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Accounting for options over intellectual property in 
the pharmaceutical and life sciences industry 

Issue 

Advances in medical and biological science continue to lead to the development of 
newer, more sophisticated drugs, with significant amounts spent on research and 
development (R&D). The complexity of the science has made the R&D path more 
unpredictable and costly. However, investors are more sceptical and less willing to 
reward companies for large R&D spend. These trends, exacerbated by difficult capital 
allocation decisions for management, have resulted in the increasing ‘externalisation’ 
of R&D. Externalisation spans the spectrum, from in-licensing and complete control of 
an early stage compound to complex swaps of portfolios of compounds.  
 
Pharmaceutical companies are increasingly ‘outsourcing’ innovation to smaller, often 
single compound, companies. There is a trend to include ‘option’ clauses in these 
agreements to allow pharmaceutical companies to ‘opt in’ if an indication shows 
potential.  
 
Options are used in broadly three ways in the pharmaceutical industry: options that 
relate to a single compound; options that relate to shares in a legal entity that is a 
business that is developing a compound or several compounds; and options used in 
conjunction with a ‘NewCo’ and a financial investor.  
 

Options to buy a single compound 

An option related to a single compound can give the holder different rights, and the 
nature of the rights conveyed will determine the appropriate accounting. An option 
might give the holder a right to ‘opt in’ to development, or to acquire an intangible 
asset in the future. The future point is usually after a critical development milestone 
is achieved. An option might set a price for the opt-in to future development or 
acquisition of the compound. Likewise, an option might compel the parties to 
negotiate, or it might require the price to be set by a named third party.  

The pharmaceutical company is usually the holder of the option. The accounting 
standards give no specific guidance on accounting for options over a non-financial 
item, other than to exclude them from the scope of the financial instruments 
standards. The accounting analysis is made by reference to the relevant literature for 
intangible assets and fixed assets.  

An option that gives the holder only the right to negotiate (be that to participate in 
development or to acquire the asset in the future) does not give the holder control 
over the underlying intangible asset. There is no identifiable right or economic benefit 
that the holder controls. The option gives the holder the right to exclude others for a 
period of time. If this right meets the definition of an asset, it is consumed over the 
period of exclusivity, and it should be capitalised when paid and amortised over the 
option period.  
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An option that establishes a fixed price for a future opt-in to development, or a fixed 
price to acquire a compound at a specific point in the future, might be, in part, a 
separately acquired intangible asset, or it might be outsourced R&D expenditure. It 
could also be a combination of the two elements. 

The following examples illustrate how options should be accounted for in the 
financial statements of a pharmaceutical company.  

Example 1 – Option to acquire a compound 
 
Biotech is developing a new drug for the treatment of cystic fibrosis. The 
compound is currently in Phase I. Pharma A pays CU3 million to Biotech for an 
option to acquire the compound if it successfully completes Phase II. The exercise 
price for the option is CU20 million. Biotech cannot sell the compound during the 
exercise period, and it must continue to develop the drug using its best efforts. 
Pharma A does not make any decisions over the drug during the exercise period, 
and it cannot be called on for additional funding. The cost of the research for Phase 
I is estimated to be CU5 million. The remaining funding is through a bank loan and 
some founder equity.  

How does Pharma A account for the upfront option fee and the 
subsequent exercise?  

Answer: 

Pharma A has control over the compound from day 1. The reasons for this are: 

 Biotech must continue to develop the compound.  

 Biotech cannot sell to anyone else.  

 Although Pharma A cannot make decisions in Phase II, it is likely that the 
development plan is pre-defined, with few decisions to be made. The 
underlying science cannot be altered. 

CU3 million upfront payment 
The upfront payment should be assessed to identify if the CU3 million is part of the 
purchase price for the underlying intellectual property (IP), or if this is prepaid 
R&D.  
 

 If assessed as an intangible asset: any amount recorded as an intangible is 
capitalised and tested for impairment annually until it becomes available 
for use.  

 If assessed as a prepayment: the prepayment should be released to the P&L 
over the option life (research Phase II), to reflect the outsourced R&D 
services.  
 

Pharma A might also consider bifurcating the payment if it represents both prepaid 
R&D and an asset.  
 
CU20 million exercise price 
 
The exercise price is likely to be capitalised as an intangible asset on the date of 
exercise.  
A robust method to analyse the payment is required. This might depend on 
whether the payment is only made on a verifiable outcome, or whether it is due for 
the execution of activities. A verifiable outcome would be the successful completion 
of Phase III trials. The payment for a verifiable outcome indicates the additional 
value of the intangible asset that is controlled by the entity. The execution of 
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activities might be enrolling 3,000 patients for a clinical trial. The second payment 
is for normal activities undertaken during the development stage.  
 
An activity-based milestone can be replicated by any competent organisation, 
whilst the verifiable outcome is dependent on the science of the compound itself 
(that is, the inherent characteristics of the asset). We use this decision-making 
approach in the examples that follow.  

 
 
 

Example 2 – Option to negotiate the acquisition of a compound 
 
Biotech is developing a new drug for the treatment of cystic fibrosis. The 
compound is currently in Phase I. Pharma A pays CU2 million to Biotech for an 
option to pay fair value to acquire the compound if it successfully completes Phase 
II. Biotech cannot sell the compound during the exercise period, and it must 
continue to develop the drug using its best efforts. Pharma A does not make any 
decisions over the drug during the exercise period, and it cannot be called on for 
funding. The cost of the research is estimated to be CU5 million. 

How does Pharma A account for the upfront option fee?  

Answer: 

Pharma A has only acquired exclusive rights to be the first in line to pay fair value 
for the compound; it has not secured the potential future economic benefits. The 
upfront payment should be capitalised as an option over a non-financial asset 
which is not within the scope of IAS 32. The option price should subsequently be 
amortised over the option period. 

The exercise price is likely to be capitalised as an intangible asset on the date of 
exercise, because it is based on a verifiable outcome (that is, successful completion 
of Phase II). 
 

 

Options to buy shares of a legal entity developing a single 
compound 

 
Options to buy shares of a legal entity are potential voting rights. Entities will need to 
consider whether such rights result in the holder controlling the entity that develops 
the single compound.  
 
An investor controls an investee if, and only if, the investor has all of the following:  
a. power over the investee;  
b. exposure, or rights, to variable returns from its involvement with the investee; and  
c. the ability to use its power over the investee to affect the amount of the investor’s 
returns.  
[IFRS 10 para 7].  
 
An entity should consider if the definition of ‘control’ is met, even before the exercise 
of the option. The option does not need to be ‘in the money’ or currently exercisable 
to confer control. The investor might control the entity developing the compound 
from the time of entering into the option arrangement.  
 
An investor with the current ability to direct the relevant activities has power, even if 
its rights to acquire the shares are not yet exercisable. Evidence that the investor has 
been directing relevant activities can help to determine whether the investor has 
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power; but such evidence is not, in itself, conclusive in determining whether the 
investor has power over an investee. [IFRS 10 para 12].  
 
An investor is exposed, or has rights, to variable returns from its involvement with 
the investee where the investor’s returns from its involvement have the potential to 
vary as a result of the investee’s performance. The investor’s returns can be only 
positive, only negative, or both positive and negative. [IFRS 10 para 15].  
 

Example 3 – Option to acquire the shares of a biotech company 
developing a compound 
 
Biotech is developing a new drug for the treatment of cystic fibrosis. The 
compound is currently in Phase I. Biotech has four key scientist founders who are 
the sole shareholders. It has other compounds that it is considering for further 
development.  

Pharma A pays CU80 million to the founder shareholders for an option to acquire 
100% of the shares of Biotech if the compound successfully enters Phase III. The 
price to exercise the option is CU500 million. The option must be exercised within 
90 days of the milestone event, and it expires after five years. The four key 
scientists cannot work on any projects in the same therapeutic area during the 
period of the option without the consent of Pharma A. Any development projects in 
addition to the cystic fibrosis compound are subject to the consent of Pharma A. 
None of the CU80 million can be used on any other development project without 
the consent of Pharma A.  

Biotech cannot sell or license the compound to any other party while the option is 
in force. Biotech is prohibited from raising any further equity capital, convertible 
debt or similar participating instruments, other than from the founder scientists 
while the option is in force. Biotech is required to provide data to Pharma A on the 
progress of development, but it makes all day-to-day development decisions. 
Biotech has access to identified scientists in Pharma A for advice during the option 
period.   

How does Pharma A account for the upfront option fee?  

Answer:  

Pharma A should assess whether the option provides control over Biotech under 
IFRS 10. The option would be treated as a derivative under IAS 32 if there is no 
control. A derivative is measured initially and subsequently at fair value, and any 
movements go to P&L.  

In this fact pattern, it is likely that Pharma A has control over Biotech from the 
date of entering the option agreement through its potential voting rights.  

The option is not exercisable until the milestone event; however, the most relevant 
activities of Biotech are the ability to sell or license its key compound. These 
decisions are controlled by Pharma A through its option agreement. Biotech cannot 
change its key activities through development of another drug or raising any equity 
capital without the consent of Pharma A. [IFRS 10 paras B22–B24]. The key 
personnel must remain employed and work on the drug according to the 
agreement.  

Pharma A will need to consolidate Biotech from the date of entering into the option 
agreement. The CU80 million payment on day 1 is consideration for a business 
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combination. The future exercise price is contingent consideration, and it should 
be measured at fair value at the date of acquisition.  

Note: This is based on the version of IFRS 3 in issue at the date of this publication. 
Amendments to the definition of a business could affect the outcome of this 
example.  

 
 

Example 4 – Venture capital company funds Phase III through a new 
company 
 
Pharma A has a number of internally developed compounds that have successfully 
reached Phase II. Pharma A can only continue to develop a selection of these 
compounds, based on resource constraints. A venture capital company (VC) offers 
to fund Phase III trials in return for a success payment. VC sets up a new entity, 
DevCo, and Pharma A grants DevCo a licence to carry out the Phase III 
development and to seek regulatory approval. The licence agreement stipulates 
that DevCo will make best efforts to continue development. DevCo will outsource 
the Phase III trials to a contract research organisation (CRO). VC cannot sell 
DevCo, and DevCo cannot sell any compounds to third parties.  
 
Pharma A holds a call option to purchase 100% of DevCo. The option can be 
exercised on successful completion of Phase III at a price based on three times the 
R&D expenditure.VC holds a put option whereby, on successful completion of 
Phase III, it can exercise the option to sell DevCo at three times the R&D 
expenditure back to Pharma A (a success payment). 
 
Which party has control of DevCo? 
 
Answer: 
 
Pharma A controls DevCo, and so it will consolidate.  
Control requires power over relevant activities, exposure to variable returns, and a 
link between power and returns. 
 
The ultimate return from each product comes from the original compound. The 
development that DevCo carries out will be successful or unsuccessful, based on 
the underlying science. Asset selection is, therefore, the most relevant activity.  
Although Pharma A and VC agree the selection together, Pharma A chooses the 
original set of compounds on offer. Pharma A also retains the IP for the compound. 
When assessing control, the purpose and design of the investee should be 
considered and, again, this would suggest that asset selection is key; this is 
because, without it, there would be no purpose to DevCo.  
 
Pharma A has a nil or variable positive return on the compound. If the compound 
is unsuccessful, it has a nil return; and, if the compound is successful, its return 
will be based on future sales. Pharma A also has the ability to affect the returns 
through the initial asset selection and its marketing efforts.  
 

The rights do not have to be currently exercisable, provided that the investor can 
exercise its rights when the key decisions over relevant activities need to be made. 
This is likely to be when the successful drug is returned to Pharma A, it gains 
regulatory approval, and it is brought to market. 
 

 
 

 


