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Financial Instruments with characteristics of Equity (FICE)

Reclassification of financial liabilities and equity instruments

Objective

1 The objective of this session is for members to discuss the IASB’s tentative decisions on
Reclassification of financial liabilities and equity instruments (Q6 of the IASB Exposure Draft
(‘ED’)).

IASB Exposure Draft proposals — Reclassification of financial liabilities and equity instruments

2 The IASB proposed:

(a) To add a general requirement that prohibits the reclassification of a financial
instrument after initial recognition, unless paragraph 16E of IAS 32 applies or the
substance of the contractual arrangement changes because of a change in
circumstances external to the contractual arrangement (paragraphs 32B-32C).

(b)  To specify that if the substance of the contractual arrangement changes because of
a change in circumstances external to the contractual arrangement, an entity would:

(i) Reclassify the instrument prospectively from the date when that change in
circumstances occurred.

(i)  Measure a financial liability reclassified from equity at the fair value of that
financial liability at the date of reclassification. Any difference between the
carrying amount of the equity instrument and the fair value of the financial
liability at the date of reclassification would be recognised in equity.

(iii)  Measure an equity instrument reclassified from a financial liability at the
carrying amount of the financial liability at the date of reclassification. No gain
or loss would be recognised on reclassification (paragraph 32D).

(c) Provide examples of changes in circumstances external to the contractual
arrangement requiring reclassification (paragraph AG35A).

EFRAG’s Final Comment Letter

3 In its final comment letter, EFRAG agreed with the IASB’s proposals to reclassify if the
substance of the contractual arrangement changes because of a change in circumstances
external to the contractual arrangement.
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Reclassification of financial liabilities and equity instruments

However, EFRAG disagreed with the IASB’s proposals and expresses concerns on the
prohibition to reclassify ‘passage-of-time changes’ and instead requiring disclosures on
terms and conditions that become, or stop being, effective with the passage of time. EFRAG
noted that reclassification for ‘passage-of-time changes’ would reflect the economic
substance of the contractual terms for the remaining life of the instruments.

In addition, EFRAG noted that if there are substantial modifications made to a financial
liability, there is guidance in IFRS 9 on how to deal with these modifications. However, if
there are substantial modifications made to an equity instrument or a compound
instrument, it is unclear to EFRAG what requirements to apply. EFRAG considers that
guidance or clarification on this would be helpful.

IASB tentative decisions

6

7

The IASB agreed with the IASB staff's recommendations (paragraph 11 below) and
tentatively decided to proceed with the proposed requirements on the reclassification of
financial liabilities and equity instruments set out in the ED, subject to some targeted
refinements

(@)  To clarify that the reclassification requirements would apply to changes in the
substance of a contractual arrangement that do not:

(i) create or extinguish contractual rights or obligations; or
(i)  modify the contractual terms;

(b)  To further clarify that ‘circumstances external to the contractual arrangement’ are
events that:

(i) arise after a financial instrument is classified; and

(i)  aresignificant to the entity’s operations, demonstrable to external parties and
generally expected to occur infrequently; and

(c)  To require an entity to reclassify a financial instrument containing an obligation to
deliver its own equity instruments from financial liability to equity when the
substance of the contractual arrangement changes because a contractual term stops
being effective.

Nine of 12 IASB members agreed with this decision.

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

8 The topic was discussed by the IASB twice:
(a) At the July 2025 IASB meeting — discussion of the feedback received (the IASB staff
paper can be found here), and
(b) At the September 2025 IASB meeting — staff recommendations for the proposed
amendments (the IASB staff paper can be found here)
Overall feedback
Feedback received
9 The 1ASB staff acknowledged general support from stakeholders for the objectives of the

proposed reclassification requirements. Based on the stakeholder feedback, the IASB staff
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Reclassification of financial liabilities and equity instruments

continues to believe that the reclassification proposals in the ED are directionally sound
and would generally provide clarity on when and how reclassifications between financial
liabilities and equity instruments would occur, thereby reducing diversity in practice.

The main concerns raised by the stakeholders included:

(a) The interaction between the reclassification proposals and other requirements in
IFRS Accounting Standards such as the derecognition requirements in IFRS 9
Financial Instruments;

(b)  The meaning and scope of ‘circumstances external to the contractual arrangement’;

(c)  The reclassification prohibition from financial liability to equity when the substance
of the contractual arrangement changes due to a contractual term becoming or
ceasing to be effective with the passage of time (‘passage-of-time changes’).

IASB Staff analysis and recommendations

The IASB staff recommended that the IASB proceed to finalise the amendments related
to reclassification of financial liabilities and equity instruments, subject to some targeted
refinements:

(@) clarify that the reclassification requirements would only apply to changes in the
substance of a contractual arrangement that occur without:

(i) creation or extinguishment of contractual rights or obligations; or
(i)  modification to the contractual terms.

(b)  further clarify that ‘circumstances external to the contractual arrangement’ are
events that:

(i) arose subsequent to classifying a financial instrument; and

(i)  are not expected to occur frequently, are significant to the entity’s operations
and demonstrable to external parties.

(c)  require an entity to reclassify a financial instrument containing an obligation to
deliver own equity instruments from financial liability to equity when the substance
of the contractual arrangement changes due to a contractual term ceasing to be
effective with the passage of time.

Interaction with IFRS 9 requirements

Feedback received

Some stakeholders questioned the interaction between the reclassification proposals and
the IFRS 9 derecognition requirements, particularly related to the expiry of obligations.
Stakeholders questioned if and when an entity is discharged from a current obligation and
should derecognise a financial liability because a contractual term stops being effective due
to the passage of time. Further stakeholders also raised concerns over income recognition
based on the derecognition or measurement principles in IFRS 9 after obligations expire.

IASB Staff analysis and recommendations

The IASB staff emphasised that, in their view, reclassification of a financial liability to equity
(or vice versa) is not akin to derecognition and re-recognition. Furthermore, the IASB staff
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explained that a number of circumstances, mentioned by stakeholders in this context, are
outside of the scope of this project, including:

(a)  Contractual terms are renegotiated or modified.

(b)  New contractual obligations arise during the life of an existing instrument through
specific actions of the issuer.

(c)  Contractual rights or obligations cease to exist during the life of an instrument with
the passage of time or due to an action of the issuer.

To ensure consistency in stakeholders’ understanding of the requirements, the IASB staff
recommended the IASB clarify that the reclassification requirements would apply only to
changes in the substance of a contractual arrangement that occur without:

(a)  Creation or extinguishment of contractual rights or obligations; or
(b)  Maodification to the contractual terms.

Reclassification for changes in external circumstances

Feedback received

Most stakeholders agreed with the proposal to require reclassification for changes in
external circumstances. However, many of these stakeholders raised concerns about the
practical implementation of the proposals, especially around the meaning or scope of
external circumstances. They said this broad criterion could introduce challenges in
identifying external changes consistently. While agreeing that changes in an entity’s
functional currency or an entity’s group structure (two examples provide in paragraph
AG35A of the ED) are both changes in external circumstances, they questioned whether
other scenarios could be regarded as changes in external circumstances.

Also, to improve clarity of the meaning and scope of external circumstances, some
stakeholders provided suggestions to the IASB that included:

(a)  Defining ‘external circumstances’;

(b)  Clarifying whether certain scenarios proposed by the stakeholders can be considered
as changes in external circumstances; and

(c)  Providing application guidance and illustrative examples to help entities understand
and apply the proposals consistently.

IASB Staff analysis and recommendations

To ensure consistent understanding of the proposed requirements, the IASB staff
recommends that the IASB further clarify that ‘circumstances external to the contractual
arrangement’ are events that:

(a)  Arose subsequent to classifying a financial instrument. In other words, if these
circumstances existed at the date of classification, an instrument would have been
classified differently.

(b)  Are not expected to occur frequently, are significant to the entity’s operations and
demonstrable to external parties. This description is similar to the description in
paragraph B4.4.1 of IFRS 9 for reclassifying financial assets when the business model
changes.
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Reclassification for ‘passage-of-time’ changes

Feedback received

Many stakeholders raised concerns about not requiring or not allowing reclassification
from financial liabilities to equity instruments when the underlying obligations no longer
exist because a contractual term starts or stops being effective with the passage of time.
They said not requiring or not allowing reclassification in such cases would cause a
disruption in practice, given many have adopted accounting policies to reclassify for
passage-of-time changes.

Some stakeholders reported, with examples, that equity instruments may later meet the
definition of financial liabilities due to perceived passage-of-time changes. These
stakeholders, therefore, suggested the IASB consider the implications of prohibiting
reclassification in such scenarios and clarify if the IASB intends to retain equity
classification, even when the instrument’s substance changes. They cautioned that
retaining equity classification would fail to provide useful information by not accurately
reflecting the obligations in the financial statements.

IASB Staff analysis and recommendations

The IASB staff recommended that the IASB refine the proposed requirements in the ED to
require reclassification of a financial instrument containing an obligation to deliver own
equity instruments from financial liability to equity when the substance of the contractual
arrangement changes due to a contractual term ceasing to be effective with the passage of
time. In the IASB staff’s view, this would improve faithful representation of the financial
instrument and reflect the substance of the contractual arrangement at the reporting date.

The 1ASB staff noted that to require symmetrical reclassification (i.e. from an equity
instrument to financial liability, similarly to that from a financial liability to an equity
instrument as discussed above) would require classification on initial recognition to be
based, not on all contractual terms, but only those that are effective at that date. In the
IASB staff’s view, this would not only represent a fundamental change to the requirements
in 1AS 32 (which would be inconsistent with IASB’s objective with this project), but would
also give rise to significant risk of unintended consequences in the form of structuring
opportunities. In addition, it would also be inconsistent with the requirements in IFRS 9
which consider all contractual terms over the life of the financial asset when classifying
financial assets.

The IASB staff is therefore of the view that the reclassification requirements apply only in
one direction—from a financial liability to an equity instrument. Any contractual terms over
the remaining contractual life that could result in a future outflow of cash (eg net cash
settlement) or variability in the number of shares to be delivered, would result in
classification as a financial liability.

September 2025 IASB discussions

23

24

Nine of 12 IASB members voted in favour of the tentative decisions in paragraph 6 above.

The main concern was raised by a member who noted that the actual wording of the staff
recommendations (see paragraph 11(c) above) only requires a reclassification from
financial liability to equity for a financial instrument containing an obligation to deliver its
own equity instruments but not financial instruments with an obligation to pay in cash. The
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member gave an example of a compound instrument - shares with discretionary dividends,
all liability at inception due to a contractual obligation to redeem in cash at demand of the
holder several months into the life of the instrument. With the actual wording proposed,
in this member’s view, such an instrument would not be reclassified to equity upon
expiration of the contractual obligation and instead be derecognised under the recognition
guidance of IFRS 9 (i.e., to profit and loss in full amount). Members shared mixed views
over this example, some of them (including the IASB Chair) agreeing that the issue is real.
The IASB staff, while accepting the validity of the issue and acknowledging possible
unexpected effects in the financial statements, also noted that the current project is a
narrow-scope one and addressing fundamental issues as part of its scope was not intended.
Another member noted that to properly address the issue, much more research and
outreach would have to be undertaken by the IASB staff which will further delay the current
project. Several members noted that the example is convincing enough to have to further
think about it without making an immediate decision.

The ultimate decision of the IASB was:

(a) To move ahead with the proposal,

(b) To soften the wording of the requirement to explain under which circumstance
entities shall be required to reclassify a financial instrument, and

(c)  To describe the issue in the Basis for Conclusions.

Several smaller concerns were also raised by members, e.g. how the notion of ‘frequency’
would be interpreted and practically applied (paragraph 6(b) above).

EFRAG Secretariat analysis

27
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29

In general, the EFRAG Secretariat agrees with the direction of travel. The EFRAG Secretariat
notes that the proposed modifications may be helpful to address some of the key concerns,
notably those related to “passage-of-time changes”, subject to the final wording.

The EFRAG Secretariat notes the validity of the issue raised by the IASB members described
in paragraph 24 above. While agreeing that extensive research and outreach over this and
similar issues may significantly delay the project, the EFRAG Secretariat emphasises the
importance of what exactly the “softened” wording will be. Also, the issue and the
reasoning of the decision should be sufficiently described in the Basis for Conclusions.

Also, the EFRAG Secretariat notes potential issues with the impossibility of equity
instrument being reclassified to financial liabilities, notably in case of a modification which
would introduce a liability content to the instrument.

13 October EFRAG FIWG discussions

30

Referring to the example discussed at the September 2025 IASB meeting, some members
were not in agreement with the current approach to the case where, for a compound
instrument, there is a holder’s prepayment option to demand a repayment in cash that
later expires without being exercised. In this situation, under the current proposals, an
entity would not be able to reclassify this financial liability to equity after the option expires
but would need to apply the derecognition requirements of IFRS 9 resulting in a P&L
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recognition. This was not considered to reflect economic reality nor was seen to be useful
for users of financial statements. The entity still had an equity instrument.

31 Onthe IASB’s tentative decisions relating to ‘passage-of-time’ changes, members were in
general supportive of them. One member suggested having a principle rather than having
only a one-way reclassification being allowed from financial liability to equity.

Question for EFRAG FR TEG

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

explain.
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