
Extract from FRS 102 Section 11.9 
 

11.9  The conditions a debt instrument shall satisfy in accordance with paragraph 11.8(b) are: 

(a)  The contractual return to the holder (the lender), assessed in the currency in which 
the debt instrument is denominated, is: 

(i)  a fixed amount;  

(ii)  a positive fixed rate or a positive variable rate; or 

(iv)  a combination of a positive or a negative fixed rate and a positive variable rate (eg 
LIBOR plus 200 basis points or LIBOR less 50 basis points, but not 500 basis points 
less LIBOR). 

(aA) The contract may provide for repayments of the principal or the return to the holder (but 
not both) to be linked to a single relevant observable index of general price inflation of the 
currency in which the debt instrument is denominated, provided such links are not 
leveraged. 

(aB) The contract may provide for a determinable variation of the return to the holder during the 
life of the instrument, provided that: 

(i)  the new rate satisfies condition (a) and the variation is not contingent on future 
events other than: 

- a change of a contractual variable rate; 
- to protect the holder against credit deterioration of the issuer; 

- changes in levies applied by a central bank or arising from changes in 
relevant taxation or law; or 

(ii)  the new rate is a market rate of interest and satisfies condition (a).  

Contractual terms that give the lender the unilateral option to change the terms of the contract 
are not determinable for this purpose. 

(b)  There is no contractual provision that could, by its terms, result in the holder losing 
the principal amount or any interest attributable to the current period or prior periods. 
The fact that a debt instrument is subordinated to other debt instruments is not an 
example of such a contractual provision. 

(c)  Contractual provisions that permit the issuer (the borrower) to prepay a debt 
instrument or permit the holder (the lender) to put it back to the issuer before maturity 
are not contingent on future events other than to protect: 

(i)  the holder against the credit deterioration of the issuer (eg defaults, credit 
downgrades or loan covenant violations), or a change in control of the  issuer; or 

(ii)  the holder or issuer against changes in levies applied by a central bank or arising 
from changes in relevant taxation or law.  

The inclusion of contractual terms that, as a result of the early termination,  require 
the issuer to compensate the holder for the early termination does not, in itself, constitute a 
breach of this condition. 

(e) Contractual provisions may permit the extension of the term of the debt 
instrument, provided that the return to the holder and any other contractual provisions 
applicable during the extended term satisfy the conditions of paragraphs (a) to (c). 

 

OmniPro comment – basic financial instruments 
 

In relation to Section 11.9 (a) of FRS 102, the assessment needs to be completed in the currency of 
the financial asset or liability it was given or received. There is no requirement that interest is charged 
on the loan, however where it is charged it can only be a normal interest rate based on the value of the 
loan which is observable and interest may be a combination of a positive or a negative fixed rate and a 
positive variable rate.  



 

Example 3: variable and fixed interest payments (Section 11.9 (a) of FRS 102) 

A loan contract was issued which stated that the interest rate on the principal is calculated at 12 months 
LIBOR minus 3%. 
 
In this particular case, this loan consists of a positive variable return (that being 12-month LIBOR) and 
a negative fixed return (i.e. 3%). Therefore, this meets condition (a) above. 

   

Example 4: A zero coupon (Section 11.9 (a) (i) of FRS 102) 

Where no interest is charged and the amount returned is the amount that was loaned, then as the fixed 
amount is returned it meets the condition in Section 11.9 (a) (i). 

 

Example 5: Fixed and variable interest payments (Section 11.9 (a) of FRS 102) 

A loan contract was issued which stated that the interest rate on the principal is calculated at 12 months 
LIBOR plus 3%. 
 
In this particular case, this loan consists of a variable return (that being 12-month LIBOR) plus a fixed 
return (i.e. 3%). Therefore, this meets condition (a) above. 

 

Example 6: Fixed rate loan for a set period and then a reversion to the banks variable 

rate (Section 11.9 (a) (ii) and 11.9 (aA) of FRS 102) 

 
For such a loan, as it meets the condition in 11.9 (a) (ii) and given that the variable rate is an observable 
interest rate, it is a permissible link. Also, as the interest rate is a positive rate this meets the definition of 
a basic instrument.  

 

Example 7: Fixed and variable interest payments where there a fixed positive return 

and a negative variable return (Section 11.9 (a) (iv) of FRS 102) 

A loan contract was issued which stated that the interest rate on the principal is calculated at 10% less 
12 months LIBOR. 
 
For such a loan, the condition in 11.9(a)(i) of FRS 102 is satisfied however, condition 11.9(a)(iv) of FRS 
102 is not as it is a negative variable rate. 

 

Example 8: Loan/bond which is convertible into the borrower’s equity  

For such a loan as there is an option to convert to equity it does not meet the definition of a basic 
instrument. An assessment would have to be made as to whether some of this comes within the remit of 
Section 22 of FRS 102 Equity and Liabilities. The liability element may still come within the remit of Section 
11 assuming there are no other unusual conditions attached which could bring it within the remit of Section 
12. 

   

  



 Example 9: Loan issued which is linked to a general inflation index (Section 11.9 aA) 
of FRS 102 

 
Such a loan is a basic financial instrument. However, if it is linked to an inflation index which is not general 
and instead is specific to market, it does not meet the definition of a basic instrument. 

 

Example 10: Variation in return (Section 11.9 (aB) of FRS 102) 

A loan stating that interest is payable at fixed rate of 2% for the first 2 years and 4% for the remaining 3 
years. Such a loan is a basic instrument as it meets the requirement in 11.9 (AB) of FRS 102 i.e. the 
variation is not contingent on future events as it is explicitly stated from the start. 
 
If in the above example the interest was fixed for the 5 years and then reverts to variable LIBOR rate, this 
is also determined to be basic financial instrument as it is in the contract, is determinable and not 
dependent on future contingencies. 

 

Example 11: Prepayment options (Section 11.9 (c) of FRS 102) 

A loan is issued which states that if repayment is made early, then penalties will be payable to the issuer 
to compensate them for a fall in interest rates since inception.  
 
Such a clause would meet the basic financial instrument definition as the clause was included to protect 
the issuer for early termination which is allowed as per Section 11.9(c). 

 

Example 12: Loan extension option (Section 11.9 (AB) of FRS 102) 

 
A loan is issued for 10 years at a rate of 3% which provides an option to the borrower to extend the loan 
for a further 3 years and at that point pay interest at a rate of LIBOR plus 1% at that time. 
 
Given that the variation in return is contingent on the borrower extending the loan and given that the 
market rate of the loan cannot be known at that time, this does not meet the condition in 11.9(aB). In 
order for this condition to be met the loan agreement would have to specify that the interest rate charged 
on the loan after 10 years would be determined at that time. As a result, the loan is classed as complex 
and within the remit of Section 12. In this case under Section 12, the fair value of the optional exemption 
would have to be determined based on the facts at each reporting period and the movement posted to 
the profit and loss account assuming it is permitted to be fair valued under Company Law.

 

Example 12a: Unguaranteed Capital 

Company A invested CU100,000 with a Bank. The return on this investment is linked to a particular 
fund performance on the stock exchange and the Capital is not guaranteed. As this investment is not 
capital guaranteed and as the return is variable and linked to the stock exchange it does not meet the 
definition of a basic financial instrument and therefore must be fair valued under the rules of Section 
12.  

 

Example 12b: Collective investment funds 

Company A invested CU100,000 in a collective investment fund where the return depends on the 
performance of the fund and is capped at 20%. 

As the return is not pre-determined and as the return is linked to the stock exchange it does not meet 
the definition in Section 11.9 of FRS 102 and therefore is considered a complex instrument and must 

be fair valued under Section 12 of FRS 102.  



Example 12c: Link of interest to 2 times bank’s variable rate 

Interest on a loan is referenced to 2 times the bank’s standard variable rate In accordance with the 
definition of a variable rate, the contractual interest rate payable can be linked to a single observable 
interest rate. A bank’s standard variable rate is an observable rate and meets the definition of a 
variable rate, but the rate in this example is 2 times the bank’s standard variable rate and therefore 
the link to the observable interest rate is leveraged. As a result of the leverage, the rate in this 
example is not a variable rate as described in paragraph 11.9(a). A leveraged link to an observable 
interest rate is also inconsistent with the description in paragraph 11.9A because it increases the 
variability of cash flows so that they do not represent reasonable compensation for the time value of 
money, credit risk or other basic lending risks and costs. The instrument is measured at fair value in 
accordance with Section 12. 

If this was linked to 1.5 times, it would still be complex however it could not be measured at fair value 
as it is not permitted under IFRS/Company law (as the embedded derivative is closely related to the 
instrument) and therefore would be measured at amortised cost in line 12.8 of FRS 102. 

The below examples would be complex under September 2018 FRS 102 but are basic under 
March 2018 version of FRS 102 

Example 12d: Early repayment on subordinated debt contingent on repayment of 
senior debt 

Bank A lends CU10 million to Entity S. Entity S has an option to repay this loan at any time. Entity S’s 
parent, Entity P, also lends it CU10 million. The loans have the same maturity date but the loan from 
Bank A is senior to the loan from Entity P. Entity S has the right to repay the loan to Entity P at par 
plus accrued interest at any time after the loan from Bank A has been repaid.  

Early repayment terms that are within the control of the issuer are not contingent on future events. 
Therefore if early repayment of both loans is within Entity S’s control then the prepayment option in 
the loan from Entity P is not considered to be contingent, does not breach the condition in paragraph 
11.9(c) and does not therefore cause the loan from Entity P to be measured at fair value in 
accordance with Section 12.  

If the terms were such that early repayment of the loan from Bank A was not within the control of 
Entity S, then the prepayment option in the loan from Entity P would be contingent on a future event 
other than those listed in paragraph 11.9(c). The nature of the contingent event may be an indicator 
when assessing whether a debt instrument is consistent with the description in paragraph 11.9A, but 
is not in itself a determinative factor.  

The restriction on the prepayment feature in the loan from Entity P would be consistent with the 
description in paragraph 11.9A because it exists simply to enforce its subordination relative to another 
debt instrument. The restriction on Entity S’s ability to exercise the prepayment option in the loan from 
Entity P would not therefore cause the loan from Entity P to be measured at fair value in accordance 
with Section 12 by Entity S.  

Example 12d: A loan with interest equal to a percentage of the profits of the issuer 

The contractual return is neither a fixed rate or amount, nor a variable rate linked to a single 
observable interest rate or index of general price inflation. Therefore, the return breaches the 
conditions in paragraphs 11.9(a).  

In addition, the loan is inconsistent with the description in paragraph 11.9A because the linkage to the 
profits of the issuer introduces exposure to a risk that is not consistent with a basic lending 
arrangement. The instrument is within the scope of Section 12 and will be measured at fair value by 
the holder. However, the issuer will need to consider whether measurement at fair value is permitted 
by the Small Companies Regulations, the Regulations, the Small LLP Regulations or the LLP 
Regulations (see paragraph A3.12A).  

These regulations prohibit the measurement of financial liabilities at fair value, except for those held 
as part of a trading portfolio, those that are derivatives and when permitted by IFRS as adopted in the 
EU. An example of the latter category is financial liabilities with embedded derivatives that meet 
certain conditions. However this would exclude instruments with ‘a non-financial variable specific to a 
party to a contract’. Therefore, if the issuer concludes that the issuer’s profits are ‘a non-financial 



variable specific to a party to a contract’ and that the instrument could not otherwise be measured at 
fair value under IFRS as adopted in the EU, then it must measure the instrument at amortised cost, 
rather than at fair value, in accordance with paragraph 12.8(c). 


