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Overview of this paper

1

EFRAG’s proactive research Discussion Papers are meant to provide thought leadership
that can stimulate stakeholder debate and influence the standard setters work (e.g. the
potential IASB-ISSB joint project on connectivity and clarifying boundaries mentioned in
Chapter 1), the IASB project on intangibles, the sustainability reporting standard setting?
projects or requirements that considers connectivity of sustainability matters to the
financial statements. Hence, this Chapter is intended to complement Chapter 3, which has
practical illustrations of connectivity aimed at influencing the understanding of what

connectivity means in practice. In turn, this paper consists of:

(a)  Background to the issues proposed to be addressed in Chapter 4.
(b)  Recap- defining the boundaries of different reports

(c)  Proposed chapter 4 content (Issues for consideration)

(d)  Questions for EFRAG FR TEG members

(e) Appendix 1 — Selected drafting for some of the proposed issues to be addressed in

Chapter 4

Background to issues proposed to be addressed in Chapter 4

2

EFRAG’s outreach? to stakeholders and the review of reporting practices while developing
the illustrations in Chapter 3 has confirmed that it is still early days in companies’ journey
towards adopting mandatory sustainability reporting requirements and having connected
reporting between their sustainability statement/disclosures, management report, and the
financial statements. At the same time, it has also been confirmed that entities applying
coherent reporting along with the other mechanisms and enabling attributes of
connectivity is beneficial to users, preparers, auditors, and enforcers for varied set of

reasons (e.g. there is a more integrated/coordinated and value-orientation in the reporting

! For instance, it could be related to a) considerations on anticipated financial effects disclosures; b)

sustainability-related intangible. The CSRD has requirements for sustainability-related intangibles some of

which are within the ambit of ESRS requirements. Also, the ISSB human capital research project staff papers

indicate the importance accorded to connectivity of human capital KPIs to financial statements.

2 Further to conversations with EFRAG CAP and other advisory working groups (EFRAG IAWG and EFRAG RRAWG),
EFRAG has done outreach to stakeholders (preparers, auditors, users) to exchange views and gather feedback on the
illustrations of connectivity and to identify practical issues faced in reporting entities’ endeavours to attain the
connectivity of their reported information. Also considered as part of the outreach findings were a) the feedback and
conversations during EFRAG’s outreach presentations to multiple audiences (10 presentations) on the 2024 EFRAG
Connectivity project’s initial paper; and b) feedback to the IASB COUFS ED.
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by preparers, and investors are getting the additional information needed for their

analysis), but there is still some way to go.

Relatedly, linked to a potential joint IASB-ISSB project (i.e. subject to feedback to the fourth
IASB agenda consultation and the IASB’s decisions thereafter) to clarify boundaries of
different general purpose financial reports that was noted in Chapter 1, this Chapter aims
to analyse a selection of issues and provide suggestions/alternatives to address these
issues that could inform such a joint project. These suggestions/alternatives could also be
useful for any other stakeholder-driven and/or jurisdictional initiatives to enhance the
application of connectivity and the definition of boundaries of different reports (i.e.
financial statements, sustainability statement/disclosures, management

report/management commentary, and other sections of the annual report).

For the purposes of framing the issues whereby there could be an opportunity to provide
suggestions/alternatives that would enhance the definition of boundaries of different
reports, EFRAG’s outreach to stakeholders, along with the review of reporting practices,
has brought to the fore the following connectivity-related and boundary of reports-related

questions:

(a)  What differentiates material information in the financial statements from that which
is financially material in sustainability reporting? When can IAS 1.31 (paragraph 20
of IFRS 18) requirements be applied to incorporate material sustainability-related
information in the financial statements, and would this create unnecessary
duplication? When are anticipated financial effects disclosed in sustainability
reporting related to financial statements information, and is there a risk of users

failing to identify and disentangle any overlaps?

(b)  What is the interaction between sustainability-related intangibles under the scope
of CSRD and the information in the financial statements? What aspects of human

capital disclosures should be in the financial statements?

(c)  Transition planinvestments, commitments and future-oriented expenses — are these
reflected in the financial statements to the extent they should? More broadly, there
is a question of when a duplication of forward-looking information in sustainability

reporting and financial statements is necessary.

(d) How do you ensure there is transparency and no misinterpretation due to the
application of different organisational reporting boundaries (scope of consolidation
of information/entities, operations, and assets reported on) for sustainability

reporting and financial statements? For instance, in the interpretation of GHG
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intensity metrics, where the numerator (GHG emissions) is determined under the
scope of consolidation of sustainability reporting may differ from the denominator
(revenue) that is determined based on the scope of consolidation of the financial
statements. Notably, in its 2023 report, an oil and gas company excludes the Capex
for equity-accounted investees related to the EU taxonomy from the Capex reported
in the management report. A forest company indicates that some of its sustainability
metrics (human resource data) exclude some of its joint operations. During EFRAG's
outreach, some preparers have indicated that, for sustainability reporting, they
include suppliers/contractors in their own workforce definition. These observations
underscore the need for transparency on differences between the organisational

reporting boundaries applied and the implications of these differences.

5 The above questions and observations affirm the need to further clarify the boundaries of

different reports and, in so doing, enhance the connectivity across different reports.

Recap- Defining the boundaries of different reports

6 Broad definition of boundaries of different reports (different sections of the annual report):
As conveyed in the 2024 EFRAG connectivity project’s initial paper, the boundary of
different reports (i.e., financial statements, management report, the sustainability

statement/disclosures, and other AR sections) connotes the dividing line between the

different reports and it specifies the information on transactions, activities, conditions and

impacts _included within these different reports. Also, the boundary of sustainability

reporting pertains to the nature® rather than to the location of information (e.g. the
boundary of sustainability reporting would apply to both the location-agnostic
sustainability disclosures reported under ISSB Standards and the EU sustainability

statement that is a dedicated section of the management report).

7 Boundaries of different reports versus organisational reporting boundaries: It is also
important to emphasise that there is a difference between boundaries of different reports
(i.e. both the nature and scope of information included in each distinct report) and
organisational reporting boundaries (i.e., entities, operations, and assets reported on in

each distinct report). The latter is a subset of the former, as outlined below.

3 Other sections of the annual report have distinct locations.
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8 The following specific dimensions of the boundary of a report can be inferred from a variety

of standard setters, audit firms, and academic literature* including Bayne® (2022):

(a)  nature of information/subject matter boundary (e.g., non-monetary metrics would
be reported outside the financial statements, greater emphasis on narrative

information in sustainability statement/disclosures relative to financial statements);

(b)  boundaries arising from the different materiality perspectives related to financial

statements and sustainability reporting;

(c) organisational reporting boundary (i.e. entities, operations, and assets reported on).
Under sustainability reporting, these extend to the value chain, albeit that different
sustainability matters can have different organisational reporting boundaries. For
instance, under ESRS, environmental disclosure encompasses information from the
value chain, while governance disclosures are limited to information from the
reporting entity’s own operations. It is also worth noting that the notions of ‘own
operations’ and ‘operational control® applied in sustainability reporting do not exist

in financial reporting requirements.

(d)  time horizon boundary (e.g. extent of orientation towards forward-looking or
retrospective information in a report, and focus on current period financial

statements versus future period financial statements);

() boundary based on occurrence/existence and measurement uncertainty of
transactions and events (i.e., a ‘past event’ and higher levels of certainty required

for financial statements information);

4 The publications considered include: the 2024 EFRAG Connectivity Project’s initial paper, the 2021 PTF-NFRS report,

the IAASB’s Proposed International Standard on Sustainability Assurance ISSA 5000 related definition, and academic
literature (Girella, 2018; Bayne, 2022).

5 Bayne (2022) outlines 10 dimensions that define boundaries of different reports include: the reporting entity (extent
of financial versus sustainability control/influence); b) target users (extent of investor versus wider stakeholder focus);
c) materiality (extent of financial versus impact materiality); d) extent of entity-wide versus topic boundary definition.
For instance, the GRI evolution of boundary rules from an entity-wide boundary concept (akin to financial reporting) to
a topic-specific concept; e) impact (external versus inward impact); f) outward impact (extent of direct versus indirect
outward impacts); g) time horizon (extent of historic versus future focus); h) performance (extent of financial versus
sustainability focus); i) value (extent of entity versus wider stakeholder value focus); and j) purpose of
report/disclosure.

& 1n Appendix Il, Table 2 (Definitions in the ESRSs), operational control is defined as "a situation in which the (reporting)
entity has the ability to direct the operating activities and relationships of the entity, site, operation or asset". For
example, according to ESRS 1 AR 40 operational control exists when the entity (i.e. the parent company or a subsidiary)
has the licence — or permission — to operate the assets of unconsolidated joint ventures, associates, non-significant
subsidiaries and contractual arrangements.

EFRAG FR TEG meeting 15 May 2025 Paper 04-05, Page 5 of 23


https://www.efrag.org/sites/default/files/sites/webpublishing/SiteAssets/EFRAG%20PTF-NFRS_A4_FINAL.pdf

EFRAG connectivity project —Roadmap for enhancing connectivity and boundaries definition

(f)

boundaries arising from differences in presentation (Gross exposure in sustainability

reporting versus net exposure in financial statements).

Proposed Chapter 4 content

9 Based on the above, to enhance the connectivity of reported information and the definition

of boundaries, it is proposed that this chapter consists of an analysis of the following three

issues:

(a)

(b)

(c)

Issue 1 (materiality application): Distinguishing between financial materiality in the

context of sustainability reporting information and financial statements information.

Here, a subset of two issues could be addressed (Appendix 1 has indicative drafting)

(i) IAS 1.31 (paragraph 20 of IFRS 18)- Does the interpretation of this paragraph
need tightening?

(i)  Overlaps between sustainability reporting disclosures of anticipated financial
effects and financial statements information

Issue 2 (placement principles for grey areas- closely related to issue 1): Principles

to distinguish between the information disclosed in the notes to the financial

statements and disclosures in other reports- related to what are referred to as grey
areas (i.e. defined in this Discussion Paper as information that could be material
within and outside the financial statements)- has been a recurrent theme during

EFRAG’s conversations with its stakeholders. Hence, the following sub-questions

related to a selection of grey areas could be addressed:

(i) If/when should there be disclosures of climate-related commitments’ and
other elements of transition plans in the financial statements? (Appendix 1
has indicative drafting)

(i) sustainability-related intangibles (human capital)- what related information
ought to be part of the sustainability statement/disclosures versus disclosures
in the notes to the financial statements? (yet to be developed)

Issue 3 (organisational reporting boundaries): Are there any areas where the

respective organisational reporting boundaries of sustainability reporting and

financial statements could be better aligned? How can transparency in the

7 For instance, the 2024 EFRAG connectivity publication highlighted the mixed views expressed by

stakeholders on whether, for climate-related (net-zero) commitments that do not qualify to be recognised

as a provision based on IAS 37 requirements, information (i.e., related to possible future outflows) for such

commitments can be disclosed in the financial statements.
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differences of organisational reporting boundaries applied for different reporting

sections be fostered.

(a)  Other possible recommendations: To enhance connectivity and the definition of
boundaries more broadly, this chapter could affirm the need for a sustainability
reporting conceptual framework as called for across a range of EFRAG’s commentary
to the IASB and ISSB. At a high level, this chapter could also emphasise the
importance and role of digitisation, including through the nexus of digitally tagged
reporting/Al in enhancing access to reported information.

PLEASE NOTE THAT APPENDIX 1 HAS INDICATIVE DRAFTING FOR SOME OF THE PROPOSED
ISSUES FOR INCLUSION IN THIS CHAPTER

10 Questions for FR TEG

11 Do EFRAG FR TEG members agree with the three issues identified to frame alternatives that
EFRAG can seek constituents’ views on? And/or are there different issues that you suggest

be the focal point of this chapter?
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APPENDIX 1: INDICATIVE DRAFTING FOR SOME
OF THE PROPOSED ISSUES TO BE ADDRESSED
IN CHAPTER 4

Issue 1: Distinction between financial materiality in the context of sustainability
reporting and financial statements information

12

The analysis of issue 1 is broken into

(a)  Background- recap of materiality perspective under the EU reporting framework and

IFRS general purpose financial reports
(b)  Connectivity-related and boundaries-related issues

(c)  Proposed questions for constituents

Background- materiality perspective under the EU reporting framework and IFRS general
purpose financial reports

13

14

As mentioned in Chapter 1, both the EU reporting framework and IFRS general purpose
financial reports are in the scope® of this Discussion Paper for, among other reasons, the
importance of interoperability for both EU and non-EU stakeholders. Thus, the recap of the
application of the materiality concept is done with respect to both these reporting
frameworks. This includes the similarities and differences in the objectives and materiality
definitions of these different reports (as these are intertwined aspects).

Materiality definition of SR versus financial statements under the EU reporting
framework

Due to the broad set of users of sustainability statement (primary users of financial
statements, affected stakeholders, and other users), as depicted below and detailed in

ESRS 1 and the May 2024 EFRAG IG1: ESRS Materiality Assessment Implementation

Guidance (EFRAG MAIG), the sustainability statement is prepared from both a financial

materiality and impact materiality perspective (i.e., double materiality).

Figure 4.2: Excerpt from the May 2024 EFRAG ESRS Materiality Assessment Implementation Guidance

&n Chapter 1, it is noted that that financial statements under IFRS Accounting and local GAAP, the sustainability

statement under ESRS within the management report/sustainability-related financial disclosures under ISSB Standards,

and information in the rest of the management report (i.e. under the EU reporting framework)/management

commentary under the IASB practice statement are in the scope of this Discussion Paper.

EFRAG FR TEG meeting 15 May 2025 Paper 04-05, Page 8 of 23


https://www.efrag.org/Assets/Download?assetUrl=/sites/webpublishing/SiteAssets/IG+1+Materiality+Assessment_final.pdf
https://www.efrag.org/Assets/Download?assetUrl=/sites/webpublishing/SiteAssets/IG+1+Materiality+Assessment_final.pdf

15

16

EFRAG connectivity project —Roadmap for enhancing connectivity and boundaries definition

All sustainability matters affected by or
that have an effect on the undertaking

Caveat: for illustration only — the dimensions in the graph do not necessarily represent the expected overlap (green) between
financial and impact materiality nor the relative perimeters of impact materiality (orange) versus financial materiality (blue). For
most material impacts, a risk or opportunity related to that impact may emerge over time.

ESRS materiality definitions: Under ESRS, a sustainability matter is ‘material’ when it is
either impactfully material or financially material or both (ESRS 1. 28). A sustainability
matter is material from a financial perspective (financially material) ‘if it triggers or could
reasonably be expected to trigger material financial effects on the undertaking’ (ESRS 1.
49). Financial materiality is assessed from the perspective of the primary users of general-
purpose financial reports in making decisions relating to providing resources to the entity
(ESRS 1. 48). A matter is impact material when it * ... pertains to the undertaking’s material
actual or potential, positive or negative impacts on people or the environment over the
short-, medium- or long-term. Impacts include those connected with the undertaking’s own
operations and upstream and downstream value chain, including through its products and
services, as well as through its business relationships. Business relationships include those
in the undertaking’s upstream and downstream value chain and are not limited to direct

contractual relationships.” (ESRS 1. 43).

Objectives and materiality definitions of IFRS general purpose financial reports

Different pieces of guiding literature® from the IASB and ISSB (i.e. Conceptual Framework
for Financial Reporting, Appendix A of IFRS S1 General Requirements for Disclosures of
Sustainability-related Financial Information, IFRS 18 Presentation and Disclosure in the
Financial Statements, and the 2021 Management Commentary Practice Statement ED and
related staff papers for the finalisation of the MCPS by 1H 2025) provide definitions that
convey the objectives, audience, and materiality definitions of the different IFRS general
purpose financial reports (i.e. IFRS general-purpose financial statements, sustainability-

related financial disclosures, and management commentary). These different reports have
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a broad overlapping objective (i.e. to provide useful financial information about a reporting
entity to primary users-investors related to providing resources to the entity). They also
have distinctive objectives (e.g., general purpose financial statements provide information
about financial statements’ elements, sustainability-related financial disclosures provide
information about sustainability-related risks and opportunities). Consequently, as shown

in Figure 4.23 below, the information that is material depends on the context of the

respective objectives of each distinctive general purpose financial report.

Figure 4.2:

The objective of sustainability-related financial
disclosures is to provide information about an

Assets

Liablliies %

Equity

% that is material for investors' decision-making

The objective of financial statements is to provide

Income income and expenses that is material for investors’

decision-making

Expenses

Material information about the effects of an entity’s
sustainability-related risks and opportunities on its
assets, liabilities, equity, income and expenses is

The reporting
entity

Opportunity D

Opportunity B

in accordance with the applicable requirements in
Sustainability the respective IFRS Standards

Source- IASB-ISSB slide presentation at the 2024 World Standard Setters Forum

The November 2024 ISSB publication- Sustainability-related risks and opportunities and the

disclosure of material information (2024 ISSB materiality educational material) notes that

the distinct scopes of the reported information—including differences in relevant time
horizons and the types of information required to meet the respective objectives of
sustainability-related financial disclosures and the related financial statements—mean that
distinct materiality judgements are necessary for those disclosures and the related financial

statements. It is also noted that, as depicted in the figure below, sustainability-related

financial disclosures that provide information about sustainability-related risks and

opportunities are not limited to information about whether those risks and opportunities

have affected or relate to an entity’s assets, liabilities, equity, income or expenses.
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Information required by IFRS
Sustainability Disclosure Standards

Information required by IFRS
Accounting Standards

Information about
assets, liabilities, _
equity, income

and expenses

Financial .
statements

Sustainability-
related financial

Information about

disclosures

v

sustainability-
related risks and

opportunities

Information about the effects of sustainability-related risks and opportunities
on an entity’s assets, liabilities, equity, income and expenses

Moreover, Figure 4.4, which is excerpted from a November MCPS finalisation IASB staff

Agenda Paper 15B- Appendix A indicates there has been an alignment in the definitions of

materiality for the different IFRS general purpose reports with the differentiating factor

being the objective of the report (i.e. primary users use different IFRS general purpose

financial reports to assess different aspects of the same purpose while making capital

allocation decisions).

Conceptual Framework for
financial reporting

IAS 1 Presentation of Financial
Statements | IFRS 18
Presentation and Disclosure in
Financial Statements

IFRS S1 General Requirements
for Disclosure of Sustainability-
related Financial Information

Staff recommendation for
refinements to the proposal in
the Exposure Draft in mark-up

Information is material if omitting,
misstating, or obscuring it could
reasonably be expected to
influence decisions that the
primary users of general purpose
financial reports make on the
basis of those reports, which
provide financial information
about a specific reporting entity.

Information is material if omitting,
misstating or obscuring it could
reasonably be expected to
influence decisions that the
primary users of general purpose
financial statements make on the
basis of those financial
statements, which provide
financial information about a
specific reporting entity.

Materiality depends on the nature
or magnitude of information, or
both. An entity assesses whether
information, either individually or
in combination with other
information, is material in the
context of its financial statements
taken as a whole.

In the context of sustainability-
related financial disclosures,
information is material if omitting,
misstating or obscuring that
information could reasonably be
expected to influence decisions
that primary users of general
purpose financial reports make on
the basis of those reports, which
include financial statements and
sustainability-related financial
disclosures and which provide
information about a specific
reporting entity.

In the context of management
commentary, information is
material if omitting, misstating or
obscuring it could reasonably be
expected to influence decisions
that investors and creditors make
on the basis of general purpose
financial reports. which include
the management commentary
and ef the related financial
statements and which provide
information about a specific
reporting entity.

Source: IASB staff paper

From the above, a salient difference between financial statements and other general

purpose financial reports seems to be that the materiality of financial statements’

information is made solely on the basis of financial statements. On the other hand, the

materiality of information within sustainability-related financial disclosures under ISSB

Standards and management commentary developed based on the MCPS guidance is

considered in conjunction with financial statements information.

EFRAG FR TEG meeting 15 May 2025
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ESRS versus IFRS general purpose financial reports- similarities and differences in
the application of the materiality concept

As noted above, ESRS encompasses both financial materiality and impact materiality (i.e.,
double materiality), and its definition of financial materiality is the same as the definition
of materiality for IFRS general purpose financial reports (i.e. financial statements,

sustainability-related financial disclosures, and management commentary) (See ESRS MAIG

and 2024 I1SSB materiality publication).

Though ISSB Standards do not have the notion of impact materiality (and double
materiality), they require the disclosure of information about how an entity’s activities
impact people and the environment when these impacts give rise to sustainability-related
risks and opportunities that could reasonably be expected to affect the entity’s prospects,
and the related information about those impacts is material to primary users. IFRS S1

explains that an entity’s dependencies and impacts give rise to sustainability-related risks

and opportunities that could reasonably be expected to affect the entity’s prospects.

Materiality determination under ESRS involves two steps: a) determining which
sustainability matters/topics are material and should be covered in a sustainability report;
and b) determining which information within such matters/topical standards is material
and should be disclosed. In contrast, for sustainability-related financial disclosures under

ISSB Standards, entities are required to decide which of their sustainability-related risks

and opportunities could be reasonably expected to affect the entity’s prospects and

thereafter to decide which information is material for investors.

Similarly, related to management commentary, the 2021 MCPS ED and subsequent IASB
staff papers'® have requirements for entities to ascertain key matters'! before deciding on
the material information. In other words, unlike ESRS, ISSB Standards and the IASB

management commentary guidance being developed only refer to material information

with no reference to material matters. This is premised on the IFRS Foundation’s view that

materiality is a property of information.

That said, there still seems to be an implicit two-step approach applied to determine

material information for management commentary and sustainability-related financial

10| ASB staff papers on the IASB’s tentative decisions whilst finalising the revision of the MCPS.

11 Matters would be identified as ‘key’ if they are ‘fundamental to the entity’s ability to create value and generate cash

EFRAG FR TEG meeting 15 May 2025

flows'.
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disclosures under IFRS general purpose financial reports. Hence, the difference may be
more of a matter of framing.
Connectivity and boundary question- When should material sustainability information be
reflected in the financial statements?

25  As conveyed by the 2024 IASB COUFS ED), 2019 IASB education article and (updated in a

2023 IASB educational article- Effects of climate-related matters in the financial

statements), IFRS Accounting Standards (i.e. both general requirements and specific
standards) have implicit requirements for entities to either reflect material climate-related
and other uncertainties or to explain why these uncertainties were not reflected in the

financial statements when they were reasonably expected to be material by investors.

26  Nonetheless, there is a concern that a qualitative materiality assessment, which includes
investor expectations on material information, is not always sufficiently done during the

preparation of financial statements (see AASB report'? and UKEB September 2023 report).

Disclosure of immateriality based on qualitative materiality assessment
27  Example 1B of the 2024 IASB COUFS ED illustrates how an entity makes materiality
judgements in the context of financial statements in accordance with the requirement in

IAS 1.31 (paragraph 20 of IFRS 18) that lead to additional disclosures beyond those

12 AASB, October 2023, Auditors’ Perspectives: The Impacts of Materiality Practice Statement 2- Making Materiality

Judgements; this report notes that anecdotal evidence from audit partners, and academic research, reveal the
materiality concept to be applied by report preparers and auditors largely in a mechanical fashion, without the
sufficient nuance or systemic context required to appropriately make materiality judgements that provide decision-

useful information to report users.

13 Fact pattern- 2024 IASB COUFS ED Example 1: The entity is a manufacturer that operates in a capital-intensive

industry and is exposed to climate-related transition risks. To manage these risks, the entity has developed a climate-
related transition plan. The entity discloses information about the plan in a general purpose financial report outside
the financial statements, including detailed information about how it plans to reduce greenhouse gas emissions over
the next 10 years. The entity explains that it plans to reduce these emissions by making future investments in more
energy-efficient technology and changing its raw materials and manufacturing methods. The entity discloses no other

information about climate-related transition risks in its general purpose financial reports.

The entity concludes that its transition plan has no effect on the recognition or measurement of its assets and liabilities
and related income and expenses because: (a) the affected manufacturing facilities are nearly fully depreciated; (b) the
recoverable amounts of the affected cash-generating units significantly exceed their respective carrying amounts;
and(c) the entity has no asset retirement obligations. There are no required disclosures under specific IFRS Standards
(IAS 16, IAS 36 and IAS 37). As users would reasonably expect impact on the financial statements, applying IAS 1.31,

the entity discloses its transition plan has no effect on its financial position and financial performance and explains why.
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specifically required by IFRS Accounting Standards, while Example 2 does not lead to

additional disclosures. Post-ED, an April 2025 IASB staff agenda paper has updated the

drafting of the Example 1 fact patterns and the factors influencing an entity’s judgment on

what to disclose.

28 In Chapter 2, it is noted that non/immaterial exposure disclosures (explanations of
non/immaterial exposure) are a connectivity mechanism, and a review by Bayne (2025)
found several companies had these disclosures. Chapter 3 has an illustration of this
disclosure and, in its final comment letter, EFRAG supported Example 1 as it highlights

disclosures made based on the challenging area of qualitative materiality assessment.

29  That said, many of EFRAG’s stakeholders were circumspect about possible unconstrained
non/immaterial exposure disclosures within the financial statements. They suggested that
these disclosures should be provided only in rare circumstances rather than being a general
requirement under IFRS Accounting Standards. Based on this feedback, in its final comment
letter, EFRAG called for the IASB to add additional commentary in the examples on when
non/immaterial exposure disclosures would be necessary to avoid the impression that
these disclosures are a general requirement under IFRS Accounting Standards. EFRAG also
called for the IASB’s clarification of the interaction®® between the decision to disclose

non/immaterial exposure (as done in Example 1) and SR disclosure requirements.

30 Several other respondents to the IASB COUFS ED pointed to IAS 1.31 being stretched

beyond its current application with a focus within Example 1 on what is missing at a line-

14 Fact pattern- 2024 IASB COUFS ED- Example 2: The entity is a service provider that operates in an industry that has

limited exposure to climate-related transition risks. The entity discloses in a general purpose financial report outside
the financial statements that it has low levels of greenhouse gas emissions, explaining that, where possible, it uses
renewable energy and avoids high-emission activities. The entity also explains how it plans to keep emissions low by
maintaining its current greenhouse gas emissions policy. The entity discloses no other information about climate-
related transition risks in its general purpose financial reports. There are no specific required disclosures under IFRS
Accounting Standards. As users would not reasonably expect impact on the financial statements, applying IAS 1.31,
entity provides no additional disclosures.

15 One interpretation made of the articulation in the ED was that the disclosure suggested by Example 1 is only
appropriate when ISSB Standards have not been applied. Implicit in such a view would be that information provided in
sustainability disclosures ought not to be provided in the financial statements notwithstanding the expectation that
financial statements ought to be self-sufficient in the context of their objectives. A different interpretation made was
that the paragraph conveys an expectation whereby preparers will have to consider information disclosed under ISSB
Standards whilst determining material information to be disclosed in the financial statements. It could be argued that
it is not unreasonable to expect that enhanced sustainability reporting could result in increased consideration and

reporting of entities’ material risks and opportunities in the financial statements.
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item level instead of assessing materiality by viewing financial statements holistically.
Subsequently, the updated drafting refers to the entity considering the financial

statements as a whole whilst applying IAS 1.31.

31 Initscomment letter response to the IASB ED COUFS, EFRAG acknowledged that paragraph
31 of IAS 1 is an essential requirement within IFRS accounting literature, as it can be applied
to ensure the reporting of material information in the financial statements (including in the
context of connectivity), that is not required by specific IFRS accounting requirements. At
the same time, there are diverse interpretations® of when paragraph 31 of IAS 1 is
applicable, and there is also a concern from some stakeholders about its stretched
application. This has resulted in some stakeholders calling for related application guidance.
Overlaps between sustainability reporting-disclosed anticipated financial effects
and financial statements information

32  ESRS and IFRS S1 and IFRS S2 have requirements for the disclosure of the anticipated
financial effects of sustainability-related risks and opportunities over the short-, medium-

and long-term.

33  Short-term anticipated financial effects may relate to how sustainability-related risks and
opportunities present a significant risk of a material adjustment to the carrying amounts of
assets and liabilities reported in the financial statements within the next financial year. In
such a case, it may duplicate the financial statements’ disclosure requirements under IAS
1.125 requirements?’. This duplication could be avoided by including the information by
cross-reference. Hence, in its response to the IASB COUFS ED, EFRAG recommended the
clarification of the applicable time horizon for the uncertainties addressed under paragraph

125 of IAS 1.

34  The notes to the financial statements can include forward-looking information (e.g.,
maturity tables, commitments and Capex projections), and duplicative reporting may arise
if/when similar information is disclosed as anticipated financial effects in the sustainability

statement/disclosures.

tion that financial statements ought to be self-sufficient in the context of their objectives. A different interpretation
made was that the paragraph conveys an expectation whereby preparers will have to consider information disclosed
under ISSB Standards whilst determining material information to be disclosed in the financial statements. It could be
argued that it is not unreasonable to expect that enhanced sustainability reporting could result in increased

consideration and reporting of entities’ material risks and opportunities in the financial statements.
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ANTICIPATED FINANCIAL EFFECTS IN SR DISCLOSURES: FUTURE-ORIENTED TIME HORIZON

Short-term
Current Potential
reporting overlap/duplication

iod of F5 (1A5 1.125)
perio disclosures and SR
disclosures

CURRENT FINANCIAL EFFECTS
Affecting current period pr financial
statements line items+ disclosures

Guided by IFRS Accounting Standards, local

nition and measurement criteria of FS
ms — captures all time horizons (past &
future)

Current period financial performance and
financial position

CURRENT FINANCIAL EFFECTS
5 of assumptions and

wovw.efrag.org 20

35 Anticipated financial effects (including short- term anticipated financial effects) disclosed

in sustainability reporting may not necessarily crystallise as anticipated in an entity’s future

financial statements due to a) outcome/occurrence uncertainty (e.g., climate physical risk

may never crystallise); and b) estimation uncertainty due to the nascent methodologies for
estimating sustainability matters (climate transition risk, biodiversity risk). Hence, the
assumption of intertemporal connectivity (connectivity across reporting periods) may fall

apart.

Constituents’ perspectives
36 Based on the above analysis, the Discussion Paper could seek constituents’ views on the

following:

(a) Non/immaterial-exposure statements- are these overstretching IAS 1.31

requirements? Is application guidance on IAS 1.31 needed?

(b)  What aspects of overlaps between anticipated financial effects and financial

statements information are most challenging?

Issue 2: Placement principles for grey areas

37  Notwithstanding the materiality definitions described above, there could be grey areas (i.e.
items whose information could be material for disclosure both within and outside the
financial statements) that result in questions of the appropriate placement of these items.
For instance, the 2024 EFRAG connectivity publication highlighted the mixed views
expressed by stakeholders on whether, for climate-related (net-zero) commitments that

do not qualify to be recognised as a provision based on IAS 37 requirements, information
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(i.e., related to possible future outflows) for such commitments can be disclosed in the

financial statements. The rest of this section is broken down into

(a)  Principles for determining whether information should be disclosed within or outside

the financial statements

(b)  Cases of grey areas (climate-related commitments and some of the human capital

disclosures)

(c)  Questions for constituents

Principles for determining whether information should be disclosed within or outside the

financial statements

Overarching framework- what triggers external reporting outcomes

38 To consider what should be reported within and outside the financial statements, as a

starting point, it is helpful to delineate, as done in the below diagram, how an entity’s

reporting outcomes depicted in beige (including depicted financial effects within and

outside the financial statements) flow from the interplay between its strategy, business

model and actions in response to a) its available resources and relationships, and b) the

risks and opportunities that arise from its external environment, its dependencies on its

available resources and relationships, and its impacts.

(.E.ITS
OPERATING, INVESTING, FINANCING, RISK
MANAGEMENT ECONOMIC ACTIVITIES) IN
RESPONSE TO :
EXTERNAL

FROM ITS
EXTERNAL OPERATING ENVIRONMENT,

ENVIRONM

FROMITS
DEPENDENCIES ITS RESOURCES AND

ENT RELATIONSHIPS

FROM ITS IMPACTS
ON ITS RESOURCES AND RELATIONSHIPS

OF AN
ENTITY’S ACTIVITIES ON ITS RESOURCES
AND RELATIONSHIPS AND PLANET

EFRAG FR TEG meeting 15 May 2025

FINANCIAL STATEMENTS RECOGNITION IN PRIMARY FINANCIAL

STATEMENTS

DISCLOSURES IN FINANCIAL
STATEMENTS

MANAGEMENT
REPORT/SUSTAINABILITY
STATEMENT

DISCLOSURES OUTSIDE THE FINANCIAL
STATEMENTS (CAN INCLUDE)
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Below is a definition of the terms applied in the above diagram

(a)

(c)

(d)

An entity’s external environment encompasses: (a) its direct environment—the
industries and markets in which the entity interacts with its customers, suppliers,
and competitors; and (b) the wider environment including the legal, regulatory and
economic environment; the political, technological, social and cultural landscape;

and the natural environment (Sourced from MCPS ED).

Metric (financial and non-financial metrics)- A measure used to monitor a
guantitative or qualitative aspect of an entity’s financial or non-financial

performance or position (Sourced from MCPS ED).

Financial effects: Financial effects are the financial metrics depicted as an entity’s

assets (controlled economic resources) or potential assets,
commitments/obligations, claims, current or potential income, current or potential
expenses. It also encompasses qualitative or quantitative description of effects on

an entity’s cost of capital and access to finance.

Resources and relationships (e.g., human, intellectual property, financial, natural,
manufacturing, and social) span across an entity’s own operations (e.g. financial,
intellectual property, manufacturing), upstream and downstream value chain (e.g.

social), and external environment (e.g. natural).

7
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Manufactured

Financial Social
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Source: 2024 ISSB educational material

Financial statements, management report and sustainability reporting
requirements for disclosures

e Land

* Water
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« Raw materials
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* Equipment
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« Infrastructure
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relationships
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communities

Financial statements: For IFRS reporting entities (including EU listed entities), the

disclosures in the financial statements result from the IFRS Accounting general and

specific requirements.
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(a) Disclosures should only relate to defined assets and liabilities (including contingent

liabilities) and thus should be guided by specific IFRS Accounting Standards.

(b) Disclosures if deemed material for financial statements by users and done on the

basis of general requirements IAS 1.31 (paragraph 20 of IFRS 18)

(c) The guidance for developing and drafting disclosure requirements (developed after
the completion of the Disclosure Initiative — Targeted Standards Level Review of
Disclosures project) indicated that disclosures can include information about
unrecognised assets and liabilities including information about their nature and the

risks arising from them.

Management report, sustainability statement/disclosures: For EU entities, the

sustainability statement within the management report is prepared based on ESRS
requirements and the management report is prepared based on the EU Accounting

Directive and country-specific requirements.

Grey areas: Notwithstanding the robust IFRS accounting requirements for disclosures in
the financial statements reported under IFRS, and the recent requirements under ESRS
and ISSB Standards, there are grey areas as noted (e.g. disclosures on climate-related
commitments and human capital). These grey areas necessitate further conceptualisation
on what ought to differentiate the placement of disclosures within and outside the

financial statements.

Assessing selected grey areas (climate-related commitments and unrecognised
intangibles)

43

Case 1 Disclosures of climate-related commitments in the financial statements

This discussion of the placement of climate-related commitments arose in the context of
the April 2024 IFRIC agenda decision related to climate-related commitments®®. This
agenda decision addressed recognition requirements and clarified that a public statement
on net zero commitments would only be a constructive obligation if it created a valid public
expectation, and thereafter a provision would only be recognised if there is a past event

and an expected outflow of economic resources.

18

Fact pattern addressed by the March 2024 IFRIC agenda decision: A manufacturer of household products

publishes/states its commitment to reduce targets by 60% at a future date (in nine years) and to offset remaining

emissions at the future date and, thereafter, by buying carbon credits and retiring them. The entity details its plans to

modify its manufacturing methods to achieve the set target, and management conveys this will be done profitably.

EFRAG FR TEG meeting 15 May 2025 Paper 04-05, Page 19 of 23



44

45

46

47

48

EFRAG connectivity project —Roadmap for enhancing connectivity and boundaries definition

View supporting disclosures of climate-related commitments in the financial statements:
In response to the consultation to the April 2024 IFRIC agenda decision, stakeholders made

suggestions for enhancing disclosures on a) management’s assumptions and b) information

about capital expenditure projects required to fulfil climate-related commitments and

capital already committed to purchasing assets to fulfil those commitments. Moreover,

during the outreach done while developing the 2024 EFRAG connectivity publication, users

indicated that the disclosure of a time series of likely costs would be useful even if such

commitments do not qualify to be recognised as provisions or disclosed as contingent
liabilities.

Those supporting disclosures argued that this should be done based on IAS 1.31
requirements, i.e., ‘... an entity shall also consider whether to provide additional disclosures
when compliance with the specific requirements in IFRS is insufficient to enable users of
financial statements to understand the impact of particular transactions, other events and

conditions on the entity’s financial position and financial performance.’

Stakeholders noted that although IFRS S1, IFRS S2 and ESRS have requirements for the
disclosure of anticipated financial effects, these requirements may not explicitly capture
information stakeholders expect to be reported and/or forward-looking information suited

to be disclosed in the financial statements.

View against disclosures of climate-related commitments in the financial statements:
Other stakeholders!® noted that applying IAS 1.31 to include disclosures on net-zero
commitments would be too liberal an interpretation of these general IFRS Accounting
requirements. A view was expressed that IAS 1.31 ought to be only invoked in specific
circumstances where an entity is misinterpreting the essence of the specific disclosure
requirements, rather than it being seen as a substitute/alternative to specific disclosure
requirements and a way of capturing broad topics. If IAS 1.31 can capture broad topics,
what is the purpose of having specific standards for specific topics? This requirement could
also be interpreted as relating only to transactions, events and conditions affecting the
current financial position and financial performance, and not to possible future financial

position and financial performance items.

Unnecessary duplication: The application of IAS 1.31 requirements may be constrained by

consideration of possible disclosure overload. Moreover, why repeat information that

should and will likely be disclosed in the sustainability statement/disclosures under ESRS

19 April 2024 IFASS meeting members’ discussions during breakout groups.
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E1 and IFRS S2 requirements when this can lead to redundancy and may impose a double
reporting burden? Of note, IFRS S1.B40-c states that as an example of connected
information, ‘if an entity committed to a particular sustainability-related target, but that
commitment has not yet affected the entity’s financial position or financial performance

because the applicable recognition criteria have not been met, connected information will

depict that relationship.’

Case 2 to be developed aspects of human capital disclosures (under development)

Discussions on the placement of unrecognised intangibles have been held at EFRAG in
relation to climate-related commitments, unrecognised intangibles, and synergies realised
as a result of business combinations. The discussion on unrecognised intangibles was in the
context of the mixed feedback received on the 2021 EFRAG Discussion Paper?® Better
Information for Intangibles. If a resource does not meet the definition of an asset, whether
or not it should be disclosed in the financial statements would depend on users’ needs. As

a general rule, information on these resources should be placed outside the financial

statements.

A corollary of the above is that, for resources that would meet the definition of an asset
but had not been recognised, information after the period in which the expenses had been
recognised, should, as a general rule, be placed outside the financial statements unless
information about the asset was relevant for understanding the revenue figures of an
entity. Information on items that could be said to have a value (although not meeting the

definition of an asset) could (but not necessarily should) be provided in the financial

statements.

The implication of EFRAG’s suggested approaches (see the diagram below) is that:

(@)  Some of the information not provided in the financial statements should be included

in sustainability reporting (e.g., information on staff training).

(b) Information on ‘future-oriented expenses’ should be placed in the financial

statements.

20
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SHOULD INTANGIBLES BE DISCLOSED IN THE FINANCIAL STATEMENTS?

YES

* The resource does not meet the definition of
an asset but users need the information

* If a resource does not meet the
definition of an asset, it should not be in
the financial statements

* Even if a resource meets the definition
of an asset but was not recognised,

IN GENERAL information after the period in which
the expenses had been recognised
should not be included in the financial
statements

* EXCEPTION: the information is relevant
to understand the revenue figures

* The resource does not meet the definition of
an asset and users do not need the information

Issue 3: Possible alignment and greater transparency of the organisational reporting
boundaries of different reporting sections

52 SECTION TO BE DEVELOPED

It of an investee (which does not exist under IFRS

53  The notion of operational contro
Accounting Standards) is applied in the Greenhouse Gas (GHG) protocol, ESRS and ISSB
Standards while consolidating GHG emissions and other sustainability metrics. Under
financial accounting (e.g. IFRS 10 Consolidated Financial Statements), consolidation of line
items occurs when the investor controls®? the investee entity, while the equity method of
accounting (e.g. under IAS 28 Investments in Associates and Joint Ventures) is applied when

the investor has significant influence?® and the reporting entity’s/investor’s share of the net

21 In Appendix II, Table 2 (Definitions in the ESRSs), operational control is defined as "a situation in which the (reporting)
entity has the ability to direct the operating activities and relationships of the entity, site, operation or asset". For
example, according to ESRS 1 AR 40 operational control exists when the entity (i.e. the parent company or a subsidiary)
has the

licence — or permission —to operate the assets of unconsolidated joint ventures, associates, non-significant subsidiaries
and contractual arrangements.

22 Under IFRS 10, an investor controls an investee when the investor is exposed, or has rights, to variable returns from
its involvement with the investee and has the ability to affect those returns through its power over the investee. Power
is defined as existing rights (voting rights or embedded in contractual arrangements) that give the current ability to

direct the relevant activities.

2 According to IAS 28, the existence of significant influence by an entity is usually evidenced in one or more of the
following ways: a) representation on the board of directors or equivalent governing body of the investee; b)
participation in policy-making processes, including participation in decisions about dividends or other distributions; c)
material transactions between the entity and its investee; d) interchange of managerial personnel; or e) provision of
essential technical information. The existence and effect of potential voting rights that are currently exercisable or
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assets of its equity-accounted investees (joint venturers or associates) are deemed to be
within the boundaries of the reporting entity.

54  There are ongoing efforts to update and further align?* the GHG protocol with the financial
accounting requirements. In so doing, there is a need to a) clarify if/when there is an
overlap between the notion of control under financial accounting requirements (IFRS 10)
and financial control under the GHG protocol and sustainability reporting requirements, b)
address what, if any, are the differences between an entity having significant influence and

having operational control over another entity or asset.

Company E has investments in multiple non-wholly owned companies.
* The group prepares its financial statements under IFRS Accounting Standards.

* The group applies the GHG Protocol Corporate Standard and elects to use the operational control
approach'®. Under this approach, investments in other operations or companies are included
within the organisational boundary, and therefore Scope 1 or 2, if E has operational control.

The following table illustrates the consolidation principles applied for a selection of E's investments.

Investment Accounting policy Operational control approach
under IFRS Accounting
Standards

O Ltd Full consolidation® 100% included

80%-owned subsidiary; E has
operational control

| Pty Ltd Equity accounting™ 0% included

50%-owned joint venture; E does
not have operational control

L GmbH Equity accounting™ 100% included

50%-owned joint venture; E has
operational control

Source KPMG

convertible, including potential voting rights held by other entities, are considered when assessing whether an entity
has significant influence.

24 |n addition to allowing operational control, the GHG Protocol also allows an equity market share approach (de facto
proportionate consolidation) whereas IFRS requirements no longer allow proportional consolidation for joint
arrangements.
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