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New FASB Accounting
Rules on Convertible Debt
Rules on Convertible Debt

Issuers contemplating
contemplating aa financing
fnancing should
guidance affecting
affecting certain convertible
Issuers
should take note of new accounting guidance
securities. Cash-settled
of financing
fnancing for
securities.
Cash-settled convertible
convertible bonds
bonds have
have been
been a popular means
means of
forissuers
issuersbecause
because the
issuance of
of these
these bonds
bonds had
had aaless
lessdilutive
dilutive effect on earnings per share than did the issuance of other securities.
issuance
However, in May
May 2008,
2008, the
the Financial Accounting
Accounting Standards
Standards Board (FASB) issued FASB Staff Position ("FSP")
(“FSP”)
1 which
APB 14-1,
14-1,1
whichrequires
requiresissuers
issuerstotoseparately
separatelyaccount
accountfor
forthe
theliability
liability and
andequity
equity components
components of
of convertible
convertible debt
instruments that
that may
maybe
besettled
settledpartially
partiallyor
orwholly
wholly in
in cash.
cash. The FSP
FSP will
will apply
for fiscal
instruments
apply to
to financial
financial statements
statements for
years beginning
beginning after
after December
December 15,
15,2008
2008and
andinterim
interimperiods
periodswithin
within those
those years.
years. The
The FSP
FSPalso
alsowill
will apply
years
retrospectively for previously existing cash-settled
cash-settledconvertible
convertible debt
debtinstruments,
instruments,but
butititwill
will not apply to
previously issued
instruments previously
issued but that are not outstanding during any fnancial
financialperiod
periodpresented.
presented. As
Aswe
wediscuss
discuss
below,
favor other
below, application
applicationof
ofthis
thisaccounting
accountingstandard
standardmay
maycause
cause issuers
issuers to favor
other securities
securities over
over cash-settled
cash-settled
and financial
fnancial intermediaries
convertible debt instruments, may motivate issuers
issuers and
intermediaries to
to structure
structure convertible
convertible securities
securities
differently, and
catalyst for
for restructuring existing
differently,
and may
may serve
serve as
as a catalyst
existing transactions.
transactions.

Scope
FSP applies
applies to
to convertible
convertible debt
debt that
that may
may be
bepartially
partially or
or wholly
wholly cash-settled
The FSP
cash-settled upon conversion and to
that are
aremandatorily
mandatorily redeemable
redeemablefinancial
fnancial instruments
instrumentsclassified
classifed as
as liabilities
liabilities under
convertible preferred shares
shares that
FASB Statement
settled entirely
entirely in
FASB
Statement No. 150. However,
However,the
the FSP
FSP does not apply to convertible debt that (1) must be settled
shares, (2)
(2) requires
requires or
or allows
allows cash
settlement only
only in
shares,
cash settlement
in certain
certain instances
instances where the holder of
of the
the underlying
underlyingshares
shares
would also
sameform
form of
of consideration for its underlying
settlement for
for
would
also receive the same
underlying shares
shares or (3) only
only permits
permits cash
cash settlement
fractional shares
that would
would otherwise be
be delivered
delivered upon
upon conversion.
conversion. The
also does
doesnot
notaffect
affect instruments
instruments for
for
fractional
shares that
The FSP also
which the
conversion must
must be
beseparately
separatelyaccounted
accountedfor
forasasa aderivative.
derivative.An
Anissuer
issuerinitially
initially must
which
the embedded
embedded conversion
evaluate whether
whetherthe
theconversion
conversionoption
optionisisaaderivative
derivativeliability
liability or
or an
an equity
equity feature.
feature. If
If itit isis the
evaluate
the former,
former, then
then the
the
does not
not apply.
FSP does

Initial Measurement
Recognition and Initial
Measurement
an issuer
issuer must
mustseparately
separatelyaccount
accountfor
forthe
theliability
liability and equity components
of aa convertible
convertible
Under the new rules, an
components of
debt security.
security. The
must value
value the
theliability
liability component by measuring
measuring the
thefair
fair value
value of
of aa similar
similar straight
debt
The issuer must
(nonconvertible) debt security. IfIfthe
theconvertible
convertibledebt
debtsecurity
security contains
contains additional
additional "substantive"
“substantive”embedded
embedded
such as
asput
put and
andcall
call options,
options, the
the issuer
issuer must
must take
take these
theseinto
into account
accountin
in assessing
assessingfair
fairvalue.
value. The issuer
features, such
one the
the exercise
exercise of
of which
which is improbable.
may disregard a non-substantive feature, or one
improbable.

An
compute the
the carrying
carrying amount
amount of
of the
the equity
equity component
component of
of the
the convertible
convertible instrument by deducting
An issuer
issuer must compute
the value
value of
of the
the liability
liability component
component from
fromthe
the initial
initialproceeds
proceeds received
received at
at issuance.
issuance. The equity
equity component should
1

releasemay
maybe
befound
foundat:
at:http://www.fasb.org/pdf/fsp_apb14-1.pdf.
http://www.fasb.org/t)df/fsn anb14-1.ndf.
The adopting release
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be recorded as
as additional
additional paid-in
paid-in capital
capital on
on the
the issuer's
issuer’s balance
balance sheet.
sheet. The
The issuer
issuer then must allocate transaction
costs proportionately
proportionately between
betweenthe
theliability
liability and equity components.
costs
components. This
This new
new bifurcated
bifurcated approach
approach may result in
liability component
the liability
componenthaving
havingaa temporary
temporary basis
basis difference
difference for
for income
income tax
tax purposes.
purposes. The
TheFSP
FSP requires
requires that this
as an
anadjustment
adjustmentto
toadditional
additional paid-in capital.
difference be recorded as

This new accounting approach draws
draws some
some parallels
parallels with
with current tax rules applicable to convertible
as aa response
responsetotoobjections
objectionsthat
thatissuers
issuersmay
maynot
notbe
beable
abletotocomply
comply with
with the new
instruments. Indeed, as
bifurcation
already may
may be
be required
required to
to determine
determine their
their noncovertible
bifurcation rules,
rules, the
the FSP
FSP mentions that issuers already
borrowing
borrowing rate
rate to
to adequately
adequately support their income tax positions. For example, certain convertible debt
instruments containing contingent
contingent interest
interest provisions
provisionsare
are characterized,
characterized, for
for tax
tax purposes,
purposes, as contingent
debt obligations.
obligations. An issuer of a contingent debt
debt obligation
obligation generally is required to compute its
debt
nonconvertible
rate. In
In addition,
nonconvertible borrowing
borrowingrate
rate and
and is
is permitted
permitted an
an income
income tax
tax deduction
deduction based
based on that rate.
issuers of
of other
other convertible
convertible debt
debt securities
securities acquire
acquirecall
call options
options on
on their
their own
own stock
stock concurrent
concurrent with
with
many issuers
the issuance of the securities (sometimes as part of a call
call spread).
spread). Under
Under those
those circumstances, the
convertible debt
convertible
debt security
security and
and the call
call options
options may
may be
be integrated for
for tax
tax purposes,
purposes, resulting,
resulting, the
the FSP
claims, in an overall tax deduction that is similar
similar to
to the
the issuers'
issuers’ nonconvertible
nonconvertible debt
debt borrowing
borrowingrates.
rates.

Subsequent Measurement
Measurement and
andDerecognition
Derecognition
Subsequent
An
life of
An issuer
issuer must amortize
amortize over
over the
the expected life
ofthe
the debt
debt security,
security,using
usingthe
theinterest
interest method,
method, the
the excess
excess of the
initial proceeds
initial fair
initial
proceeds over the initial
fairvalue
valueof
ofthe
thedebt
debtcomponent
component(referred
(referredto
toas
as the
the debt
debt discount)
discount)and
and issuance
issuance
costs. This
expense in
in addition
addition to
costs.
This means
means that
that in
in subsequent
subsequent periods the issuer must recognize non-cash interest expense
cash payments
payments made
madeon
onthe
thedebt
debtsecurity.
security. Because
Because the
the debt
debtdiscount
discount is
is amortized,
amortized, the
the amount
amount of
of interest
the cash
expense reported
reported in
in each
eachsubsequent
subsequentperiod
periodwill
will be
be greater
greater than
than an
anissuer
issuerwould
would have
have previously
previously recognized under
expense
GAAP. InIndetermining
GAAP.
determiningthe
theexpected
expectedlife
lifeofofthe
thedebt
debtsecurity,
security,the
theissuer
issuer should
should ignore
ignore the
the conversion option
option and
and
should consider other substantive prepayment features to ensure
ensure that
that the
the assumptions
assumptions used
usedin
in the
the amortization
amortization
sameas
asthose
thoseused
usedininthe
thevaluation
valuationcalculation.
calculation. As
As long as
as the
the equity
equity component
component qualifies
qualifes as
calculation are the same
as
equity under
equity
under GAAP,
GAAP,subsequent
subsequentmeasurement
measurement is
is unnecessary.
unnecessary.

If an
converted, (2)
(2) paid
paid off,
off or
qualifes as
If
an instrument is (1) converted,
or (3)
(3) modifed
modifiedororexchanged
exchanged in
insuch
such aa way that qualifies
as
GAAP (referred
extinguishment under GAAP
(referred to
to as
as derecognition),
derecognition), the
the issuer
issuer must allocate the consideration to (x) the
extinguishment of the liability
liabilitycomponent
componentand
and (y)
(y)the
the reacquisition
reacquisition of
ofthe
the equity
equitycomponent.
component.

Modifications and
Modifications
and Exchanges
Exchanges
If
modifes or
described above),
above),itit must
must still
still apply
If an
an issuer modifies
orexchanges
exchanges a convertible
convertible debt
debt security
security (other
(other than
than as described
FSP and
andaccount
accountfor
forthe
theliability
liability and equity component
component of
of the security separately.
separately. An
An issuer would be required
the FSP
theexpected
expectedlife
lifeof
ofthe
theconvertible
convertible debt
debtsecurity
security and
andthe
thenew
neweffective
effective interest
interest rate
rateaccording
according to
to GAAP
GAAP
to reassess
reassess the
and continue
continue to amortize the debt
debt discount
discount over the
the new
new expected
expected life
life of the instrument.
and
instrument.
Given the new accounting treatment,
treatment, an
an issuer
issuermay
maylook
look to
to modify
modify the terms of existing convertible
convertible debt
debt securities
securities
interest expenses.
expenses. The
TheFSP
FSPwould
wouldnot
notapply
applyto
tothe
themodified
modified security
security prospectively,
prospectively, however,
however, ifif
to avoid the higher interest
modification occurred
the modification
occurred before
before the
the FSP's
FSP’s effective
effective date,
date, the
the issuer would have to apply the FSP retrospectively
up to the
the modification
modifcation date.
date.
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Disclosures
FSP requires
requires that
that issuers
issuersprovide
provide additional
additional disclosures regarding convertible debt securities, so that
The FSP
will have
understanding of
of the
the terms
terms of
of any
any convertible
convertible debt
debt securities.
securities. The chart below
investors will
have aa better understanding
outlines the required
required disclosures.
disclosures.
As of
of Each
Each Balance
Balance Sheet
Sheet Date:
Date:

As of
of the
the Most
MostRecent
Recent Balance
Balance Sheet
Sheet Date:
Date:

Principalamount
amountof
ofthe
the liability
• Principal
component, its unamortized discount and
its net carrying amount

• Remaining
Remainingperiod
periodover
overwhich
whichany
any discount
discount
the liability
liability component
will be
on the
component will
be
amortized

Carrying amount of the equity component

•

•

Income Statement Period:
Period:

• Effective
interest
liability
Effective
interestrate
rate on
on the liability
for the period
component for

• Amount
of of
interest
Amount
interestcost
costrecognized
recognized for
for the
the
period relating
relating to
to both
both the
the contractual
and amortization
amortization of the
interest coupon and
discount on
on the
the liability
liability component
discount
component

Conversion price
price and
and amount of
of shares
shares on
which
consideration deliverable
which aggregate
aggregate consideration
upon conversion is determined

• Amount
bybywhich
Amount
whichthe
theinstrument's
instrument’s ifexceedsits
its principal
principal
converted value exceeds
amount, regardless
regardless of
of whether the
instrument is
is currently
currently convertible
convertible (for
(for
instrument
public
public companies
companies only)

Information
aboutderivative
derivativetransactions
transactions
• Information
about

entered into
into in
in connection with the
entered
issuance of
of the
the instrument,
instrument, including
including the
issuance
terms, how
how those
those transactions relate to the
instrument, the
instrument,
the amount
amount of
of shares
shares
underlying
underlying the
the transactions
transactions and
and the
reasons for
for entering into those
reasons
transactions

Impact
Application
Application of
ofthe
the FSP
FSP will
willhave
havethe
the primary
primaryeffect
effectof
ofmaking
makingcertain
certainconvertible
convertibledebt
debtinstruments
instruments less
less attractive
financing options
financing
options for
forissuers.
issuers. The
TheFSP
FSPcloses
closes aa perceived loophole
loophole that
that permitted
permitted an
an issuer
issuer to account for a
convertible debt instrument
fnancial statements.
instrument only
only as
as debt on its financial
statements. Now,
Now,an
an issuer
issuer will
willbe
berequired
required to
to recognize
recognize
expensethat
thatreflects
reflects the
the amounts
amountsthe
theissuer
issuerwould
would have
havehad
hadtotopay
payifif the
the instrument
instrument did
did not
non-cash interest expense
have the
the conversion
conversion option.
option. This,
This,ininturn,
turn,results
resultsininincreased
increasedinterest
interestexpense
expense that lowers
lowers an
an issuer's
issuer’s earnings per
share. The FSP has
has eliminated
eliminated the favorable accounting treatment that helped make convertible debt instruments
share.
attractive.
FSP also
also may
may affect
affect stock
stock prices
prices and
and perceptions
perceptionsregarding
regardingan
anissuer’s
issuer'sleverage.
leverage. In
In principle,
principle, the new
The FSP
accounting should not affect
the fundamental
fundamental economics
economics underlying
underlying the
affect an
an issuer's
issuer’s stock
stock price
price because
because the
asreflecting
refecting
convertible debt security remain unchanged.
unchanged. If,
If, however,
however, investors
investors perceive
perceive the
the accounting changes
changes as
higher borrowing
borrowingcosts
costs for
forthe
theissuer,
issuer, there
there may
may be
be downward
downwardprice
pricepressure
pressure on
on the
the issuer's
issuer’s securities.
securities.

Prior
issuer would
would recognize as
as debt
debton
onits
its balance
balancesheet
sheetthe
thefull
fullamount
amountof
ofthe
theinitial
initial proceeds
proceeds of
of
Prior to
to the
the FSP, an issuer
issuance. Because
Becausethe
theFSP
FSPrequires
requiresbifurcation,
bifurcation,the
theactual
actualprincipal
principal amount
amount of
of debt that an
an issuer
issuer is
is carrying
carrying may
issuance.
be understated
understated on
on its
its balance
balancesheet.
sheet. Under
Under the
the FSP,
FSP, issuers
issuersonly
only recognize
recognizeas
asdebt
debtthe
theliability
liability component of the
convertible debt security.
security.
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