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On the Radar
Distinguishing Liabilities From Equity
Entities raising capital must apply the highly complex, rules-based guidance in U.S. GAAP to determine whether

the securities they issue are classified as liabilities, permanent equity, or temporary equity. To reach the proper
accounting conclusion, they must consider the following key questions:

Does the instrument contain any obligation If an obligation exists,

of the entity to pay cash, other assets, or a is it conditional or
variable number of equity shares? unconditional?

All entities are capitalized with debt or equity. The mix of debt and equity securities that comprise an entity's
capital structure, and an entity's decision about the type of security to issue when raising capital, may depend
on the stage of the entity’s life cycle, the cost of capital, the need to comply with regulatory capital requirements
or debt covenants (e.g., capital or leverage ratios), and the financial reporting implications. For example, early-
stage and smaller growth companies are often financed with preferred stock and warrants with complex and
unusual features, whereas larger, more mature entities often have a mix of debt and equity securities with more
plain-vanilla common stock capitalization.


https://www2.deloitte.com/us/en/pages/dbriefs-webcasts/series/financial-executives/financial-reporting.html

Under U.S. GAAP, securities issued as part of an entity’s capital structure are classified within one of the following
three categories on an entity's balance sheet:

*  For SEC registrants and non-SEC registrants that
choose to apply the SEC's rules and guidance.

An instrument’s classification on the balance sheet will affect how returns on the instrument are reflected in an
entity’s income statement. Returns on liability-classified instruments are reflected in net income (e.g., interest
expense or mark-to-market adjustments), whereas returns on equity-classified instruments are generally
reflected in equity, without affecting net income. However, dividends and remeasurement adjustments on equity
securities that are classified as temporary equity may reduce an entity’s reported earnings per share (EPS).

In addition to the effect on net income and EPS, entities often seek to avoid classifying capital securities as
liabilities or within temporary equity for other reasons, including:

» The effect of the classification on the security's credit rating and stock price.

* Regulatory capital requirements.

» Debt covenant requirements (e.g., leverage or capital ratios).

The SEC staff closely scrutinizes the appropriate balance sheet classification of capital securities.
This is evident in comment letters on registrants’ filings and the number of restatements arising from
inappropriate classification.

ASC 480 is the starting point for determining whether an instrument must be classified as a liability. SEC
registrants and non-SEC registrants that elect to apply the SEC's guidance on redeemable equity securities must
also consider the classification within equity. The relevant accounting guidance has existed for a number of years
without substantial recent changes. In addition, we are not aware of any plans of the FASB or SEC to significantly
change the guidance in the near future.

Equity Versus Liability Treatment

Securities issued in the legal form of debt must be classified as liabilities. In addition, ASC 480 requires liability
classification for three types of freestanding financial instruments that are not debt in legal form:

Equity shares that include an unconditional obligation of the issuer to redeem
the instrument for cash or other assets. A common example is mandatorily
redeemable preferred stock.

Mandatorily Redeemable
Financial Instruments

Instruments other than equity shares that include an obligation of the issuer
to repurchase its equity shares. Examples include written put options and
warrants to issue redeemable equity securities.

Obligations to Repurchase
Issuer’s Equity

Certain types of instruments that obligate the issuer to issue a variable number
of equity shares. A common example is preferred stock that must be settled
with a variable number of common shares that have a fixed monetary value.

Obligations to Issue a Variable
Number of Equity Shares




In evaluating whether an instrument must be classified as a liability under ASC 480, entities must consider three

key questions:

What is the appropriate unit of accounting?

ASC 480 applies to each freestanding financial instrument. In some cases, securities are issued on a
stand-alone basis and it is readily apparent that there is only one unit of account. In other financing

transactions, there are two or more components that individually represent separate units of accounting

(e.g., preferred stock is issued with detachable warrants). When an entity enters into a financing
transaction that includes items that can be legally detached and exercised separately, those items are
separate freestanding financial instruments and ASC 480 must be applied to them individually.

Does the instrument contain any obligation that may require the issuer
to transfer cash, other assets, or a variable number of equity shares?

To be a liability under ASC 480, an instrument must contain an obligation that requires the issuer to
transfer cash, other assets, or equity shares (e.g., an obligation to redeem an instrument). ASC 480
defines “obligation” broadly to include any “conditional or unconditional duty or responsibility to transfer

assets or to issue equity shares.”

If an obligation exists, is it conditional or unconditional?

Conditional obligations are treated differently than unconditional obligations. To be a liability under ASC
480, an instrument that is a share in legal form must contain an unconditional obligation of the issuer
to redeem it in cash, assets, or a variable number of equity shares. However, other obligations that are
not outstanding shares may require classification as liabilities under ASC 480 whether the obligation

is conditional or unconditional. For example, an obligation to repurchase an issuer’s equity shares is a

liability whether the obligation is conditional or unconditional.

Permanent Equity Versus Temporary Equity

SEC registrants are required to apply the SEC's guidance on redeemable equity
securities. An entity that has filed a registration statement with the SEC is considered
an SEC registrant. Other entities, such as companies that anticipate an initial public
offering (IPO) in the future, may elect to apply this guidance.

Equity-classified securities that contain any obligation outside the issuer’s control
(whether conditional or unconditional) that may require the issuer to redeem the
security must be classified as temporary equity. Equity securities that are classified as
temporary equity are subject to the recognition, measurement, and EPS guidance in
ASC 480-10-599-3A, which is often complex to apply. The remeasurement guidance

in ASC 480-10-S99-3A may negatively affect an entity’s reported EPS because
adjustments to the redemption amount are often treated as dividends that reduce the
numerator in EPS calculations.

With the rise in the
number of IPOs
and transactions
involving special-
purpose acquisition
companies, many
nonpublic entities
are applying the
SEC's guidance on
classification of
redeemable equity
securities before
they file with
the SEC.




Deloitte’'s Roadmap Distinguishing Liabilities From Equity provides a comprehensive discussion of the
classification, recognition, measurement, presentation and disclosure, and EPS guidance in ASC 480 and
ASC 480-10-599-3A. Entities should also consider Deloitte’s Roadmap Contracts on an Entity’s Own Equity for
guidance on equity-linked instruments that are not outstanding shares.
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Dbriefs for Financial Executives

We invite you to participate in Dbriefs, Deloitte’s webcast series that delivers practical strategies you need to stay
on top of important issues. Gain access to valuable ideas and critical information from webcasts in the “Financial
Executives” series on the following topics:

+ Business strategy and tax. + Financial reporting. « Tax accounting and provisions.
. . » Governance, risk, and » Transactions and business
» Controllership perspectives. .
compliance. events.
+ Driving enterprise value. + Innovation in risk and controls.

Dbriefs also provides a convenient and flexible way to earn CPE credit — right at your desk.

Subscriptions

To subscribe to Dbriefs, or to receive accounting publications issued by Deloitte’'s Accounting and Reporting
Services Department, please register at My.Deloitte.com.

The Deloitte Accounting Research Tool

Put a wealth of information at your fingertips. The Deloitte Accounting Research Tool (DART) is a comprehensive
online library of accounting and financial disclosure literature. It contains material from the FASB, EITF, AICPA,
PCAOB, and SEC, in addition to Deloitte’s own accounting manuals and other interpretive guidance and
publications.

Updated every business day, DART has an intuitive design and navigation system that, together with its powerful
search and personalization features, enable users to quickly locate information anytime, from any device and
any browser. While much of the content on DART is available at no cost, subscribers have access to premium
content, such as Deloitte’s FASB Accounting Standards Codification Manual. DART subscribers and others can also
subscribe to Weekly Accounting Roundup, which provides links to recent news articles, publications, and other
additions to DART. For more information, or to sign up for a free 30-day trial of premium DART content, visit
dart.deloitte.com.

This publication contains general information only and Deloitte is not, by means of this publication, rendering
accounting, business, financial, investment, legal, tax, or other professional advice or services. This publication
is not a substitute for such professional advice or services, nor should it be used as a basis for any decision
or action that may affect your business. Before making any decision or taking any action that may affect your
business, you should consult a qualified professional advisor. Deloitte shall not be responsible for any loss
sustained by any person who relies on this publication.

The services described herein are illustrative in nature and are intended to demonstrate our experience
and capabilities in these areas; however, due to independence restrictions that may apply to audit clients
(including affiliates) of Deloitte & Touche LLP, we may be unable to provide certain services based on
individual facts and circumstances.

As used in this document, “Deloitte” means Deloitte & Touche LLP, a subsidiary of Deloitte LLP. Please
see www.deloitte.com/us/about for a detailed description of the legal structure of Deloitte LLP and its

subsidiaries.
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