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Notice of Recipients
of This Exposure Draft

As pat of its broad project on financia instruments, the Board is addressing issues
related to digtinguishing between liabilities and equity. Concurrent with the issuance of
this Exposure Draft, the Board has issued an Exposure Draft, Accounting for Financial
Instruments with Characteristics d Liabilities, Equity, or Both. During the ddiberations
that led to that Exposure Draft, the Board decided that certain financid instrument
components embodying obligations that require (or permit a the issuer’s discretion)
stlement by issuance of equity shares should be classfied as liabilities  Those
components would not have been classfied as liabilities under the origind definition of
ligbilities in FASB Concepts Statement No. 6, Elements of Financial Satements This
amendment addresses that incondstency between the decisons reached in the ligbilities
and equity Exposure Draft and the didtinction between liabilities and equity in Concepts
Statement 6.

Issuee The Board has concluded that certain obligations that require (or permit at
the issuer’'s discretion) settlement by issuance of the issuer's equity shares should be
classfied as lidbilities. That concluson necesstates an amendment to the definition of
ligbilities in Concepts Statement 6. Do you agree with the proposed changes to the

definition of ligbilities?
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Summary

FASB Concepts Statement No. 6, Elements of Financial Satements defines

liahilities asfollows:

Liabilities are probable future sacrifices of economic benefits arising
from present obligations of a particular entity to transfer assets or provide
sarvices to other entities in the future as a result of past transactions or
events. [Paragraph 35; footnote references omitted.]

This proposed amendment to Concepts Statement 6 would revise that definition to
ds indude as lidbilities certain obligations that require or permit settlement by issuance

of theissuer’s equity shares and that do not establish an ownership relaionship.
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Proposed Amendment to FASB Concepts Statement No. 6 to Revise the Definition of
Liabilities

an amendment of FASB Concepts Statement No. 6

October 27, 2000

INTRODUCTION AND BACKGROUND INFORMATION

1. FASB Concepts Statement No. 6, Elements of Financial Statements, was issued in
December 1985 and replaced FASB Concepts Statement No. 3, Elements of Financial
Satements of Business Enterprises. Concepts Statement 6 defines 10 eements of
finencd datements 7 dements of financid datements of both busness enterprises and
not-for-profit organizations and 3 dements of financid datements of business enterprises
only.! Included in that set of 10 dements are liabilities and equity (or net assts, in the

case of not-for-profit organizations).

2. As pat of the lidbilities and equity portion of its financid insruments project, the
Board issued an Exposure Draft of a proposed Statement, Accounting for Financial
Instruments with Characteristics of Liabilities, Equity, or Both. During the ddiberations
that led to that Exposure Draft, the Board decided that certain financia instrument
components embodying obligations that require (or permit a the issuer's discretion)
settlement by issuance of equity shares should be classfied as liabilities. This amendment
changes the definition of ligbilities s0 that the definition accommodates those financid

ingrument components.

1The seven elements of financial statements of both business enterprises and not-for-profit organizations are
assets, liabilities, equity (business enterprises) or net assets (not-for-profit organizations), revenues,

expenses, gains, and losses. The three elements of financial statements of business enterprises only are
investments by owners, distributionsto owners, and comprehensive income.
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AMENDMENTSTO CONCEPTSSTATEMENT 6

3.

a

b.

4,

Concepts Statement 6 is amended asfollows:

The following footnote is added to the word assetsin paragraph 35:

*Certan obligations, primarily financid instruments or components of compound
financid indruments, require or permit Settlement by issuance of equity shares
If those financid instrument components edtablish a reationship between the
issuer and the holder that is not an ownership redionship, they are lidilities.
References throughout this Concepts Statement to ligbilities as requiring a
trandfer or sacrifice of asss ds0 indude those limited Studions in which an
obligation that can or must be sdtled by issuance of the reporting entity’s equity
shares does not edtablish an ownership reationship. A finandd ingrument
component establishes an ownership rdationship if it (1) is an outstanding equity
share that is not subject to mandatory redemption provisons or (2) is an
obligation that can or must be settled by issuance of the issuer’s equity shares
and, to the extent the vaue that must be conveyed to the holder of the financid
indrument upon settlement of the obligation a its maturity changes, the change is
atributable to, equd to, and in the same direction as the change in far vaue of
the issuer’ s equity shares.

The following is added to the end of paragraph 196:

Additiondly, certain obligations require or permit settlement by issuance of
equity shares but do not edtablish ownership reationships. In those
circumgances, shares of an entity’s sock are essentialy being used in lieu of
asxts to sHitle an obligation that meets the definition of alidbility.

FASB Statement No. 1XX, Accounting for Financial Instruments with

Characteristics of Liabilities, Equity, or Both, identifies the criteria for determining when

the relationship between the issuer and the holder is not an ownership relationship.

5.

Appendix B to this Statement contains the amended paragraphs of Concepts

Statement 6, marked to show the changes that result from this amendment.
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Appendix A

BASISFOR CONCLUSIONS

6. Paragrgph 35 of Concepts Statement 6 defines liabilities as follows:

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

7. Paagraph 36 of Concepts Statement 6 eaborates on that definition by enumerating

three essentid characteristics of liabilities:

A lidbility has three essentid characteridics: (a) it embodies a present
duty or respongbility to one or more other entities that entals settlement
by probable future transfer or use of assets at a specified or determinable
date, on occurrence of a specified event, or on demand, (b) the duty or
responghbility obligates a paticular entity, leaving it litle or no discretion
to avoid the future sacrifice, and (C) the transaction or other event
obligating the entity has dready happened.

8. Paragraph 49 of Concepts Statement 6 defines equity as “the resdud interes in the
asHs of an entity that remans after deducting its liabilities” Paragraph 60 discusses

equity in more detall:

In a busness enterprise, the equity is the ownership interest. It sems
from ownership rights (or the equivdent) and involves a relaion between
an enterprise and its owners as owners rather than as employees, suppliers,
customers, lenders, or in some other nonowner role. Since equity ranks
after ligbilities as a cdlam to or interest in the assets of the enterprise, it sa
resdud interest: (8) equity is the same as net assets, the difference between
the enterprises assets and its liabilities, and (b) equity is enhanced or
burdened by increases and decreases in net assets from nonowner sources
as well as investments by owners and didtributions to owners.  [Footnote
references omitted.]

9. Obligations that require or permit settlement by issuance of equity shares and that

do not edtablish an ownership relationship have aisen out of recent innovaions in
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finencdd makes  Quesions have aisen as to whether those financid instrument
components are in fact equity. For example, if an entity issues a financid ingrument that
embodies an obligation that requires settlement by issuance of $100,000 worth of equity
shares, should that obligation be classfied as equity? Because of the fixed amount of
vaue that must be conveyed to the holder, the rationship appears to be more &kin to a
debtor-creditor relationship than an ownership raionship. Unlike an owner of the etity,
the holder of the instrument cannot benefit from increases or suffer from decreases in the

far vaue of the entity’ s equity shares.

10. During its ddiberations on the liabilities and equity portion of its project on financid
indruments, the Board consdered and rgected an dternative to resolve the accounting
isues rased by those financid indruments by drict adherence to the conceptud
definitions of liabilities and equity that exised in Concepts Statement 6 before this
amendment. The Board concluded tha application of those definitions to obligations
embedded in financid ingruments relied too heavily on whether the issuer was required to
transfer assts to seitle the obligation.  If the issuer had little or no discretion to avoid a
trandfer of assats to sdtle the obligation, the obligation was dassfied as a liahility.  |If,
however, the issuer could avoid a transfer of assets and could settle the obligation by
issuing equity shares, the obligation was cdlassfied as equity without regard to other
characterigics of the obligation. The Board decided that it was preferable to revise the
definitions and characteridics of ligbilities and equity because of concern that relying
exclusvey on whether an obligation required sdtlement by a transfer of assets might
result in equity classfication for certain obligations a the margin that do not have the

characterigtics of equity described in Concepts Statement 6.
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11. The Boad concluded that a fundamentd basis for determining whether a finandd
indrument component should be classfied as a liability or as equity is the nature of the
relaionship that the component establishes between the issuer and the holder. For most
common types of financid indruments the origind definitions in Concepts Statement 6
aopropriately reflected those relationships. The Board believes, however, that the origina
definitions did not encompass certain financid ingrument components in which the type

of relationship established was akin to a debtor-creditor relationship.

12. Obligations that require settlement by a trandfer of assats meet the origind definition
of ligbilities in Concepts Statement 6. Those obligations are probable future sacrifices of
economic benefits arisng from present obligations to tranfer assets in the future as a
result of past transactions or events. Those obligations will continue to be dassfied as
ligbilities under the amended definition because they provide no bass for establishing an
ownership reationship between the holder and the issuer. Statement 1XX provides
guidance on determining whether an ownership reationship exids. If an ownership

relationship exigts, the instrument should be classfied as equity.
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Appendix B

AMENDED PARAGRAPHS OF CONCEPTSSTATEMENT 6, MARKED TO
SHOW CHANGESTHAT RESULT FROM THISAMENDMENT

13. Paragraph 35 of Concepts Statement 6 is amended to read asfollows:
Liabilities are probable?* future sacrifices of economic benefits arisng from present

obligations®?> of a particular entity to transfer assets® or provide services to other
entitiesin the future as aresult of past transactions or events.

2Iprobable is used with its usual general meaning, rather than in a specific accounting or technical
sense (such as that in Statement 5, par. 3), and refers to that which can reasonably be expected or
believed on the basis of available evidence or logic but is neither certain nor proved (Webster's New
World Dictionary, p. 1132). Itsinclusion in the definition is intended to acknowledge that business
and other economic activities occur in an environment characterized by uncertainty in which few
outcomes are certain (pars. 44—48).

Z20bligations in the definition is broader than legal obligations. It is used with its usual general
meaning to refer to duties imposed legally or socialy; to that which one is bound to do by contract,
promise, moral responsibility, and so forth (\Webster's New World Dictionary, p. 981). It includes
equitable and constructive obligations as well aslegal obligations (pars. 37—-40).

"Certain_obligations, primarily financial _instruments or components of compound financial
instruments, require or permit settlement by issuance of equity shares. If those financial instrument
components_establish_a relationship _between the issuer and the holder that is not an ownership
relationship, they are liabilities. References throughout this Concepts Statement to liabilities as
requiring a transfer or sacrifice of assets also include those limited situations in which an obligation
that can or must be settled by issuance of the reporting entity’s equity shares does not establish an
ownership relationship. A financial instrument component establishes an ownership relationship if it
(1) is an outstanding equity share that is not subject to mandatory redemption provisions or (2) is an
obligation that can or must be settled by issuance of the issuer’s equity shares and, to the extent the
value that must be conveyed to the holder of the financial instrument upon settlement of the
obligation at its maturity changes, the change is attributable to, equal to, and in the same direction as
the change in fair value of the issuer’s equity shares.

14. Paragraph 196 of Concepts Statement 6 is amended to read as follows:

Mog lidbilities presently induded in financid daements qudify as ligbilities under
the definition in paragraph 35 because they require an entity to sacrifice assets in the
future. Thus, accounts and notes payable, wages and saaries payable, long-term
debt, interet and dividends payable, and smilar requirements to pay cash 0
obvioudy qudify as lidbilities that they need no further comment. Respongbilities
such as those to pay pensons, deferred compensation, and taxes and to honor
warranties and guarantees aso crede ligbilities under the definition. That they may
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be saisfied by providing goods or services indead of cash, that their amounts or
times of settlement must be estimated, or that the identity of the specific entities to
whom an entity is obligaied is as yet unknown does not disquaify them under the
definition, dthough some may not be recognized because of uncertanty or
measurement problems (paragraphs 44-48). Additiondly, certain obligations
require_or permit settlement by issuance of equity sares but do not establish
ownership relationships.  In_those circumstances, shares of an entity’s sfock are
essentidly being used in lieu of assets to settle an obligation that meets the
definition of a liability.
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