
This newsletter delves into the accounting and tax compliances for a popular form of employee compensation, share-
based payments, gaining traction in entities across all life cycles, from start-up to growth to maturity. The focus of this
newsletter is on the valuation requirements of employee stock options (“ESOPs” or “ESOP” or “equity award”) from a
financial reporting and tax perspective.

FINANCIAL REPORTING ASPECT: Ind AS 102 - Share based payments (“Ind AS 102” or “the standard”)

Measurement under Ind AS 102

This section discusses those provisions of Ind AS 102 which mandate the fair
valuation of the ESOP award. Key considerations regarding fair value
measurement of ESOPs are discussed below:

INITIAL MEASUREMENT

The standard requires measurement of the goods/services received against the share-based payment awards at the fair
value of the goods/services received. If the same is not practicable, which is generally the case with instruments granted
to employees, reference is made to the fair value of the equity awards granted. In our experience, it has been observed
that mostly, measurement is based on the fair value of the equity awards.

It is pertinent to note that the fair value of the equity instruments is determined as of the measurement date. In case of
equity instruments granted to employees (ESOPs), the measurement date is the grant date. Determination of
measurement date is a key factor when performing fair value analysis of the ESOP awards.

INTRINSIC VALUE

In cases where the entity is demonstrably unable to reliably estimate the fair value of the ESOPs, the entity can measure
them at their intrinsic value. Intrinsic value is calculated as the difference between the fair value of the underlying shares
and the exercise price of the ESOP. The intrinsic value must be recalculated at the end of each reporting period and the
final settlement date of the ESOPs. This is in contrast to the fair value requirements of equity instruments where
remeasurement in subsequent periods is not warranted.

VESTING CONDITIONS

Vesting conditions for a shared-based award are either service, market or performance conditions. An award that is
subject to any other condition apart from service, market or performance condition must be classified as a liability
award. While the impact of a market vesting condition is reflected in the grant date fair value of the ESOP, 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.
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NON-VESTING CONDITIONS

Non-vesting conditions are taken into account when estimating the fair value of the equity instruments granted.
An example of a non-vesting condition is a non-compete clause with a director to not compete with the entity for
at least 3 years. This is a non-vesting condition as the recognition of compensation cost in the books is not
dependent on the same. The probability of the director competing, and the options lapsing would be captured in
estimating the fair value of the options.

Where an entity has granted a share-based award wherein the employee has
the right to choose the mode of settlement, i.e., cash or equity shares, it
essentially is a compound instrument. Thus, in case of such transactions, the
company shall measure the fair value of the compound instrument for
accounting purposes.

*This adjustment represents the forfeiture of the cash alternative.

SUBSEQUENT MEASUREMENT

Discussions on subsequent measurement of an ESOP must be made in the light of understanding the classification of
ESOPs. The subsequent measurement of awards that are cash settled (classified as liability) is different from those that
are settled in equity shares (classified as equity).

An award that is classified as a liability must be remeasured at every reporting period after initial measurement. On the
contrary, an equity settled award is not re-measured after initial measurement.

The only adjustment in equity settled ESOPs is w.r.t the number of options vesting. At every reporting period,
management must take stock as to the number of options expected to vest. The expense recorded thereafter pertains
only to the cumulative number of options expected to vest.

Illustration: A company issued 10,000 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, 9,000 options were expected to vest with a fair value per option of INR 10. Thus, the company
records a compensation cost of INR 30,000 (INR 90,000/3) for FY 2021. At the end of FY 2022, the fair value of the option
remains unchanged at INR 10 since the awards are equity settled. However, at the reporting date, the management
estimates that only 7,500 options would vest. The cumulative compensation cost to be recorded for 2 years ending FY
2022 should be equal to (7500*10*2/3) = 50,000. Since the company has already recorded INR 30,000 in FY 2021,
additional compensation cost of INR 20,000 will be recorded in FY 2022. A similar exercise would be performed at the
end of FY 2023.

SHARE BASED PAYMENTS WITH A CHOICE OF SETTLEMENT TO EMPLOYEE

Following chart depicts the steps followed for measuring the compound instrument:

Determine the fair value of the cash alternative and account it is a liability-based ESOP

Then determine the fair value of the equity alternative and reduce the fair value of the 
liability, any net amount will be accounted for as an equity settled ESOP*



The assessment whether the entity has a present obligation to settle in cash depends on the following:
• The entity’s intent, if any, to settle in cash or equity instruments
• The entity’s past practice,
• The entity’s ability to settle in equity instruments

Illustration: Company has granted 100 ESOPs to an employee subject to a 3-year vesting period. On completion of
vesting, the employee has an option to choose to settle the awards in cash (difference between fair value on vesting
date and grant date) i.e., stock appreciation rights (“SARs”) or acquire 100 shares by paying the grant date fair value as
the exercise price. As on the grant date, the fair value of the SAR and the option are the same at INR 5. This is a classic
example of a compound instrument. The company will account it as follows:

SHARE BASED PAYMENTS WITH A CHOICE OF SETTLEMENT TO ENTITY

• The fair value of the liability component will be equal to the fair value of the SARs; 100*5 = INR 500.
• The fair value of the equity component will be equal to 100*5 = INR 500 minus the fair value of the liability of INR

500. Thereby, the equity component will be zero.

When the vesting date for the liability and equity component is the same, most likely their fair value will also be the
same.
In some cases, the fair value of the equity component can be higher than zero where the terms of settlement are
different for the equity component and the liability component. For example, if in the above illustration, the employee
had an option to subscribe to 120 shares instead of 100, the equity alternative would have a value of INR 100 calculated
as follows:

(120*5) – 500 = 100

The subsequent accounting for such components would be the same as if they were independent awards. The liability
component would be remeasured at fair value at each reporting date and at the date of settlement. The equity
component would not be remeasured.

TAX ASPECTS: Relevant provisions under Income Tax, 1961

As can be seen, the taxable event is the date of exercise by the employees. This provision 
poses certain challenges for employees of start-up who are often issued shares which are 
illiquid, yet have to bear the brunt of the taxes before they can liquidate their shares. As a

Accounting for ESOPs is a nuanced exercise and requires a thorough and fool-proof analysis. KNAV’s valuation team’s
two-pronged expertise of accounting requirements and technical valuation know-how can help you through this process
seamlessly.

When the entity issuing share-based awards has a choice of settlement, the transaction
will be accounted either as cash settled or equity settled in its entirety. The entity would
be determining whether it has a present obligation to settle in cash. If the entity has a
present obligation, it will be accounted as cash settled or else, it would be accounted as
equity settled.

Under the India Income Tax Act, 1961, compliance w.r.t ESOPs arises only at and after the
exercise of the ESOPs by the employees. At the time of exercise, the fair market value of
shares as reduced by the amount paid by the employee towards exercise of options is
taxable for the employee as perquisite included as a part of salary.

• Expiry of 48 months from the end of assessment year in which ESOP was actually exercised
• Date of sale of such ESOP shares by the employee
• Date of the employee terminating employment with the ESOP issuing employer

salve to this monetary pinch, the Indian government in their Budget for FY 2020, introduced deferred taxation on 
exercise of ESOPs for employees of start-ups. Per the provisions, the timing of taxability has been deferred to 14 days 
from the earliest of:

Another controversial aspect with respect to ESOP expenses is the ambiguity surrounding their deductibility from an

employer’s point of view. This is a subject matter of litigation as the Income Tax Act does not explicitly deal with

deductibility of ESOP expenses. However, there are judicial precedents having ruled in favour of the employer wherein

ESOP expenses have been allowed as a deduction.



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$ 4.18 billion accounting firm association, Allinial Global; which provides a broad array of resources and
support for its member firms, across the globe.

For any queries, please get in touch with us at markets@knavcpa.com

India office: 7th Floor, Godrej BKC, Bandra Kurla Complex, Mumbai - 400051

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

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 anyloss whatsoever sustained byanyperson who relies on this publication.

CLOSING THOUGHTS

These days, myriad forms of ESOPs are issued by companies with wide ranging vesting conditions and various other

complexities. KNAV with its rich experience can help you determine a fair valuation of the ESOPs thereby ensuring

appropriate impact in your accounting books.


