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The search for criteria that will enable a suit-
able distinction to be drawn between equity
and liabilities has been the subject of a debate
that has now become commonplace with-

in accounting. Despite the fact that such a
distinction would appear straightforward in
simple financial instruments, the complexity
and diversity of current financial instruments
makes it difficult to offer a suitable solution
for all of them. These innovative financial in-
struments have been created in order to meet
needs in financing and financial risk manage-
ment, and by adding elements that make them
attractive so as to make it easier to place them
among investors. Thus, the basic qualities

of conventional equity and liability financial
instruments have become intertwined, giving
way to hybrid instruments, which makes their
classification more complex from the account-
ing standpoint.

In view of this challenge, the main regulatory
bodies have reacted with projects that seek

to clearly identify the essence of equity and
liability instruments that may enable suitable
distinguishing criteria to be established that
are applicable in practice. With this aim in
mind, it is essentially the FASB and 1ASB that
have been working since 2003 both individ-
ually and in a coordinated manner on the
Financial Instruments with Characteristics

of Equity project. This project has been de-
veloped alongside other financial reporting
improvement and harmonization projects,
including the Conceptual Framework project
which, although it does not constitute a direct-
ly applicable accounting standard, sets out the

objectives of financial reporting and the basic
principles that should guide the development
of future standards.

Among the most relevant works, the FASB
issued the Financial Instruments with Char-
acteristics of Equity (Preliminary Views)
document in 2007, with the aim of opening
up a debate that would enable such a distinc-
tion to be drawn more clearly. The Board’s
preliminary view was that the “basic ownership
approach” was the appropriate method for
determining which instruments should be
classified as equity instruments. The first char-
acteristic underlying this approach is that the
most subordinate claim in the entity is classi-
fied as equity. Only the type of instrument that
has the lowest priority would be classified as
equity. As a second characteristic, the hold-

er is entitled to a percentage of the assets of
the entity that remain after all higher priority
claims have been satisfied. The holders of this
type of instrument are viewed as the owners
of the entity. Other claims that reduce the net
assets available to the owners are classified as
liabilities.

The Board also considered a further two
approaches which were not supported by the
respondents. The ownership-settlement ap-
proach includes the basic ownership approach
and opens up the equity consideration to per-
petual instruments (such as preferred stocks)
and other indirect ownership instruments
settled by issuing related basic ownership
instruments. Instruments that lack settlement
requirements or that represents the most
subordinate claim are classified as equity. Its
implementation would have similar results of
the existing IFRS and US GAAP. The third
proposal was the reassessed outcomes ap-
proach. Uses probability-weighted outcomes
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for providing inconsistent results. In general,
the reviewers consider that the draft would

not change the present classification of many
instruments. The reviewers consider that ex-
isting highly-detailed liability-equity literature
under US GAAP has not been developed in
the draft document and, as a consequence, it is
likely that current requirements would remain
in use.

As a potential solution to dealing with the
project, the boards (Agenda Paper A2, Septem-
ber 2010) proposed the following as a basic
equity classification principle:

An instrument is classified as equity if it
gives the holder the right to force the entity to
settle only if the issuer:

(a) chooses to distribute all of its assets or

(b) is required by an event (such as bank-
ruptcy) to distribute all of its assets.

This general principle would need to make
exceptions for particular share-settled instru-
ments, mandatorily redeemable and puttable
instruments and instruments that are issued by
limited life entities. In the case of co-operative
entities the exception applicable for mandatorily
redeemable instruments is especially interest-
ing. However, many reviewers acknowledge
that with the proposals put forward in the

draft document they were unable to determine
whether some co-operative financial instru-
ments would qualify for equity classification.

Looking through the Agenda Paper of the Feb-
ruary 2010 board meeting it is possible to find
that it was suggested that mandatorily redeem-
able and puttable instruments be classified as
equity in their entirety, in the case of:

Instruments with terms that require, or
permit the holder or issuer to require, re-
demption to allow an existing group of
shareholders, partners, or other participants
to maintain control of the entity when one of
them chooses to withdraw.

Instruments that the holder must own in or-
der to engage in transactions with the entity
or otherwise participate in the activities of
the entity and whose terms require, or permit
the holder or issuer to require redemption
when the holder ceases to engage in transac-
tions or otherwise participate.

The reviewers considered that additional dis-
cussion was needed on terms such as “main-
tain control of the entity”, “engage in transactions
with the issuer” and “actively participate in the

activities of the issuer.”

In the joint meeting in October 2010, the
boards decided to proceed with a targeted im-
provement approach in areas where reporting
causes problems under both sets of standard
setters. Mandatory redeemable and puttable
instruments were included among the three
troublesome areas in which practical problems
exist and which staff consider resolvable in the
short term. The problems of entities that issue
only redeemable or puttable instruments are
considered to be similar in the case of FASB
and 1ASB standards.

Although the project on “Financial Instruments
with Characteristics of Equity” has been tem-
porally delayed', both standard setters have
reached several tentative conclusions that will

1
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definitely act as guidelines for improvements
in terms of the criteria that will be applicable
in the future for the purpose of classifying
financial instruments as either equity or liabil-
ities. This future evolution needs to take place
in keeping with the conceptual framework,
which is also being reviewed by the boards.
Any decision should be taken in keeping with
the definition of liability in the final conceptu-
al framework.

According to the Objectives of the Financial
Reporting, proposed in chapter one of the
Conceptual Framework (IASB 2010), “the
financial position of the reporting entity is pre-
sented through the information regarding its
economic resources and the claims against the
entity, and the changes in them”. As regards
the distinction between equity and liabilities,
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and Maddocks (2010) carried out a similar
survey on six European countries, adding the
standpoint of the Canadian and US cases.

The first result of the EACB survey enabled
four major groups of financial instruments
issued by co-operatives to be identified:

. Classical co-operative shares

_ Privileged member shares and members’
certificates

__ Non-user member shares

1” Tradable co-operative shares and invest-
ment certificates

The last three shares or certificates modify
one or more of the characteristics of classical
co-operative member shares. In this section
we would like to emphasize the main specif
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co-operative. In the Spanish case, the transfer
of capital is confined to transactions between
members, or by mortis causa to the benefit of
heirs if they happen to be members and, if
they are not, following acceptance as such.

Members have the right pursuant to the Law
governing Co-operatives to voluntarily resign
at any time, and within the terms established
in the company statutes, being duty bound

to give advance notice in writing to the Gov-
erning Board of their decision. If a member
resigns, the Law governing Co-operatives or
the co-operative’s own statutes provide for
precautionary measures in order to protect the
company’s interests. In the event that a mem-
ber decides to abandon the co-operative, they
are entitled to redemption of the capital they
had contributed once any losses accumulated
by the co-operative that may be attributed to
that member have been deducted.

Worker Co-operative Entities
Members” Shares

The worker co-operatives members” shares
present the general features of co-operative
members” shares discussed in the previous
section, but additionally have some other
remarkable elements. In worker co-operatives,
their members assume a dual role as a pro-
vider of financial resources and as a worker

of the company. Besides, their members seek

36 JoUrNAL OF CO-OPERATIVE ACCOUNTING AND REPORTING, V1, N1, SUMMER 2012



EQUITY-L1ABILITY ACCOUNTING DEBATE IN WORKER COOPERATIVE ENTITIES MEMBERS  SHARES

JOURNAL OF CO-OPERATIVE ACCOUNTING AND REPORTING, V1, N1, SuMMER 2012

37



38

JoUrNAL OF CO-OPERATIVE ACCOUNTING AND REPORTING, V1, N1, SUMMER 2012



EQUITY-L1ABILITY ACCOUNTING DEBATE IN WORKER COOPERATIVE ENTITIES MEMBERS  SHARES

ulatory accounting bodies regarding elements
involving financial information and the criteria
to be applied in distinguishing between equity
and liabilities does, provide new hope with re-
gard to the future classification of co-operative
members” shares.

Under the working definition of liability de-
veloped within the joint project involving a
review of conceptual framework, it could be
understood that it is necessary for member of
co-operatives entities to make such a request in
order to classify the relevant members” shares
as a liability. The existence of a present obliga-
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draft project jointly submitted by the FASB
and IASB to a small number of reviewers
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The complete view of the link generated via
the contribution of capital reinforces the idea
of a long-lasting relationship between mem-
bers and co-operative entities, particularly in
worker co-operatives. Even where free and vol-
untary entry and withdrawal form part of the
essence of the member’s contractual relation-
ship with the co-operative, we believe the sub-
stance of this relationship to be permanent.
Therefore, we consider the tentative decisions
taken by the international accounting standard
boards to be appropriate. As the reviewers
themselves have pointed out, there are many
finer points that need to be included in order
to accept and define some of the terms used,
although we believe that they constitute a step
in the right direction. If they became defini-
tive, they could help the accounting model to
provide better information about the financial
position of co-operative entities.

The Exposure Draft project has been subject
to criticism by reviewers who consider it is not
based on clear principles and offers inconsis-
tent results. Taking this into consideration the
boards have proposed to include in their de-
liberations a new classification principle based
on the holder’s right to force the entity to settle
only where the issuer distributes all of their
assets or is required by an event to distribute
all of their assets. The applicability of this
principle is not clear in the case of co-opera-
tive members” shares. On the one hand, the
right to redemption of co-operative members’
shares would seem to clash together with the
criterion that has been set out. Nevertheless,
the boards believe that the general principle
would need to make exceptions, particularly,
for some mandatorily redeemable instru-
ments. On the other hand, the distribution of
all assets is not applicable in the case of co-op-
erative entities. In co-operatives members’

shares redemption is based on their nominal
value. In general, members have no claim on
pro-rata amounts exceeding their nominal
value’. Besides in a liquidation process, the
remaining equity will be made available to the
local co-operative association. This singular-
ity is deep-rooted in the features of solidarity
typical of the co-operative model. However it
is clear that members” shares are the instru-
ments that have the lowest priority in claims
status. The disinterested waiver of part of the
net assets that could be accumulated during a
settlement process in favour of the co-opera-
tive movement itself should not be considered
an argument that can be used to cast doubt on
the status of co-operative members” shares as
equity. In our opinion whatever the classifi-
cation decision is taken for instruments with
fixed redemption prices or upper limits should
consider separately the specials circumstances
of co-operatives members” shares.

Lastly, we would like to refer briefly to the
loss-absorbing capability approach proposed
by the EFRAG (2008). In our opinion, the
applicability of this proposal would enable
co-operative members” shares to be classified
as equity. The members” shares remuneration
model recognises the need to remunerate the
capital factor at a fixed percentage, without
any fluctuations according to the amount of
profits obtained during the financial year.
Nonetheless, the accounting result will affect
the member’s capital both if they are losses

or profits. The member will be affected owing
to their involvement in co-operative activity
rather than because of the amount of capital
contributed. In our view, we believe that this
should not constitute any impediment regard-
ing adherence to the principle proposed by the

5 They may be entitled by local Law to some reserves.
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cial instruments and entity types. However the
main approaches proposed throughout the in-
ternational debate mean, a clear evolution for
co-operatives, as the IASB and FASB are more
receptive to consider the co-operatives mem-
bers” shares as equity. During the discussion
process the boards have adopted some tenta-
tive decision that clearly refers to co-operative
entities. They have expressed support for the
consideration as equity of puttable or manda-
torily redeemable instruments that the holder
must own in order to engage in transactions
with the entity or otherwise participate in the
activities of the entity, or permit the holder re-
demption when the ceases to engage in trans-
actions. Before similar consideration were
made for mandatorily redeemable or puttable
instruments redeemable only on the holder’s
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include the number of present worker mem-
bers of the co-operative that, for instance in 3
and 5 years, will reach the age of retirement.
It could provide parallel data of the amount of
capital of such members up to date of finan-
cial statement. In our opinion, it is objective
information based on present data, that has
clear interest to users, and can help in their
decision making process. The definitive with-
drawal of members owing to retirement will
consider cases and circumstances that it can’t
be predicted but, in our opinion, the essence
of the financial instrument is better reflected if
these notes are addeds
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