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Dear Mr Hoogervorst,
Thank you giving us this opportunity to comment on the discussion paper
"Financial Instruments with Characteristics of Equity" (DP/2018/01).
Below you will find our general comments on the discussion paper. We
have refrained from answering the individual questions in the discussion
paper.
The rules and regulations of IFRS 9 and the emergence of new financial
instruments since the implementation of IAS 32 have led to an increased
complexity. We therefore understand why the International Accounting
Standards Board (IASB) is addressing the distinction between equity and
liabilities. However, we believe that the proposed approach - especially
the newly introduced "amount feature" - is too connplex and requires
interpretation. Furthermore it is questionable in terms of its concept if
only limited practical application issues are to be resolved. The practical
difficulties that exist should instead be resolved through amendments to
IAS 32 while maintaining its basic principles and exemptions. In
particular, the exennption of IFRIC 2 should be maintained, as foreseen in
the discussion paper.
For simple financial instruments with equity characteristics, the IASB does
not expect any changes in the classification as equity or debt as a result
of the approach preferred in the discussion paper. However, cooperative
banks in Germany have considerable doubts as to whether this also
applies to the recognition of cooperative shares. The classifications for
more complex structures and certain equity derivatives would at times
differ from current classifications, which in our view - and also against the
background of the associated cost - do not always appear to be justified
(such as (i) foreign currency rights issues under IAS 32 exception and (ii)
net share settled derivatives to deliver own shares that meet the fixed to
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variable condition under IAS 32). We are critical of the effects on the classification of AT1 instruments
which we also do not consider to be justifiable. As we understand it, the new assessment criteria
("amount feature") are aimed at certain preference shares with cumulative interest payments. In the
past, the classification of such shares was part of discussions at the IASB and IFRIC and is now to be
amended. The new criteria, however, also have a negative impact on AT instruments. With the new
approach, such instruments would have to be classified as "compound instruments" and divided into an
equity and a liability portion, whereby according to the IASB, the liabilities amount should have a value of
0 due to discounting. However, the IASB does not provide any logic or further justifications for this. The
same generally applies to the focus on the time of liquidation as the driver behind classification in light of
the fact that before a credit institution is liquidated other (supervisory) measures will already come into
effect.
According to IAS 32, contingent capital for the issue of various hybrid financial instruments would be
classified as equity. The criteria of the discussion paper, on the other hand, could lead distribution claims
(which depend on profit) having to be separated from the actual capital character.
We are not convinced that accounting for a convertible bond should be the same as accounting for a
written put Option on own shares. While we believe it is appropriate that the written put option be
recognised as a liability, we believe the debit should be recognised in equity rather than derecognising
the shares. This is because the entity will continue to pay dividends on the shares while they exist, rather
than interest, the holder of the shares has a right to vote and, in the event of insolvency before the
Option exercise date, the holder is in a very different position than the holder of a convertible bond. lt is
unclear what such derecognition represents or whether it is consistent with IFRS 9 and the Conceptual
Framework. Hence, stating that written put options are equivalent to convertible bonds is likely to make
financial statements more complex, difficult to develop and more connplicated, while reporting less
accurately the actual rights and obligations of such financial instruments.
The other challenges that we see in practice are whether or not to link two financial instruments. Section
5.8 of the DP contains an example of two separate financial instruments being linked into one but does
not define criteria for such linking. A clear statement regarding when to link and when not to link would
be helpful. In addition, the DP is not clear what is meant by 'amount'. DP 3.21 states that the amount is
not the fair value of the financial instrument and that the assessment of the amount "depends on
whether the amount specified in the contract (the contractual pay-off) changes in response to the
available economic resource". lt would appear 'amount' refers to the fair values of the cash flows on each
settlement date. Should the IASB want to progress with its preferred approach, we demand a clear
definition of the phrase 'amount'.
The proposals provide that further information to better assess liquidity, solvency and profitability should
be provided through breakdowns within the balance sheet and through additional disclosures in the
notes. We consider it more efficient to review the disclosure obligations (already available) for risk
management and supervisory metrics (e.g. under FINREP). This could be achieved by a simple
amendment to IFRS 7 in conjunction with minor changes to various other IFRS/IASs. We reject any
further breakdown of liabilities in the balance sheet; we consider an explanatory presentation in the notes
to be sufficient.
lt should be noted that the IASB's proposed classification principle would introduce completely new
terminology, making it necessary to re-examine the previous classification by the preparer of the
financial statements and the auditor. This leads to uncertainty and additional costs. In addition, the
problem of exemptions cannot be completely resolved even under the proposed approach. New disclosure
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requirements and disclosures in the notes also increase the connplexity of preparing financial statements
("disclosure overload"). On the basis of a cost-benefit analysis, we therefore oppose a complete redesign
of the definition of equity and debt and favour a limited and targeted adjustment of IAS 32.
Yours sincerely,
on behalf of the German Banking Industry Committee
German Savings Banks Association
by proxy

CEric Eispert

