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Comment Letter to the FASB:

Liability and Equity

The members of the Financial Accounting Standards Committee of the American Accounting Association have discussed the Board’s decisions made through January 20, 1999 concerning the liabilities and equity project. We write this letter to provide timely input into the deliberations in that project. We do not discuss existing empirical research in this letter, though we intend to do so in our response to the exposure draft when it is issued.

Our primary concern is that we believe the Board’s decisions so far reflect inconsistent application of two important but distinct purposes or decision criteria for distinguishing liabilities and equity. The two purposes are (1) insolvency risk assessment and (2) common equity valuation, including the assessment of the effect of various types of financial leverage on the volatility of the return on common equity (henceforth, common equity valuation). We first describe the decision criteria corresponding to these purposes and then provide specific examples illustrating what we believe to be the inconsistent application of these criteria by the Board.

Because a firm can become insolvent only as a result of its obligations, the decision criterion corresponding to insolvency risk assessment is that obligations are liabilities while nonobligatory claims are equity. In our view, insolvency risk assessment has historically been the primary but not the only criterion used to distinguish liabilities and equity; for example, it explains why nonredeemable preferred stock is treated as equity, though not why minority interest is treated as a liability (or at least nonequity). 

Because common equity is the ultimate residual claim, all other claims reduce the value of common equity and increase the mean and variance of the return on common equity, assuming that the value of assets is determined independently of capital structure.

Accordingly, the decision criterion corresponding to common equity valuation is that any claim other than the common equity of the (parent) firm is a liability. In our view, the common equity valuation criterion has historically been applied infrequently by accounting standards setters, though it may help explain why minority interest is treated as a liability. This criterion corresponds to many kinds of financial analysis (e.g., decomposition of return on common equity into return on assets and financial

leverage), and it appears to us to be playing more of a role in the Board’s current thinking (e.g., in the Board’s continuing development of fair value accounting). 

The risk assessment and common equity valuation decision criteria are related but distinct. In table 1, we represent various claims in a two-by-two matrix separating obligations and non-obligations along the vertical axis and separating non-residual and residual claims along the horizontal axis. The two off-diagonal cells (upper right and lower left) are the cases where insolvency risk assessment and common equity valuation do not align. In particular, for a going concern, preferred stock and minority interest are non-obligations that are also not residual claims to any meaningful extent. For a firm subject to substantial insolvency risk, debt obligations can take on aspects of residual claims. 

TABLE 1

Decision Criteria: Insolvency Risk Assessment vs. Common Equity Valuation a

	
	Common Equity Valuation

	
	Non-residual Claim 
	Residual Claim

	Insolvency

Risk Assessment
	Obligations
	Debt

Options on Debt
	

	
	Non-obligations
	Preferred Stock

Minority Interest Options on Preferred Stock or Minority Interest
	Common Stock

Options on Common Stock



a The classifications in the table assume the firm is a going concern, with relatively low-risk debt and preferred stock. As insolvency risk increases and default on debt and preferred stock becomes more likely, both instruments take on aspects of residual claims.


We believe insolvency risk assessment and common equity valuation are both valid and important purposes for distinguishing claims—neither a priori dominating the other—and that financial statement users need to be able to clearly separate obligations from non-obligations and residual claims from nonresidual claims. We also believe, however, that financial statement users will be best served if the Board’s decisions to classify specific instruments as liabilities or equity reflect a consistent application of one of the two criteria. We believe that most of the Board’s decisions so

far are consistent with insolvency risk assessment (e.g., non-redeemable preferred stock is equity). However, the Board has also decided that financial instruments requiring the firm to issue a variable number of common shares with a fixed value or a value not tied to the value of the firm’s equity shares will be classified as liabilities. This is an example of a non-obligation being classified as a liability, inconsistent with insolvency risk assessment (since no cash need ever be paid) but consistent with common equity valuation. Another decision inconsistent with insolvency risk assessment is that financial instruments that require the firm to issue shares of a subsidiary are classified as liabilities, similar to the treatment of minority interest. We believe that such inconsistency does not serve well either the insolvency risk assessment or the common equity valuation purposes for distinguishing liabilities and equity.

Since no single decision criterion can completely capture all purposes for distinguishing liabilities and equity, we believe that financial statement users will be best served by an orderly sequence and sufficient disaggregation of balance sheet and income statement elements to enable these users to distinguish obligations from nonobligations and residual claims from nonresidual claims. We discussed two bases for sequencing and disag-gregating claims: (1) the contractual specificity of their payoffs (e.g., the payoffs to common stock—as the residual claim—are by necessity almost completely unspecified while the payoffs to debt are specified in detail) and (2) their order of priority in the event of bankruptcy. We believe the first approach is the most general and appropriate way to think about the various kinds of liability and equity claims, but the second approach may be a simple yet effective substitute for the first approach. Specifically, both bases suggest the following sequence: relatively low-risk obligations, relatively high-risk obligations, nonobligations that are not residual claims, and residual claims. Both bases also suggest that minority interest should appear below preferred stock.

The Committee discussed three other issues related to the Board’s liabilities and equity project:

1. We believe that common equity valuation is facilitated by a clear distinction between the claims of existing and potential common shareholders (i.e., common stock option holders) on the balance sheet and income statement (e.g., distinguish the income available to current and potential common shareholders). 

2. We believe interpretation and application of the Board’s existing and proposed standards will be facilitated by a clear statement explaining what financial instruments the Board views as compound (i.e., complex, but separable into simpler components) vs. hybrid (i.e., complex, but not separable). For example, the Board has decided to classify mandatorily redeemable preferred stock entirely as a liability, as if it is a hybrid, predominantly liability instrument. In theory, it is a compound instrument, preferred stock plus a written put option on preferred stock. The written put option is a liability but the preferred stock is equity (given the Board’s decisions regarding nonredeemable preferred stock). Why are the two components not separated? 

3. We believe the Board’s decisions on the liabilities and equity project should be linked to certain decisions it has made and/or will have to make regarding whether to recognize and how to measure the fair value of the firm’s own risky debt. In particular, are there conditions under which measuring the value of a (very) risky debt instrument become so difficult that it is preferable to measure the value of the instrument indirectly as a residual claim rather than directly at fair value? 

The Committee appreciates the opportunity to participate in the Board’s due process and to have our views considered. We hope this letter is helpful to the Board in its deliberations. Please contact the principal author if you have questions.

The principal author is Steven G. Ryan. The views expressed in this letter are those of the individuals on the Committee, not those of the American Accounting Association.
