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Dear Sir,

Thank you for the opportunity to comment on the discussion paper Measurement Bases
for Financial Accounting - Measurement on Initial Recognition. We would like to begin
by making some general remarks, which are followed by our replies to some of the
specific questions raised in the paper.

|. General remarks

M easurement issues are currently under increased discussion at the International
Accounting Standards Board (IASB) and the Financial Accounting Standards Board
(FASB) in the context of both the convergence programme and other ongoing projects
such as the framework. The discussion paper prepared for the IASB by the Canadian
Accounting Standards Board examines questions related to the measurement of assets and
liabilities on initial recognition and analyses various possible measurement bases. This
offers an opportunity for a broad debate on issues of measurement which we consider
highly important as a basis for further work by the two standard setters and the
development of future standards.



However, we have identified a number of fundamental weaknesses in the paper and are
not in agreement with some of the major conclusions it has drawn.

In our view, the current focus of the standard-setting process should be on harmonisation
of IFRS and US GAAP so asto lay the groundwork for mutual recognition of these two
sets of standards as soon as possible. The discussion paper, however, goes far beyond the
issue of convergence and marks a further step towards full fair value accounting. Yet it
remains an open question whether there is any need at al for a new measurement
approach and thus for changes to existing measurement principles. We believe that
problems resulting from the current mixed measurement model can be solved without a
shift to a single measurement approach. Given that no observable market price exists for
the vast majority of assets and liabilities, full fair value accounting raises a number of
problems and unresolved questions to which, in our eyes, the discussion paper failsto
provide a satisfactory response. Therefore, full fair value accounting can not be
considered as the most preferable single measurement in all circumstances.

The paper has launched a keen debate on issues associated with measurement on initial
recognition. This exchange of viewsisintended to help bring about consistency in
measurement approaches and models between individual standards and the framework. In
our opinion, thisis awelcome and highly necessary objective. At the same time, we
believe pertinent comments on the paper’ s conclusions regarding the appropriateness and
superiority of certain measurement bases are impossible without a clear definition of what
view of acompany’s financial performance and financial position its annual accounts are
actually supposed to reflect. The paper is unable to deliver a conclusive argument that fair
value measurement can best meet the overarching objective of decision usefulness —
irrespective of the fact that there are also other views about the objective of accounting.
Reflecting thisis the first important step before concluding which measures are most
purposeful to this extent. The IASB has always quoted “decision usefulness’ as the
primary objective of financial statements. Other parties have also mentioned
“stewardship” and “accountability”. These aspects are under examination inthe IASB’s
current project to revise the framework. The outcome of the framework project therefore
has direct implications for measurement issues and we believe the two areas cannot be
looked at in isolation from one another. It is therefore essential, in our view, to begin with
athorough discussion of the overarching principles that make up the framework before
addressing and reaching a conclusion on aspects related to measurement.



The discussion paper deals exclusively with measurement on initial recognition. We take
the view that initial measurement also has far-reaching implications for re-measurement
and that these two aspects cannot be examined in isolation from one another. The paper
considers certain issues from the perspective of initial measurement which we believe
would be better handled in an analysis of re-measurement (e.g. paras 110 and 179 of the
condensed version). We strongly express that all views must be considered as preliminary
until re-measurement issues will be discussed.

Il. Repliesto selected questions

Since we have a number of major fundamental criticisms of the discussion paper, we have
focused in our replies on what we see as the most important questions.

1. (Q6): Do you agree with the comparison of market and entity-specific

measur ement objectives and with the proposed conclusion that the market value
measur ement objective hasimportant qualitiesthat make it morerelevant than
entity-specific measur ement objectives for assets and liabilities on initial
recognition?

The comparison of market versus entity-specific measurement leads to the conclusion that
any information that is not market-specific and thus not accessible by all market
participants is subjective and thus less important for users than that provided by market-
specific measurement.

The discussion paper does not, however, make clear why market-specific models should
be given preference over an entity-specific measurement approach. The argument that the
former delivers more relevant information fails to convince. Discussions currently under
way about management commentary (Discussion Paper: Management Commentary) and
segment reporting (Exposure Draft: Segment Reporting) highlight the benefits of a
“management approach”. These two recent publications by the IASB stress that the
management perspective delivers information which can greatly assist investors in making
their investment decisions. Even in the context of full fair value accounting it is often
merely implied that measurement will always be based on market values (and thus be
reliable and objective). Since the majority of assets and liabilities have no observable
market price, their fair value must be calculated on the basis of valuation models.
Choosing a “suitable model” from all the models discussed in finance literature and
setting the applicable parameters are subjective management decisions. Given the



discussion paper’ s view that entity-specific factors should, if possible, play no rolein
measurement, this already represents a contradiction.

There are other contradictory statements, too. The discussion paper envisages, for
example, that if there are various different markets with different prices, measurement
should be based on the best possible price for the individual entity in an accessible market.
Elsewhere, however, it is stated that the price to be used for measurement should be free
from entity-specific factors. The market in which the transaction took placeis
undoubtedly the most relevant market to the reporting entity as far asthissingle
transaction is concerned. Since the transaction price reflects an entity-specific assessment
of what the asset’s or liability’ s value s, this proves that the price contains entity-specific
elements.

Another advantage of measurement based on market-specific cal culation models and
parametersis said to be that it is not influenced by how the asset or liability was acquired
or incurred or by how an asset, for example, is used within the company. Y et it should be
borne in mind that, in a going concern, an asset (or liability) isintended for use in the
company.

One objective of accounting is to provide users with information which can enable them
to draw conclusions about the company’ s potential to generate future cash flow. The
decisive point in this context is the cash flow of the company as a whole, which, for the
reasons outlined above, cannot — irrespective of the question of the feasibility of allocating
individual cash flowsto individual assets or liabilities— be calculated ssmply by adding
them together.

2. (Q 8): Doyou agreethat a promiseto pay hasthe samefair value on initial
recognition whether it isan asset or liability, and that the credit risk associated with
apromiseto pay entersinto the deter mination of that fair value with the same effect
whether it isan asset or liability? If you do not agree, please explain the basis for
your disagreement.

Under this approach own credit risk would also have to be taken into account when
measuring liabilities. In our view, this would produce contradictory and economically
unjustifiable resultsin the profit and loss account. A downgrading of a company’s credit
rating would increase the credit spread, which would in turn reduce the market value of its
liabilities. This change would be recognised as income in the profit and loss account and



lead to an absurd situation whereby a deterioration in a company’ s prospects would result
in earnings being reported. Distortions of this kind are not intelligible to users and are
incompatible, in our opinion, with the concept of decision usefulness.

3. (Q11): Do you agree with the conclusion that transaction costs, as defined, are not
part of thefair value of an asset or liability on initial recognition.

The discussion paper argues that transaction costs are not part of the fair value of an asset
or liability because they are not recoverable. Transaction costs should therefore be
recognised as an expense as soon as they are incurred and not, as at present, spread over
the useful life or maturity of the asset or liability. This approach assumes an economy
with perfect and complete markets in which no transaction costs are incurred. It does not
reflect reality, where transaction costs can be quite significant. An assumption of this
kind, which has such far-reaching implications not only for initial but also for re-
measurement, cannot be made without first undertaking a detailed analysis of its effects.
Furthermore, it is another illustration of the fact that initial measurement and re-
measurement cannot be dealt with in isolation from one another. We believe a more
detailed and differentiated approach is needed.

4. (0Q14): Do you agreethat fair valueisthe most relevant measur e of assets and
liabilities on initial recognition of assets and liabilities, and ther efor e should be used
when it can be estimated with acceptablereliability?

It should first be mentioned that at initial recognition there is aways a transaction and
therefore atransaction price. In rare cases only, where there are reasons why the
transaction price is not the best estimate of fair value, we acknowledge that fair value
estimation is more difficult and that the question of reliability thus arises. Generally,
however, this question is much more important at subsequent measurement.

The paper’ s arguments in favour of full fair value accounting fail to convince. The long-
standing criticisms of full fair value accounting apply here, too. Full fair value accounting
assumes that the more closely information is based on the market, the more relevant and
useful it will bein making investment decisions. This theory is based on the assumption of
perfect and complete markets for goods and capital. In practice, however, it is extremely
difficult to determine afair value because the vast majority of assets and liabilities have no
observable market price.



To overcome this problem, measurement models must be used. The choice and use of the
parameters to be applied, however, are verifiable and objective only to alimited extent. On
top of this, these valuation models reflect reality in a highly simplified and imperfect
manner. This gives rise to various problems, such as financial statements losing objectivity,
unrealised changes in present value being reported and increasing volatility in profit and
loss. It is therefore open to question whether a preference for market value measurement
should be justified by citing advantages which, in reality, only rarely exist.

True, the discussion paper admits that there are sometimes considerable uncertainties
associated with its preferred method of measuring at fair value. Y et the authors believe
thereis neverthel ess no reason to conclude that the resulting measurements will necessarily
be unreliable and thus unsuitable. They argue that, to compensate, the measurement models
and associated uncertainties should be explained in depth in the notes. Thisis not
convincing. The relevance of a measurement associated with so many uncertainties and
assumptions is more than questionable if it can only, if at all, be understood with the help
of copious additional information. This would merely lead to a further inflation of
information in the notes, which istotally at odds with the declared objective of concise and
understandable financial statements.

In imperfect markets, measuring assets and liabilities at fair value on initial recognition
makes it necessary, simply because of measurement uncertainties and market
imperfections, to report day one expenses and profits in the profit and loss account. We
wonder whether thisisreally conducive to supplying relevant information which will assist
in making investment decisions.

Finally, we would like to point out that the decision as to whether afair value is the most
relevant measure at initial recognition cannot be made without a clear understanding of
what exactly thefair valueis. So far, it isunclear whether afair valueis an exit or entry
value, and whether the transaction price (in one existing market) or another price (in a
hypothetical “overall market”) isthe better estimate and should therefore be considered
the fair value.



5. (Q 17): The paper discusses substitutesfor fair value when thefair value of an
asset or liability cannot bereliably estimated on initial recognition. Do you agree
that, when other measurement bases are used as substitutesfor fair value on initial
recognition, they should be applied on bases as consistent as possible with the fair
value measur ement objective? If not, please explain why?

Wefail to see the logic of this approach. If afair value cannot be reliably estimated for
certain assets or liabilities, there must be areason. The reason may lie in the absence of
liquid markets, for example. In such a case, fair value cannot be deemed an appropriate
means of measuring these assets and/or liabilities. We do not understand why alternative
measurement bases should be geared towards the objectives of fair value measurement in
these circumstances nor what exactly thisis supposed to mean. It would be contradictory
to agree on using fair value substitutes but to decide that fair value is the most relevant
measure in al circumstances.



1. Conclusion

It isnot clear to us how this discussion paper isintended to fit into the IASB’s current
agenda. The paper focuses solely on the initial measurement of assets and liabilitiesin
total isolation from the issue of re-measurement or of other fundamental 1ASB projects.
Yetitisessential to consider links to other ongoing projects and to deal with issuesin a
sensible order if a consistent set of rulesisto be developed.

Nor do we agree with the paper’s conclusion that fair value measurement of assets and
liabilities is the most suitable model. The assumptions and inferences made in the paper
often lack coherent justification. Since observable market prices exist, in redity, only in
rare cases, the market view cannot always be used as the preferred measurement base.
Focussing on market value measurement with full fair value accounting raises a number
of questions and problems which seriously detract from the information value of financial
statements.

For these reasons we consider the results of the discussion paper to have only limited
suitability as abasis for the IASB’ s future work. We strongly urge the IASB to focus on
the convergence of IFRS and US GAAP. Here, it isimportant that the IASB view the
convergence process as a further harmonisation of both sets of standards, not as an
opportunity to introduce fundamentally new accounting concepts.

If you have any further questions, please contact Anke Borchardt (E-mail:
anke.borchardt@bdb.de, Tel.: +49 30 1663 2240).

Yours sincerely,
for
ZENTRALER KREDITAUSSCHUSS

Bundesverband der Deutschen
Volkshanken und Raiffeisenbanken e. V.
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