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Fair Value Measurement Thought Leadership

inTroduCTion
The Financial Accounting Standards Board 
(“FASB”) released Accounting Standards Update 
(“ASU”) 2018-07 in June of 2018 for Accounting 
Standards Codification (“ASC”) topic 718—Stock 
Compensation (“Topic 718”) of the U.S. generally 
accepted accounting principles (“GAAP”).

FASB released this ASU as part of its ongoing 
simplification initiative to improve the usefulness 
of information provided to users of financial state-
ments while reducing the cost and complexity asso-
ciated with financial reporting.

FASB identified the need for amendments to 
Topic 718 via various methods of outreach to the 
creators and users of financial statements, which 
the FASB identifies as stakeholders.

The main focus of the ASU is to expand the scope 
of Topic 718 to include standards on the topic of 
accounting for nonemployee share-based payment 
transactions for acquiring goods and services.

Once these changes are implemented, Topic 
718 will apply to all transactions in which a grantor 
acquires goods or services to be used or consumed 
in a grantor’s own operations by issuing share-based 
payment awards.

Previously, Topic 718 only addressed share-
based payments issued to employees. The amend-
ments to this topic are not intended to change the 
practices for share-based payment awards granted 
to employees.1

Specifically, the ASU makes amendments to 
accounting standards in the following six areas:

1. Overall measurement objective

2. Measurement date

3. Awards with performance conditions

4. Classification reassessment of certain 
equity-classified awards

5. Calculated value

6. Intrinsic value

These amendments come into effect for public 
business entities for fiscal years beginning after 
December 15, 2018. For all other entities the 
amendments come into effect for fiscal years begin-
ning after December 15, 2019.2

The main changes to the ASC will require an 
entity issuing nonemployee share-based payments 
to do the following:
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1. Measure the nonemployee share-based pay-
ment transactions by estimating the fair 
value of the equity instruments that it is 
obligated to issue as payment

2. Measure equity-classified nonemployee 
share-based payment awards at the grant 
date

3. Consider the probability of satisfying per-
formance conditions when accounting for 
nonemployee share-based payment awards 
with such conditions

Amendments to Topic 718 have replaced the 
word “employer” with “grantor” and the word 
“employee” with “grantee” throughout the text of 
Topic 718. Amendments have also removed refer-
ences to employees throughout Topic 718 to allow 
Topic 718 to be applicable to both employee and 
nonemployee share-based payment transactions.

Under current GAAP guidance, standards for 
accounting for share-based payments to nonemploy-
ees are found in Subtopic 505-50, Equity – Equity-
Based Payments to Nonemployees (“Subtopic 505-
50”). The Amendments to Topic 718 are intended to 
supersede the guidance located in Subtopic 505-50 
once they become effective.

The guidance in Topic 718 does not apply to 
transactions that involve equity instruments grant-
ed to a lender or investor that provides financing to 
the issuer, or transactions involving equity instru-
ments granted in conjunction with selling goods or 
services to customers as part of a contract.3

Basis for aMendMenT
Under current GAAP guidance, requirements for 
reporting nonemployee share-based payment trans-
actions are significantly different from the require-
ments for employee share-based payment transac-
tions.

Originally the differences in the accounting 
standards between employee and nonemployee 
share-based payment awards were due to the view 
that there is a fundamental difference between the 
relationship that employees and nonemployees have 
with the entity granting the awards.

There was a presumption that employees are 
more economically dependent on the entity grant-
ing the share-based payment awards than non-
employees. Therefore, the previous view was that 
employees are more likely to complete the required 
service than nonemployees.

This view also assumes that a nonemployee may 
have multiple opportunities for other compensa-

tion and may choose 
not to complete the 
required service if 
the fair value of the 
share-based pay-
ment award declined 
after the grant date 
or was no longer 
considered a suffi-
cient incentive.

Recently, views 
have changed, and 
the FASB observed 
that stakeholders did 
not agree with the 
notion that there is 
a fundamental dif-
ference between the 
relationship that 
employees and non-
employees have with 
the entity granting 
awards.

The FASB found 
that stakeholders 
generally considered that the notion of economic 
dependency of employees to be overstated, noting 
that most employment arrangements are at will in 
most jurisdictions, which suggests that the employ-
ee’s relationship with the employer is similar to that 
of a nonemployee.

The FASB identified the following observations 
to support the amendments to align the guidance for 
nonemployee and employee share-based payment 
awards:4

n In many instances, entities pay for services 
from nonemployees that are also provided 
by employees, with the only difference 
being that the nonemployee does not meet 
the technical definition of an employee.

n In many instances, the terms and condi-
tions of share-based payment awards grant-
ed to nonemployees are the same as those 
granted to employees.

n The employee-employer relationship previ-
ously observed is likely overstated because 
most employment is at will and today’s 
workforce often changes jobs.

n Stakeholders were generally unaware of 
instances of nonemployees deciding not to 
fulfill obligations, which suggests that there 
is not a high correlation between changes 
in share-based payment award value and 
changes in the nonemployee’s decisions to 
perform under contract.



42  INSIGHTS  •  AUTUMN 2018 www .willamette .com

suMMary of aMendMenTs
As indicated earlier in this discussion, the ASU 
includes amendments to six identified areas. The 
following discussion summarizes each of the identi-
fied areas.

Amendment Area One: Overall 
Measurement Objective

Topic 718 requires that the cost resulting from all 
share-based payment transactions be recognized 
in the financial statements of the grantor, as of the 
grant date.

The measurement objective for accounting for 
share-based payment arrangements is fair value, 
and Topic 718 requires all entities to use a fair-
value-based measurement method in accounting 
for share-based payment transactions, except for 
instruments held by employee stock ownership 
plans.

Under current GAAP, the overall measurement 
objective is for nonemployee share-based payment 
awards to be measured at the fair value of the con-
sideration received, or the fair value of the equity 
instruments being issued, whichever could be more 
reliably measured.5

Amendments to Topic 718 are intended to more 
clearly define the measurement objective by includ-
ing the consideration of the grant date and perfor-
mance conditions associated with the awards.

Topic 718 states that when measuring the fair 
value of share-based payments to nonemployees, 
the measurement objective is to estimate the fair 
value at the grant date of the equity instruments 

that the entity is obli-
gated to issue when the 
grantees have delivered 
the good or rendered the 
service and satisfied any 
other conditions neces-
sary.

The estimate is to be 
based on the share price 
and other pertinent fac-
tors such as the following:

n The exercise price of 
the option

n The expected term of 
the option

n The current price of 
the underlying share

n The expected volatil-
ity of the price of the 
underlying share

n The expected dividends on the underlying 
share for the expected term of the option, 
and 

n The risk-free interest rate(s) for the expect-
ed term of the option

It is important for an analyst to consider any 
restrictions or conditions inherent in the equity 
instruments awarded, such as the inability to trans-
fer equity share options to third parties or the 
inability to sell shares for a period of time.

On an award-by-award basis, an entity may elect 
to use either the expected term or the contractual 
term when estimating the fair value of nonemployee 
awards.

The fair value measurement objective for liabili-
ties incurred during a share-based payment transac-
tion is the same as for equity instruments. However, 
awards classified as liabilities should be subsequent-
ly remeasured at the end of each reporting period 
until the liability is settled.6

Amendment Area Two: Measurement 
Date

Under current GAAP, the measurement date for 
nonemployee share-based payment awards is the 
earlier of:

1. the date at which a commitment for perfor-
mance by the counterparty is reached or

2. the date at which the counterparty’s perfor-
mance is complete.
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Amendments to Topic 718 state that nonem-
ployee share-based payment awards are to be 
measured as of the grant date. The definition of the 
grant date is amended to generally be the date at 
which the grantor and the grantee reach a mutual 
understanding of the key terms and conditions of a 
share-based payment award.

The grantor becomes contingently obligated on 
the grant date to issue equity instruments or trans-
fer assets to a grantee who delivers goods or renders 
services. Any awards that are subject to shareholder 
approval are not deemed to be granted until that 
approval is obtained.

Along with requiring the applicable approvals, a 
mutual understanding of the grant date should  meet 
the following conditions:

n The award is a unilateral grant and, there-
fore, the recipient does not have the ability 
to negotiate the key terms and conditions of 
the award with the grantor.

n The key terms and conditions of the award 
are expected to be communicated to an 
individual recipient within a relatively short 
time period from the date of approval.

The terms and conditions of the share-based 
compensation arrangement may be established via 
(1) a formal, written agreement; (2) an informal, 
oral agreement; or (3) an entity’s past practice.7

Amendment Area Three: Awards with 
Performance Conditions

The current GAAP measures require nonemployee 
share-based payment awards with performance 
conditions to be measured at the lowest 
aggregate fair value. Lowest aggregate fair 
value does not require the consideration 
of the probability of resolving performance 
conditions. Therefore, a remote chance 
of nonperformance can result in a lowest 
aggregate fair value of $0, which delays the 
recognition of the compensation cost until 
performance completion.

Stakeholders found this guidance to 
be counterintuitive because it is inconsis-
tent with the guidance for attribution of 
compensation cost in Subtopic 505-50 for 
nonemployee share-based payment trans-
actions.

In situations where the lowest aggre-
gate fair value was $0, many stakeholders 
stated that if it was paying cash, it would 
likely recognize an expense on the basis of 
whether the outflow was probable.8

A performance condition is defined as any condi-
tion that affects the vesting, exercisability, exercise 
price, or other pertinent factors used in determining 
the fair value of an award that relates to both of the 
following:

1. Rendering service or delivering goods for a 
specified period of time

2. Achieving a specified performance target 
that is defined solely by reference to the 
grantor’s own operations or by reference 
to the grantee’s performance related to the 
grantor’s own operations.

Examples of performance conditions include 
attaining a specified growth rate, obtaining regula-
tory approval, or raising a certain amount of capital. 
Performance conditions can also be based on com-
parable companies or financial indexes.9

Amendments to Topic 718 align the measures 
for accounting for both employee and nonemployee 
share-based payment awards. This is accomplished 
by requiring entities to consider the probability 
of satisfying performance conditions when issuing 
nonemployee share-based payment awards.

Amendment Area Four: Classification 
Reassessment of Certain Equity-
Classified Awards

The classification of share-based payments to non-
employees is currently subject to multiple GAAP 
measures after the goods or services have been 
rendered, which requires the reassessment of the 
classification of the award after they are vested 
(i.e., earned) even when no further performance 
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is required. This causes some nonemployee share-
based payment awards that are initially classified 
as equity to be reclassified as a liability after they 
have vested.

Amendments to Topic 718 will simplify the guid-
ance and only require share-based payment awards to 
nonemployees to be reassessed after they have been 
vested if they have been modified after vesting. This 
change was made to align the guidance for employee 
and nonemployee share-based payment awards.10

Amendment Area Five: Calculated 
Value

Current GAAP guidance states that, when calculat-
ing the value of equity share options to nonem-
ployees for nonpublic entities, an estimate of the 
expected volatility should be included.

This area of Topic 718 is amended because a 
nonpublic entity may not be able to reasonably 
estimate the expected volatility of its share price. 
In this situation, a nonpublic entity is encouraged 
to calculate the value of nonemployee equity share 
options using the historical volatility of an appropri-
ate industry sector index instead of the expected 
volatility of the nonpublic entity’s share price.

The amended Topic 718 states that a nonpublic 
entity’s use of calculated value shall be consistent 
between employee and nonemployee share-based 
payment transactions.

A nonpublic entity is expected to disclose the 
reasons why it is not practicable for it to estimate 
the expected volatility of its share price, the appro-
priate industry sector index that it selects, the 
reasons for selecting that index, and the method for 
calculating volatility using that index.11

Amendment Area Six: Intrinsic Value
Current GAAP guidelines state that nonpublic enti-
ties are required to measure liability-classified 
nonemployee share-based payment awards at fair 
value. The amendments to Topic 718 state that 
nonpublic entities can make a one-time election to 
switch from measuring liability-classified nonem-
ployee share-based payment awards at fair value to 
intrinsic value.

The amendments state that, regardless of the 
election, liability-classified awards would be subject 
to remeasurement until they are exercised.12

ConCLusion
Due to recent changes in the viewpoints of the 
users and creators of financial statements, FASB has 
deemed it necessary to amend the current GAAP 

guidance on share-based payment awards to non-
employees.

FASB now considers employee and nonemployee 
share-based payment awards economically similar 
enough to apply the same guidance when account-
ing for such payments in financial statements. 
Aligning the accounting requirements for employee 
and nonemployee share-based payment transac-
tions is intended to reduce the cost and complexity 
associated with financial accounting.

Amendments to Topic 718 expand and clarify 
guidelines regarding the measurement objective, 
measurement date, performance conditions, clas-
sification, calculated value, and intrinsic value 
regarding share-based payment awards.

These amendments come into effect for public 
business entities for fiscal years beginning after 
December 15, 2018. For all other entities the 
amendments come into effect for fiscal years begin-
ning after December 15, 2019.

When these amendments become effective, 
share-based payment awards issued to nonemploy-
ees will be measured on the grant date instead of 
the current requirement to remeasure the awards 
through the performance completion date.

Amendments will also align the accounting for 
performance conditions in that compensation cost 
associated with the award will be recognized when 
the completion of the performance condition is 
probable, rather than when the performance condi-
tion is achieved.
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