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01 September 2009 
 
International Accounting Standards Board 
30 Cannon Street 
LONDON EC4M 6XH 
United Kingdom 
Email: CommentLetters@iasb.org 
 
Dear Sir/Madam 
 
LONG-TERM INSURANCE PROJECT GROUP SUBMISSION ON DISCUSSION 
PAPER CREDIT RISK IN LIABILITY MEASUREMENT 
 
In response to your request for comments on the IASB’s discussion paper, Credit Risk in 
Liability Measurement, attached is the comment letter prepared by the Long-Term Insurance 
Project Group (LTIPG) of the South African Institute of Chartered Accountants (SAICA). 
 
We thank you for the opportunity to provide comments on this document. 
 
Please do not hesitate to contact us should you wish to discuss any of our comments. 
 
Yours sincerely 
 
Jeff Hubbard                 Yusuf Dukander 
Chairman – SAICA Long-term Project Director: Financial Services 
Insurance Project Group     SAICA 
Tel: (011) 408 4023     Tel: (011) 621 6635 
Fax: (011) 408 1236     Fax: (011) 621 6764 
Email: jeff.hubbard@liberty.co.za   Email: yusufd@saica.co.za 
PO Box 59875                                                             PO Box 59875 
Kengray                                                                       Kengray 
2100                                                            2100 
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General comments  
 
Within IFRS, at present, there are various measurement bases for liabilities.  It is therefore 
difficult conceptually to conclude that all these bases should include an adjustment for own 
credit risk.  Certain of these methods are not designed to explicitly include market factors 
(e.g. interest rate, credit risk and liquidity risk).  Conceptually, we support the adjustment for 
own credit risk in liabilities that are at fair value or a close proxy to fair value. 
 
Specific comments 
 
Question 1 
 
When a liability is first recognised, should its measurement (a) always, (b) sometimes or (c) 
never incorporate the price of credit risk inherent in the liability? Why? 
 
(a) If the answer is ‘sometimes’, in what cases should the initial 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 computed amount and 

cash proceeds (if any)? 
 
When a financial liability is first recognised it should always incorporate the price of credit 
risk inherent in the liability. This should be done to avoid any day one gain or loss being 
recognised in the statement of comprehensive income, the presumption being that the 
transaction price, if at arm’s length, will have “fairly” assessed creditworthiness and therefore 
should not lead to a day one gain or loss. 
 
With non-financial liabilities it would largely depend on the measurement basis and 
respective inputs and, therefore, only sometimes would the price of credit risk be applicable 
(e.g. insurance contract liabilities if modelled on the IAS 37 modified approach).  
 
Question 2 
 
Should current measurements following initial recognition (a) always, (b) sometimes or (c) 
never incorporate the price of credit risk inherent in the liability? Why? If the answer is 
‘sometimes’, in what cases should subsequent current measurements exclude the price of the 
credit risk inherent in the liability? 
 
Conceptually we support that re-measurement subsequent to initial recognition should always 
include credit risk if the liability is measured at fair value or a close proxy to fair value. We 
therefore suggest the debate surrounds those liabilities not measured at fair value. In this 
regard it should be noted that the current proposals in ED/2009/7 Financial Instruments: 
Classification and Measurement, as well as the existing IAS 39, only allow two measurement 
options for financial liabilities – amortised cost and fair value through profit or loss.  
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We are of the opinion that re-measurement of the effective interest rate for credit risk under 
the amortised cost model is not appropriate.  
 
With regard to non financial liabilities, such as post-employment benefits, provisions and 
insurance contract liabilities, IFRS currently requires subsequent measurement in several 
different ways to amortised cost and fair value. We do not see much merit in having credit 
risk changes being modelled in isolation in these liabilities unless the measurement basis is 
modelled substantially utilising external inputs, e.g. risk adjusted discount rates of future cash 
flows.  
 
It is important to note that IFRS principles would fall away if an entity is not a going concern 
and therefore extreme distressed scenarios do not apply to the debate. If one reasonably 
assumes that an entity would be able to restructure its capital funding and liabilities utilising 
current market conditions and that the markets are deep and liquid, it seems appropriate to 
include credit risk in subsequent fair value liability measurement. There may be situations 
where an entity is currently unable to meet liabilities on the original contractually agreed 
terms and, in order to protect going concern, this may result in explicitly or implicitly 
changed terms. Situations may therefore arise when certain liabilities become equity in 
nature. The liability/equity definition would therefore be important for possible 
reclassification and suggests the principals surrounding this be debated and potentially 
clarified further.     
 
We do acknowledge the counter-intuitive result set out in the discussion paper arguing 
against incorporation of credit risk. However, this is mainly as a consequence of a mixed 
measurement model and the non-recognition of an entity’s own goodwill and not a flaw in 
the conceptual argument.  
 
Regarding insurance contracts specifically, we believe the inclusion of own credit risk in the 
liability measurement should also apply. We note, however, that in a going concern 
environment, given regulatory control in most countries, own credit risk in policyholder 
liability measurement should be assessed to be very low.  
 
Question 3 
 
How should the amount of a change in market interest rates attributable to the price of the 
credit risk inherent in the liability be determined? 
 
The amount due to a change in market interest rates attributable to the price of the credit risk 
inherent in the liability should be measured with reference to an appropriate risk free base 
curve with similar duration. Credit risk, therefore, would be the component of difference 
between the traded rate and risk free rate. Liquidity risk is often argued to be a separate 
component to credit risk, but from a liability perspective we would argue these two risks are 
similar and should be treated as credit risk. 
 
Question 4 
 
The paper describes three alternative categories of approaches to liability measurement and 
credit standing. Which of the approaches do you prefer, and why? Are there other 
alternatives that have not been identified? 
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Any liability measured at fair value or a close proxy to fair value should always include credit 
risk and we believe no alternatives are more relevant. 
 
However, for liabilities not measured at fair value, we are of the opinion that option (c), as 
included below, represents the best option for liability measurement for liabilities, in 
particular where there is no intention to trade.   
 
‘Measure borrowings and other liabilities that result from an exchange for cash at the 
amount of the cash proceeds. Measure liabilities that do not have a cash exchange at the 
present value of expected future cash flows, discounted at market rates that exclude the effect 
of credit risk. Subsequent current measurements should incorporate changes in market 
interest rates. Changes arising from the entity’s credit quality or the price of its credit should 
be excluded from the market interest rates. This would have the effect of fixing the credit 
spread at the original amount and incorporating all changes in the risk-free rate.’ 
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