Draft Comment Letter

You can submit your comments on EFRAG's draft comment letter by using the ‘Express your
views’ page on EFRAG’s website, then open the relevant news item and click on the 'Comment
publication' link at the end of the news item.
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International Accounting Standards Board
7 Westferry Circus, Canary Wharf

London E14 4HD

United Kingdom

[XX July 2023]
Dear Mr Barckow,

Re: IASB ED/2023/2 Amendments to the Classification and Measurement of Financial
Instruments (Proposed amendments to IFRS 9 and IFRS 7)

On behalf of EFRAG, | am writing to comment on the Exposure Draft Amendments to the
Classification and Measurement of Financial Instruments (Proposed amendments to IFRS 9 and IFRS
7), issued by the IASB on 21 March 2023 (the ‘ED’/ ‘proposed amendments’).

This letter is intended to contribute to the IASB’s due process and does not necessarily indicate the
conclusions that would be reached by EFRAG in its capacity as advisor to the European Commission
on endorsement of final IFRS Standards in the European Union and European Economic Area.

EFRAG welcomes the IASB’s efforts to address the concerns of stakeholders raised in the context
of the Post-implementation Review of IFRS 9 Classification and Measurement (the ‘PIR’) and a
request to the IFRS Interpretations Committee (the ‘IFRS IC’). This ED mainly responds to a request
from stakeholders to clarify some aspects of the application guidance for assessing the contractual
cash flow characteristics of financial assets and accounting for the settlement of a financial liability
using an electronic payment system.

Summary of EFRAG’s views on the ED

In general, EFRAG welcomes the IASB’s ED and agrees with the proposed amendments to the
classification and measurement of financial instruments.

EFRAG considers that the proposed clarifications to the general solely payments of principal and
interest (‘SPPI’) requirements would provide a good basis for evaluating whether contractual cash
flows of financial assets with ESG-linked or similar features meet SPPI requirements. Considering
the rapid increase in financial assets with ESG-linked features in Europe, EFRAG would like to
remind that this solution is expeditiously needed. Therefore, EFRAG encourages the IASB to
prioritise the publication of the proposed clarifications to the general SPPI requirements over the
other IFRS 7 Financial Instruments: Disclosures (‘IFRS 7°) and IFRS 9 Financial Instruments
amendments (‘IFRS 9’), allowing entities to apply them as soon as possible.

Derecognition of a financial liability settled through electronic transfer

EFRAG welcomes the IASB’s decision to address stakeholder concerns through a standard-setting
process, which would allow for proper discussion and establish the appropriate transition
requirements.
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EFRAG considers that the narrow-scope standard-setting approach, proposed in the ED, while not
solving all the concerns, would provide a timely and workable solution and reduce costs for the
entities concerned.

EFRAG, however, suggests (a) amending paragraph B3.1.6 of the ED to include how an entity should
apply settlement date accounting to financial liabilities and (b) add a requirement to disclose the
policy used by an entity to recognise and derecognise cash.

Classification of financial assets — contractual terms that are consistent with a basic lending
arrangement

EFRAG would like to remind that the solution is expeditiously needed and welcomes the IASB
efforts in this respect.

EFRAG considers that the proposed amendments in the ED would provide a good basis for
evaluating whether contractual cash flows of financial assets with ESG-linked or similar features
meet SPPI requirements.

EFRAG supports the holistic approach chosen by the IASB not to provide a specific exception from
the requirements on contractual cash flow characteristics in IFRS 9 for financial assets with ESG-
linked features. EFRAG considers that such an approach is principle-based and would provide more
flexibility in the future if new instruments with similar types of features would emerge.

Nevertheless, to avoid unintended consequences, EFRAG suggests to carefully consider the impact
of the proposed requirements about “magnitude” and “contingent event specific to the debtor” on
existing financial instruments currently meeting SPPI requirements.

EFRAG suggests that the IASB provides a definition and examples of what constitutes a “contingent
event”, and to clarify that the "de minimis" guidance remains applicable when applying SPPI
requirements. EFRAG also suggests providing additional examples to better illustrate the concepts
underlying the ED and examples of more complex financial instruments to address the potential
application questions.

Classification of financial assets — financial assets with non-recourse features

EFRAG supports the IASB decision to clarify that a financial asset has non-recourse features if an
entity’s contractual right to receive cash flows is limited to the cash flows generated by specified
assets both over the life of the financial asset and in the case of default. Furthermore, EFRAG
supports the IASB’s decision to provide examples of the factors that an entity may need to consider
when assessing the contractual cash flow characteristics of financial assets with non-recourse
features.

However, EFRAG notes that the IASB is introducing a new concept into the IFRS 9 and the definition
of financial assets with non-recourse features provided in the ED is more restrictive than the
application of “non-recourse” by current practice.

Classification of financial assets — contractually linked instruments

EFRAG notes that the proposed amendments help to clarify the scope of transactions to which the
contractually linked instruments (‘CLI’) requirement apply and the distinction between CLI
transactions and financial assets with non-recourse features.

Regarding bilateral secured lending arrangements, as described in paragraph B4.1.20A of the ED,
EFRAG welcomes the proposed clarifications that such transactions do not contain multiple
contractually linked instruments.

In addition, EFRAG welcomes the clarification in paragraph B4.1.23 of IFRS 9 that the reference to
instruments in the underlying pool can include financial instruments that are not within the scope
of the classification requirements of IFRS 9.



Disclosures

Regarding the proposed disclosures relating to investments in equity instruments designated at fair
value through other comprehensive income (‘FVOCI’), EFRAG notes that its Comment Letter in
response to the PIR, mentioned that seventy percent (70%) of respondents from its public
consultation considered that an alternative accounting treatment was relevant to meet the
objective to reduce or prevent detrimental effects on long-term investments.

Therefore, even though not the ideal solution, EFRAG, at this stage, agrees with the proposed
disclosures. EFRAG will be monitoring the IFRS 9 and IFRS 17 Insurance Contracts implementation
by the insurance industry to assess the impact resulting from non-recycling of equity instruments
measured at FVOCI.

Furthermore, EFRAG considers that the disclosure requirements on contractual terms that could
change the timing or amount of contractual cash flows would not provide relevant information for
credit-impaired financial assets and for financial assets measured at FVOCI. EFRAG notes that the
proposed disclosure requirements may result in significant operational challenges by preparers,
and therefore, in increased implementation and ongoing costs. EFRAG also suggests that the IASB
considers the requirements on quantitative disclosures in the context of the forthcoming IASB
project on Amortised Cost and Effective Interest Rate applying a more holistic approach. Therefore,
on balance, EFRAG agrees with the proposed disclosure requirements.

EFRAG’s detailed comments and responses to the questions in the ED are set out in the Appendix.

If you would like to discuss our comments further, please do not hesitate to contact Didrik Thrane-
Nielsen, Laura Abeni, Galina Borisova, Sapna Heeralall or me.

Yours sincerely,

Wolf Klinz
Chair of the EFRAG FRB



Appendix - EFRAG’s responses to the questions raised in the ED

Question 1 — Derecognition of a financial liability settled through electronic transfer

Notes to constituents — Summary of proposals in the ED

1

This amendment results from an IFRS IC submission in September 2021 questioning the
application of IFRS 9 in relation to the recognition of cash received by an entity via electronic
transfer as settlement of a financial asset (a trade receivable).

The IFRS IC concluded that an entity, in applying paragraphs 3.2.3(a) and 3.1.1 of IFRS 9, is
required:

(a) to derecognise a trade receivable on the date on which its contractual rights to the
cash flows from the trade receivable expire; and

(b)  to recognise the cash (or other financial asset) received as settlement of that trade
receivable on the same date.

Respondents to the IFRS IC tentative agenda decision did not disagree with its technical
analysis and conclusions. However, they expressed concerns about the disruption of long-
standing practices, costs of applying the agenda decision and possible adverse consequences
in relation to other fact patterns, in particular the derecognition of trade payables.

Therefore, acknowledging the diversity in practice especially in respect to accounting for
financial liabilities, the IASB decided:

(@) toclarify that an entity is required to use settlement date accounting when recognising
or derecognising financial assets and financial liabilities (unless paragraph B3.1.3 of
IFRS 9 applies); and

(b) todevelop new requirements to permit an entity to derecognise, before the settlement
date, a financial liability that will be settled with cash using an electronic payment
system.

The IASB considered two narrow-scope standard-setting approaches for developing the new
requirements:

(@) clarifying aspects of the derecognition requirements in IFRS 9;

(b)  developing requirements to permit derecognition of a financial liability before the
settlement date when specified criteria are met.

The IASB rejected the approach (a) because it would require a fundamental reconsideration
of the recognition and derecognition requirements in IFRS 9 for both financial assets and
financial liabilities. For example, a clarification when the contractual rights to the cash flows
from a financial asset expire (paragraph 3.2.3(a) of IFRS 9) or when a financial liability is
extinguished (paragraph 3.3.1 of IFRS 9).

The IASB also noted that it would not be possible to limit such an approach to particular types
of assets or liabilities, which as a result would give rise to a significant risk of unintended
consequences.

In addition, the feedback received during the PIR did not identify any fatal flaws relating to
the recognition and derecognition requirements of IFRS 9.

The IASB therefore decided to go for approach (b) and to clarify in paragraph B3.1.2A of the
ED that when recognising or derecognising a financial asset or financial liability, an entity
shall apply settlement date accounting (see paragraph B3.1.6) unless paragraph B3.1.3
applies or an entity elects to apply paragraph B3.3.8. The IASB proposes in paragraph B3.3.8
of the ED that an entity be permitted to deem a financial liability (or a part of it) - that will be
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settled with cash using an electronic payment system - to be discharged before the settlement
date if, and only if, the entity has initiated the payment instruction and:

(a) the entity has no ability to withdraw, stop or cancel the payment instruction;

(b) the entity has no practical ability to access the cash to be used for settlement as a result
of the payment instruction; and

(c) the settlement risk associated with the electronic payment system is insignificant.

Paragraph B3.3.9 of the ED states that settlement risk is insignificant if the characteristics of
the electronic payment system are such that completion of the payment instruction follows a
standard administrative process and the time between initiating a payment instruction and
the cash being delivered is short. However, settlement risk would not be insignificant if the
completion of the payment instruction is subject to the entity’s ability to deliver cash on the
settlement date.

In developing the proposed amendments, the IASB also considered whether they could be
applied to a wider population of cash payments instead of just electronic payment systemes,
for example, all cash payments from demand deposits.

The IASB noted that this could give rise to a number of conceptual and practical challenges.
Such as the risk that cash could be treated differently from other financial assets for the
purposes of the derecognition requirements in IFRS 9 which would lead to different
accounting outcomes. In addition, the IASB concluded that the issue did not arise from the
nature of the account from which a payment is made, but rather from the nature of the
payment method being used.

Consequently, the IASB decided to limit the scope of the proposed derecognition option to
cash settlements using electronic payment systems that meet the specified criteria but
without otherwise changing the application of the derecognition requirements in IFRS 9. The
IASB also decided that an entity must apply the proposed derecognition option to all
payments using the same electronic payment system (paragraph B3.3.10 of the ED).

Notes to constituents — Scope
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EFRAG notes that IFRS IC initial submission referred to the derecognition of trade receivable(s)
before the cash arrived at the bank account but after the payment was initiated by a
counterparty. However, the respondents extended the interpretation of the tentative agenda
decision to the liabilities side and other payment methods. Consequently, the IASB decided to
limit the scope of the proposed derecognition option to cash settlements using electronic
payment systems that meet the specified criteria.

EFRAG notes that the scope of the proposed derecognition option will not include cheques,
credit cards and possibly other types of disbursements, nor the asset side.

EFRAG notes that widening the scope of the proposed derecognition option to other types of
settlements or to the assets side might give rise to a set of conceptual and practical
challenges, which might go beyond a narrow-scope amendment. Therefore, a possible
extended solution would require more discussions, resources, and time to complete.

EFRAG is seeking the views of constituents on the scope of the proposed amendments.



Question 1 - Derecognition of a financial liability settled through electronic transfer

Paragraph B3.3.8 of the draft amendments to IFRS 9 proposes that, when specified criteria are
met, an entity would be permitted to derecognise a financial liability that is settled using an
electronic payment system although cash has yet to be delivered by the entity.

Paragraphs BC5—-BC38 of the Basis for Conclusions explain the IASB’s rationale for this proposal.

Do you agree with this proposal? If you disagree, please explain what aspect of the proposal you
disagree with. What would you suggest instead and why?

EFRAG’s response

18 EFRAG notes that the proposed amendments do not result from feedback on the PIR but
from feedback on a tentative agenda decision on a submission to IFRS IC.

19  EFRAG welcomes the IASB’s decision to address stakeholder concerns through a standard-
setting process. A standard-setting process would allow for proper discussion and to
establish the appropriate transition requirements.

20  Subject to some minor clarifications, EFRAG welcomes the proposed accounting alternative
to derecognise a financial liability settled using an electronic payment system before the cash
is delivered by the entity, i.e., before the settlement datel.

Background

21  EFRAG notes that the PIR confirmed that the recognition and derecognition requirements in
IFRS 9 generally work as intended. EFRAG also notes that the initial submission to IFRS IC
related to the derecognition of a trade receivable. However, the respondents to the tentative
agenda decision were concerned that the IFRS IC tentative agenda decision could be
extended to the derecognition of trade payables where significant diversity in practice was
noted.

22  EFRAG agrees that the transaction, as described in the fact pattern submitted to the IFRS IC,
is not a regular way purchase or sale of a financial asset? as defined in Appendix A of IFRS 9
and, therefore, trade date? accounting cannot be applied.

23  EFRAG also agrees that paragraphs 3.2.3(a) and 3.1.1 of IFRS 9 require:

(@) to derecognise a trade receivable on the date on which its contractual rights to the
cash flows from the trade receivable expire; and

(b) to recognise the cash (or other financial asset) received as settlement of that trade
receivable on the same date.

24  EFRAG notes that all the above requirements relate to the settlement of financial assets and
not to the settlement of financial liabilities. The IASB proposal to add to the application
guidance paragraph B3.1.2A of the ED clarifies that settlement date accounting applies to
the recognition and derecognition of both: financial assets and financial liabilities.

1 Paragraph B3.1.6 of IFRS 9 defines the settlement date as the date that an asset is delivered to or by an entity.
Settlement date accounting refers to (a) the recognition of an asset on the day it is received by the entity, and (b) the
derecognition of an asset and recognition of any gain or loss on disposal on the day that it is delivered by the entity.

2 A purchase or sale of a financial asset under a contract whose terms require delivery of the asset within the time
frame established generally by regulation or convention in the marketplace concerned.

3 Paragraph B3.1.5 of IFRS 9 defines the trade date as the date that an entity commits itself to purchase or sell an asset.
Trade date accounting refers to (a) the recognition of an asset to be received and the liability to pay for it on the trade
date, and (b) derecognition of an asset that is sold, recognition of any gain or loss on disposal and the recognition of a
receivable from the buyer for payment on the trade date.
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EFRAG highlights that the terms “settlement date” and “settlement date accounting” are not
currently used in IFRS 9 other than with a reference to a regular way purchase or sale of a
financial asset. In EFRAG’s view applying these concepts to transactions that are neither
“regular way transactions” nor transactions related to financial assets could be challenging.

Paragraph BC10 of the ED states that “except for a regular way purchase or sale of financial
assets, IFRS 9 requires an entity to apply settlement date accounting when recognising or
derecognising financial assets or financial liabilities”, however, the settlement date
accounting, as described in paragraph B3.1.6 of IFRS 9, refers to a financial asset and not to
a financial liability. The settlement date is described in the same paragraph as “the date that
an asset is delivered to or by an entity” and not the date the liability is discharged. Therefore,
EFRAG considers that paragraph B3.1.6 of IFRS 9 should be amended to include how the
settlement date accounting applies to a financial liability..

Another option would be to clarify that when referring to the settlement date accounting,
the ED refers to “cash” which is indeed a financial asset, and which is used to settle a liability.
In this case, there is no need to clarify in paragraph B3.1.2A of the ED that settlement date
accounting applies to a financial liability. In the rest of the ED proposals “the settlement date”
could be replaced by “before cash is transferred from an entity’s bank account”.

EFRAG notes that the core driver of the issue is the fact that two entities are not settling cash
rights and obligations directly but by using a system that implies the use of one or more
intermediaries outside the control of either of the two entities. Furthermore, complicating
factors include that the two entities might either have explicitly agreed that the paying entity
is freed from its obligation towards the receiving entity either when the paying entity has
transferred cash from its bank account or when the receiving entity has received the
payment. A further complication is that the paying entity does not necessarily know when
the receiving entity has received the payment (cash on the receiving entity’s bank account)
and the receiving entity does not necessarily know when the paying entity executed the
payment.

Due to the structural issues raised when using an intermediary, EFRAG acknowledges that
the timing of recognition and derecognition of a transaction involving an intermediary may
be different for the two entities involved in the transaction. While there may be the
possibility for the paying entity to derecognise the cash before the settlement date, for the
receiving entity the question may be whether to recognise a receivable to the payment
system operator during the payment lead time.

When settlement occurs with the use of an independent intermediary, EFRAG notes the need
for a practical rule-based expedient for the paying entity in the situations where the paying
entity is legally freed from its obligation to the receiving entity when the receiving entity has
received the payment.

The need for a practical rule-based expedient is dependent upon the time used by the
intermediary to transfer the settlement. When the settlement time approaches to zero or
overnight the need for a rule-based expedient diminishes. EFRAG considers that the
settlement time for the payment systems used in EU/EEA is relatively short, so the issue may
be less prevalent compared to other jurisdictions.

Criteria for derecognising a financial liability before the settlement date

32

For the proposed accounting alternative to be workable, defining the criteria when it can be
applied is of high importance. EFRAG considers that the combination of three criteria,
proposed by the IASB in paragraph B3.3.8 of the ED, achieves this objective.
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To be able to derecognise a financial liability before the settlement date, it must be virtually
certain that the payment transaction will be executed. This requires that the entity has
initiated the payment instruction, but the timing of derecognition of the financial liability and
the cash used to settle it may come later. The first two criteria of an entity having “no ability
to withdraw, stop or cancel the payment instruction” and “no practical ability to access the
cash to be used for settlement as a result of the payment instruction” address it from the
entity’s perspective.

EFRAG understands that the second criterion should cover situations when an entity has no
ability to access cash even though the cash has not yet been transferred from the entity’s
bank account. For example, the situations when the cash is part of the entity’s cash balance
with the bank, but the ‘available’ balance is reduced by the amount of the payment
instruction. Nonetheless, EFRAG acknowledges that, according to some, the criteria in
paragraph B3.3.8(b) of the ED could be seen as duplicating the criteria in paragraph B3.3.8(a),
therefore recommends the IASB to clarify the interactions between the two.

III

EFRAG questions the use of “practical” ability in the proposed paragraph B3.3.8(b) of the ED.
We note that this imputes a notion of assessment into a proposed rule-based accounting
expedient. EFRAG recommends the IASB to clarify the reason to use the word “practical” in
the proposed paragraph B3.3.8(b) and not using it in paragraph B3.3.8(a).

EFRAG also agrees that to be eligible to apply the proposed accounting alternative, the
electronic payment system used by the entity must have insignificant settlement risk. The
ED “defines” settlement risk in paragraph BC33 as “the risk that a transaction will not be
settled (or completed) and therefore that the debtor will not deliver cash to the creditor on
the settlement date”. Paragraph BC33 of the Basis for Conclusions of the ED further states
that “for the purposes of the requirements in paragraphs B3.1.6 and B3.3.1 of IFRS 9, when
a financial liability has been discharged by paying cash to a creditor, the creditor is no longer
exposed to any settlement risk associated with the transaction”.

EFRAG notes, however, that “settlement risk” is a new notion in IFRS 9 and that defining it in
Appendix A could be more appropriate than in the Basis for Conclusions.

EFRAG suggests that the settlement risk associated with an electronic payment system
(paragraph B3.3.8(c)) should be evaluated on a continuous basis to cater for the situations
when the payment system cannot be trusted (e.g., due to the lack of collateral or other
issues). A way of clarifying this might be to add “as long as the requirements in paragraph
B3.3.8 are fulfilled” to the end of paragraph B3.3.10.

EFRAG appreciates the clarification of the conditions of when an electronic payment system
is deemed to have insignificant settlement risk and the clarification that it excludes the
situations when an entity is unable to deliver cash on the settlement date (paragraph B3.3.9
of the ED). However, EFRAG questions the need for the requirement of “the payment
instruction follows a standard administrative process”. EFRAG further suggests clarifying
what is meant by a “short” time frame and “insignificant” settlement risk. EFRAG considers
that the IASB could do this by providing a “negative” definition or by referring to a legal or
regulatory framework.

EFRAG notes that for the payment systems where one can initiate payments with a future
settlement date, the time between initiating a payment instruction and the cash being
delivered might be long. Therefore, EFRAG suggests clarifying in paragraph B3.3.9 of the ED
that “the time between initiating a payment instruction when criteria (a) and (b) in
paragraph B3.3.8 are fulfilled and the cash being delivered is short”.
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EFRAG acknowledges the IASB’s decision to limit the proposed accounting alternative to a
narrow-scope fact pattern relating to discharging of financial liabilities using an electronic
payment system when the specified criteria described above are met.

EFRAG notes that widening the scope of the proposed solution to other types of settlements
or to the asset side might give rise to a set of conceptual and practical challenges, that might
go beyond a narrow-scope amendment. For example, including the asset side would require
defining cash and will necessitate a much bigger and broader project. The same is true for a
comprehensive review of the derecognition requirements.

However, EFRAG considers that additional disclosures about an entity’s cash
recognition/derecognition accounting policy could be useful as an intermediate solution.

EFRAG questions the need to define a payment system as “electronic” and considers that the
criteria in paragraph B3.3.8 (a)-(c) should be sufficient to define any payment system and
allow for a more principle-based approach to the proposed accounting alternative.

EFRAG also supports the IASB’s decision to apply the proposed derecognition option to all
payments using the same payment system (provided it has insignificant settlement risk, see
criteria below). In EFRAG’s view, this requirement responds to the questions about the level
for which the proposed accounting alternative should be applied (by settlement market,
country, or payment system).

Conclusion
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EFRAG acknowledges that this topic could raise conceptual questions on the recognition and
derecognition requirements for financial assets and liabilities in IFRS 9. However, the
responses to the PIR did not show this as a concern.

In EFRAG’s view, a fundamental change to the current derecognition requirements is not
warranted and the proposed accounting alternative will be sufficiently narrow in scope, limit
unintended consequences, and provide useful information.

Therefore, EFRAG considers that the narrow-scope standard-setting approach, proposed in
the ED, although not solving all concerns, would provide a timely and workable solution and
reduce costs for the entities concerned.

EFRAG however suggests amending paragraph B3.1.6 to include how the settlement date
accounting applies to a financial liability and to add the disclosures about cash recognition
and derecognition policies used by the entity.

For avoidance of doubt, EFRAG suggests the IASB to clarify in the application guidance that
the other side of the accounting entry when applying the proposed solution should be cash
and not any other type of financial liability.
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Questions to Constituents

Do you agree with limiting the scope of the proposed accounting alternative to electronic
payment transfers when specified criteria are met? If not, do you consider that the IASB
should broaden the scope of the amendments to include other types of disbursements
(e.g., cheques and credit cards)?

Do you consider that the asset side of such transactions should also be addressed by the
IASB as part of these amendments?

Do you agree with the proposed criteria for derecognising a financial liability before the
settlement date?

Question 2 — Classification of financial assets — contractual terms that are consistent with a
basic lending arrangement

Notes to constituents — Summary of proposals in the ED

Background
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Respondents to the PIR noted difficulties in applying the guidance on assessing whether a
financial asset’s contractual cash flows are SPPI on the principal amount outstanding for
financial assets with ESG-linked or similar features.

The respondents considered that amortised cost would be the most relevant measurement
method for such financial assets and would provide most useful information to users.
However, the changes in interest rate embedded in the ESG-linked financial instruments
might make some of such instruments fail SPPI test. This would result in measuring these
financial instruments at fair value through profit or loss which, in the view of these
respondents, would not provide useful information.

In the IASB’s view, the contractual cash flow characteristics assessment in IFRS 9 is as relevant
to financial assets with ESG-linked features as it is to other financial assets. Creating an
exception from these requirements for financial assets with ESG-linked features would not be
appropriate. In addition, PIR feedback did not show a need for fundamental changes to
current classification and measurement requirements in IFRS 9.

Therefore, the IASB proposes clarifying amendments to IFRS 9 relating to:
(@) the elements of interest that are consistent with a basic lending arrangement; and
(b)  contractual terms that change the timing or amount of contractual cash flows.

These amendments will help to determine whether financial assets — including those with
ESG-linked or similar features — have contractual cash flows that are solely payments of
principal and interest on the principal amount outstanding, as required by paragraphs 4.1.2
and 4.1.2A of IFRS 9.

Elements of interest in a basic lending arrangement
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Paragraph B.4.1.8A of the ED clarifies how to assess interest for the purposes of applying
paragraph B4.1.7A of IFRS 9 and states that the assessment of interest focuses on what the
entity is being compensated for rather than how much the entity receives for a particular
element.

The IASB concluded that it would not be possible to prescribe an exhaustive list of the
elements of interest that would be consistent with a basic lending arrangement. An entity
may need to apply judgement when assessing contractual terms relating to new
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developments in lending markets. No “safe haven” should be assumed even if something is
labelled “credit risk” or “profit margin”, further analysis may be required.

The IASB noted that the term ‘basic lending arrangement’ is used in IFRS 9 to refer to the
nature of a lending arrangement, rather than to an arrangement that is common or
widespread in a particular market or jurisdiction.

The IASB also decided to clarify that, for contractual cash flows to be consistent with a basic
lending arrangement, a change in contractual cash flows has to be directionally consistent
with, as well as proportionate to, a change in lending risks or costs.

Contractual terms that change the timing or amount of contractual cash flows
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Respondents to the PIR asked for more guidance on applying the principles in paragraph
B4.1.10 of IFRS 9 to contingent events that are not currently covered by the examples in that
paragraph.

The IASB noted that IFRS 9 requires all variability in contractual cash flows over the life of an
instrument to be assessed. In other words, variability cannot be assumed to be consistent
with a basic lending arrangement simply because it arises from one of the elements of interest
mentioned in paragraph B4.1.7A of IFRS 9 (consideration for the time value of money, credit
risk, other basic lending risks, such as liquidity risk, costs associated with holding the financial
asset, and a profit margin). Furthermore, the variability in cash flows need not relate to one
of the elements of interest explicitly mentioned in paragraph B4.1.7A. In the IASB’s view, the
key principle is whether the changes in the timing or amount of contractual cash flows are
consistent with a basic lending arrangement.

Therefore, the IASB proposes in the ED to add a new paragraph B4.1.10A which identifies and
clarifies the following interrelated principles for assessing the contractual cash flows over the
life of a financial asset:

(@) all possible changes in contractual cash flows are considered irrespective of the
probability of a contingent event occurring (except for non-genuine contractual terms,
as described in paragraph B4.1.18 of IFRS 9);

(b)  the timing and amount of any variability in contractual cash flows are specified in the
contract;

(c) the occurrence of the contingent event is specific to the debtor; and

(d)  the contractual cash flows arising from the contingent event represent neither an
investment in the debtor nor an exposure to the performance of specified assets.

Paragraphs B4.1.13 and B4.1.14 of the ED are added to illustrate these principles.

Consideration of possible changes in contractual cash flows, irrespective of probability
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When developing IFRS 9, the IASB considered and rejected a suggestion that a contingent
feature should not affect the classification of a financial asset if the likelihood of the
contingent event occurring is remote. The IASB concluded that even if the probability of a
contingent event occurring is low, an entity must consider all contractual cash flows that
could arise over the life of the instrument unless the contingent feature is not genuine
(paragraphs BC4.186 and BC4.189 of IFRS 9).

Therefore, the IASB concluded that an entity must consider the effect on contractual cash
flows were any of the contingent events specified in the contract to occur, however unlikely.



Changes to cash flows specified in the contractual terms
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The IASB decided that for changes in the amount or timing of contractual cash flows arising
from a contingent event to give rise to cash flows that are SPPI those changes must be
contractually specified and, therefore, determinable.

In other words, in addition to knowing what would give rise to a change in cash flows, the
entity must also know what the adjustment to the cash flows would be in order to conclude
that contractual cash flows — that could arise over the life of the instrument — are SPPI.

The occurrence of the contingent event is specific to the debtor
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The IASB considered that changes to the timing or amount of contractual cash flows could
arise from contractual terms or the occurrence (or non-occurrence) of a contractually
specified contingent event, for example, changes in the contractual interest rate resulting
from an entity achieving a contractually specified ESG target.

The occurrence of a contingent event can be specific to the debtor even though the nature of
the contingent event is not unique to the debtor. For example, a creditor could include in all
of its contracts a term whereby the debtor’s interest rate is reduced if the debtor meets
certain targets to reduce its own greenhouse gas emissions.

The IASB further noted that not all contingent events that are specific to a debtor would be
consistent with a basic lending arrangement. For example, contractual cash flows that
change based on the level of a debtor’s revenue or profits in a specific period would not
generally be considered to be consistent with a basic lending arrangement.

Cash flows represent neither an investment in the debtor nor an exposure to the performance of
specified assets
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The IASB decided to clarify that changes in the timing or amount of contractual cash flows
that represent an investment in the debtor (for example, contractual terms that entitle the
creditor to a share of the debtor’s revenue or profits), or an exposure to the performance of
specified assets, are inconsistent with a basic lending arrangement, even if such terms are
specific to the debtor.

This clarification is consistent with the principles in paragraph B4.1.15 and B4.1.16 of IFRS 9
that, even if contractual cash flows are described as payments of principal and interest, such
cash flows would not be SPPI if the financial asset represents an investment in particular
assets.



Question 2 — Classification of financial assets — contractual terms that are consistent with a
basic lending arrangement

Paragraphs B4.1.8A and B4.1.10A of the draft amendments to IFRS 9 propose how an entity
would be required to assess:

(a) interest for the purposes of applying paragraph B4.1.7A; and

(b)  contractual terms that change the timing or amount of contractual cash flows for the
purposes of applying paragraph B4.1.10.

The draft amendments to paragraphs B4.1.13 and B4.1.14 of IFRS 9 propose additional examples
of financial assets that have, or do not have, contractual cash flows that are solely payments of
principal and interest on the principal amount outstanding.

Paragraphs BC39—BC72 of the Basis for Conclusions explain the IASB’s rationale for this proposal.

Do you agree with this proposal? Why or why not? If you disagree, please explain what aspect
of the proposal you disagree with. What would you suggest instead and why?

EFRAG’s response
Background

76  EFRAG welcomes the IASB’s decision to address the issue of classification and measurement
of financial assets with ESG-linked features raised by respondents (including EFRAG) during
the PIR.

77 EFRAG reminds that the solution is expeditiously needed given the constantly growing
investments in financial instruments with ESG-linked features and welcomes the IASB efforts
in this respect. However, EFRAG encourages the IASB to prioritise the publication of the
proposed clarifications on the general SPPI requirements before the other IFRS 7 and IFRS 9
amendments, allowing entities to apply them as early as possible.

78  EFRAG supports the generic approach chosen by the IASB not to provide a specific exception
from the requirements on contractual cash flow characteristics in IFRS 9 for financial assets
with ESG-linked features. EFRAG considers that such an approach is principle based and
would provide more flexibility in the future if new instruments with similar types of features
will be developed.

79  EFRAG notes that European constituents from the banking sector (both preparers and users)
considered that amortised cost* would be the most appropriate measurement for financial
assets with ESG-linked features and would provide useful information for the users of
financial statements compared to fair value measurement.

80  EFRAG considers that the clarifying amendments proposed in the ED would provide a good
basis for evaluating whether contractual cash flows of financial assets with ESG-linked or
similar features meet SPPI requirements. However, as a general observation, EFRAG suggests
that the IASB include certain considerations and explanations noted in the Basis for
Conclusions in the core text of the ED to avoid future misinterpretation of the Standard.
Examples are the contents of paragraphs BC67, BC69, and BC72.

4 European constituents from the insurance industry note that such financial instruments would in many cases be
classified at FVOCI, in order to reduce or eliminate accounting mismatches with the related business model for insurance
liabilities. As FVOClI is a mixed approach that combines fair value on balance sheet and amortised cost in profit or loss, it
has the advantage of providing informative value from the perspectives of both the measurement-bases.



Elements of interest in a basic lending arrangement
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EFRAG welcomes the clarification (paragraph BC55 of the ED) that the elements of interest
specified in paragraph B4.1.7A of IFRS 9 (consideration for the time value of money, credit
risk, other basic lending risks, such as liquidity risk, costs associated with holding the financial
asset, and a profit margin) is not an exhaustive list of elements that are consistent with a
basic lending arrangement. In EFRAG’s view, this would allow to consider some ESG risks as
being a part of these elements.

EFRAG agrees that not all financial assets with ESG-linked features may have contractual cash
flows consistent with the basic lending arrangement. In this context, EFRAG appreciates the
clarifications provided in paragraph B4.1.8A of the ED when contractual cash flows are
considered to be inconsistent with such an arrangement, except for the “magnitude”
requirement described below.

EFRAG considers that examples of such financial instruments provided in paragraphs B4.1.13
and B4.1.14 of the ED are useful but suggests adding further examples better illustrating the
concepts used in the ED, such as “aligned with the direction and magnitude of” or
“contingent event must be specific to the debtor”. Furthermore, EFRAG suggests that
examples of more complex financial instruments (with, for example, interest rate
adjustments when capital adequacy cost changes for the lender or when interbank interest
rates change) would help to address potential application questions.

EFRAG agrees with the IASB’s reasoning that if a particular arrangement is widespread in a
particular market this fact does not make this arrangement automatically a “basic lending
arrangement” and that further assessment is needed.

EFRAG notes the IASB’s approach to consider different elements of interest separately and
to focus on what entity is compensated for rather than how much. EFRAG notes that this
approach is not new and was already referred to in paragraph BC4.182(b) of IFRS 9. However,
EFRAG sees a contradiction between a requirement of not focusing on “how much” in the
beginning of paragraph B4.1.8A of the ED and the requirement to assess the “magnitude” of
changes in basic lending risks and costs at the end of the same paragraph.

Moreover, EFRAG questions the need for the clarification that to meet SPPI requirements,
the change in contractual cash flows should be aligned with the direction and magnitude of
the change in basic lending risks or costs. EFRAG considers that the word “magnitude”
creates uncertainty, and that this requirement is already covered by the concept of leverage
in paragraph B4.1.15 of IFRS 9. Considering that this requirement relates to all changes in
contractual cash flows, EFRAG is concerned about unintended consequences for existing
financial assets currently meeting the SPPI requirements (for example in case of preventive
rates).

Contractual terms that change the timing or amount of contractual cash flows

86

87

EFRAG welcomes the IASB clarifying that for the purposes of the SPPI assessment, all
variability in contractual cash flows over the life of an instrument should be taken into
account, and not only those relating to one of the elements of interest mentioned in
paragraph B4.1.7A of IFRS 9.

EFRAG also notes that the probability of a contingent event should not be taken into account
when assessing the changes in cash flows on the occurrence of any contingent event and
welcomes the clarification that non-genuine contractual terms (paragraph B4.1.18 of IFRS 9)
should not be considered. In addition, EFRAG suggests the IASB to clarify that de-minimis
rule from the same paragraph also remains applicable.
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Furthermore, EFRAG notes that “contingent event” is not defined in IFRS Accounting
Standards and considers that providing a definition and/or examples would be useful. For
example, paragraph BC69 of the ED states that “the occurrence of a contingent event (other
than those associated with the time value of money or prepayment features) must be
specific to the debtor”. It could be concluded from this statement that diverse types of
contingent events could exist, and more clarifications would be appreciated.

EFRAG also notes that the text “(other than those associated with the time value of money
or prepayment features)” is included in paragraph BC69 but not in the paragraph B4.1.10A
of the ED. EFRAG recommends to add the clarification of “other than those associated with
the time value of money or prepayment features” to paragraph B4.1.10A to avoid
misunderstanding related to the sentence “For a change in contractual cash flows to be
consistent with a basic lending arrangement, the occurrence (or non-occurrence) of the
contingent event must be specific to the debtor”.

EFRAG welcomes the IASB defining the meaning of “specific to the debtor” in paragraph
B4.1.10A of the ED as “the occurrence of a contingent event ... if it depends on the debtor
achieving a contractually specified target, even if the same target is included in other
contracts for other debtors”.

However, EFRAG questions the IASB’s reasoning in paragraph BC67 of the ED, which led to a
conclusion that “a change in contractual cash flows due to a contingent event that is specific
to the creditor, or another party would be inconsistent with a basic lending arrangement”.
EFRAG notes that, in some circumstances, loans that currently meet SPPI requirements
include clauses specific to the creditor that are related to “non-financial variable” such as,
for example, cost driven by capital requirements. Therefore, EFRAG is concerned about
potential unintended consequences of this requirement on some of the loans with clauses
specific to the creditor (such as additional cost clauses, or interest rate increases when the
tax circumstances of a lender change).

The ED further states that “the resulting cash flows must represent neither an investment in
the debtor nor an exposure to the performance of specified assets (see also paragraphs
B4.1.15-B4.1.16)”. In EFRAG’s view, the term “investment in the debtor” is quite broad and
could be better defined by “represent an equity-like risk”.

EFRAG was informed that sometimes, the meeting of an ESG target could be linked to the
performance of an entity’s asset. In this case it is unclear how this requirement would
interact with the requirement that the contingent event should be specific to the debtor.
Therefore, EFRAG suggests that further examples be included.

EFRAG notes that the proposed amendments would allow more financial assets to be
measured at amortised cost and the gross carrying amount of these financial assets will have
to be measured in accordance with the requirements of paragraph B5.4.6. Therefore, EFRAG
suggests that the impact of the proposed amendments on the forthcoming IASB project on
Amortised Cost and Effective Interest Rate be considered in due course.
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Questions to Constituents

Can you apply the clarifications provided in the ED to your financial assets with ESG-
linked or similar features? Do you have any difficulties? If yes, please elaborate.

Does application of these clarifications result in your financial assets with ESG-linked or
similar features meeting SPPI requirements? If not, please explain which instruments fail
and why.

In your opinion, do the proposed clarifications have an impact on the classifications of
other financial assets? If yes, which ones and why?

Question 3 — Classification of financial assets — financial assets with non-recourse features

Notes to constituents — Summary of proposals in the ED
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Feedback to the PIR included questions on assessing whether a financial asset is non-
recourse, and distinguishing between credit risk and asset-performance risk when assessing
whether a non-recourse financial asset represents an investment in particular assets.

Participants asked also for clarity as to the purpose of the “look through” assessment,
required in paragraph B4.1.17 of IFRS 9 —and in paragraph B4.1.22 of IFRS 9 for contractually
linked instruments (CLIs) — of the particular underlying assets or underlying pool of financial
instruments.

The IASB considered that non-recourse in IFRS 9 referred to the absence of liability on the part
of a debtor beyond any underlying assets pledged as collateral. In case of collateralised loans,
the loan is secured by the collateral only in the event of default, while for the entire life of the
loan, the creditor has recourse to the debtor for repayment of the loan.

Therefore, the IASB concluded that non-recourse financial assets are different from
collateralised financial assets because the creditor’s claim is limited to the specified
underlying assets throughout the life of the financial assets as well as in the case of default.

The IASB considered two different situations.

The first is when a financial asset could have non-recourse features if it is structured as a loan
to a special purpose entity (SPE) and the creditor has no recourse to the entity that has
transferred the assets to the SPE.

In such situation, the SPE may have only one source of income (the cash flows generated by
the transferred assets) and nominal equity (or very little loss-absorbing capacity).
Consequently, the creditor would be exposed to the performance risk of the underlying assets
and the loan might not have contractual cash flows that are SPPI.

The second refers to situations where a creditor has the contractual right to require a debtor
to pledge additional assets if specified assets do not generate sufficient cash flows or when
their value decreases below a certain threshold. In these situations, the creditor has also
recourse to the debtor, therefore the financial asset does not have non-recourse features.

The IASB proposes to amend paragraph B.4.1.16 of IFRS 9 and include paragraph B4.1.16A of
the ED to clarify that, for financial assets to have non-recourse features, the creditor’s
contractual right to receive cash flows must be limited to the cash flows generated by
specified assets, both over the life of the financial asset and in the event of default.

The IASB also decided to include in paragraph B4.1.17A of the ED guidance on how to make
the assessment required in paragraph B4.1.17 of IFRS 9 for financial assets with non-recourse
features.



Question 3 — Classification of financial assets — financial assets with non-recourse features

The draft amendments to paragraph B4.1.16 of IFRS 9 and the proposed addition of paragraph
B4.1.16A enhance the description of the term ‘non-recourse’.

Paragraph B4.1.17A of the draft amendments to IFRS 9 provides examples of the factors that an
entity may need to consider when assessing the contractual cash flow characteristics of financial
assets with non-recourse features.

Paragraphs BC73—-BC79 of the Basis for Conclusions explain the IASB’s rationale for these
proposals.

Do you agree with these proposals? Why or why not? If you disagree, please explain what aspect
of the proposals you disagree with. What would you suggest instead and why?

EFRAG’s response

108 EFRAG welcomes the IASB’s effort to respond to the feedback from the PIR participants and
to clarify the meaning of “non-recourse” financial asset.

109 In its Comment Letter to the PIR, EFRAG acknowledged that diversity in practice was
observed relating to the application of the non-recourse guidance and its interaction with
the contractually linked instruments and suggested the IASB to provide additional guidance
to address the related issues.

110 EFRAG agrees with the IASB’s conclusion that typically “non-recourse” refers to the missing
personal liability of a debtor beyond any underlying asset(s) pledged as collateral.

111 EFRAG notes that in case of “normal” collateralised debt the creditor has a claim on the
debtor and in addition, the protection of the underlying asset(s) only to the extent that the
borrower is unable to make the contractual payments through other means.

112 EFRAG agrees with the IASB’s considerations that, in most cases, a non-recourse financial
asset differs from a “normal” collateralised debt because:

(@) contractual payments over the life of the instrument are restricted to the cash flows
generated by the underlying asset(s); and

(b)  the creditor’s ultimate claim is limited to the value of the underlying asset(s).
A typical example of this non-recourse financial asset are contractually linked instruments.

113 EFRAG welcomes the IASB’s decision to consider “non-recourse” a feature of certain financial
assets, rather than a separate category of financial assets. This definition helps, in particular
to clarify the description of transactions containing multiple contractually linked
instruments. Furthermore, EFRAG welcomes the fact that the IASB considers “non-recourse
features” as an explicit contractual term of the financial asset.

114 However, EFRAG notes that the IASB is introducing a new concept into the Standard (the
wording “non-recourse features” is not present in the current version of IFRS 9) and that the
definition of financial assets with non-recourse features provided in B4.1.16A of the ED is
more restrictive than the general meaning assigned to “non-recourse” by current practice.

115 For example, EFRAG notes that current practice considers residential mortgage loans with
fixed interest rate, downpayments that trigger default if not fulfilled, and the option for the
borrower to exchange the residual loan obligation for a specified asset(s) — either during the
life of the loan or in event of default —as a “non-recourse” financial asset.

116 Paragraph B4.1.16 of IFRS 9 refers to a “non-recourse” financial asset as a case when a
creditor’s claim is limited to specified assets of the debtor (e.g., in the case of default) or the



cash flows from specified assets (e.g., over the life of the financial asset). Instead, paragraph
B4.1.16A of the ED states that a financial asset with non-recourse features has limited cash
flows both over the life of the financial asset and in the case of default.

117 EFRAG supports the IASB’s decision to provide examples of the factors that an entity may
need to consider when assessing the contractual cash flow characteristics of financial assets
with non-recourse features.

118 EFRAG agrees with the fact that the borrower’s legal and capital structure, loan-to-value ratio
and the presence of subordinated amounts are relevant and discriminatory factors in
determining whether the contractual cash flows are SPPI.

119 Nevertheless, EFRAG questions the reference to “equity instruments” in paragraph B4.1.17A
(b) of the ED. EFRAG notes that equity instruments do not create a shortfall and thus do not
have the ability to absorb any shortfall in cash flows generated by the underlying assets.
Therefore, EFRAG suggests the IASB to delete this reference.

120 As a last point, EFRAG notes that the proposed clarifications on the general SPPI
requirements have a high priority for European stakeholders due to the rapid increase in
financial assets with features linked to ESG concerns. EFRAG agrees with the IASB’s
consideration that clarifying both non-recourse and CLIs requirements at the same time as
the general SPPI requirements would maximise the benefits of the proposed amendments.
However, EFRAG encourages the IASB to prioritise the publication of the proposed
clarifications on the general SPPI requirements before the other IFRS 7 and IFRS 9
amendments.

Questions to Constituents

121 Do you consider the updated application guidance for financial assets with non-recourse
features clear and easy to apply? If not, please explain.

122 In your opinion, do the proposed clarifications have an impact on the current
classifications of your existing financial assets? If yes, which ones and why?

Question 4 - Classification of financial assets — contractually linked instruments

Notes to constituents — Summary of proposals in the ED

123 Paragraphs B4.1.20 — B.4.26 of IFRS 9 define contractually linked instruments and the
requirements for assessing the contractual cash flow characteristics of these instruments.

124 The participants in the PIR asked the IASB to clarify the scope of application of the
requirements in paragraphs B.4.1.20 — B.4.1.26 of IFRS 9, noting differences in practice on
the interpretation of some terms used in the Standard and whether or not the requirements
for CLis apply instead of the requirements for financial assets with non-recourse features. PIR
participants also asked whether financial instrument that are not entirely within the scope of
IFRS 9 could meet the criteria for financial instruments in the underlying pool, as set out in
paragraph B4.1.23 of IFRS 9.

Scope

125 The IASB proposes to clarify the characteristics of CLls that distinguish them from other
transactions by amending paragraph B4.1.20 of IFRS 9 and adding paragraph B.4.1.20A in
the ED.

126 In amending paragraph B.4.1.20 of IFRS 9, the IASB considered the following elements:
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(@) The phrase “contractually linked” refers to a transaction for which the relationship
between, and the rights and obligations associated with, the different tranches are
specified in the contractual terms of the instruments.

(b) It would be helpful to include the wording of paragraph BC4.26 of the Basis for
Conclusions on IFRS 9 (which refers to a “waterfall” structure that prioritises payments
to the holders of the different tranches) in the Standard to explain how concentrations
of credit risk are created.

(c) ClLIs have non-recourse features, as described in paragraph B4.1.16A of the ED: the
holders of the different tranches have recourse only to the cash flows from the
underlying pool of financial instruments.

(d)  Not all financial assets with non-recourse features are Clls. A key factor that
distinguishes ClIs from financial assets with non-recourse features is the
disproportionate allocation of losses between the holders of the tranches.

In addition, the IASB considered whether the requirements for CLIs apply to bilateral secured
lending arrangements in which a creditor agrees to lend money to a customer subject to
specified assets being transferred into a special purpose entity as security for the loan.

In such an arrangement, the customer (as sponsor of the SPE) would typically provide a
portion of the funding the SPE uses to acquire the specified assets. This could be in the form
of either an equity investment or a debt instrument that is subordinate to the debts
instrument held by the creditor.

The IASB considered that these secured lending transactions do not contain multiple
contractually linked instruments because the contract is generally negotiated between the
creditor and the customer in the form of a sponsoring entity.

Therefore, the IASB decided to clarify, in paragraph B4.1.20A of the ED, that an entity is
required to assess the contractual cash flows of the debt instrument held by the creditor in
such transactions in accordance with the requirements in paragraphs B4.1.7 — B4.1.19 of IFRS
9.

Underlying pool of financial instruments
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The IASB noted that it was not its intention to limit the scope of eligible financial instruments
in the underlying pool (according to paragraph B4.1.21(b) of IFRS 9) to those financial
instruments that are entirely in the scope of IFRS 9.

Accordingly, the IASB proposes to clarify that financial instruments that are not within the
scope of the classification requirements of IFRS 9, such as lease receivables, can be included
in the underlying pool of financial instruments for the purpose of paragraph B4.1.23 of IFRS
9.



Question 4 - Classification of financial assets — contractually linked instruments

The draft amendments to paragraphs B4.1.20—B4.1.21 of IFRS 9, and the proposed addition of
paragraph B4.1.20A, clarify the description of transactions containing multiple contractually
linked instruments that are in the scope of paragraphs B4.1.21 — B4.1.26 of IFRS 9.

The draft amendments to paragraph B4.1.23 clarify that the reference to instruments in the
underlying pool can include financial instruments that are not within the scope of the
classification requirements of IFRS 9.

Paragraphs BC80-BC93 of the Basis for Conclusions explain the IASB’s rationale for these
proposals.

Do you agree with these proposals? Why or why not? If you disagree, please explain what aspect
of the proposals you disagree with. What would you suggest instead and why?

EFRAG’s response

133 EFRAG welcomes the IASB’s effort to respond to the feedback from the PIR participants and
to clarify the requirements in paragraphs B4.1.20 — B4.1.26 of IFRS 9 for investments in
contractually linked instruments.

134 As mentioned before, in its Comment Letter in response to the IASB’s request for information
as a part of the PIR, EFRAG acknowledged several issues related to the contractually linked
instruments requirements and the interaction with the non-recourse guidance and
suggested the IASB to provide additional guidance to address these issues.

135 Asageneral comment and as already highlighted in EFRAG’s response to Question 3, EFRAG
notes that the proposed clarifications on general SPPI requirements have a high priority for
European stakeholders due to the rapid increase in financial assets with features linked to
ESG concerns. EFRAG agrees with the IASB’s consideration that clarifying both non-recourse
and CLIs requirements at the same time as the general SPPI requirements would maximise
the benefits of the proposed amendments. However, EFRAG encourages the IASB to
prioritise the publication of the proposed clarifications on the general SPPI requirements
before the other IFRS 7 and IFRS 9 amendments.

Scope

136 EFRAG supports the clarifications proposed by the IASB in paragraph B.4.1.20 of IFRS 9 to the
definition of contractually linked instruments. EFRAG notes that these proposed
amendments help to clarify the scope of transaction to which the CLI requirement apply and
the distinction between CLI transactions and financial assets with non-recourse features.

137 In EFRAG’s understanding, the IASB added the following elements to the definition of CLI in
the ED:

“Waterfall payment structure”

138 EFRAG notes that the IASB decided to include the wording from paragraph BC4.26 of the
Basis for Conclusion on IFRS 9 in the paragraph B.4.1.20 of IFRS 9.

139 EFRAG agrees with the IASB’s consideration that contractual linkage between tranches
determines the order in which tranches receive cash flows and creates concentrations of
credit risk in a CLI. This means that for each set of interest or principal payments due,
payments to the most senior tranche are prioritised over any payments to more junior
tranches. Therefore, EFRAG supports this proposed clarification.



“Disproportionate allocation of losses”
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EFRAG notes that the disproportionate allocation of “losses” between the holders of
different tranches is a direct consequence of the waterfall payment structure.

EFRAG agrees with the IASB’s consideration that the waterfall structure specifies not only
the order in which payments are made but also the order and proportion in which any losses
are allocated to the tranches. This means that the contractual linkage reallocates credit risk
amongst the tranche holders.

EFRAG also agrees with the IASB’s conclusion that the disproportionate allocation of “losses”
between the holders of different tranches is a factor that distinguishes CLIs from financial
assets with non-recourse features. Typically, financial assets that have only non-recourse
features participate in the performance of the underlying assets proportionately and there
is no concentration of credit or cash flows risk.

However, EFRAG recommends the IASB to change the wording “disproportionate allocation
of losses” to “disproportionate allocation of cash flows”.

Appendix A of IFRS 9 defines “credit loss” as “the difference between all contractual cash
flows that are due to an entity in accordance with the contract and all the cash flows that the
entity expects to receive (i.e., reflecting any cash shortfalls), discounted at the original
effective interest rate”.

EFRAG acknowledges the fact that, according to many, in a CLI the contractually defined cash
flows under the waterfall structure are always equal to the cash flows that a holder expects
to receive. Following this reasoning, then, a CLI could never give rise to a loss.

“Non-recourse features”
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EGRAG agrees with the IASB’s consideration that, in a CLI structure, payments on the
tranches come only from the cash flows generated by the underlying pool of financial
instruments, which are segregated from the issuer’s other assets.

Accordingly, EFRAG supports the proposed clarification that CLIs tranches have non-recourse
features as defined in paragraph B4.1.16A of the ED.

Furthermore, EFRAG agrees with the IASB’s consideration that the distinguishing
characteristics described above are interconnected, rather than independent of each other.
Therefore, EFRAG supports the IASB’s proposed amendments which implicitly require that
an instrument must have all these characteristics to fall within the scope of the requirements
in paragraphs B4.1.20 — B4.1.26 of IFRS 9.

In addition, EFRAG supports the IASB conclusion that the term “contractually linked” refers
to a transaction for which the relationship between the different tranches is specified in the
contractual terms of the instruments. EFRAG considers this to be an important structural
difference between CLIs and financial assets with non-recourse or general subordination
characteristics.

EFRAG therefore suggests that the IASB explicitly includes this element in paragraph B4.1.20
of IFRS 9. A clear statement in this regard would reinforce the definition of CLI and ensure
the consistent application of the requirements.

In addition, EFRAG suggests that the IASB improves the wording of paragraph B4.1.20 to
clarify that the requirements for non-recourse financial assets would not apply to CLls.

Regarding bilateral secured lending arrangements, as described in paragraph B4.1.20A of the
ED, EFRAG welcomes the proposed clarifications that such transactions do not contain
multiple contractually linked instruments.



153

154

155

156

EFRAG agrees with the IASB’s consideration that this type of secured lending arrangement is
generally negotiated between the creditor (e.g., a bank) and the debtor (e.g., a customer /
sponsoring entity) and its nature is different from a transaction in which multiple
contractually linked instruments are issued to the holders of the tranches.

EFRAG also appreciates the IASB’s effort not to link the debtor consolidation of the
structured entity and the CLIs’ requirements. EFRAG has been informed that, in general, such
structures are tailored to avoid the consolidation of the structured entity by the customer /
sponsor. Furthermore, a possible connection would have led to several application issues,
considering that in many cases the conclusion whether or not the structured entity is
consolidated constitutes a significant area of judgement.

Accordingly, EFRAG suggests that the IASB does not limit the conclusion in paragraph
B4.1.20A of the ED to the “senior debt instrument”, but to refer more generally to the “debt
instruments” issued by the structured entity.

EFRAG considers that limiting the conclusion to senior debt instrument would unreasonably
and potentially include the junior debt instrument, issued in the same arrangement, within
the scope of transactions to which the CLIs requirements could apply.

Underlying pool of financial instruments
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EFRAG welcomes the clarification in paragraph B4.1.23 of IFRS 9 that the reference to
instruments in the underlying pool can include financial instruments that are not within the
scope of the classification requirements of IFRS 9.

EFRAG agrees with the IASB’s conclusion that financial instruments that are not entirely in
scope of IFRS 9 could have cash flows that are equivalent to solely payments of principal and
interest on the principal amount outstanding (e.g., lease receivables).
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Questions to Constituents

Do you consider the updated application guidance for contractually linked instruments
clear and easy to apply? If not, please explain.

In your opinion, do the proposed clarifications have an impact on the current
classifications of your existing financial assets? If yes, which ones and why?

Question 5 — Disclosures — investments in equity instruments designated at fair value through

other comprehensive income

Notes to constituents — Summary of proposals in the ED
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This potential amendment arose because IFRS 9 prohibits an entity from reclassifying the
amounts accumulated in other comprehensive income (the ‘OCI’) to profit or loss if the entity
disposes of an equity investment that was designated using the other comprehensive income
option (the ‘OCl presentation option’). Participants from the PIR had indicated that this
prohibition meant that the financial statements may not faithfully represent the performance
of such investments upon disposal.

To provide users of financial statements with useful, transparent, and more comprehensive
information, the IASB proposes amendments to IFRS 7 to require entities to disclose
additional information about the amounts accumulated in OCI.

The proposed disclosure requirements are intended to help users of financial statements:

(@) to better evaluate the performance of equity investments designated using the OCI
presentation option during the reporting period; and



(b) to differentiate between changes in fair value related to investments derecognised
during the reporting period and changes in fair value related to investments held at
the end of the reporting period.

164 To achieve these objectives, an entity would be required to disclose:

(@) the change in the fair value of investments in equity instruments during the reporting
period, showing separately the amount of that change related to investments
derecognised during the reporting period and the amount related to investments held
at the end of the reporting period; and

(b) the aggregate fair value of investments in equity instruments (rather than the fair
value of each investment) at the end of the reporting period.

165 The ED also proposes additional guidance in the form of an illustration of one possible way in
which an entity could provide some of the disclosures required by paragraphs 11A and 11B°
of IFRS 7.

Question 5 — Disclosures — investments in equity instruments designated at fair value
through other comprehensive income

For investments in equity instruments for which subsequent changes in fair value are presented
in other comprehensive income, the Exposure Draft proposes amendments to:

(a) paragraph 11A(c) of IFRS 7 to require disclosure of an aggregate fair value of equity
instruments rather than the fair value of each instrument at the end of the reporting period; and

(b)  paragraph 11A(f) of IFRS 7 to require an entity to disclose the changes in fair value
presented in other comprehensive income during the period.

Paragraphs BC94-BC97 of the Basis for Conclusions explain the IASB’s rationale for this proposal.

Do you agree with this proposal? Why or why not? If you disagree, please explain what aspect
of the proposal you disagree with. What would you suggest instead and why?

EFRAG’s response

166 In its Comment Letter in response to the PIR, EFRAG considered that the IASB should
expeditiously review the non-recycling treatment of equity instruments within IFRS 9, testing
whether the IASB’s Conceptual Framework would justify the recycling of FVOCI gains and
losses on such instruments when realised. EFRAG’s Comment Letter mentioned that seventy
percent (70%) of respondents from its public consultation considered that an alternative
accounting treatment was relevant to meet the objective to reduce or prevent detrimental
effects on long-term investments.

167 EFRAG, therefore, welcomes the IASB’s efforts to review this topic. EFRAG will be monitoring
the implementation of IFRS 9 and IFRS 17 Insurance Contracts to ascertain the extent of
impact resulting from non-recycling of equity instruments measured at FVOCI.

168 Taking the above into consideration, EFRAG, at this stage, agrees with the proposed
disclosures. This is because the disclosure requirements will help provide users with
transparent and more comprehensive information about the performance of the relevant
equity instruments since acquisition, albeit not being the ideal solution. EFRAG also considers

5 11B If an entity derecognised investments in equity instruments measured at fair value through other comprehensive
income during the reporting period, it shall disclose:

(a) the reasons for disposing of the investments.

(b) the fair value of the investments at the date of derecognition.

(c) the cumulative gain or loss on disposal.
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that the disclosures will not result in significant costs as the entities would have access to
this information.

Furthermore, EFRAG considers that the illustrative example proposed in the ED provides a
useful way of applying the disclosure requirements. This is because the users can clearly
identify, for example, the transfers to equity following disposal of the equity instruments
designated at FVOCI, in order to make their assessments. Nevertheless, EFRAG notes that
the transfer of any cumulative gain or loss relating to the disposal from other comprehensive
income to retained earnings (as illustrated in paragraph IG11B of the ED) is not mandatory.
EFRAG considers that without information on the cumulative gain /loss of instruments
disposed of (both in the reporting period and in prior reporting periods) the proposed
disclosure would not achieve the objective of better represent depicting the financial
performance of equity investments.

In addition, EFRAG recommends the IASB to reconsider the use of non-controlling interest in
paragraphs IG11A and IG11B as this might create confusion for interests creating significant
influence. Therefore, EFRAG suggests that the IASB mention that the equity instruments are
in scope of IFRS 9.

Question to Constituents
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Do you consider that these disclosure requirements will provide useful information?
Please explain.

Question 6 — Disclosures — contractual terms that could change the timing or amount of
contractual cash flows

Notes to constituents — Summary of proposals in the ED
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This potential amendment arose from the PIR whereby users of financial statements indicated
that they need to better understand the effect of contractual terms that could change the
timing or amount of contractual cash flows. This information would be important for their
analysis and assessment of an entity’s future cash flows. An example of such information is
the nature and effect of changes based on the occurrence or non-occurrence of a contingent
event linked to ESG targets.

The IASB, therefore, proposed further disclosure requirements aimed at giving users more
information about contingent events and their nature and possible effects on contractual
cash flows.

The proposed disclosure requirements are intended to help users of financial statements
understand:

(@) the effect of contractual terms that could change the timing or amount of contractual
cash flows based on the occurrence (or non-occurrence) of a contingent event that is
specific to the debtor; and

(b) the extent of the entity’s exposure to such contingent events.
To achieve these two objectives, an entity would be required to disclose:
(@) aqualitative description of the nature of the contingent event;

(b) quantitative information about the range of changes to contractual cash flows that
could result from the contractual terms; and

(c) the gross carrying amount of financial assets and the amortised cost of financial
liabilities subject to those contractual terms.



176 An entity would disclose the information above separately for each class of financial assets

measured at amortised cost or fair value through other comprehensive income and for each
class of financial liabilities measured at amortised cost.

Question 6 — Disclosures — contractual terms that could change the timing or amount of
contractual cash flows

Paragraph 20B of the draft amendments proposes disclosure requirements for contractual terms
that could change the timing or amount of contractual cash flows on the occurrence (or non-
occurrence) of a contingent event. The proposed requirements would apply to each class of
financial asset measured at amortised cost or fair value through other comprehensive income
and each class of financial liability measured at amortised cost (paragraph 20C).

Paragraphs BC98-BC104 of the Basis for Conclusions explain the IASB’s rationale for this
proposal.

Do you agree with this proposal? Why or why not? If you disagree, please explain what aspect
of the proposal you disagree with. What would you suggest instead and why?

EFRAG’s response
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EFRAG welcomes the disclosure requirements for contractual terms that could change the
timing or amount of contractual cash flows on the occurrence (or non-occurrence) of a
contingent event.

EFRAG considers that the disclosure requirements would not provide relevant information
for credit-impaired financial assets and should be applied to non-credit impaired financial
assets. Moreover, EFRAG considers that the measurement at fair value already captures the
effects of changes in timing and amount of financial instrument’s contractual cash flows.
Therefore, EFRAG notes that the quantitative disclosure requirements for financial assets
measured at FVOCI adds less relevant value.

Accordingly, EFRAG considers that information on the description of the nature of the
contingent event will provide useful information because this would indicate to users the
possibility of changes to the contractual cash flows of the financial instruments.

EFRAG also considers that the quantitative disclosure about the range of changes would help
users of financial statements to assess the potential changes to the amounts and uncertainty
of future cash flows. The ED does not specify what type of a range to use, except that a
sensitivity analysis is not required nor a quantification of the likely effect these contingent
events could have on an entity’s financial statements. EFRAG considers that not specifying
the range type would enable entities to provide a range that it considers relevant taking into
consideration the contractual terms and also balancing the costs to provide that information.

The quantitative disclosure on the gross carrying amount of financial assets and the
amortised cost of financial liabilities would be useful for users to understand the prevalence
of these financial instruments and the entity’s exposure to the contingent events.

EFRAG notes that IFRS 9 requires an entity to classify a financial asset or a financial liability
only® at inception of the contract based on the entity’s business model for managing the
financial assets and the contractual cash flow characteristics of the financial asset. This
includes an entity making an assessment of the contractual terms that change the timing or
amount of contractual cash flows (paragraph B4.1.10 of IFRS 9).

6 There is a reclassification of a financial asset only when an entity changes its business model for managing financial
assets (and an entity shall not reclassify a financial liability).
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Since the above assessment is only required to be performed at inception of the contract,
the proposed disclosure requirements may result in entities having to update their IT systems
to collect the necessary information for the disclosures and also to track the information for
classes of financial assets or financial liabilities. As a result, given the large volumes and
diversity of financial instruments, EFRAG considers that the proposed disclosure
requirements could have significant operational challenges, and therefore, implementation
costs both for holders and issuers.

In addition, EFRAG notes that the IASB added to its pipeline a project that will review matters
relating to the requirements in IFRS 9 for amortised cost measurement. Therefore, EFRAG
suggests that the IASB considers the requirements on quantitative disclosures in the context
of this project and with a more holistic approach.

Furthermore, EFRAG considers that clarity or guidance is needed on what a contingent event
specific to the debtor is. Otherwise, entities may have practical challenges regarding which
classes of financial assets or financial liabilities to include in the disclosures. EFRAG also
considers that more clarity or guidance is needed on how to determine the quantitative
disclosures requirement (e.g., whether or not de minims clauses should be considered, which
calculation method could be used, and when different probability scenarios are needed).

Taking the above concerns into consideration, on balance, EFRAG agrees with the proposed
disclosures as they will help users of financial statements understand the effect of changes
in contractual terms to the timing and amount of contractual cash flows resulting from a
contingent event and they would also enable entities to manage these risks relating to
changes in timing and amount of the contractual cash flows.

Notwithstanding our response above, EFRAG points out a potential overlap of the proposed
disclosures with the October 2022 Amendments to IAS 1 Non-current Liabilities with
Covenants, whereby an entity classifying liabilities arising from loan arrangements as non-
current would need to disclose information about the covenants (including the nature of the
covenants) and the carrying amount of related liabilities.

In addition, EFRAG points to other potential overlaps with the IASB’s Financial Instruments
with Characteristics of Equity project and with the disclosure requirements for liquidity risk
in IFRS 7.
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Questions to Constituents

Do preparers consider that they will be able to provide these disclosure requirements at
a reasonable cost? Please explain.

Do users consider that these disclosure requirements will provide useful information?
Please explain.

Question 7 — Transition

Notes to constituents — Summary of proposals in the ED

191

192

193

The IASB is proposing transition requirements for the proposed amendments to IFRS 9
(paragraph 7.2.48 of the ED) consistent with those that applied on initial application of IFRS
9 (paragraph 7.2.15 of IFRS 9).

Therefore, an entity shall apply the proposed amendments retrospectively in accordance with
IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors, but will not be
required to restate prior periods to reflect the application of such amendments.

In addition, considering that the proposed amendments result in a change in the classification
of financial assets, the IASB decides to require an entity to disclose information about the
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measurement of these financial assets immediately before and after the amendments are
applied.

In particular, an entity shall disclose for each class of financial assets that changed
measurement category as a result of applying the proposed amendments:

(@) the previous measurement category and carrying amount determined immediately
before the entity applied the proposed amendments; and

(b) the new measurement category and carrying amount determined immediately after
the entity applied the proposed amendments.

This is to enable users of financial statements to understand the change in the classification
of financial assets and its effect on an entity’s financial statements.

Question 7 — Transition

Paragraphs 7.2.47 — 7.2.49 of the draft amendments to IFRS 9 would require an entity to apply
the amendments retrospectively, but not to restate comparative information. The amendments
also propose that an entity be required to disclose information about financial assets that
changed measurement category as a result of applying these amendments.

Paragraphs BC105 — BC107 of the Basis for Conclusions explain the IASB’s rationale for these
proposals.

Do you agree with these proposals? Why or why not? If you disagree, please explain what aspect
of the proposals you disagree with. What would you suggest instead and why?

EFRAG’s response
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EFRAG agrees with the proposed requirements for transition set out in paragraphs 7.2.47 —
7.2.49 of the ED. EFRAG generally supports retrospective application of new, or amendments
to existing, Standards and Interpretations.

EFRAG considers that the retrospective approach proposed by the IASB in paragraphs 7.2.47
and 7.2.48 of the ED is consistent with the transition requirements for the initial application
of IFRS 9. Furthermore, EFRAG considers that this approach will not result in significant costs
as entities would have access to transition information and would not be required to restate
prior periods.

EFRAG also agrees with the transition disclosure requirements in paragraph 7.2.49 of the ED.

EFRAG considers that information regarding the measurement of reclassified financial assets,
immediately before and after the application of the amendments, will provide useful
information because it would highlight the effects of applying the amendments on an entity’s
financial statement.

As mentioned above, EFRAG encourages the IASB to prioritise the publication for the
proposed clarifications on the general SPPI requirements before the other IFRS 7 and IFRS 9
amendments, allowing entities to apply them as early as possible. In such a case, EFRAG
suggests to the IASB to consider individual transition requirements to allow for a separate
early adoption.

Finally, EFRAG agrees with the requirements proposed in paragraph 44JJ) of the ED regarding
the effective date and transition into IFRS 7.



