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Financial Instruments with characteristics of Equity (FICE)

The effects of relevant laws or regulations

Objective

1 The objective of this paper is for members to discuss the IASB’s tentative decisions on the
effects of relevant laws or regulations (Q1 of the IASB Exposure Draft (‘ED’)).

IASB Exposure Draft proposals
2 The IASB proposed to clarify that:

(a)  only contractual rights and obligations that are enforceable by laws or regulations
and are in addition to those created by relevant laws or regulations are considered
in classifying a financial instrument or its component parts (paragraph 15A of the
proposed IAS 32 requirements in the ED); and

(b)  acontractual right or obligation that is not solely created by laws or regulations, but
is in addition to a right or obligation created by relevant laws or regulations, shall be
considered in its entirety in classifying the financial instrument or its component
parts (paragraph AG24B of the proposed IAS 32 requirements in the ED).

EFRAG’s Final Comment Letter

3 EFRAG disagreed with the IASB proposals on the effects of relevant laws and regulations as
they are likely to raise application challenges and uncertainty, lead to a significant change
in existing practice, and introduce the risk of unintended consequences and new diversity
in practice, particularly for instruments for which some or all key parameters are regulated
by law or regulation.

4 EFRAG suggested that the IASB should reconsider its proposals on the effects of relevant
laws and regulations and have this topic as a separate project (together with written put
options on non-controlling interest) so as not to delay the other IASB proposals.

IASB tentative decisions (from the IASB Update)

5 The IASB tentatively decided to withdraw the requirements proposed in the Exposure Draft
related to the effects of relevant laws or regulations on the classification of financial
instruments.

6 All 13 IASB members agreed with this decision.
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7 The EFRAG Secretariat notes that there will not be a separate project on this topic at this
stage as it goes beyond the scope of the project. The EFRAG Secretariat refers to the IASB
discussions in paragraphs 25 and 26.

Feedback received by the IASB and IASB Staff’s analysis and recommendations

8 The IASB Staff paper can be found here.

Feedback received by the IASB

9 Many disagreed with the proposals on the effects of relevant laws or regulations indicating
significant concerns and suggesting not to proceed with the proposals. Many provided
mixed views stating they agree with some parts of the proposals but not with other parts.
These respondents had the following main concerns:

(a)  inconsistency with IAS 32 and other IFRS Accounting Standards;

(b)  potential unintended consequences on classification, including:
(i) potential diversity arising from different legal frameworks; and
(i)  potential introduction of new areas of judgement.

10  Some largely agreed with the ED proposals and suggested providing illustrative examples
and clarifications.

Inconsistency with IAS 32 and other IFRS Accounting Standards
11  Some of the respondents indicated that the proposal:

(@) could lead to confusion and application challenges as paragraph 15! of IAS 32
requires classification in accordance with the substance of the contractual
arrangement; and

(b) isinconsistent with:

(i) paragraph 52 of IFRIC 2 Members’ Shares in Co-operative Entities and Similar
Instruments whereby an entity should include relevant local laws, regulations
for classification purposes.

(i)  paragraph 4.60° of the Conceptual Framework for Financial Reporting
whereby all terms in a contract - whether explicit or implicit - are considered

1 “The issuer of a financial instrument shall classify the instrument, or its component parts, on initial

recognition as a financial liability, a financial asset or an equity instrument in accordance with the substance
of the contractual arrangement and the definitions of a financial liability, a financial asset and an equity
instrument.”

2 “ . Rather, the entity must consider all of the terms and conditions of the financial

instrument in determining its classification as a financial liability or equity. Those terms and conditions
include relevant local laws, regulations and the entity’s governing charter in effect at the date of
classification, but not expected future amendments to those laws, regulations or charter.”

3 “All terms in a contract—whether explicit or implicit—are considered unless they have no substance.
Implicit terms could include, for example, obligations imposed by statute, such as statutory warranty
obligations imposed on entities that enter into contracts to sell goods to customers.”
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The effects of relevant laws or regulations

unless they have no substance and implicit terms could include obligations
imposed by statute.

(iii)  paragraph B12* of IFRS 15 Revenue from Contracts with Customers whereby
an entity should consider contractual terms and legislation or legal precedent;
and

(iv) paragraph 2’ of IFRS 17 Insurance Contracts whereby an entity should consider
its substantive rights and obligations, whether they arise from a contract, law
or regulation.

Potential unintended consequences on classification

Potential diversity arising from different legal frameworks

Some respondents indicated that the proposals could reduce comparability of financial
statements across difference regions because there could be differences in the legal
framework of different jurisdictions and this could result in similar instruments be classified
differently.

Some respondents expressed different views (and therefore potential diversity in practice)
on how to apply the proposals on regulated savings or deposit accounts across jurisdictions.

Some respondents were unclear on which jurisdiction law should be considered, e.g., an
entity incorporated in jurisdiction A while being governed by laws in jurisdiction B.

Potential introduction of new areas of judgement

These new areas of judgement include:

(a)  whether contractual terms are ‘in addition to’ laws or regulations, (as stated in draft
paragraph 15A(a) of IAS 32) - Many respondents stated that it was unclear how to
determine whether contractual terms are ‘in addition to’ laws or regulations and
provided examples of instruments where it may be difficult to apply the proposals;

(b)  whether ‘regulations’ include prudential guidelines or regulatory frameworks;

(c)  the meaning of ‘solely created by laws or regulations’ as used in draft paragraph
AG24A° of IAS 32 — it might be difficult to draw a clear line in differentiating original
contractual terms from those that are solely created by laws; and

(d)  how to evaluate linked transactions — For example, a bond that requires interest
payments only if the issuing entity pays dividends on its ordinary shares. If the entity
has full discretion over whether to pay dividends, neither the dividends on the
ordinary shares nor the bond interest payments would give rise to a financial liability.

4 “In assessing the existence and enforceability of a right to payment for performance completed to date,

an entity shall consider the contractual terms as well as any legislation or legal precedent that could

supplement or override those contractual terms. ...”

5u

An entity shall consider its substantive rights and obligations, whether they arise from a contract, law or

regulation, when applying IFRS 17. ...”

6 “A contractual right or obligation typically applies only to the specific instrument and can be negotiated

or modified by the parties to the contract. In contrast, a right or obligation solely created by laws or

regulations applies to all similar instruments and cannot be modified by the parties to the contract. ...”
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In contrast, if the issuing entity is required to pay a statutory dividend on the ordinary
shares, the respondent is of the view that it is not clear how the obligation to pay
interest on the bond would be classified and whether it would also be viewed as a
statutory (rather than a contractual) obligation applying the proposed
requirements..

Respondent suggestions on the way forward

Some of those that disagreed or had mixed views on the proposals supported an ‘all-
inclusive approach’ as per paragraph BC147 of the Basis for Conclusions of the ED being the

most conceptual approach for classification and more useful to users.

Many other respondents suggested to explore other paths, e.g., maintaining status quo,
separating the proposals from the rest of the project, requiring robust and specific
disclosures about the approaches and judgements used for classification when considering
the effects of relevant laws or regulations.

Many respondents indicated that if the IASB proceeds with the proposals, it should make
some changes including developing illustrative examples and application guidance and
expanding the disclosure requirements.

IASB Staff analysis

19
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22

Overall consideration:

The IASB Staff indicated that the extent of disagreement of the proposals by a range of
stakeholders persuades them that the proposals would not achieve the IASB’s objectives®
and would likely raise more application questions.

Respondent suggestions for potential ways to move forward

Proceed with refining the proposals including adding application guidance, illustrative
examples and disclosures: Without consensus on the underlying principles, further efforts
to refine the proposals and develop additional application guidance and illustrative
examples would not be productive.

Explore the ‘all-inclusive’ classification approach: Feedback did not provide new
information to support the IASB reconsidering its prior decision to reject a more
fundamental change such as adopting the ‘all-inclusive’ classification approach, for the
reasons described in paragraph BC15 of the Basis for Conclusions on the ED.

Decouple the topic and explore it more comprehensively: presents the same challenges and
shortcomings as in paragraph 20 above.

7 “An “all-inclusive’ classification approach would require the issuer of a financial instrument to consider

contractual terms and rights as well as obligations established by relevant laws or regulations, whether

explicitly included in the terms of the contract or implied by laws or regulations.”

8 The IASB’s objectives related to the effects of relevant laws and regulations was to:

(a)

(b)

develop principles that would help entities assess whether a legal requirement is ‘part of the
contractual terms’; and

do so in a manner consistent with the underlying principle in IAS 32 to classify a financial instrument
in accordance with the ‘substance of the contractual arrangement’.
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23 Require specific disclosures about judgements applied when considering the effects of
relevant laws or regulations on the classification: The 1ASB Staff considered that the draft
paragraph B5A°® of IFRS 7 in the ED would be sufficient to disclose judgements relating to
the effects of relevant laws or regulations.

IASB Staff conclusion

24 The IASB Staff recommended status quo and therefore, not proceeding with the proposed
requirements related to the effects of relevant laws or regulations.

July 2025 IASB discussions

25 IASB members agreed with the IASB Staff recommendation. The objective was to provide
clarifications and reduce diversity, however the feedback suggested that there would be
additional questions and would cause more disruption in the market. In addition, feedback
also suggested that practice had settled. Entities would have to make fundamental
assessments and the IASB considered that the costs of applying the proposals would
outweigh the benefits.

26  IASB members requested that in the Basis for Conclusions, the IASB Staff should explain
how and why this decision was reached. That is, the IASB acknowledged that it could
resolve the issue within the boundaries of the project, but feedback demonstrated that
resolving the core issues would take much longer than anticipated and goes beyond the
scope of the project at this stage.

EFRAG Secretariat analysis

27 The EFRAG Secretariat acknowledges the efforts that the IASB undertook in order to
develop principles on the effects of relevant laws and regulations given the scope
limitation. The EFRAG Secretariat agrees with the IASB’s tentative decisions not to proceed
with the proposals, at this stage, for reasons explain in EFRAG’s comment letter where
EFRAG disagreed with the proposals on the effects on relevant laws and regulations.

28  Having said this, on the longer run, the EFRAG Secretariat considers that a more
fundamental review is needed for this topic.

13 October EFRAG FIWG discussions

29  Members agreed with the IASB’s tentative decisions. Some members indicated that they
could not see a solution so understood the rationale of the IASB not going ahead with the
Exposure Draft proposals. One of the auditor members stated that it would be important
for the IASB to indicate what they intend to do regarding current practice as this member
envisaged a lot of discussions in the future.

% “Along with the requirements for disclosing material accounting policy information or other notes,
paragraph 122 of IAS 1 (as revised in 2021) also requires an entity to disclose the judgements that
management has made in applying the entity’s accounting policies and that have the greatest effect on the
amounts recognised in the financial statements. For example, an entity shall disclose the judgements that
management has made in classifying a financial instrument (including all stand-alone derivatives), or its
component parts, as a financial liability or as an equity instrument, if those judgements are among the
judgements that have the most significant effect on the amounts recognised in the entity’s financial
statements. Note, however, that an entity is not required to disclose judgements based on estimations.”
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Question for EFRAG FR TEG

30 Does EFRAG FR TEG have any comments on the IASB’s tentative decisions? Please
explain.
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