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EFRAG’s proactive work on accounting implications of current

interest rate environment — scope of the project

Objective

1

Following the discussion at the July EFRAG TEG meeting, this paper is meant to
discuss the scope of the EFRAG Research Project on discount rates. The paper
incorporates the input provided by EFRAG TEG. The paper is submitted to the
EFRAG Board to take a final decision on the scope of the project.

We inform the EFRAG Board Members that due to the holiday period, EFRAG TEG
Members did not have the opportunity to validate the paper.

The issues raised by negative interest rates

3

Many Standards require some form of discounting in the measurement of assets
and liabilities. While different Standards may describe different methods and
configurations of the discount rate, the implicit assumption is that there is a positive
time value of money so the present value of an asset to be recovered or a liability
to be settled in future is lower than the nominal amount.

However, when reference rates become negative, the application of discounting
results in the present value of the asset or liability being higher than the future inflow
or outflow of cash, and in negative interest income or positive interest charges being
recognised over time.

The Eurozone has recently experienced negative interest rates. It is important to
note that even now, negative yields are not observed for long durations. The spot
rate Euro area yield curve! (AAA-rated euro area central government bonds) is
negative for a duration of less than 50 months, while for a 5-years duration is at
0.11% and for a 10-years duration is at 0.82%.

Since negative interest rates are mainly attributable to the monetary policy of the
ECB and other central banks, it is difficult to predict for how long they will be present.
The ECB has announced that its expanded asset purchase programme will run until
September 2016 but it could be further prolonged.

In May, EFRAG TEG discussed a paper on the accounting implications of negative
Eurozone area, with the European Central Bank and other central banks setting
negative rates on deposits from commercial banks and some Government bonds
being sold at sub-zero yields.

The paper identified a number of accounting issues arising from financial
instruments with negative yields. It may appear counterintuitive to have negative
interest income on a financial asset, but there was general agreement that this is

! Data as of August 5.
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the result of applying the effective interest method under IAS 39 Financial
Instruments: Recognition and Measurement and IFRS 9 Instruments: Recognition.

Negative interest rates seem to be mostly relevant to financial instruments, as they
are currently experienced only for medium term durations.

Additional concerns raised by constituents

10

11

12

13

Some constituents are concerned about the measurement of assets and liabilities
being impacted by low interest rates. It has been pointed out that the use of
progressively lower discount rates leads to an increase in the carrying amount of
liabilities, especially long-term provisions like decommissioning liabilities under
IAS 37 Provisions, Contingent Liabilities and Contingent Assets and pension
liabilities under IAS 19 Employee Benefits. This accounting outcome could push
entities to have to change their business choices.

Other areas affected are the discounting of insurance guarantees and the impact on
leasing contracts when their pricing is based on negative interbank rates.

The requirements in IFRS may lead to significant changes in the measurement of
these type of liabilities when reference rates experience sudden swings. As
discussed below, the size of the impact is higher when reference rates are lower in
absolute terms. Some argue that reporting this volatility in profit or loss may not be
useful to depict performance, when these changes have the potential to reverse
before the recovery of the asset or settlement of the liability.

There are inconsistencies across IFRS about reporting the impact of changes in the
discount rates, with IAS 19 recognising them in other comprehensive income and
IAS 37 recognising them in profit or loss. EFRAG is currently developing a paper on
when to reporting income and expenses in profit or loss and when to report them in
OCI.

Is there a general issue with discounting?

14

15

16

17

Present value is used extensively in IFRS and in this regard the IASB is researching
this issue and is expected to issue a Research Paper on the topic. The IASB staff
paper prepared for the July ASAF meeting summarises the use of present value in
IFRS and the methodologies and terms used in all Standards that require (or allow)
present value for measurement purposes.

The current Conceptual Framework does not assign a specific objective to
discounting and IAS 37 simply notes that cash outflows arising soon after the
reporting date are more onerous than those where cash outflows of the same
amount arise later. The Exposure Draft Conceptual Framework for Financial
Reporting discusses present value as a measurement method rather than a
measurement basis. As noted in the Exposure Draft, cash-flow-based techniques
are often used to estimate a measure on a particular measurement basis.

At afirst glance, it may be difficult to identify a reason why a low interest environment
should impair the relevance of the present value methodology. If the time value of
money decreases, it seems intuitive that there is less trade-off between settling a
liability in cash immediately or waiting until the liability becomes due, assuming that
there is limited or no uncertainty around the ultimate settlement amount.

In other words, low interest rates do not cause the type of counter-intuitive outcomes
of negative interest rates that result in an investor receiving a negative income or
reporting a positive adjustment on impairment due to the passage of time. Low
interest rates still results in finance charges or costs that are positive.
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However, in a low-interest environment the impact of changes in reference rates is
enhanced. In the following table we compare the absolute and relative impact of a
change in 100 basis point on the present value of an amount of 100 discounted for
20 years:

Absolute change Relative change

From 10% to 9% 2.98 20.0%

From 2% to 1% 14.66 21.7%

Moving from 10% to 9% increases the present value from 14.86 to 17.84; moving
from 2% to 1% increases the present value from 67.30 to 81.95.

The first step of the project should be to discuss why a low interest environment
would produce accounting information that does not appropriately represent the
underlying economic phenomena in accordance with the business model. Some
would say that the increase in the carrying amount of liabilities is simply the
accounting reflection that the time value of money is negligible in a low interest
environment. Any modification to the accounting requirements would then be an
attempt to mask the economic facts and circumstances.

Also, some would say that if the measurement basis is appropriate, it should not be
changed just because carrying amounts become volatile under specific conditions.
In recent years the IASB decided to eliminate smoothing mechanism like the corridor
accounting for actuarial differences because it concluded that avoiding volatility
should not be pursue at the expense of relevance.

A counter argument could be that the problems with discounting have not been
caused by the low interest rates. These specific conditions have evidenced the need
to re-consider some aspects of present value techniques, but not with the view of
creating specific requirements only for a low interest environment. This perspective
has the benefit that it does not require to define a threshold for ‘low’.

As long as discounting is deemed to provide relevant accounting, there would be no
reason to change anything in financial reporting — although it may warrant some
additional explanation in the notes. EFRAG Secretariat thinks that IAS 1
Presentation of Financial Statements already provides sufficient flexibility to do that.

What could be addressed

23

Assuming that EFRAG Board supported a wider scope for the project beyond the
specific issues for negative rates, EFRAG Secretariat believes that the following
topics could be addressed.

The components of discount rates

24

25

Market interest rates have multiple components (real risk free, liquidity premium,
inflation, maturity premium). It could be useful to analyse which of these components
are the drivers of low interest rates.

EFRAG Secretariat is aware that present value is a core principle of finance and
has been used extensively beyond accounting. It would not be sufficient to look into
existing requirements in IFRS — as the IASB staff has done; EFRAG Secretariat
believes that it would be necessary to look into the academic research on how rates
are determined on the finance markets, including the interrelation between real and
nominal rates and inflation. We think that this would contribute to understand the
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underlying economic phenomenon that the present value methodology tries to
reflect when applied in accounting.

The relation between the cash flows and the rate used

26  Present values are based on discounting expected cash flows. It is important to
ensure that there is consistency between the assumptions used to estimate the cash
flows and the rate used to discount them. Some IFRS allow entities to incorporate
risks either in the future cash flow estimates or the rate used, but require to avoid
duplication.

27 Some IFRS also require the selection of rates that reflect the contractual or expected
settlement date of the liability — for instance, IAS 19, paragraph 83 specifies that the
discount rate for defined benefit plans should be the rate for high quality corporate
bonds in the same currency and with the same term as the estimated term of the
post-employment benefit obligation.

28 EFRAG Secretariat therefore believes that the project should not look into discount
rates in isolation. The issues and any proposed solution should be considered in the
context of the present value methodology in its entirety, because of the necessary
interaction between the way the discount rate is calculated and the way the cash
flows subject to the discounting are determined.

Relation between linked assets and liabilities

29 Paragraph 113 of IAS 19 requires entities to deduct the fair value of any plan asset
from the defined benefit obligation. Paragraph 115 states that if plan assets include
qualifying insurance policies that exactly match the terms of some of the benefits
payable under the plan, their fair value is deemed to be the present value of the
related obligations. However, the fair value of the other plan assets is measured in
accordance with IFRS 13.

30 Some have noted that the discount rate used to assess fair value is not necessarily
consistent with the one used to measure the benefits payable, which could lead to
accounting mismatches. EFRAG Secretariat agrees that the project could look into
this issue.

The use of blended or average rates

31 Entities often use a single rate to discount a single set of cash flows, although the
actual outflows or inflows may occur at different times. EFRAG Secretariat thinks
that the project should also investigate if it is necessary to better articulate when it
is more appropriate to use a blended rate or a yield curve rather than a single rate.
We are not aware of any discussion in IFRS on this issue.

32 While the use of a blended rate or a yield curve is likely to be conceptually
appropriate under certain conditions, there seems to be less conceptual ground for
using an average rate. There are instance where national GAAPs allow or have
allowed average rates, which mitigate the effect on measurement of volatility in the
markets. The project should discuss if there is any merit in pursuing this objective
through the use of average rates.

Rates relevant to long-term or perpetual obligations

33 Some note that certain obligations may have extremely long duration or could even
run in perpetuity, such as obligations to clean-up nuclear sites. There is little
information on rates that are consistent with the terms of these liabilities because
there are not many liquid points over a certain duration. In this case, assumptions
may change significantly in a short period of time and the reliability of the
extrapolated data may be limited.
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Presentation of re-measurement

34  As noted above, IFRS have different requirements to present re-measurement due
to re-assessment of discount rates. It may be argued that, when amounts are likely
to reverse before the ultimate recovery or settlement or when the reliability of the
assumptions is limited, presenting the changes in profit or loss is not useful to depict
the performance of the period.

35 In this sense, EFRAG has recently issued a Discussion Paper on the use of Other
Comprehensive Income and profit or loss. However, the Discussion Paper did not
draw conclusions on how where to report re-measurement due to changes in
discount rates?.

How to identify a ‘low’ interest rate

36 As discussed above, the initial step of the project should be to discuss if there is a
need for different requirements — in measurement, presentation or disclosure — for
present value in a low interest rate environment. If the conclusion was positive, then
this would require the development of views on:

(@) How to define a ‘low interest’ threshold;

(b) If requirements were different in cases of low interest rates, how the transition
to or from a low interest rate environment would be addressed when the ‘low
interest’ threshold is crossed. In particular, if the requirement affected
measurement or presentation, it would be necessary to decide if moving to or
from ‘low interest’ would require retrospective application.

37 Defining what is meant by a ‘low interest’ has another important implication for the
project. As mentioned above, we are currently observing negative rates only for
relatively short duration. It is unlikely that any entity would be currently forced to use
a negative or zero rate in the measurement of pension liabilities, provisions or value
in use calculation for impairment testing as these are generally longer term
obligations. Depending on the definition threshold, the whole discussion may end
up applying to a wide population of items or only to marginal, infrequent cases.

Issues that would not be addressed

38 Other issues have been raised in relation to discount rates. One is about the use of
pre or post-tax rates in relation to IAS 36, that explicitly requires the use of pre-tax
rate (IAS 36 notes that a mere gross-up approach would not be appropriate to derive
a pre-tax rate). Another is the inclusion of the entity’'s own credit risk in the
measurement of the present value of a liability, which was debated by the IFRS
Interpretations Committee and eventually not taken on the agenda because it
considered that there is not much divergence in practice. These issues do not seem
to affect the concerns described above in paragraph 9, and EFRAG Secretariat
recommends not to address them in the project®.

2 Paragraph 73 of the Discussion Paper states that ‘whether the discount rate should be updated,
and if so, whether the effect of changes should be reported in profit or loss would deserve further
debate, and is accordingly out of the scope of this paper’.

3 The issue of pre-tax rate in IAS 36 will be addressed as part of the goodwill project carried out
jointly with ASBJ and OIC.
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Implications of a broader scope on the project management

39 As mentioned above, EFRAG Secretariat believes that a broader scope goes
beyond merely ‘technical’ analysis such as the sub-LIBOR and requires a deeper
discussion about what is relevant information. Therefore, EFRAG Secretariat thinks
that this project would require consultation and discussion with representatives of
users.

40 Also as mentioned above, EFRAG Secretariat thinks that a project on the
accounting implications of low interest rates would require a review of academic
research on the determinants of interest rates. Cooperation with academics could
be beneficial.

41 EFRAG Secretariat believes that these factors would necessarily result in the project
taking some significant time. On the other side, the work already performed by the
IASB on the topic would partially mitigate this.

42  If the scope of the project was broadened, EFRAG Secretariat does not recommend
to maintain the work on negative interest rates as a separate work stream. While
negative interest rates are linked to specific narrow accounting issues, broadening
the scope in our view implies a significantly different perspective, where we do not
simply investigate if under specific circumstances the accounting requirement result
in information that is difficult to understand, but in a general discussion of the role of
present value in accounting.

Questions for EFRAG Board members

43 Do EFRAG Board members want to extend the scope of the project to an analysis
of the accounting implications of low interest rates?

44 If so, do EFRAG Board members believe that the paper has appropriately
identified the topics to address? If not, what is missing?
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