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Section 1

ES.3 The credit side of the balance sheet comprises only claims. The structure of

the claims (entity’s capital structure) is multi-dimensional, i.e. the claims fea-

ture a distinctive bundle of substantive characteristics or criteria.

ES.4 In order to transfer this array into a dichotomous structure (i.e. a two-part

classification), one would have to choose one or more characteristics, but do-

ing so is more or less arbitrary. As an overriding benchmark, one would look

for a criterion that provides decision-useful information for a broad range of

users in a majority of situations and for entities in different legal forms.

ES.5 Most of the characteristics discussed in section 1 (see table in par. 1.10) can

be used for distinguishing between liabilities and equity. However, these dis-

tinctions might provide decision-useful information only within a certain eco-

nomic or legal setting or situation and/or only for a certain group of providers

of capital, while providing less decision-useful information in other situations

and/or for other users.

ES.6 If more than one criterion was used to define the two classes of capital, a

cumulative definition shall be employed in order to arrive at an unblended

class of instruments sharing the same characteristics.

ES.7 An alternative approach would be to seek to identify the “owners” of the entity

and would classify only the capital provided by them as equity. Under such

an approach, the characteristics of capital would be of secondary importance.

The issue under that approach would be to identify a robust principle to iso-

late the owners across jurisdictions and for entities in different legal forms.

ES.8 Classification of certain instruments (e.g. puttable residual interests, obliga-

tions to issue own shares) depend primarily on the view that drives the pres-

entation of the financial statements (entity vs. proprietary view.) Given that

the current IASB Framework does not contain an explicit reference to either

view, one has to either deduce the view from the IFRS literature (see pars.

2.36 et seq.) or make an assumption (see pars. 3.23 et seq.).

ES.9 A conceptually different approach would be to abandon the distinction en-

tirely. This ‘no split’-approach – sometimes called a “claims approach” –
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would not require choosing one characteristic, but would merely list the

claims on the entity’s assets and disclose the characteristics of the type of

capital in the notes. Any distinction between the different types of capital

provided to an entity would be at the discretion of the user of the financial

statements who could then make his/her own definition of equity according to

his/her specific user needs.

ES.10 Given that a ’no split’-approach would give rise to a significant number of

cross-cutting issues with implications to most of the projects currently on the

IASB’s agenda, such an approach could not be implemented in short- or

even medium-term. On the other hand, the problems encountered under the

current distinction principle require a response within a shorter timeframe,

which is the reason for us not to pursue this approach.

Section 2

ES.11 The current distinction between liabilities and equity is based on the non-

existence of an obligation. Other characteristics (residuality, ownership) are

mentioned in the Framework, but remain vague and, in the end, are deemed

irrelevant.

ES.12 Many residual interest-type instruments of entities in a legal form other than a

stock corporation cannot or must not be traded on a market. In order to be

able to reverse the investment decision, these instruments foresee a right to

put the instrument back to the entity. This put right results in liability classifi-

cation under the current literature, which – in our eyes – does not always

lead to meaningful results. An example where this would be not the case are

situations where the puttable instruments embody a claim of the owner to the

residual upon liquidation of the entity.

ES.13 Furthermore, the current distinction between liabilities and equity is not a ro-

bust distinction for other reasons. Firstly, the distinction is based on the dif-

ferentiation between individual and collective claims. Secondly, despite the

lack of a contractual obligation, the terms and conditions of an instrument

may interact in a way that the entity is economically compelled. However,
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under IAS 32 the instrument would be classified as equity. Given that the ex-

istence of economic compulsion can be difficult to assess in certain situation,

this may be a “robust” solution; however, the solution leads to doubtful results

in certain situations.

ES.14 A liability would exist under the Framework only if the outflow of economic

resources was deemed probable. On the other side, a financial liability under

IAS 32 can exist even if probability of an outflow is remote.

ES.15 Whether obligations to issue own shares do meet the definition of a liability

under the Framework depends on the view that drives the presentation of the

financial statements. Liability classification would be consistent with a pro-

prietary view. However, classifying puttable residual interests as liabilities is

inconsistent with a proprietary view. Conversely, assuming the entity view

would be consistent with the current classification. Thus, an inherent incon-

sistency exists.

Section 3

ES.16 The discussion in section 3 is centred around the question on what should be

considered equity taking into account the objective of financial statements

being providing decision-useful information to users as worded in the

Framework. Investors in their capacity as providers of risk capital are identi-

fied as the user group having the most comprehensive information needs;

therefore, a distinction between liabilities and equity should take this fact into

account when determining the degree and sort of information to be provided.

ES.17 Based on the discussion of different criteria in section 1, we reasoned that it

is the buffer function of risk capital that provides the most decision-useful in-

formation.

ES.18 Risk capital differs from other forms of financing in that it participates in

losses, i.e. its return is linked to a negative performance of the entity. Par-

ticipating or sharing in losses is, thus, seen as the decisive factor for distin-

guishing equity from debt. The principle underlying the characteristic is gen-

erally called ‘loss absorption.’ The notion behind the loss absorption ap-
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proach can be worded as follows: Is a particular type capital available to ab-

sorb losses, and if so: to what extent?

ES.19 Classification of financial instruments as either liabilities or equity requires an

assumption as to what view (proprietary vs. entity view) drives their presenta-

tion in the financial statements. The current IASB Framework is silent on this

issue. Basing a distinction between liabilities and equity on certain character-

istics rather than on the source of capital received seems to provide more

decision-useful information. Generally speaking, any approach to distinguish

liabilities from equity debt that is based on the characteristics of the capital

provided is more consistent with an entity view. The loss absorption ap-

proach will, hence, be analysed taking an entity view.

ES.20 Since the proprietary view seeks to report the financial position of the proprie-

tors/owners and the performance to them, the primary criterion for classifying

capital as either liability or equity under that view would be whether or not the

capital was provided by the owners in their capacity as owners.

ES.21 The loss absorption approach can be applied by combining both tests (“lay-

ers”.) Only capital that meets the definition of loss-absorbing capital (layer 1)

and that is provided by the owners in their capacity as owners (layer 2) would

be classified as equity.

Section 4

ES.22 Losses are net negative results for a given period and can be defined in dif-

ferent ways. So far, we have tentatively decided to define losses as ‘ac-

counting losses,’ but have not yet concluded on an operationalisation.

ES.23 Capital that is loss-absorbing from an entity’s perspective is presented as

equity. Since the entity cannot default on a loss-absorbing claim, loss-

absorbing claims provide a buffer for the entity.

ES.24 In order to qualify as loss-absorbing capital, capital must absorb the ultimate

accounting losses of the reporting entity. Capital that absorbed losses of a

business segment or a single asset would not meet this requirement.


