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Introduction

Fromsalaries and insurance tooffice rent andequipment, there are numerouscosts
associatedwith runningabusiness thatmustbe reported.Whatmany startupsdon’t
realise, however, is that equity awards should alsobe included in their expense reports.
This is becauseawardingequity toemployeesor investors represents the transfer of
implicit value,whichmay increaseover timeas thecompanygrows.

Accounting for equity-relatedexpenses (otherwise knownas “share-basedpayments”) is
a complex task, andgetting it right is crucial if youwant tobuild confidencewith investors
andensure your company is audit-ready. This guidecombinesexpert insightswithworked
examples to help youunderstandhowexpense reportingworks andwhy itmatters.

Glossary

We’vedefinedsomeof the key termsused in this guide. For amorecomprehensive list,
seeour equity glossary.

Term Definition

Amortizationmethod Anaccounting techniqueused to spread thecost
of an assetover aperiodof time. The three
standardmethodsaregraded, straight-line and
ratable amortization.

Expense reporting Theprocessof trackingandaccounting for all the
expenses that affect acompany’s financial
position (e.g. office rent, utilities, salaries and
share-basedpayments). Also knownasexpense
accounting, it is a subsetof financial reporting.

Fairmarket value (FMV) Theestimatedprice anassetwould fetch in an
openandunrestrictedmarket,when thebuyer (e.g.
anemployee) and the seller (e.g. a company) have
reasonable knowledgeof relevant facts. It is the
standard value used for income taxpurposes.

FRS 102 Thefinancial reporting standardwithinUKGAAP. It
is theequivalent of ASC718underUSGAAP.
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Generally Accepted
AccountingPrinciples (GAAP)

Anaccounting standardused in somecountries,
with regional variations. USGAAP is thedefault for
USbusinesses,while somecompanies in theUK
followUKGAAP.

Incomestatement Afinancial report outlining acompany’s income
andexpenditureover a setperiodof time (e.g. a
fiscal year or aquarter). Sometimescalledaprofit
and loss (P&L) statement.

International Financial
ReportingStandards (IFRS)

Thecommonaccounting languageusedacross
Europeand in 167 jurisdictionsworldwide.

IFRS2 Ashare-basedpayment standard that applies to
companies following IFRS. Itwas issuedby the
International AccountingStandardsBoard in 2004.

Option fair value Theprice atwhichcompany shares couldbe
boughtor soldbetweenwillingparties (i.e. not in a
forcedor liquidation sale). Determinedusingan
optionpricingmodel, suchasBlack-Scholes.

Risk-free rateof return Theexpected return froma zero-risk investment.
This rate is theoretical, sinceno investment is
entirelywithout risk.

Share-basedpayment A transaction that occurswhenanentity offers
equity instruments, other assetsor a cash
equivalent (basedon the valueof its equity) to a
thirdparty in exchange for goodsor services.

Share-basedpayment
reporting

Theprocessof calculating and reportingon the
valueof share-basedpayments (e.g. shareoption
grants)made toemployees.
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Reporting requirements

Why is expense reporting important?

Fromacomplianceperspective, expense reporting isn’t just important; it’s essential. In
accordancewith IFRS2andFRS 102, companies are required to recognise share-based
payment transactions – and theassociatedexpenses – in their financial statements.

As ameasureof financial health, expenseaccountingcanalso affect your chancesof
securing venture capital funding. Prospective investorsmayask to seehistorical and
recent reportsbeforedecidingwhether to invest, so keeping trackof share-based
payments fromanearly stagewill set youup for success in the future.

Whichcompanies need to report share-basedpayments?

Technically, expense reporting applies to all companies. In practice, however, some
startupsdon’t start accounting for share-basedpayments until they’vepassed the
threshold for audit exemption (i.e. until there’s a riskofbeingpenalised). These thresholds
vary acrossEurope; in theUK, companieswith an annual turnover exceeding£10.2million,
total assetsworthmore than£5.1million andover 50employees are likely tobeaudited.

Generally, it’s best toget into thehabit of trackingall transactions andupdates toawards
asearly aspossible – ideally after issuing your first equity grant. Thiswillmake it easier to
prepare accurate, audit-readyexpense reports as your businessgrowsand the
transactionsbecomemorecomplex.

Howoften should share-basedpaymentsbe reported?

Limitedcompanies in theUKare required to include share-basedpayments in their annual
incomestatement. This statement formspart of a company’s statutory accounts,which
mustbefiledwithCompaniesHouseandHMRCat theendofevery financial year.

Share-basedpayments reporting is also a requirement for companiesbasedelsewhere
that follow IFRS, suchasEuropeanbusinesses. The rules anddeadlines for submitting
financial statements vary for different jurisdictions, socheckwith your local tax authority.

Youmayneed togenerateexpense reportsmoreoften thanoncea year. For instance, if
you’repreparing for amaterial event (e.g. a funding round, IPO,merger or acquisition),
financial reporting is likely tobepart of theduediligenceprocess. Some investors also
expect to receive this information from their portfolio companiesonaquarterly basis.
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Calculating share-based payment expenses

The total expenseof anequity award is usually calculatedby feeding variousdatapoints
into anoptionpricingmodel. Black-Scholes is the simplest andmostwidely usedmodel,
whereasMonteCarlo and thebinomialmodel offergreater flexibilitywhenhandling
complex variables and futureoutcomes.Despite their differences, eachmodel relieson
the same inputs:

● Fairmarket value (FMV)– the valueof theunderlying shareclass associatedwith an
equity award, asdeterminedbyacompany valuation

● Strikeprice–oftenequal to theFMVof the relevant shareclass (typically ordinary
shares) for standardoptiongrants

● Expected termof thegrant– represents the timeanaward is expected tobe
outstanding. For companieswithout sufficient historical data, it canbeestimated
using the vesting schedule, thecontractual life of theawardor an averageofboth

● Interest rate - typically calculatedusing the risk-free rateof return for a specific
country, asof thegrantdate

● Market volatility–basedonhistorical andpredictedfluctuations in shareprice. This
is sometimesdifficult todetermine for private companies, so thedata from
comparablepublic companies canbeused tocalculate anestimated volatility

● Dividendyield–usedas anadditional inputwhencalculatingequity expenses for
public companies

After calculating theexpense incurredbya share-basedpayment, youneed tounderstand
when to recognise that expense. This involves usinganaccounting techniquecalled
amortization,which spreads thecostof an assetover a specificperiodof time.

Amortizationmethods

Amortizationworksby splitting anoutstandingequity award into separate tranches
according to its vesting schedule. For instance, agrant that vests 25%every year over a
four-year periodwould have four equal tranches.How theexpenseof an award is
distributedacrosseach tranchedependsonwhich amortizationmethodyouuse: graded,
straight-lineor ratable.
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Gradedamortization

Sometimes referred toas the “FIN28”or “accelerated”method, gradedamortization
treats the tranches as separate awards that start vestingat the same time. The fair valueof
each tranche is recognised from the initial grant dateof theentire award to the vesting
dateof that specific tranche.

Imagine you’ve issued shareoptionswith a typical four-year vesting schedule. As
illustrated in the tablebelow, theoverall expense is front-loadedor accelerated. This
increasesboth the likelihoodand thedifficulty of reversinganexpense– for example, if an
employee leavesbefore all their options have vested–because you’ve alreadyaccounted
for theexpense in future tranches.

Percentageof expense recognisedeach year

Tranche Year 1 Year 2 Year 3 Year 4

1 100% 0% 0% 0%

2 50% 50% 0% 0%

3 33% 33% 34% 0%

4 25% 25% 25% 25%

Entire award 52% 27% 15% 6%

Straight-line amortization

The straight-linemethodspreads the fair valueof an awardevenly over the total requisite
serviceperiod (i.e. from the initial grant date to thefinal vestingdateof the last tranche).
Theexpense for each tranche is basedon thenumberofdaysof vesting, so theannual cost
is the same regardlessof tranche size. For grantswith a standard four-year vesting
schedule, 25%of theoverall expense is recognisedeach year.

Ratable amortization

With ratable amortization, each tranche is consideredonan individual basis. This results in a
staggeredexpensedistributionbasedon thenumberof shareoptions in each tranche. If
the tranches areequallyweighted, the ratablemethodproduces a similar result to
straight-line amortization.However, ifmore shareoptions vest in thefirst tranche, the
expensewill be higher in thefirst year than the following years.
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Workedexample

Yougrant 1000shareoptions to anew joiner on 1 January 2020. Theaward vests annually
over a four-year periodandhas anoption fair valueof£1.00per share.Howwould you
recognise the total expenseasof 31December 2021?

a) Using straight-line amortization

Total expense recognisedasof 31/12/2021:
£250.00+£250.00=£500.00

b) Usinggradedamortization

Total expense recognisedasof 31/12/2021:
£520.83+£270.83=£791.66
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31/12/2020 31/12/2021 31/12/2022 31/12/2023 Total

Tranche 1 £250.00 £0.00 £0.00 £0.00 £250.00

Tranche2 £0.00 £250.00 £0.00 £0.00 £250.00

Tranche3 £0.00 £0.00 £250.00 £0.00 £250.00

Tranche4 £0.00 £0.00 £0.00 £250.00 £250.00

Total £250.00 £250.00 £250.00 £250.00 £1,000.00

31/12/2020 31/12/2021 31/12/2022 31/12/2023 Total

Tranche 1 £250.00 £0.00 £0.00 £0.00 £250.00

Tranche2 £125.00 £125.00 £0.00 £0.00 £250.00

Tranche3 £83.33 £83.33 £83.34 £0.00 £250.00

Tranche4 £62.50 £62.50 £62.50 £62.50 £250.00

Entire award £520.83 £270.83 £145.84 £62.50 £1000.00



Accounting standards

Themethodyouuse tocalculate anddistribute share-basedpayment expenses should
alignwith theaccounting standard your company follows:

● Gradedamortization is required for IFRSand is thepreferredmethodunderUK
GAAP. It’s also recommended for equity awardswith aperformance-basedor
front-loadedvesting schedule

● Straight-line amortization ismostly used in theUnitedStatesbecause it complies
withUSGAAP

● Ratable amortization is the least commonmethod, despitebeingacceptedby
both IFRSandGAAP

When it comes tochoosinganaccounting standard, there are no formal rules; this decision
will largelydependon the location andmakeupof your company. For instance, if the
majority of your employees arebased inonecountry, youmightwant to follow the local
Generally AcceptedAccountingPrinciples (e.g. USGAAPorUKGAAP).Conversely, if you
haveabroader stakeholder base, the International Financial ReportingStandards (IFRS)
mightbeabetter fit.

As your business scales up, there’s a chanceyou’ll need toadopt adifferent amortization
method that canhandlemorecomplex transactions, suchas awards settled in cash.
Although switchingmethods is possible, it can involve a lot ofwork –especially if youhave
to recalculatepast expenses. Followingbestpractices andworkingwith a financial
reportingexpert fromanearly stagecould save youa lot of timeandhassle in the long run.
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The audit process

In theeventof an audit –which ismore likely as your companygrowsandpasses the
exemption threshold – your annual accountswill be inspected for accuracy. Knowingwhat
toexpect from theprocess allows you toprepare in advanceandprevent costlymistakes.

What happensduringanaudit

You’ll need to show that all share-basedpayment expenses havebeen recordedcorrectly
on your incomestatements. Youmayalso need to justify the inputs andmethodsused to
calculateeachexpense.

Our financial reporting teamhashelpedCarta customers answer a varietyofquestions
fromauditors, suchas:

● Canyouconfirmwhich interest rate youused?Whatwas the source?

● Is theexpected termofeachgrant always 10 years?Howwas it determined?

● Wheredid you source thepeerdata from?Howwas it used tocalculate volatility?

Anyerrors found in your share-basedpayment recordscoulddelay theaudit process and
incur additional fees.Notonlywould your incomestatements needcorrecting, but the
auditorsmightdecide tocheckother areasof your accountingmore thoroughly.

Commonmistakes toavoid

Unsurprisingly, themostdifficult areasof expense reporting are themost error-prone.
Manycompaniesmakemistakeswhenhandlingcomplex transactions likeexercisesor
forfeitures (i.e. lapsedor cancelledgrants). There’s a commonmisconception that,when
anemployee leaves, theexpenseassociatedwith all their options shouldbe reversed.
However, this is only true forunvestedoptions. IFRS2 requires theexpenseof any vested
options (exercisedor not) tobe recognised, even if the awardhasbeencancelled.

Calculating the total expenseof anequity awardcanalsocauseconfusion. Someof the
inputs used in theBlack-Scholesmodel are time-sensitive –especially theFMVof the
underlying shareclass, interest rate andmarket volatility. It’s important to valueeachaward
asof thegrantdate,which iswhy youneedanup-to-date valuationbefore issuingequity.

Arguably thebiggest oversight iswaiting until an audit to start accounting for share-based
payments,whichoften results in rushedand inaccurate reports. Trackingexpenses as you
go is easier – and less costly – than trying tobackdatecalculationsor rectifymistakes.
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Expense reporting from Carta

Manually calculating your share-basedpayment expensescanbe time-consuming,
inaccurate andcostly, especially as your companygrows.

WithCarta, expense reporting is one less thing toworry about.Our in-houseexperts
leverageyour cap tabledata todeliver fast, comprehensive and trustworthy reports that
complywith theaccounting standard your company follows. They’reonhand toanswer
anyquestions fromauthorities and support you in theeventof an audit.

Howdoes itwork?

Signup for aCartaScale subscription andcomplete
theonboardingprocess

Request a share-basedpayment report through
theplatform, asoften as youneed

Meetwithour financial reporting team todiscuss
your details and requirements

Reviewyour report once it’s ready, and request
any further updatesor changes

Approve thefinal report andfile itwith your local
tax authority

Tofindout howCarta can support your company,
contact ryan.turley@carta.comorbooka free
expert consultation.

“Ryan is amazingatwhat hedoes. Efficient anda
great communicator.”

Ryan Turley -RyanHorwood, FitXR
Financial Reporting Lead
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