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Notice for Recipients
of This Exposure Draft

This proposed Statement would establish standards for accounting for financid
indruments with characteristics of liabilities, equity, or both. It dso would establish
dandards for certain issues related to accounting for the noncontralling interest in a
consolidated subsdiary. In addition, it would provide guidance on the accounting for
costs incurred to issue a financid ingrument that has liability or equity characteristics and
on the accounting for repayments and conversions of convertible debt.

The Boad invites comments on dl matters in this proposed Statement and
paticularly on the following specific issues. Respondents need not comment on al of the
issues and are encouraged to comment on additiond issues. It would be hepful if
comments respond to the issues as dated, include any dternaives the Board should

consder, and explain the reasons for the position taken.

Scope

Issue 1. Certan financid indruments that have characteridics of ligbilities, equity,
or both aso contain components that, if freestanding, would be assets. The Board decided
not to address separation of asset components in this proposed Statement. Separate
recognition of those components might be required by other authoritative
pronouncements. Is the Board's decison not to address separation of asset components
appropriate? If so, why? If not, why not?

Paragraphs 219221 discuss the basis for the Board' s conclusion.
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Initial Classification
Issue 2. This proposed Statement would require that the issuer of a compound
financid indrument separate that indrument into its liability components and its equity
components if certain conditions are met.  (Tha requirement would supersede APB
Opinion No. 14, Accounting for Convertible Debt and Debt Issued with Sock Purchase
Warrants)
a Is the requirement to separate a compound financd indrument into its liability
components and its equity components gppropriate? If so, why? If not, why not?
b. Does this proposed Statement provide enough guidance for determining when and
how a compound financid ingrument shoud be separated into components? If not,
what additiona guidance would be helpful?

c. What implementation issues can be expected to arise as a result of the requirement to
separate a compound financid ingrument into its components?

Paragraphs 149-161 discuss the basis for the Board' s conclusion.

Issue 3: One of the three essentid characterigtics of a liability discussed in paragraph
36 of FASB Concepts Statement No. 6, Elements of Financial Statements, is that “it
embodies a present duty or responsbility to one or more other entities that entals
settlement by probable future transfer or use of assets a a specified or determinable date,
on occurrence of a specified event, or on demand” (emphasis added). This proposed
Statement would require liability classfication for certan obligations that require or
permit settlement by issuance of a reporting entity’s equity shares (and, thus, do not
require future transfer or use of the entity’ s assets).

Under the provisons of this proposed Statement, only those financid instrument
components that establish an ownership relaionship would be classfied as equity. A
component is deemed to edtablish an ownership reationship if it (1) is an outstanding

equity share not subject to redemption provisons or (2) is an obligation that a reporting
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entity can or must settle by issuance of the issuer’s equity shares and, to the extent the

monetary vaue of the obligation changes, the change is attributable to, equd to, and in the

same direction asthe change in fair vaue of the issuer’s equity shares.

a Do you agree with the Board's concluson that certain obligations that permit or
require settlement by issuance of the reporting entity’s equity shares should be
classfied asliabilities?

b. Do you agree with the Board's concluson that a financid instrument component that
does not establish an ownership relationship should not be classified as equity?

c. Do you bdieve that the Board has made an gppropriate distinction between equity-
stled obligations that should be classfied as equity and equity-settled obligations
that should be dassfied asliahilities?

If so, why? If not, why not?

Paragraphs 164—-194 discuss the basis for the Board' s conclusions.

Issue 4: Under the gpproach in this proposed Statement, any financid instrument
that is issued in the form of shares tha are subject to mandatory redemption provisons
(that is, subject to redemption upon a specified date or upon the occurrence of an event
that is certain to occur) are classfied as liabilities. That would include shares issued by
some privately held companies that require that the shares be resold to the issuer upon the
holder’s termination of its ownership postion (whether by sdling the shares or by deeth).
That concluson would reduce (and in some cases diminae) the equity of some privatey
held entities. (Alterndively, a privately hed entity’s shares may be puttable to the issuer
a the far vaue of the shares a the date the put option is exercised. Paragraph 63
addresses stock that is puttable at its fair value) Are there other factors that the Board
should consder regarding the applicability of its concluson on shares subject to

mandatory redemption provisonsto privately held entities that issue that type of security?
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Initial M easurement

Issue 5: If a finandd ingrument has multiple sdtlement dternatives and the
monetary vaues of those settlement dternatives have the potentid to differ, this proposed
Statement would require that the settlement dternatives be considered separate
components of a compound financid instrument. For purposes of initid measurement of
those components, the following generd rules would gpply:

a If a compound financid indrument has no component that is an outstanding share of
stock, the obligation that is classfied as a liadility should be consdered an
unconditional obligation and the obligation that is classfied as equity should be
consdered a conditiona obligation.

b. If a compound financid instrument has a component that is an outdanding share of
dock (other than mandatorily redeemable stock), the instrument should be
conddered to comprise (1) an outstanding share of stock and (2) a conditiona
obligation.

Do you agree with the Board's conclusions? Are there circumstances in which those
generd rules would result in initid measurement of components that you consder
inappropriate? If so, what are those circumstances?

Paragraphs 195208 discuss the basis for the Board' s conclusion.

Issue 6. This proposed Statement would require that the issuer of a compound
financid instrument alocate the proceeds of issuance of tha indrument to its separately
classfied liability components and equity components usng the rddive-far-vaue
method.  Tha requirement would gpply in all circumsances except when (@) the
ingrument contains a component that is a derivative subject to the requirements of FASB
Statement No. 133, Accounting for Derivative Instruments and Hedging Activities, or (b)

goplication of the reative-far-vdue method is impracticable because the far vaue of one

or more components cannot be reliably determined. Is the requirement to use the rdative-
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far-vdue method appropriate? If not, why not? Are there other circumstances in which
that method should not be required?

Paragraphs 209-218 discuss the basis for the Board' s conclusion.

Classification and Presentation of the Noncontrolling Interest in a Consolidated
Subsdiary

Issue 7: This proposed Statement would require that an equity instrument that is
isued by a consolidated subsidiary of the reporting entity and that represents the
noncontralling interest in that subsdiary be reported in the consolidated financid
datements as a separate component of equity. Do you agree with the Board's conclusion
that the noncontrolling interest is part of the equity of the consolidated entity? If not, why
not? What implementation issues can be expected to arise as aresult of that decison?

Paragraphs 226233 discuss the basis for the Board' s conclusion.

Issue 8: In accordance with the Board's concluson that shares of a consolidated
subsdiary that represent the noncontrolling interest are equity of the consolidated entity,
sdes of those shares to entities outside the consolidated group would be considered equity
transactions.  Accordingly, no gain or loss would be recognized on those sales as long as
the subsidiary remains consolidated. Do you agree with the Board's concluson related to
recognition of gain or loss on saes of subsidiary shares? If so, why? If not, why not?

Paragraphs 234236 discuss the basis for the Board' s conclusion.

Issue 9: For an entity with one or more less-than-whally-owned subsdiaries, this
proposed Statement would require that amounts displayed as line items in the income
gatement and amounts displayed as components of other comprehensive income include
amounts attributable to both the contralling interest and the noncontrolling interest.  An

entity with one or more less-than-whally-owned subsidiaries would be required to disclose
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the amounts attributable to the contralling interest for the following items if they appear in

thefinancid gatements

Income from continuing operations

Discontinued operations

Extraordinary items

Cumulative effect of changes in accounting principle
Net income or net 10ss

Total comprehensve income

Each component of other comprehensive income.

N3NNI IIN

An entity with one or more less-thanrwhally-owned subsdiaries that displays
comprehengve income and its components in a datement of changes in equity would be
required to display aggregate amounts and amounts atributable to the controlling interest
and the noncontrolling interest for each component of comprehensve income. Do you
agree with the Board's conclusions related to presentation and disclosure requirements for
an entity with one or more less-than-wholly-owned subsidiaries?

Paragraphs 237-239 discuss the basis for the Board' s conclusions.

Issue 10: This proposed Statement would require that an entity that presents
eanings-per-share information in accordance with FASB Statement No. 128, Earnings
per Share, present on the face of the income Statement a tota for adjustments to net
income (or net 10ss) or to net income (or net loss) atributable to the contralling interest to
arive a the numerator for the caculation of basc earnings per share. Do you agree with
the requirement to present that total on the face of the income statement?

Paragraphs 240 and 241 discuss the basis for the Board' s conclusion.

ED-FI.DOC Page 8



Disclosures

Issue 11: The disclosure requirements of this proposed Statement are included in
paragraph 45. Do you agree with those requirements? If not, wha disclosure
requirements would you omit or add?

Paragraphs 242247 discuss the basis for the Board' s conclusion.

Effective Date and Transition

Issue 12: This proposed Statement would require that in the initid year of adoption
an entity redtate dl financid dSatements for earlier years presented for the effects of
financid instruments within the scope of this Statement that were outdanding & any time
during the initid year of adoption. An entity would be permitted, but not required, to
redate dl financid Statements presented for the effects of financid insruments that were
not outsdanding a any time during the initid year of adoption. An entity that elects to
redate for those financid ingruments would be required to redate dl financid Statements
presented for the effects of dl financid instruments within the scope of this Statement that
were outdanding in any period presented, beginning with the earliest year presented. The
cumulative effect of adopting this proposed Statement would be required to be included in
the earliest year restated.

This proposed Statement aso would require that an entity whose consolidated
financid daements include one or more less-than-wholly-owned subsidiaries a any time
during the initid year of adoption restae dl financid datements presented for earlier
years that include those subsdiaries to classfy the noncontrolling interest as equity. The
entity aso would be required to restate dl financid statements presented for the effects of

any gans or losses on any sdes of a subgdiary’s shares that were not accounted for in
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accordance with paragraphs 37 and 38 of this Statement. An entity would be permitted
but not required to resate dl financid Statements presented for the classfication of the
noncontrolling interest and any gains or losses recognized on sdes of a subsdiary’s shares
for the noncontralling interest that did not exig a any time during the initid year of
adoption. An entity that elects to restate for those noncontrolling interests and associated
gains and losses would be required to restate dl financia Statements presented for the
effects of dl noncontrolling interests thet existed and al those gains and losses that were
recognized in any period presented, beginning with the earliet year presented. This
proposed Statement would not require that an entity recognize a cumulative effect for
gains or losses on sales of asubgdiary’s shares in periods that are not restated.

Would another trangition method be more gppropriate? If so, what method and
why?

Paragraphs 248255 discuss the basis for the Board' s conclusion.

Public Hearings

Issue 13: The Board has not yet determined whether there is a need for a public
hearing or other forum. The Board will assess that need based on comment letters
recaved. Any respondent that wishes to participate in such a meeting, if one is hdd,

should indicate a desire to do so.

Impact of Proposed Statement on Consensuses of the Emerging I ssues Task Force

This proposed Statement would impact consensuses that have been reached by the
Emerging Issues Task Force (EITF) in various ways. An andyss of the impact of this
proposed Statement on EITF consensuses is avalable on the FASB webste at

www.fash.org.
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Summary

This proposed Statement would establish standards for issuers  classification in the
daement of financid pogdtion of financid insruments with characterisics of lidhilities,
equity, or both. It would require that an issuer classfy ligbility components and equity
components of a financid instrument separately. This proposed Statement would prohibit
the presentation of items between the ligbilities section and the equity section of the
gatement of financid postion.

This proposed Statement reflects the Board's decison to revise the definition of
ligbilities in FASB Concepts Statement No. 6, Elements of Financial Statements, to
include certain obligations that a reporting entity can or must settle by issuing its equity
shares. That amendment is proposed in an FASB Exposure Draft, Proposed Amendment
to FASB Concepts Satement No. 6 to Revise the Definition of Liabilities, that is being
issued concurrently with this proposed Statement.

This proposed Statement would require that an issuer of a financid instrument
classify the components of that instrument as liabilities or as equity asfollows
a A financid indrument component that represents an outstanding share of stock of

the issuer that does not embody an obligation on the pat of the issuer would be

classfied as equity.

b. A financid insrument component that embodies an obligation that requires (or
permits a the issuer’'s discretion) settlement by issuance of equity shares would be
classfied as equity if it is deemed to establish an ownership relaionship between the
issuer and the holder. A component that embodies an obligation establishes an
ownership rdationship if a reporting entity can or must settle the obligation by
issuing its equity shares and, to the extent that the monetary vaue of the obligation
changes, the change is atributable to, equa to, and in the same direction as the
changein fair vaue of the issuer’ s equity shares.

c. All other financd ingdrument components embodying obligations would be
classfied asliahilities.
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The Board believes that separate balance sheet presentation of liability components and
equity components of compound insruments more fathfully represents the rights and
obligations embedded in those instruments than does presenting those components on a
combined basis entirdy as lidbilities or entirely as equity.

With certain exceptions, this proposed Statement would require that proceeds
received from issuance of a compound financid insrument be dlocated to its components
based on the relative fair values of those components.

This proposed Statement would require that a gan or loss if any, on the liability
component of convertible debt be recognized in earnings when the debt & extinguished by
repayment or by conversion.

This proposed Statement would require tha the noncontrolling interet in a
consolidated subsdiary be dislayed in the consolidated statement of financia pogtion as
a Segparate component of equity because it meds the definition of equity of the
consolidated entity. It dso would require that sdes of a subsdiary’s shares to entities
outsde the consolidated group be considered equity transactions of the reporting entity as
long as that subsdiary remains consolidated. Therefore, no gain or loss would be
recognized on those sdes For a sde of a subsdiay’s shares that results in the
subgdiary’s no longer being consolidated, a gain or loss would be recognized for the
difference between the proceeds of thet sale and the carrying amount of the interest sold in
that transaction.

This proposed Statement would require that an entity with one or more less-than+
wholly-owned subsdiaries incdlude amounts atributable to both the controlling interest

and the noncortralling interest in dl amounts displayed as line items in the consolidated
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income statement and amounts displayed as components of other comprehensive income.
An entity with one or more less-than-whally-owned subsidiaries would be required to

disclose amounts atributable to the controlling interest for the following items:

Income from continuing operations

Discontinued operations

Extraordinary items

Cumulative effect of changes in accounting principle
Net income

Totd comprehengve income

Each component of other comprehensive income.

NI IIIIN

An entity that displays comprehensive income and its components in a Satement of
changes in equity would be required to display aggregate amounts and amounts
dtributable to the controlling interest and the noncontrolling interest for total
comprehensive income and for each component of other comprehensive income.

An entity that presents earnings-per-share information in accordance with FASB
Statement No. 128, Earnings per Share, would be required to present on the face of the
income statement a totd for adjustment to net income (or net loss), or, for an entity with
one or more less-than-whally-owned subsdiaries, to net income (or net loss) attributable
to the controlling interest to arive a the numerator for the caculation of basc earnings
per share.

This proposed Statement would be effective for fiscd years beginning after June 15,
2002. Ealier gpplication would be permitted. Initid gpplication of this proposed
Statement would be as of the beginning of an entity’s fiscd year. In the initid year of
adoption, an entity would be required to restate dl financia datements for earlier years
presented for the effects of financid instruments within the scope of this Statement that

were outdanding a any time during the initid year of adoption. An entity would be
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permitted, but would not be required, to restate al financid statements presented for the
effects of financid indruments that were not outstanding & any time during the initid
year of adoption. However, if an entity dects to redtae for those financid instruments, it
would be required to restate dl financid datements presented for the effects of dl
financid insruments within the scope of this Statement that were outdtanding in any
period presented, beginning with the earliet year presented. The cumulaive effect of
adopting this proposed Statement would be required to be included in the earliest year
restated.

An entity whose consolidated financid Statements include one or more less-than
wholly-owned subsdiaries a any time during the initid year of adoption would be
required to restate dl financia Statements presented for earlier years that include those
subgdiaries to cdassfy the noncontralling interest as equity. The entity dso woud be
required to redtate dl financia Statements presented for the effects of any gains or losses
on any sdes of those subsdiary shares that were not accounted for in accordance with
paragraphs 36 and 37 of this proposed Statement. An entity would be permitted but not
required to restate dl financid doatements presented for the cdlasdfication of the
noncontrolling interest and any gains or losses recognized on sdes of a subsdiary’s shares
for the noncontrolling interest that did not exigs a& any time during the initid year of
adoption. An entity that elects to restate for those noncontrolling interests and associated
gains and losses would be required to restate dl financia Statements presented for the
effects of dl noncontrolling interests that exiged and al gains and losses that were

recognized in any period presented, beginning with the earliet year presented. This
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proposed Statement would not require recognition of a cumulaive effect for gans or

losses on sdles of asubsidiary’ s shares recognized in periods that are not restated.
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Proposed Statement of Financial Accounting Standar ds

Accounting for Financial Instrumentswith Characteristics of Liabilities, Equity, or
Both

October 27, 2000

INTRODUCTION

1. This Statement was developed in response to concerns expressed by preparers,
auditors, regulators, and others about issuers classfication in the statement of financid
postion of cetan financid indruments that (8) have characteridics of liabilities but in
practice are presented ether entirdy as equity or between the liabilities section and the
equity section of the statement of financid postion, (b) have characteristics of equity but
in practice are presented between the liabilities section and the equity section of the
statement of financid postion, or (€) have characteridtics of both liabilities and equity but
in prectice are classfied ether entirdy as lidbilities or entirdy as equity. This Statement
dso addresses quedtions dbout the clasdfication of cetan financid indruments

containing an obligation® to issue equity shares.

Financial Instrumentswith Characteristics of Liabilities, Equity, or Both

2.  This Statement addresses the classfication by issuers of financid indruments that
have characteridtics of liabilities, equity, or both.? It requires that an issuer dassfy a

financid instrument component according to its ligbility or equity characterigtics.

1Terms defined in Appendix E, the glossary, are set in boldfacetype the first time they appear.

2Certain of those financial instruments may contain components that, if accounted for separately, would be
classified as assets. Asdiscussed in paragraph 30, this Statement does not require the separate presentation
of asset components.
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3. In August 1990, as pat of its financid instruments project, the Board issued an
FASB Discusson Memorandum, Distinguishing between Liability and Equity Instruments
and Accounting for Instruments with Characteristics of Both. That Discusson
Memorandum introduced a “fundamentd financid ingrument” agpproach as an dternative
approach to recognition and measurement of financid instruments. That gpproach was
based on the premise that dl financid instruments are condructed from a set of dx
fundamenta financid insruments®  Each fundamentd financid instrument is consdered
to be a separate component for purposes of this Statement. Some financid ingruments
comprise only one component. Compound financid instruments comprise two or more

components.

4. The goproach to determining classfication in this Statement focuses on (a) whether
a financid ingrument component imposes an obligation on the issuer of the financid
ingrument, (b) whether the obligation is required to be sdttled by a transfer* of assets or by
issuance of the issuer’'s equity shares, and (C) whether the nature of the relationship
between the issuer and the holder of the financid indrument that is edtablished by the
financia ingrument component is deemed to be an ownership reationship. For purposes

of this Statement, a financia indrument component that embodies an obligation that does

3As indicated in paragraph 40 of the 1990 Discussion Memorandum, those six fundamental financial
instruments are unconditional receivable-payable contracts, conditional receivable-payable contracts,
financial option contracts, financial guarantees or other conditional exchange contracts, financial forward
contracts, and equity instruments.

“Theterm transfer is used in this Statement in a broad sense consistent with its use in FASB Concepts
Statement No. 6, Elements of Financial Statements, rather than in the narrow sense in which it is used in
FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments
of Liabilities (a replacement of Statement 125). The use of the term in this Statement does not change the
meaning of theterm asit is used in Statement 140.
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not require the issuer to trandfer assats in settlement of that obligation establishes an
ownership relationship if, to the extent the monetary value of the obligaion changes,
those changes are attributable to, equal to, and in the same drection as changes in the fair

value of the issuer’s equity shares.

5. Because the exigence of an obligation is a key factor in determining whether a
financid ingrument component should be dassfied as a liability or as equity, an
understanding of the use of the term obligation is fundamental to an understanding of the
requirements of this Statement. The term obligation is used in this Statement to refer to a
duty or responshility on the part of the issuer ether to trandfer assets or to issue shares of
its own equity. For example, an entity that issues debt has an obligation to transfer assets
(generaly cash) to repay the debt. In contrast, an entity that issues shares of stock
(including preferred stock) generdly is not required ether to redeem the shares or to pay
dividends® and has no duty or responshility to transfer assets or to issue additiona equity
shares. Therefore, issuance of stock generdly does not impose an obligation on the

issuer.®

6. The term monetary value as it is used in this Statement describes the amount of
vaue that would have to be conveyed to the holder of a financia instrument component
upon settlement of an obligation a its maturity assuming no changes to current market

conditions. For example, the monetary vaue of a component that embodies an obligation

®Unless specific contractual terms provide otherwise, an entity generally is not obligated to pay dividends
until those dividends are declared. Cumulative dividend provisions and stated dividend rates, absent a
declaration, are not sufficient to conclude that an obligation exists.

8Certain instruments issued in the form of stock do embody obligations of the issuer to transfer assets or
issue additional shares. For example, shares that are mandatorily redeemable obligate the issuer to transfer
assets to redeem the shares.
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that requires settlement by transfer of $100,000 is fixed at $100,000 even if the fair vaue
of that component changes. Similarly, the monetary vaue of a component that embodies
an obligaion tha requires settlement by issuance of $100,000 worth of equity shares is
dso fixed & $100,000 even if the far vaue of the underlying shares changes The
monetary vaue of a component that embodies an obligation that requires settlement by
issuance of a fixed number of equity shares changes with the fair vaue of the underlying
shares and is equd to the current far vaue of the shares multiplied by the number of
shares to be issued. For example, assuming that the current far vaue of the issuing
entity’s shares is $10, the monetary value of a component that embodies an obligation that
requires settlement by issuance of 10,000 equity shares is $100,000. If the fair vaue of

the shares later increases to $11, the monetary value would increase to $110,000.

7. Thefollowing fundamenta principles underlie the requirements of this Statement:

a A financid instrument component that does not impose an obligation on the issuer
should not be classfied as alidbility.

b. A financid instrument component that imposes an obligation on the issuer should be
classfied based on the nature of the reaionship it establishes between the holder
and the issuer.

Noncontrolling I nterests

8. This Statement dso provides guidance on the following issues that arise for an entity
with one or more less-thantwhally-owned subsidiaries:

a.  Presntation of equity hed by the noncontrolling interest’” in the consolidated
Satement of financid pogition

b. Presentation of the noncontrolling interest’'s share of net income or loss in the
consolidated income statement

c. Disgplay in the consolidated financid datements of components of other
comprehensive income

d. Accounting in the consolidated financid satements for sdes of a subsdiay’s shares
by members of the consolidated group to entities outsde the consolidated entity.

"Noncontrolling interests are sometimes referred to as minority interestsin practice.
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Other
9. This Statement dso provides guidance on the presentation of adjusments to net
income or net loss (or to net income or net loss atributable to the controlling interest) to

arive at the numerator for basic earnings per share.

Amendmentsto Concepts Statement 6

10. The conclusons in this Statement reflect the Board's decison to revise the
definition of liabilites in FASB Concepts Statement No. 6, Elements of Financial
Satements, to daify its gpplicatiion to certan financid instruments and components of
financid insruments. Before Concepts Statement 6 was amended, the definition of a
ligbility was not met unless an entity had a present obligation to transfer its assets or
provide sarvices in the future as a result of past transactions or events. Under that
definition, obligations that required or permitted an entity to sdtle the obligation by
issuing shares of its own equity but that did not establish an ownership reaionship were
not consdered liabilities. As a result, if an entity was required or permitted to settle an
obligation by issuing its own equity shares, that obligation did not meet the definition of a

liability, regardiess of its other characteristics,

11. Concurrent with the issuance of this Statement, the Board is issuing a separate
amendment to Concepts Statement 6, Amendment to FASB Concepts Statement No. 6 to
Revise the Definition of Liabilities, to revise the definition of lidbilities to incdude certain

obligations that a reporting entity can or must settle by issuing its own equity shares.
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Appendixes

12. Appendix A to this Statement provides implementation guidance on the application
of this Statement to financid ingtrument components that have ligbility characteristics and
equity characteristics and is an integrd part of the standards provided in this Statement. It
a0 provides examples that illustrate the gpplication of this Statement to specific types of
financid ingruments. Appendix B provides an illudration of the presentation and certain
disclosures of entities tha have less-thanrwhdly-owned subsdiaries. Appendix C
provides background information and the basis for the Board's conclusions. Appendix D
provides amendments to existing accounting pronouncements. Appendix E provides a
glossary of terms as used in this Statement. Appendix F provides an index of references
to specfic finandd indruments and financid indrument components occurring in  this

Statement.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING

Scope

13. Except as discussed in paragraph 14, this Statement gpplies to issuers classfication
of finendad ingrument components® that have characterigtics of liabilities, equity, or both.®
It agpplies to both sngle- and multiple-component financiad ingruments (compound

financid instruments), and provides guidance on the dasdfication and measurement of

8For purposes of this Statement, the terms financial instrument component and component encompass all
single-component financial instruments, including freestanding options and equity shares that do not
embody obligations. Additionally, a compound financial instrument may contain more than one liability
component or more than one equity component. For convenience, this Statement uses the singular term
component rather than the term one (or more) component(s).

The scope of this Statement is limited to financial instruments. However, the amendment to the definition
of liabilitiesin Concepts Statement 6 also applies to nonfinancial liabilities.
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the components of those financid ingruments. This Statement dso provides guidance on
the accounting for costs incurred to issue a financid instrument that has characteristics of
ligbilities, equity, or both and on the accounting for extinguishments and conversons of
convertible debt. In addition, it addresses certain issues related to the reporting of the

noncontrolling interest in a consolidated subsdiary.

14. The requirements of this Statement do not affect the timing of recognition of
financid instruments (or components thereof) issued as contingent consderation in a
busness combination. The accounting for business combinations is addressed in APB
Opinion No. 16, Business Combinations. However, upon recognition of a financid
indrument issued as contingent condderation in a busness combination, the components

of that instrument shal be classfied pursuant to the requirements of this Statement.

15. This Statement does not change the basc expense recognition criteria for stock
compensation arangements.  For example, it does not change the determination of
whether an award accounted for under APB Opinion No. 25, Accounting for Stock Issued
to Employees, is fixed or variable, and it does not change the measurement method for
awards accounted for under either Opinion 25 or FASB Statement No. 123, Accounting
for Stock-Based Compensation. However, this Statement may affect the balance sheet
classfication of the financid insrument components of those arangements. That, in turn,
may affect the totd amount of expense recognized for certain, relatively uncommon,
awards under the fair value method. Under that method, accounting for an award after the
grant date depends on whether the award results in a liability or an equity instrument (or

perhaps both, if the award results in a compound instrument under this Statement).
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16. Cetan compound financid indruments that have characteridics of liabilities
equity, or both aso contain components that, if freestanding, would be classfied as assets.

Paragraph 30 discusses the treatment of those instruments.

Initial Classification—Basic Principles
17. An entity that issues a financid insrument shdl classfy the components of that
indrument as follows

a A financid indrument component tha is an outstanding share of stock of the issuer
and that does not embody an obligation on the part of the issuer shdl be classfied as
equity.

b. A finendd ingrument component that embodies an obligation on the pat of the
issuer shal be classified as aliability unlessit satisfies the criteriaiin () below.

c. A financid ingrument component that embodies an obligation shdl be classfied as
equity if ether of the following criteriais met:

(1) The obligation requires (or permits a the issuer’'s discretion) settlement by
issuance of afixed number of the issuer’s equity shares.

(2) The obligation requires (or permits a the issuer's discretion) settlement by
issuance of a variable number of the issuer's equity shares and both of the
following conditions are met:

(& Any change in the obligation’s monetary vaue is attributable to and equa
to the change in far vdue of a fixed number of the issuer's equty
shares.™

(b) The monetary vaue of the obligation changes in the same direction as the
changein the fair vaue of the underlying equity shares.

18. Items shdl not be presented between the ligbilities section and the equity section of

the statement of financid pogtion.

OFor certain obligations that require or permit settlement by issuance of a variable number of the issuer’s
equity shares, the change in the monetary value of the obligation is equal to the change in the fair value of a
fixed number of equity shares multiplied by a specified factor. Those obligations meet the condition in
paragraph 17(c)(2)(a) if both the factor and the referenced number of shares are fixed. For example, an
issuer may be required to settle an obligation by issuing shares with a value equal to three times the
appreciation in the fair value of 1,000 equity shares. That obligation is considered to be the same as an
obligation that requires settlement by issuance of shares equal to the appreciation in the fair value of 3,000
equity shares.

Components that have an exercise price satisfy the condition in paragraph 17(c)(2)(a) if any changein
the obligation’s monetary value is equal to the change in the fair value of a fixed number of the issuer’s
equity shares above that exercise price.
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19. Theterm issuer’s equity shares includes other forms of ownership interests that may
not take the legd form of securities (for example, partnership interests).** For purposes of
aoplying the provisons of paragraph 17 to financial indruments issued by members of a
consolidated group of entities, the term issuer’s equity shares refers to the equity shares of
any entity whose financid daements ae induded in the oconsolidated financid

Satements.

20. A compound financid indrument that contains (&) one or more components that
would be classfied as equity if freestanding and (b) one or more components that would
be dasdfied as liadilities if freestanding shdl be separated into its equity components and
its ligbility comporents. Except as required by the embedded derivetives provisons of
FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities,
al liadility components of a single compound financid indrument may be presented as a
gngle liaality. Additiondly, al equity components of the same class may be presented as

asingle equity item.

Obligations with Different Settlement Alter natives
21. Many financid indruments that embody obligations specify whether the issuer is

required to settle those obligations by trandferring assets or by issuing its equity shares.

H1Other entities with proprietary or ownership interests in a business enterprise are commonly known by
specialized names, such as stockholders, partners, and proprietors, and by more general names, such as
investors, but all are encompassed by the descriptive term owners. Equity of business enterprises is thus
commonly known by several names, such as owners' equity, stockholders' equity, ownership, equity capital,
partners' capital, and proprietorship. Some enterprises (for example, mutual organizations) do not have
stockholders, partners, or proprietors in the usual sense of those terms but do have participants whose
interests are essentially ownership interests, residual interests, or both.
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For example, many debt ingruments require sdttlement by a trandfer of cash. Certan
other financid indruments, however, provide for more than one settlement dternative
(trandfer of assets or issuance of equity shares). For example, an entity that issues
convertible debt will be required to settle the obligation ether by transferring assets or by
issuing equity shares, depending on whether the holder exercises its converson option.
Another example is a financid indrument that embodies an obligation that requires
stlement by trandfer of assets unless a specified event beyond the control of both the
issuer and the holder occurs, in which case the issuer is required to issue shares to settle

the obligation.

22. Ceatan financid indruments contain obligations that (a) require settlement by
issuance of a fixed number of equity shares and (b) require issuance of additiona shares if
the share price fals below a defined levd. For example a financid indrument may
contain an obligation that requires settlement by issuance of 10,000 of the issuer’s equity
shares or $100,000 worth of the issuer's equity shares, whichever has a greater vaue at
the date of settlement. For purposes of gpplying the provisons of this Statement to those
indruments, the obligation to issue a fixed number of shares and the obligation to issue

shares with afixed value shdl be consdered different settlement dterndatives.

23. If a finandd indrument contains different settlement dternatives and the monetary
vaues of the settlement dterndives have the potentid to differ, the financid instrument is
a compound financid indrument and each settlement dternative shal be consdered a
separate component. If the monetary values of the settlement dternatives do not have the

potentiad to differ, the settlement aternatives shal not be considered separate components.
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Initial M easurement

24. For purposes of initid messurement of the components of compound financid

ingruments, the following genera rules shdl be applied:

a If a compound financid instrument has no component that is an outstanding share of
dock, the obligation that is clasdfied as a liadlity shdl be condgdered an
unconditiona obligation and the obligation that is dasdfied as equity shdl be
consdered a conditional obligation.

b. If a compound financid ingrument has a component that is an outstanding share of
sock (other than mandatorily redeemable stock), the ingrument shdl be considered
to comprise (a) an outstanding equity share and (b) a conditiona obligation.

25. For example, assume that an entity issues two financid indruments.  Financd

Indrument A provides that the issuer will settle the obligation by transferring $11,000

unless the holder exercises its option to receive 1,000 of the issuer’'s equity shares.

Financid Ingrument B provides that the issuer will sdttle the obligation by issuing 1,000

equity shares unless the holder exercises its option to receive $11,000. Under the

guidance in paragraph 24, each of those indruments would be separated into the following
components. (@) an unconditionad obligation to transfer $11,000 and (b) a conditiona
obligation (a written cal option) to issue 1,000 shares of the issuer’'s equity. Convertible
debt is an example of a financid ingrument that has the characteristics listed in paragraph

24(@). Puttable common sock is an example of a financid ingrument that has the

characterigtics listed in paragraph 24(b). Application of the guidance in paragraph 24 to

those (and other) financid indrumentsisillustrated in Appendix A.

26. Except as provided in paragraphs 27 and 28 of this Statement, the proceeds of
issung a compound financd indrument shal be dlocated to its separately classfied
ligbility components and equity components using the relative-fair-value method. Under

that method, the far vaue of each of the separately classfied components is determined
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independently of the far vaues of the other components. The proceeds of issuing the
compound financia instrument are then dlocated to the components on a pro rata bass

based on the relaionship between those independently determined fair vaues.

27. If it is impracticable to goply the reative-far-vaue method because the fair vaue of
one of the components cannot be reliably determined, the proceeds shdl be alocated to
the components usng the with-and-without method. Under that method, the fair vaue
of the compound financid indrument is compared to the far vaue of a hypothetica
financid indrument that contains al the same components except the specific component
being vadued. The vaue of the component or components that can be reiably measured is
measured directly (that is, the amount alocated equds its fair vaue, which is determined
as if it were freestanding), and the amount dlocated to the remaining component is the

resdua amount of the proceeds of issuance of the compound financid instrument.

28. If a finandd instrument contains a component that is required to be separately
accounted for as a derivative under Statement 133, the proceeds of issuing that financia
indrument shal be dlocated to its components usng the with-and-without method, first
dlocating to the derivative component the amount of proceeds that would be equd to its
far vaue as if it were freedanding. As a result, the derivative component shdl be
recorded a its far vaue and the amount of proceeds dlocated to the nonderivative

component shal be the residual amount of the proceeds.

29. For cetan financid instruments, such as convertible debt, the dlocation of a portion
of the proceeds to the equity component results in alocation of an amount to the interest-

bearing ligbility component that differs from its face amount. That difference shdl be
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accreted to income over the life of the debt usng the effective interes method as

described in APB Opinion No. 21, Interest on Receivables and Payables.

30. As discussed in paragraph 16, certan financdd indruments, in addition to containing
a liability component, an equity component, or both, adso contan a component that,
freestanding, would be classfied as an asst.  An example of that type of financid
indrument is calable convertible debt. Those asset components may be required to be
separated under other generally accepted accounting principles (for example, Statement
133). If separation of the asset component is not required under another pronouncement,
the effect of that component shdl be reflected in determining the far vadue of the liability
or equity component (or both, if the instrument contains both). For example, the cal in
calable convertible debt would be classfied as an asst of the issuer if it were
freesanding. Under this Statement, however, the effect of that cal shal be incorporated
into the determination of the far vadues of the ligbility component and the equity
component. The amounts dlocated to the liability component and the equity component

shall ke based on the reative fair vaues of callable debt and a callable converson option,

respectively.

31. Appendix A provides guidance on (and includes examples of) the gpplication of the
rdive-far-vdue method and the with-and-without method to various finencd

ingdruments (including calable convertible debt).

Costs of Issuance
32. Codss incurred to issue a financia insrument shdl be accounted for as a reduction of

the proceeds of issuance before dlocation of those proceeds to the components. For
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purposes of this Statement, issuance costs comprise only those incrementd codts directly
atributable to issuance of an indrument that would have been avoided if the instrument

had not been issued.

Repayments and Conver sions of Convertible Debt

33. If convertible debt is repaid or converted according to its terms, the issuer of that
debt shdl recognize a gan or loss if any, on the extinguishment of the ligbility
component. That gain or loss shdl be cdculated as the difference between the portion of
the congderation paid (or in the case of converson, the far vaue of the compound
convertible debt indrument a the date of converson) that is aitributed to the ligbility
component and its carying amount a the date it is extinguished. The amount of
condderation or far vaue that is atributed to the liability component shdl be determined
usng the rddive-far-vdue method. If ue of the rdaive-far-vdue method is

impracticable, the with-and-without method shal be used.

34. Any difference between (a) the amount of consderation or far vaue attributed to
the liability component and (b) the carrying amount of the liability component shdl be
recognized as a gan or loss. Tha gan or loss shdl be presented and classfied in
accordance with FASB Statement No. 4, Reporting Gains and Losses from
Extinguishment of Debt. No gan or loss shdl be recognized for the difference, if any,
between the amount of condderation or fair vaue atributed to the equity component and

the carrying amount of that component.

35. Appendix A contains examples of the accounting for repayments and conversions of

convertible debt.
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Noncontrolling I nterests

36. An equity insdrument thet is issued by a less-thanrwhaly-owned subsdiary included
in the reporting entity to an entity outside the consolidated group and thus represents the
noncontrolling equity interest in that subsdiary shdl be reported in the consolidated

financid statements as a separate component of equity.

37. As long as a subsidiary remains consolidated, a sde of that subsidiary’s shares'? to
entities outsgde the consolidated group that increases the noncontrolling interest is an
equity transaction and shal be reported directly in equity in the consolidated financid
datements. No gain or loss shdl be recognized on such a sde as long as the subsdiary
remans consolidated.  The carying amount of the noncontrolling interet shdl be
adjusted to reflect the proportionate change in ownership that results from the transaction.

Any difference between the amount of that adjustment and the proceeds of the sde shall

be reported as an increase or decrease in additiona paid-in capitd.

38. An entity shdl recognize a gan or a loss on a sde of a subsdiary’s shares that
results in a subsdiary’s no longer being consolidated. That gain or loss shdl be measured
based on the difference between the carrying amount of the shares sold and the proceeds

recaeved in that sde.

Reporting Comprehensive Income and Its Components
39. In determining comprehengve income for a period, an issuer shdl include accruds

of interet and dmilar returns to a holder of a liability component, as wel as other

2Theterm subsidiary’ s shares refers to shares held by the parent or previously unissued shares.
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recognized changes in the far vaue of those components, in the manner otherwise
gpecified by generdly accepted accounting principles for that item. For example, interest
expense (including accretion of discount) shdl be included in current-period earnings
unless it qudifies for capitdization in accordance with FASB Statement No. 34,
Capitalization of Interest Cost. Payments described as dividends due to holders of
ingruments that are issued in the form of sock but thet are classfied as lidbilities shdl be
recognized in earnings in the period in which they are earned. In contradt, distributions to
holders of components that ae classfied as equity under this Statement shdl be
recognized in equity as didributions to owners rather than in comprehensive income

unless specified by other authoritative accounting literature.™

40. An entity that presents eanings-per-share information in accordance with FASB
Statement No. 128, Earnings per Share, shdl present on the face of the income statement
a total for adjustments to net income (or net loss), or, for an entity with one or more less-
than-whally-owned subsidiaries, to net income (or net loss) attributable to the controlling

interest to arrive at the numerator for the calculation of basic earnings per share.

Entitieswith One or More L ess-Than-Wholly-Owned Subsidiaries

41. An entity with one or more lessthan-wholly-owned subgdiaries shdl include
amounts atributable to both the controlling interet and the noncontrolling interest in

reporting individua line items in the income Satement. For example, the amount reported

13For example, amounts paid to purchase shares making up a noncontrolling interest shall not be recognized
as distributions to owners. The accounting for those payments presently is addressed in Opinion 16 and is
subject to reconsideration in the Board' s project on business combinations. Other pronouncements, such as
Opinion 25, as well as certain Issues of the Emerging Issues Task Force (EITF), provide guidance that
requires certain changesin stockholders’ equity to be recognized in comprehensive income.
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as consolidated revenue shdl include al of the revenue of the parent entity, any wholly

owned subsdiaries, and any less-than-whoally-owned subsidiaries.

42. An entity with one or more less-thanwhally-owned subsdiaries that displays
comprehengve income and its components in a Satement of changes in equity shdl
disolay aggregate amounts and individua amounts tributable to both the controlling
interest and the noncontralling interest for totd comprehensve income and for each

component of comprehensive income.

Earnings per Share

43. In cdculding eanings per share, an entity shdl not adjust the numerator of the
eanings-per-share caculation for any increase or decrease to additiond pad-in capitd
rlated to a sde of a subgdiay’s shares that decreases or increases the parent’'s

proportionate ownership interest.

44. An entity with one or more less-thanwhaly-owned subsidiaries that reports a
discontinued operation, an extreordinary item, or the cumulative effect of a change in
accounting principle shdl use income from continuing operations atributable to the
controlling interest (adjusted as described in paragraph 40) as the “control number” for
purposes of determining whether a security is dilutive or antidilutive under the provisons

of Statement 128.*

¥An entity with one or more lessthan-wholly-owned subsidiaries that does not report a discontinued
operation but reports an extraordinary item or the cumulative effect of a change in accounting principle in
the period shall use that line item (for example, income before extraordinary items attributable to the
controlling interest or income before accounting change attributable to the controlling interest) whenever
the lineitem income from continuing operations attributable to the controlling interest is referred to in this
Statement.
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Disclosures

45. In addition to other disclosures required under generdly accepted accounting
principles, issuers of financid instruments that contain both a liability component and an
equity component shdl disdose the following in the fiscd year that the financid
ingrument is issued:

The nature of the financid ingrument

A description of the components into which the financid instrument is separated

The proceeds of issuance and the amount allocated to each component

A description of the method and the key assumptions used to allocate the proceeds to
the components

e. If the method used to dlocate the proceeds to the components is not the relative-far-
vaue method, an explandaion of why the relative-far-va ue method was not used.

o0 oW

46. An entity with one or more less-thanwhaly-owned subsdiaries shdl disclose
amounts attributable to the contralling interest for the following items:

Income from continuing operations

Discontinued operations

Extreordinary items

Cumulative effect of changes in accounting principle
Net income or net loss

Tota comprehensve income

Components of other comprehensive income.

@~ pop o

Effective Date and Transition

47. This Statement shdl be effective for financid datements issued for fiscd years
beginning after June 15, 2002. Earlier gpplication is permitted. The provisions of this

Statement shall be adopted as of the beginning of an entity’ sfisca year.

48. In the initid year of adoption, an entity shdl redate dl financid Saements for
ealier years presented for the effects of financid indruments within the scope of this
Statement that were outstanding at any time during that year. An entity is permitted, but

not required, to redtate dl financid dsatements presented for the effects of financid
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ingruments that were not outstanding at any time during the year of adoption. However,
if an entity dects to redate for those financid ingruments, it shdl resate dl financid
daements presented for the effects of dl financid insruments within the scope of this
Statement that were outstanding in any period presented, beginning with the earliest year
presented.  The cumulative effect of adopting this Statement shdl be included in the

earliest year restated.

49. An entity whose consolidated financid statements include one or more less-than
whally-owned subsdiaries a any time during the initid year of adoption shdl restae dl
financid Satements presented for earlier years that include those subsidiaries to classfy
the noncontrolling interest as equity. The entity dso shdl redae dl financid Satements
presented for the effects of any gains or losses on any sales of those shares that were not
accounted for in accordance with paragraphs 37 and 38 of this Statement. An entity is
permitted but not required to restate dl financid daements presented for the
classfication of the noncontrolling interet and any gains or losses recognized on sdes of
a ubsdiary’s shares for noncontrolling interests that did not exist a any time during the
initid year of adoption. An entity that eects to restate for those noncontrolling interests
and associagied gans and losses shdl restate dl financid Statements presented for the
effects of dl noncontrolling interests that existed and al those gains and losses that were
recognized in any period presented, beginning with the earliet year presented. An entity
is not required to recognize the cumulative effect of reclassfication of gains and losses

recognized on sales of asubsdiary’s shares for periods that are not restated.

The provisions of this Statement need
not be applied to immaterial items.
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Appendix A

IMPLEMENTATION GUIDANCE

Introduction

50. This appendix illudrates the gpplication of the requirements of this Statement to
financid indruments with ligbility charecteridics, equity characteristics, or both. It
provides examples of agpplication of the requirements of this Statement to (a) classfication
and initid measurement of financid indrument components and (b) repayments and
conversons of convertible debt. Components potentidly have a variety of characterigtics
that must be conddered in applying the requirements of this Statement.  Those
characteristics dso are discussed and illusirated in this gppendix. This appendix aso
provides examples of the application of the requirements of this Statement to sdes of a

subsidiary’s shares.

Application of Classification and M easurement Provisions

51. As discussed in paragrph 3, certain financid indruments comprise a dngle
component.  Other financid instruments, referred to as compound financid ingruments,
comprise multiple components.  This Statement requires that a compound financid
ingrument be separated into its liability components and equity components. Except as
othewise required by Statement 133, dl liability components of a single compound
indrument may be presented as a sngle liability. All equity components of the same class

may be presented as a single equity item.

52. The gpproach in this Statement is based on the fundamentd components gpproach

introduced by the liabilites and equity Discusson Memorandum.  That Discusson
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Memorandum introduced a st of dx fundamentd financid instruments. unconditiona
receivable-payable contracts, conditiond receivable-payable contracts, financid option
contracts, financia guarantees or other conditiond exchange contracts, financia forward
contracts, and equity insruments. Each of those fundamenta financid indruments is a
Separate component for purposes of this Statement.  Once the components of a compound
finendal ingtrument have been identified, the components are classfied based on ther

attributes.

53. The remander of this gppendix discusses the initid classfication provisons of this
Statement and provides examples of application of those provisons to various financd
ingruments. The discussion and the examples are presented in the following subsections:

a.  Fnancid instrument components that do not embody obligations

b. Fnandd ingrument components that embody obligations requiring settlement by a
transfer of assets

c. Fnancid ingrument components that embody obligations that require (or permit at
the issuer’ s discretion) settlement by issuance of afixed number of equity shares

d. Fnancid insrument components that embody obligations that require (or permit at
the issuer’ s discretion) settlement by issuance of a variable number of equity shares

e. Hnandd indruments containing obligations for which the settlement dterndives
are conditioned on the occurrence (or nonoccurrence) of a specified event beyond
the control of both the issuer and the holder

f. Financid indruments tha provide the holder with the discretion to determine
whether the issuer will be required to settle the obligation by trandferring assets or
by issuing equity shares

g HFnancd instrument components with minimum limitations on monetary vaue.

This gppendix aso provides examples of accounting for repayments and conversons of

convertible debt and accounting for sdles of asubsidiary’s shares.

Financial Instrument Components That Do Not Embody Obligations

54. Cetan financid insrument components do not embody obligations on the pat of

the issuer. Because those components do not obligate the issuer in any way, they lack the
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essentid  characteridtics  of  liabilities and should not be recognized as lidbilities™
Therefore, any financid indrument component that is within the scope of this Statement
and does not embody an obligation on the part of the issuer should be classfied as equity.
Common examples of comporents that do not embody an obligation include shares of

common or preferred stock that are not mandatorily redeemable.

55. Preferred dock is sometimes issued in the form of shares that pay ether no
dividends or bdowmarket-rate dividends during the fird few years that they are
outdanding. After that initid period, the dividend rae increases. Those indruments are
sometimes referred to as increasing-rate preferred stock (or other smilar terms).  As with
other preferred stock, declarations of dividends on increasng-rate preferred  stock
generdly are a the issuing entity’s discretion®  The terms of incressing-rate preferred
gock may make it highly probable that the issuer will redeem the shares. (Many
issuances of increasing-rate preferred stock are redeemable at the issuer’s discretion after
some specified period.) However, an increased dividend rate does not, by itsdf, obligate
the issuer to redeem the shares because, absent terms to the contrary, the issuer retains
discretion to avoid paying the dividends. If increedng-rate preferred stock is not
mandatorily redeemable and payment of dividends is not required unless declared, it does
not embody an obligation on the part of the issuer, and, therefore, should not be classfied

asaliability. It should be classfied as equity.

15As discussed in paragraph 17, certain components that obligate the issuer are also classified as equity.

18/ the dividends on the increasing-rate preferred stock are cumulative, those dividends are subject to the
provisions of paragraph 9 of Statement 128.
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56. Shares of stock that represent the noncontrolling interest in a subsidiary and that are
not mandatorily redeemable do not embody obligations. Unless an entity within the
reporting entity is obligated to redeem the equity shares underlying the noncontrolling
interest, the noncontrolling interest should be classfied as equity in the consolidated

financid gatements.

57. The following examples illugrate the gpplication of this Statement to common stock

that is not mandatorily redeemable and to puttable common stock.

Example: Common Stock

58. An entity issues 5 million shares of common stock for $15 per share. The shares
convey an ownership interest to the holder and do not embody an obligation on the part of
the issuer. Therefore, under the classification criteria in paragraph 17(a) of this Statement,

the shares are classified as equity.

Example: Common Stock That Is Puttable at a Fixed Price

59. An entity issues 5 million shares of common stock for $15 per share.  Each share
contains a provison that the holder may require that the entity repurchase the stock for
$14 per share & any time after 2 years (puttable common stock).!” On the date of
issuance, the market price of the entity’s nonputtable common stock is $0 per share. In
accordance with paragraph 24 of this Statement, because the instrument contans a

component that is an outdanding share of gock, the instrument is separated into the

Y Although this example illustrates puttable common stock, the same analysis would be applied to puttable
preferred stock or other classes of stock, including noncontrolling interests, issued with a put option.
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following components. (@) an outstanding share of common stock and (b) a written put

option that obligates the issuer to transfer assetsif the put option is exercised.

60. Component (a), the outstanding share of common gtock, does not embody an
obligation on the part of the issuer. Therefore, under the classfication criteria in paragraph

17(a) of this Statement, component (@) is classfied as equity.

61. Component (b), the written put option, embodies an obligation that requires
settlement by a trandfer of assets (cash). Because it does not require or permit settlement
by issuance of equity shares, the criteria of paragraph 17(c) are not met, and, therefore, the
component is not classfied as equity. Ingead, the component is classfied as a ligbility.
Because the financid indrument has a component that is cdasdfied as a liadlity and a
component that is classfied as equity, the financid indrument must be separated into its

liability component and its equity component.

62. If freetanding, the put option might meet the definition of a derivaive under
Statement 133.2®  Assuming the put option meets the definition of a denivative, unless the
put option meets one of the exceptions under Statement 133, in accordance with paragraph
28 of this Statement, the with-and-without method (rather than the reative-far-vaue
method) is used to dlocate the proceeds of issuance ($75 million) to the components.  If
the fair value of the put option is determined (using an option pricing moded) to be $27.6
million, that amount is dlocated to the liability component. The resdua amount of $47.4

million is dlocated to the equity component.

18The option does not meet the exception in paragraph 11(a) of Statement 133 because it is a liability and,
therefore, would not be classified in stockholders' equity in the statement of financial position.
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Example: Common Stock That |s Puttable at Its Fair Value

63. Ceatan entities enter into agreements with ther dgockholders that dlow the
stockholders to put shares back to the entity at the fair value of the shares. When shares
ae puttable a the far vadue of the underlying shares a the date the put option is
exercised, the effect of the put option is to add liquidity to the underlying stock—a vaue
that traditiond optionpricing modes camot measure.  Moreover, dthough adding
liquidity adds vaue, the vaue added may be rdaivdy smdl. Therefore, it is likdy tha

only asmal amount (if any) of the proceeds would be assigned to the liability component.

Financial Instrument Components That Embody Obligations That Requir e Settlement by a
Transfer of Assets

64. Fnancid ingrument components that embody obligations requiring settlement by a
trandfer of assets meet the definition of liabilities in Concepts Statement 6 and, therefore,
should be reported as liabilities. Common examples of that type of component include:

a g);)tt) that must be repad in cash (including the liability component of convertible

b.  Written put options, whether embedded in shares of stock or freestanding
c.  Sharesof stock that contain mandatory redemption provisons.

65. Debt that must be repad in cash (including the liability component of convertible
debt) comprises an obligation to repay principd and an obligation to make periodic
interest payments. Both obligations require settlement by a transfer of assets and should
be classfied as liadilities under the requirements of this Statement. As discussed in
paragraph 20, because neither obligation is subject to the requirements of Statement 133,

they may be combined for presentation purposes.

66. Freetanding written put options on equity of the writer (issuer) of the option that

require physical settlement were previoudy classfied as equity under EITF Issue
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No. 96-13, “Accounting for Derivative Financid Instruments Indexed to, and Potentidly
Settled in, a Company’s Own Stock.™® Under this Statement, those written put options
are classfied as liabilities because they embody obligations that require the issuer to settle
by a transfer of assets. Freestanding written put options that require net share settlement,
which were previoudy classfied as equity under Issue 96-13, are cdlassfied as liabilities
under this Statement.  Although they embody obligations that will be settled by issuance
of equity shares, changes in the monetary vaue of the obligaions are in the opposte
direction from changes in the far vdue of the issuer’'s equity shaes. Therefore, the
criterion in paragraph 17(c)(2) is not met. Because written put options are classfied as
lighilities under this Statement, they do not meet the exception for equity insruments of

the issuer in paragraph 11(a) of Statement 133.

67. Vaious other financid ingruments are issued in the form of shares but actudly
embody obligations that must be sdtled by a transfer of assets. Examples of those
ingruments are mandatorily redeemable prefered stock and certain forms of trud-
preferred securities. Mandatorily redeemable preferred stock embodies a nondiscretionary
obligation to trandfer assets to the holder to redeem the shares at a specified price and
time. Trug-preferred securities may be issued in many forms, including those referred to
a monthly-income-preferred  securities, trust-preferred  securities, and  trust-originated-

preferred securities.

68. Many trudt-prefered securities are issued with the following characteridics an

entity establishes a specia-purpose entity (SPE) or trust that is controlled by the parent.

1%Under the provisions of Issue 96-13, a public company would classify the written put options discussed in
this paragraph as temporary equity.
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The SPE or trust issues preferred securities to investors and lends the proceeds of issuance
to the parent entity. Generdly, such loans take the form of debentures with dSated
maturities.  The mgority of trust-preferred securities require redemption upon maturity or

redemption of the underlying debenture.

69. Although mandatorily redeemable preferred stock and trust-preferred securities are
issued in the form of shares, they are not classfied as equity under this Statement because
the terms of those indruments embody an obligation on the part of the issuer to transfer
assets b redeem the shares. For that reason, they are classfied as liabilities, as illustrated

in the following example.

Example: Trust-Preferred Securities

70. An entity edablishes an SPE that issues trudt-preferred securities to outside
investors. The SPE uses the proceeds of the issuance of those securities to purchase an
equivdent amount of junior subordinated debentures of the parent entity with a maturity
of 30 years. The debentures are the only assets of the SPE. When the parent entity makes
its quarterly payment of interest on the debentures, the SPE didributes the cash to the
holders of the trust-preferred securities. The trust-preferred securities must be redeemed

upon maturity of the debentures. The entity consolidates the SPE.

71. Because the trust-preferred securities are mandatorily redeemable, the entire
insrument represents an obligation to transfer assets to redeem the shares. Because the

obligation does not permit or require settlement by issuance of equity shares, the criteria
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of paragraph 17(c) are not met. Therefore, the entire indrument is classfied as a liability

in the consolidated financia statements?®

Financial Instrument Components That Embody Obligations That Require (or Permit at the
Issuer’s Discretion) Settlement by I ssuance of a Fixed Number of Equity Shares

72. Cetan financid ingrument components embody obligations that require (or permit
a the issuer’s discretion) the issuer to settle the obligations by issuing a fixed number of
its own equity shares. For example, an entity may receive $100,000 in exchange for a
promise to issue 10,000 of its equity shares for no additiond condderation at a future date.
That type of component meets the criterion in paragreph 17(c)(1) because it requires
settlement by issuance of a fixed number of the issuer's equity shares. Therefore, the

component is classified as equity.

73. Other examples of tha type of component include certain converson options
embedded in convertible debt. Paragraphs 99-106 illustrate gpplication of this Statement

to convertible debt.

Financial Instrument Components That Embody Obligations That Require (or Permit at the
Issuer’s Discretion) Settlement by Issuance of a Variable Number of Equity Shares

74. Cetan financid insrument components embody obligations that require (or permit
a the issuer's discretion) settlement by issuance of a variable number of equity shares.
For example, an ingrument smilar to that described in paragraph 72 could be structured
to require issuance of equity shares with a vaue of $110,000 at the date of settlement. In
that circumstance, regardiess of the fair vaue of the shares on the date of settlement, the

holder receives $110,000 of value. The monetary vaue of the obligation is fixed and will

20|f the entity does not consolidate the SPE, the debentures would be classified as liabilities.
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not change if the fair vaue of a fixed number of shares changes. Therefore, neither of the
criteria in paragraph 17(c) of this Statement is met and the component does not qualify for

classfication as equity. Insteed, it is classfied as aliability.

75. Other financd instrument components embody obligations that require settlement
by issuance of a varigble number of equity shares but have monetary vaues that are not
fixed. For example, an entity may issue a stock gppreciation right (SAR) that is required
to be settled by issuance of equity shares with a vaue equa to the gppreciation in 1,000
shares. In those circumstances, dthough the number of shares to be issued to settle the
obligation is variable any changes in the monetary vaue of the component are
attributable to, equd to, and in the same direction as changes in the far vaue of a fixed
number of the issuer’s equity shares. Therefore, the component establishes an ownership
relaionship and is classfied as equity. Paragraphs 79-81 illudrate the gpplication of this

Statement to SARS.

76. Findly, cetan other financid instrument components that embody obligations that
require settlement by issuance of a variable number of equity shares have monetary vaues
whose changes are attributable to and equa to changes in the far vaue of the issuer's
equity shares, but those changes in the monetary value are in the opposite direction of the
changes in the far vdue of the issuer’s equity shaes.  Therefore, the criterion in
paragraph 17(c)(2)(b) is not met. Those financid instrument components do not establish
ownership relaionships and thus do not quaify for classfication as equity. Paragraphs

82-85 illustrate the gpplication of this Statement to that type of component.
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77. The folowing examples illugrate the agpplication of this Statement to (@) an
obligation to issue a variable number of shares a a future date, (b) SARs, and (c) financid
insrument components that embody obligations for which the changes in the monetary

vaue are in the opposite direction of changesin the fair vaue of the issuer’s equity shares.

Example: Obligation to Issue a Variable Number of Shares

78. An entity receves $100,000 in exchange for a promise to issue shares worth
$110,000 a a future date. The number of shares required to be issued to settle that
obligation will be determined by the far vadue of the issuer’'s shares on the dae of
stlement and, therefore, is not fixed. Regardless of the far vaue of the shares on the
date of settlement, the holder will receive $110,000 worth of vaue The financid
ingrument component does not establish an ownership reationship and, therefore, is not

classfied as equity. Insteed, it is classfied as aliability.

Example: SARs That Require Net Share Settlement

79. At a time when the fair vaue of its shares is $20, an entity grants to its employees
1,000 SARs. The SARs convey to the holders the right to the gppreciaion in the far
vaue of the equity shares above $20. That gppreciation will be paid by issuing a variable
number of the issuer's equity shares. After the SARs are issued, the fair vaue of the
entity’s shares increases to $25 per share.  The entity then is required to issue shares worth

$5,000 [($25 — $20) ? 1,000], or 200 shares.

80. Because the SARs contain an obligation to issue a variable number of equity shares,
classfication depends on whether the criteria in paragraph 17(c)(2) are met. Changes in

the monetary value of the obligation are attributable to and equa to the gppreciation of a
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fixed number (1,000) of the issuer's equity shares above the drike price; therefore, the
criterion in paragraph  17(c)(2)(@) is met. Additiondly, the criterion in paragreph
17(c)(2)(b) is met because an increase in the fair vaue of the issuer's equity shares results
in an increase in the monetary value of the obligation. (Note that the increase in fair vaue
of the equity shares from $20 to $25 resulted in an increase in the monetary vaue of the
obligation [from $0 to $5,000].) If the far vaue of the equity shares increases further (for
example, to $30 per share), the monetary vadue of the obligation increases as wdl (to
$10,000 [($30 — $20) ? 1,000]). If the fair vaue of the equity shares then decreases (for
example, from $30 to $27), the monetary vaue of the obligation decreases (to $7,000

[($27 — $20) ? 1,000]).

81. Because any change in the monetary vaue of the obligation (8) is attributable to and
equa to the change in the fair vaue of a fixed number of the issuer’s equity shares and (b)
changes in the same direction as the change in the far vaue of the issuer's equity shares,
both of the criteria in paragraph 17(c)(2) are met. Consequently, the SAR is classfied as
equity.  In accordance with FASB Interpretation No. 28, Accounting for Stock
Appreciation Rghts and Other Variable Stock Option or Award Plans, changes in the fair
vaue of the SARs between the date of grant and the date of exercise result in a change in
the measure of compensation cost. Increases or decreases in the measure of compensation

cost are offset by acharge or credit to equity.

Example: Net Share Settlement—M onetary Value Changesin Opposite Direction of Fair Value
of Equity Shares

82. Entity A enters into a forward contract with Entity X. Under that contrect, if the

per-share vaue of Entity A’s shares is greater than $10 on the specified date, Entity X
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must trandfer shares of Entity A with a value equa to the per share vaue in excess of $10
multiplied by 1 million to Entity A. If the per-share vaue is less than $10 on the specified
date, Entity A mugt transfer shares of its own equity with a vaue equd to the excess of

$10 over the per-share price multiplied by 1 million to Entity X.

83. That forward contract contains an obligation on the pat of Entity A to issue equity
shares if the fair value of its equity shares is less than $10 on a certain date. Therefore, its
classification depends on whether the criteria in paragraph 17(c)(2) are met. Changes in
the monetary vdue of the obligation are atributable to and equd to changes in the far

vaue of a fixed number (1 million) of the issuer's equity shares, therefore, the criterion in

paragraph 17(c)(2)(a) is met.

84. However, the monetary vaue of the obligation changes in the opposite direction of
the changes in the far value of the issuer's equity shares. If the far vaue of the equity
shares increases, the monetary vaue of the obligation decreases (and may, in fact, be
reduced to zero or result in a receivable). If the fair vaue of the equity shares decreases,

the monetary vaue of the obligation incresses.

85. That type of obligation was clasdfied as equity under Issue 96-13. Under this
Statement, because the monetary value of the obligation does not change in the same
direction as the change in the far vaue of te equity shares, the obligation does not meet
the criterion in paragraph 17(c)(2)(b) and, therefore, is not classfied as equity. Rather,
the insrument is a forward contract that may be either an asset or a ligbility depending on
the price of the underlying stock. Because it is not classfied as equity, it does not meet

the criteria for an exception to the definition of a derivative in paragragph 11(a) of
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Statement 133. Therefore, if the other criteria of Statement 133 are met, the instrument

qudifiesas aderivative.

Financial Instruments Containing Obligations for Which the Settlement Alternatives Are
Conditioned on the Occurrence (or Nonoccur rence) of a Specified Event beyond the Control
of both the Issuer and the Holder

86. Ceatan financid insruments contain obligations that require the issuer to settle the

obligation by trandferring assets or by issuing equity shares, but the settlement dternative

is conditioned on the occurrence (or nonoccurrence) of a specified event beyond the
control of both the issuer and the holder. Examples of that type of financid instrument
include the following:

a A financid ingrument that requires seitlement in 1 year by issuance of 10 equity
shares unless the event occurs, in which case the issuer must trandfer cash equa to
the fair vaue of the 10 equity shares at that settlement date

b. A financid instrument that requires settlement in 1 year by trandfer of $100 unless
the event occurs, in which case the issuer mugt issue a vaiable number of equity
shares with a value equd to $100

c. A financid insrument that requires seitlement in 1 year by issuance of 10 equity
shares unless the event occurs, in which case the issuer mugt transfer $100

d. A financdid indrument that requires settlement in 1 year by transfer of $100 unless
the event occurs, in which case the issuer must issue 10 shares of its own equity.

87. The treatment of those indruments depends on the monetary vaues of the

components.  In gopplying paragraph 23 of this Statement, if the monetary vadue of the

obligation to issue shares will dways be the same as the monetary vaue of the obligation
to trandfer assets, the financid ingrument should be trested as a sSingle component and
dassfied as a liadlity. That is the case for the financid instruments described in
paragraphs 86(a) and 86(b). If the monetary vaues of the two obligations have the
potentid to differ, the financid instrument should be trested as a compound financid
indrument and the classfication of the components should be consdered independently.

The financia instruments described in paragraphs 86(c) and 86(d) fit that description.
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Therefore, they should be separated into components, and the proceeds of issuance should
be dlocated to each component using the rdative-far-vaue method unless impracticable.
Neither of those compound instruments contains a component that is an outstanding share
of sock. Therefore, in accordance with paragraph 24 of this Statement, the instruments
ae separated into (@) an obligation to transfer cash (a ligbility component) and (b) a
written option that, if exercised, would require the issuer to issue equity shares (an equity

component).

88. The following examples illustrate gpplication of this Statement to the types of

finandd ingruments described in paragraph 86.

Example: Obligation Conditioned on the Occurrence of a Specified Event beyond the Control
of both the I ssuer and the Holder—Monetary Values of Settlement Alternatives Cannot Differ

89. An ettty issues a financid instrument that requires settlement in 1 year by issuance
of 100 shares of its own equity unless interest rates increase by 100 basis points, in which
case the issuer mugt sdtle the ingrument by a trandfer of cash in an amount equd to the

fair vaue of 100 equity shares at the settlement date.

90. Tha financid indrument conssts of a sngle obligation to convey to the holder
vaue equd to the fair vaue of 100 equity shares in 1 year. The settlement dternaives
(100 shares or cash equd to the fair vaue of 100 shares) are nondiscretionary but are
conditioned on a future event. The monetary vaues of both sdtlement dternatives are
equd to the fair vaue of 100 equity shares in 1 year. Because the monetary vaues of the
stlement dternatives do not tave the potentid to differ, in accordance with paragraph 23
of this Statement, the indrument condsts of a single component. If interest rates increase

by 100 basis points, the obligation must be settled by a transfer of cash. Therefore, the
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sngle component does not require or permit a the issuer's discretion settlement by
issuance of equity shares. The criteria of paragraph 17(c) are not met and the financid
indrument does not qudify for classfication as equity. Therefore, it is clasdfied as a

lickilty.

91. Application of the requirements of this Statement results in the same concluson if
the terms of the financid ingrument fix its monetary vaue. For example, assume that the
financid insrument embodies an obligaion that requires sdtlement by trandfer of
$10,000 unless interest retes rise by 100 bass points, in which case the obligation requires
settlement by issuance of equity shares worth $10,000. In accordance with paragraph 23,
that financia indrument is not separated into components because the monetary vaues of
the sdttlement dternaives do not have the potentid to differ. Like the instrument in

paragraph 90, the instrument is classfied in its entirety as aliahility.

Example: Obligation Conditioned on the Occurrence of a Specified Event beyond the Control
of both the I ssuer and the Holder—Monetary Values of Settlement Alternatives Have the
Potential to Differ

92. An atity issues a financid ingrument for $10,000 embodying an obligation that
requires settlement in 1 year by issuance of 100 shares of its own equity unless interest
rates increese by 100 basis points, in which case the obligation must be settled by a

transfer of $10,000.

93. Because the monetary vadues of the settlement dternatives have the potentid to
differ (the value of 100 shares can be more or less than $10,000), the financiad instrument
comprises 2 components. (a) an obligation to trandfer $10,000 and (b) an obligation to

issue 100 equity shares with an unknown vaue. The dassfication criteria in paragraph 17
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of this Statement must be goplied to each component individudly. Applying those
classfication criteria to component (b) (the obligation to issue equity shares) results in
equity classfication for that component because it requires settlement by issuance of a

fixed number of equity shares.

94. Applying those classfication criteria to component (a) (the obligation to transfer
cash) reaults in liability dasdfication. The obligation neither requires nor permits a the
issuer’s discretion settlement by issuance of equity shares. Therefore, it is classfied as a

liability.

95. For purposes of this example, assume that the entity has determined that the fair
value of component (b) cannot be determined reliably. Therefore, the with-and-without
method is used to alocate the proceeds. If the interest rate is 10 percent, the fair value of
the obligation to transfer cash of $10,000 is $9,100. That amount is dlocated to the
ligbility component. The resdud amount of proceeds ($900) is alocated to the equity
component.  In accordance with paragraph 29 of this Statement, the $9,100 dlocated to
the liability component is accreted to the face amount of the liability ($10,000) over the

life of the indrument using the effective-interest method described in Opinion 21.

Financial Instruments That Providethe Holder with the Discretion to Deter mine Whether
the I'ssuer Will Be Required to Settlethe Obligation by Transferring Assetsor by Issuing
Equity Shares

96. Ceatan compound financid indruments provide the holder with the discretion to
gpecify whether the issuer will be required to seitle the obligation by transferring assets or

by issuing equity shares The holder's discretion may be structured in severd ways,
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which can be illusrated with three different indruments. The holder pays $10,000 for

esch insrument.

a  Fnancid Ingrument A requires that the issuer repay $11,000 in 1 year unless the
holder exercises an option to receive 100 shares of stock. (Convertible debt is an
example of an ingrument structured in that manner.)

b. Fnancid Ingrument B requires that the issuer issue 100 shares of stock to the holder
in 1 year unless the holder chooses to receive $11,000 in cash.

c. Fnancid Instrument C dates that a the end of 1 year te holder will indicate to the
issuer whether it wishes to receive $11,000 in cash or 100 shares of stock.

97. For compound financid instruments that provide the holder with the discretion to
determine whether the issuer will be required to settle the doligation by trandferring assets
or by isuing shares, paragraph 23 of this Statement requires that the settlement
dternaives be consdered separate components if the monetary vaues of the settlement
dternatives have the potentia to differ. Because be monetary vaue of 100 shares has the
potentid to differ from $11,000, each of the financid instruments in paragraph 96 has two
components. Therefore, dl of the financid ingruments should be consdered to comprise
(@ an unconditiona obligetion to transfer cash and (b) a cdl option written on the issuer's

stock.

98. The following examples illusrate the gpplication of this Statement to convertible

debt and cdlable convertible debt.

Example: Convertible Debt

99. An entity issues 50,000 noncdlable convertible bonds with a face vdue and issue
price of $1,000 per bond. Each bond may be converted by the holder into 100 shares of
the issuer’s equity. The financid indrument contains (a) an obligation to repay principd,
(b) an obligation to make periodic interest payments, and (C) an obligaion to issue equity

sharesif the converson option is exercised.

ED-FI.DOC Page 55



100. Obligations (&) and (b) require settlement by a transfer of assats and do not meet the
criteria for equity classfication in paragraph 17(c) of this Statement.  Accordingly, both
obligations are casdfied as lidbilities. Because nether the obligation to repay principd
nor the obligation to make periodic cash interest payments is subject to the requirements
of Statement 133, they may be displayed as a sngle liability. Because obligation (c)
requires sdtlement by issuance of equity shares, the equity classfication criteria in
paragraph 17(c) must be applied to determine whether the obligation is classfied as a
ligility or as equity. If exercised, the converson option requires settlement by issuance
of a fixed number of shares, which meets the requirement of paragraph 17(c)(2).

Therefore, the option is classified as equity.

101. In accordance with paragraph 24 of this Statement, because none of the components
are outdanding shares of dock, the obligation to transfer assets (the liability component)
is conddered unconditiona. The amounts dlocated to the liability component and the
equity component are determined by the rdative-far-vdue method. If gpplication of
appropriate pricing models produces a vaue of $790 for comparable nonconvertible debt
and a vaue of $240 for the conversion option, the $50,000,000 proceeds are allocated to
the components as follows:

Liability components $1,000 ? [$790/($790 + $240)] = $767

$767 ? 50,000 = $38,350,000
Conversion option $1,000 ? [$240/($790 + $240)] = $233

$233 ? 50,000 = 11,650,000
Proceeds $50,000,000

102. The amount dlocated to the converson option would be recorded as equity. The

entity is adso required to accrete the amount dlocated to the liability component
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($38,350,000) to its face amount ($50,000,000) using the effective interest method in

accordance with Opinion 21.

103. The other financid ingruments liged in paragraph 96 (a financid instrument that
requires settlement by issuance of equity shares unless the holder eects to receive assets
and a financid ingrument that does not specify a settlement provison but gives the holder
the choice) are separated in the same fashion as convertible debt. Because neither of those
ingruments contains a component that is an outstanding share of stock, the instruments

comprise (8 an unconditional obligation to transfer cash and (b) a conditiond obligation

to issue shares.

Example: Callable Convertible Debt

104. An entity issues 50,000 cadlable convertible bonds with a face vaue of $1,000 per
bond and an issue price of $960 per bond. The holders may convert each bond into 100
shares of the issuer's equity. Under paragraph 30 of this Statement, the cdl option in
cdlable convertible debt is not treated as a segparate component.  The financid instrument
consds of (4 a cdlable obligation to repay principa, (b) an obligation to make periodic
interest payments, and (c) a calable converson option exercisable by the holder. Because
neither the obligation to repay principd nor the obligation to make periodic cash interest
payments is subject to the requirements of Statement 133, they may be displayed as a
sngle lidbility.  Application of appropriate pricing models produces a value of $780 for
comparable cdlable debt and a vadue of $225 for a cdlable converson option. The

$48,000,000 proceeds are dlocated to the components as follows:
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Liability components $960 ? [$780/($780 + $225)] = $745

$745 ? 50,000 = $37,250,000
Conversion option $960 ? [$225/($780 + $225)] = $215

$215 ? 50,000 = 10,750,000
Proceeds $48,000,000

105. The amount dlocated to the converson option is recorded as equity. The entity dso

is required to accrete the amount alocated to the liability component ($37,250,000) to its

face amount ($50,000,000) in accordance with Opinion 21.

106. If the far vadue of a cdlable converson option is not obtainable, application of the
relative-far-vaue method would be impracticable, and the proceeds are dlocated using
the with-and-without method. Under that method, $39,000,000 ($780 ? 50,000) is
dlocated to the liability components, and the residua amount of proceeds ($9,000,000) is

alocated to the callable converson option.

Financial Instrument Components with Minimum Limitationson Monetary Value

107. Certan financid instruments embody obligations tha require (or permit a the
issuer’s discretion) settlement by issuance of a fixed number of equity shares but require
issuance of more shares if the share price fals beow a defined point so that the monetary
vaues are subject to minimum limitations (floors). In accordance with paragraph 22 of
this Statement, the obligation to issue a fixed number of shares and the obligation to issue
shares with a fixed vaue should be consdered different settlement dternatives.  Because
the monetary vaues of those settlement dternatives have the potentid to differ, the
settlement dternatives should be congdered separate components.  In accordance with
paragraph 24(a) of this Statement, because no component is an outstanding share of stock,
those financid indruments should be separated into (@) an unconditiond obligation to

issue equity shares worth the minimum monetary vadue (a liability component) and (b) a
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conditiona obligation, smilar to an SAR, to isue shares equa to the amount of
goprecidion of the fixed number of equity shares above some fair vdue. The obligation
to ddiver the minimum vaue does not establish an ownership rdationship because it does
not expose the holder to the risks of changes in the fair value of the issuer’s equity shares.
Therefore, it should be classfied as a liadility under the requirements of this Statement.
The conditiond obligation does edablish an ownership rdaionship and should be

classfied as equity, asillustrated in paragraphs 108 and 109.

Example: Obligation That Requires Settlement by | ssuance of a Fixed Number of Equity
Shares and Contains a Floor

108. An entity issues a compound financid ingrument for $100,000. At the time of
issuance, the per-share vaue of the entity’s common equity shares is $10. Under the
terms of the arrangement, 1 year from the date of issuance the issuing entity will issue
either (@) 10,000 equity shares or (b) $100,000 worth of equity shares, whichever has a
greater vdue. The dternative settlement amount of $100,000 worth of equity shares

represents the minimum amount of value that will be conveyed to the holder at settlement.

109. In accordance with paragraph 24, because none of the components are outstanding
shares of gock, the financid instrument is separated into (8) an obligation to issue equity
shares worth $100,000 and (b) an obligation (sSmilar to an SAR) to issue shares equal to
the amount of appreciation of 10,000 equity shares above a fair vdue of $10 per share.
The obligation to issue shares worth a specified vaue does not establish an ownership
relationship and, therefore, is a liability component. The obligation to issue shares equd
to the amount of appreciation of 10,000 equity shares above a fair vaue of $10 per share

IS an equity component because it meets the criterion in paragraph 17(c)(2). Assume that
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the far vaue of the obligaion to issue shares with a value of $100,000 is determined to be
$90,909. The far vdue of the equity component is determined to be $12,000. The

proceeds are dlocated as follows:

Liability component $100,000 ? [$90,909/($90,909 + $12,000)] = $ 88,339
Equity component $100,000 ? [$12,000/($90,909 + $12,000)] = 11,661
Proceeds $100.000

Repayments and Conversions of Convertible Debt

110. This Statement requires that on the date of repayment or converson of convertible
debt, the fair vaue of the convertible debt be dlocated to its liability component and its
equity component usng the rdative-far-vdue method unless impracticable The
difference, if any, between the carrying amount of the ligbility component and the amount
of condderation paid to extinguish thet component should be recognized as a gain or loss
upon repayment or converson in accordance with Statement 4. Paragraphs 111-118

illugtrate the application of those provisons.

Example: Repayment of Convertible Debt

111. An entity issues convertible debt with a 10-year term for $1,000. The debenture is
convertible into common shares of the entity a a converson price of $25 per share
Interest of 10 percent is payable semiannualy in cash. At the date of issuance, the entity
could have issued nonconvertible debt with a 10-year term that would have had an interest

rate of 12 percent.

112. At the date of issuance, the fair vaue of the option component, determined using an
option pricing modd, is $60. The far vadue of the liability component is $336,

determined asfollows
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Present value of 20 semiannud interest payments

of $50, discounted at 12% $574

Present value of $1,000 duein 10 years, discounted at 12%,
compounded semiannually 312
$886

113. Thefollowing dlocation is made:

Liability component ~~ $1,000 ? [$886/($886 + $60)] = $937
Eqity component $1,000 ? [$60/($886 + $60)] =  $63

114. Five years laer, the convertible debenture has a fair vdue of $1,700 and the entity
enters into an agreement with the holder to repurchase the debenture at that amount. At
the date of repurchase, the entity could have issued nonconvertible debt with a 5year term
bearing an interest rate of 8 percent. At that date, the carrying amount of the liability
component is $979, representing the $937 origindly dlocated to the ligbility component
adjusted for 5 years of accretion. The fair vaue of that component at that date is $1,081,
determined as follows:

Present value of 10 remaining semiannud interest

payments, discounted at 8% $ 405

Present value of $1,000 due in 5 years, discounted
at 8%, compounded semiannually 676
$1,081

115. The far vaue of the equity component (determined using an option pricing modd)
is $600. The consderation of $1,700 is atributed to the liability component and the
equity component based on their fair vaues at the date of repayment as follows:

Liability component  [$1,081/($1,081 + $600)] ? $1,700 = $1,093
Equity component [$600/($1,081 + $600)] ? $1,700 = $607

116. The loss on sdtlement is $114, representing the difference between the amount of

condderaion attributable to the liability component ($1,093) and the carrying amount of
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that component ($979). The portion of the condderation dlocated to the equity

component ($607) is charged to additiond paid-in capitd.

Example: Conversion Based on Terms

117. Assume the same facts as in the previous example except that, five years dfter
issuance, the holder of the convertible debenture eects to exercise its converson option.
At the time of conversion, the convertible debenture has a fair vaue of $1,700. At the date
of converson, the entity could have issued otherwise amilar nonconvertible debt with a 5
year term that would have an interest rate of 8 percent. The far vdue of the liability
component a that date is $1,081 (as determined in paragraph 114). The carrying amount
of the liability component is $979 (representing the $937 origindly dlocated to the
ligbility component adjusted for 5 years of accretion). The far vaue of the equity

component (determined using an option pricing mode!) is $600.

118. Based on ther reative far vaues, the portion of the fair vaue of $1,700 attributable
to the liability component is $1,093, and the portion attributable to the equity component
is $607. As in the previous example, the entity recognizes a loss of $114, representing the
difference between the portion of far vaue atributable to the liability component a the
date of converson ($1,093) and its carrying vdue ($979). (In this example, the net
amount credited to additiond paid-in capitd is $1,093) The tota proceeds from issuing
the shares is $1,156 (the $63 origindly alocated to the equity component plus the $1,093

alocated upon conversion).

ED-FI.DOC Page 62



Sales of a Subsidiary’s Shares

119. This Statement requires that no gain or loss be reported on sdes of a subsdiary’s
shares if the subsdiary remains consolidated. For those sdes that result in the
subgdiary’s no longer being consolidated, a gan or loss should be recognized for the
difference between the carrying amount of the shares sold in that transaction and the

proceeds received in that transaction.

Example: Sales of a Subsidiary’s Shares
120. An entity edtablishes Subsidiay A by contributing $100,000.  Subsequently, the
parent sdlls 10 percent of its interest in Subsidiary A to a third party for $15,000. After
that transaction, the subsdiary remans consolidated. Therefore, the transaction is a
transaction in the equity of the consolidated entity. In accordance with paragreph 37 of
this Statement, no gain or loss is recognized on that transaction. The difference between
the $10,000 carying vaue of the portion of the subsidiay sold and the $15,000 in
proceeds is credited to paid-in cgpita of the consolidated entity. The following journd
entry illugirates the effect on the consolidated financid statements:
Cash $15,000

Noncontrolling interest $10,000

Pad-in capital 5,000
121. In a subsequent transaction, the entity sdls the remainder of its interest to a third
paty for $100,000. That transaction results in the subdsdiary’s no longer being
consolidated.  In accordance with paragraph 38 of this Statement, a gain is recognized
based on the difference between the carrying amount of the shares sold ($90,000) and the
proceeds. The following journd entry illudtrates the effect on the consolidated financid

satements.
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Cash $100,000

Noncontrolling interest 10,000
Investment in Subsidiary A $100,000
Gan 10,000

122. Note that the $5,000 credited to paid-in cepitd as a result of the transaction in
paragraph 120 is not reversed to income upon sde of the remainder of the shares in the
subsidiary. The $5,000 amount dso does not affect the computation of income available

to common stockholders of the parent company for purposes of caculaing earnings per

share.
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Appendix B

DISPLAY AND DISCLOSURE REQUIREMENTSFOR ENTITIESWITH ONE
OR MORE LESS-THAN-WHOLLY-OWNED SUBSIDIARIES

123. This gppendix illugtrates application of the presentation and disclosure requirements
of this Statement for an entity with one or more less-than-whally-owned subsidiaries. In
addition, it provides examples of application of the requirement in paragraph 40 of this

Statement.

124. Theilludrations are based on the following assumptions.

?7? As of January 1, 20X2, Entity X has a wholly owned subsdiary. Entity X has a
baance of ($500) in accumulated other comprehensive income, which is attributable
to the subsdiary’s foreign currency trandaion adjusment. On January 1, 20X2,
Entity X sdls 20 percent of its interest in the previoudy wholly owned subsdiary for
$60,000. The proceeds of the sde are equa to the carrying amount of the interest
sold. Also on January 1, 20X2, the subsidiary purchases a portfolio of securities that t
classfiesas available for sde.

?? On June 30, 20X3, Entity X issues 5,000 shares of preferred stock for proceeds of
$50,000. On December 31, 20X3, Entity X pays dividends of $1 per share on those
preferred shares. The subgdiary’s available-for-sale securities (valued at $112,000 on
December 31, 20X2) are sold in 20X 3 for $26,667 over their carrying amount.

?? The subsidiary has pretax income from continuing operations of $8,000 in 20X2 and
$10,000 in 20X 3.

?? Entity X has 200,000 shares of common stock outstanding throughout 20X2 and 20X3
and pays dividends of $10,000 each year on those common shares. The effective tax
rate for both the parent and the subsidiary is 25 percent.

?? Additiond information about the operations of Entity X for the years 20X2 and 20X3
is presented in the following table:
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Discontinued
operations

Extraordinary items

Cumulative effect of
accounting change

Foreign currency
translation adjustment

Unrealized holding
gains (on securities)
arising during period

Reclassification
adjustment (for
securities)

Minimum pension
liability
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20X3 20X2
Controlling  Noncontrolling Controlling Noncontrolling
I nterest I nter est Consolidated I nterest I nter est Consolidated

0 0 0 (5,600) (1,400) (7,000)
0 0 0 (16,800) (4,200) (21,000)
0 0 0 (2,500) 0 (2,500)
4,400 1,100 5,500 6,400 1,600 8,000
6,800 1,700 8,500 9,200 2,300 11,500
(16,000) (4,000) (20,000) 0 0 0
0 0 0 (2,500) 0 (2,500)
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125. FASB Statement No. 130, Reporting Comprehensive Income, includes examples of
a one-statement approach and a two-statement approach to reporting comprehensive
income.  The fdlowing example uses the two-statement approach. The example
illugrates () the requirement of this Statement to present on the face of the income
gatement preferred stock dividends as an adjustment to net income (loss) attributable to
the controlling interet and (b) the requirement to disclose amounts attributable to the
controlling interest.
Entity X

Statement of Financial Position
December 31

20X3 20X2
Assets:
Cash $ 225,000 $ 210,000
Accounts receivable 170,000 175,000
Avallable-for-sale securities — 112,000
Plant and equipment 1,102,500 959,500
Total assets $1.497,500 $1.456,500
Liabilities
Accounts payable $ 125500 $ 112,500
Accrued liabilities 89,000 79,250
Pengon liability 131,000 128,000
Notes payable 187,250 318,500
Totd liabilities 532 750 638.250
Equity:
Controlling interest:
Common stock, $1 par 200,000 200,000
Preferred stock, $10 par 50,000 —
Paid-in capital 400,000 400,000
Retained earnings 247,150 146,150
Accumulated other comprehensive income 7,900 12,700
Totd controlling interest 905.050 758.850
Noncontrolling interest:
Noncontrolling interest 57,100 55,600
Accumulated other comprehensive income 2600 3.800
Total noncontrolling interest 59700 59400
Totd equity 964,750 818,250
Totd liabilities and equity $1,497,500 $1,456,500
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Entity X
Statement of Income
Year Ended December 31

20X3 20X2
Revenues $165,000 $152,000
Expenses (35,000 (27,000)
Gain on sale of securities 26,667 —
Income from operations before tax 156,667 125,000
Income tax expense (39,167) (31,250)
Income before discontinued operations, extraordinary
items, and cumulative effect of accounting change (DO, El, and CEAC) 117,500 93,750
Discontinued operations, net of tax — (7,000)
Extraordinary item, net of tax — (21,000)
Cumulative effect of accounting change, net of tax — (2500
Consolidated net income 117,500 63,250
Less: Net income (loss) attributable to noncontrolling interests 1,500 (4,400
Net income attributable to controlling interests 116,000 67,650
Preferred stock dividend (5,000) —
Net income attributable to common stock $111,000 $ 67650
Earnings per share:
Net income (loss) per common share—basic and diluted:
Income before DO, El, and CEAC $ 056 $ 046
Discontinued operations — (0.03
Extraordinary items — (0.08)
Cumulative effect of accounting change — (0.01)
Net income $ 056 $ 034
Amounts Attributable to Controlling Interest*
Year Ended December 31
20X3 20X2
Controlling interest, net of tax:
Continuing operations $116,000 $92,550
Discontinued operations — (5,600)
Extraordinary items — (16,800)
Cumulative effect of accounting change = _ (2500
Net income $116,000 $67,650

*This information is required to be disclosed. Entities are not precluded from showing the total adjustment
to net income or loss in this schedule (in addition to the required presentation on the face of the income
statement).
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Entity X
Statement of Compr ehensive Income
Year Ended December 31

20X3 20X2
Consolidated net income $117,500 $63,250
Other comprehensive income, net of tax:

Foreign currency trandation adjustments 5,500 8,000

Unredlized gains on securities:

Unredlized holding gains arising during period 8,500 11,500
Less. Reclassfication adjustment for gains included in net income (20,000) —
Minimum pension liability adjustment — (2500)
Other comprehensive income (6,000) 17,000
Total comprehensive income 111,500 $80.250
Amounts Attributable to Controlling I nterest*
Year Ended December 31
20X3 20X2

Contralling interest, net of tax:

Net income $116,000 $67,650
Foreign currency trandation adjustments 4,400 6,400
Unredlized gains on securities (9,200 9,200
Minimum pension liability adjustment — (2,500)
Other comprehensive income (4,800) 13,100
Comprehensive income $111,200 $30.750

*This information is required to be disclosed on the face of the income statement or in the notes.
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126. Statement 130 requires disclosure of the tax effects alocated to each component of
other comprehensve income, ether on the face of the datement in which those
components are displayed or in the notes to the financid daements The following

illugtration provides an example of disclosurein the notes.

Entity X
Notes to Financial Statements
Disclosure of Related Tax Effects Allocated to Each Component of Other Comprehensive Income
Year Ended December 31, 20X2

Before-Tax Tax (Expense) Net-of-Tax

Amount or Benefit Amount
Foreign currency trandation adjustments $10,667 $(2,667) $3,000
Unrealized gains on securities:
Unredlized holding gains arising during period 15,333 (3,833) 11,500
Less. Reclassification adjustment for gains included in net
income — — —
Net unrealized gains 15,333 3,833 11,500
Minimum pension liability adjustment (3333 833 (2,500)
Other comprehensive income $22.667 $(5.667) $17,000
Year Ended December 31, 20X3
Before-Tax Tax (Expense) Net-of-Tax
Amount or_Benefit Amount
Foreign currency trandation adjustments $ 7,333 $1,833) $5,500
Unredlized gains on securities:
Unredlized holding gains arisng during period 11,334 (2,834 8,500
Less: Reclassfication adjustment for gains included in net
income (26,667) 6,667 (20,000)
Net unredlized gains (15,333 3833 (11,500)
Other comprehensive income $ (8,000) $2.000 $(6,000)
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127. Statement 130 requires that the total of other comprehensive income for a period be

transferred to a component of equity that is displayed separately from retained earnings

and additional pad-in capitd in a statement of financia pogtion.

Statement 130 dso

requires tha an entity disclose accumulated badances for each classfication in that

separate component of equity on the face of a datement of financid pogtion, in a

daement of changes in equity, or in notes to the financid datements The following

provides an illusration of disclosure of that informaion in the notes to the financid

Satements.

Controlling interest:
Beginning balance
Current-period change
Ending balance

Noncontrolling interest:
Beginning balance
Current-period change
Ending balance

Controlling interest:
Beginning balance
Current-period change
Ending balance

Noncontrolling interest:
Beginning balance
Current-period change
Ending balance
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Entity X

Notesto Financial Statements
Disclosure of Accumulated Other Comprehensive | ncome Balances
Year Ended December 31, 20X2

Foreign

Currency

[tems

Year Ended December 31, 20X3

Foreign

Currency

Items

$ 5900
4,400
$10300

$1,600
1,100

Minimum

Unrealized Gain Pension
on Securities Liability
$ — $ —
_9.200 (2500
$9.200 $(2.500)

$ — $ —
_2.300 =
$2.300 $ —
Minimum

Unrealized Gain Pension
on Securities Liability
$ 9,200 $(2,500)
(9,200 —

$ — $(2,500)
$2,300 $ —
(2,300) —
S: $__

Accumulated
Other
Comprehensive
Income

$ (500
13100
$12.600

$ —
3.900
$3.900

Accumulated
Other
Comprehensive
Income

$12,600

(4,800)
$7.800
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128. Statement 130 adso permits information relaied to comprehensive income to be displayed in a satement of changes in equity. The following exampli

Ises that approach.
Entity X
Statement of Changesin Equity
Year Ended December 31, 20X2
Controlling Interest Noncontrolling I nterest
Accumulated Accumulated
Other Other
Comprehensive  Retained Comprehensive Noncontrolling Comprehensive
Total Income Earnings Income Common Stock Preferred Stock Paid-in Capital Interests Income
jeginning balance $538,000 $ 88,500 $ (500) $150,000 $300,000
sde of subsidiary shares 60,000 100 $60,000 $ (100)
~omprehensive income:
Net income (loss) 63,250 $ 63,250 67,650 (4,400)
Other comprehensive income, net of tax:
Unrealized gains on securities 11,500 11,500 9,200 2,300
Minimum pension liability adjustment (2,500) (2,500) (2,500)
Foreign currency translation adjustment 8,000 8,000 6,400 1,600
Other comprehensive income 17,000 13,100 3,900
>omprehensive income $80.250
~ommon stock issued 150,000 50,000 100,000
dividends declared on common stock (10,000) (10,000)
Ending balance $818.250 $146,150 $12,700 $200,000 $ 0 $400,000 $55,600 $3.800
Year Ended December 31, 20X3
Controlling I nterest Noncontrolling I nterest
Accumulated Accumulated
Other Other
Comprehensive  Retained Comprehensive Noncontrolling Comprehensive
Total Income Earnings Income Common Stock Preferred Stock Paid-in Capital Interests Income
jeginning balance $818,250 $146,150 $12,700 $200,000 $400,000 $55,600 $ 3,800
ssuance of preferred stock 50,000 $50,000
~omprehensive income:
Net income (loss) 117,500 $117,500 116,000 1,500
Other comprehensive income, net of tax:
Unrealized gains on securities (net of reclassification
adjustment) (11,500) (11,500) (9,200) (2,300)
Foreign currency translation adjustment 5,500 5,500 4,400 1,100
Other comprehensive income (6,000) (4,800) (1,200)
~omprehensive income $111,500
~ommon stock issued
Jividends declared on common stock (10,000) (10,000)
dividends declared on preferred stock (5.000) (5,000)
Ending balance $964.750 $247,150 $ 7.900 $200.000 $50.000 $400.000 $57.100 $2.600
Reclassification amount:
Unrealized holding gains arising during perioc $ 8,500
Less: Reclassification adjustment for gainsincluded in net
income (20,000)
Net unrealized gains on securities $(11.500)
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Appendix C

BACKGROUND INFORMATION AND BASISFOR CONCLUSIONS

Introduction

129. This gppendix summarizes condderations that Board members deemed dgnificant in
reaching the conclusons in this Statement. It includes reasons for accepting certain views
and regecting others. Individud Board members gave greater weight to some factors than

to others.

130. The Board undertook this project in response to concerns expressed by various
paties redated to cdasdfication in the daement of financid podtion of financid
indruments that have characteridics of liabilities, equity, or both. Financid instruments
that have characterigics of liabilities were being presented either entirdy as equity or
between the liabilities section and the equity section of the statement of financid postion.
Financid indruments that have characterisics of equity dso were being presented
between the liabilities section and the equity section of the Statement of financid pogtion.
Additiondly, certain financid indruments that have characterisics of both liabilities and

equity were being classfied entirely asliabilities or entirely as equity.

131. Another reason the Board undertook this project was to accelerate convergence of
the accounting standards used in different nations. Other standard setters, namey the
Canadian Inditute of Chartered Accountants (CICA), the Audrdian Accounting
Standards Board (AASB), and the Internationa Accounting Standards Committee (IASC),
have addressed the issue of accounting for financid indruments with characterigtics of

ligbilities, equity, or both. Like this Statement, standards issued by those organizations
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require that the components of a financid indrument be dasdfied as liabilities or as
equity based on their characteristics. Therefore, the Board believes that issuance of this
Statement will enhance convergence of accounting standards toward smilar  high-qudity

solutions.

Benefits and Costs

132. One of the precepts of the Board's misson is to promulgate standards only if the
expected benefits of the resulting information exceed the perceived cods. The Boad
grives to determine that a proposed Statement will fill a significant need and that the costs
incurred to saisfy that need, as compared with other dternatives, are judified in relaion
to the overdl benefits of the resulting information. The Board has concluded that the

benefits that will result from application of this Statement will exceed the related codts.

Background Information

133. This Statement is issued as pat of the Board's broad project on financia
insruments. That project was added to the Board's agenda in 1986 to address financid
reporting issues that were arising, or that were given a new sense of urgency, as a result of
financid innovation. The project initidly focused on disclosures and resulted in the
issuance of FASB Statements No. 105, Disclosure of Information about Financial
Instruments with Off-Balance-Sheet Risk and Financial Instruments with Concentrations
of Credit Risk, in March 1990, and No. 107, Disclosures about Fair Value of Financial

Instruments, in December 1991.

134. In August 1990, the Board issued a Discusson Memorandum, Distinguishing

between Liability and Equity Instruments and Accounting for Instruments with
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Characteristics of Both. The issuance of that Discusson Memorandum, combined with
the issuance of another Discusson Memorandum in November 1991, Recognition and
Measurement of Financial Instruments, commenced the recognition phase of the financid

insruments project. That phase of the project has resulted in the issuance of:

?? FASB Statement No. 114, Accounting by Creditors for Impairment of a Loan, May
1993

?7? FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity
Securities, May 1993

?? FASB Statement No. 118, Accounting by Creditors for Impairment of a Loan—
Income Recognition and Disclosures, October 1994

?? FASB Statement No. 133, Accounting for Derivative Instruments and Hedging
Activities, June 1998

?? FASB Statement No. 134, Accounting for Mortgage-Backed Securities Retained after
the Securitization of Mortgage Loans Held for Sale by a Mortgage Banking
Enterprise, October 1998

?? FASB Statement No. 137, Accounting for Derivative Instruments and Hedging
Activities—Deferral of the Effective Date of FASB Statement No. 133, June 1999

?? FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain
Hedging Activities, June 2000

?? FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets
and Extinguishments of Liabilities, September 2000.

135. The ligbilities and equity Discusson Memorandum dlicited views on 12 broad
issues. Four of those issues related to interpretation and gpplication of the conceptua
definitions of liabilitties and equity in FASB Concepts Statement No. 6, Elements of
Financial Statements, and whether the ditinction between liahilities and equity should be
changed in some manner.  Two issues related to whether particular insruments should be
classfied as liabilities or as equity. Three issues rdated to whether the Board should
make more far-reaching changes to the didinction between ligbilittes and equity,
including whether equity should be defined independently of ligbilities and assets
whether a third “cepitd” dement should be added to include certain indruments with

characteridics of both liabilities and equity, and whether the digtinction between ligbilities
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and equity should be diminated. One issue relaed to the measurement of issuances and
repurchases of equity indruments. The two remaning issues addressed accounting by
issuers for compound insruments with characteristics of both liabilities and equity. The

Board received 104 comment lettersin response to that Discussion Memorandum.

136. The Board held 2 days of public hearings on the Discusson Memorandum in March
1991, a which representatives from 13 organizations testified. Subsequent to the public
hearings, the Board held two public meetings to discuss the conceptud distinctions
between lidbilities and equity that were pertinent to its project on accounting for stock
compensation and whether the conceptua framework should be changed. At those
meetings, the Board decided that it would not make fundamental changes to the
definitions of liabilities and equity in the Concepts Statemerts.  After the second of those
mestings (held in March 1992), the Board reached a decision to temporarily suspend work
on the liabilities and equity project to devote its resources to financid instrument issues
that were deemed more urgent. The project was inactive until December 1996, at which
time it was discussed by the Board's Financid Instruments Task Force. Based on the
discusson a that task force meeting, the project was reactivated. Since that time, the
Board has discussed issues related to the liabilities and equity project & 30 Board

mesetings, aswell as 2 additiond task force mesetings.

Amendment to Concepts Statement 6

137. As pat of its ddiberations on this Statement, the Board discussed the accounting for
financid ingrument comporents that embody obligations that require (or permit a the

issuer’s discretion) settlement by issuance of the issuer’s equity shares. Those obligations
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do not meet the origind definition of liabilities in Concepts Statement 6 because they do

not require atransfer of assets. Therefore, they were classfied as equity.

138. However, not dl such obligaions edablish the type of rdationship that usudly
exids between an entity and its owners.  For example, if an entity issues a financid
ingrument that requires settlement by issuance of $100,000 worth of equity shares, some
might question whether that obligation establishes an ownership relationship. Because of
the fixed amount of value tha must be conveyed to the holder, the rdationship appears to

be more akin to a debtor-creditor relationship than to an ownership relationship.

139. The Board consdered and reected an dternative to resolve the accounting issues
rased by those financd ingruments by applying the origind definitions of liabilities and
equity in Concepts Statement 6. The Board decided that it would be preferable to
reconsder the didinction between liabilities and equity. Otherwise, classfication of
financid ingtruments that embody obligations would be driven exclusvely by whether the
obligation requires settlement by a trander of assets or by an issuance of equity
indruments.  As a result, certain items would be classfied as equity even if they do not
edtablish the type of relationship generdly considered to be that between an entity and its

owners.

140. As a result of its decison to reconsider that distinction, the Board decided to revise
the definition of liabilities in Concepts Statement 6. Concurrent with the issuance of this
Statement, the Board has issued an amendment to Concepts Statement 6, Amendment to
FASB Concepts Satement No. 6 to Revise the Definition of Liabilities, to incorporate the

revised definition of ligbilities that resulted from its deliberations on this project.
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Scope

141. This Statement provides gquidance for determining the dasdfication and initid
measurement of: (@) financid ingruments that do not embody obligations of the issuing
entity and (b) financid indruments that embody obligetions of the issuing entity. The
term obligation is used in this Statement to refer to a duty or respongbility on the part of
the entity that issues a financid indrument (the issuer) to trandfer assats or to issue shares

of its own equity.

142. Although this Statement primarily addresses issues pertaining to initid dassfication
and measurement, it adso provides limited guidance on the accounting for certain items
after initid recognition. For example, this Statement provides guidance on the gpplication
of APB Opinion No. 21, Interest on Receivables and Payables, to the differences between
amounts dlocated to liadility components of compound insruments and ther face

amounts (debt discount).

143. This Statement aso provides guidance on the accounting for repayments of
convertible debt and conversons of convertible debt. The Board concluded that that
guidance was necessary because of changes in the classfication of convertible debt that

result from application of the provisons of this Statement.

144. As pat of its work on the consolidations project, the Board identified a number of
issues related to the noncontrolling interest.  Because the Board has postponed its
condderation of consolidation procedures, it consdered each of those issues to determine
if they should be addressed as part of the labilities and equity project or as part of some

other project. Because cetan of those issues raise liability and equity classfication
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questions, the Board concluded that the issues of display of (&) the noncontrolling interest
in consolidated daements of financd pogtion, (b) the noncontrolling interest in
consolidated income dtatements, and (¢) comprehensve income by entities with less-than
whally-owned subsidiaries should be addressed as part of the ligbilities and equity project.
The Board believes that those issues are directly rdlated to its decison tha the
noncontrolling interest should be presented as a separate component of equity. Therefore,
this Statement aso provides guidance on certain issues related to reporting of the

noncontrolling interest.

145. The Board dso dected to address in this Statement the issue of accounting for sales
of a subsdiary’s shares to entities outsde the consolidated group. As a result of the
Boad's concluson that the noncontrolling interest makes up pat of the equity of a
consolidated group, it follows that sdes of shares that represent the noncontrolling interest
are sdes of the consolidated entity’s equity. Therefore, the Board concluded that no gain

or loss should be recognized on those sales as long as the subsidiary remains consolidated.

146. The Board believes tha the issue of accounting for sdes of subsdiay shares that
result in the subsidiary’s no longer being consolidated would be better addressed as part of
another project (either consolidations or busness combinaions). However, the Board
decided that until those projects are completed, interim guidance is needed on accounting
for those sdes. The Board therefore concluded that accounting for sdes of subsdiary
shares that result in the subsidiary’s no longer being consolidated should be addressed in

this Statement.
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147. The Boad intends to address other issues related to the noncontrolling interest
(including purchases of shares that make up the noncontralling interest) as pat of the

Board's projects on consolidations and business combinations.

148. Additiondly, the Board elected to provide guidance on the presentation of
adjusments to net income or net loss (or to net income or net loss attributable to the

controlling interest) to arrive at the numerator for basic earnings per share.

Initial Classification—Basic Principles
Separ ation into Components

149. This Statement requires tha the issuer of a financid ingrument that contains one or
more components that, if freestanding, would be classfied as equity and one or more
components that, if freestanding, would be classfied as liahilities identify and report those
components separately.  The provisons of a compound financid instrument may cal for
different forms of setlement. For example, debt that is convertible a the option of the
holder into shares of the issuer’s common stock conggts of the following components. an
obligation to repay the principa, an obligation to make periodic interest payments, and a
written option (also an obligation) to convert the debt into equity shares of the issuer. The
issuer is required to trandfer assets to settle the obligations embodied in the payable
components. However, if the holder exercises the written option, the issuer is instead
required to settle the obligation by issuing shares of its own equity. Under APB Opinion
No. 14, Accounting for Convertible Debt and Debt Issued with Stock Purchase Warrants,
al three components generdly were classfied together as a liadility. However, if the
components were issued as separate, freestanding financia instruments, the written option

was classfied as equity.
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150. The separation of compound financid ingruments into components was origindly
discussed in the ligbilities and equity Discusson Memorandum. Each component of a
finencid ingrument is one of Sx fundamentd financid insruments identified in Chepter
1 of that Discusson Memorandum.  Fundamentd financid ingruments are distinguished
by the characteristics of the obligations and rights they embody, specificdly by the
conditiondity of the obligations and rights and by the nature of the future economic
sacrifices  and  bendfits they soecify. The Discusson  Memorandum  distinguished
fundamentd financid insruments based on whether they entall trandfers or exchanges,
ther conditiondity, and the definitions of assets liabilities and equity.  Those six
fundamentd financid indruments are:

Unconditiond receivable-payable contracts

Conditiond recelvable-payable cortracts

Financia option contracts

Financia guarantee or other conditiona exchange contracts

Financid forward contracts
Equity instruments.

0 Qo0 T

151. Tha set of fundamentd financid ingruments was further developed and refined in
the recognition and messurement Discusson  Memorandum. That Discusson
Memorandum introduced the fundamenta financid instrument gpproach, dso known as
the “building block” gpproach, as a method of andyss of financid insruments. The
approach is based on the premise that dl financid indruments are made from a st of only
a few different building blocks—fundamentad financid insruments—and that determining
how to recognize and messure the fundamental instruments would lead to conssent
solutions for the accounting issues raised by more complex ingruments and by various

rel ationships between instruments.
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152. In its ddiberations, the Board consdered two dternatives identified in the

Discusson Memorandums for accounting for compound insruments containing  liability

and equity characterigtics.

a.  ldentify the so-cdled governing characterisgic of the compound instrument and
goply the accounting principles gppropriate for instruments with that characteridtic to
the entire compound instrument.

b. Separate the compound insrument into fundamenta components and agpply the
appropriate accounting principles to each component.

153. A mgority of respondents to the liabilities and equity Discusson Memorandum
favored the governing-characteristic approach. The mgority of those respondents based
their responses on practicd concerns about estimating the vaue of the separate
components rather than on conceptua reasons. Many respondents stated that the methods
avalable for separady vauing the components were too complex, too costly, and too
subjective.  Many respondents dso sad that separate accounting would confuse or

midead usars of financia gatements.

154. The Board believes that respondents concerns related to the ability to separate and
vdue the individua components have been ameliorated as a result of an increased level of
sophidication in the financid markets dnce the time the liabilities and equity Discusson
Memorandum was issued. Given the developments in pricing models snce that time, the
Boad bdieves tha separady vauing components is more feasble than it might have
been a the time that Discusson Memorandum was issued. In fact, other FASB
Statements (for example, Statement 133) require separation of certain compound financial

ingruments into components.

155. Additiondly, the Board identified the following concens reaed to the governing-

characteritic approach:
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a. Basng the accounting for an entire indrument on one characterigic sometimes
produces anomdous, potentidly confusng results For example, the converson
option embedded in convertible debt sometimes results in a dated  interest rate that
isbelow therisk-freerate.

b. In many indances it may be difficult to determine the governing characteridtic.
That determination might be made based on which component has the highest vaue,
which outcome is consdered the most probable, or which outcome is the default
podtion (tha is, which outcome will occur unless an action is taken or a Secified
event occurs). Those potentid issues give rise to additiond issues. For example, if
the governing characteridic is initidly determined based on which outcome is most
probable, and subsequently, another outcome becomes more probable, should the
instrument be reclassfied?

c. Classfying the entire indrument as equity or as a liadlity ignores the other
characteristics embedded in the instrumen.

156. Before this Statement was issued, many financid instruments were dassfied usng a

governing-characteristic approach.  For example, Opinion 14 required that issuers of

convertible debt classfy convertible debt entirdly as a ligbility. The Board consgdered
retaining that treatment but decided that gpproach would inappropriately ignore the

attributes of the written option and the potentia for issuance of equity shares.

157. When Opinion 14 was issued in 1969, the Accounting Principles Board noted that
the mogt important reason for accounting for convertible debt soldy as debt is the
inseparability of the debt and the converson option. The Accounting Principles Board
noted tha the dternative choices embedded in convertible debt cannot exist independently

of one another; that is, the two choices are mutualy exclusve.

158. The Board disagrees with the Accounting Principles Board's concluson that the
mutudly exclusve outcomes should preclude separation. In reaching the conclusion in
this Statement to separate convertible debt into components, the Board gave more

congderation to the rights and obligations of the counterparties than to the fact that the
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two choices are mutudly exclusve. The Boad beieves that the converson option

embodies adigtinct obligation of the issuer that should be accounted for.

159. As mentioned previoudy, dgnificant devdopments in the sophidication of finencd
markets in generd and in the ability to separately identify and price options have occurred
gnce the issuance of Opinion 14. The Board beieves that the level of sophistication that
now exigs dlows for identification of comporents and separdtion of financid
indruments.  For example, Statement 133 requires that the holder of a convertible debt
instrument separate the option from the host component. The Board believes that if the
holder of convertible debt is able to identify and vaue the option, it is reasonable to

expect that the issuer of the debt would be able to do likewise.

160. The Boad beieves tha the sophidtication of today’s markets and measurement
technology permits components of compound financid insruments to be digtinguished
and permits the vaues of those components to be estimated with reasongble reiability,
dbeit a some cos. The Board believes, however, that the costs of vauing the separate
components would not place undue hardship on issuers of compound financid ingruments
and would be outweighed by the benefits of improved reporting of the rights and
obligations embedded in compound financid instruments. Therefore, the Boad
concluded that the liability components and equity components of a compound financid

instrument should be separated and reported separatdy in the issuer’ sfinancid statements.

161. In addition, severd other standard setters have consdered the issue of whether a
compound financid ingtrument should be separated into components. The CICA (Section

3860 of the CICA Handbook, “Financid Ingruments—Disclosure and Presentation”), the
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AASB (AASB Accounting Standard 1033, Presentation and Disclosure of Financial
Instruments), and the IASC (IAS 32, Financial Instruments. Disclosure and Presentation)
each concluded that an issuer of a compound financid insrument should present the
ligbility components and equity components of that financid indrument separatey. The
Board concluded that because the fundamental components approach is consstent with
the conclusions reached by those standard setters, adopting that approach would accelerate
convergence of accounting standards used in different nations which, as discussed above,

isagod of the Board.

Presentation between the Liabilities Section and the Equity Section of the Statement of
Financial Position

162. As indicated previoudy, cetan financid indruments and other items were
presented between the ligbilities section and the equity section of the Statement of
finendd pogtion before the issuance of this Statement. Because the Concepts Statements
do not accommodate classfication of items outsde the eements of assets, liabilities, and
equity, developing a modd that would permit that practice would require the Board to
define a new dement of financia statements. The Board eected not to pursue that course
of action, in part because of concern that adding another ement would set an undesirable
precedent of adding dements whenever new indruments are created that are difficult to

dasify.

163. Rather than develop a new dement, the Board eected to develop an approach that
would address the issues related to determining the agppropriate classfication of financid
indruments with characteristics of liahilities, equity, or both. Because the Board believes

that the provisons of this Statement sufficiently address those issues, the Board concluded
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that presentation of financid ingruments (and components of financid instruments) and
other items between the liabilities section and the equity section of the dtatement of

financid position should be prohibited.

Distinguishing between Liability Components and Equity Components
164. Concepts Statement 6 provides definitions of the dements of financid Statements,
induding liabilities and equity. Paragraph 35 of Concepts Statement 6 defines liabilities

asfallows

Ligbilities are probable future sacrifices of economic benefits arisng
from present obligations of a particular entity to transfer assets or provide
savices to other entities in the future as a result of past transactions or
events. [Footnote references omitted.]

Paragraph 36 of Concepts Statement 6 daborates on that definition by describing three

essentid characteridtics of liabilities:

A liadlity hes three essentia characteridtics: (@) it embodies a present
duty or responshility to one or more other entities that entalls settlement
by probable future tranfer or use of assets a a specified or determinable
date, on occurrence of a specified event, or on demand, (b) the duty or
respongbility obligates a particular entity, leaving it litle or no discretion
to avoid the future sacrifice, and (C) the transaction or other event
obligating the entity has aready happened.

165. Paragraph 49 of Concepts Statement 6 defines equity as “the resdud interest in the
asets of an entity that remains after deducting its liabilities” Paragraph 60 discusses

equity in more detail:

In a busness enterprise, the equity is the ownership interest. It stems
from ownership rights (or the equivalent) and involves a relaion between
an enterprise and its owners as owners rather than as employees, suppliers,
customers, lenders, or in some other nonowner role. Since equity ranks
after liabilities as a clam to or interest in the assets of the enterprisg, it is a
resdud interest: (a) equity is the same as net assts, the difference between
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the enterprisgs assets and its liabilities, and (b) equity is enhanced or
burdened by increases and decreases in net assets from nonowner sources
as wdl as invesments by owners and didributions to owners.  [Footnote
references omitted.]

166. In determining the classfication of a component, an important factor to condder is
the holder's rights to and expectations of a return on invesment. Paragraph 51 of

Concepts Statement 6 discusses an owner’ s expectations:

Owners invest in a business enterprise with the expectation of obtaining
a return on ther investment as a result of the enterprise’'s providing goods
or savices to customers at a profit.  Owners bendfit if the enterprise is
profitable but bear the risk that it may be unprofitable. [Paragraph
references omitted |

In contradt, the right of a holder of a liability to a return on its investment does not depend
directly on the entity’s success or falure in providing goods or services to customers a a
profit. The Board concluded, therefore, that one issue to consider in determining whether
a component establishes an ownership relationship is whether the holder’s right to a return

depends directly on the prafitability of the issuer.

167. The Board's conclusons in this Statement about the initid classfication of financid
insrument components reflect its recongderation of the digtinction between liabilities and
equity in Concepts Statement 6. The Board beieves that a fundamenta bass for
determining whether a financid ingrument component should be dassfied as a ligbility
or as equity is the nature of the relationship that the component establishes between the
issuer and the holder. For most common types of financia insruments issued by an entity,
goplication of the definitions in Concepts Statement 6 appropriatey reflects those
relationships. However, the Board decided that for certan financid ingtrument

components, it is necessary to look beyond the issue of whether the financid instrument
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requires a transfer of assets or an issuance of equity shares and consder the nature of the

relationship established by the financid instrument component.

168. The requirements of this Statement provide guidance to determine whether that

relationship is an ownership rdationship, paticularly in circumdances in which a trandfer

of assets or provison of services is not required. The Board believes that determination

can be made by examining three aspects of each component. The Board believes those

agpects must be viewed in combination for each component to gppropriatey distinguish

those components that are liabilities from those that are equity. Those aspects arel

a.  Theexigence (or lack) of apresent obligation to one or more other entities

b. Whether a reporting entity can or must settle the obligation by a trandfer of assets or
by an issuance of equity shares (and the degree of discretion the reporting entity has
to determine how it will settle the obligation)

c. |If sdtlement of the obligation involves the issuance of the issuer's own equity

shares, the risks and benefits associated with the vadue of the holder’s investment in
the issuer.

169. By focusng on those three aspects, the Board was able to develop an approach that
helps to daify the didinction between ligbilities and equity, particularly in circumstances
in which a transfer of assets or provison of services is not required. One of the
requirements for ligbility classficaion under the approach in this Statement is that a
component embody a present obligation of some sort. That requirement is condstent with
the origind definition of ligbilities in Concepts Statement 6 and, therefore, does not
represent a change.  The man difference between the dassficatiions required in this
Statement and those that would be required by a drict gpplication of the definition in
Concepts Statement 6 relates to obligations that do not require a transfer of the entity’s
assets.  Concepts Statement 6 addresses how the issuer is required to settle the obligation.

It requires that if a component is to be classfied as a lighility, the present obligation must

ED-FI.DOC Page 89



entail settlement by “probable future trandfer or use of assets” The approach in this
Statement places less emphass on form of settlement and looks to the definition and

description of equity in Concepts Statement 6 to assst in determining classfication.

170. Thus, the principd change to application of Concepts Statement 6 results from the
Board's consderation of the aspect listed in paragraph 168(c). That aspect is not
addressed  directly in Concepts Statement 6 because the definition of liabilities in
Concepts Statement 6 requires that the entity be obligated to transfer assets. An obligation
would not meet the origind Concepts Statement 6 definition of a liability and would be
classfied as equity if the issuer was required or permitted to settle the obligation by
issuing shares of its own equity. As discussed previoudy, however, the Board believes
that certain obligations that require or permit settlement by issuance of equity shares
should not be classfied as equity because they do not establish an ownership relationship.

The three aspects in paragraph 168 are discussed in more detail in paragraphs 171-194.

Obligations

171. ldentifying whether a financid instrument component embodies an obligation is the
dating point in determining the gppropriate classfication of that component. Both the
definition of ligbllities in paragrgph 35 of Concepts Statement 6 and the essentid
characteridics liged in paragrgph 36 include the notion of an obligation. Additiondly,
paragraph 200 of Concepts Statement 6 dates clearly that “to have a liability, an entity
must be obligated to sacrifice its assets in the future . . .” (emphasis added). Because an
obligation is an essentid characteridtic of a liability, a financid insrument component that
does not embody an obligation cannot qudify as a liadility under the original Concepts

Statement 6 definition.
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Lack of an obligation

172. Paragraph 17(a) of this Statement requires that any component that is an outstanding
share of stock of the issuer that does not embody an obligation on the part of the issuer be
classfied as equity. For example, shares of nonredeemable common dock are
outstanding equity shares of the issuer and do not impose on the issuer an obligation to
pay dividends or to reacquire the shares. Declaration of dividends is at the discretion of

the issuer, asisadecision to reacquire the shares.

173. Smilarly, preferred stock that is not mandatorily redeemable does not impose on the
issuer an obligation ether to repurchase the shares or to pay dividends, even though a
falure to pay dividends may have adverse economic consequences for the issuer.
Outstanding shares that do not embody obligations lack an essentia characteristic of a

ligbility and cannot be classified as one.

174. As discussed in paragraph 55, some types of preferred stock (referred to in this
Statement as increasing-rate preferred stock) pay either no dividends or below-market-rate
dividends during the fird few years they are outstanding and then pay dividends a an
increesng rate. Cetan issuances of increasing-rate preferred stock may contain terms
(most notably the increased dividend rate) that make it highly probable that the issuer will
redeem the shares rather than pay the dividends. For example, the dividend rate could
increase to a point a which, dthough the declaration of dividends remans a the
discretion of the issuer, falure to pay those dividends could have an adverse economic
effect on the issuer.  (For example, the accumulation of unpaid dividends could depress
the fair vdue of the entity’'s common shares and make it more difficult for the issuer to

access capital markets) Assuming that, if capable, issuers would likely redeem those
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shares rather than pay the higher dividend rates, the Board consdered whether an issuer of
that type of preferred stock should be deemed to have an obligation to redeem the shares

even though it isnot legaly obligated to do so.

175. The Board determined that to the extent that the shares are not mandatorily
redeemable and no enforcesble obligation to pay dividends exidts increesng-rate
preferred stock does not embody an obligation on the part of the issuer and, therefore,
should not be classfied as a liability. Because holders of the shares cannot demand
redemption, the issuer is not obligated to redeem the shares until it announces that it will
do s0. As with other types of preferred stock, the declaration of dividends remains within
the control of the issuer. The issuer aso has the discretion to avoid paying dividends until

it declares them.

176. The Board believes that there is no conceptud distinction between increasing-rate
preferred stock and “regula” cumulative preferred stock. The Board decided that in
crecumsgtances in which the terms of an issuance of increasing-rate preferred stock or
regular preferred stock do not legally obligate the issuer to redeem the shares or to declare
and pay dividends, neither type of preferred stock would qudify for liability classfication.
Therefore, the Board concluded that those issuances of increasing-rate preferred stock,
like amilar issuances of regular cumulative preferred stock, should be classfied as equity.
However, issuances of increasing-rate preferred stock that are mandatorily redeemable on
(or not later than) a specified date, like other mandatorily redeemable preferred stock,
embody obligations to tranfer assets and, therefore, are classfied as liabilities under the

provisions of this Statement.

ED-FI.DOC Page 92



Existence of an obligation

177. Other financid ingdrument components do embody obligations on the pat of the
issuer.  Because an obligdion is an essntid characteridic of a liadility, finencid
insrument components that embody obligations are candidates for ligbility classfication.
As discussed previoudy, two additiond aspects of an obligation must be consdered to
determine the appropriate classfication of a component. They ae (8 whether the
obligation can be sdtled by a trandfer of assats or by an issuance of the issuer’'s equity
shares and (b) if settlement of the obligation involves issuance of the issuer's own equity
shares, the risks and benefits associated with the value of the holder's investment in the
issuer.

Whether an Obligation Can Be Settled by a Transfer of Assetsor by an Issuance of Equity
Shares

178. An issuer may be required to transfer assets (such as cash), provide services, or issue
equity shares to settle an obligation. Ingead of specifying how the obligation must be
setled, the terms of a financid indrument may provide ether the issuer or the holder with
some degree of discretion to determine how the obligation will be settled, or the terms

may specify different methods of settlement based on some condition.

Obligations That Specify a Method of Settlement

179. Obligations that require settlement by a trandfer of assets or provison of services
met the origina definition of ligbilities in Concepts Statement 6 before it was amended.
Those obligations are probable future sacrifices of economic benefits arisng from present
obligations to transfer assets in the future as a result of past transactions or events.
Obligations that meet that definition will continue to be dasdfied as liabilities under this

Statement.
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180. Other obligations require that the issuer issue shares of its own equity. Those
obligations were classfied as equity under the origind definitions in Concepts Statement
6. As has been discussed previoudy, however, the Board concluded that those
obligations should not be dassfied as equity unless they edablish an ownership
relationship.  In particular, the Board believes that the obligation must expose the holder
to certain risks and benefits that are similar to those to which an owner (that is, a holder of

an outstanding share of the entity’ s equiity) is exposed.

181. As noted in paragraph 166 of this Statement, paragraph 51 of Concepts Statement 6
discusses an owner’s expectation of redizing a return on invesment. That return may
result from two direct sources dividends received and proceeds from sde of the
ownership interest.  Owners dso benefit from (or bear the risk of) unredized increases (or
decreases) in the fair value of their ownership interests that occur while those interests are
held. Those benefits ae not aways linked directly to an entity’s profitability.  For
example, under certain circumstances, owners of an entity may not benefit despite the fact
that the entity is profitable. Further, under other circumstances, owners of an entity may
bendfit even if the entity is unprofitable. To illudtrate, consder the following examples.

a  An entity operates in an industry that is subject to government regulation. A new
regulation is passed tha will take effect in the following year. The regulaion will
reult in a mgor change to the market in which the entity operates, and future
profitability is expected to suffer. As a reault, the far vaue of the entity’s equity
shares decreases. However, the entity reports a profit in the current year. In that
dtuation, the redizable vaue of an investor's ownership interest has declined even
though the entity was profitable.

b. An entity makes a large research and development expenditure that causes it to
report a net loss in the current year. As a result of the research, the entity’s future
performance is expected to be greatly enhanced, and the far vaue of the entity’s
ghares increases dramaticaly. In that Stuation, despite the lack of profitability in the
current year, the value of an investor’s ownership interest has increased.
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182. For purposes of interpreting paragraph 51 of Concepts Statement 6, the Board
concluded that in determining whether an owner benefits, it is more appropriate to
condder whether the owner’s invesment increases in vaue rather than to consder
whether the entity is profitable.  The vdue of an owner’'s invesment changes in response
to changes in the far vaue of the entity’s equity shares. Therefore, the Board concluded
that exposure to changes in the far vdue of the issuer's equity shares provides an
aopropriate bass for determining the existence of an ownership relaionship because the
far vdue reflects the redizable benefits of ownes that ae within ther control.
Therefore, for the purpose of classfying an obligation that requires settlement by issuance
of the issuer's equity shares, the distinction between obligations thet are ligbilities and
obligations that are equity should be based on the rdationship between (a) the vaue that
the holder is entitled to receive upon settlement of the obligation and (b) the vaue of the
underlying equity shares. In paticuar, the Board concluded that in order for those
obligations to be classfied as equity, any benefits or risks of changes in the vadue of an
obligation mugt stem directly from changes in the far vdue of the issuer’'s equity shares
and be smila®* to those risks or bendfits that would be redized by a holder of an

outstanding equity share of the entity.

Monetary Value

183. To as3g in determining whether the risks of changes in far vaue of the issuer’s

equity shares to which a holder is exposed are amilar to those to which a holder of

21Because the approach in this Statement focuses on changes in monetary value, it is possible that the
monetary value will not reflect all changes in the fair value of the equity shares. For example, for

components with an exercise price, there would be no decrease in the monetary value of the obligation if the
fair value of the equity shares decreased below that price. (However, to the extent that the monetary value
of the obligation does change, that change must be in response to, equal to, and in the same direction as the
changeinthefair value of the underlying sharesif the obligation isto be classified as equity.)
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outstanding equity shares is exposed, the Board developed the notion of monetary vaue.
This Statement uses the term monetary vaue to describe the amount of value measured in
units of currency that must be conveyed to the holder upon settlement of an obligation at
its maturity absent a change in current market conditions. Monetary vaue is not a fair
vaue notion; that is, it is not a measurement of the price that the issuer would be required
to pay to be released from the obligation currently. Ingteed, it is the amount of vaue that
the issuer would have to convey to the holder at maturity under the contractud terms of

the obligation presuming the fair vaue of the issuer’ s equity shares does not change.

184. The Board concluded that if changes in the monetary vadue of an obligation are
caused by, equd to, and in the same direction as changes in the fair vaue of the issuer's
equity shares throughout the period the obligation is outstanding, the holder of the
component is exposed to risks and benefits that are smilar to those to which a holder of
that number of outsanding equity shares (an owner) is exposed. If that is the case, the
component edtablishes an ownership relationship and should be classfied as equity under

this Statement.

185. In gpplying that basic principle, the Board concluded that a component embodying
an obligation that requires settlement by issuance of a fixed number of the issuer's equity
shares should be classfied as equity. By the very natue of that type of component,
changes in its monetary vaue arise from and are equd to changes in the fair vaue of that
fixed number of shares For example, consder a holder of 1,000 equity shares and a
holder of a component embodying an obligation that requires settlement by issuance of
1,000 equity shares. If the current fair value of the issuer’s equity shares is $10, the fair

vaue of 1,000 equity shares owned by the holder of those shares is $10,000. Similarly,
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the monetary vaue of the obligaion to issue 1,000 equity shares is $10,000. If the fair
vaue of the issuer's equity shares subsequently increasses to $11, both (a) the change in
far vdue of the 1,000 outsanding shares and (b) the change in monetary vadue of the
obligation to issue 10,000 shares equal $1,000. Consequently, the holder of the
component and the holder of the outstanding shares are exposed to Smilar risks of
changes in the fair vdue of the equity shares. As a reault, the component establishes an

ownership relationship and, therefore, should be classified as equity under this Statement.

186. Paragraph 17(c)(2) of this Statement addresses obligations that require settlement by
issuance of a variable number of shaes The monetay vaues of many of those
components are fixed and do not change regardless of changes in the fair vaue of the
issuer's equity shares.  For example, if an obligation requires settlement by issuance of
shares worth $100,000 on the settlement date, the number of shares to be issued varies
with the fair value of those shares. Regardless of changes in that far vaue, however, the
holder will receive $100,000 of vaue a sdtlement—that is, the monetary vaue of the
obligation does not change. The holder of that component does not benefit if the far
vaue of the issuer’'s equity shares increases and does not bear the risk that the fair vaue of
those shares might decrease.  The component, therefore, is not consdered to establish an
ownership reaionship. Thus, even though the issuer’s equity shares will be issued in
settlement of the obligation, the Board decided tha that type of component should be
classfied as a liability because it does not edtablish an ownership reationship. That is,
even though the obligation will be settled by issuance of euity shares, the component has
more characterigtics of a liability than of equity because the holder’s return is not related

to thefair value of the issuer’ s equity shares.
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187. However, cetan obligations that require settlement by issuance of a variable
number of shares are conddered to establish an ownership reationship under the
provisons of this Statement. For certain obligations that can be settled by issuing a
vaiable number of equity shares, any changes in monetary vaue result from, are equd to,
and are in the same direction as changes in the fair value of the issuer's equity shares. For
example, a financid ingrument component might embody an obligation of the issuer to
issue shares with a value equa to the gppreciation in the fair vaue of 5,000 of the issuer's
equity shares over some Specified period of time. The number of shares that will be
issued to settle that obligation would vary depending on the far vdue of the issuer’s
equity shares. However, changes in the monetary vaue of tha obligation would be in
response to, equa to, and in the same direction as changes in the fair vaue of the issuer’s
equity shares. The redizable vaue of that component to the holder would increase if the
far vaue of the shares increased and decrease if the fair value of those shares decreased.

Those types of obligations are classified as equity under this Statement.

Obligations That Provide the I ssuer with Discretion to Determine How It Will Settle the
Obligation

188. Cetan financid ingruments embody obligations that provide the issuer with the
discretion to determine whether it will settle the obligation by transferring assets or by
issuing equity shares. Because those obligations provide the issuer with discretion to
avoid a transfer of assets, the Board concluded that they should be treasted in a manner

amilar to obligations that require settlement by issuance of equity shares. That is, if the
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conditions in paragraph 17(c) related to changes in monetary value are met,”? obligations
thet provide the issuer with the discretion to determine how the obligations will be settled

should be dassified as equity.

Obligations That Provide the Holder with Discretion to Determine How the I ssuer Will Settle
the Obligation

189. Other obligations provide the holder with the discretion to determine whether the
issuer will be required to transfer assets or issue equity shares to settle the obligation.  For
that type of obligation, the Board concluded that if the monetary vaues of the two
settlement dternatives do not have the potentid to differ, the obligation does not establish
an ownership relaionship, regardless of the settlement provison chosen.  Consequently,
the Board concluded that such an insrument does not establish an ownership reationship
and should not be classfied as equity. The obligation should be classfied entirdy as a

liability.

190. To illudsrate, assume an entity issues a financid instrument that provides the holder
with the discretion to determine whether it will receive $1,000 cash or $1,000 worth of the
issuer’s equity shares in 1 year. Even though the obligation may potentidly be settled by
an issuance of shares, the monetary vaue of the obligation does not change. Therefore,
the holder is not exposed to risks of changes in the far vaue of the issuer’s equity shares

that are Smilar to those faced by a holder of outstanding equity shares.

22As discussed in paragraph 185, if an obligation requires settlement by issuance of a fixed number of shares,
the monetary value conditions are inherently met; that is, any changes in the monetary value of the
obligation must arise from, be equal to, and be in the same direction as changes in the fair value of the
issuer’s equity shares. The same holds true for an obligation that permits the issuer to settle by issuing a
fixed number of shares.
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191. Obligaions that provide the holder with the discretion to choose between two
stlement  dterndtives with equa monetary vdue ae dassfied as lidbilities even if
changes in the monetary vaue are caused by, equd to, and in the same direction as
changes in the fair vaue of the issuer’s equity shares. For example, an entity may issue a
financid instrument that provides the holder with the discretion to determine whether it
will receive 1,000 equity shares of the issuer in 1 year or cash in an amount equa to the
far vaue of those 1,000 equity shares in 1 year. Although the obligation exposes the
holder to risks of changes in the fair vdue of the issuer's equity shares tha are Smilar to
those faced by a holder of outstanding shares, the issuer must stand ready to transfer
asets.  The Board therefore concluded that the financid instrument should be classfied
entirely as a liability because the issuer has no discretion to avoid a transfer of assats if the

holder exercisesits option to receive assats.

192. If the monetary vaues of the two settlement aternatives have the potentid to differ
a the settlement date, the Board concluded tha the indrument is a compound financid
ingrument and should be consdered to comprise a least two components. Tregting the
indrument as a dngle ligbility component would ignore the potentid equity item
embedded in the insrument. Conversdy, treding the insrument as a sngle eguity

component would ignore the potentia for settlement of the obligation by transferring

assets.

193. The individua components of compound financia indruments should be dassfied
in accordance with paragraph 17. The component that provides for settlement of the

obligation by trandfer of assets is classfied as a liability. The component that provides for
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settlement of the obligation by issuance of equity shares is cdassfied as equity if the

conditions of paragraph 17(c) are met. Otherwise, it would aso be classfied as aliability.

194. For example, assume an entity issues a financid indrument that provides the holder
with the discretion to determine whether it will receive $1,000 cash or 100 equity shares
of the issuer. That ingrument comprises (8 an obligation to transfer cash (a liahility
component) and (b) an obligation to issue a fixed number of equity shares. Because the
monetary vaues of those two obligations have the potentid to differ, the Board concluded
that each settlement dternative should be trested as a separate component. The criteria in
paragraph 17 should be applied to each component separately. As a result, the component
that requires settlement by issuance of a fixed number of equity shares is classfied as
equity because it meets the criteria in paragraph 17(c). The component that requires

settlement by transfer of assetsis classfied asaliability.

| dentification of Components

195. Having reached a concluson that insruments that have more than one Settlement
dterndtive should be separated into components if the monetary vdues of those
dternatives have the potentid to differ, the Board consdered what guidance should be
provided on how to identify the components In many financid indruments the
components are eadly didinguishable, and therefore identification of the components is
relatively draightforward.  For other financid instruments, however, identification of the

Separate components is not as straightforward.

196. To illugrate the potentid difficulties in identifying components, consder the

following three instruments
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a.  Fnancid Ingrument A requires settlement by transfer of $100,000 cash unless the
holder elects to receive 10,000 of the issuer’s equity shares (default settlement of
b. Ii%n?c):ld Insrument B requires settlement by issuance of 10,000 of the issuer's
equity shares unless the holder éects to receive $100,000 cash (default settlement of
C. Iszl?%i)d Insrument C dates that a the settlement date, the holder will notify the
issuer as to whether it wishes to receive $100,000 cash or 10,000 of the issuer’'s
equity shares (no default settlement specified).
197. Each of those ingruments conveys identicd rights to the holder and imposes
identicad obligations on the issuer. However, the Board was concerned that, depending on
the teems of the contract, different paties might identify the components of those
indruments differently. For example, an issuer might separate Financid Instrument A
into (8) an unconditiona obligation to transfer $100,000 cash and (b) a written option that,
if exercised by the holder, would require the issuer to issue 10,000 shares. However,
because Financid Ingrument B contains a default settlement provison of an issuance of
equity shares, that same issuer might separate that instrument into (1) an unconditiona
obligation to issue 10,000 equity shares and (2) a conditiond obligation to transfer
$100,000 cash. Further, the bck of a default settlement provision in Financid Instrument
C dso could lead to inconggtent classfication. Identica indruments issued by different
issuers might be accounted for differently. The differing identification likdy would result

in dffering dlocetions. Given the gmilaities of those three indruments, the Board

believes they should be accounted for smilarly.

198. Those concerns led the Board to develop the generd guidance for identification of
components in paragraph 24. The Board beieves tha dl three ingruments described in
paragraph 196 are Smilar to convertible debt in that () the instruments provide the holder

with the choice between receiving assets and recelving shares and (b) there is no
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outdanding share of dock that should be accounted for.  Consequently, in each
ingrument, the issuer has no discretion to avoid a transfer of assets to settle the obligation.
Therefore, the Board decided that in each ingance the obligation to transfer assets (the

liability component) should be considered unconditiond.

199. The method in paragraph 24 of identifying components is gppropriate if (&) both of
the components embody obligations, (b) the monetary vaues of the two obligations have
the potentid to differ, and (c) the holder has discretion to determine form of settlement.
The Board decided, however, that that method of identifying components would not be
gopropriate if the instrument comprises an outdanding equity share and a written option
that, if exercised, would require settlement by a transfer of assats That method of
identifying components would ignore the fact that an equity share that is not itsdf an

obligation is outstanding.

200. For example, in accounting for puttable common stock, if the obligation to transfer
asets were conddered an unconditiond obligation, puttable common stock would be
accounted for in essentidly the same manner as convertible debt.  However, unlike
putteble stock (which embodies one obligation), convertible debt embodies multiple
obligations and does not contain an outstanding share of stock. More gpecificdly, the
Board beieves that even though the cash flows of the two instruments are potentidly the
same, the contractud rights and obligations of the ingruments are markedly different. For
example,

a.  In accounting for puttable common stock, the fact that a share of stock is outstanding

must be teken into account. There is no outdanding share to congdder with
convertible deit.
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b. Exercise of the option embedded in convertible debt would result in an issuance of
equity shares. Exercise of the option embedded in puttable common stock would
result in atransfer of assats.

c. If the option embedded in convertible debt is not exercised, the issuer is obligated to
transfer assets.  If the option embedded in puttable common stock is not exercised,
the issuer is not required to transfer assets.

201. From a practica perspective, if puttable common stock were considered to contain
an unconditional obligation to transfer assets, the conditional obligation would have to be
described as an option exercisable by the holder to obtain shares that the holder aready
owns. Additiondly, the amount dlocated to that option component would bear no

resemblance to the fair value of a separate put option.

202. Given the differences between puttable stock and convertible debt, the Board
decided that it was appropriate that they be accounted for differently. The Board decided
that puttable stock should not be considered to contain an unconditiona obligation to
transfer assets.  Therefore, those instruments should be consdered to comprise (&) an
outstanding share of stock and (b) a written put option that, if exercised, would require the

issuer to transfer assats.

Obligations That Require Settlement by I ssuance of Equity Sharesand That Are Subject to
Minimum Limitationson Monetary Value

203. Other financid indruments contain obligations that require settlement by issuance of
a fixed number of equity shares but dso have monetary vdues that are subject to
minimum limitations. The Board beieves tha even though the obligations embedded in
that type of indrument require settlement by issuance of equity shares, the insrument
should be consdered a compound ingrument because the potentid exigts for the monetary
vaues of the two obligations to differ. For example, assume an entity issues a financid

instrument that () requires settlement by issuance of 1,000 of its equity shares and (b)
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contains a provison tha the vaue conveyed to the holder at settlement cannot be less than
$10,000. If the fair vaue of the entity’s shares at settlement date is $10 or greeter, the
entity will settle by issuing 1,000 equity shares. The monetary vaue of that obligetion is
equd to the fair vadue of the entity’s equity shares multiplied by 1,000. If the farr vaue of
the entity’s equity shares a settlement is less than $10, the entity will be required to issue

more than 1,000 shares. The monetary value of that obligation is $10,000.

204. The Board concluded that that type of financia insrument should be consdered to
comprise (@ an unconditiona obligation to issue equity shares worth a fixed amount (a
ligbility component) and (b) a conditiond obligation (smilar to an SAR) to issue shares
with a vaue eud to the gppreciation of 1,000 equity shares above a fair vaue of $10 per

share.

205. Some may beieve tha the instrument in paragraph 203 should be consdered to
comprise (&) an unconditiond obligation to issue 1,000 equity shares and (b) a conditiond
obligation to issue additiond shares to make up for any chortfdl in vdue  That
conditiond obligation is dmilar to a written put option in that it represents a right
exercisable by the holder to put the 1,000 equity shares to the issuer in return for shares
worth $10,000. In most circumstances, if the instrument were separated in that manner,
the mgority of the proceeds would be dlocated to the equity component. Proponents of
that classfication approach believe that that alocation is appropriate, noting the following
equity-like characterigtics of the instrument:

a.  Theobligation must be settled by issuance of equity shares.

b. Because the obligation cannot be settled by issuance of fewer than 1,000 shares,
there is some dement of settlemernt by issuance of afixed number of equity shares.
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206. The Boad beieves, however, that dthough the obligation requires settlement by
issuance of equity shares, that fact by itsdf does not judify equity classfication. The
Board concluded that other obligations that require settlement by issuance of equity shares
(namdy, those obligations requiring settlement by issuance of equity shares worth a fixed

value) should be dassfied asligbilities.

207. The Board aso conddered the issuer's lack of discretion to choose between the
dterndive sdtlement amounts contained in that financd indrument. In doing o, the
Board congdered its conclusons for classfication of other types of financid instruments
in which the issuer lacks discretion. In particular, the Board noted that when the issuer
cannot choose whether it will settle an obligation by a transfer of assets or by the issuance
of its equity shares, the obligation is dasdfied as a liability even though the ingrument

may be settled by issuing equity shares.

208. The discretion to choose between forms of settlement is not at issue with respect to
the ingruments containing floors because those instruments require settlement by issuance
of equity shares. However, the issuer’'s discretion aso is reevant to the issuer’s ability to
choose the total amount of vaue required to be ddivered to settle the obligation. For
indruments that contain a floor, the issuer has no discretion to avoid the obligation thet
would be dasdfied as a liadlity under the provisons of this Statement. The Board
concluded that, for indruments that have a floor, a fixed minimum obligation exigs that
should be cdlassfied as a ligbility. Once it is determined that an obligation would be
dassfied as a liability, the dasdfication requirements should be indifferent as to form of

Sttlement.
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Initial M easur ement
Method of Allocation
209. In determining how the proceeds receved from issuing a compound financid
ingrument should be dlocated to its components, the Board considered whether it should
prescribe a specific method to be used and if so, what method. The Board noted that other
standard-setting bodies (the CICA, the AASB, and the IASC) had issued standards
requiring separate presentation of the liability components and the equity components of a
compound financid indrument. None of the standards developed by those inditutions
prescribe a specific method of alocating the proceeds of issuance to the separady
classfied ligbility and equity components because the scope of each of those documents is
limited to presentation and disclosure. Instead, each of the standards describes a fair vdue
objective and describes two possible vauation methods.  Although the methods are not
referred to by name, the descriptions correspond to the relative-far-vaue method and the
with-and-without method described in this Statement.  The following is an excerpt from
paragraph 29 of Section 3860 of the CICA Handbook:??
This Section does not ded with measurement of financia assets,
financid ligbilities and equity instruments and does not therefore prescribe
any paticular method for assgning a carying amount to ligbility and
equity eements contained in a dngle instrument.  Approaches that might
be followed include;
(& asdgning to the less easly messurable component (often an equity
indrument) the resdua amount after deducting from the insrument as
a whole the amount separately determined for the component that is
more easily measurable; and
(b) messuring the lidbility and equity components separately and, to the
extent necessary, adjusting these amounts on a pro rata bass so that

the sum of the components equas the amount of the insrument as a
whole.

ZAASB 1033 and IAS 32 contain similar language.
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210. The Board noted that the absence of a prescribed approach in those standards could
lead to a lack of comparability among entities gpplying those sandards. Tha would be
contraay to the Board's intent of maximizing the vdue of information provided by
reporting liability components and equity components separately.  Therefore, the Board

concluded that a specific method should be prescribed.

211. Having concluded that a specific method should be prescribed, the Board then
conddered what that method should be The liadilittes and equity Discusson
Memorandum and the recognition and messurement Discusson Memorandum identify
two dterndtives the rdative-far-vaue method and the with-and-without method. Those

two methods are summarized in the following paragraphs.

212. Paragreph 6.74(a) of the recognition and measurement Discusson Memorandum

describes the rd ative-fair-value method as follows:

This method necesstates measuring the whole heterogeneous
compound indrument and each of its components and comparing the sum
of the components vaues with the vaue of the entire compound; any
difference would be alocated on a pro rata bass among the components.
For example, if the issuer of exchangesble debt measured the values of the
unconditional payable contract and the option contract independently and
the sum of the two does not equa the proceeds received from issuance of
the exchangeable debt, the proceeds would be dlocated to the two
components in the ratio of the separately measured amounts. [Footnote
reference omitted.]

213. Paragraph 6.74(b) of that Discusson Memorandum describes the with-and-without
method as follows:
This method necesstates vauing a specific component by deduction,
after independently determining the market vadue of both the complete

heterogeneous compound ingrument and a hypothetical ingrument that
does not include that component. For example, to vaue the converson
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feature in a cdlable convertible bond, the issuer would determine the
market vaues of both the entire bond and a nonconvertible cdlable bond
with otherwise identicd terms, the difference between the two market
vaues would be the market vaue of the barter option (converson feeture)
under the with-and-without method. [Footnote reference omitted.]

214. The Boad bdieves that nether method is universdly superior. The predominant
factor the Board consdered is the avalability of far vaues. The Board believes that if
the far vaues of all of the components are available, the reative-far-vaue method is
preferable because that method treats al components comparably. When components are
embedded in a compound financid ingrument, the interaction of those components
genegdly results in a totd vadue for the indrument that differs from the sum of the vaues
of freestanding components. The rdative-far-vadue method avoids atributing to a sngle
component the entire effect of that interaction. That method dso tends to dilute the effect
of any inaccuracies in an edimate of a component’s vaue. In addition, the reative-far-
vaue method preserves the rdationship among the components in terms of the amount of
value each contributes to the financid indrument in its entirety. For those reasons, the
Board concluded that, with the exception of the circumstances discussed in paragraphs
215-218, the rdative-far-vaue method should be used to dlocate the proceeds of

issuance to the separately classfied liability components and equity components.

215. The Board acknowledges, however, tha the rdative-far-vadue method may not be
practicd in dl drcumdances. For example, far vaues may not be avaladle for dl
individud components of dl compound indruments  Further, the rdative-far-vdue
method would not be practica in circumstances in which the codts of obtaining a reliable
mesasure of an individud component’s fair value are excessve. This Statement, therefore,

requires use of the with-and-without method in two circumgtances. The firg is when use
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of the rdative-far-vaue method is not possible because the fair vaues of the components

arenot avalable.

216. The second circumgtance in which the with-and-without method should be used is
when the financid ingrument contains one or more components that meet the definition of
a derivative under Statement 133 (as discussed in paragraph 28 of this Statement). That
concluson was a pragmaic one based on the postion reached in Statement 133
Implementation Issue No. B6, “Embedded Derivatives. Allocating the Bass of a Hybrid
Instrument to the Host Contract and the Embedded Derivetive” That Issue discusses
dlocation of proceeds to compound financid indruments containing derivative

components.

217. If the rdative-far-vdue method were used, the issuer initidly would record the
component & its relative far vaue  The issuer would then be required under
Statement 133 to adjust the carrying amount of that component to its far vdue as if it
were freesanding, resulting in recognition of gain or loss if the far vaue differed from
the amount dlocated. It is likdy that, because of the alocation process inherent in the
rlaive-far-vdue method, the amount dlocated to the “derivaive’ component would

differ fromitsfar vadue. Asdated in Implementation Issue B6:

Becaue the “rdative far vadug’ method involves an independent
edimation of the far vaue of each component, the sum of the far vaues
of those components may be greater or less than the initid bass of the
hybrid ingrument, resulting in an initid carying amount for the embedded
derivative that differs from its far vdue. Smilaly, the "with and without"
method based on the fair vaue of the hogt contract may result in an initid
carying amount for the embedded derivative that differs from its fair
vadue. Therefore, both of those methods may result in recognition of an
immediate gan or loss upon reporting the embedded derivetive a fair
vaue. [References omitted.]
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218. The Board concluded that an issuer should alocate the proceeds using the with-and-
without method, based on the far vadue of the derivative comporent, to avoid the
recognition of gain or loss upon issuance. Therefore, the derivative component should be
recorded at its fair value, and the resdua amount of proceeds should be alocated to the
other component or components. The Board agreed that in those circumstances the
relative-far-vaue method should not be used even if the fair vaue of each component can
be determined and, therefore, provided an exception to the requirement to use that method
for financid ingruments that contain components that meet the definition of a derivaive

under Statement 133.

Compound Financial Instruments That Contain Components That Are neither
Liabilitiesnor Equity

219. The primary purpose of this Statement is to provide guidance to asss issuers of
compound financid indruments with dasdfication of finendd indruments that have
characteridtics of ligbilities, equity, or both. The Board notes tha it is sometimes difficult
to didinguish between lidbilities and equity.  Similar problems do not aise in
distinguishing ether ligbilities or equity from assts. Thus ass#ts are not included in the

scope of this project.

220. As discussed in paragraph 16, however, certain financid indruments that have
characteridtics of liabilities, equity, or both adso include components that, if freestanding,
would be classfied as assets.  An example of that type of insrument is cdlable
convertible debt (discussed in paragraph 30). The call option in calable convertible debt,

if freestanding, would be an asset.
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221. Because assts are not included in the scope of this project, this Statement does not
require separation of those asset components. Rather, unless an asset is required to be
presented separately under other authoritative accounting literature, the effect of an asset
component should be reflected in determining the far vadue of the liability or equity
component. For example, because exercise of the cal option in calable convertible debt
would have the effect of cdling both the obligation to repay principa and pay interest
(lidbilities) and the converson option (equity component), the amount of proceeds
alocated upon issuance to both of those components should take into account the effect of
the cdl option. Thus, the proceeds of ising a financid indrument such as cdlable
convertible debt should be dlocated to the liability and equity components usng the
relaive-far-vdue method (unless the financid ingrument meets one of the exceptions
described in paragraphs 215-218) based on the relative &ir values of calable debt and a

cdlable converson option.

Repayments and Conver sions of Convertible Debt

222. APB Opinion No. 26, Early Extinguishment of Debt, addresses the accounting for

debt that is extinguished before its maturity date. Paragraph 21 of Opinion 26 States.

Convertible debt. The extinguishment of convertible debt before
maturity does not change the character of the security as between debt and
equity a tha time. Therefore, a difference between the cash acquistion
price of the debt and its net carying amount should be recognized
currently in income in the period of extinguishment aslosses or gains.
223. However, Opinion 26 was written in the context of Opinion 14, which did not permit
separation of convertible debt into its liability and equity components. Consequently, the
Board decided to amend paragraph 21 of Opinion 26 to require that an issuer of

convertible debt account for the separate components of that instrument.
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224. When convertible debt is extinguished, the consideration paid to extinguish the debt
adso extinguishes the converson option.  Consequently, the Board concluded that a
portion of the condderation pad is atributable to the converson option. For reasons
discussed previoudy, the Board believes tha, unless impracticable, the reative-far-vaue
method should be used to determine the portion of the consderation to be attributed to

each of the components.

225. The Board believes that conversons of convertible debt are Smilar in nature to
extinguishments by repayment and, therefore, should receve sSmilar  accounting
treetment. For that reason, the Board concluded that upon conversion, the fair vaue of the
convertible debt a the date of converson should be atributed to the liability and equity

components in the same manner as discussed in paragraph 224.

Entitieswith One or More L ess-Than-Wholly-Owned Subsidiaries
226. For an entity with one or more less-than-wholly-owned subsidiaries, the Board
concluded in this Statement that the noncontrolling interest in a consolidated subsidiary
should be reported in the consolidated financid Statements as equity. That concluson is
consgent with the discusson of minority intereds in paragreph 254 of Concepts
Statement 6:
Minority interests in net assets of consolidated subsidiaries do not
represent present obligations of the enterprise to pay cash or distribute
other assets to minority stockholders.  Rather, those stockholders have
ownership or residud interests in components of a consolidated enterprise.
227. The Board previoudy addressed the issue of classfication of the noncontrolling
interest in the October 1995 Exposure Draft, Consolidated Financial Statements. Policy

and Procedures. Paragraph 22 of that Exposure Draft Stated:
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The aggregate amount of the noncontrolling interest in subddiaries that
ae not wholly owned by the parent shall be reported in consolidated
financid datements as a separate component of equity.  [Footnote
reference omitted.]
228. In response to that Exposure Draft, the Board received comments on its conclusons
related to the noncontrolling interest.  As part of its due process, the Board considered
those comments and ultimately decided not to issue a find Statement on consolidation

policy and procedures at that time.?*

229. The Boad decided, however, that resolving certan issues rdaed to the
noncontrolling interest was necessary before the requirements in this Statement could be
implemented. In particular, one of the gods of this project was to diminate classfication
of items between the ligbilities section and the equity section of the gtatement of financid
position. Consequently, the Board dected to address the following issues rlated to the
noncontralling interest:

a Displ_ay of the noncontrolling interest in the consolidated Statement of financid
b. g?gatllgl of the noncontralling interest in the consolidated income statement

c. Accounting for sdes of a subsgdiay’'s shares if those sdes do not result in the

subsidiary’s no longer being consolidated

d. Accounting for sdes of a subsdiary’s shares if those sdes reqult in the subsdiary’s
no longer being consolidated.

Additiondly, because dasdfication of the noncontralling interest as equity will give rise
to changes in the way in which certain items are presented in the income statement and the
way in which components of other comprehensve income are displayed, the Board

elected to provide guidance on those issues as wdll.

%The FASB Exposure Draft, Consolidated Financial Statements; Purpose and Policy, was issued in February 1999.
That Exposure Draft isarevision of the 1995 Exposure Draft. The 1999 Exposure Draft focuses on consolidation policy
and does not address issues related to the noncontrolling interest.
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230. Other issues related to the noncontrolling interests do not have a direct effect on the
ligbilities and equity project and, therefore, are not addressed in this Statement. The
Board intends to address certain issues related to the noncontrolling interest as part of its

projects on business combinations and consolidations.

231. The Board conddered three possble methods of reporting the noncontrolling
interest: as a liability, as equity, or as a separate item between the ligbilities section and
the equity section of the consolidated statement of financid postion. The Board eached
the same concluson that it had reached in its 1995 consolidations Exposure Draft: the
noncontrolling interest should be reported as a separate component of equity. The
rationde underlying the Board's concluson is dmilar to that included in the 1995

consolidations Exposure Draft and is summarized in paragraphs 232—236.

232. The display of the noncontralling interest as a liadility has no conceptud support
because it does not meet the definition of a liability under Concepts Statement 6. None of
the entities involved—the parent company, the subsidiary, or the consolidated entity—
have an obligation. Therefore, the noncontrolling interest lacks a fundamenta

characterigtic of aliability.

233. The Boad dso consdered and regected the dternative of requiring that the
noncontrolling interest be reported as a separate item between the liabilities section and
the equity section of the consolidated balance sheet. In the 1995 consolidations Exposure

Draft, the rationae for rgjecting that view was included in paragraph 106:

Some who sad that the noncontrolling interest is not a liability
suggested, nonetheless, that it not be reported as equity because that
interest has no ownership interest in the parent. That view suggeds that a
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new dement—noncontrolling interets in consolidated subsdiaries—be
created specificdly for consolidated financid Satements. Concepts
Statement 6 defines three dements of a Satement of financid pogtion:
assets, ligbilities, and equity (or net assets). The Board oncluded that no
compelling reasons exist to creste a new eement of financid Satements to
report the interests of stockholders that do not control the parent or its
subsdiaies. The Board beieves that gppropriate labeling and disclosure
of items and didinctions between items within the exiding dements of
financid datements will report financd information in  consolidated
financid datements that is representationdly faithful, understandable, and
relevant to owners of the parent as well as to aeditors and other resource
providers of the parent.

That rationae is congstent with other conclusions reached by the Board in this Statemen.

234. Having reached a decison that the noncontrolling interest in a subsdiary conditutes
part of the equity of a consolidated group, the Board concluded that sales of shares of that
subsdiary are sdes of the consolidated entity’s equity and, therefore, should not result in
gan or loss recognition as long as the subddiay remains consolidated. The Boad
continues to support the raionde for that decison that was initidly put forth in paragraph
128 of the 1995 consolidations Exposure Draft:
.. . the Board bdlieves that [sales of] the stock of a subsidiary by any of

the affiliates, whether . . . by the parent or another subsdiary . . . ae

transactions in the equity of the reporting entity. The stock of the

subsdiay is nether an asset nor a liability of the reporting entity

comprisng a parent and its subsdiaries. Rather, it is pat of the resdud

interes remaning after  subtracting  consolidated  ligbilities  from

consolidated assets.  Therefore, no gains or losses should be recognized on

those transactions.
235. Some Boad members believe that the issue of accounting for sdes of subsdiary
shares that result in the subsidiary’s no longer being consolideted would be better
addressed as part of another Board project. The Board decided, however, that until that

project is completed, guidance is needed on how to account for those sales.
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236. If the sde of shares reaults in the subsdiary’s no longer being consolidated, the
transaction is no longer a transaction in the entity’s own equity. Therefore, the sde should
result in gain or loss recognition. Under generdly accepted accounting principles, a gan
or loss on the sde of shares of stock is equa to the difference a the time of sde between
the sdlling price and the carrying amount of the stock sold. The Board is aware that some
have concerns about gpplying that requirement in this dtuation, but it concluded that
recondderation of that general requirement as it gpplies to the sde of subsdiay shares
that results in the subsidiary’s no longer being consolidated is beyond the scope of this
Statement. Therefore, the Board decided that that requirement should continue to gpply to

those transactions.

Reporting Comprehensive Income and Its Components

237. The Board bdieves that only transactions related to financid instrument components
that are classfied as equity are transactions with owners in their role as owners. The
effect of those transactions should be recognized directly in equity. Transactions with
nonowners, as wel as transactions with owners acting other than in their role as owners,
should be included in the determination of comprehensve income. As a result of the
Board's conclusons related to classfication of components in the dstatement of financid
pogtion, transactions relaed to dl components that are classfied as lidbilities are

cong dered to be transactions with nonowners.

238. The Boad's concluson that the noncontrolling interest is pat of the equity of an
entity gives rise to issues of how to present individud line items in the income Satement.
Before issuance of this Statement, income attributable to the noncontrolling interest was

deducted to arrive a consolidated net income in consolidated financid satements. That
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practice was based on a view that the noncontralling interest lacks characterigtics of equity
because the noncontrolling investors in a subsdiay do not have an ownership interest in
the subgdiary’s parent. The Board's perspective that both the controlling interest and the
noncontrolling interest are part of the proprietary group of the consolidated entity led the
Board to conclude that the noncontrolling interest is of the same nature and should be
accounted for in essentidly the same way as the controlling interest.  Consequently, dl
items included in the income statement should include amounts atributable to both the
controlling interest and the noncontrolling interest.  That is consgtent with paragreph 254

of Concepts Statement 6.

239. Smilar to its decison on presentation of line items in the income Saement, the
Board's decison that components of other comprehensive income should indude amounts
atributable to both the controlling interes and the noncontrolling interest is a logicd
consequence of its decison that the noncontrolling interest is part of the equity of the

consolidated entity.

Earningsper Share

240. In its ddiberations related to the treatment of the noncontrolling interest, the Board
discussed what impact, if any, the classfication of the noncontrolling interest as equity
should have on the computation of earnings-per-share amounts. The Board concluded that
the presentation of earnings-per-share information is for the benefit of the controlling
interest stockholders.  Thus, dthough both the controlling interest and the noncontrolling
interest amounts are reported in items of comprehensve income, the Board decided the

cdculation of eanings-per-share data in consolidated financid <tatements that include
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subsidiaries that are not wholly owned should be based on amounts attributable to the

contralling interest.

241. The Board aso consdered whether a difference between the proceeds and carrying
amount of subsidiary shares sold in a sde tha does not result in the subsidiary’s no longer
being consolidated should be viewed as a trandfer of wedth between the controlling
interes and the noncontrolling interest.  Such a perspective might indicate the need to
adius the numerator of the basc earnings-per-share cadculaion to reflect amounts
reported in paid-in capitd for those transactions. The Board noted that such an approach
would be inconsgent with the Board's concluson that both the contralling interest and
the noncontrolling interest are part of the same proprietary group of stockholders of the
consolidated entity. Therefore, the Board concluded that amounts charged or credited to
pad-in cgpitd for those transactions should not be treasted as adjustments to the numerator

of the earnings- per-share caculation.

Disclosures

242. The Board bdieves that the exising disclosure requirements for liabilities and for
equity indruments, most notably those requirements in FASB Statement No. 129,
Disclosure of Information about Capital Sructure, are sufficient to provide users of
financid datements with adequate informaion to andyze an entity’s ligbilities and equity.
Therefore, this Statement does not introduce new disclosure requirements for financid
ingruments classfied in ther entirety as ether lidbilities or equity. However, the Boad
concluded that, in order to continue to provide those users with adequate information after

the adoption of this Statement, those exiging disclosure requirements for financid
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indruments classfied in ther entirety as liadilities or as equity dso should gpply to

components of financid ingruments thet are separately classified as ligbilities or equity.

243. As a reault of this Statement, issuers of compound financid instruments may be
required to separate those compound instruments into ligbility and equity components.
Because it may not be readily apparent to readers of financid datements that those
separately presented components are pat of a single financid instrument, the Board
concluded that the disclosure requirements of paragraph 45 of this Statement should be

goplied in the year that the compound financia instrument is issued.

244. The Board believes tha disclosure of the nature of the instrument, a description of
components into which the insrument was separated, and the alocation of proceeds at
issuance will provide users of financdd daements with informaion that will faclitate

their understanding of an entity’s capita Structure.

245. The method used to dlocate the proceeds of issuance and the assumptions used to
dlocate those proceeds to the components (including those used to determine the fair
vaues used to apply the dlocation method) may sgnificantly affect the amounts a which
the components are recorded in the financia datements. Therefore, disclosure of the
method of alocation and those key assumptions will assgt users of financid Statements in

understanding the information provided by entitiesin their financid statements.

246. The Board aso concluded that an entity with one or more less-than-whally-owned
subsdiaries should be required to disclose certain information related to the controlling
interest. FASB Statement No. 128, Earnings per Share, requires presentation of basic

per-share amounts for income from continuing operations and net income on the face of
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the income statement. It aso requires that an entity that reports a discontinued operation,
an extraordinary item, or a cumuldive effect of an accounting change present basc and
diluted per-share amounts for those line items ether on the face of the income Statement
or in the notes to the financiad datements. As discussed previoudy, because the
noncontrolling interest is classfied as equity, amounts displayed as line items in the
income datement and amounts displayed as components of comprehensive income will
include amounts éttributable to both the controlling interes and the noncontrolling
interest.  However, eanings-per-share cdculations should continue to be based on
amounts attributable to the controlling interest.  Therefore, the Board concluded that an
entity should be required to disclose amounts attributable to the controlling interest for

relevant per-share computations.

247. The Board aso concluded that an entity with one or more less-thanwhally-owned
subgdiaries should be required to disclose amounts attributable to the controlling interest
for tota comprehensve income and components of other comprehensive income. The
Board believes that most users of the consolidated financid Statements are interested in
information pertaining to the controlling interest.  Therefore, the Board eected not to
require disclosure of amounts atributable to the noncontrolling interest for tota
comprenensve income and components of other comprehensve income. The Boad

noted that that information is available in the subsdiary’ sfinancid statements.

Effective Date and Transition
248. This Statement is effective for financid Statements issued for fiscd years beginning
after June 15, 2002. The Board concluded that the effective date provides entities with

adequate time to accumulate and develop the information required by this Statement. The
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Board aso decided to permit entities to adopt the provisions of this Statement as of the

beginning of any fiscd year that begins after issuance of this Statement.

249. In determining the agppropriate transition method, the Board considered prospective
goplication, cumuldive-effect trangtion, and retroactive agpplication. The Boad
concluded that prospective gpplication (that is, gpplication to financia instruments issued
after the adoption of this Statement or some other specified date) would diminish both the
comparability of financid dStatements among entities and consgency within an entity that
had entered into dmilar transactions both before and after adoption of this Statement.
Given the long lives of ceatan of the finanda indruments within the scope of this
Statement, the Board was concerned with the length of time that would dapse before

comparability and consistency would be achieved.

250. In congdering cumulative-effect trangtion, the Board noted that a number of recent
dandards issued by the Boad as pat of its comprehensve project on financid
ingruments have prohibited retroactive gpplication. For example, Statement 115 and
Statement 133 do not permit retroactive application. However, the Board's decisions not
to permit retroactive application of those standards were based to some extent on the fact
that both of those standards rely on the reporting entity’s intent. For example, under
Statement 115, classfication of securities among the categories of trading, held-to-
maturity, and available-for-sde is based on the entity’s intent. The Board notes that the
reporting entity’s intent is not reevant in this Statement and, therefore, is not a factor thet

would prohibit restatement.
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251. The Board dso prohibited retroactive gpplication of the provisons of Statement 140
because of the perceived codts of resdtatement. The Board believes that in order to
determine the effect of adopting this Statement, an entity will be required to determine the
far vdues of a finandd indrument and its components a the date the financid
ingrument was issued. That determination would be required regardless of whether the
Boad required cumulative-effect trangtion or retatement.  The Board concluded,
therefore, that requiring restatement (rather than cumulaive-effect trangtion) would not
result in ggnificant additional cods to entities The Board beieves that retroactive
goplication and restatement would maximize consstency and comparability. Given that,
and the bdief that the costs of restatement would not be materidly greater than the costs
of cumulaive-effect trangtion, the Board concluded that restatement is the appropriate

trangtion method.

252. The Board then conddered those items for which restatement should be required.
The Board consdered the following dternatives:
a  Complete restatement

b. Restaement for items outstanding at any point during any period presented
c. Redtaement for items outstanding at any point during the year of adoption.

253. The dternative of complete restatement (that is, restatement for dl items within the
scope of this Statement) was considered to be cost prohibitive.  The Board concluded that
the benefits of information provided by complete restatement would not outweigh the

costs.

254. In compaing the remaining two dternatives, the Board concluded that restatement
should only be required for those items outstanding at any point in the year of adoption.

The Board's decison was based on practical consderations. Although the dterndive in
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paragraph 252(b) would result in more comparability, that increased comparability would
come a an increased cost. The Board concluded that the alternative in paragraph 252(c)

would result in asufficient level of comparability a lower cost.

255. The Boad believess however, tha some entiies may wish to maximize
comparability by redating for al items within the scope of this Statement that were
outstanding at any time during any period presented. For that reason, the Board decided
to permit restatement for those items. However, the Board wanted to ensure that users of
financid daements were provided with meaningful and consdent information.  The
Board consdered whether an entity should be able to restate for sdected items but
concluded that permitting that type of restatement would not achieve the desred
comparability. Thus, the Board concluded that an entity that chooses to restate for items
other than those outdanding in the year of adoption should restate for dl items

outstanding in any period presented.
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Appendix D

AMENDMENTSTO EXISTING PRONOUNCEMENTS

256. This Statement supersedes APB Opinion No. 14, Accounting for Convertible Debt

and Debt Issued with Sock Purchase Warrants.

257. APB Opinion No. 21, Interest on Recelvables and Payables, is anended asfollows:

a.  Inparagraph 4, the last sentence isreplaced by the following:

The accounting for convertible debt is prescribed in FASB Statement No. 1XX,
Accounting for Financial Instruments with Characteristics of Liabilities, Equity,
or Both.

b. In paragraph 16, the last sentence, as amended by FASB Statement No. 34,
Capitalization of Interest Cost, isreplaced by the following:

In accordance with Statement 1XX, cods incurred to issue a financid instrument
shdl be accounted for as a reduction of proceeds of issuance. Issuance costs
comprise only those incrementd costs directly attributable to issuance that would
have been avoided if the instrument had not been issued.

258. Paragraph 21 of APB Opinion No. 26, Early Extinguishment of Debt, is replaced by

the fallowing:

Convertible debt. In accordance with FASB Statement No. 1XX, Accounting for
Financial Instruments with Characteristics of Liabilities, Equity, or Both, if
convertible debt is extinguished, a portion of the condderation pad on
extinguishment shdl be atributed to the liability component and the equity
component based on their relative far vaues a the date of extinguishment. Any
difference between (a) the amount atributed to the liability component and (b)
the carying amount of the liability component shdl be recognized in income.
No gan or loss shdl be recognized for the difference, if any, between (1) the
amount atributed to the equity component and (2) the carrying amount of that
component.

259. The lagt sentence of AICPA Accounting Interpretation 1, “Debt Tendered to

Exercise Warrants” of Opinion 26 is replaced by the following:
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In accordance with FASB Statement No. 1XX, Accounting for Financial
Instruments with Characteristics of Liabilities, Equity, or Both, the far vdue of
the convertible debt at the date of converson shall be attributed to its separately
classfied liability and equity components based on ther rdative far vaues a
the date of converson. A gan or loss shdl be recognized for the difference
between the carying amount of the ligbility component and its reaive far
vaue.

260. The following is added to the end of paragraph 36 of FASB Statement No. 109,

Accounting for Income Taxes:

h. Temporary differences arisng from the separation of finandd ingruments into
components in accordance with FASB Statement No. 1XX, Accounting for
Financial Instruments with Characteristics of Liabilities, Equity, or Both.

261. FASB Statement No. 123, Accounting for Sock-Based Compensation, is amended

as follows

a.  The following footnote is added to the end of the heading that precedes paragraph
18, Awards that call for settlement by issuing equity instruments

*In accordance with FASB Statement No. 1XX, Accounting for Financial
Instruments with Characteristics of Liabilities, Equity, or Both, cetan
obligations that require (or permit a the issuer's discretion) settlement by
issuance of equity shares are classfied as liadilities. Those obligations shdl be
accounted for in conformity with paragraph 25.

b. The following footnote is added to the end of the heading that precedes paragraph
25, Awards that call for settlement in cash:

"As discussed in footnote *, this section applies to certain obligations that require
(or permit a the issuer's discretion) settlement by issuance of equity shares that
are classified asligbilities pursuant to Statement 1XX.

262. FASB Statement No. 128, Earnings per Share, isamended asfollows
a.  Thefollowing footnote is added to the end of the second sentence of paragraph 9:

*For entities with one or more lessthanrwhaly-owned subddiaries, any
deduction for preferred stock dividends declared or accumulated shdl be from
income from continuing operaions attributable to the controlling interest and
from net income atributable to the contralling interet.  Similarly, any increase
for preferred sock dividends shdl be to loss from continuing operations
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atributeble to the controlling interet and net loss dtributable to the controlling
interest.

b. Thefolowingisadded to the end of footnote 4:

Entities with one or more less-than-whally-owned subsdiaries shdl use that line
item as it rdated to the controlling interest (for example, income before
extraordinary items attributable to the controlling interest or income before
accounting change attributable to the controlling interest).

c. Thefollowing footnote is added to the end of the first sentence of paragraph 15:

*Entities with one or more less-thanrwholly-owned subsdiaries shdl use income
from continuing operaions dtributable to the controlling interest (adjusted for
preferred stock dividends) as the “control number” in determining whether those
potentia common shares are dilutive or antidilutive.

d. Footnote 15 is replaced by the following:

The amount of preferred dividends added back will be the amount of preferred
dividends for convertible preferred stock deducted from income from continuing
operdtions and from net income (or, if gpplicable, income from continuing
operations attributable to the controlling interest and net income atributable to
the controlling interest) in computing income avalable to common stockholders
pursuant to paragraph 9.

e. In the third sentence of paragraph 58, (or, if applicable, income from continuing
operations attributable to the controlling interest) is inserted after restatement of
income from continuing operations.

f. In paragraph 171, the following is added to the end of the definition of Income
available to common stockholders:

(or, if applicable, income (or loss) from continuing operations attributable to the
controlling interest or net income (or net loss) attributable to the controlling
interest adjusted for preferred stock dividends.
263. In paragraph 4 of FASB Statement No. 129, Disclosure of Information about
Capital Sructure, the phrase (and components thereof) is added to the end of the first

sentence.
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264. FASB Statement No. 130, Reporting Comprehensive Income, is amended as
follows

a.  Thefollowing footnote is added to the end of paragraph 14:

*As discussed in FASB  Statement No. 1XX, Accounting for Financial
Instruments with Characteristics of Liabilities, Equity, or Both, entities with one
or more lessthan-whally-owned subsdiaries are required to disclose a totd
amount for comprehensve income éttributable to the controlling interest.

b.  Thefollowing footnote is added to the end of paragraph 22:

*Statement  1XX provides illugtrations of reporting comprehensve income for
entities with one or more less-than-whally-owned subsidiaries.

c. Thefdlowing footnote is added to the end of the third sentence of paragraph 26:

*Entities with one or more lessthan-wholly-owned subsdiaries shdl display
separate totas for comprehensve income atributable to the controlling interest
and comprehensive income ttributable to the noncontrolling interest.

265. In FASB Statement No. 133, Accounting for Derivative Instruments and Hedging
Activities, the phrase in accordance with the requirements of FASB Satement No. 1XX,
Accounting for Financial Instruments with Characteristics of Liabilities, Equity, or Both

is added to the end of paragraph 11(a).
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Appendix E

GLOSSARY

266. This gppendix contains definitions of terms as used in this Statement.

Fair value
The amount a which an asset (liability) could be bought (incured) or sold (settled) in
a current transaction between willing parties, that is, other than in a forced or
liquidation sde. Additiond guidance on determining far vaue is provided in other
FASB Statements and Concepts Statements.

Monetary value
The gross amount of value measured in units of currency that must be conveyed to the
holder of a financid instrument upon settlement of an obligation at its maturity absent
achangein current market conditions.

Net share settlement
A form of stling a financid instrument under which the party with a loss ddivers to
the party with again shares with a current fair vaue equd to the gain.

Noncontrolling inter est
The portion of the equity (resdud interest) in a subddiary atributable to the owners
of the subsidiary other than the parent company and its affiliates.

Obligation

A duty or respongbility to transfer assets or issue equity shares.
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Physical settlement
A form of sdtling a financid ingrument under which (a) the party designated in the
contract as the buyer ddivers the full stated amount of cash to the sdler and (b) the
sdler ddiversthe full stated number of sharesto the buyer.

Relative-fair-value method
A method of alocating proceeds from issuance of a compound financid instrument to
the insrument's various component pats. Under this method, the issuer of the
compound financid ingrument independently determines the far vadue of each of the
components and then alocates the proceeds to those components on a pro rata bass,
based on those independently determined fair values.

With-and-without method
A method of alocating proceeds from issuance of a compound financid insrument to
its various component parts. Under this method, the vaue attributed to one of the
components is derived by deduction. Independent determinations are made of (a) the
far vdue of the entire compound financid ingrument and (b) the far vaue of a

hypothetica instrument that does not contain the component being measured.
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Appendix F

INDEX OF REFERENCES TO FINANCIAL INSTRUMENTS

267. The fdlowing is an index to the financid ingruments discussed in the Standards

section and Appendix A of this Statement.  Application of this Statement is not limited to

the types of financid instruments listed below.

Term

calable conversion option
calable convertible debt
cdlable debt

common stock

compound financid ingrument

contingent congideration
conversion option

convertible debt

different settlement dternatives
increesing-rate preferred stock
mandatorily redeemable preferred stock
mandatorily redeemable stock
noncallable convertible bonds
noncontrolling interest
nonconvertible debt
nonputtable common stock
nonredeemable common stock
preferred stock

puttable common stock
puttable stock

stock appreciation right (SAR)
trust-preferred securities
written option

Par agr aph Refer ence*

30, 104, 106, 221

30, 31, 98, ex. 104-106, 220, 221

30, 104, 221

57, ex. 58, ex. 59-62, 149

3, 13, 16, 20, 24, 26, 27, 51, 52, 96, 97, 108, 149,
150, 154, 160, 161, 209, 214, 216, 219, 243

14

21, 73, 99-102, 104-105, 117, 154, 157, 158, 221,
224

13, 21, 29, 33, 35, 50, 53, 64, 65, 73, 96, 98, ex. 99—
103, 110, ex. 111-116, 143, 149, 154-159, 198, 200,
202, 222224, 256259

22,23

55, 174-176

67,69, 176

24

99

8, 13, 36, 42, 56, 120, 121, 144, 145, 147, 226234
101, 111, 114, 117

59

172

5,9, 40, 54, 55, 173-176

57, ex. 59-62, ex. 63, 200, 201

200, 202

75, 77, ex. 79-81, 107, 109, 204

6769, ex. 70-71

87, 149, 156, 197, 199

* Examples containing specific instruments are noted with “ex.” preceding the index paragraph number.
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