ACCOUNTING CONCEPTS - CONVERTIBLES & IAS

Converli bles
his is the first of two articles on Jonathan Cooklin, tax partner, and Laurent Sykes, tax associate,

Part 1: Position of the Issuer
the topic of convertibles, take . . ..
I Hare o b ik CEr{-'reshf:elcls Bruckhaus Deringer, both solicitors and chartered
be converted into shares of the issuet afccountants, discuss recent changes to the taxation of convertibles
the bond. The articles are intended|to
provide a general overview of recept
of

changes to the corporate taxation
convertibles. AN EXAMPLE beginning before 1 January 20057 Sir]
The articles will focus on recentltis easiest to consider the changes whitche bonds impose an obligation on t
changes to the UK tax legislation to deare the focus of the present article by waigsuer to transfer economic benefits g
with the convergence of UK GAAP with of example: a UK incorporated andsince, under FRS 4, conversion is nof to
international accounting standat{i#\S) | resident company (the ‘issuer’) issugbe anticipated, the bonds should be
and the ability, subject to the relevan200,000 convertible bonds into the marketiccounted for within liabilities as debt
provisions of the Companies Act 198bat the start of year 1. The bonds have @ut should be stated separately frogm
of an entity to prepare its solus account®ur-year term and a face value of £1,006ther liabilities). The initial carrying
in accordance with IAS for periods ofper bond. Issue costs are assumed to Bmount of the debt will be equal to the
account commencing on or aftefl million. Interestis payable annually |nnet proceeds of issue, being the fair va
1 January 2005. arrears at a nominal annual interest rate of the consideration received on iss|
This first article will focus on the 6%. At the holder’s option, each bond |i$£200 million) less the costs incurre
position of the issuer. The position of theonvertible at maturity at the end of yeladirectly in connection with the issue (£
holder will be covered in the second4 into 1 ordinary share in the issuer (anchillion) — that is, £199 million.
article. the obligation to issue shares if holders The double entries would according
In some respects the tax analysis islect to convert cannot be cash-settlgdpe:
not entirely clear and further changes|tdhe conversion right cannot be separate®r Cash
the regime cannot be ruled out. It shoulttansferred. When the bonds are issued| t& Liabilities

ce
he
nd

£199m
£199m

also be appreciated that the account
treatment discussed represents
authors’ understanding of the releva

n@revailing market interest rate for simil
haebt without a conversion option is 9
nfthe difference between this and the ¢

ar
d-inance costs
%inance costs will be equal to th

taifference between net proceeds of £1
henillion and the total payments which th
conversion option). Issue costs pfssuer may be required to make in resp
nelelivering the shares on conversion aref the instrument (£200 million princips
passumed to be nil. Assume that the issuand £48 million interest) — that is, £4
adopts IAS in its solus accounts in thenillion. The finance costs will be
imelevant periods. allocated to periods over the term of t
s It is worth a quick reminder of thedebt at a constant rate on the carry
placcounting treatment under UK GAAPamount. On the numbers given th
bfand the tax treatment which apply forconstant rate would be approximate
periods of account beginning befores.1%, giving the finance costs in Table
il January 2005, before considering theverleaf for each of the four years. T
oposition for convertible bonds issued freffect is that the issue costs are spr
periods of account beginning on or afieover the term of the notes. The finan
bithat date and accounted for under IAS.costs of £49 million will typically be
redemption, the relief obtained by the charged to the profit and loss account]
issuer under the loan relationshipfERIODS OF ACCOUNT BEGINNING
regime for the amount attributed to théBEFORE 1 JANUARY 2005
option right is not necessarily clawedssuer accounting treatment
back or is clawed back as a capital gdirinitial recognition
depending on the nature of theWNhatwould be the accounting treatme
convertible. under FRS 4 for periods of accou

victually payable being acceptable
shbondholders as the effective price of t

standards, which are comparatively né
and the precise application of which
in a number of areas, uncertain.
However, to summarise some of t
more important points in relation t
issuers of convertibles:
e issuers may now be able to obtg
relief, under the loan relationship
regime, for the implicit cost to the issu
of the option right granted to holders
the convertibles;
e where holders elect to convert the
bonds into shares, such relief is n
clawed back; and
¢ notwithstanding that holders elect f

Conversion or redemption
To the extent that on maturit
bondholders elect to convert, the amo
mtecognised in shareholders’ funds
htespect of the shares issued should be

int
in
the
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Table 1: Finance charges under FRS 4

Year Initial Finance costs Payment Closing
liability (6.1% x opening liability
recognised liability)
£(199m)
1 £(12,228,101)| £12,000,000  £(199,228,101)
2 £(12,242,117)| £12,000,000,  £(199,470,218)
3 £(12,256,995)| £12,000,000 £(199,727,213)
4 £(12,272,787)| £212,000,000 Nil
Total £(49,000,000)

amount at which the liability for the debtPERIODS OF ACCOUNT BEGINNING
is stated as at the date of conversion, wi@N OR AFTER 1 JANUARY 2005
no gain or loss recognised. Issuer accounting treatment
Accordingly the double entries (takingHow does the above change under |
into account the accretion of the princigahnd what is the impact on the ta
amount of the liability) would be: treatment?
Dr Liabilities £200m An important point to note is that th
Cr Equity £200m accounting and tax treatment for t
issuer will differ depending on whethg
Issuer taxation treatment the option right granted to holders
For periods of account beginning befaréreated (from the point of view of th
1 January 2005, the taxation of the issuiéssuer) as equity (that is, as a resid
will, broadly speaking, follow the aboveinterest in the net assets of the entity),
accounting treatment. The lodmas a derivative financial instrument. T
relationships regime applies in theaccounting treatment described bel

normal way with two modifications| assumes that the option right represent®nversion option right.

First, Finance Act (FA) 1996, s 92Aequity from the perspective of the issUer In practice (and in the illustrativ
denies relief for any share issue costs (@s it should do on the facts assumed iexamples which accompany IAS 32) t
there are none in the example aboyé¢he example) but some of the differengefair value of the notional financial liability
Secondly, s 92A provides that any debjiterhich would arise were the option rightwithout the equity component on initi
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issuing shares, pay holders cash equal to
the market value of the shares which it
would otherwise have been required|to
issue), the option right would, it seems,
be analysed as a derivative financjal
instrument and not as equity in relation
to the issuer.

Initial recognition
Under IAS 32 the first step for the issuer
of a non-derivative financial instrument
is to determine whether it contains bath
a liability and an equity component, since
these will need to be presented separately.
As the bonds are convertible by holders
into a fixed number of ordinary shares
(and cannot be cash-settled), they
comprise two components: a financial
liability (being in this case a contractugl
ASrrangement to deliver cash) and fan
pequity instrument (a call option element).
Accordingly the liability and equit
ecomponents will be required to he
n@resented separately by the issuer.
2r  The second step is to determine the
isnitial carrying amount of the liabilit
ecomponent. This is achieved under IAS
LA&2 by measuring the fair value of a similar
diability that does not have an associa
nequity component, for example a bo
vwssued on the same terms but without

to be brought into account are to béo represent a derivative financialrecognition is derived by taking the present
bought into account under an authoriseshstrument are also considered. Thealue of the cash flows payable (assumjng
accruals basis of accounting (as opposaetifference in tax treatment which wouldno conversion) under the actugl
to an authorised mark to market basisyesult is also considered. It should peonvertible but applying a discount rate
Again no adjustment should result on theoted that it may be comparatively easgqual to the implicit interest rate in similar

facts. Accordingly, the issuer should jrfor equity treatment not to be availablg -debt without the conversion option

principle be able to obtain relief for thefor instance, if the conversion rightin t

gassumed in the example to be 9%).

£49 million of finance charges in theexample could be cash-settled other thahis basis, the initial carrying amount of
periods in which they are debited foonly on the occurrence of a remotehe financial liability component (befor
profit and loss, with no other amoungtsontingency (for example, if on exerciseleduction of issue costs) would be
being brought into account. of the option the issuer could, instead|o£180,561,681 as illustrated in Table 2.
The carrying amount of the equity
Table 2: Separation of liability and equity components component (before deduction of isspe
costs) is the difference between the fair
Gross proceeds  Issue costs  Initial carryipng Value of the convertible taken as a whole
value and the fair value of the similar liability
— without the equity component, that is,
PV of £200m principal £141,685,042 £19,438,319 (being £200 million legs
repayable at year 4 at 9% £180,561,681).
PV of £12m payable annually ~ £38,876,639 As to the issue costs of £1 million,
in arrears for 4 years at 9% these are a||Ocated to the ||ab|||ty a 1d
- — 1] equity components of the instrument fin
Fair value of liability £180,561,681] (£902,808 £179,658,873 proportion to the allocation of grogs
component proceeds, as shown in Table 2, giving|an
Equity component (balance)|  £19,438,319  (£97,192)  £19,341,127initial carrying value of the liability
component of £179,658,873 and an
Total £200,000,00Q0 £(1,000,000) £199,000,000 3mount allocated to equity gf
£19,341,127.
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The double entries would according
be:

Dr Cash £199m
Cr Liabilities £180m
Cr Equity £19m

Finance costs

The financial liability will, generally
speaking, be measured at amortised ¢
using the effective interest rate methg
The ‘effective interest rate’ is the rate th
exactly discounts estimated future cg
payments through the expected life of t
financial instrument to the net carryin
amount of the financial instrument. Tab
3 shows how the financial liability woul
be measured on initial recognition, a
subsequently, following this approad
(note the accretion of the principal amou
of the liability to £200 million on
maturity).

On the facts, the finance costs will I
calculated in a manner similar to tho
under FRS 4 (that is, as the differen
between the initial carrying value of th
liability and the principal amount of th
debt), with the key difference that und
IAS 32 the initial carrying value of th
financial liability is the fair value of the
financial liability component of the
convertible only. Finance costs a
accordingly £68,341,127, being th

accretion of the liability to its principa

amount) would be:

Dr Liabilities £200m

Cr Equity £200m

(The £19 million recognised in equit

on issue would remain there, although

may be reallocated within equity.)

ost Assuming no holder elected t
cconvert, the double entries would be:
abr Liabilities £200m
s@r Cash £200m
he (Although not expressly addressed
dAS 32, there are indications, in the c3
leof bonds which have run to maturity, th
J the £19 million recognised in equity g
ndssue would be treated in the same man
has on conversion, that is, it would rems
nin equity.)

Treatment under IAS 39 where the opti
baight represents an embedded derivati
s&dlow suppose that the terms of tk
ceonvertibles were such that the opti
eright was considered to represent
eembedded derivative financial instrume
efor the issuer, rather than equity, f
b instance because the option right co
> be cash-settled. This scenario is refer

to below as the ‘revised facts’. Some

@ghe important differences in th
eaccounting would be as follows:

interest payable of £48 million plus issui® The convertible would not on initig

costs of £1 milliod (as per FRS 4plus
an amount equal to the equity compon
of £19,341,127 (net of the releva
proportion of issue costs).

The equity component would not &
remeasured.

Conversion or redemption
To the extent that bondholders elected
convert, the financial liability componer
would be derecognised and transferreg
equity. No gain or loss would b
recognised on conversion.

Assuming (for the sake of simplicity

recognition be split into two componen
eninder IAS 32 as described above.
ne However, the convertibles woulfithe
relevant conditions were satisfied,
eseparated into two (or perhaps mo
components, under IAS 39: an embedg
derivative financial instrument and a hg
contract representing the liabilit
toomponent. Although the application
tthe effective interest rate method in tk
| wontext is not explained by IAS 39, it
ethought that the result would be on
again that finance costs would [
)increased (as compared to FRS

that all of the holders elected to conve

Table 3: Finance charges under IAS

rtreatment), in this case by the amot

Year Initial Finance costs Payment Closing
liability (9.1% x opening liability
recognised liability)
£(179,658,873
1 £(16,438,163)| £12,000,000 £(184,097,036)
2 £(16,844,239)| £12,000,000 £(188,941,275)
3 £(17,287,470)| £12,000,000 £(194,228,745)
4 £(17,771,255)| £212,000,000 Nil
Total £(68,341,127)

ythe double entries (taking into account thaitially recognised in respect of thle

| embedded derivative.
e The fair value of the embeddegd
derivative represented by the option right
granted to holders would be derived in the
yfirst instance by valuing the embedded
idlerivative, the value of the ‘host contragt’
being the residual amount. This may
oproduce different numbers to those gi
above.
e The embedded derivative (in contrast
to the equity component — see abovye)
invould then subsequently be remeasured
sat fair value with changes in fair value
abeing recognised in profit or loss (unless
ncash flow hedge accounting applied).
ner
ifssuer taxation treatment
What would be the tax treatment of the
convertibles for the issuer in the light of
othe accounting treatments above?
ve For periods of account beginning on or
n@fter 1 January 2005, s 92A is repealed.
DiNew s 94A applies where a company s
apermitted or required in accordance with
ngenerally accepted accounting practice in
bithe accounting framework which it adopts
ulfin this case IAS) to treat the rights and
rdehbilities under a loan relationship as
otlivided between rights and liabilities under
ea loan relationship (defined by the
legislation as the ‘host contract’) and thase
| under a derivative financial instrument pr
teequity instrument (both of these are
defined as ‘embedded derivatives’). (Nate
the terms ‘host contract’ and ‘embedded
b@lerivative’ are borrowed from IAS 39 b
egre extended, confusingly, also to co
exbncepts derived from IAS 32.) Th
stonditions for s 94A to apply woul
y accordingly be satisfied whether the opti
bfright were treated as an equity compon
isinder IAS 32 or as an embedded derivat
sunder IAS 39.
ce Section 94A(2) provides that th
eompany is to be treated:
4 for the purposes of the loan
melationships code, as party to a logn
relationship whose rights and liabilitigs
consist only of the rights and liabilitigs
of the ‘host contract’ (that is, in the
example, the liability component of the
compound financial instrument ds
determined under IAS 32 or, on the
revised facts, the (non-derivative)
liability as determined under IAS 39); and
o for the purposes of the derivative
contracts code in FA 2002, Schedule 26
as party to a relevant contract whose rights
and liabilities consist only of those of the
‘embedded derivative’ (that is, in the
example, the equity component of the
compound financial instrument ds

ent
ive

e
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facts, the embedded derivative ps To the extentthat holders exercise theRevenue amending s 94A so as to ensure
determined under IAS 39). Underright to convert and shares are issued likiat it applies for such periods even if FRS
s 94A(3) the ‘embedded derivative’ wouldthe issuer of the bonds, the amount treat@® is not in fact being applied by |a
take the character of an option for thas the carrying value of the option at theompany accounting under UK GAAP and
purposes of Schedule 26. time the company became a party to thdne company does not bifurcate the
loan relationship will also not be taxed. instrument in its accounts.
Financial liability component e To the extent that holders do npt
Will the issuer obtain relief for additional exercise their right to convert and thdNotes
finance costs (compared to those whijcprincipal amount of the bond is repaid! The article does not consider the
would have been recognised under FR& that holders exercise their right tgosition of traders in relation to sud
4) representing the equity component [asonvert but the option is cash-settled bponds. Deferred tax is also n
determined under IAS 32 on the exampldhe issuer, a capital gain may arise for theonsidered, nor are the transitional ru
or the embedded derivative (as determinadsuer’ covered in this article.
under IAS 39 on the revised facts)? The above treatment of the embedded The term is used loosely to inclug
It is our understanding that the issyederivative is quite close to the treatmenknternational Financial Reportin
should in principle be capable of obtainipngvhich an issuer might expect to receiyeStandards.
relief for the additional finance costs (pfeven before the legislative amendmepfs As can be seen, the amount taken
£19 million) in the example. Accordingly, discussed above, if it chose to issue tharough the income statement in resp
subject to the detailed provisions of theliscounted bond with a warrant instepdf issue costs is the full £1 million, give
loan relationships code, the issuer woyldyf a convertible. In that case the issyehat such amounts are deducted from [the
in the example, expect to receive relief focould expect to receive relief under th@roceeds of issue either directly from the
the finance charges of £68 million chargetban relationships regime for the discounliability component or as part of the equity
to profit or loss over the term of theand interest but to realise an up-frgncomponent deducted from such proceeds.
convertible. This compares to the £42apital gain on the issue of the warrartt Inserted by Finance Act 2004,
million of finance costs in respect of whi¢ch(provided that the warrant was an optiopn)schedule 10, paragraph 13
it would have been entitled to tax reliefwith the possibility of this being reversed® Although the equity component i
applying FRS 4. We also understand this the option was exercised (so that singlender s 94A, treated as a ‘releva
to be the case in relation to increagettansaction treatment under TCGA 1992;ontract’ for the purposes of Schedule [26
finance costs (as compared to FR$ ¢ 144(2) applied). it is not a ‘derivative contract’ for those
treatment) which result in the case where An important difference, however, ligspurposes and accordingly paragraph 45J
the option right is accounted for as aim timing. The capital gain under paragraploes not apply. The explanatory notes to
embedded derivative financial instrument45J would appear to arise, in a case wheparagraph 45J confirm that the provision
as on the revised facts. conversion does not take place, when thie not intended to apply in such cases
convertible is redeemed; and where the As amended by the Finance Act 2002,
Equity component holder does elect to convert there is no uggchedule 26, Parts 2 and 9 (Amendment)
The effect of s 94A would appear to be|tdront capital gain to be reversed. Order 2004 (SI 2004 No 2201) and the No
treat the equity component in the example As noted the position may be though2 Amendment Order (SI 2004 No 327Q).
as distinct from the financial liability, only to be even more favourable where thé Paragraph 45J(6) and (9) Schedule 26.
the latter being taxed as a loan relationshigption right is treated as equity, given that Although itis not entirely clear from FRS
under the loan relationships regimethe amount credited to equity is np25 (or FRS 4) how the finance charges
Accordingly, it is thought that the creditthought to be taxable. would in this context be calculated in a case
to equity on recognition of the equity where FRS 26 is not being applied.
component should escape tax and if i&nd what about new UK GAAP?
understood that this is also the view of thBefore concluding it is worth noting that
Inland Revenue (However, the position s 94A is, it is thought, intended to apply
is, technically, not entirely clear — s 85Beven if the issuer is accounting under nge
and the proposed new paragraph 14A 10K GAAP and not IAS. Where the optign

5
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If any readers feel they need guidarice
at a fairly basic level on accounting

FA 1996, Schedule 9, as currently draftedjght is accounted for as equity, the
arguably leaving open some room foconditions for s 94A to apply are satisfie(
debate.) in the case of an issuer accounting und
UK GAAP through the application of FRS
Embedded derivative 25 (the UK equivalent of IAS 32), thee
Suppose that, as per the revised facts, thelevant paragraphs of which (like IAS 3P
option right were treated as an embeddexte mandatory for periods of accoun
derivative financial instrument under IASbeginning on or after 1 January 2005.
39. FRS 26 (the UK equivalent of IAS 39)

The embedded derivative financigis currently only capable of applying, fo
instrument is dealt with in paragraph 45periods of account beginning on or afte
of Schedule 26.ts effect, subject to the January 2005, to listed entities or entitie
relevant conditions being met — as |iwhich prepare their financial statement
principle they should on the facts be —|ign accordance with the fair valule
very broadly, as follows. accounting rules set out in the Companiig
e Fair value movements on the embedde@ict. However, it is understood that thefré

topics, or would like to write on a
particular subject, could they please ge
in touch with the Editor a
alison.lovejoy@lexisnexis.co.u
or Stuart Collins of PKF a
stuart.collins@uk.pkf.com who is
acting as our adviser oAccounting
Concepts

Topics already covered in the
Accounting Concepts series al&FS
& GAAP (Issue 773)kimited Liability
Partnershipg757); UK GAAP & IAS
(Issue 755)FRS 12754);Application
Note G(749); IAS & the Impact on
Intellectual Property Transactions

K

(748); Accounts Based on IFR®26).

derivative are not brought into account.has been some discussion about tk
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