satisfied, the
entity presumes that the services to be rendered by the employee as consideration for the share
options will be received in the future, over the expected vesting period. The entity estimates the
length of the expected vesting period at grant date, based on the most likely outcome of the
performance condition. If the performance condition is a market condition (see Chapter 4 of this
guide), the estimate of the length of the expected vesting period should be consistent with the
assumptions used in estimating the fair value of the options granted, and should not be
subsequently revised. If the performance condition is not a market condition, the entity revises its
estimate of the length of the vesting period, if necessary, if subsequent information indicates that
the length of the vesting period differs from previous estimates. [IFRS 2.15(b)]

3.2.2 Cash-settled share-based payment transactions

IFRS 2.32 makes it clear that the principles discussed in section 3.2.1 above also apply to cash-settled
share-based payments. The consideration for such payments is recognised when it is received
(i.e. immediately or over any vesting period), with a corresponding liability.

There are specific requirements that relate to arrangements with a choice of settlement method
(see Chapter 7 of this guide).
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4. Measurement: equity-settled
transactions

4.1 General
4.1.1 Fair value

In an equity-settled transaction, the goods or services received, and the corresponding increase in
equity, should be measured at the fair value of those goods/services.

‘Fair value’ is defined as follows:

“The amount for which an asset could be exchanged, a liability settled, or an equity instrument
granted could be exchanged, between knowledgeable, willing parties in an arm’s length
transaction.” [IFRS 2 Appendix A]

For equity-settled share-based payment transactions, the goods or services received and the
corresponding increase in equity are measured directly at the fair value of the goods or services
received, unless that fair value cannot be estimated reliably. If it is not possible to estimate reliably
the fair value of the goods or services received, the fair value of the equity instruments granted is
used as a proxy. [IFRS 2.10] There is a limited exception to this requirement in rare cases where the
entity is unable to estimate reliably the fair value of the equity instruments granted at the
measurement date. This exception is considered at section 4.6 below.

4.1.2 Transactions with employees and others providing similar services

The IASB has taken the view that the fair value of the equity instruments granted should be used
for transactions with employees and others providing similar services. This is because, in such
transactions, “typically it is not possible to estimate reliably the fair value of the services received”.
The fair value of those equity instruments is measured at grant date. [IFRS 2.11 & 12]

IFRS 2 defines ‘employees and others providing similar services’ as:

“Individuals who render personal services to the entity and either (a) the individuals are
regarded as employees for legal or tax purposes, (b) the individuals work for the entity under its
direction in the same way as individuals who are regarded as employees for legal or tax
purposes, or (c) the services rendered are similar to those rendered by employees. For example,
the term encompasses all management personnel, i.e. those persons having authority and
responsibility for planning, directing and controlling the activities of the entity, including non-
executive directors.” [IFRS 2 Appendix A]

Further references to employees in this guide will include others providing similar services.
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The determination as to whether an individual is similar to an employee is a matter of careful
judgement.

The following factors may be considered as indicators of employees and others providing similar
services:

¢ the purchasing entity is paying for the right to use certain individuals and not the actual
output from the individuals (i.e. the purchasing entity has the risk of downtime);

e the individuals are under the direct supervision of the purchasing entity;
e the contract depends on the services from a specified individual;

e the purchasing entity receives substantially all of the output from the individual for a
specified period of time; or

e the individuals perform services that are similar to services currently provided by employees.

Factors that would indicate an individual is not an employee or providing services similar to an
employee include the following:

e the individual performs services that cannot legally be provided by employees; or

e the individual uses technology that is not legally available to the purchasing entity to perform
the services.

For transactions with parties other than employees, there is a rebuttable presumption that the fair
value of the goods or services received can be estimated reliably. This fair value should be measured
at the date the entity receives the relevant goods or services. This presumption should be rebutted
only in those ‘rare cases’ in which the fair value of the goods or services received cannot be
estimated reliably. In such circumstances, the fair value is measured indirectly by reference to the fair
value of the equity instrument granted, measured at the date the entity receives the relevant goods
or services. [IFRS 2.13]

4.1.3 More than one measurement date

If the goods or services are received on more than one date, the entity should measure the fair value
of the equity instruments granted on each date when goods or services are received. The entity
should apply that fair value when measuring the goods or services received on that date.

[IFRS 2.1G6]

It is possible to use an approximation in some cases. If an entity received services continuously
during a six-month period, and its share price did not change significantly during that period, the
entity could use the average share price during the six-month period when estimating the fair value
of the equity instruments granted. [IFRS 2.1G7]
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These principles are illustrated in the following examples.

Example 4.1A
Issue of shares for goods or services from non-employees

Company P (a private entity) issues shares to its external lawyers for services related to the
successful completion of a lawsuit that Company P is currently defending. The lawyers spent

100 hours working on the case. On the basis of recent invoices from the lawyers, Company P
determines the fair value of the services received to be CU300 per hour. Because the fair value of
the services can be reliably measured, Company P will record an expense for CU30,000 [100 x
CU300] and will not be required to determine the fair value of the shares granted to the lawyers.

Example 4.1B
Measurement date for fair valuation purposes

Company G is a start-up entity that wants to build a website. Company G contacts Supplier W
on 15 March and offers 100 shares in G if W builds a website to G's specifications. The offer is
valid for six months. Supplier W neither rejects nor accepts G's offer. On 30 June, W agrees to
build G's website for the 100 shares. On 30 October, the website is delivered to G. On the same
date, G delivers the 100 shares to W.

Company G has determined that it cannot measure reliably the fair value of the services
received and, therefore, measures the share-based payment by reference to the fair value of
the shares issued.

The measurement date under IFRS 2 will be 30 October. For transactions with parties other than
employees (and those providing similar services), the measurement date is defined as “... the
date the entity obtains the goods or the counterparty renders service”. The 100 shares,
therefore, would be valued at 30 October, based on current market prices. Since no further
action is required by W and the shares issued are fully vested, the full fair value should be
expensed or capitalised as an intangible asset in accordance with IAS 38 Intangible Assets.

In certain jurisdictions, G may be required to present interim financial statements at 30 June.
Under IFRS 2, there is no requirement to recognise an interim expense for this transaction.
Therefore, G would need only to provide the disclosures required for such commitments

(if material).
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4.2 Determining the fair value of equity instruments granted
4.2.1 Measurement date

Where transactions are measured by reference to the fair value of the equity instruments granted,
that fair value should be determined at the ‘measurement date’ which is defined in IFRS 2 as:

“The date at which the fair value of the equity instruments granted is measured for the
purposes of this IFRS. For transactions with employees and others providing similar services, the
measurement date is grant date. For transactions with parties other than employees (and those
providing similar services), the measurement date is the date the entity obtains the goods or the
counterparty renders service.” [IFRS 2 Appendix A]

This definition uses the term ‘grant date’ which is in turn defined as:

“The date at which the entity and another party (including an employee) agree to a share-based
payment arrangement, being when the entity and the counterparty have a shared understanding
of the terms and conditions of the arrangement. At grant date the entity confers on the
counterparty the right to cash, other assets, or equity instruments of the entity, provided the
specified vesting conditions, if any, are met. If that agreement is subject to an approval process
(for example, by shareholders), grant date is the date when that approval is obtained.” [IFRS 2
Appendix A]

Example 4.2.1A
Grant date

On 1 January 20X1, Company A and each of its executives enter into an agreement where A
will issue shares to each executive. The number of shares depends on a formula that considers
growth in revenue and profits for the year to 31 December 20X1. Depending on audited
revenue and profit growth, which will be known at 31 March 20X2, A could issue between nil
and 100 restricted shares. The restricted shares will vest in the employees if they remain in A's
employment at the end of a further three years. Therefore, the earliest each executive could sell
his/her restricted shares is at the end of 20X4. The Board has already approved the formula and
no further approvals are needed. The question that arises is whether the grant date is 1 January
20X1 or 31 March 20X2.

Grant date is defined as “the date at which the entity and another party ... agree to a share-
based payment arrangement, being when the entity and the counterparty have a shared
understanding of the terms and conditions of the arrangement ...”. At 1 January 20X1, all
parties understand the terms and, therefore, this should be viewed as the grant date.

An estimate of the number of shares that will vest is made at 1 January 20X1. A fair value is
assigned to each share. As the formula is considered a non-market vesting condition that
should be accounted for using the true-up method in IFRS 2, the number of shares is adjusted
at 31 March 20X2 based on the amount of restricted shares actually issued to the executives.
The fair value of each share is based on the value at 1 January 20X1.
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Two key factors that need to be considered when deciding on the grant date are:
e both parties need to ‘agree’ to a share-based payment; and
e both parties must have a shared understanding of the terms and conditions.

The word ‘agree’ is used in its usual sense and means that there must be both an offer and
acceptance of that offer. The date of grant is when the other party accepts an offer and not when
the offer is made. In some instances the agreement might be implicit (i.e. not by signing a formal
contract) and this is the case for many share-based payment arrangements with employees. In these
cases, the employees’ agreement is evidenced by their commencing to render services. [IFRS 2.1G2]

For both parties to have agreed to the share-based payment arrangement, they must have a shared
understanding of the terms and conditions of the arrangement. If some of the terms and conditions
of the arrangement are agreed on one date, with the remainder of the terms and conditions agreed
on a later date, then grant date is on that later date, when all of the terms and conditions have
been agreed. For example, consider the situation where an entity agrees to issue share options to an
employee, but the exercise price of the options will be set by a remuneration committee that meets
in three months’ time. The grant date is when the exercise price is set by the remuneration
committee. [IFRS 2.1G3]

The scenario described in the previous paragraph differs from that described in Example 4.2.1A.
In Example 4.2.1A, the number of restricted shares to be issued, although not known, is the
subject of an agreed formula which considers revenue and profit growth. In the scenario set
out in the previous paragraph, the exercise price is not agreed until it is set by the remuneration
committee because until then it remains subject to the committee’s discretion.

In some cases, a grant date might occur after the employees to whom the equity instruments were
granted have begun rendering services. For example, if a grant of equity instruments is subject to
shareholder approval, grant date might occur some months after the employees have begun
rendering services in respect of that grant. The IFRS requires the entity to recognise the services
when received. In this situation, the entity should estimate the grant date fair value of the equity
instruments (e.g. by estimating the fair value of the equity instruments at the end of the reporting
period), for the purposes of recognising the services received during the period between service
commencement date and grant date. Once the date of grant has been established, the entity should
revise the earlier estimate so that the amounts recognised for services received in respect of the
grant are ultimately based on the grant date fair value of the equity instruments. [IFRS 2.1G4]
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The following example considers the effect of employee acceptance provisions on the determination
of grant date.

Example 4.2.1B
Effect of employee acceptance provisions on grant date

In Country B, an individual is taxed in the period that share-based payments are received. As a
result, prior to issuing share-based payments to its employees, Company X first issues an offer
letter to each employee detailing the amount of shares or share options and the exercise price.
Each employee has 30 days in which to return the offer letter to accept the options.

Is the grant date the date of the offer or the date of the acceptance?

In many cases, the determination of whether the requirements for rejection or acceptance is
explicit or implicit requires careful analysis of the facts and circumstances. On the facts
presented, the requirement to accept is explicit and has substance, given that the employee will
be taxed immediately on the options received. While the employee understands all of the terms
and conditions, the employer does not, until acceptance, have a full understanding of how
many share options will be issued. Therefore, due to the explicit acceptance requirement, grant
date would be the date of acceptance.

The date of grant determines the date the options should be measured, but does not affect the
recognition period of the expense. That is, the option should be recognised as an expense over
the service period. If the service period begins prior to the date of grant (e.g. the offer date),
Company X should begin expensing the share-based payment at the date of offer at an
amount that will approximate to the fair value to be determined at grant date. Once an
employee accepts, that date would be the grant date and the fair value would be determined
at that date.

4.2.2 Transactions measured by reference to the fair value of goods or services

When determining fair value by reference to the value of the goods or services, care should be taken
to ensure that volume rebates or other discounts are considered. Where the value of the goods or
services received is not commensurate with the value of the equity instruments issued, the
difference may be due to volume rebates. If this is the case, the amount recorded should be the fair
value net of any volume rebates.
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Example 4.2.2
Volume rebates

Assume Company A purchases 1,000 computers in return for 5,000 of Company A's ordinary
shares, trading at CU100 each. The seller generally sells the same computers for CU700 each.
Company A currently trades several thousand shares a day, such that 5,000 shares would be
readily convertible to cash by the seller. The difference between CU500,000 [5,000 x CU100]
and CU700,000 [1,000 x CU700] may relate to a volume rebate that should be considered in
the valuation. Therefore, CU500,000 may be the more appropriate measure for the computers.

4.2.3 Fair value by reference to the fair value of equity instruments

When share-based payment transactions are measured by reference to the fair value of the equity
instruments granted, ideally that fair value should be determined by reference to market prices. For
example, in the case of an issuance of shares that must be forfeited if the employee leaves service
over a three-year period, the share-based payment will be measured at the fair value of the shares at
the date of grant. A share price or valuation of the entity at the date of grant would be sufficient to
determine the fair value of those shares and it would not be necessary to recalculate this value
unless the grant was modified.

When market prices do not exist for share options, the fair value should be determined by applying
a valuation technique, usually in the form of an option pricing model. [IFRS 2.B4]

The three most common models are the Black-Scholes model, the binomial model and the
Monte Carlo model. These models are further considered in section 4.2.4 below and in
Appendix 2 to this guide.

The entity should consider factors that knowledgeable, willing market participants would consider in
selecting the option pricing model to apply. For example, employee options are often exercised early,
have quite long lives and are usually exercisable during the period between vesting date and the end
of the options’ life. These factors should be considered when determining the grant date fair value
of the options. IFRS 2 states that for many entities “this might preclude the use of the Black-
Scholes-Merton formula, which does not allow for the possibility of exercise before the end of the
option’s life and may not adequately reflect the effects of expected early exercise. It also does not
allow for the possibility that expected volatility and other model inputs might vary over the option’s
life”. [IFRS 2.B5]

It may be acceptable, and even necessary, to use different models for different schemes to
reflect their particular features. It may also sometimes be appropriate to use different models
for different grants under the same scheme, for example to change to a more complex model
as amounts become more material. However, other than in the case of material error, the grant
date fair value should not be adjusted once it has been determined using a particular model,
even if that model is no longer used for new grants.
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Appendix B to IFRS 2 discusses measurement of the fair value of shares and share options granted,
focusing on specific terms and conditions that are common features of a grant of shares or share
options to employees. Examples of the types of decisions related to measurement that entities are

required to make include:
Items to determine

Pricing model

Expected life assumption/
employee behaviour

Current share price

Expected volatility

Expected dividends

Risk-free interest rate

Accounting decisions

Black-Scholes, binomial, Monte Carlo, etc.

For variable exercise dates, assumptions are needed as to when
employees are likely to exercise their options (e.g. in a financially
optimal manner; when the option is in the money at a certain time,
e.g. vesting date; when the share price hits a specified share price
("barrier’); or based on historical behaviour).

Share price can be determined on the basis of closing price or average
price on grant date.

There are various methods to calculate this amount (e.g. based on
historical experience, implied volatility of traded options, volatility of
comparator companies, or industry index).

This should be the expected future dividends over the expected life of the
award. This should be in line with the entity’s policy, although it may be
derived from historical experience or experience of competitors.

This should generally be the implied yield available at the date of grant
on zero-coupon government issues of the country in whose currency
the exercise is expressed and of duration that is similar to the expected
life of the award.

These items are addressed in more detail in the sections below.

The fair value of cash-settled share-based payments, such as share appreciation rights (SARs),
should be measured by using a model similar to one used for share options. That is, the effects
of future share price increases and other variables have a similar effect on the fair value of share
options and many forms of cash-settled share-based payment transactions.
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4.2.4 Valuation models

As referred to in section 4.2.3 above, the three most common option pricing models are the
Black-Scholes model, the binomial model and the Monte Carlo model.

The Black-Scholes model for valuing share options was first published in 1973 and has been
used as the basis to value share options and other share-based payments the fair value of which
reacts similarly to that of share options. The binomial model was introduced to provide a
simplified explanation to the Black-Scholes model and to extend its usefulness beyond some
Black-Scholes narrow confines. When awards have market-based vesting conditions, a Monte
Carlo (or equivalent numerical approach) that allows for these conditions should be used.

Appendix 2 to this guide compares and contrasts the three models.

4.2.5 Basic factors affecting the valuation of share-based payments

Most employee share-based payments granted will not have an equivalent instrument traded in an
active market and, therefore, when the determination of their fair values is required by IFRS 2,
valuation models will need to be applied. IFRS 2 requires, at a minimum, that all valuation models
consider the following six basic inputs: [IFRS 2.B6]

e the exercise price of the option (see 4.2.5.1 below),

e the current price of the underlying shares (see 4.2.5.2 below);

the life of the option (see 4.2.5.3 below);

¢ the expected volatility of the share price (see 4.2.5.4 below);

e the dividends expected on the shares (see 4.2.5.5 below); and

e the risk-free interest rate for the life of the option (see 4.2.5.6 below).

These variables have been widely accepted as required inputs into valuations. Therefore, it is useful
first to review these basic inputs. Other factors affecting the valuation of share-based payments are
addressed in 4.2.6 below.

For some of the inputs listed above it is likely that there will be a range of reasonable expectations,
e.g. for the exercise behaviour of employees. If this is the case, the fair value should be calculated
by weighting each amount within the range of probabilities of occurrence. [IFRS 2.B12]

4.2.5.1 Exercise price

IFRS 2 does not provide guidance on the determination of the exercise price. The exercise price
should be determined from the agreement.
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4.2.5.2 Current share price
IFRS 2 does not provide guidance on the determination of the current share price.

The current share price should be determined in accordance with an entity’s accounting policy.
That policy may dictate the closing price or average price at the grant date. Whichever method is
chosen, it should be used consistently between periods and among plans.

4.2.5.3 Expected life

There are several factors that affect the expected life of a typical non-traded share option given to
employees, such as vesting features and various behavioural considerations. These factors and
others will be discussed in greater detail in section 4.2.6 below.

Some ways that the expected life of a share option may be determined are:

e by creating a binomial lattice that includes all the appropriate factors — the lattice outcomes
will determine when the exercise date is most likely to occur; or

¢ by taking factors, such as those listed below, employee risk aversion and behaviour into
consideration and estimate an expected life that is then used in, for example, a Black-Scholes
model.

Factors to consider in estimating the expected exercise of a share option include: [IFRS 2.B18]
e the length of the vesting period, as share options typically cannot be exercised before they vest;
e historical experience related to actual lives of share options;

e the price of underlying shares. Employees may tend to exercise options when the share price
reaches a specified level above the exercise price;

¢ the expected volatility of the underlying shares. Employees tend to exercise options earlier on
highly volatile shares; and

¢ the employee’s level within the organisation.

IFRS 2 suggests that different groups of employees may have homogeneous exercise behaviours
and, therefore, determining the expected life for each homogeneous group may be more accurate
than an expected life for all recipients of an option grant. [IFRS 2.B20] That is, one share option
granted to the Chief Executive Officer may have a different value from one share option granted to
a factory worker at the same time with the same term. For example, the Chief Executive Officer
might have a greater understanding of when it is optimal to exercise the award and might have less
restrictive cash flow constraints compared to the average worker. If the Black-Scholes model is used,
IFRS 2 requires the use of the expected life of the option. Alternatively, exercise behaviours can be
modelled into a binomial or similar option pricing model that uses contractual life.
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4.2.5.4 Expected volatility

Volatility is a measure of the amount by which a share price is expected to fluctuate during a period.
[IFRS 2.B22] Many of the concerns about determining the fair value of non-traded employee share
options relate to determining the estimate of expected volatility over the term of the option.

Volatility may be measured by reference to the implied volatility in traded options. However, the
trading of such options is quite thin and the terms tend to be much shorter than the terms of
most employee share options. There is also empirical evidence that options with the same term
but different strike prices have different implied volatility. This is a factor that cannot be
included in the Black-Scholes model, which assumes a constant volatility.

Historical volatility is often used as a rebuttable presumption for long-term options because
there is evidence that volatilities are mean-reverting and, therefore, using the long-term average
historical volatility for long-term options would be sufficient if there were no reasons to assume
that historical volatility would not generally be representative of future volatility. Some have
suggested a blended approach utilising both implied volatility and historical volatility.

The historical volatility may be problematic for newly listed and unlisted entities. If a newly listed
entity does not have sufficient historical information, it should nevertheless compute historical
volatility for the longest period for which trading activity is available. It can also consider the
historical volatility of similar entities following a comparable period in their lives. [IFRS 2.B26]

The unlisted entity will not have historical information to consider when estimating expected
volatility. Instead, it should consider other factors, including historical or implied volatility of similar
listed entities. [IFRS 2.B27 & 28]

Many factors should be considered when estimating expected volatility. For example, the estimate of
volatility might first focus on implied volatilities for the terms that were available in the market and
compare the implied volatility to the long-term average historical volatility for reasonableness.

In addition to implied and historical volatility, IFRS 2 suggests the following factors to be considered
in estimating expected volatility: [IFRS 2.B25]

e the length of time an entity’s shares have been publicly traded;
¢ appropriate and regular intervals for price observations; and

e other factors indicating that expected future volatility might differ from past volatility
(e.g. extraordinary volatility in historical share prices).

4.2.5.5 Expected dividends

Whether expected dividends should be included in the measurement of share-based payments
depends on whether the holder is entitled to dividends or dividend equivalents. [IFRS 2.B31] If the
holder of the option or share is entitled to dividends between the grant date and the exercise date,
expected dividends should not be included in the fair value measurement. [IFRS 2.B33] If the holder
of the option or share is not entitled to dividends, the fair value of the grant is reduced by the
present value of dividends expected to be paid during the vesting period. [IFRS 2.B34]
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IFRS 2 notes that assumptions about expected dividends should be based on publicly available
information. [IFRS 2.B36] Therefore, an entity that does not pay dividends and has no plans to do
so should assume an expected dividend yield of zero. Conversely, an entity that expects to pay
dividends in the future could use, for example, the mean dividend yield of an appropriate peer
group.

Option pricing models usually require expected dividend yield as input into the models. However,
the models can be modified to use an amount rather than a yield of expected dividends. If the entity
uses the amount, it should consider its historical patterns of increases in dividends. [IFRS 2.B35]

4.2.5.6 Risk-free interest rate

The risk-free interest rate affects the price of an option in a less intuitive way than expected
volatility or expected dividends. As interest rates increase, the value of a call option also
increases. This is because the present value of the exercise price will decrease.

IFRS 2 states that the risk-free interest rate should be the implied yield available at the date of
grant on zero-coupon government issues in whose currency the exercise price is expressed, with
a remaining term equal to expected life of the option being valued. It may be necessary to use
an appropriate substitute in some circumstances. [IFRS 2.B37]

4.2.6 Other factors affecting the valuation of share-based payments

There are certain variables that impact the value of many employees share options that are not
factored into the Standardised Black-Scholes model. The inability to incorporate these factors
directly into the Black-Scholes model limits its usefulness in estimating the fair value of the
options. While the approach in IFRS 2 attempts to ‘fix’ this fault through adjustments to the
inputs to the Black-Scholes calculation (e.g. expected life versus contractual life), many believe
these adjustments are just not enough. This section will discuss in more detail some of these
additional assumptions. However, depending upon materiality levels, the costs of preparing a
model that involves these assumptions may not be worth the additional benefits derived from
that model.

4.2.6.1 Performance conditions

Examples of performance conditions include the vesting of options based upon:

e the Total Shareholder Return of the entity, either in absolute terms or relative to a comparator
group or index (market-based);

e meeting a specific target share price (market-based); or
o |evels of revenues (non-market-based).

As a result of those conditions, the holder of the right to an option or share may receive some
or all of the vested options/shares.
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As further explained in section 4.3 below, IFRS 2 requires that market-based performance-
related vesting features be included in the determination of the fair value at the date of grant.
Additionally, IFRS 2 requires the entity to estimate the vesting period at the date of grant and
recognise the related expense over that period. There is no subsequent adjustment to the
vesting period when the performance condition is market-based.

Under IFRS 2, a non-market-based performance condition should not be included in the
determination of the fair value at the grant date. For grants with such vesting conditions, at
each reporting date, the cumulative expense should equal that proportion of the charge that
would have been expensed based on the multiple of the latest estimate of the number of
awards that will meet that condition and the fair value of each award, i.e. true-up at each
reporting date.

4.2.6.2 Non-transferability
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Many believe non-transferability after the vesting period does not have a material impact on
the valuation of an option from the perspective of the issuer. However, since the share holding
is typically a disproportionate part of an employee’s wealth, it may have a significant impact on
their behaviour and, therefore, the expected life of the option. Several valuation experts have
stated that the inability to transfer an employee share option does not violate option pricing
model assumptions because there is no assumption about the transferability of the option in
the calculation.

When estimating the fair value of an employee share option at the grant date, IFRS 2 requires
the use of expected life to exercise instead of the option’s contractual life to expiration to take
into account the option’s non-transferability. However, valuation experts agree that the use of
an average expected life to exercise is not a theoretically accurate way to capture the option’s
non-transferability. They argue that only looking at the average expected life of the share
option distribution could not capture information about that distribution. Therefore, some
believe employee behaviours that result in early exercise should be explicitly modelled using a
more dynamic option pricing model — such as the binomial model.

Furthermore, many valuation experts now believe that no discount is warranted for non-
transferability during the vesting period. If the premise of fair value, as discussed above, is to
estimate the amount that a hypothetical market participant would pay for such an option, then
the estimate should incorporate employee characteristics only to the extent that they would
affect the amount and timing of cash flows of the option. The only alternatives facing the
employee during the vesting period are to vest or not to vest — and those two alternatives are
addressed under the modified grant-date approach in IFRS 2.
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Example 4.2.6.2

Effect of post-vesting transfer restrictions when measuring fair value of equity
instruments

Company A operates a share purchase plan for its employees. A's shares are listed and are
actively traded. There are no vesting conditions. Therefore, the shares vest immediately on grant
date.

The plan stipulates post-vesting transfer restrictions as employees cannot sell their shares until
the end of a five-year period beginning on the grant date. The sale of those shares is legally
prohibited before the end of the five-year period. Consequently, employees are required to pay
the subscription price on the grant date, but they are unable to take advantage of market
fluctuations during the ensuing five years. The shares are held in a trust until the transfer
restrictions expire. Dividends distributed during the restriction period are held by the trust.

In order to measure the effect of the post-vesting transfer restrictions, A considers a
methodology that combines bank borrowings as if to acquire unrestricted shares on the market
(the same number as granted in the plan) at the beginning of the five-year period and a
forward to sell shares kept in the trust at the end of the five-year period. The fair value
determined by such a methodology depends mainly on the interest rate applied to the
borrowings. Typically, a financial markets participant, such as a bank, would be able to borrow
money at a low rate such that the fair value would be less than the fair value determined on
the basis of an interest rate applicable to an individual employee who does not have ready
access to financial markets.

What interest rate should be applied in the valuation methodology in considering the post-
vesting transfer restrictions when determining the fair value of the shares on grant date?

IFRS 2.B3 indicates that post-vesting transfer restrictions shall be taken into account when
estimating the fair value of the shares granted, but only to the extent that the post-vesting
transfer restrictions affect the price that a knowledgeable willing market participant would pay
for those shares. If the shares are actively traded in a deep and liquid market, post-vesting
transfer restrictions may have little, if any, effect on the price that a knowledgeable, willing
market participant would pay for those shares.

IFRS 2.Appendix A defines fair value as the “amount for which an asset could be exchanged, a
liability settled, or an equity instrument granted could be exchanged, between knowledgeable,
willing parties in an arm’s length transaction”. Based on this definition, under A's valuation
methodology, the interest rate applied to the borrowing should be the rate applicable to the
instrument. Therefore, an employee’s ability to source such a borrowing is not considered.

27



Measurement: equity-settled transactions

4.2 .6.3 Stated exercise restrictions

Stated exercise restrictions (e.g. restrictions on exercise or sale of shares by employees) will
affect the value both directly and through their impact on the behaviour of holders. The easiest
way to see this is to note that employees may find themselves holding a large proportion of
their wealth in the form of shares whereas, in the absence of such restrictions, they would hold
a more diversified portfolio. This, in turn, will affect their behaviour and, generally (but not
invariably) will cause them to exercise as early as possible so as to be out of the restricted period
as fast as possible. A history of exercising options as early as possible demonstrates that the
value given by the employer is less than the amount attributable to the full term of the option.

The effects of exercise restrictions will be similar to the effects of non-transferability features as
discussed above. Therefore, stated exercise restrictions should be evaluated when estimating
the fair value of employee share options based on their effect on the expected future cash
flows from the options.

4.2.6.4 Behavioural considerations

As can be seen from the above discussion, there are many factors that affect the value of share
options through their impact on employee behaviour. Behavioural considerations are critical and
should be included in the valuation of share options. This is a familiar consideration in the
financial markets. The entire mortgage market, for example, revolves around estimation of the
behavioural influences on prepayments.

IFRS 2 requires behavioural considerations to be included in the model through an adjustment
to the expected life of the option. Many believe, however, that this will generally be inadequate
since the life of the option will depend on the returns for both the entity and for the market
and the mechanism for this dependency will be determined by the group characteristics noted,
such as risk aversion, diversification, and tax considerations. For example, as individuals grow
wealthier in a rising market, the costs of poor diversification may decline and that will reduce
occurrences of early exercise of the share options.

4.2.6.5 Long-term nature

The long-term nature of employee share option grants is significant and will clearly impact
valuation. The Black-Scholes model uses one set of assumptions at grant date that do not
change during the expected life of the options, while a binomial model can use varying
assumptions at grant date depending on expected changes to the inputs during the expected
life. A typical employee share option can have a contractual life of 10 years. Therefore, the use
of static model inputs is not grounded in reality. Because changes in those factors over time can
have a significant impact on option value, failure to model such changes over the term of the
option can result in overstating or understating the fair value of an option.
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Based on the results of research and discussions with valuation experts, fair value for an
employee share option should incorporate at the measurement date volatility factors for
discrete time periods over the term of the option, interest and dividend rates and exercise
patterns over the term of the option, to correspond with historical evidence and/or current
expectations, to the extent material. It is to be expected that applying a more dynamic option
pricing model with changing inputs will be more difficult and therefore a cost benefit analysis
(taking into consideration materiality) should be completed.

4.2.6.6 Effects on the capital structure of an entity

Typically, the shares underlying traded options are acquired from existing shareholders and,
therefore, have no dilutive effect. [IFRS 2.B38]

Capital structure effects of non-traded options, such as dilution, can be significant and are generally
anticipated by the market at the date of grant. Nevertheless, except in most unusual cases, they
should have no impact on the individual employee’s decision. The market’s anticipation will depend,
among other matters, on whether the process of share returns is the same or is altered by the
dilution and the cash infusion. In many situations the number of employee share options issued
relative to the number of shares outstanding is not significant and, therefore, the effect of dilution
on share price can be ignored.

IFRS 2 suggests that the issuer should consider whether the possible dilutive effect of the future
exercise of options granted has an effect on the fair value of those options at grant date by an
adjustment to option pricing models. [IFRS 2.B41]

4.2.7 Example of employee share purchase plan

The following example is taken from the IFRS 2 Implementation Guidance (IG Example 11) and
illustrates some issues about valuation of equity instruments.

Example 4.2.7

[IFRS 2 Implementation Guidance (IG Example 11)]
Employee share purchase plan

BACKGROUND

An entity offers all its 1,000 employees the opportunity to participate in an employee share
purchase plan. The employees have two weeks to decide whether to accept the offer. Under
the terms of the plan, the employees are entitled to purchase a maximum of 100 shares each.
The purchase price will be 20 per cent less than the market price of the entity’s shares at the
date the offer is accepted and the purchase price must be paid immediately upon acceptance of
the offer. All shares purchased must be held in trust for the employees, and cannot be sold for
five years. The employee is not permitted to withdraw from the plan during that period. For
example, if the employee ceases employment during the five-year period, the shares must
nevertheless remain in the plan until the end of the five-year period. Any dividends paid during
the five-year period will be held in trust for the employees until the end of the five-year period.
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In total, 800 employees accept the offer and each employee purchases, on average, 80 shares,
i.e. the employees purchase a total of 64,000 shares. The weighted-average market price of the
shares at the purchase date is CU30 per share, and the weighted-average purchase price is
CU24 per share.

APPLICATION OF REQUIREMENTS

For transactions with employees, IFRS 2 requires the transaction amount to be measured by
reference to the fair value of the equity instruments granted [IFRS 2.11]. To apply this
requirement, it is necessary first to determine the type of equity instrument granted to the
employees. Although the plan is described as an employee share purchase plan (ESPP), some
ESPPs include option features and are therefore, in effect, share option plans. For example, an
ESPP might include a ‘lookback feature’, whereby the employee is able to purchase shares at a
discount, and choose whether the discount is applied to the entity’s share price at the date of
grant or its share price at the date of purchase. Or an ESPP might specify the purchase price,
and then allow the employees a significant period of time to decide whether to participate in
the plan. Another example of an option feature is an ESPP that permits the participating
employees to cancel their participation before or at the end of a specified period and obtain a
refund of amounts previously paid into the plan.

However, in this example, the plan includes no option features. The discount is applied to the
share price at the purchase date, and the employees are not permitted to withdraw from the
plan.

Another factor to consider is the effect of post-vesting transfer restrictions, if any. Paragraph B3
of IFRS 2 states that, if shares are subject to restrictions on transfer after vesting date, that
factor should be taken into account when estimating the fair value of those shares, but only to
the extent that the post-vesting restrictions affect the price that a knowledgeable, willing
market participant would pay for that share. For example, if the shares are actively traded in a
deep and liquid market, post-vesting transfer restrictions may have little, if any, effect on the
price that a knowledgeable, willing market participant would pay for those shares.

In this example, the shares are vested when purchased, but cannot be sold for five years after
the date of purchase. Therefore, the entity should consider the valuation effect of the five-year
post-vesting transfer restriction. This entails using a valuation technique to estimate what the
price of the restricted share would have been on the purchase date in an arm’s length
transaction between knowledgeable, willing parties. Suppose that, in this example, the entity
estimates that the fair value of each restricted share is CU28. In this case, the fair value of the
equity instruments granted is CU4 per share (being the fair value of the restricted share of
CU28 less the purchase price of CU24). Because 64,000 shares were purchased, the total fair
value of the equity instruments granted is CU256,000.

In this example, there is no vesting period. Therefore, in accordance with paragraph 14 of IFRS 2,
the entity should recognise an expense of CU256,000 immediately.
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However, in some cases, the expense relating to an ESPP might not be material. IAS 8
Accounting Policies, Changes in Accounting Policies and Errors states that the accounting
policies in IFRSs need not be applied when the effect of applying them is immaterial (IAS 8,
paragraph 8). IAS 8 also states that an omission or misstatement of an item is material if it
could, individually or collectively, influence the economic decisions of users taken on the basis
of the financial statements. Materiality depends on the size and nature of the omission or
misstatement judged in the surrounding circumstances. The size or nature of the item, or a
combination of both, could be the determining factor [IAS 8.5]. Therefore, in this example, the
entity should consider whether the expense of CU256,000 is material.

It is unusual that the example in the IFRS 2 Implementation Guidance explicitly refers to the
possibility that the charge might not be material. This might equally be true of most other
requirements of this or other Standards. Caution should be exercised in deciding that a charge
otherwise required by IFRS 2 is not material. IAS 8 provides guidance on the meaning of
‘material’ in the context of errors.

Section 4.6 below looks at the approach to be adopted if it is not possible to estimate reliably the
fair value of the equity instrument granted.

4.3 Treatment of vesting conditions

4.3.1 Basic approach

A grant of equity instruments might be conditional upon satisfying specified vesting conditions (see
section 3.2.1 above for the definition of vesting conditions). For example, a grant of shares or share
options to an employee is often conditional on the employee remaining in the employment of the
entity for a specified period of time. Alternatively, or in addition, there may be performance
conditions that must be satisfied, such as the entity achieving a specified growth in earnings per
share or a specified increase in the entity’s share price. [IFRS 2.19]

The following diagram summarises the treatment of vesting conditions in IFRS 2.
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PERFORMANCE CONDITIONS

Market related Non-market
(e.g. target share price) (e.g. stay employed for 3 years)
DO reflect in fair value at grant date 2 e et i 2l 2 1
at grant date

DO NOT re-estimate number DO re-estimate number of shares
of shares expected to vest expected to vest (“true-up”)

Charge continues irrespective
of whether conditions are
met or not

Charge is reversed if conditions are
not met

IFRS 2 distinguishes between ‘market conditions’ and conditions other than market conditions
(referred to generally as ‘non-market conditions’). A market condition is defined by IFRS 2 as:

“A condition upon which the exercise price, vesting or exercisability of an equity instrument
depends that is related to the market price of the entity’s equity instruments, such as attaining
a specified share price or a specified amount of intrinsic value of a share option, or achieving a
specified target that is based on the market price of the entity’s equity instruments relative to
an index of market prices of equity instruments of other entities.” [IFRS 2 Appendix A]

Market conditions, such as a target share price upon which vesting is conditional, are taken into
account when estimating the fair value of the equity instruments granted. Therefore, for grants of
equity instruments with market conditions, the entity recognises the goods or services received from
a counterparty who satisfies all other vesting conditions (e.g. service conditions) irrespective of
whether that market condition is satisfied. [IFRS 2.21]

Vesting conditions other than market conditions are not taken into account when estimating the fair
value of the shares or share options at the measurement date. Instead, those non-market vesting
conditions are taken into account by adjusting the number of equity instruments included in the
measurement of the transaction so that, ultimately, the amount recognised for goods or services
received is based on the number of equity instruments that eventually vest. Therefore, on a
cumulative basis, no amount is recognised for goods or services received if the equity instruments
granted do not vest because of a failure to satisfy non-market vesting conditions. For example, this
will be the case where an employee fails to complete a specified period of service. [IFRS 2.19]
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To apply this requirement for non-market vesting conditions, an amount is recognised for the goods

or services received during the vesting period based on the best available estimate of the number of

equity instruments expected to vest. That estimate is revised if subsequent information indicates that
the number of equity instruments expected to vest differs from previous estimates. On vesting date,

the estimate is revised to equal the number of equity instruments that ultimately vest. [IFRS 2.20]

This approach, which is generally referred to as the modified grant date method, was adopted
by the IASB for two primary reasons: measurement practicalities and US GAAP convergence.

Valuation models used to determine fair value of share-based payments could be modified to
incorporate non-market conditions. However, the inclusion of these conditions would increase
the difficulty and reduce the reliability of the fair value measurement. Therefore, non-market
conditions are not included in the grant-date fair value calculation due to the practical
difficulties of measuring these conditions as noted in paragraph BC184 of IFRS 2.

Although IFRS 2 does not achieve complete convergence with US GAAP on the treatment of
vesting conditions, the requirement to ‘true up’ for non-market vesting conditions is similar to
US GAAP. In particular, the requirements of IFRS 2 are much closer to US GAAP than those
proposed in the Exposure Draft which preceded the Standard, which involved including all
performance and service conditions in the measurement of fair value coupled with the ‘unit of
service’ method (see the Basis for Conclusions section of IFRS 2 for further explanations).

The operation of these requirements in practice is illustrated by the examples set out in the
following sections.

432 Non-market vesting condition

4