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FASB Proposes Clarifications to Scope
Guidance on Profits Interest Awards

Overview

On May 11, 2023, the FASB issued a proposed ASU' that would clarify how an entity
determines whether it is required to account for profits interest awards (and similar awards) in
accordance with ASC 7182 or other guidance. Comments on the proposed ASU are due by July
10, 2023.

Background

In October 2018, the FASB received an agenda request related to providing specific guidance
on whether a profits interest award should be accounted for as a share-based payment
arrangement under ASC 718 or in a manner similar to a cash bonus or profit-sharing
arrangement under ASC 7107 or other ASC topics. The agenda request noted that the absence
of such guidance has resulted in diverse accounting for these awards.

Connecting the Dots

@ Nonpublic entities such as limited partnerships, limited liability companies, or similar
pass-through entities may grant special classes of equity, frequently in the form
of profits interests. While the legal and economic form of these awards can vary,
they should be accounted for on the basis of their substance. If an award has the
characteristics of an equity interest, it represents a substantive class of equity and
should be accounted for under ASC 718; however, an award that is, in substance, a
performance bonus or a profit-sharing arrangement would be accounted for as such
in accordance with other U.S. GAAP (e.g., typically ASC 710 and ASC 450 for employee

" FASB Proposed Accounting Standards Update (ASU), Scope Application of Profits Interest Awards.
2 FASB Accounting Standards Codification (ASC) Topic 718, Compensation — Stock Compensation.
3 ASC 710, Compensation — General.

4 ASC 450, Contingencies.


https://fasb.org/Page/Document?pdf=Proposed%20ASU%E2%80%94Compensation%E2%80%94Stock%20Compensation%20(Topic%20718)%E2%80%94Profits%20Interest%20Awards.pdf&title=Proposed%20Accounting%20Standards%20Update%E2%80%94Compensation%E2%80%94Stock%20Compensation%20(Topic%20718):%20Scope%20Application%20of%20Profits%20Interest%20Awards

arrangements). See Section 2.6 of Deloitte’s Roadmap Share-Based Payment Awards
for more discussion of profits interest awards and other awards issued by pass-
through entities.

In response to the agenda request, the FASB's Private Company Council (PCC) formed a
working group in August 2020 to assess whether there were pervasive practice-related issues
associated with accounting for profit interest awards. The PCC and the PCC Technical Agenda
Consultation Group discussed at various meetings the issue of scope and other related
matters as well as research and outreach performed by the FASB staff.

At the April 2022 PCC meeting, the PCC submitted for the Board's consideration an

illustrative example of scope application requirements and transition guidance. The PCC

also recommended that the scope guidance not be limited to private companies because

(1) certain public companies could be required to account for profits interest awards that
remain outstanding if they filed a Form S-1 with the SEC and (2) the profits interest awards
could, in certain situations, remain outstanding after an initial public offering (e.g., in an “Up-C"
structure). The PCC further suggested that the Board add a project on profits interest to its
technical agenda.

Accordingly, in December 2022, the Board added to its technical agenda a project on
developing an illustrative example of how an entity would apply the scope guidance in ASC
718 to determine whether to account for a profits interest award under ASC 718.

Main Provisions of the Proposed ASU

The proposed ASU would add to U.S. GAAP an example illustrating four scenarios in which

an entity applies the scope criteria in ASC 718-10-15-3 to determine whether to account for

a profits interest award in accordance with ASC 718. The illustrative example is intended to
reduce (1) complexity in the determination of whether a profits interest award is subject to the
guidance in ASC 718 and (2) diversity in practice.

Connecting the Dots

@ The proposed ASU's example illustrates two scenarios in which profits interest awards
are within the scope of ASC 718 and two in which they are outside of it. Paragraph
BC19 of the proposal states that the example is “not intended to be all-inclusive.”
Thus, an entity “should consider all relevant facts and circumstances when
determining whether a profits interest award should be accounted for in accordance
with Topic 718"

Proposed Effective Date and Transition

Effective Date

The effective date will be determined after the Board considers stakeholder feedback on the
proposal.

Transition

Entities would apply the proposed amendments either “(1) retrospectively to all prior periods
presented in the financial statements or (2) prospectively to profits interest awards granted or
modified on or after the effective date.”

If prospective application is chosen, an entity would have to disclose “the nature of and reason
for the change in accounting principle.”


https://dart.deloitte.com/USDART/home/codification/expenses/71x/asc718-10/roadmap-share-based-payments/chapter-2-scope/2-6-profits-interests-other-awards
https://dart.deloitte.com/USDART/home/publications/roadmap/share-based-payments
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Dbriefs for Financial Executives

We invite you to participate in Dbriefs, Deloitte’s live webcasts that give you valuable insights into important
developments affecting your business. Topics covered in the Dbriefs for Financial Executives series include financial
reporting, tax accounting, business strategy, governance, and risk. Dbriefs also provide a convenient and flexible way to
earn CPE credit — right at your desk.

Subscriptions

To subscribe to Dbriefs, or to receive accounting publications issued by Deloitte's Accounting and Reporting Services
Department, please register at My.Deloitte.com.

The Deloitte Accounting Research Tool

Put a wealth of information at your fingertips. The Deloitte Accounting Research Tool (DART) is a comprehensive online
library of accounting and financial disclosure literature. It contains material from the FASB, EITF, AICPA, PCAOB, and SEC,
in addition to Deloitte’s own accounting manuals and other interpretive guidance and publications.

Updated every business day, DART has an intuitive design and navigation system that, together with its powerful search
and personalization features, enable users to quickly locate information anytime, from any device and any browser.
While much of the content on DART is available at no cost, subscribers have access to premium content, such as
Deloitte's FASB Accounting Standards Codification Manual. DART subscribers and others can also subscribe to Weekly
Accounting Roundup, which provides links to recent news articles, publications, and other additions to DART. For more
information, or to sign up for a free 30-day trial of premium DART content, visit dart.deloitte.com.

Heads Up is prepared by members of Deloitte’s National Office as developments warrant. This publication
contains general information only and Deloitte is not, by means of this publication, rendering accounting,
business, financial, investment, legal, tax, or other professional advice or services. This publication is not a
substitute for such professional advice or services, nor should it be used as a basis for any decision or action
that may affect your business. Before making any decision or taking any action that may affect your business,
you should consult a qualified professional advisor. Deloitte shall not be responsible for any loss sustained by
any person who relies on this publication.

The services described herein are illustrative in nature and are intended to demonstrate our experience
and capabilities in these areas; however, due to independence restrictions that may apply to audit clients
(including affiliates) of Deloitte & Touche LLP, we may be unable to provide certain services based on
individual facts and circumstances.

About Deloitte

Deloitte refers to one or more of Deloitte Touche Tohmatsu Limited, a UK private company limited by
guarantee ("DTTL"), its network of member firms, and their related entities. DTTL and each of its member firms
are legally separate and independent entities. DTTL (also referred to as “Deloitte Global”) does not provide
services to clients. In the United States, Deloitte refers to one or more of the US member firms of DTTL, their
related entities that operate using the “Deloitte” name in the United States and their respective affiliates.
Certain services may not be available to attest clients under the rules and regulations of public accounting.
Please see www.deloitte.com/us/about to learn more about our global network of member firms.
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