
Share-based payments are gaining traction in entities across all life cycles, from start-up to growth to maturity. This

newsletter delves into the accounting and tax compliances for this popular form of employee compensation. The

focus of the newsletter is on the valuation requirements of Employee Stock Options Plan (“ESOP”).
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FINANCIAL REPORTING ASPECT: International financial reporting standard 2 - Share based payments (“IFRS 2”)

Measurement under IFRS 2

The measurement requirements for ESOP awards is governed by IFRS 2 which specifies the standard of value as fair

value. However, it is pertinent to note that the “fair value” referred to in IFRS 2 is not the same as the “fair value”

as defined by IFRS 13: Fair value measurement. In fact, IFRS 13 excludes share based payments from its scope. The

key reason for this exclusion is that while IFRS 13 requires considering market participant assumptions, the inputs

considered in determining the fair value under IFRS 2 must incorporate company specific factors, specifically the

vesting conditions.

This section discusses those provisions of IFRS 2 which necessitate the fair valuation of the ESOP award.

At the time of grant

In case of share settled awards, generally classified as equity, the grant date fair value of the Employee stock

option is considered as an indirect reference to determine the fair value of the employee services towards which

the Employee stock options are awarded. Cash settled awards are classified as liabilities per IFRS 2. Similar to

equity awards, the liability awards also need to be measured at fair value as of the grant date. However, there is an

additional requirement associated with liability awards, which is to remeasure the fair value at every reporting

date.

o Intrinsic value: If the fair value of an equity-based award cannot be reliably measured, the intrinsic value

method is applied.

▪ How does one establish that fair value cannot be reliably measured?

One of the rare cases where a company cannot establish reliable estimates of expected

volatility either due to lack of historical data or unavailability of similar entities’ volatility data,

the intrinsic value method can be used.

▪ What is intrinsic value?

Intrinsic value of an ESOP = MAX (Exercise price – Fair value of share, 0)

The difference between intrinsic value and fair value is that while the intrinsic value of an

option may be zero (exercise price = fair value of share), the fair value will be higher than zero

because it has another component i.e., time value. The option still stands a chance of

converting to in-the-money (exercise price < fair value of share) before its expiry.



Vesting conditions to be considered in fair value measurement

While the impact of a market vesting condition is reflected in the grant date fair value of the Employee stock

options, the impact of service and performance-based conditions is not. The impact of these conditions is reflected

in the number of awards for which such awards are expected to be satisfied.

Adjustments made for subsequent measurements

Subsequent measurement of liability classified awards involves fair valuation of the awards. However, in case of

equity awards remeasurement is not required.

Following adjustments are made in case of equity classified awards:

• It is pertinent to note that ultimately, compensation costs must be based on the number of options for

which the vesting conditions are satisfied. Thus, at every reporting date, the cumulative compensation cost

recorded must be based on the number of options for which the service and vesting conditions are

expected to be satisfied.

Illustration: A company issued 100 Employee stock options to employees with a service-based vesting

condition of 3 years. The options vest equally over the vesting period starting FY 2021.

At the end of FY 2021, 90 options were expected to vest with a fair value per option of $ 10. Thus, the

company records a compensation cost of $ 300 ($900/3) for FY 2021. At the end of FY 2022, the fair value of

the option remains unchanged at $ 10 since the awards are equity settled. However, at the reporting date,

the management estimates that only 75 options would vest. The cumulative compensation cost to be

recorded for 2 years ending FY 2022 should be equal to (75*10*2/3) = 500. Since the company has already

recorded $ 300 in FY 2021, additional compensation cost of $ 200 will be recorded in FY 2022. A similar

exercise would be performed at the end of FY 2023.

Since the market based vesting condition is already factored in the fair valuation of the Employee stock options,

neither the number of instruments expected to vest, nor the grant date fair value are adjusted based on the

outcome of the market condition.

Share based payment transactions involving an entity outside the reporting entity

Share based payment transactions that involve entities outside the reporting entities are referred to as group

share-based payment arrangements. In a group share-based payment transaction, entities can be summarized as

follows:

• Receiving entity: The entity receiving the goods or services in exchange for the awards

• Settling entity: The entity that has the obligation to settle the share-based payment transaction

• Reference entity: The entity whose equity instruments are granted or on whose equity instruments, the

transfer of any cash or asset will be based.

When the receiving, settling and reference entity forms a part of the same group, the group share-based payment

transaction is within the scope of IFRS 2.

From an accounting perspective, whereby the settling and reference entity is the parent and the receiving entity is

a 100% subsidiary:

• Receiving entity: The receiving entity that has no obligation to settle the share-based transaction, shall

record the compensation cost as expense and an increase in equity in the form of a contribution from its

parent (the reference and settling entity).

• Settling and reference entity: In case where the parent has granted Employee stock options based on its

own shares to the employees of its subsidiary, there is an indirect cost incurred by the parent in the form of

increased investment in the subsidiary. Thus, the parent credits its equity and shows a corresponding

increase in its investment in the subsidiary. This increase in investment in subsidiary and in the equity of the

parent is based on the grant-date fair value of the share-based payment.



The above analysis is a simplified one, based on an equity settled transaction. The accounting for a cash settled 

transaction is more complex, not within the scope of this newsletter. 

TAX ASPECTS: Relevant provisions under Canadian Revenue Agency (“CRA”) – Canada

Canadian Income Tax

Under the Canadian Income Tax Act (“the Act”), no tax consequences arise when an employee receives an ESOP.

They only arise at the time of exercising the option.

According to Section 7 of the Act, an employee is said to receive a taxable benefit either when:

• The employee receives shares on exercising the option.

• The employee sells the shares received by way of exercising the option.

The latter scenario assists employees in deferring the taxability on the sale of shares and is available only when the

options are granted by a Canadian-controlled private corporation (CCPC) dealing with employees at an arm’s

length basis.

What is a CCPC?

A CCPC is generally a Canadian Corporation, whose shares are not listed on a designated stock exchange. A 

corporation that is controlled by a public corporation, a non-resident or both does not qualify as a CCPC. 

The taxable benefit is equal to the fair market value of the shares at the time of exercise of the Employee stock

options minus the option exercise price and any other amount paid to purchase the option. Thus, the provisions of

Section 7 necessitate the fair market valuation of underlying shares at the time of exercise of the Employee stock

options.

Section 110(1) of the Canadian Income Tax Act extends further benefits to employees who have received ESOPs

from a CCPC. The employees can claim a deduction of one half of the taxable benefit subject to satisfaction of the

following conditions apart from having received Employee stock options from a CCPC:

• The employee receives common shares on exercise of the ESOPs

• The transaction with the CCPC is at an arm’s length

• The stock option price (exercise price) plus any amount paid to purchase the ESOP is not less than the fair

market value of the shares at the time of grant of ESOP.

Thus, in order to claim the benefit under this section, it is pertinent to obtain fair market valuation of the share as

at the date of grant of Employee stock options.

From a capital gains standpoint, in order to avoid double taxation at the time when the employee sells the shares,

the taxable benefit considered under Section 7 after adjustment for deduction under Section 110(1) will be added

to the cost basis of the shares. The capital gains will be calculated as follows:

Capital gains = Selling price of shares – (cost of acquisition of shares + taxable benefit)

Amendments

Based on changes proposed by the Canadian federal government in 2019, employees receiving Employee stock

options on or after July 1, 2021, from corporations other than CCPCs can claim stock option deduction under

Section 7 in a particular year only to the extent of $ 200,000. These limits do not apply to employee who have

been issued Employee stock options by CCPCs.



Illustration

This illustration comprehensively explains the tax implications of an ESOP. An employee has been granted 100

Employee stock options on the common stock of an entity. Following are the relevant details pertaining to the

same:

• Fair value of underlying shares at the time of grant: $10

• Exercise price of the ESOP: $10

• Fair value of underlying shares at the time of exercise: $15

At the time of exercise of the options, the taxable benefit under Section 7 of the Act will be calculated as ($15 -

$10) = $5 per option. If the Employee stock options are granted by a CCPC, such taxable benefit will be calculated

at the time of the sale of shares by the employee.

If the conditions under Section 110(1), as discussed above, have been satisfied, the taxable benefit of the

employee will be reduced by half i.e., $2.5 per option.

Closing thoughts

Navigating financial reporting and tax compliances for ESOPs is often cumbersome for management. Having a

detailed valuation report satisfies one aspect of the compliance. It also results in happier employees as they

become well aware of the worth of shares they sign up for. Not only that, but it also helps keep various authorities

at bay due to the robust documentation available. KNAV is here to help you with this and more.
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Disclaimer: This publication contains general information only, and none of KNAV International Limited, its member firms, or their related entities

(collectively, the 'KNAV Association') is, by means of this publication, rendering professional advice or services. Before making any decision or taking

any action that may affect your finances or your business, you should consult a qualified professional adviser. No entity in the KNAV Association shall be

responsible for any loss whatsoever sustained by any person who relies on this publication.
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Founded in 1999, KNAV is a full-service global accounting and consulting firm, that offers a complete suite of services including
assurance, taxation, valuation, transfer pricing, accounting advisory and business advisory services.

Today, KNAV is an international organization comprising of more than 200+ professionals in 6 countries: United States, Canada,
United Kingdom, Netherlands, India and Singapore.

KNAV is part of the US$ 4.11 billion accounting firm association, Allinial Global; which provides a broad array of resources and
support for its member firms, across the globe.

Canada office: 55 York Street, Suite 401, Toronto, ON M5J 1R7, Canada

Other offices: India  |  Netherlands  |  Singapore  |  UK  |  USA

For any queries, please contact Rajesh Khairajani at rajesh.khairajani@knavcpa.com / +1 404 988 8430
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