ESOPs vs SARS

Valuation requirements as per Ind AS 102




Introduction

* Share-based payment plans are widely used to reward, attract and retain the right talent. Employee Stock
Option Plans (ESOPs) and Share Appreciation Rights (SARs) are the two most commonly used instruments in
this space.

* Issuance of such instruments is required to be accounted under IND AS 102 or Guidance Note on Share based
Payments (2020), as may be applicable to the Company.

*  Whilst both ESOPs and SARs help in aligning interests between employees and shareholders, the
measurement, recognition and financial reporting of the two instruments differs significantly.

e ESOPs are typically categorised as an Equity settled Instrument whilst SARs, being cash-settled instrument are
treated as a Liability in the books.

* Inthis article, we discuss the treatment of the two instruments as per IND AS 102 covering:

= Nature of Instruments for Accounting purposes
= Measurement and Valuation requirements of both ESOPs and SARs; and
= Qverall comparison of the two instruments

* We believe this article would be useful for all finance professionals as well as
auditors dealing with ESOP and SAR accounting as part of their work.




Nature of Instruments: Equity vs. Liability (1/2) KPAC

Measurement and valuation of share-based payment instruments depends upon whether they are Equity Settled
Instruments or Cash Settled Instruments. Below table gives general categorization of ESOPs and SARs for this
purpose:

* Typically settled by issuance of shares to employees on exercise, hence
categorized as Equity Settled Instrument.

ESOPs

} * Leads to immediate dilution in shareholding
(Equity Settled)

* ESOP charge recognized in Income statement over vesting period and
correspondingly shown in Balance Sheet under the head ‘Equity’.

* Typically settled by paying appreciation in share price above a defined level in cash,
hence treated as Cash Settled Instrument or Liability.

SARs
(Cash Settled)

* No dilution in shareholding

* Provision for SARs recognized in Income statement till settlement and
correspondingly shown in Balance Sheet under the head Liabilities and Provisions.

Note that many ESOP and SAR plans also carry an option to be settled either in Cash or Equity. Actual
categorization in such cases depends on how the Company intends to settle such instruments (i.e., by issuance of
shares or payment of cash), past settlement precedence (if available) and may even warrant a hybrid treatment
(i.e., partly Equity and partly Cash settled).



Nature of Instruments: Equity vs. Liability (2/2) KPAC

Below charts shows the instruments typically classified as Equity settled and Cash Settled:
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Note that the above is a general categorization. Actual categorization depends on how the Company intends to
settle such instruments (i.e., by issuance of shares or payment of cash), past settlement precedence (if available)
and may even warrant a hybrid treatment (i.e., partly Equity and partly Cash settled).



ESOPs: Measurement and Valuation

ESOPs are required to be valued on fair value basis, determined at grant date and the corresponding charge recognized
over the vesting period, as depicted in chart below:
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Note that recognition of ESOP charge over the vesting period is dependent on the actual vesting schedule and will be
discussed in subsequent article.



SARs: Measurement and Valuation

SARs are required to be valued on fair value basis, determined at each reporting date and the corresponding provision
accounted for till the settlement of SARs, as depicted in chart below:
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Note that provision for SAR during the vesting period is dependent on the actual vesting schedule and will be discussed in

subsequent article.



ESOPs vs. SARs: Comparison of valuation basis

ESOPs

Type of share based
payment

Equity or Debt

Determining fair value
of instrument granted

Expense
determination for
each reporting period

Volatility of charge to
Income Statement

Overall charge over
the entire vesting
period

Equity Settled Cash Settled
- N\ J
4 N )
Results in creation of Equity Results in creation of Liability
- 2N J
4 N )
At each reporting date till the
Only at the grant date date of settlement of the liability
. NG J
4 I .
Charge re-stated based on Provision re-stated based on
change in number of units change in units expected to vest
L expected to vest only & change in fair value
4 N )
Relatively Stable Relatively Volatile
- /L J
4 "\ (" Expected to be lower. May be

Expected to be higher due to

recognition of option value. It’s a

\_

non cash charge.

higher depending upon actual
settlement price. It’s a cash

J

9 charge. )

KPAC



About KPAC




About KPAC KPAC

Research driven

A * KPAC is a research driven actuarial consulting firm providing actuarial and consulting
services since 2013.

| I I | * Empowered by creative thinking and research-oriented approach, we offer solutions that go
beyond ‘just-compliance’.
Going Beyond Compliance

* KPAC delivers customised solutions with use of data analytics and continuous research,
which helps clients in optimum recognition of liability and better management of expenses.

* KPAC also helps clients in reducing volatility of expenses through ALM, better planning and
budgeting, etc.

Strong Clientele

e O . * Driven by passion to exceed expectation every single time, KPAC is providing valuation and
ﬁ consulting services to more than 500 clients (including large corporate houses and MNCs)

* KPAC’s engagements spread across all parts of India and in various other countries like USA,

T ) . .
Australia, UK, Middle East, SAARC countries.
Strong Team
OAOANO * KPAC has a strong team of consultants and domain experts, who focus on delivering

excellence each time.

* Each consultant has experience of handling assignments of large corporate houses and
complicated employee benefits. 9



Contact Us KPA C

We at KPAC pride ourselves in providing valuation services which go beyond compliance. We assist our

clients with planning, budgeting as well as risk management for various employee benefit liabilities and
benefits.

Do reach out in case you require any further information:

Arpaan Begdai
Vice President - Actuarial
Phone: +91 - 98998 24848
a.begdai@kpac.co.in

Aarzoo Dawar
Actuarial Consultant

' Phone: +91 - 8860195272
‘Q a.dawar@kpac.co.in

Khushwant Pahwa FIAI, FIA Tanu Saharan
Founder and Consulting Actuary Senior Manager - Actuarial
Phone: +91 - 99102 67727 Phone: +91 — 98737 60219
k.pahwa@kpac.co.in t.saharan@kpac.co.in
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