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	Related party transactions between the entity and its creditor are very common in the business world. Many companies look to have their debt extinguished and possibly offer equity in return. The Financial Accounting Standards Boards, also known as the FASB, establishes financial accounting and reporting standards for public and private companies. The FASB has a set of rules or guidance for companies on how to report transactions in compliance with GAAP. The issue presented in an article from the Journal of Accountancy, “What’s a little debt between friends?” by Ralph Pucek and Glenn Richards, presents readers with difficulties preparers face when using the guidance, provided by the ASC Section 470-50-40 “Debt Extinguishments Between Related Parties,” for debt extinguishment transactions. After reading the journal and the guidance, there seems to be no support for recognition of gains and losses on capital stock transactions, involving a company’s own stock and shareholders, when dealing with related parties because such transactions are not extraordinary, and also do not comply with GAAP.  
	When accounting for extinguishment of debt, prepares may struggle to determine whether they should recognize a gain or loss on the transaction. In accounting, gains and losses are different from each other because a gain results from a company producing profits, whereas a loss is when a company loses money. “Owners of the business are more likely to engage in capital transactions because they generally benefit from the risks and rewards of ownership. Related parties that are not owners, on the other hand, are more likely to engage in transactions that would result in gain recognition when the underlying liability is forgiven.”[footnoteRef:1] In this statement readers can understand that related parties, whom are non owners of the entity, are obviously going to engage in transactions that will provide them with gains because most likely their initial reason for investing in the company is to realize a gain on his or her investment. They would not want to sign off on a deal that will put them in a loss position. Conversely, an owner of the entity many times will engage in a business that might show a loss for themselves, but show a gain for the entity in order to bring positive rewards to the entity. The reason for this is because the owner most likely wants to see their own business perform positively and not have any additional losses attached to their business.  [1:  Pucek, Ralph, and Richards, Glenn. “What's a little debt between friends?” Journal of Accountancy, Journal of Accountancy , 1 June 2013, www.journalofaccountancy.com/issues/2013/jun/20126740.html.
] 

	In order for a preparer to report a gain or loss on the extinguishment, the debt must be considered an extraordinary item. “To be classified as extraordinary, the transaction must be both unusual in nature and infrequent in occurrence, given the entity’s environment (ASC 225-20).”[footnoteRef:2] More importantly, extraordinary items were eliminated as of 2015 in a reporting simplification standard (ASU 2015-01).3 Capital stocks are not considered “extraordinary,” because they are neither unusual nor infrequent. For cases where debt is extinguished through the issuance of capital stock, the guidance states that “the reacquisition price of the extinguished debt shall be determined by the value of the common or preferred stock issued or the value of the debt—whichever is more clearly evident.”[footnoteRef:3] Now for reporting purposes, the guidance also states, “extinguishment transactions between related entities may be in essence capital transactions.”3 These statements tell preparers that the requisition price of the extinguished debt and the value of the common or preferred stock should be recognized as an adjustment to entity and not as a gain or loss. [2:  Lange, Cary. “Debt Restructurings in Nontroubled Situations: Carefully Navigating the Relevant Guidance”, The CPA Journal, www.researchgate.net/publication/264992368_Debt_Restructurings_in_Nontroubled_Situations_Carefully_Navigating_the_Relevant_Guidance.
3 FASB Accounting Standards Update No. 2015-01, Income Statement—Extraordinary and Unusual Items (Subtopic 225-20), Simplifying Income Statement Presentation by Eliminating the Concept of Extraordinary Items]  [3: 4 FASB “Accounting Standards Codification Section 470-50-40 Debt Extinguishment between Related Parties .” FASB, asc.fasb.org/print&rendercmd=section&trid=2208712.] 

	Furthermore, in a situation where the creditor of an entity has received a benefit, such as equity, on the extinguishment of debt with a related party, “preparers must determine which extinguishment transactions should be recognized as capital transactions and which should result in the recognition of a gain or loss.”[footnoteRef:4] Preparers have a hard time making this decision because one of the statements provided in the guidance indicates that, “A difference between the reacquisition price of debt and the net carrying amount of the extinguished debt shall be recognized currently in income of the period of extinguishment as losses or gains and identified as a separate item.” 1 Considering this part of the guidance, some preparers can automatically decide that since the creditor has received a benefit, (in terms of equity valued higher compared to the extinguished debt), they can recognize a loss on this transaction and report it on the income statement. As this may seem to support the idea of recognizing gains and losses on capital stock transactions, involving a company’s own stock and shareholders, it would be incorrect because this method does not follow the rules of GAAP. As a result “the entity should not recognize a gain from an exchange transaction with its owner. Unlike expenses, gains from capital-type transactions have little support within GAAP. Thus, the entity should derecognize the carrying value of its debt (such as a discount or premium on debt and any related debt-issuance costs), with the offsetting credit to equity.”1 Since the creditor is changing the debt from the entity into equity, neither a gain nor loss should be reported in net income.  [4: ] 

		In conclusion, recognizing gains and losses on capital stock transactions of related parties is not generally accepted as it distorts the financial position. It is important to remember “substance over form”:  any under/over receipt of benefits effectively reduces net stockholders equity. Even though the guidance provided by the FASB is not as clear as possible, the general rule is there can be no gains or losses generated by transactions involving a company’s capital stock. In situations with transactions like these, the entity would have to derecognize the carry value of its debt and report an offsetting credit to equity. 
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