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INTRODUCTION

This helpsheet has been issued by ICAEW'’s Technical Advisory Service to help ICAEW
members to account for the issue of share options to employees in exchange for their
service under FRS 102.

This helpsheet includes references to FRS 102 The Financial Reporting Standard applicable
in the UK and Republic of Ireland (September 2024) (‘new FRS 102’) which is effective for
accounting periods beginning on or after 1 January 2026 (except for paragraphs 7.20B and
7.20C which are effective for accounting periods beginning on or after 1 January 2025). This
helpsheet also includes references to FRS 102 The Financial Reporting Standard applicable
in the UK and Republic of Ireland (January 2022) (‘old FRS 102’) which was effective for
accounting periods beginning on or after 1 January 2019, or 1 January 2017 for small
entities applying Section 1A, following the Triennial review 2017.

This helpsheet addresses equity-settled share-based payment transactions only and does
not consider cash-settled share-based payment transactions or share-based payment
transactions with cash alternatives.

BACKGROUND AND TERMINOLOGY

Many companies incentivise and reward employees by issuing them with share options as
part of equity-settled share-based payment arrangements.

What is a share option?

A share option gives the holder the right, but not the obligation, to subscribe for the
company’s shares at a fixed or determinable price for a specific period of time. For example,
an employee may hold a share option which entitles them to purchase a share of the
company for £1 between 1 April and 31 December 2020, regardless of the company’s share
price at that time.

What is a vesting period?

A vesting period is the period during which the specified vesting conditions must be satisfied.
An employee will not become unconditionally entitled to the share options unless the vesting
conditions are met within the vesting period. Vesting conditions may be:

e Service conditions (e.g. an employee may be required to remain in employment for a
three year period); or
e Performance conditions which will either be:



o Non-market conditions (e.g. an exit event, completing a particular project or
achieving a particular profit target); or

o Market conditions (e.g. an employee may only become entitled to the share
options if the share price has increased to a particular value by a specified
date).

The most common arrangements involve only service conditions — normally requiring an
employee to remain in employment with the company for a specified period before the
options vest (i.e. before the employee becomes unconditionally entitled to the options).

What is the grant date?

The grant date will be the date on which the company and the employee agree to the share-
based payment arrangement (and approval at the appropriate level has been obtained).

ACCOUNTING FOR THE ISSUE OF SHARE OPTIONS

All companies reporting under old or new FRS 102 are required to account for the award of
share options as part of an equity-settled share-based payment arrangement (subject to the
transitional provisions for share-based payments granted prior to transition to new FRS 102
— see paragraph 35.10(b)). This means that even a small company reporting under old or
new FRS 102 Section 1A will record the accounting entries.

Measurement principle

Where share options are awarded to employees, the company must measure the fair value
of the services received by reference to the fair value of the share options at the grant date
(old and new FRS 102 paragraphs 26.7 and 26.8). Guidance on the fair value of share
options is in Appendix 1: What is the fair value of a share option?

Recognition

If the share option vests immediately (i.e. there are no conditions attached and the employee
is immediately and unconditionally entitled to the options without rendering any further
service), then the expense (measured at the fair value of the share options issued) is
recognised in the profit or loss account immediately (old and new FRS 102 paragraph 26.5).

Where the employee is required to complete a particular period of service before becoming
unconditionally entitled to the share options, the company must presume that the services to
be rendered are the consideration for the share options. On this basis, the company
recognises the expense over the vesting period (old and new FRS 102 paragraph 26.6),
truing up at the end of each financial reporting period based on the revised number of
options expected to actually vest (see example below).

EXAMPLE

On 1 January 2019, Company A granted an award of 100 share options to each of its 50
employees with the condition that they must remain in Company A’s employment for a
period of three years. The fair value of each share option on the grant date is £30.

Company A’s year end is 31 December 2019.




Year ending 31 December 2019

At the end of the year, Company A expects that 20% of relevant employees will have left
prior to completing the required three year service period.

The expense to recognise in the year will therefore be:

50 employees x 80% retention rate x 100 options each x £30 fair value x 1/3 years
= £40,000
The accounting entries will therefore be:

Dr P&L £40,000
Cr Share option reserve* £40,000

*There is no specific requirement to maintain a separate share option reserve, although this
is often sensible.

Year ending 31 December 2020

At the end of the year, Company A now expects that 30% of relevant employees will have
left prior to completing the required three year service period.

The expense to recognise in the year will therefore be:
50 employees x 70% retention rate x 100 options each x £30 fair value x 2/3 years
= £70,000 - £40,000 already recognised to date = £30,000

The accounting entries will therefore be:

Dr P&L £30,000
Cr Share option reserve* £30,000

*There is no specific requirement to maintain a separate share option reserve, although this
is often sensible.

Year ending 31 December 2021

At the end of the year, Company A now knows that 25% of relevant employees have left
prior to completing the required three year service period.

The expense to recognise in the year will therefore be:
50 employees x 75% retention rate x 100 options each x £30 fair value x 3/3 years
=£112,500 - £70,000 already recognised to date = £42,500

The accounting entries will therefore be:




Dr P&L £42,500
Cr Share option reserve* £42,500

*There is no specific requirement to maintain a separate share option reserve, although this
is often sensible.

Variations

Whilst the above represents a typical situation, it is quite possible to end up with a credit to
the P&L in any given period. For example, this may arise if the retention rate drops
significantly from one period to the next.

GROUP SITUATIONS

In some group situations, share-based payments are granted to the employees of one or
more group entities but are settled in another. In these cases, paragraph 26.16 of old and
new FRS 102 permits group entities to measure the share-based payment expense on the
basis of reasonable allocation of the expense for the group, calculated in accordance with
Section 26 of old or new FRS 102, IFRS 2 Share-based Payment or on an equivalent basis.

Classification of share-based payment arrangements

Paragraphs 26.1A and 26.2A of old and new FRS 102 discuss group situations. The
following table shows whether a share-based payment arrangement is to be treated as cash-
settled or equity-settled.

Cash-settled or Equity-settled
Entity Entity with  Settled in Parent’s Subsidiary’s Consolidated
receiving the separate separate financial
employee obligation financial financial statements
services or to settle statements  statements
goods
Subsidiary Subsidiary Cash N/A Cash Cash
Subsidiary Subsidiary  Subsidiary’s N/A Equity Equity
equity
Subsidiary Subsidiary Parent’s N/A Cash Equity
equity
Subsidiary Parent Cash Cash Equity Cash
Subsidiary Parent Subsidiary’s Cash Equity Equity
equity
Subsidiary Parent Parent’s Equity Equity Equity
equity

The definition of an equity-settled share-based payment in old and new FRS 102 is one in
which the entity must settle in their own equity instruments, or one in which the entity has no
obligation to settle with the supplier. Therefore if the subsidiary is settling in its own equity, or
the parent has the obligation settle, be it in cash or equity, then the subsidiary has an equity-
settled share-based payment.




DISCLOSURE

Companies reporting under full old or new FRS 102 are required to adhere to the disclosure
requirements of old and new FRS 102 paragraphs 26.18 to 26.23.

Whilst there are no specific mandatory disclosure requirements under old FRS 102 Section
1A, the accounts must nevertheless provide a true and fair view and disclosure may be
required to achieve this (old FRS 102 paragraphs 1A.5 and 1A.6). However, paragraph
1AC.31D of new FRS 102 has brought in a requirement to provide disclosures relating to
shared-based payment transactions. The disclosures required are set out in paragraphs
26.18(a), 26.18(b)(i), 26.18(b)(vi), 26.18(b)(vii) and 26.23 of new FRS 102.

SPECIAL CASE - EXIT EVENTS

Where the award only vests upon an exit event such as an IPO or a change in control and
the employee still needs to be employed by the entity at the time of such an event, an
estimate will usually need to be made for the vesting period. This will need to be revised
each accounting period to reflect the most up to date information.

Where it is not considered probable that the exit event will occur, no expense will be
recognised. This is unlikely to be the case, however, as the company would not usually
make such awards if they were not expected to vest.

CANCELLATIONS OR SETTLEMENTS

A company must account for a cancellation or settlement of an equity-settled share-based
payment transaction as an acceleration of vesting, and therefore recognises immediately the
amount that otherwise would have been recognised for services received over the remainder
of the vesting period (old and new FRS 102 paragraph 26.13).

New FRS 102 contains paragraph 26.13A which sets out requirements for the accounting to
be applied where cash, or other assets, are transferred in the settlement of an equity-settled
share-based payment. These requirements are similar to those of IFRS 2, which an FRS
102 reporter may have previously looked to for guidance, and therefore this is not expected
to result in significant changes in practice. Paragraph 26.13A confirms that the payment shall
be accounted for as a deduction from equity, except to the extent that the payment exceeds
the fair value of the equity instruments that would otherwise have been issued, measured at
the settlement or repurchase date. Any such excess shall be recognised as an expense.

ACCOUNTING FOR THE EXERCISE OF A SHARE OPTION

The exercise of a share option is a completely separate accounting transaction from
accounting for the issue of a share option in a share-based payment transaction discussed
above.

Where a holder exercises their option, and the company issues shares as a result, the
company will record the following accounting entries:

Dr Cash with the cash received




Cr Share capital with the nominal value of the shares issued
Cr Share premium with the balance

If the company has maintained a separate share option reserve (as shown in the above
example), a reserves transfer between the share option reserve and the P&L reserve may
be made for completeness:

Dr Share option reserve with the amount relating to the options actually exercised
Cr P&L reserve with the amount relating to the options actually exercised

The amount transferred will represent any balance in the share option reserve relating to the
options which have been exercised at that point in time. This entry is often undertaken to tidy
up the accounts.

IF IN DOUBT SEEK ADVICE

ICAEW members, affiliates, ICAEW students and staff in eligible firms with member firm
access can discuss their specific situation with the Technical Advisory Service on +44
(0)1908 248 250 or via webchat.
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APPENDIX 1: WHAT IS THE FAIR VALUE OF A SHARE OPTION?

There are misconceptions around what the fair value of the share option actually is. The fair
value of a share option is not the same thing as the share price, the exercise price, the
intrinsic value or a HMRC valuation (each of which is explained further below).

Fair
value of
share
option

HMRC ‘

Share
valuation price
. Exercise
Intrinsic 4
value or strike

price

Fair value of share option

Old and new FRS 102 paragraph 26.11 sets out how to measure the fair value of share
options using a three-tier measurement hierarchy:

(a) If an observable market price is available for the equity instruments granted, use

that price.

(b) If an observable market price is not available, measure the fair value of share

(c)

options and share appreciation rights granted, using entity-specific observable
market data such as for a recent transaction in the share options.

If an observable market price is not available and obtaining a reliable
measurement of fair value under (b) is impracticable, indirectly measure the fair
value of share options or share appreciation rights using an alternative valuation
methodology such as an option pricing model. The inputs for an option pricing
model (such as the weighted average share price, exercise price, expected
volatility, option life, expected dividends and risk-free interest rate) shall use
market data to the greatest extent possible. Paragraph 26.10 provides guidance
on determining the fair value of the shares used in determining the weighted
average share price. The entity shall derive an estimate of expected volatility
consistent with the valuation methodology used to determine the fair value of the
Shares.




Where market data is not readily available it is likely that a specialist will be required to assist
in calculating the fair value using an option pricing model such as Black-Scholes, Binomial or
Monte Carlo. The ICAEW Library and Information Service can provide members with access
to a range of resources and guidance on such models.

Non-vesting conditions (e.g. a restriction on the transfer of the share options to third parties)
and market conditions (e.g. the requirement to achieve a particular share price by a specified
date) should be included in the grant date fair value of share options.

Share price

The share price is the price of one share of the entity - this will vary over time. A share is a
different equity instrument from a share option. As such, the fair value of a share is not the
same as the fair value of a share option.

Exercise or strike price

The exercise (or strike) price is the price that the holder of a share option would have to pay,
on the exercise date, for a share. For example, the holder of a share option with an exercise
price of £30 would, on exercising their option, be able to purchase a share for £30 on the
exercise date, even if the share price on that date was £50. The exercise price is specified in
the share option agreement and does not vary over time.

Intrinsic value

The intrinsic value of a share option is the amount by which it is ‘in the money’ at a particular
point in time. In other words, at any point in time, it is the difference between the share price
and the exercise price (where this is positive). For example where the current share price is

£50 and the exercise price is £30, the intrinsic value is £20.

The intrinsic value will vary over time in response to changes in the share price.

HMRC valuation

When issuing share options to their employees, entities often consider the use of Enterprise
Management Incentives (EMIs) in order to avoid the employees facing additional Income
Tax or National Insurance.

Where such schemes are used, entities typically apply to have a valuation approved by
HMRC. It is important to note that HMRC is approving the valuation of the share to which the
employees could become entitled under the scheme not the fair value of the share option
itself.

Summary

In summary, when accounting for share options issued as part of an equity-settled share-
based payment arrangement, it is the fair value of the share option at the grant date that
needs to be determined. As discussed above, this is most commonly calculated using a
share option pricing model. Share option pricing models take into account a number of
inputs, including the share price and exercise price, but these in themselves are not the fair
value of the option.
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