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Dear Sirs 

 

Response to Exposure Draft ED/2015/1 

Classification of Liabilities: Proposed amendments to IAS 1 

 

I am providing, in a personal capacity, my response to the above Exposure Draft 

(“ED”) issued by the International Accounting Standards Board (“IASB”) in 

February 2015.  The views expressed in this letter are mine and do not 

necessarily reflect those held by the firm in which I am a partner, the national 

accounting standard setting body of which I am a council member or the 

professional body for which I chair a committee on financial reporting standards. 

 

I set out below my responses to the three questions in the ED. 

 

 

Question 1 – Classification based on the entity’s rights at the end of the reporting 

period 

 

The IASB proposes clarifying that the classification of liabilities as either current 

or non-current should be based on the entity’s rights at the end of the reporting 

period.  To make that clear, the IASB proposes: 

 

(a)  replacing ‘discretion’ in paragraph 73 of the Standard with ‘right’ to align it 

with the requirements of paragraph 69(d) of the Standard; 

 

(b)  making it explicit in paragraph 69(d) and 73 of the Standard that only rights 

in place at the reporting date should affect this classification of a liability; and 

 

(c)  deleting ‘unconditional’ from paragraph 69(d) of the Standard so that ‘an 

unconditional right’ is replaced by ‘a right’. 

 

Do you agree with the amendments?  Why or why not? 

 

 

 

I agree that classifying a liability as either current or non-current based on the 

existence of “a right” at the end of the reporting period to defer settlement of the 

liability for at least 12 months from that date is a good principle.  However, 

reading the amended paragraph 69(d) afresh, one is inclined to think that the 

word “unconditional” is still implied therein. At least it is difficult to adopt a bold 

interpretation that a “conditional” right is now implied.  This is because legally an 

entity does not have a right until it has fulfilled all conditions attached to that 

right.   

mailto:kim.chiu.chua@sg.pwc.com


2 
 

 

I believe the objective of classifying liabilities as current or non-current is to 

provide useful information, together with other more detailed information 

provided on maturity analysis, for an understanding of an entity’s liquidity 

position.  A good classification principle should meet this objective. 

 

If a classification principle is open to a strict interpretation that frequently leads 

an entity to report a tighter liquidity position than it really is economically, the 

resulting financial information is biased and not useful.  

 

Therefore for the purpose of determining the liability’s classification, the Board 

may like to consider stating more explicitly the notion of “a substantive right” that 

an entity may achieve by fulfilling the relevant conditions by the end of the 

reporting period, while continuing to fulfil other remaining conditions 

progressively. 

 

The Board may also like to address the need for additional guidance on this 

commonly encountered practical situation.  This may be by way of an example 

illustrating a situation where the various conditions are being fulfilled 

progressively before and after the end of the reporting period with the 

substantive condition(s) having been fulfilled by that date. 

 

In addition, I have two editorial comments on paragraphs 72R and 73R:  

 

(a) They contain specific examples and are of such lengths that the Application 

Guidance may be a better place for them.   

 

(b) Although the focus is on liabilities, the Standard does not consistently use the 

word “borrowings” as seen from the reporting entity’s perspective.  It sometimes 

uses the word “loans” as seen from the lender’s perspective to mean the 

reporting entity’s liabilities.  I have seen financial statements with a line item 

under liabilities called “Loans and borrowings” and the preparer argued that 

“Loans and borrowings” are liabilities (while “Loans and receivables” are assets) 

since the accounting standards use these two words interchangeably.  It would be 

good if the accounting standards can use consistent terms to describe liabilities as 

seen from the reporting entity’s perspective such as “long-term borrowing 

arrangements” and “reschedule the repayments of an existing borrowing”, to pick 

just two examples.  

 

 

 

Question 2 – Linking settlement with the outflow of resources 

 

The IASB proposes making clear the link between the settlement of the liability 

and the outflow of resources from the entity by adding ‘by the transfer to the 

counterparty of cash, equity instruments, other assets or services’ to paragraph 

69 of the Standard. 

 

Do you agree with that proposal?  Why or why not? 

 

 

The proposal to clarify or define settlement as an outflow of the reporting entity’s 

resources for the purposes of liability classification is conceptually sound but the 

proposed amendment contains an item that is troublesome conceptually. 

 

The classification of liabilities as current or non-current provides useful 

information because for a given amount of current assets, a larger amount of 
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current liabilities means a less favourable liquidity position as reflected in a lower 

amount of net current assets or a lower current ratio.  A robust definition of 

settlement should be one which consistently leads to a meaningful measure of 

liquidity position.  It should work well in both routine and complex situations and 

rarely give rise to anomalies.  

 

The ED’s definition of settlement includes “transfer (sic) to the counterparty of an 

entity’s own equity instruments” as a form of settlement, along with “transfer to 

the counterparty of cash, other assets or services”.  In my view, the issue (not 

“transfer”) of an entity’s own equity instruments (or longer dated debt 

instruments) to a counterparty to extinguish an existing liability is a debt-equity 

capital management transaction with no outflow of cash, other assets or services.  

 

I will use an example below to illustrate an anomaly that could arise from the 

ED’s proposed definition. 

 

An entity that has obtained its counterparty’s agreement for it to issue, within 12 

months from the end of the reporting period, its own equity instruments (or 

longer dated debt instruments) to extinguish an existing liability has improved its 

liquidity position economically as seen by its management and professional 

financial analysts. 

 

However, based on the definition of settlement in the ED, the entity must classify 

this liability as a current liability as it is due for “settlement” within 12 months.  

This will cause the financial statements to report a deteriorating liquidity position, 

contrary to the improving liquidity position as a result of a right to defer the 

liability indefinitely (from issuing equity instruments) or to defer repayment to a 

later date (from issuing longer dated debt instruments).  This is misleading and 

not useful at all, with the only justification being to comply strictly with a 

classification rule that leads to this unintended consequence. 

 

In my view, “equity instruments” should be deleted from the proposed 

amendment, “For the purposes of classification as current or non-current, 

settlement of a liability refers to the transfer to the counterparty of cash, equity 
instruments, other assets or services that results in the extinguishment of the 

liability.” with consequential amendments to BC14 of the ED which states: “The 

Board also considered the case of an equity-settled instrument, or a component 

of a financial instrument, that is classified as a liability in accordance with IFRS.  

The Board concluded that settlement for the purposes of classification of a liability 

as either current or non-current would also refer to the transfer (sic) of equity 

instruments to the counterparty of such a financial instrument.” 

 

I am firmly of the view that the Standard should not advocate a notion that from 

a reporting entity’s perspective, issuing its own equity instruments is similar to 

utilising its cash or other resources because this commingling really confounds an 

otherwise clear liability classification principle based on the timing of the outflow 

of resources.  

 

If the Standard can set an unequivocal principle that the issue of equity 

instruments (or debt instruments) to extinguish an existing liability does not 

involve the outflow of an entity’s resources, it will also achieve some 

simplification below. 

 

(a)  We may delete from paragraph 69(d) the sentence “Terms of a liability that 

could, at the option of the counterparty, result in its settlement by the issue of 

equity instruments do not affect its classification.” because it is merely a special 
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case (where the counterparty holds the option) already dealt with by the 

unequivocal principle.   

 

(b)  The classification as current or non-current is no longer affected by whether 

the entity or the counterparty has the option to convert the liability into equity or 

whether the conversion will occur within or after 12 months as long as the entity 

does not expect (or has an obligation to initiate) an outflow of resources within 12 

months.  This exception in the Standard, and potentially some others, would 

become superfluous and the Standard is likely to become simpler overall with 

fewer exceptions to the rule. 

 

As the use of the word “settlement” in places such as “equity-settled 

instruments/obligations” is well entrenched in the accounting literature, there are 

two options to address this:  

 

(a) Introduce the notion of “settlement with an outflow of resources” to 

differentiate it from other ways of extinguishing a liability without such outflow; 

or  

 

(b) Continue to use “settlement” in this Standard to mean “settlement with the 

outflow of resources” and make consequential changes to replace the word 

“settlement” in other Standards wherever the word is used in a different sense. 

 

 

 

Question 3 – Transition arrangements 

 

The IASB proposes that the proposed amendments should be applied 

retrospectively. 

 

Do you agree with that proposal?  Why or why not? 

 

 

I agree that it is sensible to have retrospectively application so that the two sets 

of information are classified consistently for comparison.  However, I have 

perceived some awkwardness with which BC19-20 endeavour to justify why a 

transition considered as a change in accounting estimates should warrant a 

retrospective application contrary to IAS 8’s requirement for prospective 

application.  In my view, the justification in BC20 for retrospective application is 

well founded.  This seems to be an indication that a change in classification is a 

separate type that cannot fit neatly into one of the two existing types of change 

and that it may be time to revisit IAS 8. 

 

 

I hope my response is useful.  If you require any clarification, please do not 

hesitate to contact me. 

 

Yours faithfully, 

 

Kim C Chua 

 


