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Introduction

As the design of financial instruments evolves, public and private entities are entering increasingly complex financing
transactions that often involve the issuance of debt, preferred shares, warrants to purchase the entity’s shares, and
other equity-linked instruments. Accounting for complex financial instruments is challenging because of the nearly
limitless ways they can be designed. Further, the accounting for financial instruments involves applying various topics
in U.S. generally accepted accounting principles (GAAP), whose interpretations are constantly evolving.

It is important that entities read contracts thoroughly to identify all the terms that may require recognition in the
financial statements. Contracts come in many forms. If an agreement is based on standardized forms published by the
International Swaps and Derivatives Association (ISDA), an entity must analyze the contract (typically in a trade
confirmation), including any side letter agreements, in conjunction with the ISDA Master Agreement, ISDA Definitions,
and ISDA Equity Derivatives Definition to fully understand the parties’ contractual rights and obligations.

Entities face additional challenges if the terms of a financing are highly structured, incorporating nonstandard terms
negotiated by the parties, or when the terms are scattered across multiple agreements. For example, capital-raising
transactions with private equity investors frequently include securities purchase agreements, financial instrument
contracts (for example, warrant agreements), voting agreements, and registration rights agreements.

The analysis of financial instruments also depends on understanding the economics of the arrangement and the parties’
business reasons in negotiating the contractual terms.

This Blueprint discusses the accounting under U.S. GAAP that applies to issuers of financial instruments, including:

ASC 470, Debt

ASC 480, Distinguishing Liabilities from Equity

ASC 480-10-599-3A, SEC Staff Announcement: Classification and Measurement of Redeemable Securities
ASC 505, Equity

ASC 815-10, Derivatives and Hedging — Overall

ASC 815-15, Derivatives and Hedging — Embedded Derivatives

ASC 815-40, Derivatives and Hedging — Contracts in Entity’s Own Equity

ASC 825, Financial Instruments

ASC 835-30, Interest — Imputation of Interest.

vVvVvVvvVvivVvvVvVvYVyY
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COMPLEX FINANCIAL INSTRUMENTS — IN A NUTSHELL

To account for financial instruments, an entity must assess whether:

P The financial instrument must be classified as an asset, a liability, or within permanent or temporary equity.
P The financial instrument includes embedded derivatives that must be bifurcated and accounted for separately from
the host instrument.

The evaluation of a financial instrument depends on the instrument’s nature. The evaluation for a hybrid instrument
differs from the evaluation of an equity-linked instrument.

HYBRID INSTRUMENT ACCOUNTING MODEL

EQUITY-LINKED INSTRUMENT ACCOUNTING
MODEL

Type of financial
instrument

A hybrid instrument consists of a host contract An equity-linked instrument is a contract that
and an embedded derivative. is potentially indexed to, and potentially
settled in, an entity’s own equity.

Accounting model » An entity must first assess whether a » An entity must first assess whether an

hybrid instrument is a liability (or asset in
some cases) within the scope of ASC 480.

e Some instruments must be initially and
subsequently measured at fair value.

equity-linked instrument is a liability
within the scope of ASC 480.

If the equity-linked instrument is not
within the scope of ASC 480, the entity

must apply ASC 815-40 to determine

e Other instruments are not remeasured ) :
whether to classify the instrument as:

at fair value each period.
e Equity (in which case, the instrument is

» Whether or not the hybrid instrument is not remeasured)

within the scope of ASC 480, if the L )
instrument is not remeasured at fair value, * Anasset or a liability (in which case,
the entity must determine whether any the instrument is initially and
embedded derivatives must be bifurcated subsequently measured at fair value, -
and accounted for separately as a w1th.changes in fair value recognized in
derivative asset or liability. earnings).

e A bifurcated derivative is separated
from the host contract and initially and
subsequently measured at fair value,
with changes in fair value recognized in
earnings.

e The host contract (including any
features that do not require
bifurcation) is accounted for under
other applicable U.S. GAAP (for
example, ASC 470, ASC 480, ASC 480-
10-599-3A (if applicable), or ASC 505).

U.S. GAAP ASC 470, 480, ASC 480-10-599-3A (if
applicable), ASC 505, ASC 815-15, and

ASC 815-40

ASC 480, ASC 815-15, ASC 815-40

Chapter reference Chapters 2, 3, 4, 5, and 6 Chapters 2, 4, 5, and 6

Examples Debt and preferred stock Options (such as warrants) and forward

contracts on an entity’s shares
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DISTINGUISHING LIABILITIES FROM EQUITY

ASC 480 requires entities to account for as liabilities (or assets in some cases) some financial instruments with
characteristics of both liabilities and equity. ASC 480 applies only to freestanding financial instruments, not embedded
features, and only to financial instruments that embody an obligation to transfer assets or issue shares.

Three different classes of financial instruments are in the scope of ASC 480:

» Mandatorily redeemable shares

P Financial instruments (other than shares) that do or may obligate the entity to buy back its equity shares (or are
indexed to such an obligation) in exchange for cash or other assets

P Obligations the entity must or may settle with a variable number of equity shares if, at inception, the monetary
value is based solely or predominantly on any of the following:

e A fixed monetary amount known at inception
e A variable other than the fair value of the entity's equity shares, such as a market index
e A variable inversely related to changes in the fair value of the entity's equity shares.

Most financial instruments within the scope of ASC 480 are initially and subsequently measured at fair value. However,
some instruments, such as mandatorily redeemable shares, some physically settled forward purchase contracts, and
some share-settled obligations, are not accounted for at fair value. If the financial instrument is a hybrid instrument
that is not remeasured at fair value, the entity must evaluate it for bifurcation of any embedded derivatives in
accordance with ASC 815-15.

HYBRID INSTRUMENTS AND EMBEDDED DERIVATIVES

ASC 815 requires entities to account for financial instruments that are derivatives in their entirety as derivative assets
or liabilities measured at fair value. Financial instruments are accounted for as derivatives in their entirety if they
meet the definition of a derivative instrument in accordance with ASC 815-10 and do not qualify for any derivative
scope exceptions.

Conversely, financial instruments are not accounted for as derivative instruments in their entirety under ASC 815 if

they do not meet the definition of a derivative instrument or if a derivative scope exception applies. However, they
may contain embedded derivatives (terms embedded in a host contract that would be derivative instruments if they
were freestanding), in which case they are referred to as “hybrid instruments,” consisting of a host contract and an
embedded derivative.

An entity accounts for an embedded derivative separately from the host contract when all the following criteria are
met:

P The host contract and embedded derivative have economic characteristics and risks that are not clearly and closely
related.

» The hybrid instrument is not remeasured at fair value through earnings.

» The embedded derivative would be considered a derivative instrument under ASC 815-10 if it were freestanding.
When evaluating this criterion, an entity considers both the definition of a derivative instrument in ASC 815-10 and
the scope exceptions from derivative accounting.

If a hybrid instrument has more than one embedded feature that must be bifurcated, the embedded features are
bundled as a single, compound embedded derivative that is then bifurcated and accounted for separately from the host
contract. The bifurcated embedded derivative is recognized as a derivative asset or liability and is initially and
subsequently measured at fair value.

The initial carrying amount of the host contract (the instrument that remains after bifurcation) is recognized as the
difference between the proceeds allocated to the hybrid instrument and the embedded derivative’s initial fair value.
Subsequently, the host contract is accounted for under other U.S. GAAP (for example, ASC 470, ASC 480, ASC 480-10-
S99-3A, or ASC 505).

If the entity elects the fair value option for an eligible instrument, the embedded derivative is not bifurcated, and the
entire hybrid instrument is accounted for at fair value.
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CONTRACTS IN AN ENTITY’S OWN EQUITY

An entity may issue a financial instrument indexed to, and sometimes settled in, its own equity for various reasons
(most often to raise capital). The financial instrument may be freestanding or embedded in another instrument and
may include multiple settlement choices for the issuer and holder. Such financial instruments are commonly referred
to as “equity-linked instruments.” U.S. GAAP does not define “equity-linked instrument,” but that term generally
refers to instruments involving an entity’s own equity (for example, contracts to issue or buy back the entity’s shares
or contracts with settlement based on the value of the entity’s shares) that must be evaluated under ASC 815-40.

The entity assesses those instruments under ASC 815-40, which applies to both:

P Freestanding instruments, in determining whether an entity must classify the financial instrument as equity

» Embedded derivatives, in determining whether an entity must separate an embedded derivative from the host
contract for accounting purposes.

When evaluating a freestanding equity-linked instrument, the entity first evaluates whether the instrument is a liability
(or an asset in some cases) under ASC 480. If the instrument is not within the scope of ASC 480, the entity evaluates
whether it meets the definition of a derivative instrument in ASC 815-10. If the freestanding equity-linked instrument
meets the definition of a derivative instrument, the entity evaluates whether the instrument meets the scope
exception from derivative accounting in ASC 815-10-15-74(a) (which refers to ASC 815-40). However, an entity must
also evaluate any freestanding financial instrument that is potentially indexed to and settled in its own stock under
ASC 815-40 regardless of whether it meets the definition of a derivative instrument in ASC 815-10.

There are two key components to the ASC 815-40 assessment. The entity must assess whether the equity-linked
instrument both:

P Is indexed to the entity’s own stock under ASC 815-40-15
P Meets the criteria for equity classification in ASC 815-40-25.

A freestanding equity-linked instrument that does not qualify as equity is accounted for as an asset or liability that is
measured at fair value on a recurring basis, with changes in fair value recognized in earnings. An equity-linked
instrument that qualifies as equity is not remeasured as long as the indexation and equity classification criteria
continue to be met.

Similarly, an entity must evaluate an embedded equity-linked feature (such as a conversion option) to determine
whether it qualifies for the derivative scope exception in ASC 815-40 if the embedded feature (1) is not clearly and
closely related to the host contract, (2) is embedded in an instrument that is not remeasured at fair value, and (3)
meets the definition of a derivative. If the embedded feature qualifies for the scope exception, the entity does not
separate it from the host contract and the entity accounts for the entire instrument (assuming no other embedded
features require bifurcation) in accordance with other U.S. GAAP (for example, ASC 470, ASC 480, ASC 480-10-S99-3A,
or ASC 505). If the embedded feature does not qualify for the derivative scope exception in ASC 815-40, the entity
accounts for it separately from the host contract as a derivative liability (or derivative asset in some cases) and
remeasures it at fair value, with changes in fair value recognized in earnings.

TEMPORARY EQUITY

Entities that prepare financial statements in accordance with SEC Regulation S-X and other entities that elect to follow
the SEC’s temporary equity guidance must determine whether to classify a redeemable equity instrument as
permanent or temporary equity if the instrument is not accounted for as a liability under ASC 480.

ASC 480-10-599-3A requires classifying equity instruments in temporary equity if they are redeemable or may become
redeemable for cash or other assets in any of the following circumstances:

P At a fixed or determinable price on a fixed or determinable date

P At the instrument holder’s option

» Based upon the occurrence of an event that is not solely within the issuer’s control.

An entity presents its temporary equity between liabilities and permanent equity (often referred to as “mezzanine”) on
the balance sheet. The temporary equity classification highlights an entity’s future potential cash obligation to redeem

an instrument and distinguishes it from the entity’s permanent capital. If an instrument’s redemption is solely within
an entity’s control, the entity presents the instrument in permanent equity.
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OTHER TOPICS

After an entity determines the appropriate classification of debt and equity instruments and bifurcates derivatives, if
necessary, the entity must determine the appropriate accounting for the debt or equity host instrument. This Blueprint
provides guidance for the initial and subsequent measurement of debt and equity. It also discusses the accounting for
other debt and equity related topics, including:

v

Debt and equity issuance costs

Debt extinguishments and conversions
Paid-in-kind (PIK) interests and PIK dividends
Sales of future revenues

Indexed debt

Increasing-rate debt and increasing-rate preferred stock
Treasury stock

Stock splits and dividends

Preferred stock extinguishments and conversions
Preferred stock amendments

Deemed dividends and deemed contributions
Registration payment arrangements.

DEBT RESTRUCTURINGS, MODIFICATIONS, AND EXCHANGES

An entity may renegotiate and amend its debt arrangements with existing lenders for various reasons, such as to
increase borrowings to finance an expansion of its operations, refinance debt that is nearing maturity, or manage cash
flow difficulties. The debtor and creditor may agree to modify an existing loan agreement or exchange one debt
instrument for another. For accounting purposes, the legal form of the transaction does not matter. Anytime a debtor
and creditor change the terms of their relationship by amending a loan agreement, exchanging one instrument for
another, or entering an incremental debt instrument, the debtor must determine the appropriate accounting model to
apply to the restructured debt arrangement.

VVVV VvV VVVYVY

If the debtor pays off the original loan’s creditor with proceeds from a new lender, it accounts for the original loan as
an extinguishment and the new loan as a separate borrowing. However, if the debtor restructures a loan arrangement
with the same creditor, it must first consider the troubled debt restructuring (TDR) guidance in ASC 470-60, Troubled
Debt Restructurings by Debtors. If the debt restructuring is not a TDR, the debtor applies the guidance in ASC 470-50,
Modifications and Extinguishments, to determine the appropriate accounting to apply.

See BDO’s publication, Troubled Debt Restructuring, Debt Modification, and Extinguishment for more guidance.

PRESENTATION AND DISCLOSURES

The accounting determination for debt and equity instruments dictates how an entity must present and disclose the
instruments when preparing the financial statements. The presentation and disclosures of debt generally provide users
of the financial statements with information regarding potential cash outlays of the obligation, such as principal,
interest, discounts and premiums, creditor rights and privileges, and the timing of when obligations are due. Equity
disclosures focus on the rights, privileges, and ownership of the investors’ holdings.

This Blueprint specifically addresses the presentation and disclosure requirements for the following topics related to
debt and equity:

P Debt instruments, including current and noncurrent presentation

Equity instruments

Assets and liabilities within the scope of ASC 480

Hybrid instruments and embedded derivatives

Freestanding equity-linked contracts

Incremental presentation and disclosure requirements for debt and equity instruments issued by SEC registrants.

vVvVvVvVvYyy
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ABOUT THE BLUEPRINT

This Blueprint summarizes key aspects of U.S. GAAP that apply to an issuer’s accounting for financial instruments and
includes practical examples and interpretive guidance to help issuers and practitioners account for debt and equity
instruments. It is organized into chapters in the order an issuer generally evaluates a financial instrument. Contracts
for financial instruments are highly customizable, which means the accounting for each instrument may vary based on
the specific facts and circumstances and may therefore differ from the illustrations in this Blueprint.

This Blueprint includes amendments from the following Accounting Standards Updates (ASUs):

» ASU 2020-06, Debt — Debt With Conversion and Other Options (Subtopic 470-20) and Derivatives and Hedging —
Contracts in Entity’s Own Equity (Subtopic 815-40): Accounting for Convertible Instruments and Contracts in an
Entity’s Own Equity (ASU 2020-06)

P ASU 2024-04, Debt — Debt With Conversion and Other Options (Subtopic 470-20): Induced Conversions of
Convertible Debt Instruments (ASU 2024-04).

This Blueprint focuses on U.S. GAAP. More information on accounting for financial instruments under International
Financial Reporting Standards (IFRS) is available here.

This Blueprint does not include guidance for the accounting of financial instruments designated as hedging instruments.

The following arrow shows the organization of this Blueprint.

Distinguishing et Contracts Debt Presentation

Scope Liabilities Instruments in an Temporary Other Restructurings, and

From Equity and Entity’s Equity Topics Modifications,  Disclosures

Embedded gy Equity and Exchanges
Derivatives
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Chapter 1 — Scope

Hybrid Contracts Debt

Distinguishing  Instruments in an Temporary Other Restructurings, PrEzEiE e

and
Disclosures

Scope Liabilities and Entity’s Equity Topics Modifications,
From Equity Embedded  own Equity and Exchanges
Derivatives

1.1 OVERVIEW

While an entity sometimes might issue a single financial instrument, often it will issue multiple instruments in a single
transaction. Also, some financial instruments include embedded features that may need to be accounted for
separately. As such, the accounting analysis begins with identifying all the financial instruments issued in a transaction.

After identifying all the individual financial instruments, to determine the applicable accounting guidance, entities
must answer several questions for each freestanding instrument, including:

P Has the fair value option, if eligible, been elected for the financial instrument?
P For instruments for which the fair value option has not been elected:
e Is the financial instrument within the scope of ASC 480 (see Chapter 2)?

e Does the financial instrument include embedded derivatives? If so, the issuer must assess whether it must
bifurcate any of the embedded derivatives from the host contract under ASC 815-15 (see Chapter 3).

e Does a freestanding equity-linked instrument meet the ASC 815-10-15-74(a) scope exception (see Chapter 4)?
e Are redeemable shares (or other redeemable equity instruments) within the scope of ASC 480-10-599-3A (see
Chapter 5)?

The discussion and examples in this Blueprint will assist entities in answering those questions and determining the
appropriate accounting for their financial instruments.
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1.2 ENTITIES

The information in this Blueprint applies to all entities. However, there are some differences in the requirements for
public and private entities, as noted in the table.

CHAPTER ENTITIES

Chapter 2 — Distinguishing Liabilities » Applies to all entities
From Equity P Scope exceptions exist for non-SEC registrants that issue specific
types of mandatorily redeemable financial instruments (see
Section 2.2.4)
Chapter 3 — Hybrid Instruments and » Applies to all entities
Embedded Derivatives
Chapter 4 — Contracts in an Entity’s » Applies to all entities
Own Equity
Chapter 5 — Temporary Equity » Applies to SEC registrants
» Applies to non-SEC registrants whose financial statements are
included in an SEC filing (for example, in accordance with S-X
Rules 3-05, 3-09, 3-10 and 8-04)
» Optional for private entities
Chapter 6 — Other Topics » Applies to all entities (ASC 405, ASC 470, ASC 505, ASC 825, and
ASC 835-30)
Chapter 7 — Debt Restructurings, » Applies to all entities
Modifications, and
Exchanges
Chapter 8 — Presentation and » Applies to all entities

Disclosures

e Some disclosures are required only for public business entities
or SEC registrants

e Private entities are not precluded from providing disclosures
required for public business entities or SEC registrants
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1.3 FINANCIAL INSTRUMENTS

E’EJ FASB REFERENCES

ASC Master Glossary: Financial Instrument and Issuer

U.S. GAAP defines the term “financial instrument” as cash, evidence of an ownership interest in an entity, or a

contract that both:

Imposes on one entity a contractual obligation to Conveys to that second entity a contractual right to

either: either:

P Deliver cash or another financial instrument to a P Receive cash or another financial instrument from
second entity the first entity

» Exchange other financial instruments on P Exchange other financial instruments on potentially
potentially unfavorable terms with the second favorable terms with the first entity.
entity.

The use of the term “financial instrument” in this definition is recursive (because the term “financial instrument”
is included in the definition), but it is not circular. The definition requires a chain of contractual obligations that
ends with the delivery of cash or an ownership interest in an entity. Any number of obligations to deliver financial
instruments can be links in a chain that qualifies a particular contract as a financial instrument.

Contractual rights and obligations encompass those that are conditioned on the occurrence of a specified event and
those that are not. Some contractual rights (obligations) that are financial instruments may not be recognized in
financial statements (that is, they may be off-balance-sheet) because they fail to meet some other criterion for
recognition.

For some financial instruments, the right is held by, or the obligation is due from (or the obligation is owed to or
by) a group of entities rather than a single entity.

This Blueprint discusses the accounting for financial instruments from the perspective of the issuer (the entity that
issued the financial instrument or may be required to issue its equity shares under the terms of the financial
instrument). The Blueprint uses the terms “issuer” or “entity” interchangeably.

In contrast, the holder of the instrument (the entity that has the contractual right to receive cash or another financial
instrument from the issuer) must apply other U.S. GAAP to account for the transaction, such as:

» ASC 310, Receivables

ASC 320, Investments — Debt Securities

ASC 321, Investments — Equity Securities

ASC 323, Investments — Equity Method and Joint Ventures

ASC 325, Investments — Other

ASC 810, Consolidation

ASC 815, Derivatives and Hedging

ASC 825, Financial Instruments

vVvVvvvVvvyvyy
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This Blueprint does not provide guidance for the accounting for financial instruments from the holder’s perspective. It
also does not provide guidance for share-based compensation arrangements within the scope of ASC 718, Compensation
— Stock Compensation.

1.4 UNIT OF ACCOUNT

E’EJ FASB REFERENCES

ASC Master Glossary: Freestanding Financial Instrument and Unit of Account

In evaluating financial instruments, an entity must first determine the unit of account to which the accounting
guidance is applied. The unit of account is the level at which an entity aggregates or disaggregates an asset or liability
for recognition.

For instance, financing transactions often involve issuing multiple instruments to the same counterparty. Therefore, an
entity must identify each freestanding financial instrument issued in the transaction to determine the appropriate
accounting under ASC 480, which applies only to freestanding financial instruments (see Section 2.3).

A freestanding financial
instrument is one that an
entity entered either:

Separately and apart from

In conjunction with some
other transaction and is
both:

any of the entity’s other
financial instruments or
equity transactions

+ Separately
Legally detachabl
egally detachable exercisable

Also, some financial instruments include embedded features that may need to be accounted for as separate financial
instruments. Often, those instruments contain more than one embedded feature. Therefore, an entity must identify all
embedded features in an instrument and determine the appropriate unit of analysis using a consistent and rational
approach to determine the appropriate accounting under ASC 815-15 (see Section 3.3).

The unit of account for freestanding instruments determined in ASC 480 (or ASC 815-15 for embedded features) is used
to apply the guidance in other U.S. GAAP, such as ASC 815-40 (see Section 4.3).
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The table includes common scenarios that arise and often require an assessment of the unit of account.

SCENARIO EXAMPLE

An entity issues multiple financial instruments in a b Shares issued with warrants
single financing transaction (often referred to as a

“basket transaction”). P Debt issued with warrants

An entity issues a single instrument (or contract) with » Equity collar (combination of purchased and written
multiple components. option)

» Forward or option contracts with multiple
components

» Contingent consideration with multiple earn-out
targets

» Instruments with multiple obligations (or settlement
options or components)

» Subscription agreement for shares or debt with
tranche issuance

An entity issues shares or debt with options or forward > Shares subject to redemption agreement

contracts in separate agreements. » Debt issued with call spread overlays or capped calls

1.5 INTERACTION WITH OTHER U.S. GAAP

E’EJ FASB REFERENCES

ASC 480-10-15-8, ASC 480-10-35-4A, and ASC 718-10-35-10 through 35-14

An issuer's evaluation of financial instruments is challenging, in part because an entity often must evaluate a given
financial instrument under multiple topics within U.S. GAAP to determine which guidance to apply. For all freestanding
financial instruments, the analysis begins by assessing whether the instrument is in the scope of ASC 480. If not, an
assessment must be made to determine whether the instrument is an equity-linked contract under ASC 815-40 or a
hybrid financial instrument with an embedded derivative under ASC 815-15. Further, for equity-classified instruments,
the issuer may need to apply the SEC’s temporary equity guidance in ASC 480-10-599-3A.

Also, sometimes more than one topic within U.S. GAAP applies and the issuer must comply with the requirements of
multiple topics. For example, an instrument within the scope of ASC 480 might also meet the definition of a derivative
under ASC 815-10, thus requiring the issuer to comply with both topics, including disclosure requirements.

As another example, instruments that were initially in the scope of ASC 718 typically stay within the scope of ASC 718
(and thus would not be in the scope of ASC 480 or ASC 815). However, those instruments would need to be analyzed
under the financial instruments guidance in this Blueprint if they are modified after any of the following:

P A grantee vests in the award and is no longer providing goods or services

P A grantee vests in the award and is no longer a customer

P A grantee is no longer an employee.

Similarly, an option granted to an employee would be within the scope of ASC 718; however, the shares that are issued
upon the exercise of the vested option may be outside the scope of ASC 718 and would need to be analyzed under the

financial instruments guidance in this Blueprint (for example, a mandatorily redeemable share issued upon exercise of
a stock option would be a liability under ASC 480).
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An entity must also consider the guidance in ASC 805, Business Combinations, when accounting for contingent and
noncontingent consideration. Although entities must apply ASC 480 and ASC 815-40 to determine classification of those
financial instruments, they are recognized in accordance with ASC 805-30, Business Combinations — Goodwill or Gain
From Bargain Purchase, Including Consideration Transferred. See Section 5.4.5 (for guidance on contingent
consideration in a business combination) and Appendix C, Section C.3.4 (for guidance on contingent consideration in an
asset acquisition) of our Blueprint, Business Combinations Under ASC 805.

Further, for financial instruments classified as assets or liabilities and that are required to be remeasured at fair value
under ASC 480 or ASC 815-40, an entity must determine their fair value in accordance with the guidance in ASC 820,
Fair Value Measurement.

Also, entities that present earnings per share (EPS) must consider the effect of financial instruments when computing
EPS in accordance with ASC 260, Earnings Per Share.

A\  DETERMINING WHICH U.S. GAAP TO APPLY IS CRITICAL

Because the accounting requirements are different under each topic, the issuer must identify the correct U.S. GAAP
guidance to apply to a financial instrument. Determining which topic to apply can be challenging and requires the
use of professional judgment based on the facts and circumstances.



https://www.bdo.com/getmedia/64b44c25-bc3a-4ae8-8212-d1dd76677a8a/Business-Combinations-Blueprint-Final-2024.pdf?ext=.pdf
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Chapter 2 — Distinguishing Liabilities
From Equity

e Hybrid Contracts Debt
Distinguishing  Instruments in an Temporary Other Restructurings

Presentation
and

Scope Liabilities and o : ; it
Entity’s Equity Topics Modifications, Disclosures

From Equity Empedded Own Equity and Exchanges
Derivatives

2.1 OVERVIEW

ASC 480 requires entities to account for as liabilities (or assets in some cases) some financial instruments with
characteristics of both liabilities and equity.

ASC 480 applies only to freestanding financial
instruments, not to embedded features. Further,
it applies only to financial instruments that
embody an obligation to transfer assets or issue
shares. However, not all obligations are equal for

all instruments. For instruments that are Fr(f?_eStaf!dIng t°]~§';?,25;e\5 :rsi;%'i:"r
. . : nancia
outstanding shares, the obligation must be instruments number of equity

unconditional. For all other instruments, the
obligation may be unconditional or conditional.

shares (and other
conditions are met)

For instance, a freestanding financial instrument
may unconditionally require an entity to transfer
assets even though that instrument is in the legal
form of a share, such as a mandatorily
redeemable preferred stock. In that case, the
share functions more like a debt instrument and,
unless a scope exception applies (see Section 2.2),
an entity classifies it as a liability under ASC 480;
accounting for the financial instrument based on its substance rather than its form.

that embody an
issuer's obligation

Some financial instruments embody, or are indexed to, an entity’s obligation to repurchase its equity shares by
transferring assets. Other financial instruments embody an entity’s obligation to issue shares but do not expose the
instrument holder to the risks and rewards of owning the entity’s equity (because the obligation’s monetary value does
not fluctuate in response to changes in the entity’s share price). Those obligations are accounted for as liabilities (or
assets in some cases) in accordance with ASC 480.

In evaluating financial instruments under ASC 480, an entity first determines the unit of account, which requires
identifying all freestanding financial instruments issued as part of the same transaction (see Section 2.3.1). Generally,
each freestanding financial instrument is a separate unit of account unless required to be combined with other
freestanding financial instruments under ASC 815 (see Section 2.3.2).
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The entity then accounts for all freestanding financial instruments that fall within any of the three classes of
instruments under ASC 480 (applying ASC 480 to each freestanding financial instrument in its entirety, including those
composed of more than one component, option, or forward contract (see Section 2.3.3)).

APPLICABLE  ASC 480

CLASS OF INSTRUMENTS TO PARAGRAPH GUIDANCE
Mandatorily redeemable shares Shares ASC 480-10-25-4 Section 2.4
Financial ASC 480-10-25-8 Section 2.5

Financial instruments that do or may obligate the entity to

buy back its equity shares (or are indexed to such an instruments

. . (other than
obligation) in exchange for cash or other assets

shares)
Obligations the entity must or may settle with a variable Financial ASC 480-10-25-14  Section 2.6
number of equity shares if, at inception, the monetary value is instruments
based solely or predominantly on any of the following: (whether in
P A fixed monetary amount known at inception the form of
ry P shares or

» A variable other than the fair value of the entity’s equity not)
shares, such as a market index

P A variable inversely related to changes in the fair value of
the entity’s equity shares.

In practice, the classes of financial instruments within the scope of ASC 480 are often referred to using the paragraph
reference in ASC 480-10-25. This chapter also uses those references to refer to the different classes of instruments in
ASC 480.

Most financial instruments within the scope of ASC 480 are initially and subsequently measured at fair value. However,
some instruments, such as mandatorily redeemable shares, some physically settled forward purchase contracts, and
some share-settled obligations, are not accounted for at fair value (see Section 2.8.1).

If the entity issues multiple financial instruments in a single transaction, it allocates the proceeds received among the
freestanding financial instruments issued. The subsequent measurement of the instruments issued (that is, fair value or
other than fair value) affects how the entity allocates the transaction proceeds (see Section 2.8).

Generally, entities evaluate whether a financial instrument is within the scope of ASC 480 only at the instrument’s
inception and when it is modified. Also, if a conditionally redeemable financial instrument becomes mandatorily
redeemable, an entity reclassifies that instrument from equity to liability at its then fair value, reducing equity by the
same amount. Thus, the entity recognizes no gain or loss on reclassification (see Section 2.4.6).

If the financial instrument is a hybrid instrument that is not remeasured at fair value, the entity must evaluate it for
bifurcation of any embedded derivatives in accordance with ASC 815-15 (see Section 2.10 and Chapter 3).

Also, while ASC 480 requires entities to classify some financial instruments as liabilities (or assets in some cases), it
does not specifically address when entities must classify a financial instrument as equity. For some instruments (for
example, preferred stock), if they are not accounted for under ASC 480, the entity classifies them in equity.

However, for other financial instruments (for example, warrants), if they are not under ASC 480, the entity cannot
automatically classify them in equity. The entity must perform more analysis under other U.S. GAAP (for example,
ASC 815-40) before it can classify those financial instruments as equity (see Chapter 4). Further, financial instruments
that are not accounted for under ASC 480, including those that meet the scope exceptions, may need to be presented
in temporary equity (see Chapter 5).
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The flowchart illustrates how to evaluate a freestanding financial instrument under ASC 480.

Freestanding Financial

Instrument

Is it an outstanding share?

Outstanding Share

Financial instruments (including

Not an Outstanding Share outstanding shares)

Is the instrument certain to be
——No— redeemed by transferring assets?
(Section 2.4)

|
Yes
v

Does a scope exception apply?
(Section 2.2.4)

No

v

Account as a liability under
ASC 480.

—Yes-

Assess embedded derivatives for
bifurcation under
ASC 815-15 (Chapter 3).

See Section 2.2.4 for application
of ASC 480 exceptions.

Assess embedded derivatives for
bifurcation under
ASC 815-15 (Chapter 3).

Assess applicability of
ASC 480-10-599-3A (Chapter 5).

Does the instrument (if other than

Does the instrument embody an a share) embody a conditional or
obligation to repurchase shares unconditional obligation* or does
(or an obligation indexed to such -Nop the instrument (if a share)

an obligation) by transferring embody an unconditional

assets? obligation* to issue a variable
(Section 2.5) number of shares?
(Section 2.6)
I I
Yes Yes

Account as an asset or liability under ASC 480.

For hybrid instruments not remeasured at fair value, assess embedded
derivatives for bifurcation under ASC 815-15 (Chapter 3).

Not subject to ASC 480

For hybrid instruments (including shares), assess embedded derivatives for
bifurcation under ASC 815-15 (Chapter 3).

For financial instruments other than shares, assess whether they can be
classified in equity under ASC 815-40 (Chapter 4).

For shares, assess applicability of ASC 480-10-599-3A (Chapter 5).

<t—

=No=-

*With a monetary value based solely or predominantly on any of the conditions in ASC 480-10-25-14.
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A INSTRUMENTS WITH CHARACTERISTICS OF LIABILITIES AND EQUITY AND, IN SOME CASES, OF ASSETS

Freestanding financial instruments accounted for under ASC 480 have characteristics of both liabilities and equity
and, in some cases, also have characteristics of assets (see Section 2.7.3).

For example, an entity may be obligated under a forward contract to purchase its equity shares at a future date
under net cash settlement. Depending on the market price for the entity’s equity shares at the reporting date, that
obligation may result in a liability or an asset under ASC 480 (see Example 2-27).

2.2 SCOPE

ASC 480 applies to all entities that are issuers of financial instruments (see Section 2.2.1). However, some mandatorily
redeemable financial instruments issued by non-SEC registrants are outside some or all of the ASC 480 guidance (see
Section 2.2.4).

2.2.1 Entities

E’E' FASB REFERENCES

ASC 480-10-15-2 and ASC 480-10-20: Issuer

ASC 480 applies to all entities. This chapter discusses the accounting for financial instruments from the issuer entity’s
perspective. An issuer is the entity that issued a financial instrument or may be required to issue its equity shares
under the terms of the financial instrument. This chapter uses the terms “issuer” and “entity” interchangeably.

2.2.2 Freestanding Instruments

FASB REFERENCES

ASC 480-10-15-3, ASC 480-10-15-5, and ASC 480-10-25-2

ASC 480 applies only to financial instruments that are freestanding (see Section 2.3.1), including those that comprise
more than one option or forward contract (see Section 2.3.3). As such, an entity does not apply ASC 480 to features
embedded in a financial instrument that is not a derivative instrument in its entirety (see Appendix A). Instead, when
evaluating embedded features for bifurcation from a hybrid instrument — including whether the embedded features
meet the derivative scope exception as though they were separate instruments — an entity applies other U.S. GAAP
(see Chapter 3).

Further, while ASC 480 applies to freestanding financial instruments that have characteristics of both liabilities and
equity and, in some cases, also have characteristics of assets, it does not apply to freestanding financial instruments
that have only characteristics of assets (see Section 2.7.3).
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ASC 480 applies to any freestanding financial instrument that falls in any of the three classes of financial instruments:

Mandatorily redeemable shares Obligations to repurchase equity Some share-settled obligations*®
(Section 2.4) shares (or indexed to such (Section 2.6)

obligations) (Section 2.5)

» Apply to financial instruments » Apply to financial instruments » Apply to financial
that are outstanding shares. other than outstanding instruments, including
shares. outstanding shares.

*With monetary values based solely
or predominantly on any of the
conditions in ASC 480-10-25-14.

Common examples of freestanding financial instruments an entity evaluates to determine whether the instrument falls
in any of the classes above include:

Shares of stock (for example, common, preferred)

Partnership interests
o Limited liability company interests

Equity Interests Noncontrolling or minority interests
Cooperative membership interests

\ Written put options (the option holder (that is, the investor) has the option, but not
‘3 the obligation, to sell the entity’s equity shares back to the entity)
— Written call options (the option holder (that is, the investor) has the option, but not
Equity Option Contracts the obligation, to buy the entity’s equity shares), the most common example of
which is a warrant to purchase an entity’s equity shares

» Forward sale contracts (the entity is obligated to sell its equity shares, and the

2, investor is obligated to buy those shares)
..43 » Forward purchase contracts (the entity is obligated to buy its equity shares, and the
investor is obligated to sell those shares)
Equity Forward

Common types of forward contracts include variable share forwards, which include a
Contracts

fixed forward price and a variable number of shares, and range forwards, which are
variable share forwards with upper and lower stock price thresholds

Net written options (a combination of a written option and purchased option, and at
inception the written option’s fair value exceeds that of the purchased option)

— Net purchased options (a combination of a written option and purchased option, and
%‘ at inception the purchased option’s fair value exceeds that of the written option)
Zero-cost collars (a combination of purchased and written options with equal and
Equity Collars opposite fair values at issuance)

Call spread or capped call options (a combination of a purchased call option at a low
strike and a written call option at a high strike)
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v

Contingent share consideration or earn-out consideration (settleable in shares) issued
in a business combination

- Accelerated share repurchase (ASR) arrangements
Simple agreement for future equity (SAFE) instruments
Share-settled debt

Other financial instruments that the entity must or may settle by issuing its
redeemable equity shares

Other Contracts

vVvVvVvYyyYy

Some equity option contracts do not embody an obligation for the entity because the entity is the holder of the option
(the entity has a right, not an obligation), so they are not accounted for under ASC 480 (see Section 2.2.3). For
example:

» Purchased put options (the entity has the option, but not the obligation, to sell its equity shares to the option seller
(that is, the investor))

P Purchased call options (the entity has the option, but not the obligation, to buy its equity shares from the option
seller (that is, the investor)).

Those contracts are evaluated under other U.S. GAAP, such as ASC 815-10 and ASC 815-40.

2.2.3 Obligations

FASB REFERENCES

ASC 480-10-05-1 through 05-3 and ASC 480-10-20: Obligation and Equity Shares

Only freestanding financial instruments that embody an obligation of an entity are within the scope of ASC 480. Under
ASC 480, an obligation is “a conditional or unconditional duty or responsibility to transfer assets or to issue equity
shares.” Accordingly, ASC 480 applies only to financial instruments (including duties or responsibilities to issue equity
shares) and not to contracts for services and other types of contracts, to which other U.S. GAAP applies. The term
“equity shares” refers only to shares an entity accounts for as equity.

When applying ASC 480, an entity (issuer) must determine whether it has an obligation to transfer assets or issue equity
shares and, if so, whether that obligation is conditional or unconditional.

CONDITIONAL OBLIGATION UNCONDITIONAL OBLIGATION

The entity does not have an obligation to perform The entity has an obligation to perform regardless of
unless a specified condition is met. future events or conditions (for example, an obligation
based only on passage of time).
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The distinction between conditional and unconditional is key because some conditional obligations are outside the
scope of ASC 480. Specifically, instruments in the form of shares are in the scope of ASC 480 only if they relate to an
unconditional obligation (see Sections 2.4.2 and 2.6.1).

Financial instrument

other than an
outstanding share

Outstanding share

Obligation may be
conditional or
unconditional.

Obligation must be
unconditional.

Generally, an entity does not incur an obligation solely by issuing shares of stock; issuing shares of stock does not
create an obligation for the entity to transfer assets or issue additional equity shares. However, some types of stock do
create an obligation requiring the entity to transfer assets (for example, mandatorily redeemable preferred stock (see
Section 2.4)) or to issue shares (for example, mandatorily convertible preferred stock (see Section 2.6)).

A freestanding financial instrument that embodies an entity’s obligation is accounted for under ASC 480 as a liability
(or an asset in some cases) if it falls in any of the three classes of financial instruments:

Some share-settled obligations*
(Section 2.6)

Mandatorily redeemable shares Obligations to repurchase equity
(Section 2.4) shares (or indexed to such

obligations) (Section 2.5)

» Apply to financial instruments » Apply to financial instruments » Apply to financial
that are outstanding shares. other than outstanding instruments, including
» Apply to unconditional shares. outstanding shares.
obligation to redeem equity » Apply to unconditional or » Apply to both unconditional
shares (where shares are conditional obligation to and conditional obligation to
certain to be redeemed). repurchase equity shares (or issue variable number of
indexed to such an obligation) equity shares (for financial
by transferring assets. instruments other than
shares).

» Apply to unconditional
obligation to issue variable
number of equity shares (for
outstanding shares).

*With monetary values based solely

or predominantly on any of the
conditions in ASC 480-10-25-14.




ISSUER’S ACCOUNTING FOR COMPLEX FINANCIAL INSTRUMENTS 24

Below are common examples of financial instruments that do or do not embody an obligation to transfer assets or issue
equity shares (and for those that embody an obligation, that must be evaluated whether they fall in any of the three
classes of financial instruments under ASC 480).

Examples:

» Mandatorily redeemable share (see Section 2.4.2 for more guidance on whether an
obligation to redeem shares is unconditional)

Written put option that could require the entity to repurchase its equity shares

Physically settled forward purchase contract that requires the entity to repurchase
its equity shares at a fixed date

@ » Net-cash or net-share settled forward purchase contract that requires the entity to
repurchase its equity shares

vV

Financial instruments >
that embody an
obligation

Written call option (for example, a warrant) that could require the entity to sell its
equity shares

» Forward sale contract that requires the entity to sell its equity shares

» Earn-out arrangement that could require the entity to issue its equity shares upon
meeting specified targets

» Share-settled stock (see Section 2.6.1 for more guidance on whether the obligation is
unconditional)

» Other share-settled obligations

Examples:

® » A purchased call option that gives the entity the right, but not the obligation, to buy
its equity shares
Financial instruments » A purchased put option that gives the entity the right, but not the obligation, to
that do not embody an issue equity shares

obligation » A forward purchase contract that requires the entity to buy its equity shares based
on the occurrence of an event that is within its control

Financial instruments that meet the definition of an obligation in ASC 480-10-20 are not all automatically in the scope
of ASC 480. For example, while a written put option requires liability classification under either ASC 480-10-25-8

or 25-14, depending on its terms, a written call option (for example, a warrant) might not be in the scope of ASC 480.
Accordingly, more analysis is required for some instruments to determine whether they fall in any of the classes of
instruments in ASC 480 (see Sections 2.4, 2.5, and 2.6.).

On the other hand, financial instruments that do not embody an obligation to transfer assets or issue equity shares are
outside the scope of ASC 480 and therefore must be assessed under other U.S. GAAP (for example, ASC 815-40).

2.2.4 Scope Exceptions

FASB REFERENCES

ASC 480-10-15-7A through 15-7B, ASC 480-10-15-7D through 15-7F, ASC 480-10-20: Nonpublic Entity and Securities
and Exchange Registrant, and ASC 480-10-25-4

Financial instruments that meet specific conditions are not within the scope of the classification, measurement, or
disclosure requirements of ASC 480. Those instruments and conditions are summarized in the following table. If a
financial instrument qualifies for any of the scope exceptions, the entity determines the accounting for the instrument
in accordance with other U.S. GAAP (for example, the temporary equity guidance in ASC 480-10-5S99-3A, if applicable).
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ASC 480 EXCEPTION
(DOES AN ENTITY NEED TO APPLY THE FOLLOWING

GUIDANCE?)
TYPE OF INSTRUMENT CONDITIONS TO MEET THE CLASSIFICATION  MEASUREMENT  DISCLOSURE
SCOPE EXCEPTION
)
Mandatorily redeemable Issued by a non-SEC registrant and No No No
financial instruments of  either:
i ities(@(b)

nonpublic entities » Not redeemable for a fixed

amount or an amount

determined by reference to an

interest rate index, currency

index, or another external index

(for example, redeemable at

fair value)

» Not redeemable at a fixed date

(for example, redeemable upon

the holder’s death)
Mandatorily redeemable Redeemable only upon the No No ves
noncontrolling interests  subsidiary’s liquidation or
in parent’s consolidated termination
financial statements(@
Mandatorily redeemable Issued before November 5, 2003 ves No ves
noncontrolling interests
in parent’s consolidated
financial statements and
subsidiary’s standalone
financial statements (@(©
Specific mandatorily Redeemable only upon the entity’s No No No
redeemable financial liquidation or termination

instruments@

(@)
(b)
(©)
(d)

(e)

An SEC registrant is not eligible for this exception even if it meets the definition of a nonpublic entity.

An entity conducting an initial public offering is not eligible for this exception for all financial statement periods presented.

The requirements of ASC 505-10, Equity-Overall, still apply. In particular, disclosures of the rights and privileges of the outstanding securities (including mandatory
redemption requirements) and redemption amounts for all shares redeemable at fixed or determinable prices on fixed or determinable dates in each of the next five years.
The applicable exceptions apply to all entities (public and nonpublic) if the conditions are met. All public and nonpublic entities that are SEC registrants must follow the
disclosure requirements under ASC 480-10-50-1 through 50-3 and other applicable guidance.

These include mandatorily redeemable noncontrolling interests other than those redeemable only upon the subsidiary’s liquidation or termination.
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As shown in the notes to the preceding table, the definitions of the terms “nonpublic entity” and “SEC registrants” are
important in determining whether the first scope exception applies. The table describes those concepts.

NONPUBLIC ENTITY SEC REGISTRANT

An entity that does not meet any of the following: An entity (or an entity controlled by another entity)

P Has equity securities trading in a public market that meets any of the following:

either on domestic or foreign stock exchange orinan P Has issued or will issue debt or equity securities

over-the-counter market (including securities quoted traded in a public market (a domestic or foreign
only locally or regionally) stock exchange or an over-the-counter market,

P Files with a regulatory agency in preparation for the including local or regional markets)
sale of any class of equity securities in a public P Provides financial statements for the purpose of
market issuing any class of securities in a public market

P Is controlled by an entity that meets any of the two P Is required to file financial statements with the SEC.

criteria above.

An entity that has only debt securities trading in a
public market (or that has filed with a regulatory agency
in preparation to trade only debt securities) is a
nonpublic entity.

A NONPUBLIC ENTITY IS NOT ALWAYS THE SAME AS NON-SEC REGISTRANT

A mandatorily redeemable share is outside the scope of ASC 480 if it is issued by a nonpublic entity that is also a
non-SEC registrant and its redemption date is not fixed or the redemption price is neither fixed nor determined by
reference to an interest rate index, currency index, or other external index.

ASC 480 and U.S. GAAP define the terms “SEC registrant” and “nonpublic entity” and — perhaps counter-intuitively
— their definitions are not complete opposites. Further, their definitions differ from those in other U.S. GAAP.

Nonpublic entities include entities with only debt securities trading in a public market (or entities that filed with a
regulatory agency in preparation to trade only debt securities). Because those nonpublic entities are SEC
registrants, they do not qualify for the scope exception applicable to non-SEC registrants.

2.2.5 Interaction With Other U.S. GAAP

FASB REFERENCES

ASC 480-10-15-8 through 15-10

ASC 480 does not apply to an obligation under a share-based compensation arrangement accounted for in accordance
with ASC 718. For example, an entity accounts for shares in employee stock ownership plan (ESOP) or freestanding
agreements to repurchase those shares not under ASC 480 but under ASC 718-40, Compensation — Stock Compensation
— Employee Stock Ownership Plans. However, a freestanding financial instrument issued under a share-based
arrangement that is no longer subject to ASC 718 (for example, a mandatorily redeemable share issued upon exercise
of a stock option) must be evaluated under ASC 480. Further, ASC 718 requires an entity to apply the classification
criteria in ASC 480 to determine whether an instrument granted as compensation must be classified as a liability.
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Also, ASC 480 does not apply to registration payment arrangements within the scope of ASC 825-20, Financial
Instruments — Registration Payment Arrangements.

Further, an entity must apply ASC 480 in determining how to classify a financial instrument issued as consideration
(whether contingent or noncontingent) in a business combination. However, the entity recognizes and initially
measures the instrument in accordance with ASC 805-30.

See Section 2.10 for discussion of the interaction between ASC 480 and ASC 815.

2.3 DETERMINING THE UNIT OF ACCOUNT

FASB REFERENCES

ASC 480-10-25-1, ASC 480-10-25-15, and ASC 480-10-55-29

In evaluating financial instruments, an entity must first determine the unit of account to which the accounting
guidance is applied. That requires an entity to identify each freestanding financial instrument issued in the transaction
(see Section 2.3.1). The entity then evaluates each freestanding financial instrument separately under ASC 480 unless
any must be combined with other freestanding financial instruments under ASC 815 (see Section 2.3.2). Further, the
entity evaluates each freestanding financial instrument in its entirety, including those composed of more than one
component, option, or forward contract (see Section 2.3.3).

2.3.1 Freestanding Financial Instruments

FASB REFERENCES

ASC 480-10-20: Freestanding Financial Instrument, ASC 480-10-15-3, and ASC 480-10-15-5

A financial instrument or component may be freestanding or embedded (that is, a nondetachable component within a
freestanding financial instrument). ASC 480 applies only to freestanding instruments, not to embedded features in a
financial instrument that is not a derivative instrument in its entirety.

A freestanding financial instrument is one entered separately and apart from other financial instruments or equity
transactions (see Section 2.3.1.1) or, if entered with another transaction (see Section 2.3.1.2), is both legally
detachable and separately exercisable.

Financing transactions often involve issuing multiple instruments to the same counterparty. In those cases, an entity
must identify all freestanding instruments it issued in the transaction, which involves considering all key contractual
terms and understanding the arrangement’s substance and economics. Documenting the transaction in a single contract
versus multiple contracts is not determinative when identifying the unit of account. For example, an obligation to issue
multiple tranches of shares documented in a single contract may include more than one freestanding instrument. On
the other hand, an entity may be required to combine a debt instrument and a nondetachable warrant issued in two
separate contracts into one freestanding financial instrument for accounting purposes.

2.3.1.1 Entered Separately and Apart From Other Instruments or Transactions

Financial instruments issued to different counterparties are entered separately and apart from each other. While the
individual contracts may be part of a single financing transaction from the entity’s perspective, the financial
instruments are typically documented in separate contracts with distinct rights and obligations related to each
counterparty.

Contracts with the same counterparties may also be entered separately and apart from each other if they clearly are
not issued in contemplation of each other (for example, if a substantive period passes between the issuance of the
financial instruments). In reaching a conclusion, an entity must evaluate all relevant facts and circumstances, including
the arrangement’s economics and the business or legal reason for the timing of issuances.
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2.3.1.2 Entered in Conjunction With Another Transaction

If an entity issues a financial instrument with other financial instruments or in conjunction with (entered
contemporaneously or in contemplation of) another transaction, it evaluates whether each instrument or component is
legally detachable (see Section 2.3.1.2.1) and separately exercisable (see Section 2.3.1.2.2).

2.3.1.2.1 Legally Detachable

While U.S. GAAP neither specifically defines the term “legally detachable” nor provides implementation guidance,
generally, an instrument that can be separated and transferred to another party is considered legally detachable.

BDO INSIGHTS — MEANING OF LEGALLY DETACHABLE

The lack of specific guidance in U.S. GAAP can make it difficult to determine whether a financial instrument is
legally detachable.

Some contracts include explicit terms governing the transferability of the parties’ rights and obligations, while
others do not. If a contract expressly allows the transfer of a financial instrument or component without requiring
the transfer of another instrument or component, that instrument or component is generally legally detachable. On
the other hand, if a contract expressly requires two or more financial instruments or components to always be held
by the same party (for example, one instrument cannot be transferred without the other), the financial instruments
may not be legally detachable. If the contract is silent, an entity may need to discuss the arrangement with its legal
counsel to identify each party’s legal rights.

A financial instrument with conditional transfer rights may be legally detachable if one party does not have the
unilateral ability to prevent the other party from transferring the instrument. For example, a financial instrument
may be legally detachable if the holder of the instrument can transfer it, even if the transfer is subject to any of
the following:

P An effective registration statement or an exemption from securities registration under the 1933 Securities Act
P A holding or lock-up period that expires before the end of the instrument’s term
P The issuer’s consent, which cannot be unreasonably withheld per the contractual terms.

In those situations, the contract explicitly contemplates the ability (or possibility) for the holder to legally transfer
or sell the instrument. In contrast, if the issuer of the instrument must provide its consent for the transfer or sale —
which it may withhold at its sole discretion — that may indicate the instrument is not legally detachable.

Also, if transferring a financial instrument or component would significantly affect the remaining instruments or
components (for example, the transfer of one component terminates the other components), the financial
instruments or components may not be legally detachable even though one of the instruments or components can
be transferred to another party (see Example 2-1). On the other hand, an instrument that can exist unaffected by
another instrument may be legally detachable. For example, an instrument or component that is separately
exercisable without settling the other instrument may indicate that it is legally detachable (because it can be
separated from the other instruments or components to exercise it).

Further, while not discussed in the context of legally detachable and separately exercisable, ASC 480-10-15-7C
notes that if an entity issues equity shares and enters a related agreement that requires redemption of the specific
underlying shares, the two agreements form one unit of account and the shares are mandatorily redeemable (in
other words, the redemption option in the related agreement is not freestanding). On the other hand, if the
separate agreement does not require a redemption of specific shares but could be settled by delivering any
equivalent shares, it may be freestanding.

For some contracts, components that relate to the same underlying and risk exposure may indicate that the
components are part of a single unit of account rather than separate units of account (see Example 2-3). For
example, contingent consideration issued in a business combination may include multiple components. To be
treated as separate units of account, the components must operate independently and relate to different risk
exposures. See Section 5.4.5.1 of our Blueprint, Business Combinations Under ASC 805.

Reaching a conclusion about whether a financial instrument is legally detachable requires the application of
professional judgment based on the facts and circumstances.


https://www.bdo.com/getmedia/64b44c25-bc3a-4ae8-8212-d1dd76677a8a/Business-Combinations-Blueprint-Final-2024.pdf?ext=.pdf
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A SINGLE DOES NOT ALWAYS MEAN ONE FREESTANDING FINANCIAL INSTRUMENT

Generally, a financial instrument is freestanding if it was not issued with other financial instruments or in
conjunction with another transaction. However, a single financial instrument may have multiple components that an
entity must evaluate to determine whether each component is a separate unit of account (see Example 2-1) or part
of the freestanding financial instrument as a single unit of account (see Example 2-3).

If the entity determines that each component is a freestanding instrument, it cannot combine the components as
one unit of account unless required by ASC 815 (see Section 2.3.2). If the entity determines that the multiple
components are part of a single freestanding instrument, it assesses the instrument in its entirety under ASC 480 as
one unit of account (see Section 2.3.3).

EXAMPLE 2-1: FORWARD SALE CONTRACT
FACTS

On January 1, 20X4, Issuer A enters a contract to issue 5 million shares (the initial shares) to Investor X on
December 31, 20X4, for $10 per share. Under the contract terms, if 30 days after December 31, 20X4 (the
measurement date), Issuer A’s stock price is below $10 but not less than $8, Issuer A must issue 0.06 additional
share to Investor X for each initial share that Investor X holds at the measurement date (up to 300,000 additional
shares) for no additional consideration. However, for any initial shares that Investor X transfers or sells during the
measurement period, Issuer A is not required to issue the additional share(s) to Investor X or to the transferee
(buyer) of the initial share(s).

CONCLUSION

The arrangement consists of one freestanding financial instrument, which is a contract to issue up to 5.3 million
shares of Issuer A.

ANALYSIS

Because the obligation to issue 5 million shares cannot be transferred without affecting the obligation to issue the
300,000 additional shares, the two obligations are not legally detachable. Therefore, they represent one
freestanding financial instrument.

2.3.1.2.2 Separately Exercisable

Typically, an instrument or component is considered separately exercisable if it can be exercised without terminating
the other instruments or components. Likewise, an instrument or component that expires without terminating or
affecting the other instruments or components indicates the separately exercisable condition is met.

Generally, a financial instrument is not freestanding if exercising it (such as through redemption or conversion)
terminates the other instrument. On the other hand, if the financial instrument can be exercised while the other
remains outstanding, and if the instruments are also legally detachable (see Section 2.3.1.2.1), they are considered
freestanding.
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EXAMPLE 2-2: PREFERRED STOCK TRANCHE ISSUANCE
FACTS

On January 1, 20X4, Issuer A issues 10 million shares of preferred stock for $10 per share to a third-party investor.
As part of this issuance, Issuer A also issues to the same investor a written call option to buy up to 2 million

additional shares of preferred stock for $10 per share in the next six months. Under the contract terms, the investor

can transfer the first 10 million shares to another party and continue holding the option.
CONCLUSION

The arrangement consists of the following two freestanding financial instruments, each of which Issuer A must
assess under ASC 480:

P Initial issuance of preferred stock
P Written call option that gives the investor the right to buy up to 2 million additional shares of preferred stock.

ANALYSIS

Because the investor can transfer the initial 10 million shares without also transferring the written call option, the
outstanding shares of preferred stock and the option can be held by two different parties and are therefore legally
detachable. The exercise of the written call option also does not affect the initial shares issued and is therefore

separately exercisable. The shares of preferred stock and the written call option are freestanding from each other.

EXAMPLE 2-3: CONTINGENT CONSIDERATION
FACTS

On January 1, 20X4, Issuer A acquired Company X in a business combination. As part of the acquisition, Issuer A
agreed to issue contingent consideration of up to 1 million shares to former owners of Company X if the post-
combination revenues for the 24-month period after acquisition are:

P At least $100 million but less than $200 million, in which case Issuer A issues 500,000 shares

P At least $200 million but less than $300 million, in which case Issuer A issues 750,000 shares

P At least $300 million, in which case Issuer A issues 1 million shares.

CONCLUSION

The contingent consideration is accounted for as a single unit of account. In other words, there is only one
freestanding financial instrument.

ANALYSIS

The contingent payments share the same risks (that is, they both relate to the post-combination revenues for the
same period) and do not operate independently from each other. See Sections 5.4.5.1 and 5.4.5.2 of our Blueprint,
Business Combinations Under ASC 805, for more guidance on contingent consideration.



https://www.bdo.com/insights/assurance/accounting-for-business-combinations-asc-805

ISSUER’S ACCOUNTING FOR COMPLEX FINANCIAL INSTRUMENTS 31

2.3.2 Contract Combination

E’E' FASB REFERENCES

ASC 480-10-25-15, ASC 480-10-55-35, ASC 815-10-15-9, and ASC 815-10-25-6

ASC 480 prohibits an entity from combining two or more freestanding financial instruments unless required by ASC 815.

ASC 815 states that an entity must not combine two or more separate financial instruments as a single unit of account
unless they have been structured as separate instruments to circumvent the applicable accounting requirements. The
following indicators are considered in the aggregate and, if all present, the entity must use judgment to determine
whether it must view the separate instruments as one unit.

Transactions are
Transactions are with same
contemporaneous counterparty (or Transactions
and in structured relate to same
contemplation of through risks
one another intermediary)

No economic Determine
need or business whether to
purpose for
structuring instruments as
transactions one unit of
separately account

Accordingly, an entity cannot analyze multiple freestanding financial instruments on a combined basis unless ASC 815
requires it to do so, therefore preventing an entity from bypassing the requirements of ASC 480 by combining multiple
freestanding financial instruments as one instrument. For example, as illustrated in ASC 480-10-55-35, an entity cannot
combine a freestanding written put option with an outstanding equity share and analyze them as one synthetic
instrument. Doing so would circumvent the ASC 480 liability classification requirements for the freestanding written
put option. See Example 2-22 for an illustration of freestanding financial instruments that are not combined.

2.3.3 Financial Instruments With Multiple Components

E’EJ FASB REFERENCES

ASC 480-10-15-4 through 15-5, ASC 480-10-25-12, and ASC 480-10-55-29

As discussed in Section 2.3.2, an entity does not combine two or more freestanding instruments (for example, two or
more freestanding options) as one unit of account unless required by ASC 815. In contrast, if the multiple options are
issued as parts of a single freestanding financial instrument, the entity applies ASC 480 to the entire instrument as one
freestanding financial instrument (see Section 2.7.2). For example, an entity evaluates the following instruments as
one unit of account:

» Combination of written call option and written put option, such as a freestanding warrant composed of a written
call option (allowing the holder to receive a fixed number of the entity’s equity shares at a fixed price) and a
written put option (allowing the holder to put the warrant back to the entity for a fixed amount in cash).

» Combination of purchased call option and written put option, such as a freestanding equity collar composed of a
written put option (allowing the holder to put equity shares back to the entity at a specified date if the stock price
is below a set price) and a purchased call option (allowing the entity to purchase its equity shares at a specified
date if the stock price exceeds a set price).
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Further, some freestanding financial instruments that embody obligations that cause the financial instrument to be
under ASC 480 also may have characteristics of assets (see Section 2.7.3). That can include the equity collar example
above, which is a combination of a written put option (an obligation of the entity) and a purchased call option (a right
for the entity) if the fair value of the purchased call exceeds the fair value of the written put. An entity must present
those financial instruments as single items — either assets or liabilities — depending on the instruments’ fair value on
the reporting date.

A EXCEPTION FOR EMBEDDED FEATURES

As discussed in Section 2.3.1, ASC 480 applies to freestanding financial instruments only. It does not apply to a
feature embedded in a financial instrument that is not a derivative instrument in its entirety. For example, ASC 480
does not apply to a redemption feature (put option) or other features embedded in a share such as a preferred
stock host because typically the preferred stock does not meet the definition of a derivative instrument in its
entirety (for example, the holder made a significant initial net investment and ASC 815-10-15-83(b) is not met).

2.4 MANDATORILY REDEEMABLE SHARES

EE' FASB REFERENCES

ASC 480-10-20: Mandatorily Redeemable Financial Instrument, ASC 480-10-25-1, ASC 480-10-25-4 through 25-5, ASC
480-10-25-7, ASC 480-10-30-1, ASC 480-10-35-3, and ASC 480-10-55-11

ASC 480-10-25-4 requires entities to classify mandatorily redeemable shares as liabilities unless a scope exception
applies (see Section 2.2.4). Mandatorily redeemable shares are instruments issued in the form of shares that an entity
must redeem for cash or other assets at a fixed or determinable date(s) or upon an event that is certain to occur. That
does not include instruments redeemable only upon the entity’s liquidation or termination.

To meet the definition of a mandatorily redeemable financial instrument, the instrument must meet the following
requirements:

Obligation must be

Must be in the form Redemption must be satisfied by Mandatorily

of shares certain to occur
(Section 2.4.1) (Section 2.4.2)

transferring assets redeemable
(Section 2.4.3)

When applying ASC 480, an entity must disregard the share’s nonsubstantive or minimal features (see Section 2.7.1).

If shares are redeemable only upon the occurrence of an event that is not certain to occur, they are not considered
mandatorily redeemable until the event occurs or becomes certain to occur. For example, a preferred stock that an
entity must redeem at a stated date that also has a substantive conversion option (that the entity may or must settle in
shares and is exercisable by the holder before redemption) does not meet the definition of a mandatorily redeemable
share. That is because the holder could choose to convert the preferred stock, so there is a possibility that the stock
will not be redeemed (see Section 2.4.2).

At each reporting date, and when circumstances change, an entity must reassess whether shares with conditional
obligations have become mandatorily redeemable (that is, the event is no longer conditional because the event has
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occurred or become certain to occur or the condition is resolved). If so, the entity must reclassify the shares as
liabilities under ASC 480 (see Section 2.4.6).

An entity initially measures mandatorily redeemable shares accounted for as liabilities at fair value (see Section 2.4.4).
Subsequently, it measures them at the present value of the amount payable at settlement using the rate implicit at
inception (if both the redemption amount and the redemption date are fixed) or at the amount that would be paid if
the reporting date were the settlement date (if either or both the redemption amount and redemption date vary), with
changes recognized as interest cost (see Section 2.4.5).

A SCOPE EXCEPTIONS MAY APPLY

There are scope exceptions to the guidance on mandatorily redeemable shares. If an instrument meets any of those
exceptions, it is characterized as a mandatorily redeemable financial instrument but is exempt from some or all of
the requirements of ASC 480 (see Section 2.2.4).

2.4.1 Must Be Issued in the Form of Shares

E’EJ FASB REFERENCES

ASC 480-10-20: Shares

ASC 480 broadly defines the term “shares” to encompass various forms of ownership interests, including interests that
are not legally in the form of securities and interests that are liabilities in substance but not form. Common examples
include shares of stock (such as common and preferred) of a corporation, partnership units, membership interests, and
interests in mutual organizations. ASC 480 also applies to shares issued by a consolidated subsidiary to parties other
than the parent.

2.4.2 Redemption Must Be Certain to Occur

E’E' FASB REFERENCES

ASC 480-10-15-7C, ASC 480-10-25-5 through 25-7, ASC 480-10-55-3, ASC 480-10-55-12, and ASC 480-10-55-38 through
55-40

For an instrument to be classified as mandatorily redeemable, the entity’s obligation to redeem must be unconditional
and certain to occur. That is, the entity is required to redeem the instrument at a specified or determinable date(s) or
upon an event that is certain to occur. For example, a preferred stock redeemable at the holder’s option at any time is
not mandatorily redeemable because its redemption depends on the holder’s exercising the option. However, once the
holder gives the entity an irrevocable exercise notice requiring the entity to redeem the stock at a specified date, the

stock becomes mandatorily redeemable.

Further, the amount that must be redeemed does not have to be fixed to meet this condition (for example, a share
that an entity must redeem on a fixed date for the share’s fair value at redemption is mandatorily redeemable).

If an instrument is redeemable only upon the occurrence of an event that is not certain to occur, it is not considered
mandatorily redeemable. For example, if redemption is required automatically upon the occurrence of an event, such
as an initial public offering (IPO) or other contingent event, the instrument is not considered mandatorily redeemable
until the event occurs or becomes certain to occur.
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An entity must reassess whether instruments with conditional obligations have become mandatorily redeemable. If they
have, the entity must reclassify them as liabilities under ASC 480 (see Section 2.4.6).

EXAMPLE 2-4: REDEEMABLE PREFERRED STOCK

FACTS

On June 15, 20X4, Issuer A issues 2 million shares of Series B preferred stock at $10 per share with the following
terms:

» Dividends: $0.50 per share dividends accrue on the first day of each calendar quarter (subject to adjustments in
the event of any stock dividend, stock split, combination, or other recapitalization), whether or not declared,
and they are cumulative.

» Redemption: Issuer A must redeem shares of Series B preferred stock in cash on June 15, 20X8, for the Series B
original issue price of $10 per share plus any dividends accrued but unpaid thereon, whether or not declared,
and any other dividends declared but unpaid thereon.

CONCLUSION
Issuer A must account for the Series B preferred stock as a liability in accordance with ASC 480.
ANALYSIS

The preferred stock is mandatorily redeemable. It must be redeemed for cash equal to the original issue price plus
any accrued and unpaid dividends on June 15, 20X8, a fixed date.

EXAMPLE 2-5: REDEEMABLE AND CONVERTIBLE PREFERRED STOCK
FACTS

Assume the same facts as in Example 2-4, except that the Series B preferred stock also includes a holder conversion
option for a fixed number of common shares exercisable at any time before June 15, 20X8.

CONCLUSION

Issuer A does not account for the Series B preferred stock as a liability under ASC 480. It must account for the stock
in accordance with other U.S. GAAP (for example, ASC 505 (see Chapter 6) or ASC 480-10-S99-3A if the temporary
equity guidance applies (see Chapter 5)).

ANALYSIS

The preferred stock is not mandatorily redeemable because the preferred stock’s redemption is conditional upon
the holder’s not exercising the conversion option (redemption is not certain to occur). Therefore, the instrument
does not meet the definition of a mandatorily redeemable financial instrument.

However, if the conversion price were extremely high in relation to the current share price, Issuer A would ignore
the conversion option and the instrument would be considered mandatorily redeemable.
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A DETERMINING WHETHER REDEMPTION IS CERTAIN TO OCCUR

In evaluating whether redemption is certain to occur, an entity must consider all relevant terms of the
arrangement, but it cannot factor probability, intent, and economic compulsion into the analysis. In other words, if
redemption is subject to a condition, the entity must assess whether the condition will occur with certainty (for
example, the holder’s death or termination). A conclusion that it is highly probable the condition will be met is not
sufficient.

For instance, an entity may issue preferred stock it can call at any time and that requires it to pay little to no
dividends in initial periods but requires it to pay increasing-rate dividends in later periods as long as the instrument
remains outstanding. While the terms might economically compel the entity to call the instrument to avoid paying
the increasing-rate dividends, such economic compulsion does not make the instrument mandatorily redeemable.

Entities must also consider side agreements. For instance, ASC 480-10-15-7C notes that if an entity issues shares along
with a related agreement that requires redemption of the specific underlying shares issued, the two agreements form
one unit of account, and the shares are mandatorily redeemable.

Some instruments allow an entity to extend their terms or defer redemption until specified liquidity levels are reached
(or have similar terms that may delay or accelerate the timing of required redemption). While those terms may affect
the timing of redemption, they do not prevent an instrument from being considered mandatorily redeemable and
accounted for as a liability under ASC 480. That guidance on liquidity conditions cannot be applied by analogy to other
conditional terms.

The table illustrates the differences between an unconditional and conditional obligation to redeem an instrument,
using preferred stock as an example. The scenarios are illustrative, not determinative; reaching a conclusion in a real
fact pattern depends on the facts and circumstances.

SCENARIO UNCONDITIONAL OBLIGATION TO REDEEM CONDITIONAL OBLIGATION TO REDEEM

Redeemable » Nonconvertible preferred stock the issuer P Convertible preferred stock the issuer must
on a fixed must redeem on the five-year anniversary of redeem on the five-year anniversary of
date issuance by paying cash issuance and that includes a substantive
P Nonconvertible preferred stock the issuer holder conversion option
must redeem on the five-year anniversary of P Preferred stock the holder may require the
issuance by issuing a note with a five-year issuer to redeem on the five-year anniversary
payment term of issuance
Redeemable » Nonconvertible preferred stock the holder P Preferred stock the holder may require the
at any time may put to the issuer at any time and that issuer to redeem at any time (or after
requires the issuer to redeem on the five-year passage of time)

anniversary of issuance if the holder has not
exercised the put option

Redeemable P Preferred stock the issuer must redeem upon P Preferred stock the issuer must redeem upon

upon the holder’s death the holder’s bankruptcy
occurrence P Preferred stock the issuer must redeem upon P Preferred stock the issuer must redeem upon
of an event the earlier of the holder’s retirement or a change in control

termination of employment » Preferred stock the issuer must redeem upon

failing to achieve set milestones during a
specified period
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SCENARIO UNCONDITIONAL OBLIGATION TO REDEEM CONDITIONAL OBLIGATION TO REDEEM

Redeemable P Preferred stock the issuer must redeem on P Preferred stock the holder can require the
based on the earlier of the five-year anniversary of issuer to redeem if the issuer has available
level of issuance and the date the issuer achieves a cash, determined at the issuer’s discretion on
liquidity specified level of liquidity a good faith basis

P Preferred stock the issuer must redeem on
the five-year anniversary of issuance, with a
provision that defers redemption until a
specified liquidity level is reached

A SHARES OF STOCK WITH EMBEDDED PUT AND CALL

An entity may issue shares of stock (for example, preferred stock) that is not mandatorily redeemable but includes
both embedded features:

P Put option exercisable at the holder’s discretion at any time after five years or upon a change in control (written
put option)

P Call option exercisable at the entity’s discretion at any time after five years (purchased call option).

While it may be highly likely to be redeemed, the stock is not mandatorily redeemable because redemption is
optional and the options could expire at the money and unexercised. The combination of a written put option and
purchased call option with the same terms is not the same as an embedded forward purchase contract under

ASC 480. That treatment under ASC 480 is different from the guidance in ASC 815-10-25-10 on the combination of
two embedded options (see Section 3.3.2).

The stock is not under ASC 480 because:
P It is not mandatorily redeemable under ASC 480-10-25-4, as discussed above.
P It is not under ASC 480-10-25-8 because it is an outstanding share (see Section 2.5).

P It is not a liability under ASC 480-10-25-14 because it is an outstanding share and the obligations are
conditional (see Section 2.6).

ASC 480 applies to freestanding financial instruments, not embedded features, so the entity evaluates the
embedded options not under ASC 480, but instead under ASC 815-15. If the embedded options meet the scope
exception under ASC 815-10-15-74(a) (see Chapter 4), they are not separated from the shares. Had the entity
issued the written put option as a freestanding financial instrument, it would be a liability under ASC 480-10-25-8
(see Section 2.5).

See Section 2.9 for a discussion of a parent’s accounting for a similar transaction entered on the shares of a
subsidiary with the noncontrolling interest holder, and which the parent accounts for as a financing of its purchase
of the noncontrolling interest.
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2.4.3 Redemption Must Be Satisfied by Transferring Assets

Ela_' FASB REFERENCES

ASC 480-10-05-2(a), ASC 480-10-55-5, ASC 480-10-55-27 through 55-28, and ASC 480-10-55-64

To meet the definition of a mandatorily redeemable financial instrument, the entity must be required to satisfy its
obligation by a future transfer of cash or other assets (that is, the entity has a nondiscretionary obligation to transfer
assets). That condition is met even if an insurance contract would cover the redemption’s cost (for example, for shares
redeemable upon the holder’s death).

An instrument that requires an entity to settle its obligation by issuing another instrument that ultimately requires
settlement by transfer of assets (for example, an instrument that would be settled with a note payable in cash) also
meets that condition.

However, if the terms allow or require the entity to settle the instrument in its equity shares, the condition is not met
because an entity’s equity shares are not considered the entity’s assets. However, the entity must further assess the
contract to determine whether it must be classified as a liability under ASC 480-10-25-14 (see Section 2.6).

2.4.4 Initial Measurement for Mandatorily Redeemable Shares

FASB REFERENCES

ASC 480-10-30-1 and ASC 815-15-30-2

Mandatorily redeemable financial instruments are initially measured at fair value. However, if the financial
instruments are issued in a basket transaction, the entity must allocate the proceeds received among the instruments
issued. The method of allocation depends on how the instruments are subsequently measured (see Section 2.8). The
amount of proceeds allocated to the mandatorily redeemable financial instrument is its initial carrying amount. If the
instrument has a bifurcated embedded derivative, the entity further reduces the initial carrying amount by the
embedded derivative’s fair value (see Section 3.7.1).
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2.4.5 Subsequent Measurement for Mandatorily Redeemable Shares

E’E' FASB REFERENCES

ASC 480-10-35-3 and ASC 480-10-45-3

Mandatorily redeemable financial instruments are subsequently measured in one of the following ways, with changes
recognized as interest cost:

...measure at the present value of the amount payable at settlement,
accruing interest cost using the rate implicit at inception (that is, using
the effective interest method).

If both the redemption
amount and date are fixed...

If either (or both) the
redemption amount and ...measure at the amount of cash that would be paid under the

date are not fixed (for conditions specified in the contract as if settlement occurred as of the
example, redeemable at reporting date, recognizing the resulting change in that amount from the
fair value or redeemable previous reporting date as interest cost.

upon the holder’s death)...

Any amounts paid or payable to a holder of a mandatorily redeemable financial instrument in excess of the initial
measurement are recognized as interest cost.

A MANDATORILY REDEEMABLE FINANCIAL INSTRUMENTS WITH BIFURCATED EMBEDDED DERIVATIVES

In accordance with ASC 815-15, an entity must assess whether a hybrid instrument that is not remeasured at fair
value includes embedded derivatives that must be bifurcated and separately accounted for as a derivative asset or
liability. Because mandatorily redeemable financial instruments are not remeasured at fair value under ASC 480,
the entity must assess any embedded derivatives in the instrument for bifurcation unless it elects to account for the
instrument at fair value under the fair value option (see Section 3.4.2.1).

The fair value of any bifurcated embedded derivative reduces the initial carrying amount of the instrument (see
Section 2.4.4). Subsequently, the entity adjusts the instrument’s initial carrying amount based on one of the
approaches discussed in this section.

2.4.6 Reclassification of Mandatorily Redeemable Shares

FASB REFERENCES

ASC 260-10-599-2, ASC 480-10-25-7, ASC 480-10-30-2, and 480-10-55-10 through 55-11

At each reporting date, and when circumstances change, the entity must reassess whether shares with conditional
obligations have become mandatorily redeemable. In other words, the event is no longer conditional because it has
occurred or become certain to occur or the condition is resolved.
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If a conditionally redeemable share becomes mandatorily redeemable, the entity reclassifies the share from equity to
liability at its then fair value and reduces equity by the same amount. Thus, the entity recognizes no gain or loss on
reclassification.

Further, reclassifications of preferred stock affect the computation of EPS in accordance with ASC 260-10-599-2. Under
that guidance, a reclassification of preferred stock from equity to liability is accounted for as redemption of equity by
issuing a debt instrument. The difference between the share’s carrying amount and its fair value on the date of
reclassification is treated like dividends on preferred stock and is recognized as a charge to retained earnings (or
additional paid-in capital (APIC) in the absence of retained earnings) and an adjustment to net income available to
common shareholders in computing EPS.

EXAMPLE 2-6 (ADAPTED FROM ASC 480-10-55-10): CONDITIONALLY REDEEMABLE STOCK THAT BECOMES
MANDATORILY REDEEMABLE

FACTS

On January 2, 20X4, an entity issues shares that are mandatorily redeemable six months after a change in control
event. On December 30, 20X8, a change in control occurs, requiring the entity to redeem the shares on June 30,
20X9.

CONCLUSION

The shares are initially not mandatorily redeemable and therefore not presented as liabilities under ASC 480.
However, on December 31, 20X8, the shares become mandatorily redeemable, so the entity reclassifies them as
liabilities at fair value. The entity recognizes an offsetting reduction to equity, with no gain or loss.

ANALYSIS

At the time of issuance, the shares were contingently redeemable and did not meet the definition of a mandatorily
redeemable financial instrument, so the entity recognized them within equity. The shares became mandatorily
redeemable upon the change in control event because the entity must redeem them in six months (an event certain
to occur).

EXAMPLE 2-7 (ADAPTED FROM ASC 480-10-55-11): REDEEMABLE PREFERRED STOCK WITH CONVERSION OPTION
THAT EXPIRES

FACTS

On January 2, 20X4, an entity issues preferred shares redeemable 30 years after issuance, which, for the first 10
years, are also convertible into a fixed nhumber of common shares at the holders’ option. The conversion option is
substantive.

CONCLUSION AND ANALYSIS

The shares are initially not mandatorily redeemable and therefore not presented as liabilities under ASC 480. At
issuance and while the conversion option is effective, the preferred shares are not mandatorily redeemable because
redemption is contingent upon the holder not exercising its conversion option. However, when the conversion
option expires, the condition is resolved, and the shares become mandatorily redeemable, the entity would
reclassify the shares as liabilities at fair value and recognize an offsetting reduction to equity with no gain or loss.
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2.4.7 Entities With Outstanding Shares That Are All Mandatorily Redeemable

E’E' FASB REFERENCES

ASC 480-10-45-2 through 45-2B

If an entity has no equity instruments outstanding other than mandatorily redeemable shares classified as liabilities, it
must:

P Distinguish those shares from other liabilities by describing them as “shares subject to mandatory redemption” in
the balance sheet.

P Measure the shares based on the guidance discussed in Sections 2.4.4 and 2.4.5.

P Present payments to holders of those shares and related accruals separately from payments to and interest due to
other creditors in the cash flow statement and income statement.

Entities with only outstanding shares that are all subject to mandatory redemption on the occurrence of events that
are certain to occur (and are classified as liabilities) must present the following:

P Excess of liabilities over assets (deficit) — for the excess of the shares’ redemption price over book value

P Excess of assets over liabilities (equity) — for the excess of the shares’ book value over the shares’ redemption
price.

The shares’ book value is the difference between the recorded amounts of the entity's assets and liabilities other than
the shares subject to mandatory redemption. That guidance applies regardless of whether the redemption price is
fixed or varies based on specified conditions.

2.5 OBLIGATIONS TO REPURCHASE SHARES (OR OBLIGATIONS INDEXED TO SUCH
OBLIGATIONS)

FASB REFERENCES

ASC 480-10-25-1, ASC 480-10-25-8, ASC 480-10-25-12, ASC 480-10-30-3, ASC 480-10-30-7, ASC 480-10-35-3, and ASC
480-10-35-5

ASC 480-10-25-8 requires entities to classify instruments that have the following characteristics at inception as
liabilities (or as assets in some cases):

It embodies an
It is a financial obligation to
instrument other repurchase the
than an outstanding issuer's equity shares

It requires (or may
require) the issuer to Liability
settle the obligation (or asset in some

share or is indexed to such

(Section 2.5.1) an obligation
(Section 2.5.2)

by transferring assets cases)
(Section 2.5.3)

Those financial instruments are liabilities under ASC 480 because they obligate the entity to repurchase its equity
shares (or are indexed to such an obligation) and transfer assets. The financial instrument may comprise a single option
or forward. If the instrument comprises more than one option or forward, the entity applies ASC 480 to the
freestanding instrument in its entirety (see Sections 2.5.4 and 2.7.2). In some cases, the financial instrument could also
represent an asset (see Section 2.7.3).
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Further, when applying ASC 480, an entity must disregard the financial instrument’s nonsubstantive or minimal
features (see Section 2.7.1).

An entity initially and subsequently measures financial instruments under ASC 480-10-25-8 at fair value, with changes
in fair value recognized in earnings. However, there is one exception: forward purchase contracts that require physical
settlement by repurchase of a fixed number of shares in exchange for cash are initially measured at the fair value of
the shares at inception. Subsequently, they are measured at either:

P The present value of the settlement amount (if the settlement amount and the settlement date are fixed)

P At the settlement amount as if settlement occurred at the reporting date (if either or both the settlement amount
and the settlement date vary).

In both cases, the changes in carrying amount are recognized as interest cost.

2.5.1 Financial Instruments Other Than Outstanding Shares

E’EJ FASB REFERENCES

ASC 480-10-25-10 and ASC 480-10-55-29

ASC 480-10-25-8 does not apply to financial instruments in the form of outstanding shares. Instead, it applies to
contracts involving (or based on) the repurchase of an entity’s equity shares. Examples of financial instruments that
fall within ASC 480-10-25-8 include:

P Physically settled or net-cash-settled forward purchase contracts and written put options on the entity’s shares

» Forwards and written call options (for example, warrants) for redeemable shares

P Puttable warrants.

If a freestanding financial instrument is composed of more than one option or forward contract (for example, a warrant

that includes both a written call option and a put feature), ASC 480 applies to the financial instrument in its entirety
(see Section 2.5.4).

Also, while ASC 480-10-25-8 does not apply to an outstanding share, the share may still be under ASC 480 under either
ASC 480-10-25-4 (mandatorily redeemable shares (see Section 2.4)) or ASC 480-10-25-14 (for example, some
mandatorily convertible shares required to be settled by issuing a variable number of shares (see Section 2.6)).

2.5.2 Obligations to Repurchase an Issuer’s Equity Shares (or Obligations Indexed to Such Obligations)

E’EJ FASB REFERENCES

ASC 480-10-20: Issuer’s Equity Shares and Equity Shares, ASC 480-10-25-9, and ASC 480-10-55-31

ASC 480-10-25-8 applies to both conditional and unconditional obligations. The obligation may be to repurchase the
entity’s (issuer’s) equity shares or an obligation indexed to such an obligation.
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The terminology used in this requirement is important to understand:

P The term “equity shares” refers only to shares the entity accounts for as equity.

P The phrase “issuer’s equity shares” includes the entity’s equity shares and equity shares issued by any of its
consolidated subsidiaries. Example 2-31 illustrates how an entity (the parent) accounts for options on shares issued
by its consolidated subsidiary.

» The term “indexed to” is interchangeable with “based on variations in the fair value of.” In other words, ASC 480-
10-25-8 applies to an obligation to repurchase the entity’s equity shares or that is indexed to the fair value of such
obligation, as illustrated in the contrasting examples below.

ENTITY HAS AN OBLIGATION TO REPURCHASE ITS ENTITY HAS AN OBLIGATION INDEXED TO AN

EQUITY SHARES OBLIGATION TO REPURCHASE ITS EQUITY SHARES

P Physically settled forward purchase contracts on the P Net-cash-settled forward purchase contracts on the

entity’s equity shares entity’s equity shares
P Physically settled written put options on the entity’s P> Net-cash-settled written put options on the entity’s
equity shares equity shares
P Puttable warrants
Those are liabilities under ASC 480 because they Those are liabilities under ASC 480 because they are
embody an entity’s obligation to repurchase its equity indexed to (that is, based on variations in the fair value
shares. of) the entity’s obligation to repurchase its equity shares

(see Example 2-8).

EXAMPLE 2-8 (ADAPTED FROM ASC 480-10-55-31): PUTTABLE WARRANT
FACTS

Entity A issues a puttable warrant to a holder.

P The warrant allows the holder to purchase one equity share at an exercise price of $10 on a specified date (a
written call feature).

P The warrant also allows the holder to put the warrant back to Entity A on the specified date for $2, settleable in
cash (a put feature).

CONCLUSION

The warrant is a liability under ASC 480-10-25-8 because it embodies Entity A’s obligation indexed to an obligation
to repurchase its equity shares and may require transferring cash (see Section 2.5.3).

ANALYSIS

If the share price on settlement is greater than $12, the holder is expected to exercise the warrant and pay Entity A
$10 cash, and Entity A would issue a fixed number of shares. That feature would result in issuing equity shares, not
repurchasing them, and therefore does not cause liability classification under ASC 480-10-25-8.

However, if the share price on settlement is equal to or less than $12, the holder is expected to exercise the put
feature and put the warrant back to Entity A, and Entity A would pay $2 cash to redeem the warrant. As the share
price decreases toward $12, the fair value of Entity A’s obligation to stand ready to pay $2 increases. Therefore,
the warrant’s put feature is an obligation of Entity A indexed to (based on variations in the fair value of) an
obligation to repurchase its shares.
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2.5.3 Requires or May Require the Issuer to Settle the Obligation by Transferring Assets

E’EJ FASB REFERENCES

ASC 480-10-25-8 through 25-9

ASC 480-10-25-8 applies to a freestanding financial instrument that either requires or may require future transfer of
cash or other assets. This requirement includes two important elements:

P A transfer of assets (see Section 2.5.3.1)
P That transfer of assets may be unconditional or conditional (see Section 2.5.3.2).

If the obligation to transfer assets is conditional, the number of conditions leading up to the transfer is irrelevant.
Further, the settlement amount does not have to be fixed.

2.5.3.1 Transfer of Assets

FASB REFERENCES

ASC 480-10-20: Physical Settlement, Net Cash Settlement, and Net Share Settlement, ASC 480-10-25-8 through 25-9,
and ASC 480-10-25-13

The form of settlement is important when evaluating an instrument under ASC 480-10-25-8. The different forms of
contract settlement (assuming the entity (issuer) is the party with a potential obligation to repurchase its equity
shares) are:

=

Physical Settlement Net Cash Settlement Net Share Settlement

The issuer delivers the full stated
amount of cash or other financial
instruments to the holder.

The party with a loss (which could The party with a loss (which could

be the issuer) delivers to the party be the issuer) delivers to the party

with a gain cash equal to the gain. with a gain shares of stock with a
current fair value equal to the
gain.

The holder delivers the full stated
number of shares of stock to the
issuer.

These two forms of settlement represent delivery of cash. If the This form of settlement
@ entity has an obligation to repurchase its equity shares (or an @ involves the entity issuing

obligation indexed to such an obligation), the instrument is a shares, not repurchasing

liability under ASC 480-10-25-8. them. However, further
analysis under Section 2.6
may be necessary.
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See Section 2.7.4 for application examples.

As discussed in Section 2.5.3, for ASC 480-10-25-8 to apply, the financial instrument either must require or may require
the entity (issuer) to transfer cash or other assets. An instrument that requires the entity to issue another instrument
that ultimately requires or may require settlement by transfer of assets also meets this condition, for example, an
instrument the entity settles by issuing:

P A note payable in cash
» Mandatorily redeemable shares
P Shares that are puttable outside the entity’s control (see Section 2.5.3.2).

A CONSIDERATIONS RELATED TO PREPAID FORWARD CONTRACTS

If an entity prepays an obligation to repurchase its equity shares (or an obligation indexed to such an obligation),
the instrument is not a liability under ASC 480 if the entity has no remaining obligations to transfer cash or other
assets or to issue equity shares. The following are example instruments (from the issuer, prepaying party
perspective) that are not under ASC 480:

P Prepaid physically settled forward purchase contracts on an entity’s equity shares
P Prepaid written put options on an entity’s equity share.

The conclusion that those instruments are not liabilities under ASC 480 is consistent with the definition of an
obligation under that topic, which is a conditional or unconditional duty or responsibility to transfer assets or
issue shares. In the above examples, the entity (issuer) is required or may be required to repurchase (rather than
issue) its equity shares, and that obligation has been prepaid.

However, other prepaid obligations may be classified as liabilities under ASC 480-10-25-14 if specific conditions are
met, such as a prepaid physically settled forward sale contract to issue a variable number of shares (see
Section 2.6).

If a prepaid obligation is not under ASC 480, an entity considers other relevant U.S. GAAP to account for the
instrument, including the guidance in ASC 815-40 on contracts in an entity’s own stock (see Chapter 4).

2.5.3.2 Unconditional or Conditional Obligation to Transfer Assets

FASB REFERENCES

ASC 480-10-25-9, ASC 480-10-25-11, and ASC 480-10-55-32 through 55-33

ASC 480-10-25-8 encompasses financial instruments that either unconditionally or conditionally obligate the entity to
transfer assets.

P An entity has an unconditional obligation to transfer assets if it must perform regardless of future events or
conditions. For example, a noncontingent physically settled forward contract to purchase shares unconditionally
requires an entity to repurchase its equity shares on a specified date.

P An entity has a conditional obligation to transfer assets if it does not have to perform unless any specified conditions
are met. An instrument embodies a conditional obligation if the entity’s obligation to transfer assets is based on the
occurrence (or nonoccurrence) of events outside the entity’s control.
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The table illustrates how some common conditions affect whether an instrument embodies a conditional obligation or
does not embody an obligation (whether unconditional or conditional) to transfer assets.

EMBODIES A CONDITIONAL OBLIGATION TO DOES NOT EMBODY AN OBLIGATION
CONDITIONS TRANSFER ASSETS IF BASED ON (UNCONDITIONAL OR CONDITIONAL)
TO TRANSFER ASSETS IF BASED ON
Contingent Events that are outside the issuer’s control (for Events that are within the issuer’s
events example, a change in control, completing an IPO, or control (for example, issuing debt or
meeting a stock price target). equity and the holder does not

control the issuer’s decisions).

Exercise of an Holder exercising a put option. Issuer exercising a call option and the
option holder does not control the issuer’s
decisions.

Choice of Holder electing the form of settlement and can Issuer electing the form of settlement

settlement form choose physical or net cash settlement. and can choose net share settlement.
Also, a contract that must or may (at the holder’s Also, a contract does not embody an
option) be net cash settled embodies a conditional obligation to transfer assets if it
obligation because transferring assets is contingent on  requires only net share settlement.
the possibility that the contract will be in a loss However, the instrument may need to
position from the issuer’s perspective (that is, the be further assessed under ASC 480-10-
issuer will transfer assets to the counterparty in a 25-14 (see Section 2.6.3).

gain position).

A CHOICE OF SETTLEMENT FORM MAY AFFECT THE NATURE OF AN ENTITY’S OBLIGATION

If the holder can choose the form of settlement (for example, physical, net cash, or net share), the instrument
embodies an obligation under ASC 480-10-25-8 because the entity has no discretion to avoid the potential future
transfer of assets. Whether the monetary values of the different settlement alternatives (cash or shares) have the
potential to differ is irrelevant, so the obligation is under ASC 480-10-25-8.

On the other hand, if the instrument allows or requires an entity to settle the instrument in its own shares, it does
not require the entity to transfer assets and therefore is not a liability under ASC 480-10-25-8 because an entity’s
own shares are not its assets. For example, an entity can avoid transferring assets under a forward purchase
contract on its equity shares if the contract gives it the option to either net cash or net share settle that
instrument. However, while the instrument is outside the scope of ASC 480-10-25-8, the entity must further assess it
under ASC 480-10-25-14 (see Section 2.6.3).

If the obligation to transfer assets is conditional, the number of conditions leading up to the ultimate transfer of
assets is irrelevant.

For instance, warrants for redeemable shares embody an entity’s obligation to repurchase its equity shares and are
liabilities regardless of the redemption price or timing of exercising the put feature because the underlying
instruments are obligations to ultimately transfer assets. That is true even if the redemption feature is contingent as
long as the condition is outside the entity’s control.

The table illustrates the concept.
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EXAMPLES CONDITIONS LEADING TO ENTITY’S CLASSIFICATION UNDER
OBLIGATION TO REPURCHASE ITS EQUITY ASC 480-10-25-8
SHARES

Warrants to purchase preferred » CONDITION 1: The holder exercises the Liability classified

shares at $10 per share. The warrants. (There are no additional conditions

preferred shares are mandatorily because the preferred shares are mandatorily

redeemable at $12 per share after redeemable.)

five years.

Warrants to purchase preferred » CONDITION 1: The holder exercises the Liability classified

shares at $10 per share. The warrants.

preferred shares are puttable at the
holder’s option for $12 cash
immediately after exercising the

» CONDITION 2: The holder elects the option to
put the preferred shares back to the entity.

warrant.
Warrants to purchase preferred » CONDITION 1: The holder exercises the Liability classified
shares at $10 per share. The warrants.
ferred shares are puttable for . .
g:; per share upon a change in » CONDITION 2: There is a change in control.
control. » CONDITION 3: The holder elects the option to

put the preferred shares back to the entity
upon the change in control.

BDO INSIGHTS — DEEMED LIQUIDATION EVENTS AND FUNDAMENTAL TRANSACTION CLAUSES

Provisions in a warrant agreement regarding specific events, such as mergers, consolidations, changes in control, or
sales of substantially all the entity’s assets, often affect how an entity classifies a warrant. Those events are
commonly referred to as “deemed liquidation” or “fundamental transaction” events.

For example:

P A warrant is exercisable for contingently redeemable preferred shares. The preferred shares are redeemable for
cash when a deemed liquidation event or fundamental transaction outside the entity’s control occurs.

P> A warrant is exercisable for nonredeemable shares but the warrant itself is puttable or redeemable for cash upon
a deemed liquidation event or fundamental transaction that is outside the entity’s control.

By analogy to the limited exception in ASC 480-10-5S99-3A-3(f), we believe the deemed liquidation or fundamental
transaction clause in those examples does not cause liability accounting for the warrants if all holders of equally
and more subordinated equity instruments of the entity would always be entitled to receive the same form of
consideration the warrant holders would receive (see Section 5.4.1).
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2.5.4 Financial Instruments Composed of More Than One Option or Forward

EEl FASB REFERENCES

ASC 480-10-15-3, ASC 480-10-15-5, ASC 480-10-25-12, ASC 480-10-55-18 through 55-19, and ASC 480-10-55-29
through 55-30

A freestanding financial instrument may consist of more than one option or forward contract. In those cases, an entity
applies ASC 480 to the entire instrument (see Section 2.3.3). That means that if the freestanding financial instrument
includes a written put option to repurchase the entity’s equity shares and another option, the instrument is typically
classified as a liability under ASC 480. Consider the following examples:

» Combination of written put option and written call option — If a freestanding financial instrument, such as a
warrant, is composed of a written put option (allowing the holder to put the warrant back to the entity for a fixed
amount in cash) and a written call option (allowing the holder to receive a fixed number of the entity’s equity
shares at a fixed price), the written call option’s existence does not affect the classification. The fact that at least
one component embodies an obligation to repurchase the entity’s equity shares is sufficient to scope the entire
instrument under ASC 480-20-25-8. The instrument is classified as a liability even if the put feature is contingent, as
long as the contingency is outside the entity’s control. An entity cannot evaluate predominance among obligations
or contingencies (which is different from the evaluation under ASC 480-10-25-14 (see Section 2.6 and Example 2-8)).

» Combination of written put option and purchased call option — If a freestanding financial instrument, such as an
equity collar, is composed of a written put option (allowing the holder to put equity shares back to the entity at a
specified date if the stock price is below a set price) and a purchased call option (allowing the entity to purchase its
equity shares at a specified date if the stock price exceeds a set price), the contract is analyzed as one unit of
account (a combination of a written put option and a purchased call option). That freestanding financial instrument
is a liability under either ASC 480-10-25-8 or ASC 480-10-25-14, depending on the form of settlement (see
Examples 2-23 and 2-25).

Further, some financial instruments that embody obligations under ASC 480-10-25-8 also may have characteristics of
assets (see Section 2.7.3). For example, the equity collar discussed above may be in a net asset position if the fair
value of the purchased call exceeds that of the written put. Those financial instruments are presented as either assets
or liabilities, depending on the instruments’ fair value at the reporting date (see Example 2-25).

2.5.5 Initial Measurement for Obligations to Repurchase Shares (or Obligations Indexed to Such
Obligations)

E’EJ FASB REFERENCES

ASC 480-10-30-7

All financial instruments accounted for under ASC 480-10-25-8 must be measured initially at fair value, except for some
physically settled forward purchase contracts (see Section 2.5.5.1). Further, if the entity issued the financial
instruments in a basket transaction, it must allocate the proceeds received among the instruments issued (see

Section 2.8).
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2.5.5.1 Initial Measurement for Some Physically Settled Forward Purchase Contracts

EE' FASB REFERENCES

ASC 480-10-30-3 through 30-6, ASC 480-10-55-14 through 55-15, and ASC 480-10-55-17

Forward contracts that require physical settlement by repurchase of a fixed number of the entity’s equity shares in
exchange for cash are akin to financing a stock purchase using borrowed funds (that is, similar to a treasury stock
transaction)' rather than a derivative instrument. They must be measured initially at the fair value of the shares at
inception, adjusted for any unstated rights or privileges, using either of the following approaches:

P Discount the settlement amount at the rate implicit at inception (after taking into account any expected dividends
to the holder and any consideration or unstated rights or privileges that may have affected the transactions’ terms).
This present value approach may be appropriate when both the settlement amount and date are fixed.

P Determine the cash the entity would pay under the conditions specified in the contract if the entity repurchased the
shares immediately (after taking into account any expected dividends and any consideration or unstated rights or
privileges that may have affected the transactions’ terms)?. This settlement value approach may be appropriate
when either the settlement amount or date varies (or both do).

An entity recognizes the physically settled forward purchase contract as a liability and reduces equity by an amount
equal to the shares’ fair value at inception.

Cash, as discussed above, includes foreign currency. Accordingly, forward purchase contracts physically settled for cash
in foreign currency are first measured using the guidance above and then remeasured in accordance with ASC 830,
Foreign Currency Matters.

A FORWARD PURCHASE CONTRACTS THAT ARE INITIALLY MEASURED AT FAIR VALUE

Only physically settled forward purchase contracts for a fixed number of shares in exchange for cash are
initially measured in the manner discussed above. Forward purchase contracts that require or allow net settlement
(cash or share) or require physical settlement in exchange for specified quantities of assets other than cash (for
example, gold) are measured initially at fair value (see Section 2.5.5) and classified as assets or liabilities,
depending on the contracts’ fair value at inception. That is because, in substance, those transactions are different
than treasury stock transactions.

EXAMPLE 2-9 (ADAPTED FROM ASC 480-10-55-14: PHYSICALLY SETTLED FORWARD PURCHASE CONTRACT WITH
NO UNSTATED RIGHTS OR PRIVILEGES

FACTS
An entity enters a forward contract with the following terms:

P The entity must repurchase 1 million shares of its common stock from another party in two years.

P The forward contract price per share (that is, the price at which the entity must repurchase the common stock)
is $30.

P The common stock’s current price is $25 per share.

' Statement of Financial Accounting Standards (FAS) No. 150, Accounting for Certain Financial Instruments with
Characteristics of Both Liabilities and Equity, Basis for Conclusions (BC), BC27 and BC80.
Z|d. at BC61.
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P The contract must be settled in cash for $30 million.
P There are no unstated rights or privileges affecting the transaction’s terms.
P The entity does not expect to pay dividends.

CONCLUSION AND ANALYSIS

Because the contract is a financial instrument (other than an outstanding share) that embodies an obligation to
repurchase shares by transferring assets, it is classified as a liability. The entity:

P Discounts the settlement amount ($30 million) at the rate implicit at inception after taking into account any
consideration or unstated rights or privileges that may have affected the transaction’s terms — $25 million
(which also is the fair value of the shares at inception).

P Recognizes a liability and reduces equity by an amount equal to the shares’ fair value at inception — $25 million.
The implicit rate for a contract with an initial value of $25 million (fair value of the shares at inception) and

settlement amount of $30 million payable after two years is 9.54%, assuming no other consideration or unstated
rights or privileges.

The entity accrues interest during the two-year contract period at the implied discount rate of 9.54%, increasing the
liability to $30 million at the repayment date. Amounts accrued are recognized as interest cost.

If the underlying common stock is expected to pay dividends before the repurchase date and is reflected in the rate
implicit at inception, the present value of the liability and subsequent accrual reflects that implicit rate.

EXAMPLE 2-10 (ADAPTED FROM ASC 480-10-55-15): PHYSICALLY SETTLED FORWARD PURCHASE CONTRACT
WITH UNSTATED RIGHT OR PRIVILEGE

FACTS
An entity enters a forward contract with the following terms:

The entity must repurchase 1 million shares of its common stock from another party in two years.
The forward contract price per share is $30.

The common stock’s current price is $30 per share.

The contract must be settled in cash for $30 million.

The entity, at the same time as entering the forward contract, sold a product to the counterparty at a $5 million
discount.

P The entity does not expect to pay dividends.

vVvVvVVvVYyYy

CONCLUSION AND ANALYSIS

As in Example 2-9, because the contract is a financial instrument (other than an outstanding share) that embodies
an obligation to repurchase shares by transferring assets, it is classified as a liability.

However, unlike the forward contract in Example 2-9, this transaction includes an unstated right or privilege (the $5
million discount on the product the entity sold to the counterparty). That unstated right or privilege is considered in
computing the appropriate implied discount rate, instead of having a 0% implied rate ($30 million due in two years
compared to $30 million at inception).

Accordingly, the implicit rate for a contract with an initial value of $25 million ($30 million fair value of the shares
at inception adjusted for unstated rights of $5 million sales discount) and settlement amount of $30 million payable
after two years is 9.54%. The entity recognizes a liability of $25 million, reduces equity by $30 million (fair value of
the shares at inception), and increases product revenue by $5 million.

The entity then accrues interest during the two-year contract period at the implied discount rate of 9.54%,
increasing the liability to $30 million at the repayment date. Amounts accrued are recognized as interest cost.
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Comparing this example to Example 2-9, the liability and interest cost recognized for the forward purchase contract
over the two-year contract term are the same because the transaction is adjusted for the unstated right or
privilege. The $5 million discount on product sale affects the amounts reported in equity and product revenue.

EXAMPLE 2-11 (ADAPTED FROM ASC 480-10-55-15): PHYSICALLY SETTLED FORWARD PURCHASE CONTRACT
WITH PAYMENT RECEIVED AT INCEPTION

FACTS
An entity enters a forward contract with the following terms:

The entity must repurchase 1 million shares of its common stock from another party in two years.
The forward contract price per share is $30.

The common stock’s current price is $20 per share.

The contract must be settled in cash for $30 million.

The entity, at the same time as entering the forward contract, received a $5 million payment from the
counterparty.

P The entity does not expect to pay dividends.

vVvVvVVvVYyY

CONCLUSION AND ANALYSIS

As in Examples 2-9 and 2-10, because the contract is a financial instrument (other than an outstanding share) that
embodies an obligation to repurchase shares by transferring assets, it is classified as a liability.

However, unlike Examples 2-9 and 2-10, this transaction includes a contract payment at inception (the $5 million
payment the entity received). That payment is considered in computing the appropriate implied discount rate,
instead of having a 22.47% implied rate ($30 million due in two years compared to $20 million at inception).

Accordingly, the implicit rate for a contract with an initial value of $25 million ($20 million fair value of the shares
at inception plus $5 million received at inception) and settlement amount of $30 million payable after two years
is 9.54%. The entity recognizes a liability of $25 million, reduces equity by $20 million (fair value of the shares at
inception), and debits cash for $5 million.

The entity accrues interest during the two-year contract period at the implied discount rate of 9.54%, increasing the
liability to $30 million at the repayment date. Amounts accrued are recognized as interest cost.

Comparing this example to Examples 2-9 and 2-10, the liability and interest cost recognized for the forward
purchase contract over the two-year contract term are the same because the transaction is adjusted for any other
consideration and unstated right or privilege. The $5 million discount on product sale (Example 2-10) and $5 million
payment received at inception (this example) affect the amounts reported in equity and other accounts (product
revenue or cash).
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2.5.6 Subsequent Measurement for Obligations to Repurchase Shares (or Obligations Indexed to Such
Obligations)

FASB REFERENCES

ASC 480-10-35-1 and ASC 480-10-35-5

Contracts that embody an entity’s obligation to repurchase its equity shares, other than some physically settled
forward purchase contracts (see Section 2.5.6.1), are subsequently measured at fair value with changes in fair value
recognized in earnings.

Further, financial instruments that meet the definition of a derivative instrument under ASC 815-10-15-83 (see
Appendix A) and do not qualify for a derivative scope exception (see Section 3.2.3) are generally also initially and
subsequently measured at fair value through earnings (see Section 2.10).

2.5.6.1 Subsequent Measurement for Some Physically Settled Forward Purchase Contracts

FASB REFERENCES

ASC 480-10-35-3 through 35-4, ASC 480-10-45-3, and ASC 480-10-55-16 through 55-17

Forward contracts that require physical settlement by repurchase of a fixed number of the entity’s equity shares in
exchange for cash are subsequently measured in one of the following two ways, with changes recognized as interest
costs:

...measure at the present value of the amount payable at settlement,
If both the repurchase accruing interest cost using the rate implicit at inception (that is, using

Examples 2-9 through 2-11 illustrate this concept.

...measure at the amount of cash that would be paid under the conditions
specified in the contract if settlement occurred as of the reporting date,
If either (or both) the recognizing the resulting change in that amount from the previous

repurchase amount or date reporting date as interest cost.
is not fixed... For example, this method applies to a variable-rate forward contract in

which the contract price is not fixed at inception but based on changes
in a specific index (for example, prime rate) during the contract term.

Also, cash, as discussed above, includes foreign currency. Accordingly, forward purchase contracts physically settled
for cash in foreign currency are first measured using the guidance above and then remeasured in accordance with
ASC 830.
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A FORWARD PURCHASE CONTRACTS THAT ARE REMEASURED AT FAIR VALUE

Only physically settled forward purchase contracts for a fixed number of shares in exchange for cash are
subsequently measured in the manner discussed above. Forward purchase contracts that require or allow net
settlement (cash or share) or require physical settlement in exchange for specified quantities of assets other than
cash (for example, gold) are measured subsequently at fair value (see Section 2.5.6) and classified as assets or
liabilities depending on the contracts’ fair value on the reporting date. That is because, in substance, those
transactions are different than treasury stock transactions.

2.5.7 Contract Reassessment for Obligations to Repurchase Shares (or Obligations Indexed to Such
Obligations)

FASB REFERENCES

ASC 480-10-25-8 and ASC 480-10-55-63

As discussed in Section 2.5, ASC 480-10-25-8 requires an entity to classify a financial instrument (other than an
outstanding share) as a liability (or an asset in some cases) if, at inception, the instrument embodies an obligation of
the entity to repurchase its equity shares (or is indexed to such an obligation) by transferring assets.

BDO INSIGHTS — CONTRACT REASSESSMENT AS A POLICY ELECTION

Sometimes, a contract that is liability classified under ASC 480 no longer embodies a future obligation to transfer
assets (for example, because a redemption feature expires or a contingency is resolved). We believe an entity
should typically reassess the classification of the financial instrument consistent with ASC 480-10-55-63, which
requires a classification reassessment of specified instruments at each reporting period. However, because ASC 480-
10-25-8 explicitly scopes in instruments that embody an obligation at inception, we believe that as an accounting
policy, an entity may elect not to reassess the classification of the instrument except when the instrument is
modified. That election must be applied consistently to all financial instruments accounted for under ASC 480-10-
25-8.
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2.6 SOME VARIABLE SHARE-SETTLED OBLIGATIONS

E’EJ FASB REFERENCES

ASC 480-10-15-3, ASC 480-10-25-1, ASC 480-10-25-12, ASC 480-10-25-14, ASC 480-10-30-7, and ASC 480-10-35-5

ASC 480-10-25-14 requires entities to classify the following instruments as liabilities (or assets in some cases):

Outstanding share
that embodies an

unconditional
obligation
(Section 2.6.1) Issuer must or may At inception,
settle the obligation mongtary va!ue O 42 s
by issuing a variable obligation is based L1ab1!lty
number of its equity sglely or (or asset in some
shares predominantly on any [ cases)

of the following
(Section 2.6.3):

Financial instrument (Section 2.6.2)
(other than
outstanding share)
that embodies an
obligation (conditional
or unconditional)

(Section 2.6.1)
A variable
. A variable other inversely related
A fixed monetary . .
amount known at thap the fa1r va_lue to changes in the
. . of issuer's equity fair value of
inception . \ -
shares issuer's equity
(Section 2.6.3.1) (Section 2.6.3.2) shares
(Section 2.6.3.3)

The instruments described above do not expose the counterparty to risks and rewards similar to those of an owner of
the entity’s equity shares and thus do not create a shareholder relationship. For example, a financial instrument that is
payable for a fixed amount and requires settlement by issuing a variable number of the entity’s equity shares creates a
relationship more akin to a debtor-creditor relationship than to a share ownership. Further, the holder of a financial
instrument with a monetary value that varies based on something other than the fair value of the entity’s equity shares
is indifferent to the fair value movement of those shares. Lastly, a financial instrument with a monetary value that
varies inversely with changes in the fair value of the entity’s equity shares creates the opposite of a shareholder
relationship (that is, the entity conveys value to the holder that increases as the value of shareholder interests
decreases).

Those financial instruments include instruments comprising a single option or forward, as well as freestanding
instruments that comprise more than one option or forward — in which case, the entity must apply ASC 480 to each
freestanding instrument in its entirety (see Section 2.7.2). The financial instruments could also represent an asset in
some cases (see Section 2.7.3).
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Further, when applying ASC 480, an entity must disregard the financial instrument’s nonsubstantive or minimal
features (see Section 2.7.1).

An entity initially and subsequently measures financial instruments under ASC 480-10-25-14 at fair value, with changes
in fair value recognized in earnings, unless other U.S. GAAP specifies another measurement attribute.

2.6.1 Conditional vs. Unconditional Obligations

FASB REFERENCES

ASC 480-10-25-14 and 480-10-55-27 through 55-28

As illustrated in the graphic in Section 2.6, a first important consideration is whether the freestanding financial
instrument is an outstanding share because that dictates the nature of obligations that may fall under this guidance.

For ASC 480-10-25-14 to apply to a financial instrument issued in the form of shares, the obligation must be
unconditional (for example, the guidance applies to mandatorily convertible preferred shares that must be converted
into a variable number of common shares at a specified date). Consequently, outstanding shares that embody
conditional obligations to issue a variable number of shares are not subject to this guidance.

For financial instruments other than shares, the obligation to issue a variable number of shares can be conditional or
unconditional for ASC 480-10-25-14 to apply.

Financial instrument

other than an
outstanding share

Outstanding share

Obligation may be
conditional or
unconditional

Obligation must be
unconditional

An obligation is unconditional if the entity must perform regardless of future events or conditions (for example, based
on only the passage of time). An obligation is conditional when the entity does not have to perform unless a specified
condition is met.

Some financial instruments embody an unconditional obligation that allows an entity to settle the obligation’s
monetary value in cash or a variable number of shares at its discretion. Those financial instruments are assessed under
ASC 480-10-25-14 even if the entity has discretion to avoid cash settlement because the entity does not have complete
discretion to avoid the transfer of assets or shares (that is, the instruments embody an unconditional obligation that
may be settled by issuing a variable number of shares). For example, a share that unconditionally obligates an entity
to redeem by transferring assets or issuing a variable number of shares is an unconditional obligation even if the entity
has a choice in the form of settlement (that is, either cash or shares). Consequently, the entity must account for the
share as a liability under ASC 480-10-25-14.
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EXAMPLE 2-12 (ADAPTED FROM ASC 480-10-55-28): UNCONDITIONAL OBLIGATION TO REDEEM AN INSTRUMENT
FOR CASH OR SHARES

FACTS
An entity issues 1 million shares of cumulative preferred stock for cash equal to the stock’s liquidation preference
of $25 per share. The preferred stock includes the following terms:

P The entity must redeem the shares on the fifth anniversary of issuance for cash at the shares’ issuance price ($25
per share) plus any accrued but unpaid dividends.

P The entity has the option to issue a variable number of its common shares worth $25 per share instead of paying
cash at redemption.

P Dividends are mandatory, payable quarterly at an annual rate of 6% (that is, annual dividends of $1.50 per
share). The dividends are cumulative and payable in cash or in additional preferred shares based on the
liquidation preference of $25 per share.

CONCLUSION

The preferred stock embodies an unconditional obligation that the entity may settle by issuing a variable number of
its equity shares with a monetary value that is fixed and known at inception. Therefore, the entity accounts for the
preferred stock in accordance with ASC 480-10-25-14.

ANALYSIS

The entity evaluates the preferred stock as follows:

P> The preferred stock is an outstanding share; however, it does not embody an unconditional obligation to
transfer assets because redemption may be in the form of common shares. Therefore, the preferred stock is
not a mandatorily redeemable stock under ASC 480-10-25-4.

Because the preferred stock is an outstanding share, it is not under ASC 480-10-25-8.

P The preferred stock embodies an unconditional obligation under ASC 480 because the entity does not have
complete discretion to avoid the transfer of assets or shares. Therefore, the preferred stock embodies an
unconditional obligation that the entity may settle by issuing a variable number of its equity shares with a
monetary value that is fixed and known at inception and is under ASC 480-10-25-14.

Because the preferred stock is a liability under ASC 480, the entity accounts for payments to holders as interest cost

and accounts for the accrued but unpaid payments as part of the liability for the shares.

v

2.6.2 Must or May Settle by Issuing a Variable Number of Shares

FASB REFERENCES

ASC 480-10-25-14 and ASC 480-10-55-44

As illustrated in the graphic in Section 2.6, a second important consideration when the freestanding financial
instrument embodies an obligation is whether it must or may be settled by issuing a variable number of equity shares.

Unlike the first two types of instruments under ASC 480-10-25-4 (see Section 2.4) and ASC 480-10-25-8 (see

Section 2.5), which must involve a transfer of assets at settlement, a financial instrument that the entity must or may
settle by issuing a variable number of its equity shares may be classified as a liability (or an asset in some cases) under
ASC 480-10-25-14. That is the case even if the instrument’s settlement does not involve the transfer of cash or other
assets as long as the obligation’s monetary value is based solely or predominantly on a fixed amount or a variable other
than (or inversely related to changes in) the fair value of the entity’s equity shares at inception. Such variable share-
settled obligations do not expose the instrument’s holder to a shareholder’s risks and benefits, so they have different



ISSUER’S ACCOUNTING FOR COMPLEX FINANCIAL INSTRUMENTS 56

economic and risk exposure than an equity instrument. As such, they are classified as liabilities (or assets in some
cases), even if they do not involve the future transfer of assets.?

Some financial instruments have more than one component or settlement outcome. For example, a financial
instrument may allow the entity to settle the contract in cash or in a fixed or variable number of shares. The entity
must evaluate the instrument at inception and consider all possible outcomes to determine whether settlement in a
variable number of shares is the contract’s predominant characteristic (see Section 2.6.3.4).

If the number of shares under an instrument’s variable-share settlement is not capped, an entity must determine how
that affects the classification of its other share-settled obligations. Depending on its reclassification policy, the entity
may need to reclass some or all of those contracts to liability or bifurcate their share-settled embedded features (see
Section 4.8.1).

2.6.3 Monetary Value of an Obligation Based Solely or Predominantly on Specific Conditions

E’EJ FASB REFERENCES

ASC 480-10-05-4 through 05-5, ASC 480-10-20: Monetary Value, ASC 480-10-25-14, and ASC 480-10-55-2

As illustrated in the graphic in Section 2.6, the last important consideration is whether, at inception, the obligation’s
monetary value is based solely or predominantly on any of the following three conditions:

P A fixed monetary amount known at inception (for example, a payable settleable with a variable number of the
entity’s equity shares with a value equal to the payable’s par amount)

P A variable other than the fair value of the entity’s equity shares (for example, a financial instrument indexed to the
S&P 500 and settleable with a variable number of the entity’s equity shares)

P A variable inversely related to changes in the fair value of the entity’s equity shares (for example, a net-share-
settled written put option).

ASC 480 defines monetary value as the settlement date fair value of the cash, shares, or other instruments under
specified market conditions that the entity (issuer) must pay the holder at settlement.

For variable share-settled obligations, ASC 480 requires an entity to consider whether the obligation’s monetary value
would remain fixed or would vary in response to changes in market conditions. In other words, because the number of
shares the entity must or may issue to settle the obligation is variable, the entity must evaluate whether the variability
is directly related to changes in fair value of its shares or caused by something else. The entity must evaluate the
nature of the arrangement and how settlement, including form, affects the instrument’s monetary value.

The following summary, adapted from ASC 480-10-55-2, illustrates some scenarios in which the monetary value does
not vary in response to changes in the market conditions related to the entity’s equity shares. In the scenarios, the
holder is not exposed to the risks or benefits from changes in the fair value of the entity’s equity shares, so the
instruments would generally fall within the scope of ASC 480.

DOES THE MONETARY VALUE
VARY IN RESPONSE TO CHANGES

IN FAIR VALUE OF THE ENTITY’S

FORM OF SETTLEMENT MONETARY VALUE EQUITY SHARES?

The entity must settle the obligation = The monetary value is fixed at No. The monetary value is fixed at

by either transferring $100,000 cash ~ $100,000. $100,000 even if the entity’s equity

or issuing a number of its equity share price changes; the obligation

shares worth $100,000. is therefore within ASC 480-10-25-
14(a).

2 |d. at B31 and B36.
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FORM OF SETTLEMENT

MONETARY VALUE

DOES THE MONETARY VALUE
VARY IN RESPONSE TO CHANGES

IN FAIR VALUE OF THE ENTITY’S
EQUITY SHARES?

The entity must settle the obligation
by issuing a variable number of
shares based on changes in the price
of a variable other than the entity’s
equity shares — for example, a net
share-settled obligation that the
entity must settle by issuing a
number of shares equal in value at
settlement to the change in fair
value of 100 ounces of gold.

The monetary value is based on
variations in something other than
the fair value of the entity’s equity
shares.

No. The monetary value varies
based on changes in the price of
gold, a variable other than the
entity’s equity share price; the
obligation is therefore within
ASC 480-10-25-14(b).

The entity must net share settle the
obligation by issuing a variable
number of its shares based on the
change in fair value of a fixed
number of its equity shares.

For example, a net-share-settled
written put option allows the holder
to put 10,000 equity shares back to
the entity for $11. If the entity’s
share price decreases from $13 to
$10 on the exercise date, the
written option’s monetary value
increases from $0 to $10,000
((10,000 x $11) - (10,000 x $10)).
The entity must issue a number of
shares worth $10,000.

The monetary value is based on the
fair value of a variable number of
equity shares that the entity must
issue at settlement.

In this example, as the entity’s
share price decreases, the monetary
value of the obligation increases.

While the monetary value varies as
the entity’s equity share price
changes, it varies inversely; the
obligation is therefore within

ASC 480-10-25-14(c).

If, at inception, the instrument’s monetary value is based solely or predominantly on a fixed amount or a variable
other than (or inversely related to changes in) the fair value of the entity’s equity shares, the entity classifies the
instrument as a liability (or an asset in some cases) under ASC 480 (see Sections 2.6.3.1 through 2.6.3.4).

A WARRANTS WITH SHARE-SETTLED FEATURES

Warrants to purchase an entity’s shares often have a cashless exercise feature that requires an entity to issue a
number of shares computed based on the difference between the entity’s stock price and exercise price (a common
form of net share settlement). While the number of shares issuable under that exercise provision is variable, the
obligation’s monetary value moves in the same direction as the fair value of the entity’s shares. In other words, the
higher the stock price, the higher the number and monetary value of the underlying shares issued.

That provision alone does not cause the warrant to be under ASC 480.

However, if that same warrant allowed the holder to require the entity to reacquire the warrant at a fixed date for
shares equal to a fixed monetary amount known at inception, the holder’s choice would depend on the entity’s
share price at the settlement date. The entity would therefore have to apply the predominance guidance discussed
in Section 2.6.3.4 to determine whether the warrant is under ASC 480-10-25-14 (see Example 2-17).
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2.6.3.1 Based on a Fixed Monetary Amount Known at Inception

FASB REFERENCES

ASC 480-10-25-14(a) and ASC 480-10-55-22

If, at inception, an entity’s obligation to issue a variable number of shares has a monetary value that is based solely or
predominantly on a fixed monetary amount known at inception, the entity classifies the instrument as a liability (or an
asset in some cases) in accordance with ASC 480-10-25-14(a).

EXAMPLE 2-13: SHARE-SETTLED DEBT
FACTS

On January 1, 20X4, Issuer A issues a debt instrument for $475,000 that requires it to redeem the instrument on
December 31, 20X4 in a variable number of shares of its common stock with a total fair value equal to $500,000.

CONCLUSION
The debt instrument is classified as a liability in accordance with ASC 480-10-25-14.
ANALYSIS

The instrument embodies an obligation that the entity must settle by issuing a variable number of shares, and at
inception, the obligation’s monetary value is based solely on a fixed monetary amount known at inception.

The monetary value is fixed at inception because the holder receives a value at settlement equal to $500,000,
regardless of the entity’s common stock price at the time of settlement. Therefore, the holder is not exposed to the
risks and rewards of equity ownership. The table illustrates this concept using three stock price scenarios.

COMMON STOCK PRICE  NUMBER OF SHARES REQUIRED MONETARY VALUE
$20 25,000 = ($500,000 / $20) $500,000 = ($20 x 25,000 shares)
$15 33,333 = ($500,000 / $15) $500,000 = ($15 x 33,333 shares)
$10 50,000 = ($500,000 / $10) $500,000 = ($10 x 50,000 shares)

A VARIABLE NUMBER OF SHARES COMPUTED BASED ON AVERAGE STOCK PRICE

Some share-settled obligations — that an entity may or must settle in a variable number of shares with a monetary
value based solely or predominantly on a fixed monetary amount known at inception — compute the number of
shares based on an average share price during a period (such as 30 days before settlement) instead of the share
price on the settlement date. Therefore, if the average share price differs from the share price on the settlement
date, the obligation’s monetary value is not entirely fixed at inception and is based in small part on variations in
the fair value of the entity’s equity shares. In that case, the obligation’s monetary value is not solely but
predominantly based on a fixed monetary amount known at inception, and the entity must classify the obligation as
a liability (or an asset in some cases) under ASC 480-10-25-14(a). Upon issuing the shares at settlement, the entity
increases equity by the amount of the liability and does not recognize any gain or loss for the difference in the
average and ending stock prices.
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2.6.3.2 Based on a Variable Other Than the Fair Value of the Entity’s Equity Shares

FASB REFERENCES

ASC 480-10-25-14(b) and ASC 480-10-55-25

A financial instrument may have a monetary value that partly or fully fluctuates in response to changes in a variable
other than the changes in the fair value of the entity’s equity shares and which an entity must or may settle with a
variable number of shares. Examples of variables other than the fair value of the entity’s shares include:

> SE&P 500

P The price of gold

P The entity’s revenues or earnings before interest, tax, depreciation, and amortization (EBITDA)

P The value of another entity’s asset, liability, or equity security.

In accordance with ASC 480-10-25-14(b), an entity must classify such financial instrument as a liability (or an asset in
some cases) if, at inception, the monetary value is based solely or predominantly on some factor other than the fair
value of the entity’s shares.

EXAMPLE 2-14: CONTINGENT CONSIDERATION AN ENTITY MAY SETTLE FOR A VARIABLE NUMBER OF SHARES
FACTS

On January 1, 20X4, Issuer A acquires Company X in a business combination. As part of the acquisition, Issuer A
agrees to pay to the former owners of Company X additional consideration equal to 10% of Company X’s positive
EBITDA for the 12-month period post-acquisition. Instead of paying cash, Issuer A can pay the additional
consideration in its equity shares worth the same amount.

CONCLUSION

Issuer A must classify the contingent consideration as a liability in accordance with ASC 480-10-25-14(b), initially
and subsequently measured at fair value in accordance with ASC 805.

ANALYSIS

The contingent consideration is a financial instrument other than an outstanding share that embodies a conditional
obligation that Issuer A may settle by issuing a variable number of its equity shares. The obligation’s monetary value
is based solely on Company X’s EBITDA, a variable other than the changes in fair value of Issuer A’s equity shares.
Therefore, Issuer A must classify the contingent consideration as a liability in accordance with ASC 480-10-25-14(b).
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A ASC 480-10 DOES NOT APPLY TO DUAL-INDEXED OBLIGATIONS

Some variable share-settled obligations have a monetary value based on the fair value of the entity’s equity shares
and another variable. In those cases, an entity must assess whether the obligation’s monetary value is based
predominantly on the other variable rather than the fair value of the entity’s equity shares (see Section 2.6.3.4).

P If based predominantly on the other variable, the instrument is classified as a liability (or an asset in some cases)
under ASC 480-10-25-14(b).

P If not based predominantly on the other variable (that is, the obligation’s monetary value is based in part on the
entity’s equity shares and in part, but not predominantly, on another variable, commonly referred to as a
“dual-indexed obligation”), the instrument is not under ASC 480. The entity must further assess the instrument
under other U.S. GAAP, such as ASC 815 (see Chapter 3).

For example, a derivative instrument that requires delivery of a variable number of the entity’s equity shares with a
monetary value equal to the product of changes in the price of a fixed number of the entity’s equity shares and the
Euro/U.S. dollar exchange rate would be outside the scope of ASC 480. That is because the obligation’s monetary
value varies based on both the fair value of the entity’s equity shares and the foreign exchange rate. However, the
instrument would be accounted for as a derivative asset or liability under ASC 815-10-15-75(b).

2.6.3.3 Based on a Variable Inversely Related to Changes in the Fair Value of the Entity’s Equity Shares

E’EJ FASB REFERENCES

ASC 480-10-25-14(c) and ASC 480-10-55-26

Some contracts that must or may be net share settled are liabilities (or assets in some cases) under ASC 480-10-25-
14(c) because the monetary value of the obligation to deliver a variable number of shares varies inversely in relation to
changes in the fair value of the entity’s equity shares. In other words, as the entity’s share price decreases, the
entity’s obligation under those contracts increases. Those kinds of instruments include freestanding forward purchase
contracts, written put options, and net written options (combination of written put option and purchased call option)
that are net share settled. Examples 2-15 and 2-25 through 2-27 illustrate the concepts. Freestanding purchased call
options are not under ASC 480 because they do not embody an obligation for the entity.

EXAMPLE 2-15: NET-SHARE-SETTLED WRITTEN PUT OPTION
FACTS
On January 1, 20X4, Issuer A issues a put option with the following terms:

P The option entitles the holder to put back 100 shares of Issuer A for $20 per share.
P The option contract expires in two years.
P At its discretion, Issuer A can settle the option in either cash or shares upon exercise.

CONCLUSION

Issuer A must account for the net-share-settled written put option as a liability in accordance with ASC 480-10-25-
14(c).

ANALYSIS

The written put option is a financial instrument other than an outstanding share that embodies a conditional
obligation that Issuer A may settle by issuing a variable number of its equity shares with a monetary value that is
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based solely on variations inversely related to changes in the fair value of Issuer A’s equity shares. Therefore, the
written put option is a liability in accordance with ASC 480-10-25-14(c).

The table uses three stock price scenarios to illustrate how the instrument’s monetary value varies inversely to
changes in Issuer A’s stock price.

NUMBER OF SHARES REQUIRED UNDER

COMMON STOCK PRICE  NET SHARE SETTLEMENT MONETARY VALUE

$15 33.33 = (($20 - $15) x 100 / $15) $500 = ($15 x 33.33 shares)
$12 66.67 = ((520 - $12) x 100 / $12) $800 = ($12 x 66.67 shares)
$10 100 = (($20 - $10) x 100 / $10) $1,000 = ($10 x 100 shares)

Because Issuer A can settle the option in shares and avoid transferring assets, the instrument is not under ASC 480-
10-25-8 (see Section 2.5). However, Issuer A must account for the written put option as a liability under ASC 480-10-
25-14(c).

2.6.3.4 Assessing Predominance

FASB REFERENCES

ASC 480-10-25-14 and ASC 480-10-55-42 through 55-51

If, at inception, the monetary value of a financial instrument that must or may be settled in a variable number of
shares is based solely on a fixed monetary amount known at inception, a variable other than (or inversely related to
changes in) the fair value of the entity’s shares (the three conditions described in Section 2.6.3), the entity classifies
the instrument as a liability (or an asset in some cases) under ASC 480.

Some financial instruments, such as those composed of more than one option or forward contract (for example,
puttable warrants) embody multiple obligations. Others have multiple settlement outcomes (for example, variable
share forwards). If any of the component obligations or settlement outcomes meet any of the three conditions
described in Section 2.6.3, the entity must determine whether those component obligations or settlement outcomes
are predominant relative to the instrument’s other obligations or settlement outcomes.
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The graphic illustrates the analysis for financial instruments with multiple component obligations.

Step 1: Identify any component obligations that if freestanding would be liabilities under ASC 480-10-25-14.

Step 2: Identify the financial instrument's other component obligations.

Step 3: Assess whether the monetary value of any obligations in Step 1 is (collectively) predominant over the
(collective) monetary value of other obligations identified in Step 2.

If so, account for the entire instrument as a liability (or asset) under ASC 480-10-25-14.
If not, the financial instrument is not under ASC 480-10-25-14.

In performing steps 1 and 2, it is important for the entity to understand the terms of the financial instrument and the
nature of the component obligations. For example, some share-settled financial instruments are referred to as
convertible instruments but are convertible or settleable into a variable number of shares with a fixed monetary value
known at inception (see Example 2-16). While the variable share-settled feature may be called a conversion feature in
the agreement, in substance, the entity is using its own shares as currency to settle an obligation that has a fixed
monetary value. That arrangement does not expose the instrument’s holder to changes in the entity’s share price, so
the conversion feature is assessed based on its substance as a redemption feature. That is an example of a component
obligation included in Step 1 above.

However, if the instrument also includes a “true conversion feature” at the holder’s option (that is, a conversion
feature for a fixed number of shares), the monetary value of that component obligation varies directly with changes in
the entity’s share price and if freestanding would not be within the scope of ASC 480-10-25-14. That is an example of a
component obligation included in Step 2 above.

In performing Step 3, an entity must determine whether the monetary value of any obligations included in Step 1 is
collectively predominant over the collective monetary value of other obligations included in Step 2. For example, if the
“conversion” into a variable number of shares is the predominant component, the instrument is classified as a liability
under ASC 480-10-25-14(a). Conversely, if the true conversion feature is the predominant obligation, the instrument is
outside the scope of ASC 480. Generally, determining which component obligation(s) is (are collectively) predominant
is based on the likelihood that the contract will settle in accordance with the obligation(s) included in Step 1 when
compared to the likelihood of settling in accordance with the obligation(s) included in Step 2.

Similarly, when an instrument has multiple settlement outcomes (for example, the variable share forward described in
Example 2-19), determining whether settlement in a variable number of shares that meet any of the conditions in
ASC 480-10-25-14 is predominant is based on the likelihood of that settlement outcome.

If an instrument’s settlement into a fixed or variable number of shares is contingent on both the entity’s share price
and the occurrence or nonoccurrence of a specified event, the entity must consider all possibilities and analyze the
instrument in accordance with ASC 480-10-55-43 (the three steps discussed above).
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BDO INSIGHTS — PREDOMINANCE CONCEPT NOT DEFINED

ASC 480 does not define the concept of predominance, which is not straightforward. ASC 480-10-55-44 states that
the entity must analyze the instrument at inception and consider all possible outcomes to determine which
obligation is predominant. The entity must consider all relevant information, including current stock price, stock
volatility, exercise price, and instrument term. While the guidance discusses information and factors to consider, it
does not provide a probability threshold to use. Accordingly, some entities interpret the word “predominant” as any
outcome with a likelihood over 50%, while others believe it means a higher probability, such as 70%, 80%, or 90%.
Because of the lack of guidance, we believe an entity may apply a threshold between 51% and 90% as an accounting
policy election, which must be consistently applied.

Regardless of the selected accounting policy, assessing predominance requires the application of professional
judgment based on the facts and circumstances.

EXAMPLE 2-16: DEBT THAT IS CONTINGENTLY SETTLEABLE IN A VARIABLE NUMBER OF SHARES
FACTS

Issuer A issues a debt instrument for $1 million that is payable one year after issuance. The coupon interest rate
is 8% per year, payable at maturity. Further, it includes the following settlement features:

P If a qualified equity financing occurs, the debt’s principal and accrued interest automatically convert to the
same type of shares issued in the qualified equity financing at a conversion price of 80% of the share price issued
in that financing. That means that if a qualified equity financing occurs, Issuer A would issue a variable number
of shares worth $1.25 million (the debt would settle at a premium of 25% ((100% - 80%) / (80%)).

P The holder may elect to convert the principal and accrued interest at maturity at a conversion price equal to $50
million divided by Issuer A’s fully diluted shares at the time of conversion.

P The debt is redeemable at 150% of principal if Issuer A undergoes a change in control.

CONCLUSION

The debt instrument is not under ASC 480.

ANALYSIS

Issuer A performs the three steps to determine the debt instrument’s predominant obligation:

P Step 1: Identify any component obligations that if freestanding would be liabilities under ASC 480-10-25-14.
For conversion upon qualified equity financing, the potential settlement in a variable number of shares worth
$1.25 million has a monetary value that is based on a fixed monetary amount known at inception. However, that
settlement feature generally does not embody an obligation to issue shares because initiating a qualified equity
financing is within Issuer A’s control. In that case, it would not be classified as a liability under ASC 480-10-25-14
if it were freestanding. Determining whether an instrument or component of an instrument embodies an
obligation requires the use of professional judgment based on the facts and circumstances.

P Step 2: Identify the financial instrument’s other component obligations.

e The conversion at maturity is a component obligation that involves issuing a variable number of shares (it is
intended to give the holder an option to convert to a fixed percentage of Issuer A’s diluted equity). However,
the monetary value of that obligation is not based on a fixed amount (it changes based on at least the fair
value of Issuer A’s shares) or on a variable other than (or inversely related to changes in) the fair value of
Issuer A’s shares (as Issuer A’s share price increases, so does the monetary value of the component
obligation). That component obligation would therefore not be classified as a liability under ASC 480-10-25-14
if it were freestanding.

e The redemption for cash equal to 150% of the principal upon a change in control or 100% of the principal at
maturity date does not embody an obligation to issue a variable number of shares. Those component
obligations would therefore not be classified as liabilities under ASC 480-10-25-14 if they were freestanding.
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P Step 3: Assess predominance. Because there is no component obligation to issue a variable number of shares
that if freestanding would be a liability under ASC 480-10-25-14, Step 3 is not applicable. Consequently, Issuer A
determines that the debt instrument is not under ASC 480 and must assess the instrument for bifurcation of
embedded derivatives (see Chapter 3).

EXAMPLE 2-17 (ADAPTED FROM ASC 480-10-55-45 THROUGH 55-46): WARRANT WITH SHARE-SETTLEABLE PUT
FACTS

Entity C issues a puttable warrant to a holder.

P The warrant allows the holder to purchase one equity share at an exercise price of $10 on a specified date (a
written call component).

P The warrant also allows the holder to put the warrant back to Entity C on the specified date for $2, settleable in
fractional shares (a share-settleable written put feature with a monetary value based on a fixed amount).

P> The warrant has a short life.
P Entity C’s share price is well below the warrant’s $10 exercise price at inception.
P Entity C’s stock is determined to have very low volatility.

CONCLUSION AND ANALYSIS
Entity C performs the three steps to determine the warrant’s predominant obligation:

P Step 1: Identify any component obligations that if freestanding would be liabilities under ASC 480-10-25-14.
If the share price on the settlement date is equal to or less than $12, the holder is expected to put the warrant
back to Entity C, and Entity C would issue a variable number of shares with a fixed monetary amount known at
inception ($2). Accordingly, that component obligation would be classified as a liability under ASC 480-10-25-
14(a) if it were freestanding.

P Step 2: Identify the financial instrument’s other component obligations. If the share price on the settlement
date is greater than $12, the holder is expected to exercise the warrant and pay Entity C a fixed amount of cash
($10), and Entity C would issue a fixed number of shares (one share worth more than $12). In this case, the
monetary value of the share varies directly with changes in the share price above $12 (the higher the share price
above $12, the higher the component’s monetary value). Therefore, the component obligation would not be
classified as a liability under ASC 480-10-25-14 if it were freestanding.

P Step 3: Assess predominance. Entity C considers the facts and circumstances to determine whether, at
inception, the monetary value of the component obligation identified in Step 1 is predominant over the monetary
value of the component obligation identified in Step 2. The written call component of the warrant identified in
Step 2 is deeply out-of-the-money, Entity C’s stock has very low volatility, and the warrant has a short life. If
Entity C determines that the share-settleable put feature identified in Step 1 (a component obligation with a
monetary value based on a fixed amount) is the warrant’s predominant component, it accounts for the warrant
as a liability under ASC 480-10-25-14(a).

A freestanding instrument composed of more than one option or forward contract may include an obligation to issue a
fixed number of shares on a specified date and once those shares are issued, to potentially issue a variable number of
additional shares. That type of instrument must also be assessed to determine whether, at inception, the possibility of
issuing a variable number of shares in which the monetary value of the obligation that meets any of the conditions in
ASC 480-10-25-14 is predominant.
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EXAMPLE 2-18 (ADAPTED FROM ASC 480-10-55-47 THROUGH 55-48): WARRANT WITH SHARE-SETTLEABLE MAKE-
WHOLE PUT

FACTS

Entity E issues a warrant to a holder.
P The warrant allows the holder to purchase one equity share at an exercise price of $10.

P The warrant has an embedded liquidity make-whole put that entitles the holder to receive from Entity E the net
difference between the share price on the date the holder exercises the warrant and the sales price the holder
receives when it later sells the share. That make-whole feature is not legally detachable.

P Entity E has the option to settle the make-whole put by issuing a variable number of shares. For example, if the
holder exercises the warrant when the share price is $15, and the share price decreases to $12 when the holder
sells the shares, the entity may issue a variable number of shares worth $3 (instead of paying cash) to settle the
make-whole put.

CONCLUSION AND ANALYSIS
Entity E performs the three steps to determine the warrant’s predominant obligation:

P Step 1: Identify any component obligations that if freestanding would be liabilities under ASC 480-10-25-14.
The potential settlement in a variable number of shares to settle the make-whole put (that is, if the share price
declines between the dates the holder exercises the warrant and sells the shares) embodies a conditional
obligation with a monetary value that is inversely related to changes in Entity E’s share price. Accordingly, the
component obligation would be classified as a liability under ASC 480-10-25-14(c) if it were freestanding.

P Step 2: Identify the financial instrument’s other component obligations. The settlement in a fixed number of
shares when the holder exercises the warrant (that is, the liquidity make-whole is not triggered and no
additional shares are issuable under the make-whole put) embodies an obligation with a monetary value that
varies directly with changes in Entity E’s share price. Therefore, the component obligation would not be
classified as a liability under ASC 480-10-25-14 if it were freestanding.

P Step 3: Assess predominance. Entity E considers the facts and circumstances (including its stock volatility) to
determine whether, at inception, the monetary value of the component obligation identified in Step 1 is
predominant over the monetary value of the component obligation identified in Step 2. If so, the warrant is a
liability under ASC 480-10-25-14(c). In contrast, if Entity E determines that at inception, the component
obligation identified in Step 2 is predominant (in other words, the share-settleable make-whole put feature — a
component obligation with a monetary value inversely related to changes in Entity E’s share price — is not the
warrant’s predominant component obligation), the warrant is not a liability under ASC 480-10-25-14(c). In that
case, Entity E must evaluate the warrant under ASC 815-40.

Some contracts have settlement that generally moves in the same direction as the fair value of the entity’s equity
shares. However, that relationship should not be assumed without analyzing the contractual terms and features. For
instance, while a forward sale contract typically has a monetary value that moves directly with changes in the entity’s
share price, it may include terms that require issuing variable number of shares with a monetary value that meets one
of the conditions in ASC 480-10-25-14 and is predominant.
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EXAMPLE 2-19 (ADAPTED FROM ASC 480-10-55-50): VARIABLE SHARE FORWARD SALES CONTRACT
FACTS

Entity D enters a forward contract to issue its equity shares in exchange for $50 in six months. The contract requires
Entity D to issue a variable number of shares at settlement as follows:

IF ENTITY D’S STOCK PRICE ON SETTLEMENT DATE IS: ENTITY D MUST ISSUE AT SETTLEMENT:

Greater than $60 83.33 shares
Greater than $50 but less than or equal to $60 Variable number of shares worth $50
Less than or equal to $50 One share

Entity D’s share price is $53 at inception.
CONCLUSION AND ANALYSIS

Entity D has an obligation to issue a variable number of shares with a range of potential outcomes. It must consider
the facts and circumstances (including stock price at inception, stock volatility, and duration of the contract) to
determine whether, at inception, the monetary value of that obligation is predominantly based on a fixed monetary
amount known at inception (that is, $50) based on the likelihood that Entity D’s share price will be greater than $50
but less than or equal to $60 at the contract’s settlement. If so, Entity D accounts for the forward sale contract as a
liability under ASC 480-10-25-14(a).

Some instruments have a monetary value that is based on both the entity’s share price and another variable (for
example, contingent consideration that requires an entity to issue a variable number of shares based on the entity’s
revenues (see Example 2-3)). The entity must assess whether the instrument’s monetary value is based predominantly
on the achievement of the performance target rather than predominantly on the share price. See Section 5.4.5.2 of our
Blueprint, Business Combinations Under ASC 805, for more guidance on classification of contingent consideration.

2.6.4 Initial Measurement for Some Variable Share-Settled Obligations

FASB REFERENCES

ASC 480-10-30-7

All financial instruments accounted for under ASC 480-10-25-14 must be measured initially at fair value. However, if
the instruments are issued in a basket transaction, the entity must allocate the proceeds received among the
instruments issued. The method of allocation depends on how the instruments are subsequently measured (see
Section 2.8). The amount of proceeds allocated to the financial instrument is its initial carrying amount. If the
instrument has a bifurcated embedded derivative, the entity further reduces the initial carrying amount by the
embedded derivative’s fair value (see Section 3.7.1).

2.6.5 Subsequent Measurement for Some Variable Share-Settled Obligations

FASB REFERENCES

ASC 480-10-35-1 and ASC 480-10-35-5

Financial instruments accounted for under ASC 480-10-25-14 are subsequently measured at fair value, with changes in
fair value recognized in earnings unless other U.S. GAAP specifies another measurement attribute. For example, a
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share-settled obligation for a fixed amount payable in shares functions like a debt instrument the entity will settle
using shares as currency. For that instrument, the entity must determine whether a different measurement attribute
other than fair value better reflects the instrument’s economics (for example, amortized cost using the interest
method under ASC 835-30-35).

Some entities elect the fair value option under ASC 825 for eligible instruments. In those cases, the instrument is
subsequently measured at fair value, regardless of whether a different measurement attribute other than fair value
may otherwise apply.

Further, financial instruments that meet the definition of a derivative instrument under ASC 815-10-15-83 (see
Appendix A) and do not qualify for a derivative scope exception (see Section 3.2.3) are generally also initially and
subsequently measured at fair value through earnings (see Section 2.10).

2.6.6 Contract Reassessment for Some Variable Share-Settled Obligations

ASC 480-10-25-14 requires an assessment of the nature of the entity’s obligation at inception. Therefore, an entity
does not reassess financial instruments under ASC 480-10-25-14 unless the instruments’ terms are modified.

2.7 ADDITIONAL CONSIDERATIONS WHEN EVALUATING FINANCIAL INSTRUMENTS
UNDER ASC 480

When evaluating financial instruments under ASC 480, an entity must also consider all the following in its analysis:

» Whether an instrument includes nonsubstantive or minimal features and how they affect the nature and substance
of the instrument.

» How to apply ASC 480 to the units of account and to instruments with multiple components.

P How to evaluate instruments that also have characteristics of an asset.

» How the instrument’s form of settlement affects the nature of the entity’s obligation.

2.7.1 Nonsubstantive or Minimal Features

E’EJ FASB REFERENCES

ASC 480-10-25-1, ASC 480-10-55-12, and ASC 480-10-55-41

When applying ASC 480, an entity disregards the financial instrument’s nonsubstantive or minimal features. That
requires an entity to use professional judgment and to consider all the instrument’s terms and any other relevant facts
and circumstances when distinguishing substantive features from nonsubstantive or minimal features.

EXAMPLE 2-20 (ADAPTED FROM ASC 480-10-55-12): REDEEMABLE PREFERRED STOCK WITH NONSUBSTANTIVE
CONVERSION OPTION

FACTS
An entity issues preferred stock with the following features:

P Has a stated redemption date of 10 years after issuance
P Convertible at the holder’s option during the first five years for a fixed number of the entity’s common stock.
The conversion price is extremely high compared to the current share price of common stock at issuance date.

CONCLUSION

The preferred stock is mandatorily redeemable and classified as a liability under ASC 480 (see Section 2.4).
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ANALYSIS

Because the conversion price is extremely high compared to the current share price at issuance date, the
conversion option is disregarded (that is, considered nonsubstantive) under ASC 480-10-25-1. Because the preferred
stock is mandatorily redeemable with the passage of time, the instrument is classified as a liability.

There is no subsequent reassessment of the nonsubstantive feature (the conversion option).

EXAMPLE 2-21 (ADAPTED FROM ASC 480-10-55-41): WRITTEN PUT WITH A MINIMAL PREFERRED STOCK HOST
FACTS
An entity issues one unit of preferred stock with the following features:

P Par value of $100
P Pays a small dividend

» Embedded in the stock is a put option that allows the holder to put the preferred stock and 100,000 shares of the
entity’s common stock (with a current price of $50) for a fixed price of $45 per share in cash.

CONCLUSION

The instrument is considered a written put option that is classified as a liability and initially and subsequently
measured at fair value under ASC 480 (see Section 2.5).

ANALYSIS

The preferred stock host is considered nonsubstantive because it has a minimal par value and a small dividend
compared to the put option’s notional and obligation to repurchase the entity’s equity shares. Therefore, the
preferred stock host is disregarded under ASC 480-10-25-1. Said differently, the terms of the preferred stock
instrument and the facts and circumstances indicate that the substance of the transaction is that the parties
entered into an arrangement on the entity’s common stock, not to issue preferred stock. The entity therefore
evaluates the instrument as a freestanding written put, which it classifies as a liability under either ASC 480-10-25-8
or ASC 480-10-25-14(c), depending on the settlement form (see Section 2.7.4). That classification and measurement
are also consistent with the table in ASC 480-10-55-63.

2.7.2 Applying ASC 480 to the Units of Account (Including Instruments With Multiple Components)

FASB REFERENCES

ASC 480-10-25-1, ASC 480-10-55-12, and ASC 480-10-55-34 through 55-40

An entity may issue multiple freestanding financial instruments to the same counterparty or may issue a freestanding

financial instrument with more than one option or forward contract. As discussed in Section 2.3.1, an entity must first
determine the unit(s) of account (that is, all the freestanding financial instruments and whether any of them must be
combined). The entity then applies ASC 480 to each freestanding financial instrument (unit of account) in its entirety.

Examples 2-22 through 2-24 illustrate the concept and emphasize that the conclusions under ASC 480 may differ
depending on the freestanding financial instruments identified.
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EXAMPLE 2-22 (ADAPTED FROM ASC 480-10-55-34 THROUGH 55-35): THREE FREESTANDING FINANCIAL
INSTRUMENTS

FACTS

An entity issues the following three freestanding financial instruments contemporaneously to the same
counterparty:

» A written put option on its equity shares

» A purchased call option on its equity shares

P Outstanding shares of stock.

The separate financial instruments do not meet the criteria for contract combination in accordance with ASC 815.

CONCLUSION

The entity accounts for the written put option as a liability in accordance with ASC 480-10-25-8. The purchased call
option and outstanding shares of stock are outside the scope of ASC 480, so the entity must account for them in
accordance with other U.S. GAAP.

ANALYSIS
The entity evaluates the three freestanding financial instruments separately as follows:

P> The written put option gives the counterparty the right to require the entity to buy the equity shares.
Therefore, the written put option embodies an obligation of the entity to repurchase its equity shares and is
under ASC 480-10-25-8 (see Section 2.5).

P The purchased call option gives the entity the right, but not the obligation, to buy its equity shares, so the
option is outside the scope of ASC 480 (see Section 2.2.3). The entity must evaluate the instrument under
other U.S. GAAP (for example, ASC 815-40).

P The outstanding stock does not embody an obligation, so it is outside the scope of ASC 480 (see Section 2.2.3).
The entity must evaluate the instrument under other U.S. GAAP (for example, ASC 505).

In accordance with ASC 480-10-25-15, the entity must not combine a freestanding financial instrument accounted
for under ASC 480 (in this case, the written put option) with another freestanding financial instrument (the
purchased call option or the outstanding shares of stock) unless required by ASC 815. If ASC 815 required the
entity to combine the written put option and the purchased call option as one unit of account, the entity would
account for the combined unit as an equity collar under ASC 480 (in its entirety) because it includes a component
that embodies an obligation of the entity to repurchase shares. An entity must apply judgment to determine
whether it is appropriate to combine multiple freestanding financial instruments as one unit of account (see
Section 2.3.2).

EXAMPLE 2-23 (ADAPTED FROM ASC 480-10-55-36 THROUGH 55-37): TWO FREESTANDING FINANCIAL
INSTRUMENTS

FACTS

An entity issues the following two freestanding financial instruments contemporaneously to the same counterparty:

» A combination of a written put option at one exercise price and a purchased call option at a different exercise
price on its equity shares (issued as one freestanding instrument)

P Outstanding shares of stock.

Assume the separate financial instruments do not meet the criteria for contract combination in accordance with
ASC 815.

CONCLUSION

The entity accounts for the combined written put option and purchased call option as a liability in accordance with
ASC 480. The outstanding shares of stock are outside the scope of ASC 480, so the entity must account for them in
accordance with other U.S. GAAP.
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ANALYSIS
The entity evaluates the two freestanding financial instruments separately as follows:

P> The entity applies ASC 480 to the entire freestanding financial instrument that comprises a put option and a
call option. The combined written put and purchased call option (an equity collar) is reported as a liability (or
asset) under either ASC 480-10-25-8 (see Section 2.5) or ASC 480-10-25-14(c) (see Section 2.6) depending on
the instrument’s form of settlement. In other words, the instrument is accounted for under ASC 480 (either
within ASC 480-10-25-8 or ASC 480-10-25-14(c)) regardless of the form of settlement and regardless of whether
at current prices it is a net written, net purchased, or zero-cost collar option.

P The outstanding stock does not embody an obligation, so it is outside the scope of ASC 480 (see Section 2.2.3).
The entity must evaluate the instrument under other U.S. GAAP (for example, ASC 505).

In accordance with ASC 480-10-25-15, the entity must not combine a freestanding financial instrument accounted

for under ASC 480 (in this case, the equity collar) with another freestanding financial instrument (the outstanding

shares of stock) unless required by ASC 815.

EXAMPLE 2-24 (ASC 480-10-55-38 THROUGH 55-40): ONE FREESTANDING FINANCIAL INSTRUMENT

FACTS

An entity issues a share of stock with a written put option and a purchased call option embedded in the share as
follows:

P The written put option allows the holder to put the share back to the entity any time after five years or upon a
change in control.

P The purchased call option allows the entity to purchase the share from the holder any time after five years.
CONCLUSION

The share is outside the scope of ASC 480, so the entity must account for it in accordance with other U.S. GAAP.
ANALYSIS

The entity evaluates the redeemable share as follows:

P The share is not mandatorily redeemable because redemption is optional. The combination of a written put
option and purchased call option with the same terms is not an embedded forward purchase contract under
ASC 480. That is because the options could expire at the money unexercised. Therefore, the share is outside
the scope of ASC 480-10-25-4 (see Section 2.4) — but see Section 2.9 for similar features embedded in NCI, for
which the analysis differs.

P Because the instrument is an outstanding share, it is outside the scope of ASC 480-10-25-8 (see Section 2.5), and
because it embodies a conditional obligation, it is also outside the scope of ASC 480-10-25-14 (see Section 2.6).

P ASC 480 does not apply to embedded features. The entity evaluates the embedded options under ASC 815-15.
If the embedded options meet the scope exception under ASC 815-10-15-74(a), they are not separated from
the share. Had the entity issued the written put option as a freestanding financial instrument, that option
would be a liability under ASC 480 (see Example 2-22).
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2.7.3 Application Example — Instruments With Characteristics of Assets

FASB REFERENCES

ASC 480-10-25-12 and ASC 480-10-55-18 through 55-20

As discussed in Section 2.3.3, some financial instruments that embody obligations and are under ASC 480-10-25-8 (see
Section 2.5) or ASC 480-10-25-14 (see Section 2.6) may have characteristics of assets (in addition to having
characteristics of liabilities and equity). In contrast, ASC 480 does not apply to financial instruments that have only
characteristics of assets.

Each freestanding financial instrument within the scope of ASC 480 must be classified as an asset or a liability in its
entirety, initially and subsequently, depending on its fair value on the reporting date. Examples of those instruments
include:

P Net-cash-settled or net-share-settled forward purchase contracts

e For example, an entity may be obligated under a forward contract to purchase its equity shares at a future date
under net cash settlement. Depending on the market price for the entity’s equity shares at the reporting date,
that obligation may result in a liability or an asset accounted for under ASC 480 (see Section 2.7.4). Example 2-27
illustrates the concept.

P> Some combined options to repurchase the entity’s shares

e For example, an equity collar, which is a combination of a written put option (an obligation of the entity) and a
purchased call option (a right for the entity), may be in a net asset position if the fair value of the purchased call
exceeds the fair value of the written put. That financial instrument is presented as either an asset or a liability,
depending on the instrument’s fair value at the reporting date. Example 2-25 illustrates the concept.

EXAMPLE 2-25 (ADAPTED FROM ASC 480-10-55-18 THROUGH 55-20): EQUITY COLLAR

FACTS

An entity enters one freestanding contract (an equity collar) with the following terms:

P If at the end of Year 1, its share price falls below $20, the entity must purchase 100 shares of its own stock for
$20 (a written put).

P If at the end of Year 1, its share price is greater than $21, the entity has a right to purchase 100 shares of its own
stock for $21 (a purchased call).

CONCLUSION

The equity collar is under ASC 480 (either ASC 480-10-25-8 or ASC 480-10-25-14(c), depending on the contract’s
form of settlement).

ANALYSIS

The entity evaluates the freestanding contract in its entirety as a combination of a written put option and a
purchased call option (not as a forward contract) as follows:

P If the entity must physically settle the contract, the contract embodies an obligation of the entity to repurchase
its equity shares by transferring assets, so the entity accounts for it as a liability in accordance with ASC 480-10-
25-8 (see Section 2.5).

P If the entity must or may net cash settle the contract, the contract embodies an obligation of the entity that is
indexed to an obligation to repurchase its equity shares by transferring assets, so the entity accounts for it as a
liability in accordance with ASC 480-10-25-8 (see Section 2.5).

P If the entity must or may net share settle the contract, the contract embodies an obligation of the entity to issue
a variable number of shares with a monetary value that varies inversely in relation to changes in the fair value of
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the entity’s equity shares, so the entity accounts for it as a liability in accordance with ASC 480-10-25-14(c) (see
Section 2.6).

Accordingly, the contract is under ASC 480 (either ASC 480-10-25-8 or ASC 480-10-25-14(c), depending on the
contract’s form of settlement).

P If at issuance, the written put option’s fair value exceeds the fair value of the purchased call option, the
contract is a net written option and is initially presented as a liability.

P If the purchased call option’s fair value exceeds the fair value of the written put option, the contract is a net
purchased option and is initially presented as an asset.

P If the fair values of the two options are equal and opposite, the contract’s initial fair value is zero (commonly
called a zero-cost collar).

Subsequently, as the financial instrument’s fair value changes, the entity performs a similar analysis to remeasure
and classify the instrument as an asset or liability.

2.7.4 Application Examples — Forms of Settlement

FASB REFERENCES

ASC 480-10-20: Physical Settlement, Net Cash Settlement, and Net Share Settlement

Evaluating financial instruments includes understanding how their settlement terms affect the entity’s obligation to
transfer assets or issue a variable number of its equity shares.

The different forms of contract settlement (assuming the entity (issuer) is the party with a potential obligation to
repurchase its equity shares) are:

=

Physical Settlement Net Cash Settlement Net Share Settlement
The issuer delivers the full stated
amount of cash or other financial
instruments to the holder.

The party with a loss (which could The party with a loss (which could

be the issuer) delivers to the party be the issuer) delivers to the party

with a gain cash equal to the gain. with a gain shares of stock with a
current fair value equal to the

The holder delivers the full stated gain.

number of shares of stock to the

issuer.

entity has an obligation to repurchase its equity shares (or an involves the entity issuing
obligation indexed to such an obligation), the instrument is a shares, not repurchasing
liability under ASC 480-10-25-8. them. The instrument may
be a liability under ASC
480-10-25-14.

@ These two forms of settlement represent delivery of cash. If the ® This form of settlement
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A contract’s settlement terms may affect the nature of the entity’s obligation and how the contract should be
accounted for. For example, a physically settled forward purchase contract for a fixed number of shares and a net-
cash-settled forward purchase contract are both under ASC 480-10-25-8 but are measured in a different manner (see
Sections 2.5.5.1 and 2.5.6.1).

Also, depending on the form of settlement, an instrument may be under ASC 480-10-25-8 (embodies an obligation to
transfer assets) or ASC 480-10-25-14 (embodies an obligation to issue a variable number of shares).

EXAMPLE 2-26: ANALYSIS OF FORMS OF SETTLEMENT FOR A WRITTEN PUT OPTION

The example illustrates different forms of settlement for a freestanding written put option and why it is within the
scope of ASC 480. The instrument embodies either an entity’s obligation (or an obligation indexed to an obligation)
to repurchase its equity’s shares by transferring assets under ASC 480-10-25-8 or an obligation to issue a variable
number of shares under ASC 480-10-25-14. In scenarios presented, the instrument’s exercise or settlement is not
based on any contingent events.

FACTS

Issuer A issues a freestanding written put option that allows the holder to require Issuer A to purchase 100 of
its common shares held by the holder at $20 per share.

Because the contract is a put option, it is in a gain position from the holder’s perspective when the exercise
price (520) is higher than the share price at settlement.

Assume the following three scenarios about the fair value of Issuer A’s common shares (share price):

P Scenario 1: $5 per share

» Scenario 2: $10 per share

P Scenario 3: $15 per share

CONCLUSION AND ANALYSIS

Physical Settlement Net Cash Settlement Net Share Settlement

If the contract requires or allows
net share settlement, Issuer A
(the party with a loss) will deliver
a variable number of shares to
the holder (the party with a
gain). The value of the shares
delivered is equal to the gain in
the contract (which varies under
the three scenarios) as follows:

» Scenario 1: 300 shares (($20 -
$5) x 100 shares / $5 share
price) with a monetary value of

If the contract requires (or
allows at the holder’s
discretion) physical exercise,
Issuer A is (or may be)
obligated to transfer cash.
Issuer A pays the $2,000
exercise price in cash and
receives 100 shares (and the
written put option is settled). >

If the contract requires (or allows at
the holder’s discretion) net cash
settlement, Issuer A is required (or
may be required) to pay cash equal to
the gain in the contract:

» Scenario 1: $1,500 (($20 - $5) x
100 shares)

Scenario 2: $1,000 (($20 - $10) x
100 shares)

Scenario 3: $500 (($20 - $15) x 100
shares)

Issuer A’s obligation to >
transfer assets is an
obligation to repurchase its

equity shares. Therefore, the
written put option is a
liability under ASC 480-10-
25-8 (see Section 2.5).

Issuer A (the party with a loss) pays
cash to the holder (the party with a
gain). Issuer A does not receive
shares (and the written put option is
settled).

$1,500
» Scenario 2: 100 shares (($20 -
$10) x 100 shares / $10 share

price) with a monetary value of
$1,000
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CONCLUSION AND ANALYSIS

Net Cash Settlement

As illustrated herein, as the share
price decreases, the value of the
obligation to repurchase shares
increases. The obligation to transfer
assets is indexed to Issuer A’s
obligation to repurchase its equity
shares (the value of the obligation to
transfer assets increases as the share
price decreases). Therefore, the
written put option is a liability under
ASC 480-10-25-8 (see Section 2.5).

Net Share Settlement

» Scenario 3: 33.33 shares ((520 -
$15) x 100 shares / $15 share
price) with a monetary value of
$500

As illustrated herein, the
obligation’s monetary value
changes inversely with changes in
Issuer A’s share price (the lower
Issuer A’s share price, the higher
the monetary value).

Issuer A’s obligation to issue a
variable number of shares has a
monetary value that varies
inversely with changes in its share
price. Therefore, the contract is
a liability under ASC 480-10-25-
14(c) (see Section 2.6).

If the contract also gives Issuer A
the option to elect net cash
settlement, the written put
option is not a liability under ASC
480-10-25-8 because Issuer A can
avoid transferring assets by
issuing shares. However, it is a
liability under ASC 480-10-25-14
(see Section 2.6).

EXAMPLE 2-27: ANALYSIS OF FORMS OF SETTLEMENT FOR A FORWARD PURCHASE CONTRACT

The example illustrates different forms of settlement for a freestanding forward purchase contract and why it is
within the scope of ASC 480. The instrument embodies either an entity’s obligation (or an obligation indexed to an
obligation) to repurchase its equity’s shares by transferring assets under ASC 480-10-25-8 or an obligation to issue a
variable number of shares under ASC 480-10-25-14. In scenarios presented, the instrument’s exercise or settlement
is not based on any contingent events.

FACTS

Issuer A enters a freestanding forward purchase contract that requires it to purchase 100 of its common
shares from the counterparty at $20 per share. Assume the following two scenarios about Issuer A’s share
price at settlement:

P Scenario 1: $15 per share
P Scenario 2: $25 per share
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Because the contract is a purchase contract, from the counterparty’s perspective the contract is in a gain
position when the exercise price ($20) is higher than the share price (Scenario 1) and in a loss position when
the exercise price (520) is lower than the share price (Scenario 2).

CONCLUSION AND ANALYSIS

Physical Settlement

If the contract requires (or
allows at the counterparty’s
discretion) physical exercise,
Issuer A is (or may be)
obligated to transfer cash.
Issuer A pays the $2,000
exercise price in cash and
receives 100 shares (and the
forward purchase contract is
settled).

Issuer A’s obligation to
transfer assets is an
obligation to repurchase its
equity shares. Therefore, the
forward purchase contract is
a liability under ASC 480-10-
25-8 (see Section 2.5).

Net Cash Settlement

If the contract requires (or allows at
the counterparty’s discretion) net
cash settlement, Issuer A (the party
with a loss) is required (or may be
required) to pay the counterparty
(the party with a gain) cash equal to
the gain in the contract:

» Scenario 1: $500 (($20 - $15) x 100
shares)

However, under Scenario 2, Issuer A
(the party with a gain) will receive
cash from the counterparty (the
party with a loss) equal to the gain in
the contract:

» Scenario 2: $500 (($25 - $20) x 100
shares)

Issuer A either pays or receives cash
equal to the loss or gain and does not
receive shares (and the forward
purchase contract is settled).

As illustrated herein, as the share
price decreases, the value of the
obligation to repurchase shares
increases. The obligation to transfer
assets is indexed to Issuer A’s
obligation to repurchase its equity
shares (the value of the obligation to
transfer assets increases as the share
price decreases). Therefore, the
forward purchase contract is under
ASC 480-10-25-8. Depending on Issuer
A’s share price at the reporting date,
the forward contract may be a
liability (such as in Scenario 1) or an
asset (such as in Scenario 2) (see
Section 2.5).

Net Share Settlement

If the contract requires or allows
net share settlement, under
Scenario 1, Issuer A (the party
with a loss) will deliver a variable
number of shares to the
counterparty (the party with a
gain). The value of the shares
delivered is equal to the gain in
the contract.

» Scenario 1: 33.33 shares ((520 -
$15) x 100 shares / $15 share
price) with a monetary value of
$500

However, under Scenario 2, Issuer
A (the party with a gain) will
receive a variable number of
shares from the counterparty (the
party with a loss). The value of
the shares delivered is equal to
the gain in the contract.

» Scenario 2: 20 shares (($25 -
$20) x 100 shares / $25 share
price). Because Issuer A is not
required to issue shares under
this scenario, the monetary
value of Issuer A’s obligation is
zero. Instead, Issuer A has a
right to receive shares (an
asset).

As illustrated herein, the
obligation’s monetary value
changes inversely with changes in
Issuer A’s share price (the lower
Issuer A’s share price, the higher
the monetary value when the
contract is in a loss position for
Issuer A).
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CONCLUSION AND ANALYSIS

Net Share Settlement

Issuer A’s obligation to issue a
variable number of shares has a
monetary value that varies
inversely with changes in its share
price. Therefore, the contract is
an asset or a liability under

ASC 480-10-25-14(c) (see

Section 2.6).

If the contract also gives Issuer A
the option to elect net cash
settlement, the forward purchase
contract is not under ASC 480-10-
25-8 because Issuer A can avoid
transferring assets by issuing
shares. However, it is an asset or
a liability under ASC 480-10-25-14
(see Section 2.6).

A ENTITIES MUST EVALUATE SETTLEMENT TERMS TO DETERMINE THE NATURE OF ITS OBLIGATION

As illustrated in ASC 480-10-55-63, freestanding written put options and forward purchase contracts that embody an
entity’s obligation are within the scope of ASC 480 regardless of the instrument’s required settlement method and
regardless of who (the issuer or the holder) has the choice of settlement method.

On the other hand, depending on their terms, written call options and forward sale contracts may be within the
scope of ASC 480. While the settlement of written call options and forward sale contracts that are settled in shares
generally moves in the same direction as the fair value of the underlying shares, an entity must not assume that
relationship without analyzing the contractual terms and features.

For example, a forward sale contract may be under ASC 480 if it embodies an obligation that the entity must or may
settle by issuing a variable number of shares with a monetary value predominantly based on a fixed amount, as in
the case of the variable share forward sale contract illustrated in Example 2-19.

Similarly, if a written call option (such as a warrant) could require the entity to reacquire the warrant for shares
with a total value equal to a fixed monetary amount known at inception, the entity must apply the predominance
guidance discussed in Section 2.6.3.4 to determine whether the warrant is under ASC 480-10-25-14 (see

Example 2-17).
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2.8 ALLOCATION OF PROCEEDS AND ISSUANCE COSTS

If the financial instruments are issued in a basket transaction, the entity must allocate the proceeds received among
the instruments issued. The method of allocation depends on how the instruments are subsequently measured.

2.8.1 Measurement Models for ASC 480 Financial Instruments

In summary, financial instruments accounted for under ASC 480 are measured as shown in the table (assuming the
entity does not elect the fair value option and the financial instrument is not issued in a basket transaction, which may

change initial measurement (see Section 2.8.2)).

TYPE OF INITIAL MEASUREMENT INSTRUMENT’S
INSTRUMENT SETTLEMENT TERMS

SUBSEQUENT MEASUREMENT

Mandatorily redeemable Fair value (see Section 2.4.4) Settlement date and
financial instruments amount are fixed

At the present value of the
amount payable at settlement
using the rate implicit at
inception (see Section 2.4.5)

Settlement date and
(or) amount varies

At the amount of cash that
would be paid if settlement
occurred as of the reporting
date (see Section 2.4.5)

Physically settled Fair value of shares at inception, Repurchase date and
forward purchase adjusted for any consideration  amount are fixed
contracts in exchange  for unstated rights or obligations

for cash (see Section 2.5.5.1)

At the present value of the
amount payable at settlement
using the rate implicit at
inception (see Section 2.5.6.1)

Repurchase date and
(or) amount varies

At the amount of cash that
would be paid if settlement
occurred as of the reporting
date (see Section 2.5.6.1)

Obligations to issue a Fair value (see Section 2.6.4) Fixed monetary amount
variable number of

shares in exchange for a

fixed monetary amount

Fair value unless other U.S.
GAAP specifies another
measurement attribute — for
example, amortized cost (see
Section 2.6.5)

All other freestanding  Fair value (see
financial instruments Sections 2.4.4, 2.5.5, and 2.6.4)

Fair value (see
Sections 2.4.5, 2.5.6, and 2.6.5)
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2.8.2 Allocation of Proceeds

In financing transactions, entities commonly issue more than one financial instrument. In those cases, the entity must
allocate the transaction proceeds among the financial instruments issued in the transaction.

BDO INSIGHTS — ALLOCATING PROCEEDS TO MULTIPLE INSTRUMENTS

ASC 480 does not specify how an entity must allocate transaction proceeds. However, entities generally analogize to
the allocation methods described in ASC 815-15-30-2 for bifurcated embedded derivatives (see Section 3.7.1.2) and
ASC 470-20-25-2 for debt issued with detachable warrants (see Section 6.2.1.3).

Under that approach, the entity must first identify the subsequent measurement for each financial instrument (fair
value or other than fair value) because that determines the allocation approach the entity uses.

The allocation approach is summarized in the following steps:

Step 3: Allocate the
remaining proceeds to any
remaining instruments on a

residual or relative fair
value basis.

Step 1: Determine the Step 2: Recognize at fair
subsequent measurement value financial instruments

model for each financial that must be remeasured at
instrument issued. fair value.

The allocations described in Steps 2 and 3 above are further described as follows:

P Instruments recognized at fair value

e For any financial instrument that must be remeasured at fair value, the entity allocates a portion of the
proceeds equal to that instrument’s fair value (Step 2). Those instruments include assets and liabilities
remeasured at fair value under ASC 480 (see Section 2.8.1), derivative instruments accounted for under
ASC 815, and instruments for which the entity elected the fair value option under ASC 825. That avoids
recognizing an immediate gain or loss that would otherwise be recognized if those financial instruments were
initially recorded at an amount other than fair value.

P Residual and relative fair value allocation

e The entity allocates the remaining proceeds (after allocating proceeds to financial instruments remeasured at
fair value under Step 2) to the remaining instrument(s) that are not remeasured at fair value (Step 3).

e If there is only one remaining instrument, the entity allocates the entire residual proceeds to that instrument
(see Example 2-28).

¢ |If there is more than one remaining instrument, the entity allocates the remaining proceeds among the
remaining instruments on a relative fair value basis.

o If the entity did not issue any financial instruments remeasured at fair value, it skips Step 2 and allocates the
entire proceeds to the financial instruments on a relative fair value basis (see Example 2-29).

Although not explicitly addressed in U.S. GAAP, if the financial instruments’ fair value in Step 2 exceeds the
proceeds received, entities must reassess the valuation techniques used to develop the estimates of fair value to
confirm that the fair values determined are appropriate. If after doing so an excess still remains, an entity must
determine whether:

P The transaction was at arm’s length and whether the parties are related parties.

P There are other elements that should be recognized (for example, other rights or privileges in the transaction
that meet the definition of an asset under other U.S. GAAP or, in some cases, deemed dividends).

If the transaction is at arm’s length and has no other elements that require recognition, the difference is recognized
as a loss in earnings (see Example 2-30).

The SEC staff speech excerpted below addresses those concepts.
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SEC STAFF GUIDANCE

Remarks before the 2014 AICPA Conference on Current SEC and PCAOB Developments

Hillary H. Salo, Professional Accounting Fellow, Office of the Chief Accountant

A question we have received involving the allocation of proceeds when a reporting entity issues a hybrid
instrument and the fair value of the financial liabilities required to be measured at fair value exceeds

the net proceeds received...

You wouldn’t expect a party to an arm’s length transaction to accept proceeds that are less than the fair
value of the financial instruments being exchanged. However, the staff understands that there are
substantive reasons reporting entities may enter into these types of arrangements, including
circumstances in which alignment with a particular investor is viewed as beneficial to the reporting
entity or because a reporting entity is in financial distress and requires financing. For example, assume a
reporting entity that wants to align itself with a specific investor issues $10 million of convertible debt
at par and is required to bifurcate an in the money conversion option with a fair value of $12 million. In
this case, the fair value of the financial liability required to be measured at fair value (that is, the
embedded derivative) exceeds the net proceeds received under the transaction.

US GAAP provides allocation guidance for certain types of transactions. For instance, Topic 815 requires
reporting entities to record an embedded derivative at fair value and assign the remainder of the
proceeds to the carrying value of the host contract. In addition, Topic 470 requires that proceeds from
the sale of a debt instrument with equity-classified detachable warrants be allocated between the two
elements based on their relative fair values. However, for those transactions where the hybrid
instrument is not issued at fair value, and the financial liabilities required to be measured at fair value
exceed the net proceeds received, the staff acknowledges that judgment is required to determine the
allocation of proceeds.

When reporting entities analyze these types of unique fact patterns, they should first, and most
importantly, verify that the fair values of the financial liabilities required to be measured at
fair value are appropriate under Topic 820. If appropriate, then the reporting entity should
evaluate whether the transaction was conducted on an arm’s length basis, including an
assessment as to whether the parties involved are related parties under Topic 850. Lastly, if at
arm’s length between unrelated parties, a reporting entity should evaluate all elements of the
transaction to determine if there are any other rights or privileges received that meet the
definition of an asset under other applicable guidance.

If no other rights or privileges that require separate accounting recognition as an asset could be
identified, the financial liabilities that are required to be measured at fair value (for example,
embedded derivatives) should be recorded at fair value with the excess of the fair value over
the net proceeds received recognized as a loss in earnings. Furthermore, given the unique
nature of these transactions, we would expect reporting entities to provide clear and robust
disclosure of the nature of the transaction, including reasons why the entity entered into the
transaction and the benefits received.

Additionally, some people may wonder whether the staff would reach a similar conclusion if a
transaction was not at arm’s length or was entered into with a related party. We believe those
fact patterns require significant judgment; therefore, we would encourage consultation with
OCA in those circumstances.

[Footnotes omitted]
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EXAMPLE 2-28: LIABILITY-CLASSIFIED WARRANTS AND DEBT AT AMORTIZED COST
FACTS

Issuer A issues $1,000 of share-settled debt that must be settled in a variable number of shares worth $1,100 and
1,000 detachable warrants to purchase its stock for overall proceeds of $1,000. The share-settled debt is within the
scope of ASC 480, has no embedded features that must be bifurcated, and is measured at amortized cost. Also, the
warrants are classified as liabilities under ASC 480 and have a fair value of $200. (Transaction costs and taxes have
been ignored for simplicity.)

CONCLUSION AND ANALYSIS

P Step 1: Determine the subsequent measurement model for each financial instrument issued.

e The subsequent measurement model for the debt is amortized cost because it must be settled in a variable
number of shares based on a fixed amount (see Section 2.6.5).

e The subsequent measurement model for the warrants is fair value (see Section 2.8.1).
P Step 2: Recognize at fair value financial instruments that must be remeasured at fair value.

e Because the warrants are subsequently measured at fair value, they are initially recognized at their fair value
of $200.

P Step 3: Allocate the remaining proceeds to any remaining instruments.
e There is only one remaining instrument, so all the residual proceeds are allocated to that instrument.

e The residual proceeds of $800 (51,000 - $200) are allocated to the share-settled debt by recognizing an
offsetting discount on the debt as a contra-liability account (subsequently, the debt is accreted to its
redemption amount of $1,100 through interest cost using the effective interest method under ASC 835-30-35).

Issuer A records the following journal entry on the issuance date:

Debit Cash S 1,000
Debit Discount on debt 200
Credit Debt S 1,000
Credit Warrant liability 200

EXAMPLE 2-29: EQUITY-CLASSIFIED WARRANTS AND DEBT AT AMORTIZED COST
FACTS

Assume the same facts as in Example 2-28, except the warrants are outside the scope of ASC 480, are classified as
equity under ASC 815-40, and have a fair value of $200. The debt has a fair value of $900.

CONCLUSION AND ANALYSIS

P Step 1: Determine the subsequent measurement model for each financial instrument issued.
e The proceeds are $1,000 in cash.

e The subsequent measurement model for the debt is amortized cost because it must be settled in a variable
number of shares based on a fixed amount (see Section 2.6.5).

e The warrants are classified in equity and are therefore not remeasured at fair value.

P Step 2: Recognize at fair value financial instruments that must be remeasured at fair value.
e None of the issued financial instruments are remeasured at fair value.

P Step 3: Allocate the remaining proceeds to any remaining instruments.
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e The proceeds of $1,000 are allocated to the debt and warrants on a relative fair value basis as follows:

INSTRUMENT FAIR VALUE % OF TOTAL ALLOCATED AMOUNT
Debt S 900 81.8% S 818
Warrants 200 18.2% 182
Total S 1,100 100% S 1,000

e |Issuer A recognizes an offsetting discount on the debt as a contra-liability account (subsequently, the debt is
accreted to its redemption amount of $1,100 through interest cost using the effective interest method under
ASC 835-30-35).

Issuer A records the following journal entry on the issuance date:

Debit Cash S 1,000
Debit Discount on debt 182
Credit Debt S 1,000
Credit APIC (warrants) 182

EXAMPLE 2-30: FAIR VALUE OF LIABILITY-CLASSIFIED WARRANTS EXCEEDS PROCEEDS

FACTS

Assume the same facts as in Example 2-28, except the warrants’ fair value at issuance is $1,200.
CONCLUSION AND ANALYSIS

P Step 1: Determine the subsequent measurement model for each financial instrument issued.
e The proceeds are $1,000 in cash.

e The subsequent measurement model for the debt is amortized cost because it must be settled in a variable
number of shares based on a fixed amount (see Section 2.6.5).

e The subsequent measurement model for the warrants is fair value (see Section 2.8.1).
P Step 2: Recognize at fair value financial instruments that must be remeasured at fair value.

e Because the warrants are subsequently measured at fair value, they are initially recognized at their fair
value.

P Step 3: Allocate the remaining proceeds to any remaining instruments.

e The warrants’ fair value of $1,200 exceeds the proceeds of $1,000. Issuer A further assesses the transaction to
determine whether the excess is attributable to any unstated rights and privileges that meet the definition of
an asset under other U.S. GAAP. Issuer A determines the transaction does not include any unstated rights and
privileges that could be recognized as an asset and the valuation of the warrants is appropriate (the
transaction is also at arm’s length and the two parties to the transaction are not related parties). It therefore
recognizes the difference as an expense.

e Issuer A recognizes an offsetting discount on the debt as a contra-liability account (subsequently, the debt is
accreted to its redemption amount of $1,100 through interest cost using an appropriate method).

81
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Issuer A records the following journal entry on the issuance date:

Debit Cash S 1,000
Debit Expense 200
Debit Debt discount 1,000
Credit Debt S 1,000
Credit Warrant liability 1,200

Issuer A must also provide clear and robust disclosure of the nature of the transaction, including why it entered the
transaction and the benefits received.

2.8.3 Allocation of Issuance Costs

Entities often incur issuance costs for their financing transactions. Issuance costs are specific incremental costs directly
attributable to the financial instrument’s issuance (for example, legal and professional fees and other costs related to
document preparation). ASC 480 does not specifically address the accounting for issuance costs.

BDO INSIGHTS — ALLOCATION APPROACH FOR ISSUANCE COSTS

We believe issuance costs should be allocated to the instruments issued in the transaction based on a systematic
and rational method, which should be applied consistently. We believe either of the following approaches is
acceptable:

: e Allocate the issuance costs based on the percentage of proceeds
In proportion to allocated proceeds allocated to the instrument to the total proceeds

: . . Allocate the issuance costs using the relative fair values of the
On relative fair value basis instruments issued, regardless of how the proceeds were
allocated

Any issuance costs allocated to financial instruments that are remeasured at fair value should be expensed as
incurred. Issuance costs allocated to financial instruments that are not remeasured at fair value reduce the
instruments’ initial carrying amount.

2.9 ASC 480 APPLICATION TO INSTRUMENTS INDEXED TO NONCONTROLLING
INTERESTS

FASB REFERENCES

ASC 480-10-55-53 through 55-62

ASC 480 also includes guidance on specific transactions entered by a parent on shares of its consolidated subsidiary.
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EXAMPLE 2-31 (ADAPTED FROM ASC 480-10-55-53 THROUGH 55-62): PARENT’S ACCOUNTING FOR
TRANSACTIONS IN THE SHARES OF CONSOLIDATED SUBSIDIARY ISSUED WITH DERIVATIVE INSTRUMENTS INDEXED
TO THOSE SHARES

FACTS

A parent entity and an unrelated party (noncontrolling interest holder) own 80% and 20% equity interests,
respectively, in a subsidiary the parent consolidates. Contemporaneously with the noncontrolling interest
acquisition, the parent and noncontrolling interest holder enter a derivative instrument indexed to the subsidiary’s
equity shares. The table illustrates the analysis for separate scenarios for different types of derivative instruments
issued with that 20% interest.

INSTRUMENTS’ TERMS CONCLUSION AND ANALYSIS
» Forward purchase contract » Effectively, the parent has entered an arrangement
e The parent has a fixed-price forward to finance its purchase of the 20% interest (that is,
contract to buy the 20% interest at a stated it finances the purchase of 20% of its subsidiary
future date in exchange for cash. The shares using borrowed funds).
forward purchase contract requires physical » The parent accounts for the forward purchase
settlement. contract as a liability and initially recognizes it at

the present value of the contract amount and
correspondingly reduces the noncontrolling interest
(see Section 2.5.5.1). The parent subsequently
accretes the contract amount and any amounts
paid or to be paid to the 20% interest holder as
interest cost (see Section 2.5.6.1).

P Because the parent accounts for the transaction as
a financing of its purchase of the 20% interest, it
consolidates 100% of the subsidiary and does not
record a noncontrolling interest in its books.

» Purchased call and written put options issued as P Because the purchased call and written put are

one freestanding financial instrument issued as a single freestanding financial instrument,
o The parent has a call option to buy the 20% the parent accounts for the combined options as
interest at a fixed price at a stated future one ir)str_u.ment under AS(; 480 (see Section 2.7.2)
date and the holder has a put option to sell as a liability (or an asset in some cases) and
the 20% interest to the parent under those initially and subsequently measures it at fair value.
same terms (that is, the fixed price of the » The parent does not combine the freestanding
call option is equal to the fixed price of the financial instrument under ASC 480 (that is, the
put option). combined options) with another freestanding

instrument (that is, the 20% interest) unless
required by ASC 815 (see Section 2.3.2). Therefore,
the parent accounts for the 20% interest separately
in accordance with other U.S. GAAP (that is, the
parent consolidates the subsidiary and accounts for
the 20% interest owned by the holder as
noncontrolling interest under ASC 810).
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INSTRUMENTS’ TERMS

» Purchased call and written put options issued
as two separate freestanding financial
instruments

e The parent has a call option to buy the 20%
interest at a fixed price at a stated future
date.

e The holder has a put option to sell the 20%
interest to the parent under the same terms
as the parent’s call option (that is, the fixed
price of the call option is equal to the fixed
price of the put option).

CONCLUSION AND ANALYSIS

» Because the purchased call and written put are two

separate freestanding instruments, the parent
assesses each freestanding instrument in its
entirety under ASC 480.

e The purchased call option does not embody an
obligation for the parent to purchase the shares
of its consolidated subsidiary from the holder.
Therefore, the purchased call option is not under
ASC 480 and the parent accounts for it in
accordance with other U.S. GAAP (for example,
ASC 815-40).

e The written put option embodies an obligation
for the parent to purchase equity shares of its
consolidated subsidiary from the holder, so the
parent accounts for it as a liability under
ASC 480-10-25-8 (see Section 2.5) and initially
and subsequently measures it at fair value.

The parent does not combine the freestanding
financial instrument under ASC 480 (that is, the
written put option) with another freestanding
instrument (that is, the purchased call option or
the 20% interest) unless required by ASC 815 (see
Section 2.3.2). Therefore, the parent accounts for
the 20% interest separately in accordance with
other U.S. GAAP (that is, the parent consolidates
the subsidiary and accounts for the 20% interest
owned by the holder as noncontrolling interest
under ASC 810).

» Purchased call and written put options are
embedded in the 20% interest

e The parent has a call option to buy the 20%
interest at a fixed price at a stated future
date and the holder has a put option to sell
the 20% interest to the parent under those
same terms (that is, the fixed price of the
call option is equal to the fixed price of the
put option).

e The 20% interest is not otherwise accounted
for as a liability under ASC 480 (for
example, under ASC 480-10-25-4).

Because the purchased call and written put options
are embedded in the 20% interest, the parent
accounts for that interest with embedded options as
one freestanding financial instrument.

P The parent retains the risks and rewards of owning

the 20% interest during the instrument’s term (even
though the 20% interest holder legally owns the
subsidiary shares). By issuing that instrument, the
parent has effectively entered an arrangement to
finance its purchase of the shares of its consolidated
subsidiary using borrowed funds. The parent
accounts for the transaction as follows:

e The parent initially recognizes a financing
liability. It does not recognize any gain or loss on
the sale of the 20% interest at inception.

e The parent recognizes the accretion to the
option’s exercise price over the period until
settlement as interest cost.
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INSTRUMENTS’ TERMS

CONCLUSION AND ANALYSIS

e Because the parent accounts for the transaction
as a financing of its purchase of the 20%
interest, it consolidates 100% of the subsidiary
and does not record a noncontrolling interest in
its books.

That accounting applies even if the exercise prices
of the put and call options are not equal as long as
those exercise prices are not significantly
different.

P Total return swap

e The parent will pay the counterparty
(initially the 20% interest holder) an amount
based on a referenced rate plus an agreed
spread and, at the termination date, any net
depreciation in the fair value of the 20%
interest since the swap’s inception.

e The counterparty will pay the parent an
amount equal to dividends paid on the 20%
interest plus at the termination date any net
appreciation in the fair value of the 20%
interest since the swap’s inception.

The parent accounts for the total return swap as a
liability (or asset in some cases) in accordance with
ASC 480 because that instrument is indexed to an
obligation to repurchase the 20% interest and may
require the parent to settle by transferring assets.
The parent initially and subsequently measures the
instrument at fair value (see Section 2.5).

The parent separately accounts for the 20% interest
in accordance with other U.S. GAAP (that is, the
parent consolidates the subsidiary and accounts for
the 20% interest owned by the holder as
noncontrolling interest under ASC 810).

e At the termination date, the net change in
the fair value of the 20% interest is
determined through an appraisal or sale of
the stock.

The guidance in this example is limited to the instruments described herein and when the parent owns a
majority of the subsidiary’s outstanding common stock and consolidates the subsidiary at inception of the
instruments.

2.10 ASC 480 INTERACTION WITH ASC 815

FASB REFERENCES

ASC 815-10-15-74, ASC 815-10-15-83, and ASC 815-10-599-4

Instruments under ASC 480 that also meet the definition of derivative instruments under ASC 815-10-15-83 (see
Chapter 3) are within the scope of both ASC 480 and ASC 815-10 unless a derivative scope exception applies.

Financial instruments within the scope of ASC 815-10 are generally initially and subsequently measured at fair value
through earnings (unless the instrument qualifies and is designated as a hedging instrument, in which case some or all
of the changes in fair value are recognized in other comprehensive income). Financial instruments under ASC 480 that
do not have to be remeasured at fair value typically are not derivative instruments in their entirety under ASC 815-10
because (1) they require a significant initial net investment — so ASC 815-10-15-83(b) is not met (for example,
mandatorily redeemable preferred stock and variable share-settled debt based on a fixed amount) — or (2) because
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they qualify for a derivative scope exception (for example, physically settled forward purchase contracts for a fixed
number of shares). Therefore, the instruments within the scope of ASC 480 that may also be derivatives under

ASC 815-10 are generally already required to be remeasured at fair value under ASC 480. Often, the practical
consequence of a financial instrument being subject to both ASC 480 and ASC 815-10 is that the entity must include the
required disclosures under both ASC topics.

However, if a financial instrument under ASC 480 is a hybrid instrument that is not subsequently remeasured at fair
value, the entity must evaluate it under ASC 815-15 to determine whether any embedded derivatives require
bifurcation. For example, mandatorily redeemable shares and some share-settled obligations based on a fixed amount
may include other embedded features the entity must evaluate for potential bifurcation (see Chapter 3).

BDO INSIGHTS — SHARE-SETTLED OBLIGATIONS WITH MULTIPLE SETTLEMENT FEATURES

Often, an instrument that can be settled with a variable number of shares for a fixed monetary amount also
includes other settlement features, such as conversion at the holder’s option on the maturity date or a redemption
for cash at a premium upon a change of control. If the instrument is under ASC 480 because the variable share-
settlement feature is the predominant component obligation (see Section 2.6.3.4), we believe such feature is a
characteristic of the host contract and not an embedded feature that should be evaluated for potential bifurcation
(see Section 3.4.1.1). The instrument is predominantly a variable share-settled host contract that includes
embedded features (such as a conversion option and change of control redemption feature) that must be assessed
for bifurcation if the instrument is not accounted for at fair value (see Chapter 3).

Reaching a conclusion about the nature of the host contract requires the application of professional judgment based
on the facts and circumstances.

If the financial instrument is an equity-linked instrument and is outside the scope of ASC 480, the entity must assess it
under ASC 815-40 (see Chapter 4).



ISSUER’S ACCOUNTING FOR COMPLEX FINANCIAL INSTRUMENTS

87

Chapter 3 — Hybrid Instruments and

Embedded Derivatives

Hybrid Contracts

Distinguishing
Scope Liabilities

and

From Equity Embedded Entity’s Equity Topics

DSl Own Equity
Derivatives

3.1 OVERVIEW

Instruments in an Temporary Other

Debt Presentation
Restructurings, and

Modifications,  Disclosures
and Exchanges

ASC 815 requires entities to account for financial instruments that are derivatives in their entirety as derivative assets
or liabilities measured at fair value. Financial instruments are accounted for as derivatives in their entirety if they
meet the definition of a derivative instrument in accordance with ASC 815-10 (see Appendix A) and do not qualify for

any derivative scope exceptions (see Section 3.2.3).

Conversely, financial instruments are not accounted for as derivatives in their entirety under ASC 815 if they do not
meet the definition of a derivative instrument or if a derivative scope exception applies. However, they may contain
embedded derivatives (terms embedded in a host contract that would be derivative instruments if they were
freestanding), in which case they are referred to as “hybrid instruments,” consisting of a host contract and an

embedded derivative, as shown in the graphic below.

Nonderivative Host

Hybrid Instrument
Contract

(For example, a hybrid
debt instrument)

debt host contract)

(For example, a fixed-rate

Embedded Derivative

(For example, an investor
right to put the debt back
to the entity before
maturity)

Embedding a derivative instrument in a host contract modifies some or all of the host contract’s cash flows or other
exchanges based on changes in one or more underlyings. ASC 815-15 requires entities to account for an embedded
derivative separately from the host contract if it meets the criteria for bifurcation.
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Often, hybrid instruments contain more than one embedded feature, in which case an entity must identify all the
embedded features in the hybrid instrument and determine the unit of account for bifurcation analysis of embedded
derivatives using a consistent and rational approach (see Section 3.3).

An embedded derivative is bifurcated from the hybrid instrument if all the following criteria are met (see Section 3.4):

P The host contract and embedded derivative have economic characteristics and risks that are not clearly and closely
related (see Section 3.4.1).

P The hybrid instrument is not remeasured at fair value through earnings (see Section 3.4.2).

» The embedded derivative would be considered a derivative instrument under ASC 815-10 if it were freestanding (see
Section 3.4.3). When evaluating this criterion, an entity considers both the definition of a derivative instrument in
ASC 815-10 and the scope exceptions from derivative accounting (see Section 3.2.3).

If a hybrid instrument has more than one embedded feature that must be bifurcated, the embedded features are
bundled as a single, compound embedded derivative that is then bifurcated and accounted for separately from the host
contract (see Section 3.7.1.1).

The bifurcated embedded derivative is recognized as a derivative asset or liability and is initially measured at fair
value (see Section 3.7.1.1). The initial carrying amount of the host contract (the instrument that remains after
bifurcation) is recognized as the difference between the proceeds allocated to the hybrid instrument and the
embedded derivative’s initial fair value (see Section 3.7.1.2).

Subsequently, the bifurcated embedded derivative is remeasured at fair value, while the host contract is accounted for
under other U.S. GAAP (for example, ASC 470, ASC 480, ASC 480-10-599-3A, or ASC 505 (see Section 3.7.2)).

If the entity elects the fair value option for an eligible instrument, the embedded derivative is not bifurcated, and the
entire hybrid instrument is accounted for at fair value (see Section 3.7.2).
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The flowchart illustrates an analysis of a hybrid instrument.

Hybrid Instrument*

The entity accounts for the

Is the financial instrument Is the financial instrument entire financial instrument
within the scope of ASC Yes——P remeasured at fair value Yes at fair value under ASC 480
4807 (Chapter 2) under ASC 480? (Chapter 2)

(Section 2.8.1).

Is the embedded derivative
clearly and closely related

to the host contract? Yes
(Section 3.4.1)
Is the hybrid instrument
remeasured at fair value
through earnings each Yes

Do not bifurcate: The
entity does not separate
the embedded derivative
from the host contract.

period?
(Section 3.4.2)

Bifurcate: The entity separates
the embedded derivative from
the host contract.

The entity accounts for the
hybrid instrument in
accordance with other U.S.
GAAP**

derivative instrument if it No (Section 3.7).
were freestanding?
(Section 3.4.3)

Would the embedded

If more than one embedded derivative qualify as a

feature must be bifurcated,
they are bundled as one
compound embedded derivative
that is bifurcated and
accounted for at fair value
under ASC 815
(Section 3.7).

The entity accounts for the host
contract in accordance with Does a derivative scope
other U.S. GAAP* exception apply? Yes
(Section 3.7). (Section 3.2.3)

*This flowchart does not apply to instruments that are derivatives in their entirety (see Appendix A).

**If the instrument is a convertible instrument (1) with a nonbifurcated conversion option, (2) is in the scope of ASC 470-20, and (3)
is not remeasured at fair value, the entity evaluates whether it includes a substantial premium that must be recognized in APIC (see
Section 3.6.1.2).
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3.2 SCOPE

Entities apply ASC 815-15 to determine whether to separate an embedded derivative from the host contract.
ASC 815-15 applies to all entities (see Section 3.2.1) and only to hybrid instruments (instruments that are not
derivatives in their entirety but include embedded derivatives (see Section 3.2.2)).

3.2.1 Entities

FASB REFERENCES

ASC 815-10-15-1, ASC 815-10-15-98, ASC 815-15-15-1, and ASC Master Glossary: Issuer

ASC 815 applies to all entities and includes guidance for both the issuer and investor (or holder) of the financial
instrument. However, the issuer and investor may have different accounting for the same financial instrument. For
example, even if an instrument meets the definition of a derivative for both parties, an available scope exception
might apply only to the issuer (such as for contracts involving an entity’s own equity).

This chapter discusses the accounting for financial instruments (generally issued in financing transactions) only from
the issuer entity’s perspective. An issuer is the entity that issued a financial instrument or may be required under the
financial instrument’s terms to issue its shares. This chapter uses the terms “issuer” and “entity” interchangeably.

3.2.2 Hybrid Instruments

FASB REFERENCES

ASC 815-15-05-1, ASC 815-15-15-2, and ASC 815-15-20: Hybrid Instrument, Embedded Derivative, and Underlying

ASC 815-15 applies to contracts that are not derivative instruments in their entirety. See Appendix A for more guidance
on how to assess whether a financial instrument is a derivative in its entirety.

Nonderivative instruments that contain embedded derivatives are referred to as “hybrid instruments,” consisting of a
host contract and an embedded derivative. Embedding a derivative instrument in a host contract alters some or all
of the cash flows or other exchanges that otherwise would be required by the host contract, whether unconditional or
contingent on a specified event based on one or more underlyings. ASC 815-15 requires entities to account for an
embedded derivative separately from the host contract if it meets the criteria for bifurcation (see Section 3.4). That
prevents entities from circumventing the recognition and measurement requirements in ASC 815 merely by embedding
derivative instruments in nonderivative contracts.

For instance, debt instruments generally are not derivative instruments in their entirety because they typically lack the
initial net investment characteristic of a derivative instrument (see Appendix A, Section A.1.2). However, debt
instruments often include one or more embedded derivatives that would be accounted for as derivative instruments
under ASC 815 if issued separately as freestanding instruments. Therefore, an entity must assess whether those
embedded derivatives must be bifurcated from the debt instrument (a nonderivative host contract).

Unlike Chapter 2, which discusses only contracts that involve an entity’s shares, this chapter also discusses hybrid
financial instruments with an underlying other than those related to an entity’s shares.
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ASC 815-15 includes the following key definitions:

é A contract that embodies both an embedded derivative and a host contract.

Hybrid instrument

t\
Implicit or explicit terms that affect some or all of the cash flows or the value of other
exchanges required by a contract in a manner similar to a derivative instrument.
Embedded derivative

A specified interest rate, security price, commodity price, foreign exchange rate, index of
(\ prices or rates, or other variable (including the occurrence or nonoccurrence of a specified
/‘/ g event such as a scheduled payment under a contract). An underlying may be a price or rate

of an asset or liability but is not the asset or liability itself. An underlying is a variable
Underlying that, along with either a notional amount or a payment provision, determines the
settlement of a derivative instrument.

BDO INSIGHTS — HYBRID AND EQUITY-LINKED INSTRUMENTS

Freestanding financial instruments that do not meet the definition of a derivative instrument in their entirety or
that qualify for a derivative scope exception are not accounted for as derivative instruments under ASC 815. If those
instruments include embedded derivatives, they are subject to the hybrid instrument model discussed in this
chapter.

In practice, financial instruments in the form of debt or shares issued in financing transactions typically do not meet
the definition of a derivative instrument in their entirety because they lack the initial net investment characteristic
(see Appendix A, Section A.1.2). Those financial instruments are often hybrid instruments with embedded
derivatives that an entity must assess for bifurcation.

Similarly, some equity-linked contracts (see Chapter 4) also lack the initial net investment characteristic and are
therefore not derivatives in their entirety. For example, a prepaid forward contract to repurchase an entity’s
outstanding shares is a hybrid financial instrument that contains a loan to the counterparty represented by the
prepaid amount and an embedded forward contract on the entity’s shares. An entity must assess the embedded
forward for bifurcation and, based on the facts and circumstances, may need to account for the prepayment on the
entity’s shares (a receivable by the entity) in equity in accordance with ASC 505-10-45-2.

Accounting for equity-linked contracts as hybrid instruments requires the application of professional judgment
based on the facts and circumstances.

3.2.3 Scope Exceptions to ASC 815-10 and ASC 815-15

E| FASB REFERENCES

ASC 815-10-15-59 through 15-60, ASC 815-10-15-69, ASC 815-10-15-74, and ASC 815-10-15-82

ASC 815-10 includes numerous exceptions to derivative accounting (as shown in the flowchart in ASC 815-10-55-2);
however, only a few of those exceptions typically apply to an issuer of a financial instrument. An entity must consider
the scope exceptions that may apply in evaluating whether a freestanding financial instrument must be accounted for
as a derivative instrument in its entirety (see Appendix A) and whether an embedded derivative requires bifurcation
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(see Section 3.4.3). The table summarizes some of the common exceptions to derivative accounting for issuers of
financial instruments.

TYPE OF CONTRACT DESCRIPTION

Contracts involving an Contracts that are:

entity’s own equity P Indexed to the reporting entity’s own stock and classified in stockholders’ equity (see
Section 3.2.3.1)

P In the scope of ASC 718

P Between an acquirer and a seller to enter a business combination (including
contracts to enter an acquisition by a not-for-profit (NFP) entity and contracts
between one or more NFPs to enter a merger of NFP entities)

P Physically settled forward contracts in the scope of ASC 480

Loan commitments P For holders of loan commitments (that is, the potential borrower) to originate a loan
(see Section 3.2.3.2)

Contracts not traded on If the underlying on which the settlement is based is any of the following:

an exchange P A climatic or geological variable or other physical variable (for example, number of
inches of rainfall or snow, severity of an earthquake)

P The price or value of a nonfinancial asset that is:
e Unique
e Owned by the party to the contract that would not benefit from an increase in the
asset’s fair value under the contract
e Not readily convertible to cash

P The fair value of a nonfinancial liability that does not require delivery of an asset
that is readily convertible to cash

P Specified volumes of sales or service revenues of one party to the contract

If a contract has multiple underlyings and some, but not all, of them qualify for a scope
exception, an entity must determine the contract’s predominant characteristics.

Registration payment Registration payment arrangements in the scope of ASC 825-20 (see Section 3.2.3.3)
arrangements

Section 3.2.3.4 also discusses a scope exception from ASC 815-15 that may apply to some foreign currency transactions.

3.2.3.1 Indexed to an Entity’s Own Stock and Classified in Stockholders’ Equity

FASB REFERENCES

ASC 815-10-15-74(a), ASC 815-10-15-75(b), and ASC 815-10-15-75A through 15-76

Contracts (freestanding financial instruments or embedded features) involving an entity’s own equity meet the
derivative scope exception in ASC 815-10-15-74(a) if they are both:

P Indexed to the entity’s own stock in accordance with ASC 815-40-15 (see Section 4.5)

P Classified in the entity’s stockholders’ equity in accordance with ASC 815-40-25 (see Section 4.6).

If both criteria are met, the financial instrument is classified as equity (if freestanding) or is not separated from the
host contract (if embedded).

When evaluating whether a financial instrument is indexed to an entity’s own stock, an entity excludes a down round
feature in its consideration (see Section 4.5.2.3). Further, temporary equity is considered stockholders’ equity even if
it must be displayed outside the permanent equity section.
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See Chapter 4 for more guidance on the indexation and equity classification assessments in accordance with
ASC 815-40.

A APPLICATION OF ASC 815-10-15-74(a) EXCEPTION TO DUAL-INDEXED INSTRUMENTS

The scope exception in ASC 815-10-15-74(a) does not apply to contracts that are indexed in part or in full to
something other than an entity’s own stock even though the entity can settle the contract by issuing its own equity.
For example, a forward contract that is indexed to both an entity’s own stock and currency exchange rates does not
qualify for that exception because it is indexed in part to something other than the entity’s own stock (the currency
exchange rates). Therefore, an entity must account for that contract as a derivative asset or liability in accordance
with ASC 815.

3.2.3.2 Loan Commitments

FASB REFERENCES

ASC 815-10-15-69 and ASC 815-10-599-4

An entity may enter a debt arrangement giving it access to funds by issuing debt on future date(s) (for example, a line
of credit, a delayed draw facility, or a tranche debt issuance).

A revolving or nonrevolving loan commitment that allows a potential borrower to originate a loan is excluded from the
scope of derivative accounting in accordance with ASC 815-10. That exception applies even if the borrower’s right to
borrow debt is conditional (for example, upon achieving specified milestones). If the exception applies, the borrower
accounts for the loan when it is issued.

EXAMPLE 3-1: TRANCHE DEBT ISSUANCE

FACTS

Issuer A (the reporting entity) enters a loan agreement with Lender X with the following terms:

P Tranche | term loan: Issuer A borrows $10 million (it issues debt) on the agreement date with a two-year
maturity date.

P Tranche Il term loan commitment: Issuer A can borrow an additional $5 million from Lender X at any time in the
12 months after the Tranche | term loan is issued. The Tranche Il term loan matures two years after issuance.

Issuer A determines that the Tranche | term loan and the Tranche Il term commitment are two freestanding
financial instruments because they are legally detachable and separately exercisable (see Section 3.3).

CONCLUSION

The Tranche Il term loan commitment is outside the scope of derivative accounting in accordance with ASC 815-10-
15-69. Therefore, Issuer A accounts for the Tranche Il term loan when issued.

ANALYSIS

Issuer A determines the unit of account on the date it enters the loan agreement.
P Issuer A accounts for the Tranche | term loan as debt and evaluates whether it must account for any embedded
derivatives separately from the loan (see Section 3.4).

P Issuer A determines that the Tranche Il term loan commitment is outside the scope of derivative accounting in
accordance with ASC 815-10-15-69. It accounts for the Tranche Il term loan and evaluates whether it must
bifurcate any embedded derivatives (see Section 3.4) when it issues that loan.
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BDO INSIGHTS — WRITTEN OPTION TO ISSUE ADDITIONAL DEBT

The derivative scope exception for loan commitments does not apply if the lender can require the entity (borrower)
to issue debt, such as in written options (that is, the entity has an obligation, not a right, to issue debt). Further,
the entity must evaluate whether a freestanding written option must be accounted for in accordance with other
U.S. GAAP (for example, under ASC 480 if the entity has an obligation to issue debt that is convertible into
redeemable shares).

However, irrespective of whether a freestanding written option to issue debt is a derivative, we believe the entity
should account for the option at fair value with changes in fair value recognized in earnings. That is consistent with
the SEC staff’s longstanding position (as stated in ASC 815-10-599-4) that written options that do not qualify for
equity classification must be initially and subsequently measured at fair value.

3.2.3.3 Registration Payment Arrangements

FASB REFERENCES

ASC 815-10-15-82, ASC 825-20-20 Registration Payment Arrangement, and ASC 825-20-25-1 through 25-3

Convertible debt, convertible preferred stock, and warrants are often accompanied by a registration payment
arrangement that entitles the instrument holder to require the entity to either (or both):

P File a registration statement for the resale of the instrument’s underlying shares and endeavor to have the
registration statement declared effective by the SEC within a specified grace period

P> Keep the registration statement effective for a specified period of time (or in perpetuity).

Further, the registration payment arrangement requires the entity to pay consideration to the holder if the entity fails
to have the registration statement declared effective or to maintain its effectiveness. The consideration may be a
lump sum or periodic payments, and its form may vary (for example, cash; equity instruments; or adjustments to the
instrument’s terms, such as an increased interest rate on a debt instrument).

For example, a typical registration rights agreement in a private placement requires an entity to use its best efforts to
register the shares underlying the conversion option or warrant by a specified date or else pay a penalty (sometimes
referred to as “liquidated damages”). In that instance, the agreement might specify that “the company will use its
best efforts to cause the shares to be included in an effective registration statement, but in no event later than 180
days from the closing.”

That registration payment arrangement is outside the scope of ASC 815-10. Instead, an entity accounts for it under
ASC 825-20 as a separate unit of account from the financial instruments subject to that arrangement. That is, the
entity accounts for the liquidated damages in accordance with ASC 825-20 and measures it in accordance with ASC 450,
Contingencies (see Section 6.4.1). The entity accounts for the financial instruments subject to the registration
payment arrangement in accordance with other U.S. GAAP (for example, ASC 815-10, ASC 815-40, or ASC 835-30)
exclusive of the contingent obligation to transfer consideration under the registration payment arrangement.
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3.2.3.4 Foreign Currency Derivatives

FASB REFERENCES

ASC 815-15-15-5 and ASC 815-15-55-112 through 55-113

In addition to derivative scope exceptions in ASC 815-10, ASC 815-15 includes some exceptions, including one that
applies to hybrid financial instruments: embedded foreign currency derivatives are excluded from the scope of
ASC 815-15 if the financial instrument meets all the following criteria:

P Is a monetary item
P Has its principal payments, interest payments, or both denominated in a foreign currency
P Is subject to the requirement in ASC 830-20 to recognize any foreign currency transaction gain or loss in earnings.

For example, a mandatorily redeemable preferred stock that is classified as a liability under ASC 480 and requires the
entity to pay the redemption price, dividends, or both in a stipulated amount of a specified foreign currency meets the
embedded foreign currency scope exception, and no foreign currency derivative is bifurcated (because the instrument
does not include a foreign currency option). The entity instead applies ASC 830 to the foreign currency denominated
instrument.

In contrast, a mandatorily redeemable preferred stock for which the redemption price, dividends, or both may be
settled (at either the holder or the entity’s option) in a stipulated amount in either U.S. dollars or a specified currency
contains an embedded foreign currency option that must be evaluated for bifurcation in accordance with ASC 815-15.

3.3 DETERMINING THE UNIT OF ACCOUNT

As discussed in Section 2.3, in evaluating financial instruments, an entity must first determine the unit of account to
which it must apply the accounting guidance. Generally, before evaluating an embedded derivative for bifurcation, an
entity must assess whether the hybrid instrument is under ASC 480. That assessment requires the entity to identify
each freestanding financial instrument issued as part of the same transaction. Each freestanding financial instrument is
evaluated separately unless required to be combined with other freestanding financial instruments under ASC 815 (see
Section 2.3.2).

The entity evaluates each freestanding hybrid instrument that is not remeasured at fair value (regardless of whether
the instrument is accounted for under ASC 480) to determine whether it has an embedded derivative that must be
bifurcated. That requires identifying the hybrid instrument’s embedded features and determining the unit of analysis
for those features.

3.3.1 Identifying the Hybrid Instrument’s Embedded Features

|E| FASB REFERENCES

ASC 815-10-15-5 through 15-7 and ASC 815-15-25-2

An entity must evaluate whether the features in a hybrid instrument are freestanding or embedded by determining
whether they are legally detachable and separately exercisable.

P> While U.S. GAAP does not define the term “legally detachable,” an instrument that can be separated and
transferred to another party generally is considered legally detachable (see Section 2.3.1.2.1).

P Typically, a feature is considered separately exercisable if it can be exercised without terminating another item. If
exercising the feature results in terminating the instrument, such as through redemption or conversion, the feature
is embedded and not freestanding. Conversely, if the feature can be exercised while the instrument remains
outstanding and is legally detachable, it is freestanding (see Section 2.3.1.2.2).
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An embedded derivative refers only to terms within a single instrument, not to terms in separate instruments between
different counterparties. Further, a feature that can be sold or traded separately from the contract in which those
rights and obligations are included is an attached freestanding derivative instrument, rather than an embedded
derivative, by both the writer and holder of the option. For example, an option feature in a debt instrument that is
explicitly transferable independently of the debt instrument is potentially exercisable by a counterparty other than the
issuer or the debt holder and therefore is freestanding, rather than embedded.

3.3.2 Determining the Unit of Analysis for Embedded Features

FASB REFERENCES

ASC 815-10-25-9A and ASC 815-10-25-10 through 25-13

Often, hybrid instruments contain more than one embedded feature. For example, a preferred stock may contain a
conversion option and a redemption option. Further, the conversion or redemption option may include more than one
exercise trigger (for example, one based on the passage of time and one based on a change in control). An entity must
identify all embedded features in an instrument and determine the appropriate unit of analysis using a consistent and
rational approach.

BDO INSIGHTS — AGGREGATING AND DISAGGREGATING EMBEDDED FEATURES FOR ANALYSIS

Except for combining specific put and call options (as discussed in ASC 815-10-25-10 through 25-13), ASC 815-15
does not include guidance on how to aggregate or disaggregate embedded features when performing the bifurcation
analysis. Therefore, an entity must use a rational approach and apply it consistently. For example, in practice,
entities often aggregate or disaggregate embedded features for analysis by considering their similar and different
characteristics, such as:

P Nature of the feature; for example, evaluating conversion features separately from redemption features

P Party holding the option; for example, evaluating options held by the entity separately from options held by the
counterparty

» Nature, amount, and form of settlement

e For example, an automatic settlement when a qualified financing occurs for the higher value of a fixed
number of shares (a conversion feature) or a variable number of shares based on a fixed amount (a
redemption feature) may be two separate units of analysis: the conversion feature and the redemption
feature (see Section 3.6.3). That depends on the facts and circumstances, including the substance of the
arrangement.

e Conversely, two or more conversion features with multiple triggers but the same settlement amount may be
aggregated into one unit.

P Settlement contingencies; for example, evaluating contingent options separate from noncontingent options.
We believe an entity generally should not disaggregate a component of a settlement amount as a separate feature

for analysis. For example, if a conversion feature requires a make-whole payment if it is triggered, the make-whole
payment is part of the conversion feature, not a separate unit.

Determining the unit of analysis for evaluating embedded features requires the application of professional judgment
based on the facts and circumstances.
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A COMBINATIONS OF TWO EMBEDDED OPTIONS

ASC 815-10 addresses how an entity should view a combination of options when applying ASC 815.

Specifically, it provides guidance on an embedded purchased call (put) option and an embedded written put (call)
option combined in a single hybrid instrument having all the following characteristics:

P The options are entered contemporaneously with the same counterparty

P The options are nontransferable

P The options have the same strike price and notional amount

P The options have the same exercise date (before the contract’s maturity date)

P The options have the same underlying.

The table illustrates how an entity evaluates that combination of options different scenarios.

SCENARIO ANALYSIS

Neither party is The embedded options are in substance an embedded forward contract. Even though
required to exercise its  neither party is required to exercise its option, the hybrid instrument will likely be
option redeemed at a point earlier than the stated maturity. That is expected regardless of

the contract’s form (two separate options versus a single forward). The hybrid
instrument therefore conveys rights and obligations equivalent to an embedded
forward contract from an economic and risk perspective, which the entity assesses
under ASC 815-15.

Either party is required  The instrument is not viewed as containing embedded derivatives. In substance, the

to exercise its option issuer and investor have agreed to accelerate the instrument’s stated maturity date
(that is, the exercise date is the instrument’s actual maturity date, which is a
characteristic of the instrument, so there is no embedded derivative to assess).

In contrast, a combination of a purchased call (put) option and a written put (call) option should be considered
separate option contracts if at least one of the options is freestanding. That is so even if the options have the same
terms and underlying and are entered with the same counterparty at inception.

Also, a share of stock that is puttable by the holder and callable by the issuer under the same terms is not
considered mandatorily redeemable under ASC 480 because the options may expire unexercised (see Section 2.4.2).

See also Section 2.9 for a discussion of a parent’s accounting for a similar transaction on the shares of a subsidiary,
which the parent accounts for as a financing of its purchase of NCI.

3.4 CRITERIA FOR BIFURCATING EMBEDDED DERIVATIVES

FASB REFERENCES

ASC 815-10-25-1, ASC 815-10-30-1, ASC 815-10-35-1, and ASC 815-15-25-1

An entity must evaluate a hybrid instrument to determine whether it has an embedded derivative that must be
bifurcated and accounted for separately as a derivative asset or liability.
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The entity determines the unit of analysis for the embedded features (see Section 3.3.2) and evaluates them against
the following three criteria for bifurcation:

Not clearly and closely related Not remeasured at fair value Qualify as a derivative

instrument if freestanding

The host contract and embedded The hybrid instrument is not The embedded derivative would
derivative have economic remeasured at fair value through be a derivative instrument under
characteristics and risks that are earnings each period (see ASC 815-10 if it were

not clearly and closely related Section 3.4.2). freestanding (see Section 3.4.3)
(see Section 3.4.1). and no derivative scope

exception applies (see
Section 3.2.3).

If the embedded derivative meets all three criteria for bifurcation and no derivative scope exception applies, the
entity bifurcates the embedded derivative from the hybrid instrument and accounts for it separately as a derivative
asset or liability. The bifurcated embedded derivative is recognized at fair value and remeasured at fair value through
earnings.

If the embedded derivative fails any criteria for bifurcation or meets all three criteria but a derivative scope exception
applies, it is not separated from the host contract. The entity accounts for the entire hybrid instrument under other
applicable U.S. GAAP (for example, ASC 470, ASC 480, ASC 480-10-599-3A, or ASC 505).

3.4.1 Not Clearly and Closely Related

|E| FASB REFERENCES

ASC 815-15-25-1(a) and ASC 815-15-25-16 through 25-17

The first criterion for bifurcating an embedded derivative is that it has economic characteristics and risks that are not
clearly and closely related to the economic characteristics and risks of the host contract. In other words, an embedded
derivative that is clearly and closely related to the host contract is not bifurcated.

For instance, a host contract that encompasses a residual interest in an entity is considered to have economic
characteristics and risks of an equity instrument. For an embedded derivative to be considered clearly and closely
related to that equity host contract, it must possess principally equity characteristics related to the entity. In contrast,
an embedded derivative that has characteristics and risks related to changes in fair value of an equity interest is not
clearly and closely related to a debt host contract that has economic characteristics and risks that are principally
related to interest rates and credit risk.

In evaluating the first criterion for bifurcation, an entity performs two steps:

Determine whether the host and embedded
derivative are clearly and closely related (see
Section 3.4.1.2).

Identify the nature of the host

(see Section 3.4.1.1).

First, an entity determines the nature of the host contract: equity or debt. While legal form debt is always considered
a debt host, the same is not always true for an instrument in the form of a share. Evaluating an equity instrument as
equity-like or debt-like for this purpose involves considering the instrument’s relevant features and other factors in the
arrangement. The analysis often requires judgment and may be challenging. An entity must not automatically conclude
that the nature of a share is equity-like based solely on its legal form but instead must consider all the facts and
circumstances (see Section 3.4.1.1).
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In thinking about the nature of an instrument issued as a share, it is helpful to remember the characteristics or
features typically associated with equity and debt instruments.

Equity Debt

Exposes holder to residual Exposes holder to credit risk
economic risk and is typically and is typically senior to
subordinated to debt equity instruments in
instruments in liquidation liquidation

Returns vary with entity's
performance (including the Returns are fixed or vary
fair value of the entity's based on interest rate
shares)

Votes in matters that affect
the entity's operations or Has limited or no voting rights
strategy

Exit includes conversion to

residual equity Exit includes redemption

Second, an entity identifies the nature of the embedded derivative; specifically, its underlying and how it affects the
instrument’s settlement. For example:

P A conversion option for a fixed number of shares has a share price underlying that causes the settlement to vary
based on the movement in the entity’s share price. Therefore, the conversion option has equity characteristics.

P Aninterest rate reset feature has an interest rate underlying that causes the instrument’s cash flows to vary based
on the movement in interest rates. Therefore, the interest rate reset feature has debt characteristics.

After identifying the nature of the host contract and embedded derivative, the entity determines whether they are
clearly and closely related. Embedded derivatives with equity-like economic characteristics and risks are clearly and
closely related to an equity-like host (the equity host contract) and, conversely, are not clearly and closely related to a
debt-like host (the debt host contract). Embedded derivatives with debt-like economic characteristics and risks are
generally clearly and closely related to a debt host contract and, conversely, are not clearly and closely related to an
equity host contract.

A PUTS AND CALLS AND INTEREST FEATURES ARE NOT ALWAYS CLEARLY AND CLOSELY RELATED TO A

DEBT HOST CONTRACT

As explained above, a conversion feature typically is considered clearly and closely related to an equity host
contract. However, the same is not always true for a call or put (redemption feature) or an interest-rate-related
feature in a debt host contract. ASC 815-15 requires additional analysis to determine whether those embedded
features and the debt host contract are clearly and closely related. For example, an embedded interest-rate-
related feature with a leverage factor (see Section 3.6.2) or a redemption feature with a substantial premium or
discount (see Section 3.6.3) might not be clearly and closely related to a debt host contract.
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If an embedded derivative is not clearly and closely related to the host contract, to determine whether to bifurcate
the embedded derivative from the hybrid instrument, an entity evaluates whether:
» The hybrid instrument is not remeasured at fair value (see Section 3.4.2)

» The embedded derivative would meet the definition of a derivative instrument if it were freestanding and, if so,
whether no derivative scope exception applies (see Section 3.4.3).

3.4.1.1 ldentify the Nature of the Host Contract

FASB REFERENCES

ASC 815-15-25-17A and ASC 815-15-25-17C through 25-17D

As discussed in Section 3.4.1, the first step in evaluating an embedded derivative for bifurcation is to determine the
nature of the host contract. In some cases, the analysis is clear; for example, a convertible preferred stock instrument
with no debt-like features, such as redemption and fixed cumulative dividend rights. In other cases, the nature of the
host contract might not be readily apparent, such as for a preferred stock instrument with conversion and redemption
rights, so more analysis is needed. An entity considers not only the relevant terms and features of the hybrid
instrument but also the substance (relative strength) of those terms, which requires judgment.

A\  FORMS OF HYBRID INSTRUMENTS

A hybrid instrument that is a legal form debt contains a debt host contract. In other words, an entity does not
evaluate whether the debt instrument could contain an equity host contract.

A hybrid instrument other than a legal form equity (for example, prepaid forward contracts) typically has a debt
host contract because it often lacks any existing or potential residual interests (that is, the rights and risks of
ownership present in an equity instrument).

If a hybrid instrument is in legal form equity (such as an outstanding share), more analysis is needed to determine
whether it has an equity host or debt host contract. The nature of the host (equity or debt) affects whether an
entity must bifurcate an embedded derivative in the hybrid instrument. However, it does not affect how an entity
accounts for the outstanding share (whether equity or liability). For example, even if an entity determines that a
redeemable preferred stock is a debt host contract, it does not mean the entity must account for the redeemable
preferred stock as a liability unless it is a liability under other U.S. GAAP (for example, mandatorily redeemable in
the scope of ASC 480 (see Chapter 2)).

In some cases, an entity must apply judgment in determining an instrument’s legal form based on the parties’
contractual, legal, and economic rights and obligations. The name of the contract does not determine the
contract’s legal form.
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If the hybrid instrument is in the form of an outstanding share, an entity must determine the nature of the host
contract using the following steps:

Step 1: Identify all the stated and implied substantive terms and features of the share.

Step 2: Determine whether those terms and features are debt-like or equity-like.

Step 3: Weigh those terms and features based on the relevant facts and circumstances.

Debt-like

In determining the nature of a share, an entity considers the economic characteristics and risks of the entire hybrid
instrument, including the embedded derivative it is evaluating for bifurcation, which is often referred to as the “whole
instrument approach.” Including or omitting any single term or feature does not necessarily determine the nature of
the host contract. Rather, an entity uses judgment when weighing the individual term or feature based on the facts
and circumstances. For example, an entity does not presume that a fixed price, noncontingent redemption option held
by the holder in and of itself determines whether the nature of the host contract is more akin to debt than equity.
Rather, the entity evaluates the hybrid instrument in its entirety.

When performing the whole instrument approach, an entity considers not only whether the relevant terms and features
are debt-like or equity-like but also the substance of those terms and features (that is, the relative strength of each
feature, given the facts and circumstances). An entity may consider the following when performing Step 3:

CONSIDERATIONS ATTRIBUTES

The characteristics of the relevant P Is the exercise of the feature contingent or noncontingent?
terms and features >

Is the feature in-the-money or out-of-the-money?

The circumstances under which the  » Is the issuer thinly capitalized or profitable and well-capitalized?

hybrid financial instrument was » Is the feature based on a contingent event (for example, a financing or a
issued change in control) that the entity is contemplating or is in the process of
completing at inception?

The potential outcomes of the What is the most likely settlement for the instrument?
instrument P Settled by issuing a fixed number of shares (that is, conversion)?
P Settled by transferring cash or a variable number of shares (that is,
redemption)?

» Remain legal-form equity?
This assessment may be qualitative in nature.
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Further, ASC 815-15-25-17D provides examples of common hybrid instrument terms and features that an entity
evaluates when determining the nature of the host contract. The table lists example factors and how they might affect
the weighting of the share’s specific terms and features. The examples are illustrative only, not determinative, and
reaching a conclusion depends on the facts and circumstances.

STEP 1:
IDENTIFY THE
FEATURES

&

Redemption
rights

STEP 2: DETERMINE
WHETHER THE FEATURE IS
DEBT-LIKE OR EQUITY-LIKE

The issuer or investor’s
ability to redeem a hybrid
instrument in the form of a
share at a fixed or
determinable price is
generally viewed as a debt-
like characteristic. But not
all redemption rights have
the same importance
(weight).

STEP 3: WEIGH THE TERMS AND FEATURES

FACTORS FOR HEAVIER
WEIGHTING

Mandatory

FACTORS FOR LESS
WEIGHTING

Optional (however, not all
options are equal, as noted
below)

Optional

Noncontingent (for example,
based on passage of time) or
contingent (and contingent
event is likely to occur)

Contingent (and contingent
event is not likely to occur)

In-the-money (deeply in-the-
money options are weighted

more heavily than slightly in-
the-money options)

Out-of-the-money (deeply out-
of-the-money options are
weighted less heavily than
slightly out-of-the-money
options)

Who holds the option (for
example, an in-the-money
option held by the investor is
more likely to be exercised and
therefore given more weight. If
the option is held by the issuer,
its wherewithal could affect
the analysis of whether it will
likely exercise an in-the-money
option).

Who holds the option (for
example, an out-of-the-money
option held by the investor is
less likely to be exercised and
therefore given less weight. If
the option is held by the issuer,
economic compulsion could
affect the analysis of whether
it will likely exercise an out-of-
the-money option; for
example, if the instrument is
an increasing-rate preferred
stock).

Redemption price is more
favorable than the conversion
price of any conversion right

Redemption price is less
favorable than the conversion
price of any conversion right

Redemption is senior to other
classes of stock and is
substantive

Redemption is subordinated to
other classes of stock and may
not be substantive

No laws restrict redemption

Laws restrict exercise of the
redemption right (for example,
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STEP 1:
IDENTIFY THE
FEATURES

STEP 2: DETERMINE
WHETHER THE FEATURE IS
DEBT-LIKE OR EQUITY-LIKE

The investor’s ability to
convert (for example, a
preferred share into a fixed
number of common shares)
is generally viewed as an
equity-like characteristic.
But not all conversion rights
have the same importance
(weight). Also, some
conversion features are in
substance redemption
features, in which case they
are analyzed as redemption
features.

@)
L3 N
S
Conversion
rights

STEP 3: WEIGH THE TERMS AND FEATURES

FACTORS FOR HEAVIER
WEIGHTING

FACTORS FOR LESS
WEIGHTING

if redemption would make the
issuer insolvent)

Circumstances

of the Issuer

Issuer is well-capitalized and
profitable

Mandatory

The share is effectively the
residual interest in the issuer
(because the issuer is thinly
capitalized or the issuer’s
common equity has already
incurred losses)

Optional (however, not all
options are equal, see below)

Optional

Noncontingent (for example,
based on passage of time) or
contingent (and contingent
event is likely to occur)

Contingent (and contingent
event is not likely to occur)

In-the-money (deeply in-the-
money options are weighted

more heavily than slightly in-
the-money options)

Out-of-the-money (deeply out-
of-the-money options are
weighted less heavily than
slightly out-of-the-money
options)

Who holds the option (for
example, an in-the-money
option held by the investor is
more likely to be exercised and
therefore given more weight)

Who holds the option (for
example, an out-of-the-money
option held by the investor is
less likely to be exercised and
therefore given less weight)

Conversion price is more
favorable than the redemption
price of any redemption right

Conversion price is less
favorable than the redemption
price of any redemption right

Conversion is more likely to
occur before redemption if
there is a redemption right

Redemption is more likely to
occur before conversion
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STEP 1:
IDENTIFY THE
FEATURES

STEP 2: DETERMINE
WHETHER THE FEATURE IS
DEBT-LIKE OR EQUITY-LIKE

A shareholder’s ability to
exercise voting rights is
generally viewed as an
equity-like characteristic.
But not all voting rights are
of equal importance.

Voting rights

Fixed (stated) dividends are
generally viewed as a debt-
like characteristic

STEP 3: WEIGH THE TERMS AND FEATURES

FACTORS FOR HEAVIER
WEIGHTING

Vote on all significant matters

FACTORS FOR LESS
WEIGHTING

Vote on limited matters that
are protective in nature

Vote with common stock as a
single class

Vote on matters based on its
specific class of stock

Investor class of stock with
significant influence on vote

Mandatory and cumulative
dividends, whether declared
or earned

Investor class of stock with
limited influence on vote

Noncumulative stated
dividends paid only if declared
by the issuer

b

Dividend rights

Discretionary and
participating dividends
based on earnings are
generally viewed as an
equity-like characteristic

Protective covenants are
generally viewed as a debt-
like characteristic. But not
all protective rights are of
equal importance.

.

Protective
covenants

Issuer regularly pays dividends,
or it is likely that the issuer
will declare and pay dividends
while the instrument is
outstanding

Includes collateral
requirements

Issuer historically has not paid
dividends, or it is not likely
that the issuer will declare and
pay dividends while the
instrument is outstanding

Does not include collateral
requirements

Parent or other party
guarantees issuer’s
performance (for example,
investor redemption)

No party guarantees issuer’s
performance

Includes rights akin to creditor
rights (for example, right to
force bankruptcy or a
preference in liquidation)

Does not include rights akin to
creditor rights

In practice, some entities analyze the nature of the host contract by assigning low, neutral, or high weighting to each
relevant term and feature. The weighting is not based on looking at the term in isolation but rather on looking at it in
relation to the other features and to the instrument as a whole. All equity-like features are then weighed against all

debt-like features to determine which features have more substance in determining whether the host is more akin to

equity or debt.
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3.4.1.2 Determine if the Host Contract and Embedded Derivative Are Clearly and Closely Related

FASB REFERENCES

ASC 815-15-25-24 through 25-25 and ASC 815-15-55-117 through 55-118

Once an entity determines the nature of the host contract, it compares each embedded derivative (feature) to
determine whether it has the same risks and economics as the host contract. For some features, that analysis is
straightforward, but for others, it may be more complex and involve considering specific guidance in ASC 815-15.

In determining the characteristics of a debt host contract, an entity generally must consider the hybrid instrument’s
stated or implied substantive terms. In the absence of stated or implied terms, an entity considers the features of the
hybrid instrument, the circumstances of the issuer, the market in which the instrument is issued, and other relevant
factors.

EXAMPLE 3-2 (ADAPTED FROM ASC 815-15-55-117 THROUGH 55-118): DEBT INSTRUMENT WITH EMBEDDED
EQUITY-BASED DERIVATIVE

FACTS

P Entity A issues a five-year debt instrument with a principal amount of $1 million.

P> At maturity, Entity A must repay the principal amount plus any appreciation or minus any depreciation (since the
debt’s issuance date) in the fair value of 10,000 shares of Entity B (a publicly traded entity unrelated to Entity A
and the debtholder).

» No interest is due.

P At issuance, Entity B’s stock trades at $100 per share.

CONCLUSION

The debt instrument includes a debt host contract and an embedded equity-based derivative, so the debt host
contract and embedded derivative are not clearly and closely related.

ANALYSIS

The debt instrument is not itself a derivative instrument because it requires an initial net investment equal to the
notional amount (see Appendix A, Section A.1.2). Therefore, Entity A evaluates the embedded derivative for
potential bifurcation.

First, Entity A determines the nature of the host contract. The hybrid instrument is in the form of a debt
instrument, so it has a debt host contract (it has a stated maturity and has no shareholder rights; for example,
voting or distribution rights).

Second, Entity A determines the nature of the embedded derivative, which is equity-like because its underlying is
the fair value of Entity B’s stock. Because the host instrument is a debt instrument, the embedded equity-based
derivative is not clearly and closely related to the debt host contract.

Entity A must evaluate the embedded derivative for the other bifurcation criteria to determine whether it must be
bifurcated (see Sections 3.4.2 and 3.4.3).
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The table summarizes common embedded derivatives in equity and debt instruments and whether they are generally
clearly and closely related to an equity or debt host contract.

NATURE OF
TYPE OF EMBEDDED HOST GENERALLY CLEARLY AND CLOSELY
DERIVATIVE CONTRACT RELATED TO HOST CONTRACT? GUIDANCE
Conversion features Equity Clearly and closely related Section 3.5.1
Debt Not clearly and closely related Section 3.6.1
Redemption features (calls and  Equity Not clearly and closely related Section 3.5.2
puts)
Debt Evaluate under the four-step test in Section 3.6.3
accordance with ASC 815-15-25-42
Rights or obligations to issue Equity Clearly and closely related Section 3.5.3
fixed number of shares of own
equity Debt Not clearly and closely related Section 3.6.1
Interest-rate-related features Debt Evaluate in accordance with ASC 815-  Section 3.6.2
15-25-26
Term-extending options Debt Evaluate in accordance with ASC 815-  Section 3.6.4
15-25-44 through 25-45
Embedded loan commitments Debt Evaluate in accordance with ASC 815-  Section 3.6.5
10-15-69. If scope exception is not
met, typically clearly and closely
related; however, analysis must be
performed.
Credit-sensitive payments Debt Evaluate in accordance with ASC 815-  Section 3.6.6
15-25-46 through 25-47
Equity-indexed payments Debt Not clearly and closely related Section 3.6.7
Exchange features Debt Not clearly and closely related Section 3.6.8
Inflation-indexed interest Debt Clearly and closely related unless Section 3.6.9
payments there is leverage
Foreign currency options Debt Not clearly and closely related Section 3.6.10
Interest or principal payments Debt Not clearly and closely related Section 3.6.11

indexed to other than credit
risk or inflation (such as
payments indexed to
commodity price)
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3.4.2 Not Remeasured at Fair Value

FASB REFERENCES

ASC 815-15-25-1(b)

The second criterion for bifurcating an embedded derivative is that the hybrid instrument is not remeasured at fair
value through earnings.

Financial instruments accounted for entirely in equity (for example, an outstanding share classified in permanent or
temporary equity) are not remeasured at fair value through earnings, and issuers cannot elect the fair value option in
ASC 815 or ASC 825 for those instruments. Also, debt instruments are generally not accounted for at fair value
(however, issuers may elect the fair value option in ASC 815 or ASC 825 for those instruments if they do not have
components recognized in equity (see Section 3.4.2.1)). If a hybrid instrument is not remeasured at fair value through
earnings and the embedded derivative is not clearly and closely related to the host contract, an entity must determine
whether the embedded derivative would meet the definition of a derivative instrument if it were freestanding and
whether no derivative scope exception applies (see Section 3.4.3).

Conversely, embedded derivatives in hybrid instruments accounted for at fair value through earnings are not separated
from the host contract. For instance, some hybrid instruments are remeasured at fair value under other U.S. GAAP that
requires fair value accounting for those instruments (such as instruments that must be remeasured at fair value under
ASC 480 (see Chapter 2)). Also, an entity may elect the fair value option for eligible instruments (see Section 3.4.2.1).

3.4.2.1 Electing the Fair Value Option

FASB REFERENCES

ASC 815-15-25-4 through 25-5, ASC 825-10-15-5(f), ASC 825-10-25-2 through 25-3, ASC 825-10-25-4(a), ASC 825-10-
25-4(e), ASC 825-10-25-5(a), ASC 825-10-25-5(c), ASC 825-10-25-7(a), ASC 825-10-25-10 through 25-11, and 825-10-
45-5

An entity may elect the fair value option for eligible instruments, including recognized financial assets and liabilities
with some exceptions. For instance, an entity cannot elect the fair value option for financial instruments that it
classifies, in whole or in part, as equity (including temporary equity). Therefore, an entity cannot elect the fair value
option for the following instruments:

P Equity instruments (for example, common stock and preferred stock) classified in permanent or temporary equity
P NCI recognized in permanent or temporary equity

P Convertible debt with a substantial premium recognized in equity (see Section 3.6.1.2)

P Instruments indexed to an entity’s own stock and classified in the entity’s stockholders’ equity (see Chapter 4).
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A TIMING FOR ELECTING THE FAIR VALUE OPTION

An entity elects the fair value option at an instrument’s initial recognition, and that election is irrevocable. An
entity may also elect the fair value option when a previously recognized financial instrument becomes subject to a
remeasurement event (a new basis event), which requires remeasuring the instrument to its fair value at that date
(but does not necessarily require subsequent remeasurement at fair value), such as a business combination under
ASC 805. Similarly, when a debt instrument is amended or exchanged under ASC 470-50 and the transaction is
accounted for as an extinguishment of the original debt and issuance of a new debt instrument, an entity may elect
the fair value option for the ‘new’ debt instrument or may elect not to apply it (if the fair value option was
previously elected for the original debt).?

We believe an entity generally cannot elect the fair value option for previously recognized financial instruments (for
which the fair value option was not previously elected) in reissued financial statements; for example, if an entity
issues restated financial statements.

An entity may apply the fair value option on an instrument-by-instrument basis; the fair value option generally does
not need to be applied to all instruments issued or acquired in a single transaction. For example, in a syndicated loan
arrangement with individual loans from different lenders, an entity may elect the fair value option for some loans but
not others. However, if multiple advances are made from one lender in a single contract (such as a line of credit or a
construction loan) and the individual advances lose their identity and become part of a larger loan balance, an entity
must apply the fair value option to the larger balance rather than to each advance. Further, an entity cannot separate
a legally single financial instrument into parts (such as into portions of that instrument, specific cash flows, or
specified risks) when applying the fair value option.

An entity must document its fair value election concurrently or establish a policy for automatic election (such as
establishing a policy to elect the fair value option for specific types of eligible instruments).

If an entity elects the fair value option, upfront costs and fees are recognized in earnings and not deferred.

BDO INSIGHTS — FAIR VALUE ELECTION FOR HYBRID FINANCIAL INSTRUMENTS

Electing the fair value option for a financial instrument in its entirety has its pros and cons. For instance, the fair
value election allows entities to achieve consistent accounting and potentially offset the effect of the changes in
the fair value of related financial instruments without having to apply complex hedge accounting requirements. For
example, accounting for a hybrid debt instrument and related interest rate swap at fair value might be easier than
electing hedge accounting for the interest rate swap.

Also, carrying debt at fair value may be less complex than bifurcating an embedded derivative from the debt
instrument (further, bifurcating an embedded derivative adjusts the effective interest rate on the debt instrument).
In either case, entities must develop a fair value estimate each period (the hybrid instrument as a whole or the
bifurcated derivative). However, electing the fair value option eliminates the need to perform multiple detailed
bifurcation assessments. In other words, separate assessments of conversion features, redemption features, and
contingent interest features are required if the hybrid instrument is carried at amortized cost.

While ASC 815-15-25 indicates that an entity must evaluate a financial instrument to determine whether it has an
embedded derivative requiring bifurcation before electing the fair value option, ASC 825-10-15 does not include a
similar requirement. Therefore, we believe an entity may elect the fair value option for eligible hybrid instruments
before analyzing those instruments for embedded derivatives (which would therefore make the evaluation for
embedded derivatives unnecessary, as noted above) provided the requirements in ASC 825-10-15 are met (for
example, the financial instrument is not recognized, in whole or in part, in equity).

However, under ASC 815-20-25-71(a)(3), if the entity elects the fair value option, it cannot designate the hybrid
instrument as a hedging instrument. Further, for financial liabilities, the entity must recognize changes in fair value

3 FAS No. 159, The Fair Value Option for Financial Assets and Financial Liabilities, BC15.
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caused by instrument-specific credit risk separately in other comprehensive income. Once made, the fair value
election is irrevocable and could reduce comparability with other entities.

Determining whether to elect the fair value option requires the application of professional judgment based on the
facts and circumstances.

3.4.3 Qualify as a Derivative if Freestanding

|E| FASB REFERENCES

ASC 815-15-25-1(c) and ASC 815-10-15-83

The third criterion for bifurcating an embedded derivative from a hybrid instrument is that the embedded derivative
would meet the definition of a derivative instrument if it were freestanding and no exception from derivative
accounting applies. Often the determination of whether to bifurcate an embedded derivative depends on this criterion.

ASC 815-10-15-83 defines a derivative instrument as a contract with the following characteristics:

Has one or more
underlyings and
one or more Requires little or
notional amounts no initial net
or payment investment
provisions (or
both)

Meets net Derivative
settlement Instrument

See Appendix A for more guidance on how to evaluate whether a freestanding instrument meets the definition of a
derivative instrument in its entirety. The next three sections provide additional considerations for evaluating whether
embedded derivatives would meet the definition of a derivative instrument if they were freestanding.

3.4.3.1 Has an Underlying and Notional Amount or Payment Provision

FASB REFERENCES

ASC 815-10-15-83(a)

The first characteristic of a derivative instrument is that it includes an underlying accompanied by a notional amount,
payment provision, or both. For example:

» For a conversion or put option in a preferred stock instrument, the stock price is an underlying and the number of
shares issued upon conversion, or redeemed upon exercise of the put option, is the notional amount.

P For a redemption option in a debt instrument, the interest rate is an underlying and the par amount of the debt to
be repaid is the notional amount.

Referring to those two elements (underlying and notional amount) enables the parties to compute the settlement
amount. For some embedded derivatives, a contingency, such as the occurrence or nonoccurrence of a change in
control, IPO, or event of default, may also be an underlying.
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Also, instead of a notional amount, some embedded derivatives may have a payment provision. For example, an
embedded feature that requires the entity to pay $1,000 if it does not maintain a specific credit rating has an
underlying (the entity not maintaining its specific credit rating) and a payment provision ($1,000).

In practice, this derivative characteristic is frequently met.

3.4.3.2 Requires Little or No Initial Net Investment

FASB REFERENCES

ASC 815-10-15-83(b) and ASC 815-15-25-1(c)

An embedded derivative meets the second characteristic of a derivative instrument if it requires no initial investment
or an initial net investment that is smaller than would be required for other types of contracts expected to respond
similarly to changes in market factors.

In applying this requirement, ASC 815 says the initial net investment for the hybrid instrument is not considered the
initial net investment for the embedded derivative (even though theoretically, the proceeds or consideration received
relates to both the host contract and the embedded derivative).

For example, while the initial net investment in a convertible debt instrument represented by the loan proceeds
theoretically relates to both the debt instrument and the conversion option, the embedded conversion option generally
meets the second characteristic of a derivative in ASC 815-15-25-1(c). That is because the initial net investment for an
embedded instrument is the amount that would be paid to acquire that instrument on a freestanding basis (separately
from the host contract), which theoretically is the embedded instrument’s fair value. The investor’s initial net
investment for the conversion option (the fair value of the conversion option) is generally less — by more than a
nominal amount — than the initial net investment that would be required to buy the underlying shares (the aggregate
fair value of the underlying shares).

In practice, this derivative characteristic is frequently met.

3.4.3.3 Meets Net Settlement

FASB REFERENCES

ASC 815-10-15-83(c), ASC 815-10-15-99, and ASC 815-10-15-107 through 15-108

An embedded derivative meets the third characteristic of a derivative instrument if it requires or allows net

settlement. In applying that guidance, net settlement is determined based on whether one party to the contract is

required to deliver an asset that meets both conditions:

P Is associated with the underlying

P Has a principal amount, stated amount, face value, number of shares, or other denomination that equals the
notional amount (or the notional amount plus a premium or minus a discount).

This Blueprint refers to that asset as an “asset associated with the underlying.”

Net settlement can occur under the contract terms, through a market mechanism, or by delivery of an asset associated
with the underlying that is itself a derivative instrument or readily convertible to cash (see Appendix A, Section A.1.3).
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The table provides additional guidance for embedded derivatives.

Net settlement under contract terms Net settlement through market Net settlement by delivery of a
derivative or asset readily

mechanism .
convertible to cash
» Exists when neither party is P Exists when one of the parties P Exists when one of the parties
required to deliver an asset must deliver an asset associated must deliver an asset associated
associated with the underlying, with the underlying but the with the underlying but that asset
such as when either party can instrument can readily be net is readily convertible to cash or is
elect net cash settlement or net settled by a means outside the itself a derivative instrument (see
share settlement, regardless of contract (see Appendix A, Appendix A, Section A.1.3.3).
whether the shares are restricted Section A.1.3.2). » Generally, a conversion option on
for more than 31 days or are » Settlement of an embedded shares traded in a public market
readily convertible to cash (see derivative generally does not can be net settled because the
Appendix A, Section A.1.3.1). occur by net settlement through a shares are readily convertible to
» For a debt instrument, the market mechanism because it is cash. However, when a public
potential settlement through not legally detachable and company'’s shares are thinly
exercise of an embedded call or separately exercisable from the traded, entities must assess
put option (for example, a hybrid financial instrument. whether the shares converted
prepayment option) meets the net could be sold rapidly without
settlement characteristic because significantly affecting the stock
neither party is required to price (see Section 3.6.1).
deliver an asset that is associated > Shares in private companies
with the underlying (see generally are not readily
Section 3.6.3.3). convertible to cash and therefore
would not meet this form of net
settlement.

A ANALYSIS OF NET SETTLEMENT DIFFERS FOR AN EQUITY HOST CONTRACT AND DEBT HOST CONTRACT

In some cases, the net settlement conclusion for the same feature depends on whether the hybrid instrument has an
equity host or debt host contract. For example, a redemption feature in a preferred stock that is not publicly
traded would not meet the net settlement characteristic if the preferred stock is an equity host unless it includes
contractual net share or net cash settlement. In contrast, the same redemption feature would meet the net
settlement characteristic if the preferred stock is a debt host regardless of whether the preferred stock is publicly
traded. Therefore, reaching a conclusion about the nature of the host contract is important (see Section 3.4.1.1)
and requires the use of professional judgment based on the facts and circumstances.

3.4.3.4 No Scope Exception Applies

If an entity determines that an embedded derivative meets the definition of a derivative instrument, it evaluates
whether any scope exceptions apply (see Section 3.2.3). For example, an embedded conversion feature that meets the
definition of a derivative instrument is not bifurcated if it meets the exception for contracts involving an entity’s own
equity in ASC 815-10-15-74(a) (see Section 3.6.1.1 and Chapter 4). If any scope exceptions apply, the embedded
derivative is not bifurcated from the hybrid instrument. If no exception applies and all the bifurcation criteria are met,
the embedded derivative is bifurcated and accounted for separately from the host contract.
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3.5 BIFURCATION EXAMPLES — EMBEDDED FEATURES IN AN EQUITY HOST
CONTRACT

FASB REFERENCES

ASC 815-15-25-1

As discussed in Section 3.4, an entity must account for an embedded derivative separately from an equity host contract
when all the following criteria are met:

Not remeasured at fair value

Not clearly and closely related

Qualify as a derivative

instrument if freestanding

The host contract and the The hybrid instrument is not The embedded derivative would
embedded derivative have remeasured at fair value through be a derivative instrument under
economic characteristics and earnings each period (see ASC 815-10 if it were
risks that are not clearly and Section 3.4.2). freestanding (see Section 3.4.3)
closely related (see and no derivative scope
Section 3.4.1). exception applies (see

Section 3.2.3)

An equity host contract is often in the form of an outstanding share. Because an outstanding share is generally not
remeasured at fair value, the bifurcation analysis typically focuses on whether the embedded derivative is clearly and
closely related to the equity host contract and whether the embedded derivative would be accounted for as a
derivative instrument under ASC 815-10 if it were freestanding.

A ANALYSIS OF EMBEDDED FEATURES IN AN OUTSTANDING SHARE DIFFERS FOR AN EQUITY HOST

CONTRACT AND A DEBT HOST CONTRACT

As discussed in Section 3.4.1.1, an outstanding share is not always an equity host contract. Also, the analysis of
embedded derivatives differs depending on whether the outstanding share is an equity host or debt host. For
example, the redemption of privately issued preferred stock meets the net settlement characteristic if the
preferred stock is a debt host, while net settlement would typically not be met if the preferred stock is an equity
host (see Section 3.4.3.3).

Section 3.5 discusses the analysis for embedded derivatives in an outstanding share that is an equity host contract.
If the outstanding share is a debt host contract, the embedded derivatives must be evaluated using the guidance in
Section 3.6.
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3.5.1 Conversion Features in an Equity Host Contract

FASB REFERENCES

ASC 815-15-25-16

Often, an equity instrument includes conversion features (for example, preferred stock convertible into common
shares). Generally, the value of equity instruments are affected by the price of the issuer’s stock. To be considered
clearly and closely related to an equity host contract, an embedded derivative must have economic characteristics and
risks of an equity instrument (residual interest).

Accordingly, an embedded conversion feature for a fixed number of the issuer’s shares has equity characteristics and is
clearly and closely related to an equity host contract and is therefore not separated from the host contract. That is
generally true regardless of whether the conversion feature is noncontingent (for example, exercisable at the holder’s
option) or contingent (for example, exercisable upon an IPO).

Because the conversion option does not meet the first criterion for bifurcation, it is not relevant whether the
conversion option would qualify as a derivative instrument if it were freestanding. Therefore, whether the conversion
feature’s underlying share is publicly traded does not change the conclusion that the conversion option is not separated
from an equity host contract.

3.5.2 Redemption Features in an Equity Host Contract

FASB REFERENCES

ASC 815-10-15-74(a) and ASC 815-15-25-20

A redemption feature that requires or may require an entity to reacquire its own shares for cash or other assets is not
clearly and closely related to an equity host contract and would be bifurcated if it meets the other criteria for
bifurcation and no derivative scope exception applies (see Section 3.4).

Redemption features typically meet the first two derivative characteristics because they have an underlying and
notional amount (the stock price and the number of shares, or the liquidation amount) and they require little or no
initial net investment (typically, the fair value of the redemption feature is substantially less than the fair value of the
underlying shares).

Often, redemption features in an equity host contract do not meet the net settlement characteristic because the
shares are not publicly traded and the redemption feature requires physical settlement (that is, the entity pays cash to
reacquire the full stated number of shares from the holder at exercise). In that case, the entity does not bifurcate the
redemption feature from the host contract.

On the other hand, if the redemption feature meets the net settlement characteristic (for example, because the shares
are publicly traded or the contract requires or allows net settlement), the entity must evaluate the redemption feature
for the scope exception in ASC 815-10-15-74(a) (see Chapter 4). An entity does not bifurcate a redemption feature that
meets the scope exception.

An entity also must consider whether the shares should be presented in temporary equity under ASC 480-10-599-3A (see
Chapter 5).
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A DERIVATIVE SCOPE EXCEPTION FOR REDEMPTION FEATURES EMBEDDED IN AN EQUITY HOST CONTRACT

As discussed in Chapter 4, an embedded derivative qualifies for a scope exception in ASC 815-10-15-74(a) if it is
indexed to the entity’s own stock (the indexation guidance) and would be classified in the entity’s stockholders’
equity if it were freestanding (the equity classification guidance).

Under the indexation guidance, a redemption feature in an equity instrument (such as preferred stock) is indexed to
the entity’s own stock if the exercise contingencies (if any) are not based on an observable market or index other
than those solely related to the entity and the settlement amount does not vary from a “fixed-for-fixed”
settlement. Generally, a redemption feature that requires or may require an entity to reacquire a fixed number of
its equity shares for a fixed redemption price (or an amount based on the fair value of the entity’s shares) is
indexed to an entity’s own stock. However, the entity must analyze any terms that adjust the number of shares or
the redemption price (see Section 4.5).

Under the equity classification guidance, assuming the instrument meets the additional conditions necessary for

equity classification (see Section 4.6.2), it would be considered classified in equity (that is, it does not preclude the

embedded derivative from meeting the scope exception) in both situations:

P Contract requires share settlement (physical or net share settlement)

P Contract gives the issuer the choice of net cash settlement or settlement in shares (physical or net share
settlement).

Therefore, a redemption feature that an entity must or may settle through physical settlement could qualify for
the scope exception even if the entity pays cash to settle the instrument (see Section 4.6).

In contrast, an instrument would not be considered classified in equity (that is, the scope exception is not met for
the embedded derivative) in both situations:
P Contract requires net cash settlement

P Contract gives the holder the choice of net cash settlement or settlement in shares (physical or net share
settlement).

3.5.3 Preferred Stock Tranche Issuance

Often, private companies sell preferred stock pursuant to an agreement that allows or requires the entity to issue more
shares in the same series to the investor or allows or requires the investor to buy more shares in the same series from
the entity within a short period. That is commonly referred to as a “preferred stock tranche issuance.”

An entity must first determine whether the preferred stock tranche right or obligation is freestanding or embedded.
Typically, the entity’s right or obligation to issue more shares under the stock purchase agreement is freestanding if
the investor can transfer the preferred stock it bought in the initial closing to another party without affecting its
remaining rights and obligations in the agreement. If the feature is freestanding, it is evaluated under ASC 480:

P If the underlying preferred stock is redeemable outside the entity’s control (including upon deemed liquidation
events) and the preferred stock tranche represents an entity’s obligation, it is accounted for under ASC 480 (see
Chapter 2).

P If the underlying preferred stock is not redeemable or the preferred stock tranche does not represent an entity’s
obligation, it is outside the scope of ASC 480 and must be further assessed under ASC 815-40 (see Chapter 4).

If the preferred stock tranche right or obligation is embedded in the preferred stock issued in the initial closing, the
entity evaluates it for bifurcation under ASC 815-15 (see Section 3.4). If the preferred stock is not publicly traded or
the contract does not require or allow net settlement, the embedded feature does not meet the definition of a
derivative instrument (see Section 3.4.3.3) and is not bifurcated. If the preferred stock is publicly traded, an entity
evaluates whether the embedded feature meets the scope exception in ASC 815-10-15-74(a). If so, the embedded
feature is not bifurcated.
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3.6 BIFURCATION EXAMPLES — EMBEDDED FEATURES IN A DEBT HOST CONTRACT

FASB REFERENCES

ASC 815-15-25-1

As discussed in Section 3.4, an entity must account for an embedded derivative separately from a debt host contract
when all the following criteria are met:

Not remeasured at fair value

Qualify as a derivative

Not clearly and closely related

instrument if freestanding

The host contract and the The hybrid instrument is not The embedded derivative would
embedded derivative have remeasured at fair value through be a derivative instrument under
economic characteristics and earnings each period (see ASC 815-10 if it were
risks that are not clearly and Section 3.4.2). freestanding (see Section 3.4.3)
closely related (see and no derivative scope
Section 3.4.1). exception applies (see

Section 3.2.3).

Generally, a debt host contract has economic and risk characteristics that are based on an interest rate, credit risk,
and inflation. Also, it typically has no shareholder rights (such as the ability to vote or receive dividends) or residual
rights. However, not all those characteristics must be present for a hybrid instrument to have a debt host contract.

As a starting point, an embedded derivative must have economic characteristics and risks of a debt instrument to be
clearly and closely related to a debt host contract. For some embedded derivatives, ASC 815-15 includes specific
guidance in making that assessment (see Section 3.4.1.2).

Also, an entity generally does not remeasure debt instruments at fair value through earnings unless it elects the fair
value option in ASC 815 or ASC 825. An entity cannot elect the fair value option for debt instruments that have
components recognized in equity (see Section 3.4.2.1).

Finally, embedded derivatives in a debt instrument typically meet the first two characteristics of a derivative
instrument (see Sections 3.4.3.1 and 3.4.3.2). Therefore, the factor that decides whether an embedded derivative
would be a derivative instrument if it were freestanding often is whether it meets the net settlement characteristic
(see Section 3.4.3.3). If the embedded derivative meets all the characteristics of a derivative instrument, an entity
must assess whether it qualifies for any derivative scope exceptions (see Section 3.2.3).
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3.6.1 Conversion Features in a Debt Host Contract

FASB REFERENCES

ASC 815-10-55-99 through 55-110, ASC 815-15-25-51, ASC 815-15-55-76A through 55-76B, and ASC 815-15-55-217
through 55-218

In a typical convertible debt arrangement, the host contract is a debt instrument that requires interest and principal
payments. Generally, convertible debt bears a lower interest rate than nonconvertible debt. A typical embedded
conversion option gives the holder the option to buy the entity’s stock at a fixed price (a written call option). In that
case, the conversion option has the economic characteristics and risks of an equity interest, while the host contract is
a debt instrument.

The changes in fair value in an equity interest are not clearly and closely related to interest rates on a debt
instrument. Therefore, unless the entity accounts for the debt instrument at fair value (see Section 3.4.2), it must
evaluate whether the embedded conversion option would be a derivative instrument if it were freestanding and, if so,
whether no derivative scope exception applies.

A conversion option qualifies for a derivative scope exception if it is indexed to the entity’s own stock and would be
classified in the entity’s stockholders’ equity if it were freestanding. In that case, the entity does not bifurcate the
conversion option from the debt instrument. However, the entity must evaluate the debt instrument for other
embedded derivatives that may require bifurcation, including whether the debt includes a substantial premium that
must be recognized in equity (see Section 3.6.1.2). If no embedded derivatives require bifurcation, the entity accounts
for the entire debt instrument as a liability under ASC 470-20 (see Section 6.2.4). If the host contract is preferred
stock, the entity accounts for the convertible preferred stock (including the conversion option and any other embedded
features not bifurcated) as equity under ASC 480-10-599-3A, if applicable (see Chapter 5) or ASC 505-10 (see

Section 6.3.3.4).

On the other hand, if all criteria for bifurcation are met and no exception applies, the entity bifurcates the conversion
option and accounts for it as a derivative liability separate from the host contract (see Section 3.7).

A EMBEDDED PURCHASED PUT OPTION IN A DEBT HOST CONTRACT

Similar to a written call option (conversion option), an entity must evaluate any purchased put option or forward
sale contract (right or obligation to issue its own shares) embedded in a debt host contract for bifurcation. For
example, an entity may issue preferred stock that is a debt host with an embedded purchased put option that gives
the entity a right to sell additional shares of preferred stock to the holder. Often, that embedded feature would not
be a derivative if it were freestanding (for example, because the preferred stock is not publicly traded and the
contract does not allow or require net settlement). If so, the entity does not bifurcate the embedded feature from
the preferred stock. However, if the embedded feature meets the definition of a derivative instrument (for
example, because the preferred stock is publicly traded), the entity must evaluate whether that feature is clearly
and closely related to the debt host contract or whether a derivative scope exception applies (such as ASC 815-10-
15-74(a)).
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Presented below is the flowchart discussed in Section 3.1 as applied to an analysis of an embedded conversion option,
including the derivative scope exception in ASC 815-10-15-74(a). The flowchart also applies to convertible preferred
stock.

Convertible Instrument

Is the financial instrument remeasured The entity accounts for the entire
—Yes—» at fair value under ASC 480? —Yes financial instrument at fair value
(Chapter 2) under ASC 480 (Section 2.8.1).

I 1
No No

Is the financial instrument within
the scope of ASC 4807 (Chapter 2)

Is the embedded conversion option
4 Clearly and closely related to the debt
host contract? (Section 3.4.1)

Is the convertible instrument
remeasured at fair value through
earnings each period? (Section 3.4.2)

Would the embedded conversion
option qualify as a derivative Do not bifurcate: The entity does
instrument if it were freestanding? not separate the embedded
(Section 3.4.3) conversion option from the host
contract.
______________________________ The entity evaluates the hybrid
instrument for other embedded
features unless the instrument is
accounted for at fair value
(Section 3.4.2).

! Is the embedded conversion option
No—:— indexed to the entity’s own stock?
| (Section 3.6.1.1)
Bifurcate: The entity separates | 1
the embedded conversion option ' Yes
from the host contract. ' + The entity evaluates whether the

! hybrid instrument* includes a
' substantial premium that must be

! recognized in APIC (Section
3.6.1.2).

1

1

1

1

1

1

1

i

If more than one embedded WQUld the em.b.edd.ed EETE LT , i
feature must be bifurcated, they option be classified in stockholders !
are bundled as one compound |
embedded derivative that is |
bifurcated and accounted for at |
fair value under ASC 815 |

1

1

1

1

1

(Section 3.7).

No—— equity under ASC 815-40-25-1 through
25-6 if it were freestanding?

(e Sl k1)) The entity accounts for the hybrid

instrument in accordance with
other U.S. GAAP (Section 3.7).

Ytles
v

Is the embedded conversion option

1

1

1

1

1

1

1

:

1

The entity accounts for the host |

contract in accordance with other '
U.S. GAAP (Section 3.7). ! shares or the equivalent amount of —

1

1

1

1

1

1

1

1

1

1

1

1

1

1

1

only convertible to a fixed number of

cash (at issuer’s discretion)?*
(Section 3.6.1.1)

1
No
Would the embedded conversion
option be classified in stockholders’
No—— equity under ASC 815-40-25-7 through ==rYes

25-30 if it were freestanding?
(Section 3.6.1.1)

*The substantial premium guidance also applies to convertible preferred stock accounted for as a liability under ASC 480 (see
Sections 3.6.1.2 and 6.2.4.1). It does not apply to convertible preferred stock accounted for as equity.
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The table illustrates how an entity generally applies the preceding flowchart in evaluating a conversion option for
bifurcation. Entities must apply professional judgment based on the facts and circumstances.

BIFURCATION CRITERIA

Is the embedded conversion option
not clearly and closely related to
the debt host contract?

Is the debt instrument not
remeasured at fair value through

earnings each period?

Would the embedded conversion
option qualify as a derivative
instrument if it were freestanding?

» Does it have one or more
underlyings and either (or both) a
notional amount or payment
provision?

P Does it require little or no initial
net investment?

P Does it meet net settlement?

ANALYSIS

The changes in fair value of an equity interest and the interest rates on a
debt instrument are not clearly and closely related. Therefore, if the debt
is convertible into a specified number of shares of the entity’s stock, the
conversion option is not clearly and closely related to the debt host
contract and thus meets the first of the three criteria for bifurcation.

An entity generally does not remeasure debt instruments at fair value
through earnings unless it elects the fair value option in ASC 815 or

ASC 825. An entity cannot elect the fair value option for debt instruments
that have components recognized in equity (see Section 3.4.2.1). If the
debt instrument is not remeasured at fair value, the entity must analyze
the third criterion for bifurcation.

Often, determining whether to bifurcate an embedded conversion option
depends on whether a separate instrument with the same terms as the
embedded conversion option would be a derivative instrument because the
other criteria for bifurcation are typically met. Whether the conversion
option has the characteristics of a derivative instrument is generally
analyzed as shown below.

» In a typical conversion option, the price of the stock to be issued upon
conversion is the underlying and the number of shares to be issued upon
conversion is the notional amount. Therefore, an embedded conversion
option meets the first characteristic of a derivative instrument (see
Section 3.4.3.1).

P Although the loan proceeds theoretically relate to the debt instrument
and the conversion option, ASC 815-15-25-1(c) states that the initial net
investment for the hybrid instrument is not the initial net investment
for the embedded derivative (that is, the conversion option).
Accordingly, an embedded conversion option typically meets the second
characteristic of a derivative instrument because it has little or no initial
net investment (see Section 3.4.3.2).

P Shares in private companies generally are not readily convertible to cash
and typically would not meet the net settlement characteristic (see
Section 3.4.3.3).

On the other hand, a conversion option on shares that are traded in a
public market generally possesses the net settlement characteristic
because the shares are readily convertible to cash. Accordingly, for a
public company, an embedded conversion option generally meets the
third characteristic of a derivative instrument (unless the entity’s
shares are thinly traded — see below).

P Does a derivative scope exception
apply?

P If the conversion option meets all the characteristics of a derivative
instrument, the entity must assess whether it qualifies for a scope
exception.

An entity does not bifurcate a conversion option from the host contract
if it is indexed to its own stock and would be classified in its
stockholders’ equity if it were freestanding (see Section 3.6.1.1).
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As discussed in the preceding table, a conversion option on shares that publicly trade in an active market generally
meets net settlement because the shares are readily convertible to cash. However, when a public entity’s shares are
thinly traded, the entity must assess whether the number of shares converted may be sold rapidly without significantly
affecting the entity’s share price (in which case, the shares are readily convertible to cash and the conversion option
meets net settlement).

Examples 3-3 and 3-4 illustrate the relevance of daily transaction volumes in determining whether net settlement
exists. They also show that separate contracts must be evaluated individually in determining whether net settlement
exists (that is, the form of the financial instrument matters and individual instruments cannot be combined to
circumvent the net settlement characteristic).

EXAMPLE 3-3 (ADAPTED FROM ASC 815-10-55-101 THROUGH 55-108): SINGLE BOND WITH MULTIPLE
CONVERSION OPTIONS

FACTS

An entity issues a single convertible bond with the following characteristics:
P It has a face amount of $100 million and is not exchange-traded.

P It can be converted to up to 10 million shares of the entity’s common stock. The common stock is publicly
traded.

P It may be converted in full or in increments of $1,000 immediately or at any time during the next two years. If
converted in a $1,000 increment, the bond holder would receive 100 shares of common stock.

P The market for the entity’s stock can absorb 500,000 shares without significantly affecting the stock price.
CONCLUSION AND ANALYSIS

The $100 million bond is convertible in increments of $1,000 — it essentially contains 100,000 embedded conversion
options, each with a notional amount of 100 shares. Each conversion option individually meets the net settlement
characteristic because the 100 shares to be delivered are readily convertible to cash. Whether underlying shares of
the entire bond (or a significant portion of the bond) could on conversion be sold without affecting the stock price
does not affect the analysis. For instance, the fact that if the bond holder simultaneously converted the entire
bond, or a significant portion thereof, the shares received could not be readily converted to cash without incurring
a significant block discount is irrelevant. Thus, the conversion option meets the net settlement characteristic.

Because the conversion option also has an underlying and notional amount (the stock price and number of
underlying shares) and requires little or no initial net investment, it has all the characteristics of a derivative
instrument. The entity must therefore assess the conversion option for derivative scope exceptions (see
Section 3.6.1.1).

However, if the $100 million bond can be converted into common shares at only one time in its entirety, the
conversion option would not meet the net settlement characteristic because the market for the entity’s stock
cannot absorb 10 million shares without significantly affecting the stock price.

EXAMPLE 3-4 (ADAPTED FROM ASC 815-10-55-109 THROUGH 55-110): MULTIPLE BONDS EACH HAVING SINGLE
CONVERSION OPTION

FACTS

An entity concurrently issues to an investor 100,000 individual $1,000 bonds that each convert into 100 shares of
common stock. Each bond has the following characteristics:

P It is not exchange-traded.

» The common stock that would be received upon conversion is publicly traded.

P The market for the entity’s stock can absorb 500,000 shares without significantly affecting the entity’s stock
price.
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CONCLUSION AND ANALYSIS

Each individual bond contains an embedded derivative that must be separately evaluated. ASC 815-10-15-123
explains that when assessing the net settlement characteristic through the delivery of an asset that is readily
convertible to cash, an entity cannot combine individual instruments for evaluation. Therefore, the entity
determines that each bond has a conversion option that meets the net settlement characteristic.

Because the conversion options also have an underlying and notional amount (the stock price and number of shares)
and require little or no initial net investment, they have all the characteristics of a derivative instrument. The
entity must therefore assess the conversion options for derivative scope exceptions (see Section 3.6.1.1).

3.6.1.1 Exception From Bifurcation (ASC 815-10-15-74(a))

FASB REFERENCES

ASC 815-10-15-74(a), ASC 815-15-55-219 through 55-220, ASC 815-40-15-5C, ASC 815-40-15-7, and ASC 815-40-15-7E

If an embedded conversion option meets the three characteristics of a derivative instrument (see Section 3.4.3), an
entity must assess whether the conversion option qualifies for a derivative scope exception. ASC 815-10-15-74(a) states
that contracts that are both indexed to an entity’s own stock and would be classified in the entity’s stockholders’
equity if it were freestanding are outside the scope of ASC 815-10 and therefore not considered derivative instruments.

Generally, an embedded conversion option for a fixed number of shares is considered indexed to an entity’s own stock
because the value of the option varies in response to changes in the entity’s share price. In the simple case of a debt
instrument convertible into 100 shares of the entity’s stock, that point is clear. However, in most cases, contracts
provide for adjustments to the number of underlying shares, conversion price, or both. In those circumstances, it is less
clear whether a conversion option is indexed to an entity’s own stock, and more analysis under ASC 815-40 is generally
needed to determine whether the derivative scope exception applies (see Chapter 4).

An entity performs a two-step test under ASC 815-40-15-7 to determine whether an embedded conversion option is
indexed to an entity’s own stock:

P Step 1, Evaluate Exercise Contingency Provisions (see Section 4.5.1) — This step focuses on contingencies that
affect whether or when a conversion option can be exercised. A conversion option passes Step 1 (and is then
analyzed under Step 2) if its contingent exercise provisions (if any) are not based on an observable market or
observable index, other than those for the entity’s stock or operations, and once any contingent events occur, the
settlement is based solely on the entity’s stock.

e For example, assume an entity issues an instrument convertible into its common stock only upon an IPO. The
conversion option is considered indexed to the entity’s own stock under Step 1 because the contingent event (the
IPO) is not an observable market or observable index, and once the IPO occurs, the conversion option’s value is
based solely on the entity’s stock.

e Similarly, conversion options with contingent exercise provisions based upon the entity’s results (such as sales,
EBITDA, or net income) generally are considered indexed to the entity’s own stock. In contrast, contingency
provisions that are based on external markets or indices (such as the S&P 500, an index of peer company stocks,
or the price of a commodity) are not indexed to an entity’s own stock.

P Step 2, Evaluate Settlement Provisions (see Section 4.5.2) — This step focuses on the instrument’s settlement
upon exercise or conversion. The instrument passes Step 2 (and is analyzed under the equity classification guidance)
when either of the following is met:

e The instrument’s settlement amount equals the difference between the fair value of a fixed number of the
entity’s shares and a fixed monetary amount or fixed amount of debt issued by the entity.

- For example, an entity has such an instrument when it issues convertible debt for $1,000 that is convertible
into 100 shares of common stock at a fixed conversion price of $10. The settlement amount of that instrument
is always the fair value of 100 shares at the settlement date less $1,000.
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e The exercise price or settlement amount is variable, and the only variables that affect the instrument’s
settlement amount are inputs to the fair value of a fixed-for-fixed forward or option on equity shares. Those
inputs are generally the same as the inputs to the Black-Scholes option pricing model and include:

- Exercise price

- Term

- Expected dividends or other dilutive activities, such as the purchase of stock at above-market prices
- Stock borrow cost

- Interest rates

- Stock price volatility

- Entity’s credit spread

- Ability to maintain a standard hedge position in the underlying shares (this is an implicit rather than an
explicit input, unlike the other inputs above).

In practice, standard pricing models for those instruments contain specific implicit assumptions. For example,
the Black-Scholes option pricing model assumes that stock price changes will be continuous. However, events
such as a merger announcement; a spinoff of a subsidiary; or a large, non-recurring cash dividend can cause stock
price discontinuities, thereby violating that implicit assumption. Accordingly, when applying Step 2, fair value
inputs include adjustments to neutralize the effects of events that can cause stock price discontinuities, as
discussed in ASC 815-40-15-7G.

If the conversion option fails Step 2 (for example, because the instrument’s settlement incorporates variables other
than fair value inputs or features, such as a leverage factor that increases exposure to the variables listed above, exist
in a manner that is inconsistent with the fixed-for-fixed model), the instrument is not indexed to the entity’s own
stock.

Further, an entity may issue a convertible instrument with a payoff that is based, in whole or in part, on the stock of a
consolidated subsidiary. If the subsidiary is a substantive entity, the conversion option is not precluded from being
considered indexed to the entity’s own stock. On the other hand, if the payoff is based, in whole or in part, on the
stock of another entity not consolidated by the entity (for example, an equity method investee) or on another entity’s
publicly traded stock, the conversion option is not indexed to an entity’s own stock (see Section 4.5.2).

To meet the scope exception in ASC 815-10-15-74(a), embedded conversion options that are indexed to an entity’s own
stock are further analyzed to determine whether they would be classified in the entity’s stockholders’ equity if they
were freestanding. In contrast, embedded conversion options that are not indexed to an entity’s own stock do not
meet the scope exception in ASC 815-10-15-74(a) and must be bifurcated from the debt instrument unless the entity
elects the fair value option.

A NET-CASH-SETTLED CONVERSION FEATURE

To determine whether an embedded conversion option would be classified as equity if it were freestanding, an
entity considers the basic model in ASC 815-40-25, which examines whether an embedded conversion option
requires or may require net cash settlement. In accordance with ASC 815-40-25-1, contracts that require or may
require the entity to net cash settle do not meet the derivative scope exception. That includes contracts that give
the holder a settlement choice between net cash and share settlement (whether physical or net share settlement).

In contrast, contracts an entity must or may settle in shares meet the derivative scope exception (if all other
criteria in the indexation and equity classification guidance are met). That includes contracts that give the entity a
settlement choice between net cash and share settlement (whether physical or net share settlement).
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If net cash settlement is not required, the entity must consider whether the embedded conversion option also meets
the additional conditions in ASC 815-40-25-7 through 25-30, which include all the following (see Section 4.6.2):

P Contract requires net cash payments only in situations in which all shareholders receive cash

Contract does not explicitly require net cash settlement if registered shares are unavailable

Entity has sufficient authorized and unissued shares

Contract contains an explicit share limit

There is no required cash payment if the entity fails to timely file with the SEC

There is no cash-settled top-off or make-whole provisions.

vVvVvVvVvYyyYy

The additional conditions do not apply if the hybrid instrument is a convertible debt instrument in which the holder
may only realize the conversion option’s value by exercising the option and receiving the entire proceeds in a fixed
number of shares or the equivalent cash at the entity’s discretion (see Section 4.6.2.6). However, the additional
conditions apply in an entity’s evaluation of whether any other embedded derivative would qualify for equity
classification if freestanding and thereby would be excluded from the scope of derivative accounting.

: : ...the conversion option is not separated from the host contract (see
If the conversion option Section 3.7).

meets the scope exception ) ) .
in ASC 815-10-15-74(a)... The entity must evaluate whether the convertible debt was issued at a

substantial premium (see Section 3.6.1.2).

If the conversion option
does not meet the scope ...the conversion option must be separated from the host contract and
exception in ASC 815-10- accounted for as a derivative liability (see Section 3.7).

15-74(a)...

See Chapter 4 for more guidance on determining whether an embedded feature (such as a conversion option) is
indexed to an entity’s own stock and would be classified in stockholders’ equity if it were freestanding.

3.6.1.2 Convertible Debt With Substantial Premium

FASB REFERENCES

ASC 470-20-15-2C through 15-2D, ASC 470-20-25-13, ASC 470-20-55-1A, and ASC 825-10-15-5(f)

If a convertible debt instrument is issued at a substantial premium compared to the principal (or par) amount paid at
maturity and the conversion option is not bifurcated, there is a presumption that the premium should be recognized in
equity as paid-in capital (see Section 6.2.4.1). An instrument is not eligible for the fair value option if it includes a
substantial premium recognized in equity (see Section 3.4.2.1).

The substantial premium guidance also applies in circumstances other than at issuance of the financial instrument; for
instance, in a business combination or a debt amendment or exchange accounted for as an extinguishment under
ASC 470-50 (that is, when the financial instrument is subject to a new basis event).

The substantial premium guidance also applies to a convertible preferred stock that is classified as a liability under
ASC 480; for example, a convertible preferred stock with a stated redemption date and requires an entity to settle the
face amount in cash upon exercise of the conversion option. That instrument embodies an unconditional obligation to
redeem the entity’s shares by transferring assets at a specified or determinable date and therefore is subject to

ASC 480. Otherwise, the substantial premium guidance does not apply to a convertible preferred stock that is
recognized in permanent or temporary equity.
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Also, the substantial premium guidance does not apply to stock-settled debt (that is, a debt instrument that has a
conversion option that continuously resets as the underlying stock price changes to provide a fixed value of common
stock to the holder at any conversion date) unless that instrument also contains a substantive conversion feature.
Stock-settled debt is subject to other U.S. GAAP (such as ASC 480).

BDO INSIGHTS — SUBSTANTIAL PREMIUM

While ASC 470-20 does not define the term “substantial premium,” we generally believe a substantial premium is
one of at least 10%. However, in some circumstances, a premium of less than 10% may also be considered
substantial (for example, if the premium’s amortization exceeds the contractual coupon interest expense, which
would cause recognizing net interest income if the premium is not recognized in equity).

In some cases, determining whether a debt instrument is issued at a substantial premium requires the application of
professional judgment based on the facts and circumstances.

3.6.1.3 Application Example — Convertible Debt

Example 3-5 illustrates an entity’s analysis of an embedded conversion option in a debt instrument.

EXAMPLE 3-5: CONVERTIBLE DEBT
FACTS
On January 1, 20X4, Issuer A issues debt for $1 million with the following terms:

P The debt has a principal amount of $1 million.
P The debt matures on January 1, 20X9.

P Interest accrues on the debt at 10% annually.
>

The holder may convert the debt or a portion thereof at its election at any time after issuance for an aggregate
of 100,000 shares of Issuer A’s common stock at a conversion price of $10 per share (subject to appropriate
adjustments in the event of any stock dividend, stock split, combination, or other recapitalization).

Shares of Issuer A’s common stock publicly trade in an active market that can rapidly absorb 100,000 shares without
significantly affecting the stock price. On January 1, 20X4, Issuer A’s common stock price is $10 per share.
Issuer A did not elect to account for the convertible debt under the fair value option.

CONCLUSION

Issuer A does not bifurcate the conversion option from the debt instrument because it meets a derivative scope
exception. It accounts for the debt instrument (including the conversion option) as convertible debt under
ASC 470-20.

ANALYSIS
Issuer A evaluates the conversion option for bifurcation.

P Is the embedded conversion option not clearly and closely related to the debt host contract?

e The conversion option has the economic characteristics and risks of an equity instrument, whereas the host
contract is a debt instrument. As such, the conversion option is not clearly and closely related to the debt
host contract.

P Is the debt instrument not remeasured at fair value through earnings each period?

e The convertible debt does not require remeasurement at fair value through earnings each period, and Issuer A
did not elect the fair value option. As such, the convertible debt is not remeasured at fair value through
earnings each period.

» Would the embedded conversion option qualify as a derivative instrument if it were freestanding?
e ASC 815-10-15-83 defines a derivative instrument as a contract with all the following characteristics:
- It has one or more underlying and one or more notional amounts or payment provisions or both.
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o The price of the stock to be issued upon conversion is the underlying and the number of shares to be
issued upon conversion is the notional amount. Therefore, the conversion option meets the first
characteristic of a derivative instrument.

- It requires no initial net investment or an initial net investment that is smaller than would be required for
other types of contracts that would be expected to respond similarly to changes in market factors.

o The loan proceeds theoretically relate to the debt instrument and the conversion option. However, in
accordance with ASC 815-15-25-1(c), the initial net investment for the hybrid instrument is not the
initial net investment for the embedded derivative (that is, the conversion option). Accordingly, the
embedded conversion option meets the second characteristic of a derivative instrument (see Section
3.4.3.2).

- Its terms require or allow net settlement, it can readily be net settled by means outside the contract, or it
involves delivery of an asset that puts the recipient in a position not substantially different from a net
settlement.

o Issuer A’s common stock publicly trades in an active market that can rapidly absorb the underlying
shares upon conversion without significantly affecting the stock price. Therefore, the embedded
conversion option meets the net settlement characteristic by delivery of an asset that is readily
convertible to cash.

e The conversion option would meet the definition of a derivative instrument if it were freestanding.
Therefore, Issuer A must next assess whether any derivative scope exception applies.

» Does a derivative scope exception apply?

e For contracts involving an entity’s own equity, an entity must evaluate whether the contract is both indexed
to its own stock and would be classified in stockholders’ equity if it were freestanding (see Section 3.6.1.1).
Assume Issuer A determines that the scope exception in ASC 815-10-15-74(a) applies because, in this fact
pattern:

- The only variables affecting the settlement amount are inputs to a fixed-for-fixed option or forward
contract on the entity’s equity shares (see Sections 3.6.1.1 and 4.5). Therefore, the conversion option is
indexed to the entity’s own stock in accordance with ASC 815-40-15-7.

- The conversion option meets the conditions for equity classification in accordance with ASC 815-40-25 (see
Sections 3.6.1.1 and 4.6).

The conversion option meets the criteria for bifurcation: It is not clearly and closely related to the debt host
contract, the debt instrument is not remeasured at fair value, and the conversion option would meet the definition
of a derivative instrument if it were freestanding. However, because a derivative scope exception applies, Issuer A
does not bifurcate the conversion option from the debt instrument.

Also, because the debt instrument was not issued at a substantial premium (see Section 3.6.1.2), the debt
(including the conversion option) is accounted for in its entirety under ASC 470-20.
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A ANALYSIS OF CONVERSION FEATURES IN AN OUTSTANDING SHARE THAT IS A DEBT HOST

As discussed in Section 3.3.1, an entity must assess whether an outstanding share (for example, preferred stock) is
more akin to an equity instrument or a debt instrument. Because changes in fair value of an equity interest is not
clearly and closely related to a host contract with debt-like characteristics, a conversion feature and a preferred
stock that is more akin to a debt instrument are not clearly and closely related. The entity must therefore assess
whether the conversion feature would be a derivative instrument if it were freestanding. If the contract does not
require or allow net settlement and if the underlying shares are not publicly traded, the conversion feature does
not meet the net settlement characteristic of a derivative instrument and is not bifurcated. On the other hand, if
the conversion feature meets all the characteristics of a derivative instrument, the entity must evaluate whether
that feature meets any derivative scope exceptions (see Section 3.6.1.1).

3.6.2 Interest-Rate-Related Features

|E| FASB REFERENCES

ASC 815-15-25-26 and ASC 815-15-25-29

Many debt instruments include interest rates that are based on an interest rate index (for example, secured overnight
financing rate (SOFR)). Those debt instruments may include caps, floors, or collars. Some debt instruments also include
terms that step up the debt’s interest rate or allow the entity (that is, the issuer or borrower) to choose the applicable
interest rate (for example, from several indices). Those features alter the net interest payments an entity would
otherwise pay on an interest-bearing host contract.

Generally, an embedded interest-rate-related feature meets the definition of a derivative instrument because it
includes an underlying and a notional amount or payment provision, requires little or no initial net investment, and
meets net settlement (see Section 3.4.3). Therefore, if the embedded feature is not clearly and closely related to the
debt host contract, the entity must bifurcate the embedded feature unless the entity elects the fair value option to
account for the debt (see Section 3.4.2.1). Conversely, if the embedded feature is clearly and closely related to the
debt host contract, the entity does not bifurcate the embedded feature.
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Presented below is the flowchart discussed in Section 3.1 as applied to an analysis of an embedded interest-rate-
related feature and additionally shows the analysis required in ASC 815-15 in evaluating whether the embedded feature
is clearly and closely related to the debt host contract.

Hybrid Instrument

Is the financial instrument
within the scope of ASC 480?
(Chapter 2)

No

Yes—p

Bifurcate: The entity
separates the embedded
interest-rate-related feature
from the host contract.

If more than one embedded
feature must be bifurcated,
they are bundled as one
compound embedded
derivative that is bifurcated
and accounted for at fair
value under ASC 815
(Section 3.7).

The entity accounts for the
host contract in accordance
with other U.S. GAAP
(Section 3.7).

—

The entity accounts for the

entire financial instrument

at fair value under ASC 480
(Section 2.8.1).

Is the financial instrument remeasured

at fair value under ASC 480? (Chapter 2) Yes

Is the embedded interest-rate-related
feature clearly and closely related to
the debt host contract? (Section
3.6.2.1)

Step a: Could the embedded feature
force the debt holder to settle at less
than substantially all of its initial
recorded investment?
(Section 3.6.2.1.1)

1
No
Step b: Could the embedded feature
force the entity to pay both twice the
initial return on the host contract and

twice the market rate?
(Section 3.6.2.1.2)

Do not bifurcate: The
entity does not separate
the embedded interest-

rate-related feature from
the host contract.

Is the debt instrument remeasured at
fair value through earnings each period?
(Section 3.4.2)

The entity evaluates the
hybrid instrument for other
embedded features unless

the instrument is
accounted for at fair value

Would the embedded interest-rate- (Section 3.4.2).

related feature qualify as a derivative
instrument if it were freestanding?

. The entity accounts for the
(Section 3.4.3)

hybrid instrument in
accordance with other U.S.
GAAP (Section 3.7).

Does a derivative scope exception
apply? (Section 3.2.3)
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BIFURCATION CRITERIA

Is the embedded interest-rate-
related feature not clearly and
closely related to the debt host

contract?

Step a: Could the embedded
feature force the debt holder to
settle at less than substantially all
of its initial recorded investment?

Step b: Could the embedded
feature force the entity to pay
both twice the initial return on
the host contract and twice the
market rate?

The table illustrates how an entity generally applies the preceding flowchart in evaluating an embedded interest-rate-
related feature for bifurcation. Entities must apply professional judgment based on the facts and circumstances.

ANALYSIS

Often, determining whether to bifurcate an embedded interest-rate-
related feature depends on whether the feature is not clearly and closely
related to the debt host contract because the other criteria for bifurcation
are typically met.

ASC 815-15 includes two conditions that can cause an embedded interest-
rate-related feature to not be clearly and closely related to a debt host
contract.

First, if the contract could force the investor (debt holder) not to recover
substantially all of its initial recorded investment, the first condition is
met. Second, if the contract could force the entity (borrower) to pay at
least double of both the host contract’s initial rate of return (IRR) and the
then-current market return for a similar contract by a similar issuer, the
second condition is met.

If neither condition is met, the embedded interest-rate-related feature is
clearly and closely related to the debt host contract and the entity does
not bifurcate the embedded feature from the host contract.

If either condition is met, the embedded interest-rate-related feature is
not clearly and closely related to the debt host contract (see
Section 3.6.2.1).

If the embedded interest-rate-related feature is not clearly and closely
related to the debt host contract, the entity must assess the other two
bifurcation criteria below.

An entity generally does not remeasure debt instruments at fair value
through earnings unless it elects the fair value option in ASC 815 or

ASC 825. An entity cannot elect the fair value option for debt instruments
that have components recognized in equity (see Section 3.4.2.1). If the
debt instrument is not remeasured at fair value and the embedded feature
is not clearly and closely related to the host contract, the entity must
analyze the third criterion for bifurcation.

Is the debt instrument not
remeasured at fair value through
earnings each period?

Whether the interest-rate-related feature has the characteristics of a
derivative instrument is generally analyzed as shown below.

Would the embedded interest-rate-
related feature qualify as a
derivative instrument if it were
freestanding?

Does it have one or more
underlyings and either (or both) a
notional amount or payment
provision?

Does it require little or no initial
net investment?

» In a typical interest-rate-related feature, the interest rate or interest
index is the underlying and the debt’s face amount represents the
notional amount. The debt also typically includes payment provisions.
Therefore, an embedded interest-rate-related feature meets the first
characteristic of a derivative instrument (see Section 3.4.3.1).

» ASC 815-15-25-1(c) states that the initial net investment for the hybrid
instrument is not the initial net investment for the embedded derivative
(that is, the interest-rate-related feature (see Section 3.4.3.2)).
Accordingly, an embedded interest-rate-related feature meets the
second characteristic of a derivative instrument because it requires
little or no initial net investment.
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BIFURCATION CRITERIA ANALYSIS

P Does it meet net settlement? » Aninterest-rate-related feature embedded in a debt host contract
meets net settlement under the contract terms because neither party is
required to deliver an asset associated with the underlying (such as an
interest-bearing security). At settlement, cash is delivered; however, it
is not an asset associated with the underlying (see Section 3.4.3.3).

Does a derivative scope exception » If the embedded interest-rate-related feature meets all the
apply? characteristics of a derivative instrument, the entity must assess
whether it qualifies for a derivative scope exception.

Generally, no scope exception applies for an embedded interest-rate-
related feature.

3.6.2.1 Clearly and Closely Related Analysis for Interest-Rate-Related Features

FASB REFERENCES

ASC 815-15-25-26, ASC 815-15-25-28 through 25-29, and ASC 815-15-25-38

An embedded feature that includes only an interest rate or interest rate index as an underlying and alters net interest
payments that otherwise would be paid on an interest-bearing debt host contract is not clearly and closely related to
the host contract (so the other bifurcation criteria must be assessed) if it results in either:
P A settlement under which the holder (investor) would not recover substantially all of its initial recorded investment
P Arate of return that is at least double of both:

e The investor’s IRR on the host contract

e The then-current market return for a similar contract that involves a debt with a similar credit quality as the

entity (borrower) at inception.

If neither condition is met, the embedded interest-rate-related feature is clearly and closely related to the debt host
contract and the entity does not bifurcate it from the host contract.

The table summarizes the two conditions, as well as an entity’s considerations when evaluating whether an interest-
rate-related feature is clearly and closely related to a debt host contract.

CONDITIONS (ASC 815-15-25-26) CLEARLY AND CLOSELY RELATED CONSIDERATIONS

ANALYSIS
Step a (see Section 3.6.2.1.1): > If the answer is yes, the Consider any contractual terms that
Can the debt be settled in such a embedded feature is not clearly could force the investor (debt
way that the investor (debt holder) and closely related to the debt holder or creditor) to accept a
would not recover substantially all host contract. settlement that does not recover
of its initial recorded investment? substantially all of its initial

P If the answer is no, and Step b is
also not met, the embedded
feature is clearly and closely
related to the debt host
contract.

recorded investment, including
terms that give the entity (borrower
or debtor) the right to force the
investor to settle in this manner,
regardless of probability.

This condition does not apply when
the investor is allowed, but not
required, to settle in this way.
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CONDITIONS (ASC 815-15-25-26) CLEARLY AND CLOSELY RELATED CONSIDERATIONS
ANALYSIS

Step b (see Section 3.6.2.1.2): D If the answer is yes, the Consider any (even remote)
Is there a possible future interest embedded feature is not clearly possibility that the embedded
rate scenario (however remote) that and closely related to the debt feature would double both the
the embedded feature: host contract. investor’s IRR on the host contract
» Would at least double the b If the answer is no, and Step a is and the then-current market return

investor’s IRR on the debt host also not met, the embedded for a contract w]th thg same terms

contract? feature is clearly and closely as the contract involving a debtor
» Would yield a return that is at related to the debt host W1th a s1m1lar ‘-Ted‘t quality as the

- entity at inception.

least twice the then-current contract.

market return? This condition applies only if the
This is commonly called the investor has the unilateral ability to
“double-double test.” receive the higher rate of return.

A ASC 815-15-25-26 APPLIES ONLY TO INTEREST-RATE-RELATED UNDERLYINGS

The conditions in ASC 815-15-25-26 apply only if the underlying is an interest rate or interest rate index. For
example, they do not apply to an embedded derivative that has an equity-based underlying (or another non-
interest-rate underlying).

The conditions apply also when evaluating noncontingent call and noncontingent put options that have only an
interest rate or interest rate index underlying. They do not apply to contingent call and contingent put options
because they include another underlying (that is, the occurrence or nonoccurrence of the contingencies (see
Section 3.6.3)).

Further, the conditions apply when evaluating embedded features with interest-rate-related underlyings in an
outstanding share that is determined to be a debt host contract.

3.6.2.1.1 Substantially All of Initial Investment Test

FASB REFERENCES

ASC 815-15-25-26(a), ASC 815-15-25-29, and ASC 815-15-55-128 through 55-135

As discussed in Section 3.6.2.1, an entity must analyze two conditions in ASC 815-15-25-26 to determine whether an
embedded interest-rate-related feature is not clearly and closely related to a debt host contract. The first of those
conditions is that the debt’s contractual terms could force the investor not to recover substantially all of its initial
recorded investment.

The first condition is met if the embedded feature includes any contractual terms that allow any possibility that the
investor’s undiscounted net cash flows over the instrument’s life would not recover substantially all of its initial
recorded investment in the debt instrument. The condition does not apply if the terms allow, but do not require, the
investor to settle the debt in that manner. In contrast, the condition is met if the entity (issuer) has the contractual
right to demand a settlement that would cause the investor not to recover substantially all of its initial net investment.
Probability is not relevant to the assessment.
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If the investor would not recover substantially all of its initial recorded investment (the first condition is met), the
interest-rate-related feature is not clearly and closely related to the debt host contract. On the other hand, if the
contractual terms allow the investor to recover substantially all of its initial recorded investment (the first condition is
not met), the feature is clearly and closely related to the debt host contract only if the double-double test (the
second condition) is also not met (see Section 3.6.2.1.2).

BDO INSIGHTS — MEANING OF “SUBSTANTIALLY ALL”

An entity must apply professional judgment based on the facts and circumstances in analyzing whether the investor
could be forced not to recover substantially all of its initial recorded investment because U.S. GAAP does not define
the term “substantially all” in this context. We interpret substantially all to generally mean at least 90% of the
initial recorded investment.

Therefore, when evaluating the first condition in ASC 815-15-25-26, if the investor could be forced to settle in such
a way that it would recover less than 90% of its initial recorded investment, we believe the embedded interest-rate-
related feature meets the first condition and is not clearly and closely related to the debt host contract.

EXAMPLE 3-6 (ADAPTED FROM ASC 815-15-55-128 THROUGH 55-134): RECOVERING SUBSTANTIALLY ALL OF AN
INITIAL RECORDED INVESTMENT

CONCLUSION AND ANALYSIS

Scenario 1 The first condition (that the investor would not

An entity issues to an investor Note A, which has the  recover substantially all of its initial recorded
following terms: investment) is not met because the put option is at
» 10-year maturity the investor’s option. Therefore, the investor could

not be forced into a settlement that would cause it
not to recover substantially all of its initial recorded
investment.

P Investor has the contingent option at the end of
Year 2 to put the note back to the entity at its
then-fair value.

If Note A’s fair value declines, the investor could
choose not to exercise the option, thereby retaining
the ability to recover substantially all of its initial
recorded investment.

The entity next evaluates if the second condition is
also not met (see Section 3.6.2.1.2) to determine
whether the embedded feature is clearly and
closely related to the debt host contract.
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Scenario 2

An A-credit-rated entity issues to an investor for $10
million Note B, which has the following terms:

» $10 million principal

» 9.5% coupon interest rate

» 10-year maturity.

The current market rate for an A-rated debt with
similar terms is 7%. The terms require that if, at the
beginning of the third year, interest rates for A-
rated debt have increased to at least 8% by that
date:

P The principal would decrease to $7.1 million.

P The coupon interest rate would reduce to zero
for the remaining term.

CONCLUSION AND ANALYSIS

The first condition is met because the investor
could be forced to accept a settlement that causes
it not to recover substantially all of its initial
recorded investment.

If the interest rates for A-rated debt increase to at
least 8%, the investor would receive only $9 million
($7.1 million principal payments plus $1.9 million in
interest payments for the first two years) and
therefore would not recover substantially all of its
$10 million initial net investment.

The embedded interest-rate-related feature is not
clearly and closely related to the debt host
contract.

Scenario 3
An A-credit-rated entity issues to an investor for $10
million Note C, which has the following terms:

» $10 million principal
» 8.9% coupon interest rate
» 10-year maturity.

The current market rate for an A-rated debt with
similar terms is 7%. The terms require that if
interest rates for A-rated debt have increased to at
least 10% at the end of two years:

» The coupon interest rate would reduce to zero
for the remaining term.

P The investor must purchase from the entity an
additional $10 million note for $10 million with
zero coupon and a term of three-and-a-half
years.

The first condition is met because the investor
could be forced to accept settlement that causes it
not to recover substantially all of its initial
recorded investment.

The requirement to purchase the second $10
million note for more than its fair value (that is,
$7.1 million based on a 10% interest rate) is
economically equivalent to requiring the investor
to pay cash to the entity for the difference (that is,
$2.9 million), which is economically equivalent to
reducing the principal on the note.

The cash flows on the original note and the excess
purchase price on the second note* are considered
together. The cash inflows on the original note of
$11.78 million ($10 million principal plus $1.78
million interest) are reduced by $2.9 million. The
resulting net cash inflow of $8.88 is therefore not
substantially all of the investor’s initial net
investment on the original note of $10 million.

The embedded interest-rate-related feature is not
clearly and closely related to the debt host
contract.

*As illustrated with Scenario 3, if an embedded derivative requires an investor to purchase an asset (whether
financial or nonfinancial, such as gold) at more than its fair value, the excess purchase price — and not the cash
flows related to the purchased asset — must be considered when analyzing whether the hybrid instrument can
contractually be settled in such a way that the investor would not recover substantially all of its initial recorded

investment.
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3.6.2.1.2 Double-Double Test

FASB REFERENCES

ASC 815-15-25-26(b)

As discussed in Section 3.6.2.1, an entity must analyze two conditions in ASC 815-15-25-26 to determine whether an
embedded interest-rate-related feature is clearly and closely related to the debt host contract:

P> Whether an investor could be forced to accept less than substantially all of its initial recorded investment (see
Section 3.6.2.1.1)

» Whether the embedded feature could force the entity (borrower) to pay an amount that is both at least double the
investor’s IRR on the host contract and at least double what would be the then-current market return for a similar
contract by a similar issuer (the “double-double test”)

If the embedded feature meets either condition, it is not clearly and closely related to the debt host contract and the
other bifurcation criteria are assessed to determine whether the embedded feature must be bifurcated.

The double-double test includes the following:

P> Test 1: The entity evaluates any possible interest rate scenario (however remote) under which the embedded
derivative would at least double the investor’s IRR on the debt host contract.

P Test 2: The entity evaluates if any of the possible interest rate scenarios that would double the investor’s IRR
(identified in Test 1) would at the same time result in a rate of return that is at least twice the then-current
market rate for a contract with the same terms as the host contract involving an issuer with a credit quality similar
to the entity’s credit quality at inception.

The embedded feature must pass (meet) both tests in the double-double test to meet the second condition in ASC 815-
15-25-26. If the feature meets only one test, it is clearly and closely related to the debt host contract as long as the
investor cannot be forced to settle for less than substantially all of its initial recorded investment (see

Section 3.6.2.1.1).

The double-double test does not consider probability. Rather, the tests are met if any mathematical possibilities exist
in which the embedded feature would double the investor’s IRR and the then-current market return based on the
contractual terms.

3.6.2.2 Application Examples — Interest-Rate-Related Feature

Examples 3-7 and 3-8 illustrate an entity’s analysis of embedded interest-rate-related features.

EXAMPLE 3-7: INTEREST RATE FLOOR
FACTS

Issuer A issued a five-year note with a variable interest rate equal to the prime rate, with a floor of 3%. Based on its
credit rating, Issuer A could issue a five-year note without a floor at prime rate plus the entity’s credit spread
of 1%. The prime rate at inception is 5%. Therefore, the debt host contract has an IRR of 6%.

Issuer A did not elect to account for the note under the fair value option.
CONCLUSION

The embedded interest rate floor is clearly and closely related to the debt host contract, so it is not bifurcated
from the debt instrument. Issuer A accounts for the entire debt instrument as a liability in accordance with other
U.S. GAAP (for example, ASC 470 or ASC 835-30).
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ANALYSIS

Issuer A evaluates the interest rate floor for bifurcation.
P Is the embedded interest rate floor not clearly and closely related to the debt host contract?

e Step a: Could the embedded feature force the debt holder to settle at less than substantially all of its initial
recorded investment?

- No. The contract does not include any terms that could force the debt holder to accept settlement that is
less than substantially all of its initial recorded investment.

e Step b: Could the embedded feature force the entity to pay both twice the initial return on the host contract
and twice the market rate?

- No. No scenario exists in which the interest rate floor could double the host contract’s IRR. The interest
rate floor is 3%, and there is no scenario in which it would at least double the host contract’s IRR to 12%
(6% x 2).

- Because the first condition of the double-double test is not met, analyzing the second condition of the test
is not necessary because both conditions must be met for the feature to not be clearly and closely related
to the debt host contract.

The interest rate floor is clearly and closely related to the debt host contract.

EXAMPLE 3-8: INTEREST RATE OPTION
FACTS

Issuer A issues a 10-year note that allows it to choose an interest rate of either the prime rate plus 1% or SOFR
plus 3% every quarter (that is, it has an interest rate option). Interest is payable quarterly.

Based on Issuer A’s credit rating, it could issue a 10-year note without the interest rate option at the prime rate
plus 1%.

Issuer A did not elect to account for the note under the fair value option.
CONCLUSION

The embedded interest rate option is clearly and closely related to the debt host contract, so it is not bifurcated
from the debt instrument. Issuer A accounts for the entire debt instrument as a liability in accordance with other
U.S. GAAP (for example, ASC 470).

ANALYSIS

Issuer A evaluates the interest rate option for bifurcation.
P Is the interest rate option not clearly and closely related to the debt host contract?

e Step a: Could the embedded feature force the debt holder to settle at less than substantially all of its initial
recorded investment?
- No. The contract does not include any terms that could force the debt holder to accept settlement that is
less than substantially all of its initial recorded investment.
e Step b: Could the embedded feature force the entity to pay both twice the initial return on the host contract
and twice the market rate?

- No. While a scenario may exist in which the interest rate option could double the host contract’s IRR and
result in a rate of return that is double the then-current market rate, the entity could not be forced to
choose that rate.

The interest rate option is clearly and closely related to the debt host contract.
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3.6.3 Call Options and Put Options on Debt Instruments

FASB REFERENCES

ASC 815-15-25-26, ASC 815-15-25-29, and ASC 815-15-25-41 through 25-42

Call options allow the entity (issuer or borrower) to redeem or prepay the debt before maturity and put options allow a
debt holder (creditor or lender) to demand repayment before maturity. Those options accelerate the instrument’s
settlement. If the call or put option does not accelerate the principal repayment but instead requires a cash
settlement for the option price on the exercise date, it is not clearly and closely related to the debt host contract.
When the call or put option accelerates the instrument’s settlement, an entity must determine whether the call option
or put option is clearly and closely related to the debt host contract based on the guidance discussed in

Sections 3.6.3.1 and 3.6.3.2.

If the embedded call or put option is not clearly and closely related to the debt host contract but the debt instrument
is remeasured at fair value, the embedded feature is not bifurcated. However, debt instruments are generally not
remeasured at fair value unless the entity elects the fair value option for the instrument (see Section 3.4.2.1).

If the embedded call or put option is not clearly and closely related to the debt host contract and the debt instrument
is not remeasured at fair value, the embedded feature is bifurcated if it would meet the definition of a derivative
instrument if it were a freestanding instrument. Generally, an embedded call or put option meets the definition of a
derivative instrument, regardless of whether the debt instrument is publicly traded, because it has an underlying and a
notional amount or payment provision, requires little or no initial net investment, and meets the net settlement
characteristic, and no derivative scope exception applies (see Section 3.6.3.3).



ISSUER’S ACCOUNTING FOR COMPLEX FINANCIAL INSTRUMENTS 135

Presented below is the flowchart discussed in Section 3.1 as applied to an analysis of an embedded call or put option
and additionally shows the analysis required in ASC 815-15 in evaluating whether the feature is clearly and closely
related to a debt host contract.

Hybrid Instrument

The entity accounts for the

Is the financial instrument Is the financial instrument entire financial instrument
within the scope of ASC Yes P remeasured at fair value Yes at fair value under ASC 480
4807 (Chapter 2) under ASC 480? (Chapter 2)

(Section 2.8.1).

Is the embedded call or put
option clearly and closely
related to the debt host Yes
contract?
(See next flowchart)

Do not bifurcate: The
entity does not separate

Is the debt instrument the embedded call or put
remeasured at fair value option from the host

through earnings each Yes
Bifurcate: The entity g perio d?g > contract.

separates the embedded (Section 3.4.2)

The entity evaluates the
hybrid instrument for other
embedded features unless

the instrument is
accounted for at fair value
(Section 3.4.2).

call or put option from the
host contract.

If more than one embedded
feature must be bifurcated,
they are bundled as one
compound embedded
derivative that is
bifurcated and accounted
for at fair value under
ASC 815 (Section 3.7).

Would the embedded call
or put option qualify as a
derivative if it were No g The entity accounts for the
freestanding? hybrid instrument in
(Section 3.6.3.3) accordance with other U.S.
GAAP (Section 3.7).

The entity accounts for the
host contract in accordance

with other U.S. GAAP -
(Section 3.7). Does a derivative scope

exception apply? Yes P
(Section 3.6.3.3)
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Is the embedded call or put option
clearly and closely related to the debt
host contract?

(See preceding flowchart)

ASC 815-15-25-42
(Section 3.6.3.1)

Step 1: Is the debt
payoff adjusted
based on changes in
an index?

—NOo—

|
Yes

v

Step 2: Is the debt
payoff indexed to an
underlying other
than interest rates
or credit risk?

|
No

v

Step 3: Does the
debt involve a

Not clearly and
closely related:
Evaluate other
BAEER bifurcation criteria
(see preceding
flowchart).

Is the call or put
—— substantial premium -No—J> option based solely =Yes

or discount (equal to on interest rates?

or greater than 10%)?

1
Yes I

i No

Step 4: Is the call or
put option
contingently |
exercisable and does
it accelerate
principal repayment?

1
Yes

No-

Not clearly and closely
related: Evaluate other

bifurcation criteria (see
preceding flowchart).

ASC 815-15-25-26

(Section 3.6.3.2)

Step a: If the option is a
call, could it force the debt
holder to settle at less than

substantially all of its
initial recorded
investment?

|
No

v

Step b: If the option is a

—>

put, could it force the
entity to pay both twice
the initial return on the
host contract and twice the
market rate?

|
No

Clearly and closely related, do not
bifurcate: The entity does not
separate the embedded call or put
option from the host contract.

The entity evaluates the hybrid
instrument for other embedded

features, except if the instrument is
accounted for at fair value
(Section 3.4.2).

The entity accounts for the hybrid
instrument in accordance with other
U.S. GAAP (Section 3.7).

=Yes—

—Yes—

Not clearly and
closely related:
Evaluate other

bifurcation criteria
(see preceding
flowchart).
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The table illustrates how an entity generally applies the preceding flowcharts in evaluating call options and put options
in debt host contracts for bifurcation. Entities must apply professional judgment based on the facts and circumstances.

BIFURCATION CRITERIA ANALYSIS

Is the embedded call or put option
not clearly and closely related to
the debt host contract?

Often, determining whether to bifurcate a call or put option depends on
whether the option is not clearly and closely related to the debt host
contract because the other criteria for bifurcation are typically met.

Step 1: Is the debt payoff adjusted
based on changes in an index?

Step 2: Is the debt payoff indexed
to an underlying other than
interest rates or credit risk?

Step 3: Does the debt involve a
substantial premium or discount
(equal to or greater than 10%)?

Step 4: Is the call or put option
contingently exercisable and does
it accelerate the principal
repayment?

ASC 815 includes a four-step decision sequence and guidance to determine
whether the economic risks and characteristics of embedded call and put
options are not clearly and closely related to the economic characteristics
and risks of a debt host contract (see Section 3.6.3.1).

Embedded call and put options with a payoff (the amount paid at
settlement) that is indexed to an underlying other than interest rates or
credit risk (for example, indexed to an equity stock price) are not clearly
and closely related to a debt host contract.

Similarly, call and put options that are contingently exercisable (for
example, upon a change in control) and that involve a substantial premium
or discount are not clearly and closely related to a debt host contract.

Is the call or put option based
solely on interest rates?

Step a: If the option is a call,
could it force the debt holder to
settle at less than substantially all
of its initial recorded investment?

P Step b: If the option is a put,
could it force the entity to pay
both twice the initial return on
the host contract and twice the
market rate?

Is the debt instrument not
remeasured at fair value through
earnings each period?

ASC 815-15-25-26 includes additional analysis for call and put options that
have only an interest rate or interest rate index underlying. The additional
analysis does not apply to contingent call and contingent put options
because they include another underlying, that is, the contingencies (see
Section 3.6.3.2).

If the call option could force the investor not to recover substantially all of
its initial recorded investment, it is not clearly and closely related to the
debt host contract.

If the put option could force the entity (borrower) to pay both at least
double the host contract’s IRR and at least double the then-current market
return for a similar contract by a similar issuer, the put option is not clearly
and closely related to the debt host contract.

If the call or put option is not clearly and closely related to the debt host
contract, the entity must assess the other two bifurcation criteria below. In
contrast, if the call or put option is clearly and closely related to the debt
host contract, the feature is not bifurcated.

An entity generally does not remeasure debt instruments at fair value
through earnings unless it elects the fair value option in ASC 815 or

ASC 825. An entity cannot elect the fair value option for debt instruments
that have components recognized in equity (see Section 3.4.2.1). If the
debt instrument is not remeasured at fair value and the embedded feature
is not clearly and closely related to the debt host contract, the entity must
analyze the third criterion for bifurcation.
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Would the embedded call or put Whether the embedded call or put option has the characteristics of a
option qualify as a derivative derivative is generally analyzed as shown below.
instrument if it were freestanding?

» Does it have one or more » In a typical call or put option, the interest rate, interest rate index, or
underlyings and either (or both) a the occurrence or nonoccurrence of contingencies (if any) represents the
notional amount or payment underlying, while the debt’s face amount represents the notional
provision? amount. Debt instruments also typically include payment provisions.

Therefore, an embedded call or put option generally meets the first
characteristic of a derivative instrument (see Section 3.4.3.1).

P Does it require little or no initial » ASC 815-15-25-1(c) states that the initial net investment for the hybrid
net investment? instrument is not the initial net investment for the embedded derivative
(that is, the call or put option (see Section 3.4.3.2)). Accordingly, a call
or put option meets the second characteristic of a derivative instrument
because it requires little or no initial net investment.

P Does it meet net settlement? » The exercise of an embedded call or put option on a debt instrument
meets net settlement under the contract terms because neither party is
required to deliver an asset associated with the underlying (such as an
interest-bearing security). At settlement, cash is delivered, but it is not
an asset associated with the underlying (see Section 3.6.3.3).

Does a derivative scope exception If the embedded call or put option meets all the characteristics of a
apply? derivative instrument, the entity must assess whether it qualifies for a
derivative scope exception. Generally, no scope exception applies for
call and put options embedded in a debt host contract (see

Section 3.6.3.3).

A SHARE-SETTLED CALL OR PUT OPTIONS

Some instruments include a call or put option that is settleable in a variable number of the entity’s shares; for
example, debt redeemable in a variable number of shares with a value equal to the debt’s principal amount and
accrued interest if an entity completes an equity financing event.

A call or put option settleable in a variable number of shares is not assessed as a conversion feature. The entity
must assess that embedded feature using the guidance discussed in this section (rather than the guidance discussed
in Section 3.6.1).

Further, some embedded features may include elements of both a redemption and conversion feature. For example,
some debt instruments are redeemable (or convertible) when a qualified financing occurs for shares issued in that
qualified financing. The redemption (or conversion) price is equal to the lesser of (1) the price per share paid in
that qualified financing (resulting in issuing a variable number of shares based on the debt’s principal amount
divided by the price per share of the shares issued at settlement) or (2) a fixed conversion price (resulting in issuing
a fixed number of shares). As discussed in Section 3.3.2, an entity must first determine the unit of analysis for the
embedded feature, which requires the use of professional judgment based on the facts and circumstances. We
believe it is acceptable to evaluate that embedded feature as two units of analysis: one redemption feature for a
variable number of shares and one conversion feature for a fixed number of shares. In that case, the entity
evaluates the redemption feature under the guidance discussed in this section and the conversion feature under the
guidance discussed in Section 3.6.1.




ISSUER’S ACCOUNTING FOR COMPLEX FINANCIAL INSTRUMENTS 139

3.6.3.1 Call and Put Options — Four-Step Decision Sequence (ASC 815-15-25-42)

FASB REFERENCES

ASC 815-15-25-42 and ASC 815-15-55-13

As discussed in Section 3.6.3, an entity determines whether call or put options that can accelerate the settlement of
debt instruments are clearly and closely related to the debt host contract using a four-step decision sequence:

P Step 1: Is the payoff adjusted based on changes in an index?

P Step 2: Is the payoff indexed to an underlying other than interest rates or credit risk?

P Step 3: Does the debt instrument involve a substantial premium or discount?

P Step 4: Is the call or put option contingently exercisable and does it accelerate the principal repayment?

In Steps 1 and 2, when evaluating embedded call and put options, an entity considers whether the payoff (that is, the
amount paid upon settlement) is adjusted based on changes in an index and, if so, whether it is indexed to an
underlying other than interest rates or credit risk. If the payoff upon exercise of the call or put option is based on an

index other than interest rates or credit risk, the call or put option is not clearly and closely related to the debt host
contract.

EXAMPLES OF WHEN STEPS 1 AND 2 ARE EXAMPLES OF WHEN STEPS 1 AND 2 ARE

MET NOT MET

M Examples of a payoff indexed to an

“ Examples of a payoff not indexed to an
vl

underlying other than interest rates or underlying other than interest rates or
Payoff based on credit risk include: credit risk include:
changes in an UL ) A settlement adjusted based on the » The par amount of the debt plus any
other than interest market value of the number of shares of unpaid and accrued interest
RS F EER an unrelated entity’s common stock » 1.5 times the par amount of the debt
P Par amount of debt adjusted for the In those cases, Steps 1 and 2 are not met

In those cases, Steps 1 and 2 are met and
the feature is not clearly and closely related
to the debt host contract.

If Steps 1 and 2 are not met (for instance, settlement amount includes only principal and interest payments indexed to
interest rate and credit risk), the entity must further assess the call or put option in accordance with ASC 815-15-25-26
if they are noncontingent. That is true regardless of whether they involve a substantial premium or discount — that is,

regardless of whether Step 3 is met (see Section 3.6.3.2).

If the call or put option is contingent (Step 4 is met), ASC 815-15-25-26 does not apply because it applies to embedded
features that have only an interest rate or an interest rate index underlying. In other words, a contingently exercisable
call or put option includes another underlying (that is, the exercise contingency) other than interest rate and credit
risk. Some common examples of contingently exercisable calls and puts include redemption upon:

S&P index increasing by at least 20%

The entity’s stock price increasing by at least 20%

A change in control or a business combination

Completing a qualified financing

Completing an IPO

An event of default.

vVvVvVvVvvVvVVYyYy
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Whether a contingent call or put option is clearly and closely related to the debt host contract depends on whether it
involves a substantial premium or discount.

P If it includes a substantial premium or discount (Step 3 is met), it is not clearly and closely related to the debt host
contract (because it also meets Step 4).

P If it does not include a substantial premium or discount (Step 3 is not met), it is clearly and closely related to the
debt host contract.

BDO INSIGHTS — DETERMINING WHETHER A PREMIUM OR DISCOUNT IS SUBSTANTIAL

U.S. GAAP does not define when a premium or discount is considered substantial; however, we believe that in
practice it generally means at least 10%.

In determining whether a call or put involves a substantial premium or discount, we believe an entity should

compare:

P The gross proceeds allocated to the debt less fees paid to the creditor

» The amount that would be paid to the creditor when the call or put is exercised (including any premium payable
at settlement).

Also, we believe fees paid to third parties and discounts resulting from bifurcating other embedded derivatives
generally should not be considered in that computation.

Lastly, we believe a substantial premium or discount may arise in circumstances other than at issuance of the
financial instrument; for instance, in a business combination or a debt amendment accounted for as an
extinguishment in accordance with ASC 470-50 (that is, when the financial instrument is subject to a new basis
event).

EXAMPLES OF WHEN STEP 3 IS NOT MET

EXAMPLES OF WHEN STEP 3 IS MET

Examples of contingently exercisable calls Examples of contingently exercisable calls
and puts that include a substantial discount and puts that do not include a substantial

or premium include: discount or premium include:
P Debt with a face amount of $1,000 issued P Debt with a face amount of $1,000 issued

Contingently
exercisable calls >
and puts (Step 4 is
met)

at $950 and puttable by the holder at
$1,050 upon a change in control.

Debt with a face amount of $1,000 issued
with detachable warrants for gross
proceeds of $1,000; warrants and debt
allocated $100 and $900, respectively, of
the proceeds; and debt callable by the
entity at $1,000 upon IPO.

In those cases, Steps 3 and 4 are met and
the feature is not clearly and closely related
to the debt host contract.

at par and puttable by the holder at par
upon a change in control.

P Debt with a face amount of $1,000 issued
with detachable warrants for gross
proceeds of $1,000; warrants and debt
allocated $80 and $920, respectively, of
the proceeds; and debt callable by the
entity at $1,000 upon IPO.

In those cases, Step 4 is met but Step 3 is
not met; the feature is clearly and closely
related to the debt host contract.
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EXAMPLE 3-9 (ADAPTED FROM ASC 815-15-55-13): CALL AND PUT OPTIONS IN DEBT INSTRUMENTS

This example applies the four-step decision sequence in determining whether call and put options in debt

instruments are clearly and closely related to the debt host contract.

INSTRUMENT

Debt issued at par is
callable at any time during
its term. If the issuer
exercises the call, it pays
the greater of the debt’s
par or the market value of
100,000 shares of Entity X’s
common stock (an unrelated
entity).

STEPS 1 AND 2:

INDEXED
PAYOFF?

Yes, based on an

equity price
(price of

Entity X’s
common stock).

STEP 3:

SUBSTANTIAL
DISCOUNT OR
PREMIUM?

Not applicable.

Analysis not
required.

STEP 4:

CONTINGENTLY
EXERCISABLE?

Not applicable.
Analysis not
required.

EMBEDDED OPTION
CLEARLY AND CLOSELY
RELATED TO THE DEBT
HOST CONTRACT?

The embedded call
option is not clearly and
closely related to the
debt host contract
because the payoff is
indexed to an equity
price.

Debt issued at par is
puttable if the S&P 500
Index increases by at least
20%. If the investor
exercises the put, the issuer
pays the debt’s par
adjusted for the percentage
increase in the S&P 500.

Yes, based on an

equity index
(S&P 500).

Not applicable.

Analysis not
required.

Not applicable.
Analysis not
required.

The embedded put
option is not clearly and
closely related to the
debt host contract
because the payoff is
based on an equity
index.

Debt issued at par is
puttable if the price of
Entity X’s common stock (an
entity unrelated to the
issuer or investor) changes
by at least 20%. If the
investor exercises the put,
the issuer pays an amount
based on the value of

Entity X’s common stock.

Yes, based on an

equity price
(price of

Entity X’s
common stock).

Not applicable.

Analysis not
required.

Not applicable.
Analysis not
required.

The embedded put
option is not clearly and
closely related to the
debt host contract
because the payoff is
indexed to an equity
price.

Debt issued at a slight
discount is puttable if
interest rates move 200
basis points. If the investor
exercises the put, the issuer
pays an amount based on
the S&P 500.

Yes, based on an

equity index
(S&P 500).

Not applicable.

Analysis not
required.

Not applicable.
Analysis not
required.

The embedded put
option is not clearly and
closely related to the
debt host contract
because the payoff is
based on an equity
index.
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INSTRUMENT

Debt issued at a substantial

discount is callable at any
time during its 10-year

term. If the issuer exercises

the call, it pays the debt’s
par value plus any unpaid
and accrued interest.

STEPS 1 AND 2:

INDEXED
PAYOFF?

No.

STEP 3:

SUBSTANTIAL
DISCOUNT OR
PREMIUM?

Yes.

STEP 4:

CONTINGENTLY
EXERCISABLE?

No.

EMBEDDED OPTION
CLEARLY AND CLOSELY

RELATED TO THE DEBT
HOST CONTRACT?

Because the call is solely
based on interest rates,
additional analysis under
ASC 815-15-25-26 is
required (see

Section 3.6.3.2).

Debt issued at par is

puttable at par upon an IPO.

No.

No.

Not applicable.
Analysis not
required.

The embedded put
option is clearly and
closely related to the
debt host contract
because the debt was
not issued at a
substantial discount or
premium (issued at par
and is puttable at par).
ASC 815-15-25-26 does
not apply because the
put is not solely based
on interest rates (it is
also based on a
contingency (the IPO)).

Debt issued at a substantial
discount is puttable at par if

SOFR changes by 150 basis
points.

No. The debt
payoff is not
affected by

changes in SOFR

(instead, it is a
contingency).

Yes.

Yes, contingent
on a SOFR
changing by at
least 150 basis
points.

The put option is not
clearly and closely
related to the debt host
contract because the
debt was issued at a
substantial discount and
the put option is
contingently exercisable.

Debt issued at a substantial

discount is puttable at par
upon a change in control.

No.

Yes.

Yes, contingent
on a change in
control.

The put option is not
clearly and closely
related to the debt host
contract because the put
option is contingently
exercisable and the debt
was issued at a
substantial discount.
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INSTRUMENT

Debt issued with a zero

coupon and at a substantial

discount is callable upon a
change in control. If the
issuer exercises the call, it
pays the accreted value

(computed per amortization
table based on the effective

interest rate method).

STEPS 1 AND 2:

STEP 3:

SUBSTANTIAL
DISCOUNT OR
PREMIUM?

Yes.

STEP 4:

CONTINGENTLY
EXERCISABLE?

Yes, contingent
on a change in
control. But
because the
debt is callable
at accreted
value, the call
option does not
accelerate the
principal
repayment.

EMBEDDED OPTION
CLEARLY AND CLOSELY
RELATED TO THE DEBT
HOST CONTRACT?

The call option is clearly
and closely related to
the debt host contract.
Although the debt was
issued at a substantial
discount and the call
option is contingently
exercisable, the call
option does not
accelerate the principal
repayment because the
debt is callable at the
accreted value.

3.6.3.2 Additional Analysis in ASC 815-15-25-26

FASB REFERENCES

ASC 815-15-25-26, ASC 815-15-25-28, and ASC 815-15-25-38

Noncontingent call and put options that have only interest rates or credit risk underlyings must meet the criteria in
ASC 815-15-25-26 to be considered not clearly and closely related to the debt host contract. The call and put options
meet the criteria (and therefore are not clearly and closely related to the host contract) if the options include a term

that could result in either:

P A settlement in which the holder would not recover substantially all of its initial recorded investment

P A rate of return that is at least double of both:
e The investor’s IRR on the host contract

e The then-current market return for a similar contract that involves a debt with a similar credit quality as the

issuer at inception.

If neither of the two conditions is met, the call or put option is clearly and closely related to the debt host contract
and the entity does not bifurcate the embedded feature from the debt instrument.

ASC 815-15-25-26 does not apply if the embedded derivative has an underlying other than interest rates or credit risk
(for example, a contingency or a stock price index or other non-interest rate index).
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The table summarizes the two conditions and an entity’s considerations when evaluating whether a call or put option is
clearly and closely related to a debt host contract.

CONDITIONS (ASC 815-15-25-26)

CLEARLY AND CLOSELY RELATED

ANALYSIS

CONSIDERATIONS

Step a:

Can the debt be settled in such a
way that the investor (debt
holder) would not recover
substantially all of its initial
recorded investment?

» If the answer is yes, the embedded
feature is not clearly and closely
related to the debt host contract.

» If the answer is no, and Step b is
also not met, the embedded
feature is clearly and closely
related to the debt host contract.

» Consider any possibility (per the

contractual terms) that the
investor’s undiscounted net cash
inflows over the instrument’s life
would not recover substantially all
of its initial recorded investment,
regardless of probability.

This condition does not apply to
put options held by the investor
because the entity cannot compel
the investor into a loss.

Step b:

Is there a possible future interest
rate scenario (however remote)
that the embedded feature:

P Would at least double the
investor’s IRR on the host
contract?

» Would yield a return that is at
least twice the then-current
market return?

This is commonly called the
“double-double test.”

» If the answer is yes, the embedded
feature is not clearly and closely
related to the debt host contract,

» If the answer is no, and Step a is
also not met, the embedded
feature is clearly and closely
related to the debt host contract.

Consider any possibility (even if
remote) that the embedded
feature would double both the
investor’s IRR on the host contract
and the then-current market
return for a contract with the
same terms as the host contract
involving a debtor with a similar
credit quality as the entity at
inception.

P This condition applies only if the

investor has the unilateral ability

to receive the high rate of return,
so it does not apply to call options
held by the issuer.

The tests in ASC 815-15-25-26 do not consider probability. Instead, they consider any mathematical possibilities based
on the contractual terms to determine whether the embedded feature meets the tests.

3.6.3.3 Net Settlement Through Exercise of an Embedded Call or Put Option

FASB REFERENCES

ASC 815-10-15-107 through 15-109

If the embedded call or put feature is not clearly and closely related to the debt host contract and the debt is not
remeasured at fair value, the embedded feature is bifurcated if it would meet the definition of a derivative instrument
if it were freestanding and no scope exception applies. Generally, an embedded call or put feature in a host contract
meets the definition of a derivative instrument because it includes an underlying and a notional amount or payment
provision, requires little or no initial net investment, and meets the net settlement characteristic. Also, no derivative

scope exception typically applies.
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A CALL OR PUT OPTIONS IN A DEBT HOST CONTRACT MEET THE NET SETTLEMENT CHARACTERISTIC

As discussed in Section 3.4.3.3, the debtor’s potential settlement of its obligation to the creditor upon exercising an
embedded call or put option meets the net settlement characteristic of a derivative instrument in ASC 815.

ASC 815-10-15-107 through 15-109 indicate that when an entity (debtor) settles its own debt upon exercise of a call
or a put option, the settlement does not involve the delivery of an asset that is associated with the underlying. Even
if the creditor returns evidence, such as a canceled note payable, to the debtor upon settlement, the conclusion
remains that the settlement does not involve the delivery of an asset. The debtor’s payment to the creditor to
settle the debt obligation is not associated with the underlying because cash paid denominated in the debtor’s
functional currency is not related to any underlying for the embedded call or put option. Because the debtor does
not receive an asset when it settles the debt obligation in conjunction with an exercise of a call or put option and
the creditor does not receive an asset associated with the underlying, the net settlement characteristic in ASC 815
is met. That conclusion is based on the fact that an asset associated with the underlying is not delivered, not on
whether the debt instrument is readily convertible to cash. Consequently, it is irrelevant whether the debt is
publicly traded or not.

Further, we believe a share-settled embedded call or put option in a debt host contract also meets net settlement,
regardless of whether the underlying shares delivered at settlement are readily convertible to cash. That is because
while the settlement involves delivery of an asset (that is, the entity’s shares), the asset is not associated with any
underlying for the embedded call or put option. In that instance, shares are used as a form of currency (a variable
number of shares with a fixed amount) and the total value does not respond to changes in fair value of the
underlying shares.

A call or put option (either cash- or share-settled) in a debt instrument generally meets the definition of a
derivative because it also has the first (see Section 3.4.3.1) and second (see Section 3.4.3.2) characteristics of a
derivative instrument.

The preceding guidance applies only to embedded put and call options in a hybrid instrument that contains a debt
host contract. An entity must not apply that guidance by analogy to embedded options in a hybrid instrument that
does not contain a debt host contract.

BDO INSIGHTS — DERIVATIVE SCOPE EXCEPTION FOR CALL OR PUT OPTIONS IN A DEBT HOST CONTRACT

Typically, there is no derivative scope exception that applies to a cash-settled embedded call or put option on a
debt instrument. The call or put option will typically not meet an exception even if it must or can be settled in
shares (at the entity’s option). That is because the entity will typically not be able to conclude it has sufficient
authorized and unissued shares to satisfy the embedded feature upon settlement because the number of shares that
the entity must issue is unlimited (see Section 4.6.2.3).

If the instrument’s debt host contract is an outstanding share, the embedded feature is analyzed to determine
whether it meets the scope exception in ASC 815-10-15-74(a) (see Example 3-12).

Determining whether an embedded feature meets a derivative scope exception requires the application of
professional judgment based on the facts and circumstances.



ISSUER’S ACCOUNTING FOR COMPLEX FINANCIAL INSTRUMENTS 146

3.6.3.4 Application Examples — Embedded Call and Put

Examples 3-10 through 3-12 illustrate an entity’s analysis of embedded call and put options in a debt host contract.

EXAMPLE 3-10: EMBEDDED CALL AND PUT OPTIONS IN A DEBT HOST CONTRACT
FACTS

Issuer A issues a debt instrument and a warrant to purchase one share of its common stock to a lender for $100,000.
The debt includes the following terms:

P Principal: $100,000

P Maturity date: Principal payable five years after issuance

P Coupon interest rate: 8% per annum, payable monthly
4

Noncontingent call option: Issuer A can call the debt at any time after issuance by paying the principal, unpaid
accrued interest, and a prepayment fee of 2% of the principal

» Noncontingent put option: The lender can put the debt back to Issuer A two years after issuance and require
Issuer A to pay the principal plus unpaid accrued interest

P Events of default put option: If Issuer A violates specified debt covenants, the lender can require Issuer A to pay
the principal and unpaid accrued interest plus 3% of the principal

» Change of control put option: The lender can put the debt back to Issuer A upon a change in control and require
Issuer A to pay the principal, unpaid accrued interest, and 5% of principal.

The warrant is classified in equity based on its terms. Issuer A estimated the fair value of the debt instrument and
the warrant and allocated proceeds between the two financial instruments based on their relative fair values
(595,000 to the debt and $5,000 to the warrants), therefore creating a discount on the debt instrument of $5,000.

Issuer A did not elect to account for the debt under the fair value option.
CONCLUSION

Issuer A’s noncontingent call option, the lender’s noncontingent put option, and the events of default put option
are not bifurcated from the debt instrument. The change in control put option is bifurcated and accounted for
separately as a derivative liability; accordingly, it is initially and subsequently measured at fair value. After
bifurcating the change in control put option, Issuer A accounts for the debt instrument in accordance with other
U.S. GAAP (for example, ASC 470 and ASC 835-30).

ANALYSIS
Issuer A evaluates the embedded redemption features (puts and calls) for bifurcation.

P Are the redemption features not clearly and closely related to the debt host contract?

ISSUER A’S LENDER’S EVENTS OF LENDER’S CHANGE

NONCONTINGENT NONCONTINGENT DEFAULT PUT IN CONTROL PUT
CALL OPTION PUT OPTION OPTION OPTION

Analysis under ASC 815-15-25-42

Step 1: Is the payoff ~ No. The payoff is No. The payoff is No. The payoff is No. The payoff is not

(the amount paid at  not based on not based on not based on based on changes in
settlement) adjusted changes in an index. changes in an index. changes in an an index. Go to
based on changes in Go to Step 3. Go to Step 3. index. Go to Step 3.

an index? If yes, go Step 3.

to Step 2. If no, go to
Step 3.
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ISSUER A’S

NONCONTINGENT

LENDER’S
NONCONTINGENT

EVENTS OF
DEFAULT PUT

LENDER’S CHANGE
IN CONTROL PUT

Step 2: Is the payoff
indexed to an
underlying other
than interest rates or
credit risk? If yes,
the call or put is not
clearly and closely
related to the debt
host contract. If no,
go to Step 3.

CALL OPTION

Not applicable.

PUT OPTION

Not applicable.

OPTION

Not applicable.

OPTION

Not applicable.

Step 3: Does the
debt involve a
substantial premium
or discount? If yes,
go to Step 4. If no,
go to “Additional
Analysis Under

ASC 815-15-25-26.”

No. If settled upon
exercising the call
option, the
instrument involves
a ~7% premium or
discount (payoff of
$102,000 less the
debt’s initial
carrying amount of
$95,000 divided by
$95,000). Go to
“Additional Analysis
Under ASC 815-15-
25-26.”

No. If settled upon
exercising the put
option, the
instrument involves
a ~5% premium or
discount (payoff of
$100,000 less the
debt’s initial
carrying amount of
$95,000 divided by
$95,000). Go to
“Additional Analysis
Under ASC 815-15-
25-26.”

No. If settled when
the events of
default put option
is triggered, the
instrument involves
a ~8% premium or
discount (payoff of
$103,000 less the
debt’s initial
carrying amount of
$95,000 divided by
$95,000). Go to
“Additional
Analysis Under

ASC 815-15-25-26.”

Yes. If settled when
the change in control
put is triggered, the
instrument involves a
~11% premium or
discount (payoff of
$105,000 less the
debt’s initial carrying
amount of $95,000
divided by $95,000).
Go to Step 4.

Step 4: Is the call or
put contingently
exercisable? If yes,
the call or put is not
clearly and closely
related to the debt
host contract. If no,
go to “Additional
Analysis Under

ASC 815-15-25-26.”

Not applicable.

Not applicable.

Not applicable.

Yes. The change in
control put option is
contingently
exercisable. The
change in control put
is not clearly and
closely related to the
debt host contract.

Is the call or put
based solely on
interest rates? If yes,
further analysis is
required under

ASC 815-15-25-26. If
no, the feature is
clearly and closely
related to the debt
host contract.

Yes. The call option
is based solely on
interest rates.
Further analysis is
required.

Yes. The put option
is based solely on
interest rates.
Further analysis is
required.

No. The events of
default put option
is not based solely
on interest rates. It
contains another
underlying, which
is the failure to
comply with debt
covenants. The
feature is clearly
and closely related
to the debt host
contract.

Not applicable.
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ISSUER A’S

NONCONTINGENT

LENDER’S
NONCONTINGENT

EVENTS OF
DEFAULT PUT

LENDER’S CHANGE
IN CONTROL PUT

Additional analysis under ASC 815-15-25-26

CALL OPTION

PUT OPTION OPTION

OPTION

Step a: If the option
is a call, could it
force the debt holder
to settle at less than
substantially all of its
initial recorded
investment? If yes,
the call is not clearly
and closely related
to the debt host
contract. If no, the
call is clearly and
closely related to the
debt host contract.

No. The debt holder
could not be forced
to settle at less
than substantially
all of its initial
recorded
investment. The
payoff of $102,000
is more than the
initial recorded
investment of
$95,000. The call
option is clearly and
closely related to
the debt host
contract.

Not applicable
because the feature
is a put option, not
a call option.

Not applicable.

Not applicable.

Step b: If the option
is a put, could it
force the entity to
pay both twice the
initial return on the
host contract and
twice the market
rate? If yes, the put
is not clearly and
closely related to the
debt host contract. If
no, the put is clearly
and closely related
to the debt host
contract.

Not applicable
because the feature
is a call option, not
a put option.

No. Issuer A could
not be forced to pay
twice the debt’s
IRR. The debt
holder’s IRR on the
debt, without the
put option, is 9.25%.
If the debt is settled
immediately after
the second
anniversary of the
debt issuance, the
debt holder earns a
return of 10.79%,
which is not double
its IRR. The put
option is clearly and
closely related to
the debt host
contract.

Not applicable.

Not applicable.

Are the redemption
features not clearly
and closely related
to the debt host
contract?

The noncontingent
call option is clearly
and closely related
to the debt host
contract.

The lender’s The events of
noncontingent put
option is clearly and
closely related to
the debt host

contract.

is clearly and

the debt host
contract.

default put option

closely related to

The change in
control put option is
not clearly and
closely related to the
debt host contract.
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The noncontingent call option, lender’s noncontingent put option, and events of default put option are clearly and
closely related to the debt host contract and therefore do not meet the criteria for bifurcation from the debt
instrument.

Because the change in control put option is not clearly and closely related to the debt host contract, the following
additional analysis is performed:

P Is the debt instrument not remeasured at fair value through earnings each period?

e The entity did not elect the fair value option and the debt is not required to be remeasured at fair value
through earnings each period.

» Would the change in control put option qualify as a derivative instrument if it were freestanding? If so, does a
derivative scope exception apply?

e Yes, the change in control put option includes at least one underlying (interest rate and occurrence of a
change in control) and notional amount (debt’s face amount), requires little or no initial net investment (see
Section 3.4.3.2), meets net settlement, and no derivative scope exception applies (see Section 3.6.3.3).

Because the change in control put option is not clearly and closely related to the debt host contract, the debt is not
remeasured at fair value, and the change in control put option would be a derivative instrument if it were issued as
a freestanding put option, Issuer A must bifurcate that put option from the debt instrument.

After the embedded change in control put option is bifurcated, the debt instrument is accounted for under other
U.S. GAAP. The bifurcation of the change in control put option creates an additional discount on the debt
instrument, which increases the interest recognized periodically under the effective interest method.

EXAMPLE 3-11: PUT OPTION ON PREFERRED STOCK THAT IS A DEBT HOST
FACTS

Issuer A issues 1,000 shares of redeemable preferred stock for $1 million.

P After five years, the holder can require Issuer A to redeem the shares of preferred stock at the original issue
price plus accrued and unpaid dividends (put option).

P The preferred stock has 8% cumulative dividends. The preferred stock does not have any voting rights.

P Issuer A determines that the redeemable preferred stock is a debt host (that is, the preferred stock is debt-like
(see Section 3.4.1.1)).

CONCLUSION

The put option is not bifurcated from the preferred stock. Issuer A accounts for the preferred stock in accordance
with other U.S. GAAP (for example, ASC 505-10 (see Section 6.3.3) or ASC 480-10-S99-3A (see Chapter 5)).

ANALYSIS
Issuer A evaluates the put option for bifurcation.

P Is the put option not clearly and closely related to the debt host contract?

e Step 1: Is the payoff (the amount paid at settlement) adjusted based on changes in an index? If yes, go to
Step 2. If no, go to Step 3.

- No, the payoff is not based on changes in an index.

e Step 2: Is the payoff indexed to an underlying other than interest rates or credit risk? If yes, the put is not
clearly and closely related to the debt host contract. If no, go to Step 3.

- Not applicable because the payoff is not based on changes in an index.

o Step 3: Does the preferred stock involve a substantial premium or discount? If yes, go to Step 4. If no, go to
“Additional Analysis Under ASC 815-15-25-26.”

- No, the preferred stock does not involve a substantial premium or discount. The repayment amount upon
exercise of the put option is the original issue price plus accrued and unpaid dividends. See additional
analysis below.
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e Step 4: Is the put contingently exercisable?

- No, the put option is not contingently exercisable. Further, this step does not apply because the preferred
stock does not involve a substantial premium or discount.

Because the put option does not have an underlying other than interest rate (that is, the dividend rate), Issuer A
performs the following additional analysis:

e Step a: Could the preferred stockholder be forced to settle at less than substantially all of its initial recorded
investment?

- Not applicable to a put option because it could not force the holder to accept settlement that is less than
substantially all of its initial recorded investment.

e Step b: Could the entity be forced to pay both twice the initial return on the host contract and twice the
market rate?

- No, exercising the holder’s put option cannot double the host contract’s IRR because no term adjusts the
instrument’s yield (dividends).

The put option is clearly and closely related to the debt host contract and therefore does not meet the criteria for
bifurcation.

EXAMPLE 3-12: CONVERTIBLE PREFERRED STOCK THAT IS A DEBT HOST AND WITH REDEMPTION FEATURE
INDEXED TO STOCK PRICE

FACTS
Issuer A issues 1,000 shares of preferred stock for $10 per share.
P Each share of preferred stock is convertible into one share of common stock at any time at the holder’s option

(conversion option).

P Issuer A must redeem the shares of preferred stock in cash when a change in control occurs (contingent
redemption feature). The redemption price is equal to the stock’s conversion value (that is, the fair value of the
underlying shares of common stock at the time of redemption).

The preferred stock has 8% cumulative dividends.
The preferred stock does not have any voting rights.
Issuer A is a privately held entity.

Issuer A determines that the convertible preferred stock has a debt host contract (that is, the preferred stock is
debt-like (see Section 3.4.1.1)).

vVVvVVYyYw

CONCLUSION

Issuer A does not bifurcate the conversion option from the preferred stock. It bifurcates the contingent redemption
feature as a derivative liability, initially and subsequently measured at fair value, with fair value changes
recognized in earnings. After bifurcating the contingent redemption feature, Issuer A accounts for the preferred
stock in accordance with other U.S. GAAP (for example, ASC 505-10 (see Section 6.3.3) or ASC 480-10-599-3A (see
Chapter 5)).

ANALYSIS

Issuer A evaluates the following embedded features for bifurcation: a conversion option and a contingent
redemption feature that adjusts the redemption payment based on Issuer A’s stock price.

P Are the embedded features not clearly and closely related to the debt host contract?

e The conversion feature has economics and risks characteristics of an equity instrument; therefore, it is not
clearly and closely related to the debt host contract (that is, the preferred stock with debt-like
characteristics).

e The contingent redemption feature includes an equity-indexed payment; therefore, it is not clearly and
closely related to the debt host contract.
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- Step 1: Is the payoff (the amount paid at settlement) adjusted based on changes in an index? If yes, go to
Step 2. If no, go to Step 3.

o Yes, the payoff is potentially based on changes in Issuer A’s stock price.

- Step 2: Is the payoff indexed to an underlying other than interest rates or credit risk? If yes, the call or put
is not clearly and closely related to the instrument. If no, go to Step 3.

o Yes, the payoff is indexed to an underlying other than interest rates or credit risk because it is indexed
to Issuer A’s stock price.

o The redemption feature is not clearly and closely related to the debt host contract. Therefore, Steps 3
and 4 do not apply.

P Is the preferred stock not remeasured at fair value through earnings each period?

e The preferred stock is not remeasured at fair value through earnings each period, and Issuer A cannot elect
the fair value option for the preferred stock (see Section 3.4.2.1).

» Would the embedded features qualify as a derivative instrument if they were freestanding?

e The conversion option does not meet the definition of a derivative instrument. That is because it does not
meet the net settlement characteristic because Issuer A’s common and preferred shares are not publicly
traded. Also, the conversion option cannot be net settled under the contract terms because Issuer A must
deliver the full stated number of common shares in exchange for the full stated number of preferred shares
upon conversion (that is, physical settlement).

e The contingent redemption feature has an underlying (interest rate, stock price, and change in control) and
notional amount (see Section 3.4.3.1), requires no initial net investment (see Section 3.4.3.2), and meets net
settlement under the contract terms because neither party must deliver an asset associated with the
underlying (see Section 3.4.3.3).

P Does a derivative scope exception apply?

e Not applicable for the conversion option because it does not meet the definition of a derivative instrument.
If, in an alternative fact pattern, the conversion option meets the definition of a derivative instrument,
Issuer A would analyze whether the conversion option meets the scope exception in ASC 815-10-15-74(a) (see
Section 3.6.1.1).

e For the contingent redemption feature, no exception from derivative accounting applies because the
redemption feature would not be classified in Issuer A’s stockholders’ equity if it were freestanding because it
is net cash settled.

The conversion option is not bifurcated because it does not meet the definition of a derivative instrument. The
contingent redemption feature must be bifurcated and separately accounted for as a derivative liability because it
is not clearly and closely related to the debt host contract, the preferred stock is not remeasured at fair value, and
it would meet the definition of a derivative instrument if it were freestanding. Also, no derivative scope exception
applies.

3.6.4 Term-Extending Options

FASB REFERENCES

ASC 815-15-25-44

A debt instrument may include a feature that significantly extends the debt’s remaining term to maturity
automatically, when specific events or conditions occur, or at the election of one of the parties. That term-extending
feature is clearly and closely related to a debt host contract (and therefore not bifurcated from the debt instrument)
only if both the following criteria are met:

P The interest rate concurrently resets to the approximate current market rate for the extended term
P The debt instrument initially involved no significant discount.
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If neither or only one criterion is met, the term-extending feature is not clearly and closely related to the debt host
contract and the entity must bifurcate it from the debt instrument if it meets the other bifurcation criteria.

Unless the entity remeasures the debt instrument at fair value (see Section 3.4.2), the entity must evaluate whether
the term-extending feature would meet the definition of a derivative instrument if it were freestanding. Typically, the
term-extending feature meets the first two characteristics of a derivative instrument (see Sections 3.4.3.1

and 3.4.3.2), so the focus of the analysis is whether it meets the net settlement characteristic (see Section 3.4.3.3).

Generally, a term-extending feature does not meet the net settlement characteristic if the underlying debt instrument
does not publicly trade in an active market. In that case, the feature is not bifurcated from the debt instrument.

Conversely, a term-extending feature meets the net settlement characteristic if the underlying debt instrument
publicly trades in an active market that can rapidly absorb the debt instrument without significantly affecting the
trading price. If the term-extending feature meets all the characteristics of a derivative instrument, the entity must
assess whether it qualifies for a derivative scope exception. If so, the entity does not separate the embedded feature
from the debt host contract. If no derivative scope exception applies, the entity must bifurcate the embedded feature
from the debt instrument and account for it separately as a derivative instrument at fair value, with changes in fair
value recognized in earnings.

BDO INSIGHTS — APPLYING THE LOAN COMMITMENT SCOPE EXCEPTION TO TERM-EXTENDING OPTIONS

If a term-extending option meets the criteria for bifurcation, an entity must evaluate whether any derivative scope
exceptions apply. We believe a term-extending option that allows the issuer to extend the debt’s term is analogous
to a term loan commitment, so the entity may apply by analogy the scope exception discussed in Section 3.2.3.2.
However, that exception does not apply if the lender holds the option to extend the debt’s term.

Determining whether an embedded derivative qualifies for a derivative scope exception requires the application of
professional judgment based on the facts and circumstances.

EXAMPLE 3-13: TERM-EXTENDING OPTIONS
FACTS

Issuer A issues a note at par with an interest rate of 10% per year. The note matures on the four-year anniversary
from the issuance date and allows Issuer A to extend the debt’s term for another two years after the original
maturity date. If exercised, the interest rate resets to the then-current market rate.

CONCLUSION

The term-extending option is not bifurcated from the debt instrument.
ANALYSIS

Issuer A evaluates the term-extending option for bifurcation.

P Is the term-extending option not clearly and closely related to the debt host contract?

e Two criteria must be met for the term-extending option to be clearly and closely related to the debt host
contract: The interest rate must reset to market and the debt instrument must not contain a significant
discount. The note’s interest rate resets upon exercising the term-extending option, and the note was not
issued at a discount. Therefore, the term-extending option is clearly and closely related to the debt host
contract and is not bifurcated from the debt instrument.
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3.6.5 Embedded Loan Commitments

FASB REFERENCES

ASC 815-10-15-69

An entity may enter a debt arrangement, giving it access to funds by issuing debt on future date(s) (for example, a line
of credit, a delayed draw facility, or a tranche debt issuance). That arrangement typically involves issuing multiple
financial instruments or components at contract inception — an initially drawn debt instrument and a loan
commitment. In that case, an entity must assess whether the loan commitment is freestanding or embedded in the
debt instrument (see Section 3.2.3.2).

If the loan commitment is embedded in the debt instrument, the entity must assess whether that embedded feature
meets the criteria for bifurcation (see Section 3.4). Typically, a commitment to issue loans with the same debt terms
has economic characteristics and risks that are clearly and closely related to a debt host contract. In that case, the
entity does not bifurcate the loan commitment from the debt instrument.

However, if the embedded loan commitment is not clearly and closely related to the debt host contract (for example,
the loan commitment relates to issuance of additional debt and warrants) and the debt instrument is not remeasured
at fair value (see Section 3.4.2), the entity must evaluate whether the embedded loan commitment would meet the
definition of a derivative instrument if it were freestanding. Typically, the embedded loan commitment meets the first
two characteristics of a derivative instrument (see Sections 3.4.3.1 and 3.4.3.2), so the focus of the analysis is whether
the embedded feature meets the net settlement characteristic (see Section 3.4.3.3).

Generally, an embedded loan commitment does not meet the net settlement characteristic if the underlying debt
instrument does not publicly trade in an active market. In that case, the entity does not bifurcate the embedded
feature.

Conversely, an embedded loan commitment meets the net settlement characteristic if the underlying debt instrument
publicly trades in an active market that can rapidly absorb the debt instrument without significantly affecting the
trading price. If the embedded loan commitment meets all the characteristics of a derivative instrument, the entity
must assess whether it qualifies for a derivative scope exception. If so, the entity does not separate the embedded
feature from the debt host contract. If no derivative scope exception applies, the entity must bifurcate the embedded
feature from the debt instrument and account for it separately as a derivative instrument at fair value, with changes in
fair value recognized in earnings.

A APPLYING THE LOAN COMMITMENT EXCEPTION TO EMBEDDED LOAN COMMITMENTS

Loan commitments allowing a potential borrower to originate a loan are exempt from derivative accounting. The
exception, however, does not apply if the lender holds the option to require the entity (the borrower) to issue
additional debt (that is, the entity has an obligation, not a right, to issue additional debt).
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BDO INSIGHTS — PAID-IN-KIND INTEREST

Some loans include PIK interest, which either requires or allows adding the accrued interest to the principal.
Because that feature is essentially a future commitment to increase debt, we believe it is similar to and may be
evaluated like an embedded loan commitment in determining whether the PIK interest feature must be bifurcated
from the debt instrument. An entity must apply professional judgment to determine whether that is an appropriate
approach based on the facts and circumstances.

By analogy to embedded loan commitments, we believe PIK interests would not be bifurcated if any of the
following are met:

P The PIK interest is clearly and closely related to the debt instrument.

P The debt instrument is remeasured at fair value.

P The net settlement characteristic is not met (such as when the debt instrument is not publicly traded).

P The derivative scope exception on loan commitments is met (the entity can elect to pay interest in kind).

3.6.6 Credit-Sensitive Payments

FASB REFERENCES

ASC 815-15-25-46 through 25-47

Features related to the entity’s (borrower’s) creditworthiness are clearly and closely related to the interest rate on a
debt instrument. Therefore, when a debt instrument resets interest rates in any of the circumstances described below,
the related embedded feature is considered clearly and closely related to the debt host contract.

P The entity defaults (such as violation of a credit-risk related covenant).

P The entity’s published credit rating changes.

P The entity’s creditworthiness changes, as indicated by a change in its credit spread over U.S. Treasury bonds.

A feature in a debt instrument that incorporates a credit risk exposure other than those arising from the entity’s

creditworthiness (for example, payments based on an event of default or creditworthiness of a third party) is not
clearly and closely related to the debt host contract.

A AN EVENT OF DEFAULT MAY NOT ALWAYS RELATE TO THE ENTITY’S CREDITWORTHINESS

Debt instruments often include terms that require an entity to pay more interest upon an event of default. If the
increased interest upon event of default relates to the entity’s creditworthiness (for example, when the entity does
not make timely payments), the contingent interest feature is clearly and closely related to the debt host contract.

Conversely, if the increased interest upon an event of default does not relate to the entity’s creditworthiness (for
example, it requires additional interest upon a change in control), the contingent interest feature is not clearly and
closely related to the debt host contract.

An entity must evaluate the provisions in the debt agreement to determine how the contract defines an event of
default and whether any of those events are not related to the entity’s creditworthiness.

If the credit-sensitive payments are not clearly and closely related to the debt host contract and the debt instrument is
not remeasured at fair value (see Section 3.4.2), the entity must evaluate whether the embedded feature would meet
the definition of a derivative instrument if it were freestanding. Typically, credit-sensitive payments meet the first two
characteristics of a derivative instrument (see Sections 3.4.3.1 and 3.4.3.2), so the focus of the analysis is whether it
meets the net settlement characteristic (see Section 3.4.3.3).



ISSUER’S ACCOUNTING FOR COMPLEX FINANCIAL INSTRUMENTS 155

Generally, a credit-sensitive payment feature meets net settlement under the contract terms because neither party is
required to deliver an asset associated with the underlying (such as an interest-bearing security). At settlement, cash is
delivered; however, it is not an asset associated with the underlying (see Section 3.4.3.3). Also, generally, no
derivative scope exception applies, so the entity must bifurcate the embedded feature from the debt instrument and
account for it separately as a derivative instrument at fair value, with changes in fair value recognized in earnings.

3.6.7 Equity-Indexed Payments

FASB REFERENCES

ASC 815-15-25-49

An entity may issue a debt instrument in which the principal or the interest payments adjust based on an equity price
or index. The changes in fair value of an equity interest (whether based on a specified common stock or an index based
on a basket of equity instruments, such as the S&P 500, NASDAQ, or the Dow Jones Industrial Average) is not clearly
and closely related to the interest yield on a debt instrument.

Unless the entity remeasures the debt instrument at fair value (see Section 3.4.2), the entity must evaluate whether
the equity-indexed feature would meet the definition of a derivative instrument if it were freestanding. Typically, the
equity-indexed feature meets the first two characteristics of a derivative instrument (see Sections 3.4.3.1

and 3.4.3.2), so the focus of the analysis is whether it meets the net settlement characteristic (see Section 3.4.3.3).

Generally, an equity-indexed feature meets the net settlement characteristic because neither party is required to
deliver an asset associated with the underlying (such as the underlying shares). At settlement, cash is delivered;
however, it is not an asset associated with the underlying (see Section 3.4.3.3).

If the equity-indexed feature meets all the characteristics of a derivative instrument, the entity must assess whether it
qualifies for a derivative scope exception. If the referenced equity is other than the entity’s (issuer’s) equity, the
scope exception in ASC 815-10-15-74(a) does not apply. Further, even if the referenced equity is the entity’s equity,
that feature would generally not meet the scope exception in ASC 815-10-15-74(a) because its exercise requires net
cash settlement (the analysis would be different if the embedded feature is a conversion feature (see

Section 3.6.1.1)). Accordingly, generally, no derivative scope exception applies to embedded equity-indexed
derivatives, so the entity must bifurcate and account for them separately at fair value, with changes in fair value
recognized in earnings.

3.6.8 Exchange Features

FASB REFERENCES

ASC 470-20-599-1

A debt instrument may require or allow settlement in a fixed number of shares of a third party (unrelated to the
entity), which is referred to as “exchangeable debt.” It differs from convertible debt (see Section 3.6.1) because it is
not convertible into the entity’s own shares, as discussed by the SEC staff and excerpted below.
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Pa
I  SEC STAFF GUIDANCE

Comments Made by SEC Observer at Emerging Issues Task Force (EITF)
SEC Observer Comment: Debt Exchangeable for the Stock of Another Entity

An issue has been discussed involving an enterprise that holds investments in common stock of
other enterprises and issues debt securities that permit the holder to acquire a fixed number of
shares of such common stock. These types of transactions are commonly affected through the
sale of either debt with detachable warrants that can be exchanged for the stock investment or
debt without detachable warrants (the debt itself must be exchanged for the stock investment -
also referred to as "exchangeable” debt). Those debt issues differ from traditional warrants or
convertible instruments because the traditional instruments involve exchanges for the equity
securities of the issuer. There have been questions as to whether the exchangeable debt should
be treated similar to traditional convertibles as specified in Subtopic 470-20 or whether the
transaction requires separate accounting for the exchangeability feature. The SEC staff believes
that Subtopic 470-20 does not apply to the accounting for debt that is exchangeable for the
stock of another entity and therefore separation of the debt element and exchangeability
feature is required.

An exchange feature is not clearly and closely related to a debt host contract because the changes in fair value of
third-party stock is not clearly and closely related to the interest rate on a debt instrument. Therefore, unless the
entity remeasures the debt instrument at fair value (see Section 3.4.2), the entity must evaluate whether the
embedded exchange feature would meet the definition of a derivative instrument if it were freestanding. Typically,
the exchange feature meets the first two characteristics of a derivative instrument (see Sections 3.4.3.1 and 3.4.3.2),
so the focus of the analysis is whether it meets the net settlement characteristic (see Section 3.4.3.3).

The exchange feature meets the net settlement characteristic if the third-party stock publicly trades in an active
market that can rapidly absorb the underlying shares without significantly affecting the stock price. Further, no
derivative scope exception applies to that exchange feature. Specifically, ASC 815-10-15-74(a) does not apply because
the exchange feature is indexed to a third-party stock and not the entity’s own stock. In that case, the entity must
bifurcate the embedded feature from the debt instrument and account for it separately as a derivative instrument at
fair value, with changes in fair value recognized in earnings.

However, if the debt instrument is exchangeable for a fixed number of shares of an entity’s consolidated subsidiary,
the entity (parent) analyzes the feature as a conversion feature, as long as the subsidiary is a substantive entity (see
Section 3.6.1).

3.6.9 Inflation-Indexed Interest Payments

FASB REFERENCES

ASC 815-15-25-50

An entity may issue a debt instrument in which the principal or interest payments adjust based on an inflation rate or
index (such as the consumer price index (CPl)). An inflation-indexed feature is clearly and closely related to the debt
host contract if the indexed payments are based on the inflation rates of the economic environment in which the debt
instrument is denominated and they do not include leverage. In that case, the entity does not bifurcate the embedded
feature from the debt instrument.

If the embedded inflation-indexed feature is not clearly and closely related to the debt host contract (for example, the
payments are indexed to the inflation rate of economic environments other than the denominated currency of the debt
instrument or the feature includes leverage; for example, two times CPI) and the debt instrument is not remeasured at
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fair value (see Section 3.4.2), the entity must evaluate whether the embedded feature would meet the definition of a
derivative instrument if it were freestanding. Typically, the embedded inflation-indexed feature meets the first two
characteristics of a derivative instrument (see Sections 3.4.3.1 and 3.4.3.2), so the focus of the analysis is whether it
meets the net settlement characteristic (see Section 3.4.3.3).

Generally, an embedded inflation-indexed feature meets net settlement under the contract terms because neither
party is required to deliver an asset associated with the underlying (such as another debt security). At settlement, cash
is delivered; however, it is not an asset associated with the underlying (see Section 3.4.3.3). Also, generally, no
derivative scope exception applies, so the entity must bifurcate the embedded feature from the debt instrument and
account for it separately as a derivative instrument at fair value, with changes in fair value recognized in earnings.

3.6.10 Foreign Currency Options

E| FASB REFERENCES

ASC 815-15-15-5 and ASC 815-15-55-209 through 55-212

ASC 815-15 provides an exception for some foreign currency transactions. As discussed in Section 3.2.3.4, unsettled

foreign currency transactions, including financial instruments, do not contain an embedded foreign currency derivative

if all the following criteria are met:

» They are monetary items.

P They have their principal payments, interest payments, or both denominated in a foreign currency.

P They are subject to the requirements in ASC 830-20 to recognize any foreign currency transaction gain or loss in
earnings.

The following examples illustrate how the scope exception applies to a debt instrument with foreign currency
components.

A dual currency bond that requires principal repayment denominated in U.S. dollars

(which is the borrower's functional currency) and periodic interest payments
denominated in a foreign currency meets the scope exception.
! Because the transaction (bond) is a monetary item with periodic interest payments
SevIRO eSO RSl denominated in a foreign currency and is subject to ASC 830 with the foreign currency

cleele iRV S NORCEIVIN o 2ins or losses recognized in earnings, the instrument meets the exception in ASC 815-15-
15-5.

A loan in U.S. dollars (which is the borrower’s functional currency) in which the borrower
has the option to repay the loan in U.S. dollars or a fixed amount of a specified foreign
currency does not meet the scope exception.

Because the borrower has the option to repay the loan in U.S. dollars or a fixed amount
in a specified foreign currency (that is, a foreign currency option embedded in a
Scope exception not functional-currency denominated debt host), ASC 815-15-15-5 does not apply. The
met — evaluate under foreign currency option also is not clearly and closely related to the debt host contract
ASC 815 and would meet the definition of a derivative instrument if it were freestanding.
Therefore, unless the debt is remeasured at fair value, the foreign currency option meets
the criteria for bifurcation and must be separated from the debt host contract and
accounted for in accordance with ASC 815.
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3.6.11 Other Indexed Interest or Principal Payments

FASB REFERENCES

ASC 815-10-15-59(b), ASC 815-10-15-59(d), ASC 815-15-25-48, and ASC 815-15-55-10

Features in a debt instrument that adjust principal or interest payments based on a commaodity price (such as the price
of gold, wheat, or corn) are not clearly and closely related to a noncommodity host contract. Accordingly, the changes
in fair value of a commodity and the interest rate on a debt instrument are not clearly and closely related. Similarly,
payments indexed to the changes in fair value of nonfinancial assets are not clearly and closely related to the interest
rate on a debt instrument. Unless the entity remeasures the debt instrument at fair value (see Section 3.4.2), the
entity must evaluate whether the embedded indexed payments would meet the definition of a derivative instrument if
they were freestanding.

Typically, those embedded features meet all the characteristics of a derivative instrument (include at least one
underlying, notional amount, or payment provision; require little or no initial net investment; and are net cash-
settled), so the entity must evaluate whether they qualify for a derivative scope exception.

If a derivative scope exception applies, the entity does not bifurcate those embedded features from the debt
instrument. For instance, ASC 815-10-15-59(b) provides a derivative scope exception for nonexchange-traded contracts
with an underlying that is based on the price or value of one of the parties’ nonfinancial assets (see Section 3.2.3). For
that exception to apply, the nonfinancial asset must not be readily convertible to cash, must be unique (that is, not
fungible or interchangeable), and must be owned by the party to the contract that would not benefit from an increase
in the nonfinancial asset’s fair value under the contract.

If no derivative scope exception applies, the entity must bifurcate those embedded features from the debt instrument
and account for them separately at fair value, with changes in fair value recognized in earnings.

Similarly, a debt instrument with interest or principal payments indexed to an entity’s operational measures includes
an embedded feature that is not clearly and closely related to the debt host contract. Typically, that embedded
feature meets the definition of a derivative instrument and whether it qualifies for a derivative scope exception must
be evaluated. ASC 815-10-15-59(d) provides a derivative scope exception for nonexchange-traded contracts with an
underlying that is based on one of the parties’ specified volumes of sales or service revenues (see Section 3.2.3). If
interest or principal payments are indexed to the entity’s revenues (or operating cash flows or EBITDA), the embedded
indexed feature qualifies for a derivative scope exception and is not bifurcated from the debt instrument.

Further, an entity must evaluate any embedded features that adjust the debt’s principal or interest payments based on
events that are not credit risk- or inflation-related for bifurcation because, generally, they are not clearly and closely
related to a debt host contract. An entity must bifurcate those embedded features if the debt instrument is not
remeasured at fair value and the features would be a derivative instrument if they were freestanding, and no
derivative scope exception applies.

3.7 INITIAL RECOGNITION, SUBSEQUENT MEASUREMENT, AND REASSESSMENT

Freestanding financial instruments that are derivatives in their entirety are accounted for as assets or liabilities under
ASC 815-10 and are remeasured at fair value, with changes in fair value recognized in earnings (unless the instrument
qualifies and is designated as a hedging instrument, in which case some or all of the changes in fair value are
recognized in other comprehensive income).

For hybrid instruments, an entity evaluates embedded derivatives under ASC 815-15 to determine whether to account
for them separately as derivative liabilities (or derivative assets in some cases). A bifurcated embedded derivative is
accounted for separately from the host contract and initially and subsequently measured at fair value, with changes in
fair value recognized in earnings (see Sections 3.7.1.1 and 3.7.2). The host contract, after bifurcating the embedded
derivative, is accounted for under other U.S. GAAP (see Sections 3.7.1.2 and 3.7.2).

If the entity must bifurcate an embedded derivative but elects the fair value option, or the practicability exception
applies (which is not common in practice), it does not separate the embedded derivative from the host contract and
instead recognizes the entire hybrid instrument at fair value (see Section 3.7.1).
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If the embedded derivatives do not require bifurcation, the entity accounts for the entire hybrid instrument under
other U.S. GAAP (see Sections 3.7.1.3 and 3.7.2).

Some bifurcation criteria are continually reassessed to determine whether the bifurcated embedded derivative must
continue to be bifurcated. Similarly, a nonbifurcated embedded derivative may subsequently meet the criteria for
bifurcation (see Section 3.7.3).

3.7.1 Initial Measurement

FASB REFERENCES

ASC 815-10-25-1 and ASC 815-15-30-1 through 30-2

The table summarizes the initial measurement for the hybrid instrument, host contract, and bifurcated embedded
derivative.

HYBRID INSTRUMENTS WITH HYBRID INSTRUMENTS WITH HYBRID INSTRUMENTS WITH
EMBEDDED DERIVATIVES THAT ARE EMBEDDED DERIVATIVES THAT EMBEDDED DERIVATIVES THAT DO
BIFURCATED REQUIRE BIFURCATION BUT ARE NOT REQUIRE BIFURCATION

NOT BIFURCATED (HYBRID
INSTRUMENTS ACCOUNTED FOR AT

FAIR VALUE)

» Recognize the bifurcated » Measure the entire instrument » Determine the hybrid
embedded derivative at fair value initially at fair value if either: instrument’s initial carrying
(see Section 3.7.1.1) o Fair value option is elected amount based on allocated

> Recognize the host contract at proceeds (see Section 3.7.1.3)

An entity cannot reliabl
initial carrying amount, which is * identify);nd measure th¥e » Account for the entire hybrid

the difference between the At instrument under other U.S. GAAP
proceeds allocated to the hybrid embedded derivative (for example, ASC 470, ASC 480,
instrument and the embedded ASC 480-10-599-3A, or ASC 505).
derivative’s initial fair value (see

Section 3.7.1.2)

BDO INSIGHTS — BALANCE SHEET PRESENTATION OF BIFURCATED DERIVATIVES
We believe entities should present the host contract and the bifurcated embedded derivative on the balance sheet
as follows:

P If the host contract is classified as permanent or temporary equity, present the bifurcated embedded derivative
separately from the host contract.

P If the host contract is classified as an asset or liability, present the bifurcated embedded derivative either
separately from or together with the host contract. The entity must apply its elected policy consistently.
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3.7.1.1 Hybrid Instruments With Bifurcated Embedded Derivatives — Initial Measurement of Bifurcated Embedded
Derivatives

FASB REFERENCES

ASC 815-10-25-1, ASC 815-10-30-1, ASC 815-15-25-7 through 25-10, ASC 815-15-30-3 through 30-4, and ASC 815-15-
30-6

An entity recognizes bifurcated embedded derivatives as either assets or liabilities (depending on the contractual rights
or obligations) initially at fair value. The bifurcated embedded derivative’s fair value must reflect all its relevant
features.

When more than one embedded feature requires bifurcation, the entity combines them as one compound embedded
derivative to be bifurcated from the hybrid instrument. The entity cannot separate the compound embedded
derivative into components based on different risks (for example, changes in stock price and exchange rate) or
different optionality. Any embedded features that are clearly and closely related to the host contract are not
bifurcated or included in the compound derivative.

The method for separating an embedded derivative from the host contract depends on whether the embedded
derivative is option-based or non-option based (for example, a forward or swap), as summarized in the following table.

SEPARATING AN OPTION-BASED EMBEDDED SEPARATING A NON-OPTION EMBEDDED DERIVATIVE
DERIVATIVE

An entity measures the fair value of an option-based An entity measures the fair value of a non-option
derivative based on the instrument’s stated terms. In embedded derivative using the terms that would result in
other words, the terms are not adjusted to result in the embedded derivative’s fair value generally being zero
the embedded derivative being at the money at at inception.

inception. As a result, the embedded derivative may
have an exercise price that differs from the market
price of the asset associated with the underlying.

If the non-option embedded derivative has off-market
terms at inception, that amount should be quantified and
allocated to the host contract because it effectively
represents a borrowing. Often, adjusting the contractually
stated forward price to align with the market when
separating the embedded derivative from the host contract
results in the embedded derivative having a fair value of
zero at inception. The entity must not create artificial
terms to introduce leverage, asymmetry, or some other risk
exposure not already present in the hybrid instrument.

ASC 815 discusses two examples of non-option-based
embedded derivatives:

» Example 16, Cases A and B in ASC 815-10-55 on prepaid
interest rate swaps

» Example 12 in ASC 815-15-55 for a note with an equity-
based embedded derivative
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3.7.1.2 Hybrid Instruments With Bifurcated Embedded Derivatives — Initial Measurement of the Host Contract

FASB REFERENCES

ASC 815-15-30-2

If an entity issues a hybrid instrument with other financial instruments in a basket transaction, the entity must first
allocate the transaction proceeds among those instruments (see Section 2.8.2).

If the hybrid instrument has embedded derivatives requiring bifurcation, the bifurcated embedded derivative is
recognized at fair value, and the difference between the proceeds allocated to the hybrid instrument and the fair
value of the bifurcated embedded derivative is recognized as the host contract’s initial carrying amount. The graphic
summarizes those steps.

Step a: Allocate the
proceeds among the
freestanding financial
instruments issued, if
applicable (see
Section 2.8.2).

Step 3: Allocate the
remaining proceeds
to any remaining
instruments on a
residual or relative
fair value basis.

Step 1: Determine Step 2: Recognize at
the subsequent fair value financial

measurement model instruments that
for each financial must be remeasured
instrument issued. at fair value.

Step b: Allocate the » Recognize the bifurcated embedded derivative at fair value.

proceeds between the » Allocate the difference between the proceeds allocated to the hybrid instrument

bifurcated derivative and and the bifurcated embedded derivative’s fair value to the host contract.
the host contract.

BDO INSIGHTS — ALLOCATION APPROACH INVOLVING HYBRID INSTRUMENTS

In practice, proceeds received in financing transactions are allocated to the freestanding instruments (see
Section 2.8.2) before evaluating hybrid instruments for bifurcation of embedded derivatives.

Once proceeds have been allocated to freestanding instruments, each instrument must be analyzed to determine
whether any embedded derivatives require bifurcation.
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EXAMPLE 3-14: HYBRID INSTRUMENT HAS A BIFURCATED DERIVATIVE AND IS ISSUED WITH WARRANTS THAT ARE
LIABILITY CLASSIFIED

FACTS

Issuer A issues $1,000 of convertible debt and 1,000 detachable warrants to purchase its common stock for $1,000 of
cash proceeds. The debt’s conversion option meets the criteria for bifurcation, does not meet a derivative scope
exception, and has a fair value of $450. The debt is measured at amortized cost under ASC 470-20. The warrants are
classified as liabilities under ASC 480 and have a fair value of $200. (For simplicity, this example ignores transaction
costs and taxes.)

CONCLUSION AND ANALYSIS

P Step a: Allocate the proceeds among the freestanding financial instruments issued (see Section 2.8.2).

e Step 1: Determine the subsequent measurement model for each financial instrument issued.
- The subsequent measurement model for the convertible debt is amortized cost (see Section 6.2.2.1).
- The subsequent measurement model for the warrants is fair value (see Section 2.8.1).

e Step 2: Recognize at fair value financial instruments that must be remeasured at fair value.
- Because the warrants are subsequently measured at fair value, they are initially recognized at their fair

value of $200.
e Step 3: Allocate the remaining proceeds to any remaining instruments.

- The remaining proceeds of $800 (51,000 - $200) are allocated to the convertible debt (the hybrid
instrument).

P Step b: Allocate the proceeds between the bifurcated embedded derivative and the host contract.
e The bifurcated embedded derivative is recognized at its fair value of $450.

e The difference between the proceeds allocated to the hybrid instrument ($800) and the bifurcated embedded
derivative’s fair value ($450) is allocated to the host contract by recognizing a contra-liability for the discount
on the convertible debt. Then, the convertible debt is accreted to its par amount of $1,000 through interest
cost using the effective interest method in accordance with ASC 835-30-35. The total discount on the
convertible debt is therefore $650 ($200 + $450).

Issuer A records the following journal entry on the issuance date:

Debit Cash S 1,000
Debit Discount on Convertible Debt 650
Credit Convertible Debt S 1,000
Credit Convertible Debt (Conversion Option Liability)* 450
Credit Warrant Liability 200

* We believe that although an entity bifurcates an embedded conversion option for measurement, it may present
the option on a combined basis with the debt on the balance sheet when both are liabilities.



ISSUER’S ACCOUNTING FOR COMPLEX FINANCIAL INSTRUMENTS 163

3.7.1.3 Hybrid Instruments With No Bifurcated Embedded Derivatives — Initial Measurement of Hybrid Instrument

As discussed in Section 3.7.1.2, if an entity issues a hybrid instrument with other financial instruments in a basket
transaction, the entity must first allocate the transaction proceeds among the instruments issued.

If the hybrid instrument has no bifurcated embedded derivative and is not remeasured at fair value, its initial carrying
amount is the proceeds allocated to the instrument and it is accounted for in accordance with other U.S. GAAP. For
example, if convertible debt has a conversion option that is not bifurcated, it is accounted for in its entirety as a
liability under ASC 470-20.

EXAMPLE 3-15: HYBRID INSTRUMENT HAS NO BIFURCATED DERIVATIVE AND IS ISSUED WITH WARRANTS THAT
ARE LIABILITY CLASSIFIED

FACTS

Issuer A issues $1,000 of convertible debt and 1,000 detachable warrants to purchase its common stock for $1,000
cash proceeds. The convertible debt has no bifurcated embedded derivative and is measured at amortized cost
under ASC 470-20. The warrants are classified as liabilities under ASC 480 and have a fair value of $200. (For
simplicity, this example ignores transaction costs and taxes.)

CONCLUSION AND ANALYSIS

P Step a: Allocate the proceeds among the freestanding financial instruments issued (see Section 2.8.2).
e Step 1: Determine the subsequent measurement model for each financial instrument issued.
- The subsequent measurement model for the convertible debt is amortized cost (see Section 6.2.2.1).
- The subsequent measurement model for the warrants is fair value (see Section 2.8.1).
e Step 2: Recognize at fair value financial instruments that must be remeasured at fair value.

- Because the warrants are subsequently measured at fair value, they are initially recognized at their fair
value of $200.

e Step 3: Allocate the remaining proceeds to any remaining instruments.

- The remaining proceeds of $800 (51,000 - $200) are allocated to the convertible debt by recognizing a
contra-liability for the discount on the convertible debt. Then, the convertible debt is accreted to its par
amount of $1,000 through interest cost using the effective interest method in accordance with ASC 835-30-
35.

P Step b is not applicable because the hybrid instrument has no bifurcated derivative.

Issuer A records the following journal entry on the issuance date:

Debit Cash S 1,000
Debit Discount on Convertible Debt 200
Credit Convertible Debt S 1,000

Credit Warrant Liability 200
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3.7.2 Subsequent Measurement

FASB REFERENCES

ASC 815-10-35-1, ASC 815-15-25-54, ASC 815-15-35-1, ASC 815-15-35-2A, and ASC 825-10-45-5

The table summarizes the subsequent measurement for the hybrid instrument, the host contract, and bifurcated
embedded derivative.

HYBRID HYBRID INSTRUMENTS WITH HYBRID INSTRUMENTS WITH
EMBEDDED DERIVATIVES THAT EMBEDDED DERIVATIVES THAT DO

REQUIRE BIFURCATION BUT ARE NOT NOT REQUIRE BIFURCATION
BIFURCATED (HYBRID INSTRUMENTS
ACCOUNTED FOR AT FAIR VALUE)

» Subsequently measure the » Subsequently measure the entire P Account for the entire
bifurcated embedded instrument at fair value, with fair instrument under other U.S.
derivative at fair value. value changes recognized in GAAP (for example, ASC 470,
host contract based on other e The fair value option is elected ASC 505).

U.S. GAAP (for example,
ASC 470, ASC 480, ASC 480-10-
S99-3A, or ASC 505).

¢ An entity cannot reliably identify
and measure the embedded
derivative.

The entire contract cannot be
designated as a hedging instrument
under ASC 815-20.

* However, for a financial liability
accounted for under the fair value
option, the portion that is due to a
change in the instrument-specific credit
risk is recognized in other
comprehensive income.

Bifurcated embedded derivatives are accounted for in the same way as freestanding derivative instruments and are
measured subsequently at fair value. Changes in fair value are recognized in earnings.

After bifurcating any embedded features, an entity accounts for the host contract (together with any embedded
features that are not bifurcated) based on other U.S. GAAP applicable to the instrument (for example, debt at
amortized cost under ASC 835-30). Similarly, an entity accounts for hybrid instruments with no bifurcated embedded
derivatives in accordance with other U.S. GAAP. For example, convertible debt with a conversion option that does not
require bifurcation is accounted for in its entirety as a liability in accordance with ASC 470-20. Temporary equity (with
or without bifurcated derivatives) is accounted for in accordance with ASC 480-10-599-3A.
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A ACCOUNTING FOR CHANGES IN FAIR VALUE WHEN FAIR VALUE OPTION IS ELECTED

When an entity elects the fair value option for hybrid financial instruments, it remeasures them at fair value —
generally, through earnings.

However, when the fair value option is elected for a financial liability (for example, debt), the entity must
recognize the portion of the total change in fair value that results from a change in the instrument-specific credit
risk separately in other comprehensive income.

The entity may either 1) consider the portion of the total change in fair value, exclusive of the amount caused by a
change in a base market risk (such as a risk-free rate or a benchmark interest rate) as the amount that is due to a
change in the instrument-specific credit risk or 2) use another method it considers to faithfully represent that
amount. The entity must apply its elected method consistently to each financial liability at each reporting period.
