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The Financial Accounting Standards Board (the FASB or the Board) issued Accounting Standards Update
(ASU) 2017-11 with the intent to simplify the accounting for certain equity-linked financial instruments (or
embedded conversion options) that use down round features.

A down round provides a downward adjustment of the current exercise price based on the price of future
equity offerings. Down rounds are commonly used in warrants, convertible preferred shares, and
convertible debt instruments issued by private companies and development-stage public companies.

Current Accounting

Current U.S. generally accepted accounting principles (GAAP) often requires issuing entities to account
for these instruments or embedded features as derivatives at fair value with subsequent changes in fair
value recorded through earnings. This creates measurement complexity and a reporting burden. The new
guidance will reduce these costs and complexities.

The Concern

Some private companies and other stakeholders asserted concern that current accounting guidance
created unnecessary cost and complexity for organizations that issue financial instruments with down
round features by requiring — on an ongoing basis — fair value measurement of the entire instrument or
conversion option. Thus, unnecessary income statement volatility connected to changes in the value of a
company’s share price may ensue.

Also, some stakeholders contended that current guidance does not reflect the economics of the down
round feature which exists to protect certain investors from declines in the issuer’s share price under
certain circumstances.

The Fix

The new guidance allows companies to disregard the down round feature when assessing whether the
instrument is indexed to its own stock for purposes of determining liability or equity classification.
Accordingly, a down round feature (as defined) would no longer cause a freestanding equity-linked
financial instrument (or an embedded conversion option) to be accounted for as a derivative liability at fair
value with changes in fair value recognized in current earnings.

Companies that provide earnings per share (EPS) data will, upon the adoption of this guidance, adjust
their basic EPS calculation for the effect of the feature when triggered (i.e., when the exercise price of the
related equity-linked financial instrument is adjusted downward because of the down round feature) and
also will recognize the effect of the trigger within equity.



In addition, the Board re-characterized the indefinite deferral of accounting requirements about
mandatorily redeemable financial instruments of certain nonpublic entities and certain mandatorily
redeemable non-controlling interests to a scope exception. The re-characterization has no accounting
effect.

Effective Dates and Transition

Public business entities: For fiscal years, and interim periods within those fiscal years, beginning after
December 15, 2018.

Other organizations: For fiscal years beginning after December 15, 2019, and interim periods within
fiscal years beginning after December 15, 2020.

The guidance must be applied using a full or modified retrospective approach.
Early adoption is permitted for all organizations.
Full Text

The full text of this new guidance can be accessed at: ASU 2017-11 - FASB.

Contact Us

If you have any questions about this new guidance or accounting and auditing matters in general, please
contact John M. Haslbauer, CPA, Partner at jhaslbauer@pkfod.com or any member of the PKF O’Connor
Davies team.
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PKF O’Connor Davies, LLP is a full-service certified public accounting and advisory firm with a long history of serving clients both
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PKF O’Connor Davies is the lead North American representative in PKF International, a global network of legally independent
accounting and advisory firms located in 440 locations, in 150 countries around the world.

Our Firm provides the information in this e-newsletter for general guidance only, and it does not constitute the provision of legal advice,
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http://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&cad=rja&uact=8&ved=0ahUKEwjt2pHa4pjVAhUBNSYKHQD7DkcQFggoMAA&url=http%3A%2F%2Fwww.fasb.org%2Fcs%2FContentServer%3Fc%3DDocument_C%26pagename%3DFASB%252FDocument_C%252FDocumentPage%26cid%3D1176169197451&usg=AFQjCNF-RLcNgk3ylKkBhULvWkJ2e8F-Mw
mailto:jhaslbauer@pkfod.com

