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Dear Sir David,
Re: Discussion Paper, Credit Risk in Liability Measurement

Deloitte Touche Tohmatsu is pleased to respond to the DisouRaperCredit Risk in
Liability Measuremenfthe “Discussion Paper”). We support the Board's etfmeaddress
this critical topic and believe that future standartrsgtvould benefit if the IASB were to
define a consistent set of principles for when creditsigbuld be reflected in liability
measurements.

To assist in the development of such a set of princigiesBoard should first define the
various potential measurement attributes that could béedgplliabilities as part of Phase C
of its Conceptual Measurement project. Below we outlinertbasurement attributes that we
believe the Board should consider. Subsequently, we discugproposed set of principles
governing when the measurement of a liability should incorparadit risk.

M easur ement Attributes

At this time, we support further consideration of four ddfeé measurement attributes for
liabilities.

1. Fair value —Standard-setters define fair value as the price tbatdibe received to
sell an asset or paid to transfer a liability inoaderly transaction between market
participants at the measurement date, i.e., an exitlprBecause fair value, as
proposed to be defined by the IASB, is a price in aeoirmarket transaction, this
measurement attribute reflects the impact of the entiyis credit risk.

! The IASB’s May 2009 Exposure DraRair Value Measuremenand FASB’s Accounting Standards
Codification Topic 820Fair Value Measurements and DisclosutEsmerly FASB Statement No.
157,Fair Value Measuremenjts
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2. Amortised cost. for a liability, amortised cost is “the amount at ethihe ...
liability is measured at initial recognition minus principggayments, plus or minus
the cumulative amortisation using the effective interesthiod of any difference
between that initial amount and the maturity amod@ntypically, this measurement
attribute reflects the entity’s own credit risk at idit@cognition. For example, when
a financial liability is measured at the amount of gasiteeds received, the amount
of cash proceeds generally reflects the entity’s crestit However, subsequent
changes in credit risk are not reflected in subsequeasurements.

3. Current Measurement Using a Frozen Credit Spredthis measurement attribute
uses a present value technique that discounts the egdatire cash flows at a
current benchmark rate (such as a risk free rate, arbartk benchmark rate, or a
bank prime rate) plus (or, in some circumstances, mthesgpread that applied to
the liability at initial recognition. Subsequent measuremesitsct changes in the
benchmark rate; but changes in credit risk are ignoredilaBiim amortised cost, this
measurement attribute reflects the entity’s own creshtat initial recognition, but
subsequent changes in credit risk are not reflectadbsesjuent measurements.

4. Current Measurement Using a High Quality Credit Approadrhis measurement
attribute uses a present value technique that discthenexpected future cash flows
using a current high quality discount rate, for examplecurrent risk free rate or the
current discount rate for high quality corporate bondss iteasurement attribute
excludes the effect of the specific credit risk of gsuer both at initial recognition
and in subsequent measurements.

Proposed Set of Principles for Choosing a M easurement Attribute

Initial Measurement:

Liabilities arising from exchange transactions in whichdblkgations are customarily issued
or priced at inception on terms that consider the cregtitafi the liability should be measured
initially at an amount that incorporates the creigk of the liability. For instance, if an entity
borrows cash, the cash proceeds and the interest tetheslability typically will reflect the
credit risk of the liability at initial recognition. Silarly, if an entity receives a non-cash
asset (such as a car) in exchange for a promise to pag @eeiod of time, the terms of the
transaction typically will reflect the credit risk tfe liability. We strongly believe that the
act of borrowing at the prevailing interest rate applieablthe borrower is not an event that
gives rise to an immediate gain or loss or an evehtrésalts in a reduction in the entity’s
equity capital.

Additionally, where an entity enters into a derivatirabllity, while the terms may not
include an explicit adjustment for credit risk (e.ghene two swap counterparties have
similar credit risk), credit risk would typically beftected in the terms (e.qg., through
collateral arrangements or, if credit risk is significaompensation in the pricing terms).
Credit risk should be reflected in the initial measunaeinoé such liabilities.

For liabilities that are incurred in which the countetpéf identified) does not customarily
negotiate terms that consider the credit risk of the ligjoie propose that credit risk should
not be reflected in the initial measurement (nor subsegneasurement) of the liability. For
instance, liabilities that relate to contingent obligad (e.g., litigation), post-employment
benefit obligations and decommissioning liabilities are aftearred without terms or
conditions from third parties reflecting the specific creigi of the liability. For such
liabilities, the timing and amount of payment are an edérand without defined terms.
These estimates generally do not include credit risk oétitiey. We propose that such

2 paragraph 9 of IAS 3inancial Instruments: Recognition and Measurement.
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liabilities be measured both initially and subsequentlgguai high quality credit spread
approach as described above.

Subsequent Measurement:

For those liabilities in which the initial measuremenbnporates the specific credit risk of
the obligation, the subsequent measurement could be fag, \aanortised cost, or a current
measurement using a frozen credit spread. We belie\gotrel should establish principles
for determining which measurement attribute is most apptepoahe subsequent
measurement of a liability based on the characteristit®e liability.

Note that credit risk may not be the only or the primagidfor choosing a subsequent
measurement attribute. For example, fair value measuatesheuld continue to be required
for derivative liabilities, not only because the measurenmeirporates a current credit risk
component but because fair value is the most relevant negfasuan instrument (a) that may
have little or no initial investment and (b) whose valu@ptidl changes in significant
magnitudes in response to a specified variable(s) (sueh iaserest rate, commodity price,
or equity price index) that is not specific to one offiheties to the contract.

In determining the best subsequent measurement attributegahe should consider the
relevance of changes in the issuers own credit to iorgestor example, for most debt
obligations, the issuer does not have the practical atnlitgalise gains associated with
decreases in their credit worthiness. They are alseeqatred to absorb losses associated
with increases in their credit worthiness in debt @ilans. Thus, changes in an issuer’'s own
credit is generally not relevant and should not be incotedia the subsequent measurement
of most debt obligations. This would lead to debt oblaggetibeing measured at amortised
cost or a current measurement using a frozen creeédfwhether fixed rate debt

obligations should be measured using a frozen or curraphb®rk interest rate is not a topic
for this Discussion Paper). Where the issuer couldseeahanges in value of a liability due
to changes in its own credit risk, a measurement attribateporating current risk (e.qg., fair
value) may be appropriate.

Other Issues
In developing a new consistent set of principles, the Badrdlso need to address certain
issues:

Selection of a Discount RateFor certain obligations, such as, post-employment lienefi
obligations, decommissioning liabilities, and provisions, wheeedit risk is not priced into
the terms, we propose that the expected cash flows dmudigd using a high quality
discount rate. The Board would need to clarify how sudiscount rate should be selected.

Business Combinationslf the obligation is measured by the acquiree usirglaique that
excludes the impact of own credit, will the Board providea@pe exception from the
measurement requirements of IFR®B8siness Combinatiofidf not, how would an acquirer
account for a “gain” resulting from fair valuing theligation at the acquisition date (if such
an obligation was measured using a higher quality discatmby the acquiree)? Would the
“gain” be included in the calculation of goodwill?

Reclassification- If an entity’s assessment of its practical abtlityealise gains and losses
from credit risk changes, should the measurement attribategeh for example, from a high
quality credit approach or frozen credit approach tovalue (or vice versa)?

Derivatives -Although we continue to support fair value for derivativegjeveloping a
consistent set of principles for credit risk in liatyilmeasurement, the Board may wish to
consider whether the current measurement of obligations irtheréerivative financial
instruments should include own credit risk. We recogtiaethe terms of non-derivatives
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and derivatives are inherently different, however, wégpect to own credit risk many
derivatives are similar to non-derivatives, for exampley Hre over-the-counter
arrangements where the obligor has limited ability tosfier or settle the obligation outside
of its contractual terms at an amount that includ@sge in the fair value of the obligor's
credit risk.

We encourage the Board to coordinate its efforts andi@mgard setting projects the Board
may undertake as a result of this Discussion Paper, withAB8 to help achieve the
common goal of convergence between IFRSs and U.S. GAAP.

Our detailed responses to the questions for respondeniglaced in Appendix A to this
letter.

If you have any questions concerning our comments, pleasectcé®@n Wild in London at
+44 (0) 207 007 0907.

Sincerely,
.
.ﬁ""/

yd g

Ken Wild

Global | FRS L eader
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Appendix A: Questions for Respondents

Question 1

When a liability is first recognised, should its measurerhém) always, (b) sometimes or (c)
never incorporate the price of credit risk inherent in thability? Why?

(a) If the answer is ‘sometimes’, in what cases should figal measurement exclude the
price of the credit risk inherent in the liability?

(b) If the answer is ‘never’:
i.  What interest rate should be used in the measurement?
ii.  What should be done with the difference between the compatadunt and cash
proceeds (if any)?

Response 1

Sometimes.

As discussed in the body of this letter, if the customary harty negotiated terms and
conditions of a particular type of liability reflects thedit risk of the arrangement (e.g., bank
borrowings and issued debt securities), we believe thétyadhould initially be measured at
an amount that reflects the issuer’s credit risk (&x@. amount of cash proceeds or other
consideration received).

If the customary terms and conditions of a particular typetality do not consider the
credit risk associated with the liability (e.g., decossioning liabilities and contingent
obligations for litigation), credit risk should not keflected in the measurement of the
liability. Instead such a liability should be measuraedgia high quality credit approach.

Question 2

Should current measurements following initial recognitioa) always, (b) sometimes or (c)
never incorporate the price of credit risk inherent in thability? Why? If the answer is
‘sometimes’, in what cases should subsequent current measients exclude the price of
the credit risk inherent in the liability?

Response 2

Sometimes.

As discussed in the body of this letter, we continue to stifgiovalue measurement of
derivatives. Credit risk may also be reflected in tiessequent measurement of a liability if
the entity has the practical ability to realise gainksses associated with changes in credit
risk in the ordinary course of business.

Changes in credit risk should not be reflected in the suiesg measurement of non-
derivative liabilities whose contractual cash flows axedior fluctuate solely based on a
market interest rate (including non-leveraged inflatior) @re not managed on a fair value
basis. Similarly, changes in credit risk should not blectfd in the subsequent measurement
of non-derivative liabilities where the entity does not haveptlaetical ability torealise
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gains or losses associated with changes in own crettieiordinary course of business (i.e.,
other than in bankruptcy, liquidation or default) [emphasided]. If such a liability has
variable cash flows (e.g., payment terms based on eaynanfyszen spread approach is
applied.

Moreover, credit risk should not be reflected in theahitr subsequent measurement of
liabilities that are incurred on terms or conditions tltahdt consider the credit risk
associated with the liability. Instead such a liap#hould be measured using a high quality
credit approach.

Question 3

How should the amount of a change in market interest ratesibtitable to the price of the
credit risk inherent in the liability be determined?

Response 3

The separation of credit risk from other changes in vaill@ften be arbitrary and rely on
practical conventions. However, one approach that can beanded being currently applied
in practice in determining the change attributable to thditaisk inherent in the liability is
outlined in paragraph IG11 of IFRS 7. This approach fie#zecredit spread at the
beginning of each period.

Further, another approach, a variant of the approach aygah IG 11 of IFRS 7, would be
to freeze the credit spread at initial recognition ratih@n at the beginning of each reporting
period.

Entities may also use information derived from data abadit default swap spreads, when
available as another alternative.

Regardless of the approach used, we believe that the Bloauttl clarify whether credit risk
includes or excludes sector spreads (i.e., is the pficedit risk determined based on the
issuer’s credit spread relative to the overall market benghrage or to the prevailing rate for
a particular sector?).

Question 4

The paper describes three categories of approaches to liability nreagent and credit
standing. Which of the approaches do you prefer, and why? Aredlather alternatives
that have not been identified?

Response 4

We do not support the “borrowing penalty” or the “shareholdérgpproach as described in
paragraphs 62(a) and 62(b), respectively, of the Discussion. Pagyeever, we encourage
the Board to further explore the “frozen spread” appreactiescribed in paragraph 62(c) of
the Discussion Paper in certain circumstances. Discimded are our reasons for our
position noted above.

Borrowing penalty approach As discussed in the body of our letter and in our respanse t
guestions 1 and 2 above, we believe that if a liabilitggaed for cash consideration, the
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liability typically should be measured initially atthmount of consideration received. The
act of borrowing at the prevailing interest rate isamevent that gives rise to an immediate
gain or loss, which would be recognised under the borrowindtpemproach.

Shareholder put approachWe believe that the act of borrowing at the prevailingreest rate
is not an event that results in a reduction in the entguity capital (e.g., as an imputed
distribution of equity to the entity’s owners). Insteadhility issued in exchange for cash
consideration typically should be measured initially atatimount of consideration received.
Further, even if the Board were to conclude that the anaitributed to the “shareholder

put” should be initially recognised in equity, it wouldibappropriate to amortise the amount
to expense, because contracts properly classifiedlityetp not affect net income.

Frozen spread approachwe support further consideration of the “frozen spread” approac
as an alternative to amortised cost or fair valueém-derivative liabilities with variable cash
flows for which the terms and conditions initially reflecedit risk, but the issuer does not
have the practical ability to realise gains or lossasifchanges in its own credit risk. We
note, however, that this approach can result in complgerilzg issues” for liabilities that
arise over a period of time, since different componentseofiability would be measured
using different credit spreads. Additionally, as disedsa the body of this letter, we support
further consideration of a “high quality credit approach’li@bilities that have terms and
conditions that do not consider the credit risk associaitdtine liability.
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