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EFRAG Draft Comment letter on IASB Discussion Paper DP/2018/1 Financial Instru-
ments with Characteristics of equity

On behalf of the Accounting Standards Committee of Germany (ASCG) | am writing to con-
tribute to EFRAG’s Draft Comment Letter (herein referred to as ‘DCL’) on the IASB’s Discus-
sion Paper DP/2018/1 Financial Instruments with Characteristics of equity (herein referred to
as the ‘DP’) by providing in advance our tentative views on the DP. Please note, that the dis-
cussions at the ASCG on the DP are still ongoing and that we have not yet finalised our
views. Our IFRS Technical Committee will decide upon the ASCG's draft comment letter to
the IASB on 17 December 2018. We will provide the final comment letter once it is approved
by the Committee.

Further, we would like to address some of EFRAG’s questions to constituents raised by
EFRAG in its DCL. Our views in this regard have also not yet been discussed with our IFRS
Technical Committee.

If you would like to discuss our comments further, please do not hesitate to contact Thomas
Schmotz (schmotz@drsc.de) or me.

Yours sincerely,

Andreas Barckow
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Question in para 41 of the DCL

In paragraph 33 EFRAG agrees that information provided in the financial statements
about claims on an entity should help users to assess the entity’s liquidity and solvency.
These information needs are also identified in the Conceptual Framework for Financial
Reporting. The DP suggests providing information on both these factors by considering
both ‘timing’ and ‘amount’ when distinguishing equity from a liability. EFRAG has consid-
ered whether it provides the most useful information to consider both these dimensions
when distinguishing equity and liabilities. Do you think that information about both liquidity
and solvency should be provided through the classifications of claims on an entity? If so,
do you agree with using both the ‘timing’ and the ‘amount’ features when distinguishing
equity from a financial liability from equity? If not, how should the distinction be made?

We doubt that information on an entity’s liquidity and solvency can be sufficiently provided
through classification in all instances. Without questioning the need for consolidated financial
statements in general, we consider them less suitable for assessing the group's liquidity and
solvency.

Whether or not an entity has sufficient liquidity in order to meet its obligations when they fall
due is foremost a consideration that concerns the asset side of a balance sheet rather than
the claims side. Further, liquidity is generally understood as a short-term measure, which by
its very nature is difficult to depict from something as static as a balance sheet. In other
words, the liquidity status can only be ascertained for a particular point in time (i.e. whether,
as per the reporting date, the entity had sufficient liquidity). In group context, the issue is fur-
ther complicated by the fact that liquidity may be held by different entities, which may or may
not be those that have to honour the obligations. Given these difficulties in assessing timing
and location, we fail to see how liquidity considerations can be depicted meaningfully by
classifying claims into liabilities and equity.

We have similar reservations with regard to assessing solvency based on classification, for
the very same reasons: Solvency is a measure to indicate whether a (legal) entity can remain
solvent. In a group context, the solvency to be assessed is likely that of the parent company,
using its control of the group’s assets to meet the group’s obligations as they fall due. When
assessing the viability of a group, one would need to assume a hypothetical liquidation of all
group entities bottom up in order to be able to assess whether the parent is still solvent. In
contrast, solvency can be assured by other means than through liquidation of group entities,
e.g. through disposal. Further, there would be no need to strictly follow a reverse waterfall
and disposing of the bottom layer first: Any group entity can be disposed of, business can be
carved out and disposed of in order to ensure solvency of the parent and the remaining
group. Hence, we are not convinced that information about solvency can be derived from
classifying claims in a group context.
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Question in para 42 of the DCL

The IASB decided that, while the objective of the FICE project is to respond to challenges
in distinguishing financial liabilities from equity instruments when applying IAS 32, any po-
tential solution should limit unnecessary changes to classification outcomes that are al-
ready well understood. Considering the IASB’s preferred approach described in the DP,
do you expect significant classification changes? If so, please describe the type(s) and
extent of instruments affected, the existing classification in accordance with IAS 32 and
why the classification could or would changes in accordance with the IASB’s preferred
approach.

During our outreach activities several of our constituents shared the results of their effect
studies showing the effects of changes to classification outcomes. Certain claims, also re-
ferred to as hybrid capital, which are equity under IAS 32, would be classified as liabilities
under the preferred approach with knock-on consequences such as measuring those instru-
ments at fair value with changes recognised in P/L. We have been made aware of analyses
of data extracted from Bloomberg showing that perpetual subordinated bonds that allow is-
suers to defer coupon payments indefinitely (as a part of such hybrid capital claims) with a
minimum notional amount of EUR 120bn outstanding in total are expected to change their
classification under the preferred approach. These claims are classified as equity under IAS
32 and have been issued in European and Non-European countries by entities with equity
and/or debt instruments listed on a regulated market. It should be noted, that this figure just
includes instruments for which “big data” are available. We expect the total amount of claims
that will change their classification to be significantly higher as — for example — comparable
bonds issued via local or private placements are not considered in the numbers above.

Questions in paras 86 to 88 of the DCL

To what extent is the ‘puttable instruments’ exception in paragraph 16A-B used in your ju-
risdiction?

To what extent is the ‘obligations arising on liquidation’ exception in paragraph 16C-16D
used in your jurisdiction?

What are the application challenges that arise with these two exceptions?

In Germany, there are more than 390,000 entities with the legal form of a partnership (gen-
eral or limited) where the shares are redeemable. Most of the larger partnerships with reve-
nues well above EUR 1bn each are family-owned businesses with debt instruments listed on
a regulated market, hence, they must prepare financial statements according to IFRSs. For
most of these entities the puttables exception is highly relevant and appears to be working as
intended. Many smaller partnerships, however, are failing to meet some of the criteria neces-
sary to qualify for the exception. These entities then are either trying to tap the unregulated
market instead of the regulated market (in order not having to prepare IFRS financial state-
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ments) or are seeking to a qualified audit opinion (i.e. they do not apply IAS 32). Further, we
are aware of there still being an issue where the partnership is an associate in which an en-
tity has invested in. In such cases, the puttables exception does not apply.

We are not aware of the usage of ‘obligations arising on liquidation’ exception in paragraph
16C-16D.

Questions in paras 73 and 74 of the DCL

What are the most common non-derivative financial instruments with characteristics of
equity in your jurisdiction (e.g. perpetual bonds, reverse convertible bonds, callable
shares with discretionary dividend, non-cumulative and cumulative preference shares,
etc.)?

Do you consider that it is relevant to classify financial instruments that are only settled on
liquidation (e.g. cumulative preference shares) as financial liabilities?

According to the feedback we received from our constituency the following non-derivative
claims are of particular relevance in the banking sector:

o Additional-tier-1 instruments (subordinated bonds, principal is callable by issuer, cou-
pons are non-cumulative)

o Non-cumulative perpetual bonds

e Convertible bonds

As to the second part of the question we think that the amount feature conflicts with the going
concern assumption. Firstly, according to the terms of the contract, an entity can defer pay-
ment into perpetuity as it is not obliged to pay anything before the entity’s liquidation. Sec-
ondly, according to para 4.1 of the Conceptual Framework “it is assumed that the entity has
neither the intention nor the need to liquidate or curtail materially the scale of its opera-
tions...”; thus, liquidation of the entity is remote, and so is any obligation to pay. Conse-
quently, there is no obligation. Against this background we fail to see why such instruments
should be classified as liabilities. Unfortunately, this issue is not addressed in the DP, and — if
the IASB decides to keep the amount criterion — we would highly recommend the IASB to
have this contradiction resolved.
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Question in para 112 of the DCL

Considering the arguments provided in paragraph 105 above, do you consider that ac-
counting for all derivatives on own equity as derivative assets or derivative liabilities under
the scope of IFRS 9 together with disclosures on the maturity of any redemption amount
under IFRS 7 would be a simpler approach and still provide relevant information to users
of financial statements?

At first sight, EFRAG’s alternative suggestion to classify derivates on own equity as either
assets or liabilities (but not as equity) has merit as it obviously results in simpler accounting.
Further, such treatment would limit structuring opportunities as equity classification is ex-
cluded from the outset. However, we have some concerns as regards EFRAG'’s suggestion:

Firstly, we think that accounting for derivatives according to EFRAG’s alternative suggestion
would be consistent with the proprietary perspective, rather than the entity perspective, which
we believe the IASB assumes. The reason is that such obligations may present an obligation
of the owners to involve additional parties in their business. In this context we believe that
rights issues should generally not be accounted for as liabilities or assets, as from an entity
perspective such rights issues may be deemed as an agreement of the entity to issue further
shares. Therefore, those right issues should continue being classified as equity.

Secondly, the consequences for put options over own shares are not clear. These claims are
grossed up according to both, IAS 32, and the preferred approach taking both the shares and
the option into consideration. In this case, a non-derivative liability is recognised, but not a
‘derivative liability’ as mentioned in EFRAG's alternative approach.

Lastly, we don’t think such a requirement is consistent with the accounting according to IFRS
2 Share-based payment.

Questions in paras 206 and 207 of the DCL

To what extent are contingent convertible bonds (CoCao’s) and written puts on NCI used
by the entities in your jurisdiction?

What types of entities are using them the most?

According to the feedback we obtained from the German Association of Banks CoCos and
NCI puts are issued by some of the big players. Further, NCI puts are commonly used by
family-owned businesses when seeking to secure succession in the business where there
are no family heirs. In such cases, the business are often sold to third parties while retaining
the patriarch in the business for a transition period to then fade him out through put/call com-
binations (patriarch can put/third party can call NCI).
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Questions in para 387 of the DCL

To what extent is the IFRIC 2 interpretation being used by the entities in your jurisdiction?

The most relevant group of entities using the IFRIC 2 interpretation are financial institutions
operating in the legal form of a cooperative. Although most of them are not companies with
debt securities admitted to trading on a regulated market of any member state of the Euro-
pean Union, they are under the supervision of the Banking Authority and are, thus, required
to calculate their equity according to IFRS Standards. The total assets of these banking co-
operatives in Germany were approx. EUR 900bn in 2017. All these entities are using the
IFRIC 2 interpretation.
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DRSC e. V. e Zimmerstr. 30 ¢ 10969 Berlin

[DRAFT COMMENT LETTER TO THE IASB
Not yet approved by the IFRS Technical Committee]

IFRS Technical Committee
Phone: +49 (0)30 206412-12
E-Mail: info@drsc.de

Mr Hans Hoogervorst
Chairman of the
International Accounting Standards Board
Columbus Building

7 Westferry Circus / Canary Wharf
London E14 4HD

Berlin, [date] 2019

Dear Hans,

IASB Discussion paper DP/2018/1 ) 1 ith Characteristics of Equity
On behalf of the Accounting Standards € SCG) | am writing to com-
ment on the IASB Discu ments with Characteristics of
Equity (herein referreg the opporttnity to comment on the DP

We are generally g counting for claims against an entity in light
of the numerous ré& Interpretations Committee over recent
years. In particular, the 8 e accounting for put options over ordinary
shares is i ggested approaches with regard to presenta-

asis for further development.

epted answer on the basic question “What is debt, and
e views are highly diverse on what debt or equity is
diverse stakeholder groups. Given the various types of claims
h based on the dichotomy is just a compromise. The only way
to overcome the ompromise would probably be an accounting without any classi-
fication (claims approa owever, we are aware that there are many arguments, also from
a preparer’s perspectiy€, against it.

That being said, we have considerable reservations as regards the preferred approach to
classification, as referred to further below. In our understanding, the IASB’s three key objec-
tives for the research project on FICE had been

¢ to eliminate existing application problems (e.g. the accounting for NCI puts);
e to address the criticism of certain accounting results (e.g. puttables shares not subject
to the puttables exception); and

Contact: Bank Details: Register of Associations:

Zimmerstr. 30 -D-10969 Berlin - Deutsche Bank Berlin District Court Berlin-Charlottenburg, VR 18526 Nz
(via Markgrafenstr.19a) IBAN-Nr. President:

Phone: +49 (0)30 206412-0 DE26 1007 0000 0070 0781 00 Prof. Dr. Andreas Barckow

Fax: +49 (0)30 206412-15 BIC (Swift-Code) Executive Director:

E-Mail: info@drsc.de DEUTDEBBXXX Prof. Dr. Sven Morich



Accounting Standards Committee of Germany

Deutsches Rechnungslegungs Standards Committee e.V. ’ : I

DRSC
e to enhance the information provided on both equity instruments and liabilities.

We wonder whether these objectives could not have been addressed with significantly less
effort through narrow scope amendments to IAS 32. All in all we do not consider the pre-
ferred approach to be more suitable and robust than IAS 32. In particular, the preferred ap-
proach

o flip-flops between the entity and the proprietary perspective for classification, thereby
undermining the conceptual validity of the suggested approach;

¢ leads to accounting results that call into question so far undisputed classifications and
contradicts fundamental principles such as the going concern hypothesis, with poten-
tially detrimental effects on regulatory capital (e.g. certai tual bonds);

e relies on the same exceptions as IAS 32 for certain nting outcomes (puttable
shares) rather than providing a model that encomp, desired accounting out-
come; and

e introduces new terminology that we believe j unnecessary com-
plexity for stakeholders.

Our views in response to the ED questions
would like to discuss our comments further,
Schmotz (schmotz@drsc.de) or me.

Yours sincerely,

Andreas Barckow

President
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Appendix — Answers to the questions in the DP

Question 1

Paragraphs 1.23-1.37 [of the DP] describe the challenges identified and provide an ex-
planation of their causes.

a) Do you agree with this description of the challenges and their causes? Why or why
not? Do you think there are other factors contributing to the challenges?

b) Do you agree that the challenges identified are important to users of financial
statements and are pervasive enough to require standard-setting activity? Why or
why not?

We basically agree with the analysis presented i DP, and we thin the challenges
including challenges arising from the applicatio
puttable at fair value or contingently convertible . rther think the IASB is right in

concluding there is a lack of transparg [ rtain claims against the entity, be

it due to insufficient disclosure requi i s or due to the traditional dichot-
omy that causes important characteri ' sufficiently through classifica-
tion, since the dichotomy cannot capturé aims existing in practice.

On the other hand, we cg p that IAS 32 works well in the
vast majority of situatig ems i they exist at the edges primarily. Any stan-

sed against the enhancements that are ex-

on reporting abot against the entity should be made in two steps: Urgent amend-
ments and quick fixe IAS 32 Financial Instruments: Presentation including the enhance-
ment of disclosures, clarifications on the accounting for shares puttable at fair value should
be given priority. As regards the classification of claims, we recommend the IASB allow for
more time and effort with the aim of developing a classification principle that is more robust
and encompasses the desired accounting outcomes for transactions where IAS 32 relies on
exceptions.
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Question 2

The Board’s preferred approach to classification would classify a claim as a liability if it
contains:

a) an unavoidable obligation to transfer economic resources at a specified time other
than at liquidation; and/or

b) an unavoidable obligation for an amount independent of the entity’s available eco-
nomic resources.

This is because, in the Board’s view, information about both of these features is relevant
to assessments of the entity’s financial position and financial performance, as summa-
rised in paragraph 2.50. The Board’s preliminary view is that information about other fea-
tures of claims should be provided through presentation and disclosure.

Do you agree? Why, or why not?

From a conceptual point of view, any approa ifi requires wtion as to

formation to the means at hand. Clea [ ts limits, as it applies a two-class
classification to economic phenome etely classified meaningfully into
(just) two classes. We observe that & ification i binary system is significantly

instead (the claim response on EFRAG’s Discussion Paper
Classification of clai in ach appears to bear a significant advan-

sheet information for the purpose of presenting or ap-
2porting entity itself, which conflicts with the objectives of finan-
37 of the CF (“General purpose financial reports are not de-
A reporting entity”).”

As the IASB has ely) decided in favour of retaining the dichotomy, it needs to be
considered what information cannot be captured through classification and, thus, must be
provided for through other means, such as presentation and disclosure. Against this back-
ground, we agree with the IASB to split the issue into classification and other means of pro-
viding information.

When deliberating the 1ASB’s preferred approach in more detail we struggled whether the
approach to classification was meaningful. While we can easily support condition (a) above —
the timing feature —, we question the validity of condition (b) — the amount feature. Most criti-
cally, we believe that there is an implicit flip-flopping in perspectives between the entity and
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proprietary perspectives to classification in the approach: Whilst condition (a) clearly starts
from the entity perspective, condition (b) appears to emphasise the proprietary perspective
more strongly. We acknowledge that a classification principle can be built either way; how-
ever: Once a perspective has been chosen, it should be adhered to in order not to cause
inconsistent accounting outcomes. In our view, condition (b) could be waived if own shares
were included in the definition of economic resources or financial assets. However, we ac-
knowledge the IASB had already discussed this idea several times and ultimately rejected it.

Furthermore, we are of the opinion that the preferred approach bears a significant risk of
adding complexity and cost by introducing new terminology, such as “independent of the en-
tity’s available economic resources”. We question whether the to be taken by prepar-
ers and other stakeholders in understanding and potentially j enting the preferred ap-
proach justify the benefits associated with the proposals he IASB to consider how
it can help stakeholders avoid or at least limit unnecessa

Y

Question 3

The Board’s preliminary view is that a non-derivative financial instrument should be classi-
fied as a financial liability if it contains:

a) an unavoidable contractual obligation to transfer cash or another financial asset at
a specified time other than at liquidation; and/or

b) an unavoidable contractual obligation for an amount independent of the entity’s
available economic resources.

This will also be the case if the financial instrument has at least one settlement outcome
that has the features of a non-derivative financial liability.

Do you agree? Why, or why not?

ished and accepted in practice as it is part of the clas-
2. We agree for a liability classification it should be relevant if
h before its liquidation.

Apart from our the amount feature mentioned in our answer on question 2, we
believe that this co introduces not just an additional layer of complexity, it might con-
tradict the going concérn hypothesis as laid out in the Conceptual Framework. We agree that
the preferred approach will result in the same outcome as under IAS 32 in the vast majority
of cases. However, there will be some changes in classification, e.g. with regard to irre-
deemable fixed-rate cumulative preference shares, as described in para. 3.15 of the DP. This
type of instrument will be classified as a liability under the preferred approach while it is an
equity instrument under IAS 32 requirements. The liability classification under the preferred
approach results from the claim being for an amount independent of the entity’s available
economic resources (the amount feature). In other words, even if the entity will never be re-
guired to transfer economic resources before its liquidation, the claim is classified as a liabil-
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ity. The fact that, upon liquidation, the entity will have to transfer cash in an amount that does
not change in accordance with changes of the available economic resources is decisive in
this context. We believe this line of argument to be in conflict with the going concern hy-
pothesis per the Conceptual Framework:

e Firstly, and according to the terms of the contract, the entity can defer payment into
perpetuity as it is not obliged to pay anything before liquidation;

e secondly, and according to para 4.1 of the Conceptual Framework, “it is assumed that
the entity has neither the intention nor the need to liquidate or curtail materially the
scale of its operations....” Hence, if an entity has no intentiog to liquidate, why should
it recognise an obligation?

Against this background we fail to see why such instrument
ties. Unfortunately, this issue is not addressed in the DP,
the amount criterion — we recommend the Board having

Id be classified as liabili-

The ASCG performed outreach on the DP, and p uspected that the
implicit objective of having the amount feature ising from eco-
nomic compulsion, since the bonds as menti d) as liabili-
ties in the markets despite being accounted fo [ i rding eco-
nomic incentives. In general, they did not consid
ate than the fix-for-fix rule in 1AS 32.

to fundamental changes does not seé . ag. of our constituents shared
indicative results that point at the oppos [ i hat are currently classified
as equity under IAS 32 ifi he preferred approach involv-
ing conseguences su > alue t with changes recognised in P/L. We have
been made aware ; acted from Bloomberg showing that perpetual

includes instruments for which “big data” are available.
changing their classification to be significantly higher
bnds issued via local or private placements are not considered

This change in a likely to create significant consequences for market participants’
behaviour, as man ose contracts involve special termination rights that will come into
effect through reclassification. Particularly in countries with less well-developed capital mar-
kets, access to these types of financing would be severely hampered, which could also have
a significant economic impact. Furthermore, the rating of entities affected might worsen as
rating agencies might change their assessment of the entities’ leverage based on new classi-
fication rules. Similar effects are expected for non-rated companies as in these cases the
financial statements as published are of greater interest to investors.
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Question 4

The Board’s preliminary view is that the puttable exception would be required under the
Board’s preferred approach. Do you agree? Why, or why not?

We agree that instruments that are classified as equity by way of the puttable exception in
IAS 32 should continue to be classified as equity instruments. We assume that the term “put-
table exception” in question 4 includes the instruments described o paras 16C and 16D of
IAS 32, although these are not “puttable instruments” (in contr, the instruments dealt
with in paras 16A and 16B of IAS 32).

However, we note the IASB stating in para 3.35 of the DP, assification and presen-
tation principles of the Board’s preferred approach dognot¥address challenge that arises
when all an entity’s claims meet the definition of a li alifies for classifi-
cation as equity.” Further, the Board explicitly lis . oncerns arising
from the absence of any equity claim. The IA
one equity claim, as the complete absence o [ [ matic. We
further understand this view to be the main reas
fect even under the new classificatio

With this line of argument the IASB criterion to the preferred ap-
proach. In our view, this implicit criterio [ at every entity shall have at

least one claim that is classmed as ed le exception as currently
worded does not result ig at least since the conditions in

, P narrow, which may be illustrated by the fol-
lowing: In German 0 entities with the legal form of a partnership

partnerships, however, are failing to meet some of the
ception. These entities then are either trying to tap the

an entity’s claim ¥ definition of a liability and no claim qualifies for classification as
equity. If the IASB we triving to avoid that situation, it may consider, firstly, having the put-
table exception replaced by another principle, and in order to cover all relevant circum-
stances, e.g. by stating that the most residual claim is always equity, and secondly, making
that third criterion explicit.

However, it should be borne in mind that this additional criterion would add further complexity
to an approach that is already containing a high level of complexity. Another option would —
as suggested by the IASB — be to keep the exception as an exception from the basic princi-
ple; however, we think the need for exceptions indicates a weakness of the approach, which
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left us with mixed views on a final recommendation to the 1ASB in this respect, taking the
preferred approach as given.

Question 5

The Board'’s preliminary view for classifying derivatives on own equity — other than deriva-
tives that include an obligation to extinguish an entity’'s own equity instruments — are as
follows:

a) a derivative on own equity would be classified in its entirety as an equity instru-
ment, a financial asset or a financial liability; the individual legs of the exchange
would not be separately classified; and

b) a derivative on own equity is classified as a financial asset or a financial liability if:

i) it is net-cash settled—the derivative requires the entity to deliver cash or
another financial asset, and/or contains a right to receive cash for the net
amount, at a specified time other than at liquidation; and/or

i) the net amount of the derivative is affected by a variable that is independ-
ent of the entity’s available economic resources.

Do you agree? Why, or why not?

We agree with the IASB’s proposal to [ o& equity in their entirety in-
stead of splitting them i ndivi . A requirement to separately
classify these individu ificant conceptual and operational change

dditional information value by accounting for
efforts in doing so. In addition, we agree
ivatives on own equity is a logic conse-

apreferred approach will lead to an appropriate classification out-
come in this c3 r eloping the guidance in para 16(b)(ii) of IAS 32 in 2005, the

substance of the tra tion” (BC4F of IAS 23), a conclusion we definitely agree with. In the
absence of a discussion indicating the contrary in the DP we further believe that the reasons
that led the IASB in reaching that conclusion in 2005 are still present today.

Therefore, the IASB should either consider keeping the exception or rework the preferred
approach. From a conceptual point of view, we prefer having the preferred approach re-
worked as we deem exceptions to a principle indicate that the principle is not robust enough.
In addition, we repeatedly note the complexity of the preferred approach in general increases
when detailing it further for derivatives on own equity. For example, specifying the amount
feature as “the net amount of the derivative is affected by a variable that is independent of
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the entity’s available economic resources” appears to be hard to use in practice. We would
like to point out that we do not deem complex accounting principles to be a problem funda-
mentally; however, if replacing the underlying concept in IAS 32 with a different but equally or
even more complex approach resulted in similar challenges (such as the need for excep-
tions), the new classification approach should be advised against.

Question 6

Do you agree with the Board’s preliminary views set out in paragraphs 5.48(a)—(b)? Why,
or why not? Applying these preliminary views to a derivative that could result in the extin-
guishment of an entity’s own equity instruments, such as a written put option on own
shares, would result in the accounting as described in paragraph 5.30 and as illustrated in
paragraphs 5.33-5.34.

For financial instruments with alternative settlement outcomes that do not contain an un-
avoidable contractual obligation that has the feature(s) of a financial liability as described in
paragraph 5.48(c), the Board considered possible ways to provide information about the
alternative settlement outcomes as described in paragraphs 5.43-5.47.

Do you think the Board should seek to address the issue? Why, or why not?

If so what approach do you think would be most effective in providing the information, and
why?

Although we suppor ici imi ontractual rights and obligations being classi-
fied consistently, rg S [ structured those rights and obligations, we
think the IASB is (@ , : knowledge that, for example, convertible

ce of perfect markets the convertible bond
pation will never be exactly identical in legal and economic

C that are — in fact — already or still outstanding. Whilst we con-
ceded that this ap ight have merits from a purely conceptual point of view, the re-
interpretation of the agtlial circumstances into the opposite seems to be anything but under-
standable and practicable. Therefore, we disagree that the accounting for a written put option
on own shares that is issued together with ordinary shares should be the same as the ac-
counting for a convertible bond.

As to the second part of question 6 we believe that the alternative "separation of embedded
derivatives from equity host instruments” could have merits, as it would best reflect the char-
acteristics of such instruments. In addition, the users of financial statements would be able to
see the dilutive effects directly from the balance sheet. On one hand, this seems consistent
with the objectives pursued by the IASB with the research project and may therefore be sup-
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ported. On the other hand, the proposal seems to be in conflict with the general notion of
equity contained in the DP, i.e. presenting equity from an entity perspective, as a balance
sheet presenting information about dilution would carry elements of the proprietary perspec-
tive; we are therefore reluctant to recommend the IASB going forward with the separation of
embedded derivatives from equity host instruments. The reason is not that the ASCG dis-
agrees with the proprietary perspective per se. However, we are strongly of the opinion that
both the entity and the proprietary perspective cannot serve as a basis for financial state-
ments at the same time. In the DP, the Board — in accordance with its conceptual framework
— takes the entity perspective as its starting point, but does not consistently pursue it in the
development of its ideas that follow.

a requirement would pre-
rthermore, we fail to see
ent is reasonable, ap-

Another practical issue to be considered in this context is tha
sent a fundamental change of current accounting conventi
whether the effort required for preparers to implement
propriate, and balanced by the benefits derived from j

Please see also our comments on question 11 (| contractual oblig

o

Question 7

Do you agree with the Board’s preliminary views stated in paragraphs 6.53—6.54? Why, or
why not?

The Board also considered whether or not it should require separation of embedded deriva-
tives from the host contract for the purposes of the presentation requirements as discussed
in paragraphs 6.37—-6.41. Which alternative in paragraph 6.38 do you think strikes the right
balance between the benefits of providing useful information and the costs of application,
and why?

4

f stakeholders. It might be concluded that the need for
such additi@ i [ ses from a classification that is not generally supported by all

are recognised in tf atement of performance) might send the wrong signals to some us-
ers. If one continues this thought, one inevitably comes back to our initial intervention: Any
classification is just more or less good a compromise that cannot depict economic phenom-
ena to all users equally well. Therefore and repeatedly, we fail to see whether the preferred
approach in general shall result in better accounting outcomes as IAS 32. Both approaches
(as probably all classification approaches) are just a compromise for neither of which a gen-
erally accepted consensus can be reached.

If the IASB were to proceed with the preferred approach nonetheless, we support requiring
additional information to compensate for the limits of that classification approach. However,
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we note that also in this case the assessment of the IASB’s ideas need to be considered
against the background of the perspective assumed (i.e. entity vs. proprietary), which we
think the IASB does not follow consistently in the discussion paper. On the basis of the entity
perspective, which we think the IASB is assuming, the separation of value changes of liabili-
ties that behave like ordinary shares in OCI (without recycling) appears appropriate as these
effects are not indicators of the entity’s performance. However, the reasoning for this pro-
posal is not explained convincingly enough in the DP. We even noted views in our constitu-
ency that there were no counterintuitive effects that would require separation.

Against the background of these reservations, we welcome the crit
for the separation of effects from value changes of partly dep
easier to implement in practice. Furthermore, the disaggre
tionate alternative to the criteria approach. For the same
guirement to separate all embedded derivatives from the
treatment under IFRS 9.

ia approach of the IASB
derivatives, as this is
approach is a dispropor-
we do not support a re-
ts, irrespective of their

not convinced
income state-

As to how the information on the separated effec
that this separation should be made on the f
ment. We rather support disclosing these in the

uld be provided,
the balance sheet and

a

Question 8

The Board’s preliminary view is that it would be useful to users of financial statements as-
sessing the distribution of returns among equity instruments to expand the attribution of
income and expenses to some equity instruments other than ordinary shares. Do you
agree? Why, or why not?

The Board's preliminary view is that the attribution for non-derivative equity instruments
should be based on the existing requirements of IAS 33. Do you agree? Why, or why not?

The Board did not form a preliminary view in relation to the attribution approach for deriva-
tive equity instruments. However, the Board considered various approaches, including:

a) a full fair value approach (paragraphs 6.74—6.78);

b) the average-of-period approach (paragraphs 6.79-6.82);

c) the end-of-period approach (paragraphs 6.83—6.86); and

d) not requiring attribution, but using disclosure as introduced in paragraphs 6.87—6.90
and developed in paragraphs 7.13-7.25.

Which approach do you think would best balance the costs and benefits of improving in-
formation provided to users of financial statements?

We agree it would be useful to users of financial statements assessing the distribution of re-
turns among equity instruments to expand the attribution of income and expenses to some
equity instruments other than ordinary shares. We further share the IASB’s assessment that
the disclosure requirements in IFRSs do not result in appropriate information about equity
instruments. Concluding, we agree these requirements should be enhanced.
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Notwithstanding this, we do not support the IASB's suggestions on the distribution of the en-
tity’s earnings to equity instruments on the face of the balance sheet. Instead, we are of the
opinion that these information deficits should be addressed through notes disclosures exclu-
sively. Further, we disagree with the earnings allocation to derivatives classified as equity
under any approach of a) to ¢) above — the main reason being the implicit notion suggested
by the allocation, that the holders of such derivatives are already considered as holders of
the equity instruments subject to the exchange transaction on the respective derivative’'s set-
tlement. Furthermore, we oppose changing a fundamental principle of accounting according
to which equity instruments are not subject to re-measurement, neither directly nor indirectly

formation via notes disclosures (alternative d)).

The enhancements that the IASB might consider by am S 33 Earnings per share
include disclosures on anti-dilutive derivatives and infor etical (possibly future)
equity claims, e.g. in the case of derivatives. In thi hould be informed
about any potential dilution in the future on the ba: urrently issued.

As regards non-derivative equity claims, we n [ which earn-
ings are allocated to non-derivative equity clai i me defects
that should be addressed. In particular, we woul t out that the term ‘preference
shares’ as introduced in IAS 33 as e DP is not defined and used in
the same way globally. Instead, the [ anings in different jurisdictions,

the term. IFRSs just defing 3. provide (various) examples
and scenarios of preferghce : ng'that “preference shares may be

preference SRares, IAS 33 focuses on their rights to receive
aims in dividends), i.e. ordinary shares participate in profits
pes of shares, such as preference shares, have partici-

et seq.; timing featlire according to paragraph 2.17(a) in the DP] (For example, a prefer-
ence share that provides for redemption on a specific date or at the option of the holder
contains a financial liability because the issuer has an obligation to transfer financial as-
sets to the holder of the share.)
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Question 9

The Board’s preliminary view is that providing the following information in the notes to the
financial statements would be useful to users of financial instruments:

a) information about the priority of financial liabilities and equity instruments on liquida-
tion (see paragraphs 7.7—7.8). Entities could choose to present financial liabilities
and equity instruments in order of priority, either on the statement of financial posi-
tion, or in the notes (see paragraphs 6.8—6.9).

b) information about potential dilution of ordinary shares. These disclosures would in-
clude potential dilution for all potential issuance of ordinary shares (see paragraphs
7.21-7.22).

¢) information about terms and conditions should be provided for both financial liabili-
ties and equity instruments in the notes to the financial statements (see paragraphs
7.26-7.29).

Do you agree with the Board’s preliminary view? Why, or why not?

How would you improve the Board’s suggestions in order to provide useful information to
users of financial statements that will overcome the challenges identified in paragraphs
7.10 and 7.29?

Are there other challenges that you think the Board should consider when developing its
preliminary views on disclosures?

Generally speaking, the priority of financial liabilities and equity
instruments on liqui ngful to users. In any case, such information
should only be provided i es, n the face of the balance sheet.

closure to be meaningful in all instances.
ding in the context of consolidated financial
jal entities is not itself a single legal entity that is subject to
are always based on legal obligations vis-a-vis a legal en-
, providing such information for a group would implic-
itly ass he entire group bottom-up in a liquidation waterfall scenario,
which mig eed not be (and in most cases will not be). If a group was in
financial distreSShi siore likely that claims would not be settled by liquidating group
entities but by diSROSINg em; furthermore, if entities were to be disposed of, disposals do

Disclosures on terms and conditions as well as on potential dilution seem helpful to users. In
relation to the latter we recommend requiring entities to distinguish between options that may
currently be exercised and those that can only be exercised at a future date. Furthermore,
we observe that there might be numerous claims against an entity whose terms and condi-
tions might already be subject to disclosures. As a note of caution, we remind the IASB of the
aims pursued in its disclosure initiative in that new disclosure requirements should only be
required if necessary to understand the financial statements as a whole.
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Question 10

Do you agree with the Board’s preliminary view that:

a) economic incentives that might influence the issuer’s decision to exercise its rights
should not be considered when classifying a financial instrument as a financial liabil-
ity or an equity instrument?

b) the requirements in paragraph 20 of IAS 32 for indirect obligations should be re-
tained?

Why, or why not?

However, economic incentives may g£ome in vario s, including indirect obligations
lves or conditions making certain

settlement alternatives becoming eco
recommend clarifying this in a principle

Question 11

The Board’s preliminary view is that an entity shall apply the Board’s preferred approach to
the contractual terms of a financial instrument consistently with the existing scope of IAS
32. Do you agree? Why, or why not?

f pri&e, all terms and conditions that determine the relevant
inancial instrument should be considered when analysing it for
knowledge that the contractual obligations form the best basis
for that. Howe vant economic characteristics of a claim are often determined
by legal and regu uirements in addition to those explicitly mentioned in the contract,
an entity should not e its assessment solely on the contractual features.

An example for these claims is the partners’ shares in a partnership under the German Civil
Code. Those shares represent an obligation of the entity to pay — upon the partner’s exit — an
amount to the exiting partner they would receive if the entity had been liquidated at the time
of his exit. According to most court decisions this clause is meant to represent an obligation
to transfer cash in an amount equal to the pro rata share of the exiting partner in the entity’s
fair value. Therefore, the partners’ shares in such entities are considered puttable at fair
value. It should be noted that this clause must be adhered to even if the partners’ option and
their right is not stated in the contract. In this respect we believe that the notion “contractual
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rights and obligations” should be referring to rights and obligations that arise from the exis-
tence of a contract, regardless of these rights or obligations being worded in the contract
itself.

We acknowledge the issue might become more complex when an instrument changes its
economic characteristics upon a regulator’s or a lawmaker’s decision. For example, a debt
instrument may — upon a regulator’'s decision — change its characteristics in a way that
makes the claim becoming an equity instrument under relevant accounting requirements
(bail-in instruments). We note that, unlike with a puttable share, the party to decide upon the
economic outcome of the claim is not a party to the contract which the claim is based on. The
guestion that then needs to be clarified would be on which ass ns the classification at
initial recognition of a bail-in-instrument shall be made? In ou , such instruments should
be classified at initial recognition based on the terms appli issuance of the claim, i.e.
any possible future regulator’s actions or omissions s ken as genuine and,
therefore, be disregarded until the regulator’'s actio the change in the
claim’s characteristics.
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