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Present value measurements — stakeholders views

1. This paper is the final in a series of papers on present value measurement research
discussed at May 2015 EEG meeting. It presents analysis of stakeholder views on

present value measurements. It includes:

@) Outreach during research, when we have spoken with a small selection of
stakeholders. This includes actuaries and valuation professionals, investors,

regulators, preparers and standard-setters.

(b)  Analyses of most common alternative performance measures and

adjustments that relate to present value measurements.

(©) Work of IFRS Interpretations Committee relevant to discount rates and

present value measurements; and
(d)  Analysis of relevant comments received during 2011 agenda consultation.

2. We do not ask the EEG members specific questions in this paper but would like to

hear your overall comment on the views described.

The IASB is the independent standard-setting body of the IFRS Foundation, a not-for-profit corporation promoting the adoption of IFRSs. For more
information visit www.ifrs.org
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Outreach during research

Actuaries

3. Discussion with the actuaries has focussed on practical aspects of application of
present value measurement requirements, 1AS 19 in particular, and different

environments in which the requirements are applied.
4. Their views on IAS 19 include;

@) Important to keep simplicity of discount rate as there are many smaller
plans with limited actuarial resources (unlike for insurance), in particular in

Canada, Ireland and Germany.

(b) IAS 19 approach seems overly prudent, with future salary growth taken into
account, but discounted at a rate close to risk-free rate. This is exacerbated
when using a government bond rate, which usually includes less risks than

corporate bonds.

(©) Even if risks are not included in measurement, there should be quantitative
disclosure of all risks — IFRS does not require this today (IFRS 7 Financial

Instruments does not apply to pension liabilities in the scope of 1AS 19).
(d) Increasing presence of negative rates in practice was mentioned.

5. The 1AA has also pointed out that markets are sometimes less liquid on the day at the
end of the reporting period, when markets inputs are used for accounting

measurement purposes. They are assisting with further research on this issue.

6. The IAA has also provided useful practical data to assist with the research, some of
which is included throughout this paper. This includes data on the size of defined
benefit pension liabilities in various jurisdictions, use of corporate vs government
bonds for measurement of defined benefit liabilities, pension tax regimes in different

jurisdictions.

Investors

7. We have spoken to a few investors who reported the following:
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@ Investors generally like IAS 19 rate, because they see it as transparent and
comparable. However, some adjustments compared to market data are
needed, eg to adjust for duration; investors need to judge if those
adjustments are appropriate.

(b) Some investors say it is hard to assess IAS 19 rates as there are usually
related to several currencies (for a multinational company), which can also

mean a combination of government and corporate bonds is used.

() Some investors seem unaware that government bond rates can be used and
sometimes are. One reason suggested for this lack of awareness was that
there are significant differences between regimes in different jurisdictions

so pension liabilities are not considered comparable globally anyway.

(d) Some investors consider IAS 37 measurement less reliable because the
companies re is no disclosure of how they it is calculated and the
measurements do not seem to move with market as much as those in IAS 19
even though those measurements are meant to be based on a market-based

rate.

(e) Some investors maintain that impairment testing in accordance with 1AS 36
is of limited use to investors, because impairment is often recognised after
the market has already taken it into account so no new information is

provided when an impairment loss is recognised.

Preparers

8. Preparers commented on discount rates required in IAS 19:

@ Some preparers stated that investors seem to prefer consistency of
application over relevance, and that this seems to explain investors’

preference for rates based on more rigid rules, such as those in IAS 19.

(b) Other preparers stated that IAS 19 rates give a false sense of consistency as
companies often have to use models to extrapolate the market rates to
reflect the timing of their pension liabilities, so the rates used are neither

applied consistently nor relevant.
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10.

11.

12.
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(©) Some preparers stated that use of judgement is always required in present
value measurements. The requirements should be consistent so the
consistent judgement is applied. 1AS 19 is currently not consistent with
other IFRS.

Some preparers asked whether using current market rates at the year-end in general
makes sense as temporary fluctuations can have a major and volatile impact on
measurement of a long-term liability. It was noted that at least one local GAAP uses
five-year average rates, but this is not allowed in IFRS.

Several preparers expressed a desire for use of other comprehensive income (OCI) to
report the effects of changes in discount rates for all assets and liabilities, to achieve
consistency and to avoid misleading volatility in profit or loss. They stated that it was
inconsistent to use OCI for some changes in discount rates (eg pensions) and not

others (eg provisions within the scope of IAS).

Some preparers expressed a desire to exclude own-credit from measurement of all
liabilities as they do not believe that including own credit provides relevant
information, especially for non-financial institutions. They noted that own credit is
currently included in measuring some items (eg financial liabilities at fair value) but

not others (eg pensions and provisions).

Some preparers have expressed a preference that any standard-setting action should
occur through cross-cutting projects as opposed to piecemeal amendments to different

individual standards at different times.

Regulators

13.

14.

We asked regulators about the most common issues they find with the application of
present value measurement requirements and discount rates and the regulatory actions

taken.

Most regulatory action reported was in relation to value in use calculation in 1AS 36,

and related disclosures, for example:

@ Discount rate inconsistent with cash flows or not independent of funding;
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15.

16.

17.
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(b) Problems with calculation of WACC — unjustified changes in risk premia,

non-comparable data used;

() Disclosure of pre-tax rates — some regulators require entities to calculate
and disclose pre-tax rates, whereas other allow post-tax rates, together with

corresponding, post-tax cash flows;

(d) Sometimes disclosures of the rate and the approach used to determine the

rate are not provided.

A few regulators said they would prefer to see the rates used disclosed by Cash

Generating Units, and not shown as a range or a single average rate as is common.

Some regulators also reported regulatory action in relation to IAS 19 and IAS 37
discount rates — for IAS 19 to disclose the rate used and for IAS 37 to explain change
in methodology used to determine discount rate and disclose its effect.

The regulators also pointed to a few areas where they have taken no regulatory action

but thought there were issues. These mainly related to methodology and include:

@) What constitutes a deep market for high quality corporate bonds —
assessment needed for application of 1AS 19. (We understand that
jurisdictions which raised this issue were considered to not have deep

markets but are currently reassessing this-)

(b) Companies sometimes make a mistake and add risks to the discount rate in
IAS 37 instead of deducting from the rate. Guidance would help.

(©) Determining very long-term rate is challenging — eg for dismantling costs

recognised in line with IAS 37

(d) Inconsistent application of IAS 37 in Canada — some include and others

exclude own credit risk

Standard-setters

18.

In outreach with standard-setters, some thought that further guidance on discount rates
is needed, because of difficulties involved with applying some of the current
guidance. Standard-setters also provided comments on the scope and content of the
research which are reflected in this report.

Present value measurement | Stakeholder views

Page 5 of 13



Agenda ref 1C

Present value measurements and key performance indicators

19.

20.

21.

In assessing financial performance and financial position of an entity, investors
sometimes adjust reported numbers to better adapt them for the purpose of their
analysis. The investor adjusted earnings are sometimes referred to as ‘Street earnings’.
They also adjust balance sheet items, for example, investor often capitalise operating

leases which are currently not recognised on the balance sheet.

In reporting their financial performance, entities often provide alternative measures of
financial performance which they believe help better explain their performance and
predict future performance. These are sometimes referred to as pro-forma earnings.
In preparing these metrics preparers exclude or adjust measures calculated in
accordance with IFRS — these metrics are often collectively referred to as non-GAAP
measures. Some of these adjustments relate to items arising from present value

measurements.

Street earnings and pro-forma earnings are not defined measures. We have identified
some of the more common adjustments made to measures reported for pensions,
liabilities non-financial asset impairment which are summarised in the following

subsections.

Defined benefit pension liability in IAS 19

22.

23.

Since the IASB issued revised IAS 19 (effective since 2013), which eliminated the
use of expected return on assets and created consistency in the discount rates used to
measure the liability and recognise interest, there seem to be fewer adjustments
investors make relating to pensions reported. However, some investors say do not
make any adjustments to reported pension liability because they do not have sufficient

data available.

We have seen no evidence suggesting preparers consistently make adjustments to

their reported numbers relating to employee benefits.
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Long-term provisions in IAS 37

24,

25.

26.

Some equity analysts report that they ignore IAS 37 decommissioning liabilities in
their analysis — as it is beyond their investment horizon. Others say they take it into

account.

Some credit analysts treat long-term provisions as debt and they treat related
unwinding of discount as cost of borrowing. The carrying amount is adjusted to take
into account any future tax savings (recognised separately as a deferred tax asset in
the financial statements) and any funding arrangements already in place (eg dedicated
assets) and the net amount is treated as debt. Other credit analysts however treat the
liability and the related expense as operating, not financing items, partly to improve
comparability with US GAAP financial statements, which treats these as operating

items.

In computing pro-forma earnings, such as adjusted EBITDA, preparers exclude some
expenses recognised in line with 1AS 37, for example the cost of litigation. Some

credit rating agencies do the same (not all).

Impairment charge in IAS 36

27.

28.

29.

Some investors consider IAS 36 impairment information irrelevant, as it comes too

late and has no predictive value.

Impairment charge is excluded from calculation of EBITDA as it is considered similar
to depreciation and amortisation, which are excluded by definition. Furthermore, it is

sometimes also excluded from EBIT, because it is considered not the be recurring.

In the words of S&P (rating agency):

Long-term asset impairments, such as goodwill impairments, tend to be large and irregular in nature and
not reflective of ongoing period-to-period costs. Therefore, because of the size and volatility of
impairments, there is often sound justification for management to exclude these items from its own
measures of ongoing business performance. Indeed, in our credit analysis, we generally exclude
impairment charges on long-life assets from our measure of earnings before interest and taxes (EBIT;
which is broadly equivalent to operating profit) if they are large and irregular. Excluding a nonrecurring
impairment from EBIT produces a better estimate of a company's ongoing profitability. However, this
does not mean we ignore the impairment in our analysis. On the contrary, a significant impairment may
indicate that a company's ability to generate future cash flows has diminished and may also call into

question the quality of previous investment or acquisition decisions
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Submissions to IFRS IC

IAS 19 discount rate and IFRS IC

30.

31.

32.

33.

34.

Significance of pension liabilities and sensitivity of the valuation to the selection of a
discount rate (Citi calculated from the annual reports that a 10bps fall in the discount
rate increases pension liabilities by 1.6% on average) make selection of the discount

rate an important decision in measurement of pension liabilities.

There have been several submissions to the IFRS IC on issues related to determining
the discount rate in IAS 19. These include determining which bonds are high-quality
bonds and whether to use pre-tax or post-tax rate. The IFRS IC did not issue an
interpretation for any of these, however it issued one annual improvement. They are

summarised below.

Annual improvement 2012 — 2014; 1AS 19 discount rate: regional market issue
The amendment clarifies that the depth of the market for high quality corporate bonds
should be assessed at the currency level.

Calculation of discount rates (Feb 2002): the Interpretations Committee considered
addressing how to determine the discount rate to be used in measuring a defined benefit
liability under IAS 19 Employee Benefits when there is no deep market in high quality
corporate bonds, and the terms of government bonds are much shorter than the benefit
obligations. The Interpretations Committee decided not to take this issue onto its agenda

because IAS 19 provides sufficient guidance.

Determining the appropriate rate to discount post-employment benefit
obligations (June 2005); the Interpretations Committee considered the following
question relating to paragraph 78 of IAS 19. If there is no deep market in high quality
corporate bonds in a country, may the discount rate for a post-employment benefit obligation
be determined by reference to a synthetically constructed equivalent instead of using the yield
on government bonds? The Interpretations Committee took the view that paragraph 78 is
clear that a synthetically constructed equivalent to a high quality corporate bond by reference
to the bond market in another country may not be used to determine the discount rate. The
Interpretations Committee observed that the reference to “in a country” could reasonably be
read as including high quality corporate bonds that are available in a regional market to which

the entity has access, provided that the currency of the regional market and the country were
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35.

36.

37.
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the same (eg the euro). This would not apply if the country currency differed from that of the

regional market.

Pre-tax or post-tax discount rate (Mar 2013): the Interpretations Committee
received a request for guidance on the calculation of defined benefit obligations. In
particular, the submitter asked the Interpretations Committee to clarify whether, in
accordance with IAS 19 Employee Benefits (2011), the discount rate used to calculate
a defined benefit liability should be a pre-tax or post-tax rate. The Interpretations
Committee observed that the discount rate used to calculate a defined benefit
obligation should be a pre-tax discount rate. On the basis of the analysis above the

Interpretations Committee decided not to add this issue to its agenda.

Actuarial assumptions: discount rate (Nov 2013): The Interpretations Committee
received a request for guidance on the determination of the rate used to discount post-
employment benefit obligations. In particular, the submitter asked the Interpretations
Committee whether corporate bonds with a rating lower than ‘AA’ can be considered
to be high quality corporate bonds (HQCB).

The Interpretations Committee further noted that ‘high quality’ as used in paragraph
83 of IAS 19 reflects an absolute concept of credit quality and not a concept of credit
quality that is relative to a given population of corporate bonds, which would be the
case, for example, if the paragraph used the term ‘the highest quality’. The
Interpretations Committee discussed this issue in several meetings and noted that
issuing additional guidance on, or changing the requirements for, the determination of
the discount rate would be too broad for it to address in an efficient manner. The
Interpretations Committee therefore recommends that this issue should be addressed
in the IASB’s research project on discount rates. Consequently, the Interpretations

Committee decided not to add this issue to its agenda.

IAS 36 and IFRS IC

38.

There have been no 1AS 36 discount rate related submissions to IFRS IC. Some say
there are practical issues with using pre-tax discount rates but there have been no
submissions to the IFRS IC because practitioners have found a workaround which

usually involves using a post-tax discount rate and grossing it up for the tax effect.
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IAS 37 and IFRS IC

39.

40.

41.

42,

IFRS IC had received one submission relating to IAS 37 discount rate, as follows

Inclusion of own credit risk in discount rate (March 2011)

The Interpretations Committee received a request for interpretation of the phrase “the
risks specific to the liability” and whether this means that an entity’s own credit risk
(performance risk) should be excluded from any adjustments made to the discount
rate used to measure liabilities. The request assumed that future cash flow estimates

have not been adjusted for the entity’s own credit risk.

The Interpretations Committee observed that paragraph 47 of IAS 37 states that “risks
specific to the liability” should be taken into account in measuring the liability. The
Interpretations Committee noted that IAS 37 does not explicitly state whether or not
own credit risk should be included. The Interpretations Committee understood that
the predominant practice today is to exclude own credit risk, which is generally
viewed in practice as a risk of the entity rather than a risk specific to the liability.

The Interpretations Committee also noted that this request for guidance would be best
addressed as part of the IASB’s project to replace IAS 37 with a new liabilities
Standard, and that the IASB is already considering the request for additional guidance
to be incorporated into this new Standard. For this reason, the Interpretations

Committee decided not to add this issue to its agenda.

Summary of comment letters on 2011 Agenda Consultation discussing
discount rates

43.

44,

45,

From 247 comment letters received during the 2011 Agenda Consultation, 47

discussed a potential project on discount rates.

Most of those respondents thought the IASB should do a limited-scope project on
discount rates. A few respondents suggested a comprehensive review, but a few

thought no work was needed.

Many of those respondents who thought no work on discount rates was needed

justified this by IFRS 13 having been issued, which provides guidance on discount
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rates. Other respondents were concerned that any project on discount rates might

result in a rule-based approach.

Some respondents suggested that the purpose and role of discounting should be
addressed in the Conceptual Framework project before any Standards-level work was
started. Others thought that it is best dealt with at Standards level, because each
Standard has different measurement objectives, meaning that cross-cutting

examination would not be meaningful.

Suggestions for a limited-scope project

471.

48.

49,

The respondents who thought the IASB should carry out a limited-scope project on
discount rates mainly focused on improving the consistency of guidance in different

Standards that do not rely on the guidance in IFRS 13. For example:

discount rates can have significant impact on key figures
included in financial statements. It would be a useful
improvement if more consistent guidance could be given as to
how to determine discount rates. This would assist preparers
and auditors and would improve the confidence with which
users rely on key figures that are a function of discount rates.
(CL 82)

Some of the respondents provided specific suggestions on how to improve
consistency, for example by asking for guidance on the use of pre-tax vs post-tax

rates. Those respondents thought that only post-tax rates should be used.

Several respondents asked for more guidance including:

detailed guidance on the determination of the risk-free rate used in IAS 19 Employee

Benefits. For example:

201.

Further, the recent significant surge in some or rather
many European countries government bonds vyields
offers a new challenge of how to define the risk free
rate. CL 150

Some respondents focused on the requirements in IAS 19, commenting on the
volatility that results from switching from the discount rates on corporate bonds to
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those on government bonds. Others also remarked that the IAS 19 requirements were

rule-based.

Comprehensive project suggestions

202.

203.

Most respondents who were in favour of a comprehensive review of discount rates

suggested a project that would define and describe how to determine discount rates.

Such a project would be similar to the project on fair value, which produced IFRS 13

Fair Value Measurement. Some of those respondents went a step further, also

requesting that guidance on how to account for interest should be included as a part of

the project. For example:

There are many standards that require the use of a "discount
rate" (e.g., IAS 2, IAS 16, IAS 37, IAS 38 and IAS 39), but the
Conceptual Framework and those standards are weak on
providing guidance on determining the discount rate and on
how to account for the interest (difference between the future
value and the present value). We believe that this subject
would merit a comprehensive project, similar to the Fair Value
(IFRS 13).

guidance on discount rates in existing IFRSs; for example:

There is currently no guidance on the use of discount rates,
and different standards have different discount rate
requirements without the appropriate justification to explain the
difference. For example, IAS 19 and IAS 37 Provisions,
Contingent Liabilities and Contingent Assets both aim to give a
present value figure of the liability by using a discount rate.
However, the discount rates required by each standard are

different, and the justification for this difference is not apparent.

Other suggestions

204.

in discounting and when using discounted cash flows in general.

Some of those respondents commented on perceived unexplained inconsistency in the

Some of the user respondents asked for more disclosure about key assumptions used
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205. A respondent from an emerging market asked for uniform treatment of the financing
components included in a forward price, commenting that different treatments are
required in IAS 2, IAS 16, IAS 38, IAS 39, IAS 37.
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