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ABSTRACT 

This study has found that the application of the proposed changes 
related to convertible bonds outlined in the Financial Accounting Standard 
Board’s Exposure Draft Accounting for Financial Instruments with 
Characteristics of Liabilities, Equity, or Both will allow for faithful 
representation of the nature of the compound financial instrument in the 
financial statements.  Additionally, the synopsis provides a general outline 
of the potential earnings and balance sheet effects of equity classification of 
convertible bonds while further clarifying the pros, cons, and feasibility of 
pricing the components of the convertible debt. 

Introduction 

Although there have been arguments that purport the lack of 
reliable fair market values for hybrid securities such as convertible bonds, 
evidence suggests that market values for convertible bonds are frequently 
utilized in practice.  The Financial Accounting Standards Board (FASB) 
has examined arguments supporting and discouraging implementation, and 
has concluded that in order to display representational faithfulness in the 
financial statements, liability and equity components of convertible bonds 
must be separated using reliable fair market values.  The FASB addressed 
the need for reliability and faithful representation of the nature of 
convertible bonds in its Exposure Draft Accounting for Financial 
Instruments with Characteristics of Liabilities, Equity or Both (2000).  The 
Exposure Draft outlines the proposed changes for convertible bonds and re-
examines the nature of the hybrid financial instrument.  The FASB 
proposed changes in current accounting practice for convertible bonds due 
to their increased use and complex nature.  Other standard setters such as 
the International Accounting Standards Board have also emphasized the 
need for changes in current accounting practice that will present the true 
nature of the hybrid security in the financial statements.  Proposed changes 
include separating compound financial instruments into their liability and 
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equity components, giving financial statement users a clear picture of the 
nature of compound financial instruments with characteristics of liabilities, 
equity or both. 
 The material that follows presents the nature of convertible bonds, 
current accounting practice for convertible bonds, proposed accounting 
changes for convertible bonds, general implementation guidelines for 
convertible bonds, and the effects of the proposed changes on the financial 
statements of issuing corporations.  This research also provides evidence 
related to the computation of reliable market values for conversion features 
and liability components of convertible bonds. 
 
Nature of Convertible Bonds 
 
 Numerous U.S. corporations issue convertible bonds, which 
encompass the characteristics of both debt and equity, offering advantages 
to both the issuer and the holder of the security.  Conversion is typically 
specified in advance by the issuing corporation with specified prices and 
times of conversion allowing for improved predictability of conversion by 
the holder of the bonds.  At the time the corporation issues the convertible 
bonds, the entire proceeds are accounted for as an obligation.  In substance, 
the hybrid security consists of both a debt and equity component, but its 
legal form is debt only with the greater tax advantage given to the issuer of 
the obligation through interest deductions (Schneider & Schisler, 1995).  
The issuing corporation also has the advantage of selling the bonds with a 
lower coupon rate due to the added benefit of the conversion option that the 
holder obtains by purchasing the convertible bond.  Convertible bonds 
present the holder with the benefit of low default risk on interest and 
principal payments, while giving them the ability to take advantage of the 
stock’s growth upon conversion if the pre-established price is below the 
market value of the stock (Kang & Lee, 1996).  The holder can chose to 
receive principal and interest payments, or obtain an ownership interest in 
the corporation, allowing for flexibility in their choice of redemption.  The 
benefits of the conversion option have increased the use of this form of 
bond and have also caused financial accounting standard setters to examine 
the nature of the hybrid financial instrument. 
 
Current Accounting Practice 
 
 Over the years, the use of convertible bonds has increased 
dramatically, thus causing financial accounting standard setters to 
continually examine and re-examine how financial instruments with 
characteristics of liabilities, equity, or both should be classified in the 
financial statements.  In the 1960s, issuance of convertible bonds increased 
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causing speculation as to the separability of the two components (King & 
Ortegren, 1990).  In 1966, with the view that the debt and equity 
components could be separated, the Accounting Principles Board issued 
APB Opinion No. 10 which required the separation of the equity and debt 
components using a technique referred to as the with-and-without method 
of allocation.  According to this method, the component that can be 
measured using reliable market values, normally the bond, should be 
allocated a value first.  The amount assigned to equity, according to APB 
Opinion No. 10 (1966), would be the difference between the market value 
of the debt issued with the conversion feature and the estimated market 
value of the debt without the conversion feature. 

Shortly after the issuance of APB Opinion No. 10 (1966), the 
Accounting Principles Board decided to revise the accounting principles for 
convertible bonds.  In 1969, APB Opinion No. 14 was issued; it allowed for 
no separation of debt and equity components because reliable market values 
for convertible debt were, in the view of some authorities, very difficult to 
obtain.  King and Ortegren (1990) also addressed the issue of 
inseparability:  due to estimation problems of the two components of 
convertible debt as a reason for the APB’s dismissal of APB Opinion No. 
10.  The inseparability argument is based on the assumption that the holder 
of this type of financial instrument cannot retain the option to redeem the 
bonds and convert the bonds into equity shares.  APB Opinion No. 14 
(1969) addresses these issues and reiterates, “The holder cannot exercise 
the option to convert unless he forgoes the right to redemption.” 

According to APB Opinion No. 14 (1969), convertible bonds must 
be recorded as straight debt issues with any premium or discount amortized 
over the life of the bonds.  If the bonds are converted into common stock 
before they mature, the liability and remaining premium or discount should 
be removed from the books using the “book value method” or the “market 
value approach.”  The “book value method” is most often used in practice 
because a loss is not recognized in the financial statements.  According to 
this approach, when conversion takes place the related debt should be 
removed from the books with a paid-in-capital account credited for the 
amount of debt removed.  The “book value method” is applied based on the 
assumption that both parties were fully aware at issuance that conversion 
might take place; therefore, no gain or loss should be recognized on the 
date of conversion (Kieso, Weygandt, & Warfield, 2001).  This technique 
ignores the market value of the stock and relies only on the carrying value 
of the debt upon conversion. 

The “market value approach” is also acceptable under the 
presumption that the holder induced conversion of the convertible debt 
(Kieso, Weygandt, & Warfield, 2001).  In practice, the “market value 
approach” is seldom applied due to the frequent loss that results in 
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recognizing the difference between the carrying amount of the bonds and 
the market value of the stock issued upon conversion (Rue & Stevens, 
1996).  A loss occurs more often than a gain due to the use of the market 
value of the stock upon conversion, which is generally higher than the 
carrying value of the bonds upon conversion.  According to APB Opinion 
No. 26 Early Extinguishment of Debt (1972), a loss may be recognized if 
the coupon rate of the convertible debt exceeds the market rate of interest, 
causing a premium to be recognized.  Conversely, if the convertible debt is 
selling above the redemption price, then the corporation should recognize a 
portion of the proceeds as paid-in-capital (APB Opinion No. 26, 1972). 

 
FASB’s Financial Instruments Project 
 
 Beginning in 1990, with the issuance of the Discussion 
Memorandum Distinguishing between Liability and Equity Instruments and 
Accounting for Instruments with Characteristics of Both, the Financial 
Accounting Standards Board addressed issues related to changing market 
conditions which included issuance of new hybrid securities and more 
reliable values for separation of equity and debt components of compound 
financial instruments (Discussion Memorandum, 1990).  The Financial 
Instruments Project was also organized to address issues such as the 
issuance of innovative financial instruments, the “fundamental financial 
instruments,” and “building blocks” of accounting components (King & 
Ortegren, 1990).  According to FASB’s “fundamental financial instrument 
approach,” all financial instruments are made up of a few basic “building 
blocks” which require further examination to clarify issues such as the 
separation of the debt and equity components of convertible bonds 
(Discussion Memorandum, 1990).  In the FASB’s 1990 Discussion 
Memorandum, the six “fundamental financial instruments” were 
distinguished as follows:  unconditional receivable-payable contracts, 
conditional receivable-payable contracts, financial option contracts, 
financial guarantee or other condition exchange contracts, financial forward 
contracts, and equity instruments.  In addition, the project addressed issues 
related to distinguishing between liabilities and equity, presenting both 
questions and alternative solutions to the problems at hand. 
 On October 27, 2000, FASB issued the Exposure Draft, 
Accounting for Financial Instruments with Characteristics of Liabilities, 
Equity, or Both which outlined proposed changes to Financial Accounting 
Standards.  The FASB scrutinized current accounting practice for 
convertible bonds and proposed separation of debt and equity components 
of the compound financial instrument while further recommending changes 
to the definition of a liability set forth in FASB Concepts Statement No. 6 
Elements of Financial Statements.  The Exposure Draft proposed changing 
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the definition of a liability to include obligations that require settlement 
based on issuing equity shares.  The revised definition would allow for 
separation of both a conditional obligation to transfer equity shares and an 
unconditional obligation to transfer assets if the conversion option is not 
exercised (Exposure Draft, 2000). 

With an increase in the issuance and diversity in nature of 
convertible bonds, the FASB believed that it was a necessity to rework and 
rethink accounting practice for convertible bonds.  In 1969, when APB 
Opinion No. 14 was issued, the Accounting Principles Board believed that 
the equity and debt components of convertible bonds were “inseparable” 
due to the unreliable values for the two components in the market place 
(Exposure Draft, 2000).  According to the FASB, APB Opinion No. 14 was 
appropriate for the conditions of the market in 1969, which allowed for 
little flexibility in determining market values for the separate components 
of convertible debt.  At present, the market has been able to generate 
reliable market values for the separate components of convertible bonds 
based on the presumption that there is a cost involved in finding the market 
values.  With the belief that determining market values will not place 
“undue hardship” on issuers of compound financial instruments, the FASB 
concluded that separation of the components is necessary to represent 
faithfully the true nature of hybrid securities and their related effects on the 
financial statements (Exposure Draft, 2000).  In addition, bifurcation would 
allow financial statement users to assess the true financial position of the 
issuing corporation, representing faithfully the true nature of accounting 
transactions involving compound financial instruments. 

One of the core qualitative characteristics of financial reporting is 
to disclose information that fairly represents transactions and events that are 
contained within a business environment.  According to the FASB Concepts 
Statement No. 2 (1980), representational faithfulness can be described as 
“correspondence between a measure or description and the phenomenon 
that it purports to represent (sometimes called validity).”  Information that 
is valid is useful to financial statement analysts and creditors because it 
provides a synopsis of transactions and events occurring over a period of 
time that allow interested individuals to assess the financial position of the 
entity.  Valid information also provides users with reliable information that 
is free from error and bias (Solomons, 1986).  In a commentary by Donald 
Kirk (1991), he exemplifies the need for representational faithfulness in the 
financial statements and describes it as an “essential ingredient of the 
characteristic reliability” defined as “the quality of information that assures 
that information is reasonably free from error and bias and faithfully 
represent what it purports to represent.”  In addition, Kirk (1991) describes 
the concept of representational faithfulness as a “tool” for accounting 
standard setters to use when determining the appropriate standards to apply 
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in practice.  The FASB has applied this “tool” in practice by issuing the 
proposed accounting changes for convertible bonds that include separation 
of the components of a convertible bond. 

 
Application of the Proposed Changes Outlined in the Exposure Draft 
 
Initial Classification 
 
 To represent faithfully the true nature of convertible bonds, it is 
necessary to bifurcate the bonds as outlined in the Exposure Draft 
Accounting for Financial Instruments with Characteristics of Liabilities, 
Equity, or Both.  Presentation of a hybrid security would be shown both as 
a liability and paid-in capital increasing the total amount of the 
shareholder’s equity in the corporation.  According to the changes outlined 
in the Exposure Draft, it is required that a compound financial instrument 
be separated into components if the instrument “contains one or more 
components that would be classified as equity if freestanding” (Exposure 
Draft, 2000).  For example, settlement of a convertible bond requires the 
transfer of cash or the issuance of a corporation’s equity shares.  This 
instrument would be separated into its various components according to the 
new accounting standards. 
 In addition, to these requirements, the alternative settlement options 
must have the “potential to differ” in value if the components are to be 
separated (Exposure Draft, 2000).  Those options that do not have the 
potential to differ should not be separated into equity components and 
should be classified as debt.  For example, if a corporation issues a 
convertible bond that requires settlement of $200,000 or a promise to issue 
25,000 shares of common stock, the corporation would classify the 
common stock as an equity component.  Conversely, if the corporation 
issues a bond that requires settlement of $200,000 or a promise to receive 
shares of common stock with a value of $200,000, the entire convertible 
bond should be considered a liability because the value of the common 
stock is specified in advance with no potential to differ in value due to the 
changes in the price of the stock. 
 
Methods of Allocation 
 
 If the two conditions are met, as described above, the convertible 
bond should be separated by the use of either the relative-fair-value method 
or the with-and-without method.  Within the Exposure Draft, the relative 
fair value method is described in detail: 
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This method necessitates measuring the whole 
heterogeneous compound financial instrument and each of 
its components and comparing the sum of the components’ 
values with the value of the entire compound; any 
difference would be allocated on a pro rata basis among the 
components.  For example, if the issuer of exchangeable 
debt measured the values of the unconditional payable 
contract and the option contract independently and the sum 
of the two does not equal the proceeds received from 
issuance of the exchangeable debt, the proceeds would be 
allocated to the two components in the ratio of the 
separately measured amounts (Exposure Draft, 2000). 

 
According to the FASB, this method should be used if the fair values of the 
components are available because it will allow for “comparability” of the 
components of the compound financial instrument (Exposure Draft, 2000). 
 However, the FASB acknowledges that occasionally it is 
impossible to separately value the two components in the marketplace and 
the attempt would cause unnecessary costs to be incurred.  If the relative-
fair-value method cannot be utilized because of impracticality, then the 
with-and-without method should be employed.  According to the Exposure 
Draft, the with-and-without method should be employed as follows: 

 
This method necessitates valuing a specific component 
after independently determining the market value of both 
the complete heterogeneous compound instrument and a 
hypothetical instrument that does not include that 
component.  For example, to value the conversion feature 
in a callable convertible bond, the issuer would determine 
the market values of both the entire bond and a 
nonconvertible callable bond with otherwise identical 
terms; the difference between the two market values would 
be the market value of the barter option (conversion 
feature) under the with-and-without method (Exposure 
Draft, 2000). 

 
This method provides for separation of the debt and equity components of 
convertible bonds while ignoring those components, which cannot be 
accurately measured in the market.  The following examples provide 
guidance on the separation of convertible bonds based on the relative-fair-
value and with-and-without methods as outlined by the FASB in the 
Exposure Draft. 
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Example 1:  Relative-fair-value Method for Convertible Bonds 
 
 A corporation issues 10,000 non-callable convertible bonds with a 
face value and issue price of $1,000 each.  The holder has the option to 
convert each bond into 150 shares of the corporation’s common stock.  In 
accordance with the changes outlined in the Exposure Draft, this 
transaction would require separation into equity and debt components.  The 
bonds require interest and principal payments that should be classified as 
debt.  Additionally, the option to convert the bonds into common stock 
meets the requirements of equity classification; therefore, the debt should 
be separated into debt and equity components. 
 If it is determined, using a fair-value pricing model, that the market 
value of the nonconvertible debt is $890 and the conversion option is $270, 
the $10,000,000 proceeds are allocated as follows: 
 
Liability components        $1,000 x [$890/($890+270)]= $767.24 x 10,000   $7,672,414 

Conversion option           $1,000 x [$270/($270+890)]= $232.76 x 10,000             2,327,586 

Proceeds            $10,000,0
  

The liability component would appear on the balance sheet as a 
non-current liability and the conversion option would appear as equity on 
the balance sheet.  The difference between the initial liability of $7,672,414 
and the face amount of the bonds $10,000,000 would be amortized over the 
life of the bonds by the use of the effective interest method. 
 
Example 2:  With-and-without Method for Convertible Bonds 
 
 If it is determined that only the fair-market value of the bond can 
be determined then the with-and-without method outlined by the FASB 
should be utilized.  The appropriate allocation is as follows (using the same 
information as described in Example 1): 
 
Proceeds        $10,000,000 

Liability component  $890 x 10,000       8,900,000 

Conversion option          $1,100,000 
 
 As in the relative-fair value method, the liability component 
appears on the balance sheet as a non-current liability with the conversion 
option appearing as equity on the balance sheet.  The difference between 
the initial liability and the face amount of the bonds would be amortized 
over the life of the bonds by the use of the effective interest method.  The 
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difference between the methods is the amount of the liability appearing on 
the balance sheet. 
 
Repayments and Conversion of Convertible Debt 
 
 In accordance with the provision outlined in the Exposure Draft 
(2000), on the date of a conversion or repayment of debt the liability and 
equity components previously recorded must be revalued by the relative-
fair value method.  If a difference occurs between the carrying value of the 
liability previously recorded and the fair value of the debt at the date of 
conversion or repayment, a gain or loss should be recognized.  Separating 
the components of convertible debt upon conversion would amend current 
accounting practice, which does not allow for separation of the 
components.  The following examples provide a basic presentation of the 
method used to allocate the debt and equity components of convertible debt 
upon conversion. 
  
Example 3:  Repayment of Convertible Debt 
 
 A corporation issues 10,000 convertible bonds with a face value 
and issue price of $1,000 each with a coupon rate of 8%.  The corporation 
could have issued non-convertible debt at a rate of 10%.  The holder has the 
option to convert each bond into 150 shares of the corporation’s common 
stock at a price of $50 per share.  A fair-value pricing model identifies the 
market value of the conversion option as $270.  The fair value of the 
liability component can be determined by computing the present value of 
the interest and principal payments.  The present value of the liability is 
determined as follows: 
 
Present value of 20 semiannual interest payments of $40 discounted at 10%        $498.49 

Present value of $1,000 due in 10 years discounted at 10%                376.89 

Liability               $875.38 
 
The allocation between the liability and equity components is as follows: 
 
Liability              $1,000 x [$875.38/($875.38+270)] x 10,000 =     $7,642,704 

Equity  $1,000 x [$270/($270+$875.38)] x 10,000 =       2,357,296 

Proceeds        $10,000,000 
 
 After the sixth year, the corporation decides to repurchase the 
convertible bonds with a fair market value of $15,500,000.  At the 
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repurchase date the corporation has an effective yield of 10%.  The carrying 
amount of debt at the date of retirement is $8,720,248.39.  This amount is 
determined by using the effective interest rate method of amortization.  The 
fair value of the liability component of each bond can be determined by 
determining the present value of the interest and principal payments 
remaining.  The present value is determined as follows: 
 
Present value of 8 semiannual interest payments remaining discounted at 10%        $258.53 

Present value of $1,000 due in 4 years discounted at 10%            676.84

               $935.37 
 
 At the date of repurchase the fair value of the equity component of 
each bond is $375 using an option-based pricing model.  The retirement 
amount of $15,500,000 should be allocated to the components based on the 
relative weights as follows: 
 
Liability component [$935.37/($937.37+375)] x $15,500,000  $11,064,230 

Equity component  [$375/($375+935.37)] x $15,500,000      4,435,770 

Proceeds        $15,500,000 
 
 The loss on settlement can be determined by subtracting the 
carrying value of the debt component from the amount attributable to the 
liability component. 
 
Amount attributable to the liability component (determined above)  $11,064,230 

Carrying value on date of repurchase         8,720,248 

Loss on settlement of debt        $2,343,982 
 
 The amount allocated to the equity component from the transaction 
is credited to additional paid-in capital.  This transaction involves retiring 
the entire bond indebtedness and creating an ownership relationship 
between the issuing corporation and the holder of the bonds, necessitating 
the recognition of a related paid-in capital account. 
 
Example 4:  The Holder of the Bonds Induces Conversion 
 
 If the holder of the bonds induces conversion, then the loss should 
be recognized as in the previous example.  The only difference in the 
transactions is the amount credited to paid-in capital upon conversion of the 
debt.  The amount allocated to the equity component would be the amount 
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of $15,500,000 with a total additional amount of $11,064,230 allocated to 
additional paid-in capital. 
 
Effective Date and Method of Transition 
 
 When the Exposure Draft was first released in 2000, the Financial 
Accounting Standards Board proposed implementation of the changes for 
fiscal years beginning after June 15, 2002 or for fiscal years beginning after 
this date subsequent to the issuance of a final statement with earlier 
application of the proposed changes being acceptable (Exposure Draft, 
2000).  The FASB considered application of retroactive treatment, but 
concluded that restatement should be required for financial instruments that 
were still outstanding when the new standards are adopted.  Their 
conclusions were based on the assumption that costs would not outweigh 
the benefits provided by the comparability of complete restatement of 
compound financial instruments. 
 According to the Exposure Draft (2000), restatement would involve 
the “restatement of all financial statements for instruments that were not 
outstanding at any time during the year of adoption,” with the cumulative 
effect of accounting changes taking effect in the initial year of adoption of 
the proposed changes.  Cumulative effect changes are utilized in practice 
for changes to current accounting practice that involves restating all 
financial statements for previous years as if the new accounting standards 
were in effect.  The cumulative effect would be included in the income 
statement between extraordinary items and net income (Kieso, Weygandt, 
& Warfield, 2001).  The FASB concluded that restatement should be 
utilized for any items that were still outstanding in the year of adoption 
following the release of a final standard. 
 Currently, the FASB has re-deliberated several times to address 
questions regarding the implementation of the proposed changes set forth in 
the Exposure Draft Accounting for Financial Instruments with 
Characteristics of Liabilities, Equity, or Both.  The FASB has received 
several comment letters addressing implementation from accounting 
professionals, professional accounting organizations, and corporate entities.  
Taking into consideration several concerns addressed by other accounting 
standard setters and corporate entities, the FASB has concluded that several 
questions need to be answered before a final standard is implemented.  On 
June 15, 2002 FASB reconvened and decided that certain issues need to be 
addressed before a final statement is prepared.  The relevant concerns are as 
follows: 
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A. The framework for the classification of financial 
instruments with characteristics of liabilities, equity, or 
both. 

B. Separating a compound financial instrument with 
characteristic of liabilities, Equity, or both. 

C. Disclosures. 
D. Earning per share. 
E. Transition and effective date 
(FASB:  Project Updates, 2002). 

 
It is difficult to determine when the new standards will take effect 

and how the corporate community will react to the new changes.  However, 
to uphold the integrity of financial reporting it is necessary to account for 
compound financial instruments in their entirety, separating the 
components into their liability and equity parts, emphasizing the “economic 
reality” of the situation (Rue & Stevens, 1996). 

 
Impact of Proposed Changes 
 
 Several studies have been conducted since the issuance of the 
Discussion Memorandum Distinguishing between Liability and Equity 
Instruments and Accounting for Instruments with Characteristics of Both 
(1990) and the Exposure Draft Accounting for Financial Instruments with 
Characteristics of Liabilities, Equity, or Both (2000).  It is evident that 
several of the proposed changes outlined in the Exposure Draft will have a 
significant impact on the financial statement of issuers of compound 
financial instruments after the issuance of a final statement.  In a study by 
Douglas Schneider and Mark McCarthy (1997), International Accounting 
Standard 32 was analyzed to assess the impact of the proposed changes on 
U.S. firms that issue compound financial instruments including convertible 
bonds.  The study found that reporting the equity component of convertible 
debt would affect the income statement, balance sheet, and cash flow 
statement.  An additional study conducted by Douglas Schneider and Dan 
Schisler (1995), examined the cash flow considerations of implementation 
of the proposed changes outlined in the Exposure Draft.  The study 
provided evidence that implementation of the proposed changes would 
decrease cash flows because of interest deductions that would not be 
allowable due to equity classification of a compound financial instrument 
(Schneider & Schisler, 1995).  The sections that follow assess the impact of 
issuing convertible bonds, assuming that the 2000 Exposure Draft is 
utilized. 
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Balance Sheet Effects 
 
 Assuming that the proposed accounting practice is being utilized, 
an analysis of balance sheet effects using the relative-fair-value method 
proposed in the Exposure Draft can be compared to the straight debt 
recognition utilized by APB Opinion No. 14.  A simple analysis of a 
convertible bond transaction occurring during the year of adoption serves as 
a simple example to assess the balance sheet change and effects that occur 
assuming the changes in the Exposure Draft are finalized into an 
accounting standard. 
 
Example 5:  Balance Sheet Effects of Implementation 
 
 A corporation issues 10,000 non-callable convertible bonds with a 
face value and issue price of $1,000 each.  The holder has the option to 
convert each bond into 150 shares of the corporation’s common stock.  In 
accordance with the changes outlined in the Exposure Draft, this 
transaction would require separation into equity and debt components.  The 
bonds require interest and principal payments that should be classified as 
debt.  Additionally, the option to convert the bonds into common stock 
meets the requirements of equity classification; therefore the debt should be 
separated into debt and equity components. 
 If it is determined, using a fair-value pricing model, that the market 
value of the nonconvertible debt is $890, and the conversion option is $270, 
the $10,000,000 proceeds are allocated as follows: 
 
Liability component $1,000 x [$890/($890+270)] x 10,000 =    $7,672,414 

Conversion option   $1,000 x [$270/($270+890] x 10,000 =     2,327,586 

Proceeds        $10,000,000 
 
 Current accounting practice allows the recognition of the entire 
proceeds of the transaction, $10,000,000, as a non-current liability.  Using 
the relative-fair-value method, only the $7,672,414 would be recorded as a 
liability while $2,327,586 would be accounted for as paid-in capital.  The 
recording of the transaction as equity and debt has major impacts on the 
long-term solvency ratios and financial leverage ratios of the issuing 
corporation.  Long-term solvency ratios indicate the long-run ability of a 
corporation to meet its obligations or more generally are referred to as the 
leverage of the corporation.  Financial analysts and creditors use long-term 
solvency ratios when determining if a corporation can meet current and 
future obligations.  A simple analysis is used to assess the differences 
between the ratios using APB Opinion No. 14 guidance and the relative-
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fair-value method proposed by the Exposure Draft Accounting for 
Financial Instruments with Characteristics of Liabilities, Equity, or Both. 
 The following balance sheet provides information for a corporation 
issuing 10,000 non-callable convertible bonds with a maturity value of 
$1,000 each.  No income statement effects are assumed on the balance 
sheet using the relative-fair-value method. 
 
Balance sheet prior to issuance of convertible bonds 
 
Current assets       $10,000,000 

Non-current assets                        25,000,000 

Total assets       $35,000,000 
 
Current liabilities                      $10,000,000 

Long-term liabilities        10,000,000 

Owner’s equity       

  Common stock                        10,000,000 

  Retained earnings                          5,000,000 

    Total equity         15,000,000 

Total liabilities and equity                     $35,000,000 
 
Balance sheet prior to implementation of the relative-fair-value method 
 
Current assets        20,000,000 

Non-current assets                         5,000,000  

Total assets        45,000,000 
 
Current liabilities                        10,000,000 

Long-term liabilities        20,000,000

  

Owner’s equity       

  Common stock                        10,000,000 

  Retained earnings                          5,000,000 

    Total equity         15,000,000 

Total liabilities and equity                     $45,000,000
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Balance sheet utilizing the relative-fair-value method 
 
Current assets         $20,000,000

   

Non-current assets                        25,000,000 

Total assets       $45,000,000 

 

Current liabilities                      $10,000,000 

Long-term liabilities (net of discount)                                     17,672,414 

Owner’s equity 

  Common stock                        12,327,586 

  Retained earnings                          5,000,000 

    Total equity         17,327,586 

Total liabilities and equity                                   $45,000,000 
 
 An examination of the above balance sheets make it clear that the 
total liabilities and equity remain the same.  Further analysis reveals that 
the components have changed.  The balance sheet, which utilizes current 
accounting practice, APB Opinion No. 14, shows a common stock balance 
of $10,000,000 and total equity of $15,000,000; whereas, the balance sheet 
utilizing the changes proposed in the Exposure Draft shows a common 
stock balance of $12,327,586 and total equity of $17,327,586.  There is also 
a significant change between the methods in non-current liabilities.  The 
balance sheet, which utilizes APB Opinion No. 14, shows long-term 
liabilities of $20,000,000.  The balance sheet utilizing the proposed changes 
in the Exposure Draft shows long-term liabilities of $17,672,414. 
 The differences in the balances of long-term liabilities, common 
stock, and equity will have a significant impact on the total debt ratio, debt 
to equity ratio, and the long-term debt ratio and will give rise to changes in 
the way financial creditors and investors view the financial position of the 
corporation.  The ratios are presented for both the APB Opinion No. 14 and 
relative-fair-value method balance sheets as follows: 
 
 APB No. 14 Relative-fair-value method 

Total debt ratio 0.67  0.61  

Debt-equity ratio 2.00  1.60  

Long-term debt ratio 0.57  0.50  
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As presented above, the total debt ratio, the debt-equity ratio, and 
the long-term debt ratio have decreased due to the changes proposed in the 
Exposure Draft.  These changes are due to the decrease in the liability 
recorded under the new method.  These modifications will potentially 
benefit the issuing corporation due to the total proceeds that were allocated 
to the liability component of the transaction allowing for increased financial 
leverage.  In addition, investors may view the increase in total equity as an 
indicator of financial growth and stability allowing for increased ability to 
make a return on their investment. 

 
Income Statement Effects 
 
 Not only will the changes outlined in the Exposure Draft for 
convertible bonds affect the balance sheet, but also will also materially 
affect the income statement.  The recording of an equity component in the 
financial statements will have the impact of creating or increasing a 
discount in the financial statements.  The discount that is created will 
increase the total interest expense due to the amortization of the discount.  
In a study conducted by Schneider and McCarthy (1997), evidence was 
found suggesting that the reporting of an equity component from the 
issuance of convertible bonds will materially affect the amount of interest 
expense and earnings reported by the issuing corporation.  For example, if 
we examine the impact of Example 5, outlined above, we can determine 
what the interest expense would by applying APB Opinion No. 14 as 
opposed to the proposed accounting standards verifying the earnings impact 
of applying the changes proposed in the Exposure Draft. 
 
Example 6:  Income Statement Effects of Implementation 
 
 Current accounting practice, APB Opinion No. 14, would require 
that the following transaction be recorded in the financial statements: 
 
Cash                             $10,000,000 (Dr.) 

Convertible Bonds Payable                                           $10,000,000 (Cr.) 
 
 The proposed changes outlined in the Exposure Draft would 
require the following transaction to be recorded in the financial statements. 
 
Cash                             $10,000,000 (Dr.) 

Convertible Bonds Payable                                           $10,000,000 (Cr.) 

Discount on Convertible Bonds                                           $2,327,586 (Dr.) 

Pain-in Capital                                              $2,327,586 (Cr.) 
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 Current accounting practice would require that the amount of 
interest expense recorded would be the carrying amount of the bond 
multiplied by the coupon rate.  It is assumed that the coupon rate is 8% and 
the current yield is 10%, with semi-annual interest payments for a ten-year 
period.  Interest expense for the year:  $10,000,000 x 8%= $800,000.  As 
shown in the balance sheet below, the interest expense would be greater 
due to the amortization of the discount recorded.  The interest expense for 
the year under the new method determined by using the effective method of 
amortization would be $1,107,777 if the convertible bonds were not retired 
before year-end.  If the bonds were issued at a premium or discount at 
issuance the interest expense would still exceed the interest expense if the 
new method were not applied.  A comparative analysis of the interest 
expense over a ten-year period, assuming that the convertible bonds are not 
retired before maturity, is presented below for both current accounting 
practice, APB Opinion No. 14, and accounting practice proposed in the 
Exposure Draft.  As presented below, the added interest expense of 
$2,327,586 will cause net income to be reduced by this amount and will 
ultimately reduce retained earnings and total stockholder’s equity. 
 
              10-year interest expense utilizing     Utilizing proposed changes in  
              APB No. 14       the Exposure Draft 
 

Year 

1         $800,000      $1,107,777  

2   800,000        1,088,541 

3   800,000        1,070,507 

4   800,000        1,053,600 

5   800,000        1,037,750 

6   800,000        1,022,892 

7   800,000        1,008,961 

8   800,000           995,901 

9    800,000           983,657 

10   800,000           958,002 

             $8,000,000                               $10,327,586 
 
Arguments Against Implementation 
 
 Although the FASB has concluded that compound financial 
instruments should be separated into their various components, controversy 
has surrounded this issue due to the complexity of separation and the costs 
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involved in finding reliable market values for conversion features.  In 
response to the Exposure Draft, almost one-third of the 68 comment letters 
received disagree with the FASB’s proposed changes to separate the 
liability and equity components of compound financial instruments 
(Summary of Comment Letters, 2001).  The respondents’ disapproval was 
based on their belief that separation of the components would be difficult 
due to unreliable market values for liability and equity components of a 
hybrid security.  Separation would be very costly and would increase the 
difficulty of accounting for compound financial instruments.  Furthermore, 
the Accounting Standards Executive Committee (AcSEC) of the American 
Institute of Certified Public Accountants expressed similar concerns in a 
comment letter to the FASB in April of 2001.  The AcSEC articulated their 
assurance that bifurcation would cause “undue hardship” on financial 
statement issuers, causing the cost of separation to outweigh the benefits 
(Summary of Comment Letters, 2001). 
 In addition to professional organizations, various corporate entities 
have also voiced their concerns regarding the divergence of compound 
financial instruments.  Several corporations such as Arthur Andersen, 
United Technologies, EMC Corporation, and Zachary Noling diction their 
concerns in comment letters to the FASB addressing the need for improved 
implementation guidance for the bifurcation of compound financial 
instruments (Summary of Comment Letters, 2001).  In addition, Citigroup 
Inc. declared that bifurcation was “artificial presentation that would be 
unnecessarily complex and potentially misleading” to financial statement 
users (Summary of Comment Letters, 2001). 
 
Arguments Supporting Implementation 
 
 Although the arguments against bifurcation presented have merit 
and should be reviewed before implementation of the proposed changes 
outlined in the Exposure Draft, the benefits of dividing the components of 
compound financial instruments outweigh the cost of implementation and 
can be accomplished without unnecessary complexities.  One of the core 
benefits of bifurcation addressed by the FASB is the ability to compare 
U.S. financial statements with the financial statements of other standard 
setters such as the Australian Accounting Standards Board (AASB), the 
International Accounting Standards Board (IASB), and the Canadian 
Institute of Chartered Accountants (CICA).  Currently, the AASB requires 
bifurcation of compound financial instruments that encompass two separate 
components using the governing principle that “substance” rather than legal 
form should have precedence in the accounting treatment of hybrid 
securities (AASB 1033, 1999).  In addition, the AASB addresses the need 
for bifurcation to allow for faithful representation of liability and equity 
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components in the financial statements.  In agreement with both the FASB 
and the AASB, the IASB illustrates the need for bifurcation of compound 
financial instruments based on substance rather than legal form (IAS 32). 
 In a study conducted by Schneider and McCarthy (1997) to assess 
the effects of International Accounting Standard 32, evidence suggests that 
bifurcation is acceptable internationally and should be considered in the 
United States to increase the comparability of financial statements across 
International boundaries.  Their research also suggests the need for the 
breakdown of the components of compound financial instruments to 
increase the usefulness of financial statements.  In addition, the analysis 
provides evidence that academic accountants support the implementation of 
the changes proposed in the Exposure Draft Accounting for Financial 
Instruments with Characteristics of Liabilities, Equity, or Both. 
 In addition to increasing the comparability of financial statements 
across international boundaries, segregating equity and debt components of 
compound financial instruments would allow for increased analysis of 
entity’s financial position.  In a study conducted by Myrtle Clark (1993), 
evidence was found supporting the hypothesis that current account practice 
for convertible debt skews the debt to equity ratios of corporations.  
Moreover, to assess the risk of a corporation, a strong distinction between 
debt and equity needs to be clear so that investors and creditors may make 
calculated decisions regarding their investments.  Clark suggests valuing 
each of the components separately to allow for increased “information 
content” in the financial statements (Clark, 1993). 
 
Feasibility of Pricing the Components of Convertible Bonds 
 
 Although there are credible arguments supporting the complexity 
of finding reliable market values for convertible bonds in the marketplace, 
evidence to the contrary provides reasonable assurance that the market 
provides adequate information on the pricing and separation of the 
components of convertible bonds.  Several studies have been conducted 
since the issuance of the Discussion Memorandum in 1990; they 
substantiate the relevance and reliability of convertible pricing models.  For 
instance, in a study conducted by Thomas King and Alan Ortegren (1990), 
evidence was found supporting the pricing of separate components of 
convertible bonds in the market.  Their study, involving a survey of 
underwriters, indicated that bond underwriters and traders as well as other 
finance professionals made estimates of bond conversion features by 
determining what a convertible bond would sell for without the conversion 
feature, similar to the with-and-without method outlined by the FASB in its 
2000 Exposure Draft.  Their findings were consistent with the treatment of 
separating components of convertible bonds, outlined in APB Opinion No. 
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10.  This prior accounting guideline supports the FASB’s proposed changes 
outlined in the Exposure Draft.  Their study also highlighted the concept 
that bond traders and professionals routinely make transactions in which 
components of convertible debt must be priced using estimates of 
conversion features.  Furthermore, Weygandt and Barth (1993) exemplify 
the American Accounting Association’s views that “feasible” estimates can 
be made to price conversion features of convertible bonds. 
 An additional study conducted by Mary Barth and Wayne 
Landsman (1998) assessed the relevance and reliability of option-based 
pricing models for bonds with conversion, call, or sinking fund provisions.  
Their analysis of an option-based pricing model provided evidence 
supporting the reliability of bond pricing models while further clarifying 
the need for a “fundamental components” approach to account for 
convertible bonds (Barth & Landsman, 1998).  Furthermore, applying the 
models such as an option-based pricing model would allow for proper 
assessment of an entities capital structure, as demonstrated by the FASB in 
the 2000 Exposure Draft. 
 
Discussion and Concluding Remarks 
 
 It is evident that the Financial Accounting Standards Board is 
determined to apply the proposed changes outlined in the Exposure Draft 
Accounting for Financial Instruments with Characteristics of Liabilities, 
Equity, or Both not only to uphold the integrity of the financial reporting 
process but also to faithfully represent the nature of hybrid financial 
instruments such as convertible bonds.  Recording the components of 
convertible bonds partially as equity has the impact of increasing the 
interest expense recognized on the income statement and increasing the 
total equity that the issuing corporation records on their balance sheet.  In 
addition, the increase in total equity due to recognizing the separate 
components of a convertible bond decreases the total debt ratio, debt-equity 
ratio, and the long-term debt ratio.  The material changes in on the balance 
sheet and income statement will allow for increased usefulness for those 
who want to assess the true financial position of the issuing corporation. 
 Although there are some difficulties in estimating the separate 
components of convertible bonds, several studies verify that it has been 
done in practice and will not result in undue hardships on the issuing 
corporation, which allows the benefits of bifurcation to outweigh the costs.  
The benefits would include increased ability for financial investors and 
creditors to assess the financial position of the issuing corporation and 
convergence with other accounting standard setters such as the 
International Accounting Standards Board and the Australian Accounting 
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Standards Board who both require separation of the components of 
compound financial instruments. 
 Furthermore, due to the complexities of recording the separate 
components of compound financial instruments and the material impacts on 
the balance sheet and income statement, further research should be 
conducted to assess the financial impact of implementing the changes 
proposed in the Exposure Draft Accounting for Financial Instruments with 
Characteristics of Liabilities, Equity, or Both. 
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