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Question (a): Do you agree with the proposed amendment to the definition of a constructive

obligation? If not, why not? How would you define one and why?

Answer: On the basis of the Exposure Draft, the practical implications of the

amendment to the definition of constructive obligations are not clear. The
Rasis of Conclusions states that no changes are expected in most practical
applications. Only such constructive obligations whose fulfilment lies at the
discretion of the company do not need to be included in the balance sheet in
future.

Furthermore, the Basis of Conclusions makes it clear that the first objective of
the Exposure Draft was to eliminate the existing differences vis-a-vis US
GAAP. However, this has not happened, as the Board’s discussions came to
the conclusion that fundamental questions on the recognition of liabilities
would have to be clarified first.

Given this background, it is difficult to understand why a rather puzzling
amendment to the definition of constructive obligations has been made at this
stage when it is clear at the same time that this definition would have to be
reassessed in connection with the recognition of liabilities. Such step-by-step
amendments to definitions do very little to aid understanding and
comparability of financial statements.

Question (b): Is the additional guidance for determining whether an entity has incurred a
constructive obligation appropriate and helpful? If not, why not? [s it
sufficient? If not, what other guidance should be provided?

Answer: In light of our comments under a), there should at least be examples listed of
such circumstances which currently constitute a constructive obligation,
although no longer when the Exposure Draft has been adopted.

Question 5 — Probability recognition criterion

The Exposure Draft proposes omitting the probability recognition criterion {currently in
paragraph 14(b)) from the Standard because, in all cases, an unconditional obligation
satisfies the criterion. Therefore, items that satisfy the definition of a liability are recognised
unless they cannot be measured reliably.

The Basis for Conclusions emphasises that the probability recognition criterion is used in
the Framework to determine whether it is probable that settlement of an item that has
previously been determined to be a liability will require an outflow of economic benefits from
the entity. In other words, the Framework requires an entity to determine whether a liability
exists before considering whether that liability should be recognised. The Basis notes that in
many cases, although there may be uncertainty about the amount and timing of the
resources that will be required to settle a liability, there is little or no uncertainty that
settlement will require some outflow of resources. An example is an entity that has an
obligation to decommission plant or to restore previously contaminated land.
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The Basis also outlines the Board’s conclusion that in cases previously described as
contingent liabilities in which the entity has an unconditional obligation and a conditional
obligation, the probability recognition criterion should be apptied to the unconditional
obligation (ie the liability) rather than the conditional obligation. So, for example, in the case
of a product warranty, the question is not whether it is probable that the entity will be
required to repair or replace the product. Rather, the question is whether the entity’s
unconditional obligation to provide warranty coverage for the duration of the warranty (ie to
stand ready to honour warranty claims) will probably result in an outflow of economic
benefits (see paragraphs BC37-BC41).

The Basis for Conclusions highlights that the Framework articulates the probability
recognition criterion in terms of an outflow of economic benefits, not just direct cash flows.
This includes the provision of services. An entity’s unconditional obligation to stand ready to
honour a conditional obligation if an uncertain future event occurs (or fails to occur) is a type
of service obligation. Therefore, any liability that incorporates an unconditional obligation
satisfies the probability recognition criterion. For example, the issuer of a product warranty
has a certain (not just probable) outflow of economic benefits because it is providing a
service for the duration of the contract, ie it is standing ready to honour warranty claims (see

paragraphs BC42-BC47).

Question: Do you agree with the analysis of the probability recognition criterion and,
therefore, with the reasons for omitting it from the Standard? If not, how
would you apply the probability recognition criterion to examples such as
product warranties, written options and other unconditional obligations that
incorporate conditional obligations?

Answer: The proposed recognition criterion means that every identified liability has to
be posted on the liabilities side of the balance sheet, even if its occurrence
probability is very low. On the other hand, a contingent obligation, which is
very likely to lead to a drain on resources, does not fulfil the definition of a
liability and therefore does not have to be treated as such in the balance
sheet.

It is questionable whether the pricing for the acquisition of a company actuaily
considers unconditional obligations with a very low occurrence probability
while conditional obligations with a very high occurrence probability are not
considered.

While both the previous and current concepts are clearly not without their
problems and the question of a consistent regulation across all IFRS for the
recognition and measurement of liabilities still requires final discussion, it
does not appear appropriate to the objectives at this current time to introduce
a new regulation for two separate standards ({FRS 3 and |IAS 37). This should
be done as part of a general new regulation and by means of a suitable
amendment to the framework.

This assessment is confirmed to the extent that, according to BC 26 on the
Exposure Draft, the Board realises that the identification of conditionatl and
unconditional rights and obligations can be highly complex.
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From our point of view, moreover, the Board's detailed statement in the Basis
of Conclusions that removing the probability criterion does not contradict the
framework does somewhat defy logic for us.

BC 112 in the Basis of Conclusions on the current IFRS 3 also points out that
the overall idea of the probability concept of the framework needs to be
rediscussed. (...However, the Board agreed that the role of probability in the
Framework should be considered more generally as part of a forthcoming
Concepts project. ...)

The fact that a Board member rejected the removal of the probability criterion
highlights the problems involved with this definition. This should therefore be
discussed in detail in a discussion paper prior to publication of a draft on the
amendments to the framework or publication of an Exposure Draft.

Question 6 — Measurement

The Exposure Draft proposes that an entity should measure a non-financial liability at the
amount that it would rationally pay to settle the present obligation or to transfer it to a third
party on the balance sheet date (see paragraph 29). The Exposure Draft explains that an
expected cash flow approach is an appropriate basis for measuring a non-financiat liability
for both a class of similar obligations and a single obligation. It highlights that measuring a
single obligation at the most likely outcome would not necessarily be consistent with the

Standard’s measurement objective (see paragraph 31).

{Question:

Answer:

Do you agree with the proposed amendments to the measurement
requirements? If not, why not? What measurement would you propose and
why?

The proposed changes to the measurement of liabilities must be seen in the
context of the changed regutations on their recognition, and in this respect we
refer to our comments on question 5.

These amendments constitute a further step by the IASB towards “full fair-
value accounting” in that all non-financial liabilities within the scope of IAS 37
amend. are to be valued at their fair values. The basis for the measurement
will be the expected cash flows of non-financial liabilities. It is correct that the
previous “best-estimate approach” does not necessarily result in an
appropriate measurement. However, the method now selected does not
constitute an improvement in our eyes, especially as this approach permits a
high degree of discretionary latitude. The consideration of future events in
particular for the valuation of liabilities presents the risk of inconsistencies.
Both involve the risk of “pseudo accuracy” in establishing values which is
counterproductive in terms of decision relevance.
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Question 7 — Reimbursements

The Exposure Draft proposes that when an entity has a right to reimbursement for some or
all of the economic benefits that will be required to settle a non-financial liability, it
recognises the reimbursement right as an asset if the reimbursement right can be measured

reliably (see paragraph 46).

Question: Do you agree with the proposed amendment to the recognition requirements
for reimbursements? if not, why not? What recognition requirements would

you propose and why?

Answer: We agree with the proposed change.

Question 8 — Onerous contracts

The Exposure Draft proposes that if a contract will become onerous as a result of an entity’s
own action, the liability should not be recognised until the entity takes that action. Hence, in
the case of a property held under an operating lease that becomes onerous as a result of
the entity’s actions (for example, as a result of a restructuring) the liability is recognised
when the entity ceases to use the property (see paragraphs 55 and 57). In addition, the
Exposure Draft proposes that, if the onerous contract is an operating lease, the unavoidable
cost of the contract is the remaining lease commitment reduced by the estimated sublease
rentals that the entity could reasonably obtain, regardiess of whether the entity intends to
enter into a sublease (see paragraph 58).

Question (a); Do you agree with the proposed amendment that a liability for a contract that
becomes onercous as a result of the entity’s own actions should be recognised
only when the entity has taken that action? If not, when should it be

recognised and why?

Answer: It is not clear when the “entity’'s own action” can be assumed in an individual
case. Further explanation would be required here.

Question (b); Do you agree with the additional guidance for clarifying the measurement of a
liability for an onerous operating lease? If not, why not? How would you
measure the lability?

Answer: A

Question (c): If you do not agree, would you be prepared to accept the amendments to
achieve convergence?

Answer: A
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Question 9 — Restructuring provisions
The Exposure Draft proposes that non-financial liabilities for costs associated with a

restructuring should be recognised on the same basis as if they arose independently of a
restructuring, namely when the entity has a liability for those costs (see paragraphs 61 and
62).

The Exposure Draft proposes guidance (or provides cross-references to other Standards)
for applying this principle to two types of costs that are often associated with a restructuring:
termination benefits and contract termination costs (see paragraphs 63 and 64).

Question (a): Do you agree that a liability for each cost associated with a restructuring

should be recognised when the entity has a liability for that cost, in contrast to
the current approach of recognising at a specified point a single liability for all
of the costs associated with the restructuring? If not, why not?

Answer: A

Question (b): s the guidance for applying the Standard’s principles to costs associated with
a restructuring appropriate? if not, why not? Is it sufficient? If not, what other

guidance should be added?

Answer: A.
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IAS 27 “Consolidated and separate financial statements”

General remarks
The proposed changes in 1AS 27 are the result of the amendments to IFRS 3. They were

carried out in order to ensure consistency between the standards. For this reason, we refer
to the general remarks given under IFRS 3.

Question 1
Draft paragraph 30A proposes that changes in the parent’s ownership interest in a
subsidiary after control is obtained that do not result in a loss of control should be accounted

for as transactions with equity holders in their capacity as equity holders. As a result, no
gain or loss on such changes would be recognised in profit or loss (see paragraph BC4 of

the Basis for Conclusions).

Question: Do you agree? If not, why not and what alternative would you propose?

Answer: We welcome the fact that the IASB seeks to close a gap in regulations. The
proposed amendment certainly makes sense from the point of view of the
one-entity theory. However, such a point of view is not compelling. The
consolidated financial statement provides a source of information for the
owners of the parent company. Although minority interests have to be
recognised in the future within the equity, in our view these have the
character of liabilities. Therefore the step aiready taken of disclosing minority
interests in the equity does not justify the solution proposed here. In view of
our misgivings expressed in our comments on IFRS 3, we are also in favour
of a postponement in the amendment and in a solution until after the
framework has been finalised.

Question 2

Paragraph 30D proposes that on loss of control of a subsidiary any non-controlling equity
investment remaining in the former subsidiary should be remeasured to its fair value in the
consolidated financial statements at the date control is lost. Paragraph 30C proposes that
the gain or loss on such remeasurement be included in the determination of the gain or loss

arising on loss of control (see paragraph BC7 of the Basis for Conclusions).

Question: Do you agree that the remaining non-controlling equity investment should be
remeasured to fair value in these circumstances? If not, why not and what
alternative would you propose?

Do you agree with the proposal to include any gain or loss resulting from
such remeasurement in the calculation of the gain or loss arising on loss of
control? If not, why not, and what alternative would you propose?
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Answer: We basically agree with the IASB’s comments that a change in the
investment with a loss of control should dissolve the parent-subsidiary
relationship and a new investment relationship should be established.
However, this would produce different effects for participations in which a
controlling interest never existed and for cases where one did exist. In our
opinion, this situation should be clarified only in connection with the |
controversial points in IFRS 3 and once the stipulations in the framework
have been clarified.

Question 3

As explained in Question 1, the Exposure Draft proposes that changes in a parent’s
ownership interest in a subsidiary that do not result in a loss of control should be treated as
transactions with equity holders in their capacity as equity holders. Therefore, no gain or
loss would be recognised in profit or loss. However, a decrease in the parent's ownership
interest resulting in the loss of control of a subsidiary would result in any gain or loss being
recognised in profit or loss for the period. The Board is aware that differences in accounting
that depend on whether a change in control occurs could create opportunities for entities to
structure transactions to achieve a particular accounting result. To reduce this risk, the
Exposure Draft proposes that if one or more of the indicators in paragraph 30F are present,
it is presumed that two or more disposal transactions or arrangements that result in a loss of
control should be accounted for as a single transaction or arrangement. This presumption
can be overcome if the entity can demonstrate clearly that such accounting would be
inappropriate (see paragraphs BC9-BC13 of the Basis for Conclusions).

Question: Do you agree that it is appropriate to presume that multiple arrangements that
result in a loss of control should be accounted for as a single arrangement
when the indicators in paragraph 30F are present? Are the proposed factors
suitable indicators? If not, what alternative indicators would you propose?

Answer. The need of additional regulations in order to avoid that entities have the

possibility to structure transactions to achieve a particular accounting result in
our view is an indication of the practicat weaknesses of a perhaps
theoretically sound procedure (see general remarks and the answers to
questions 1 and 2)

Question 4

Paragraph 35 proposes that losses applicable to the non-controlling interest in a subsidiary
should be allocated to the non-controlling interest even if such losses exceed the non-
controlling interest in the subsidiary’s equity. Non-controlling interests are part of the equity
of the group and, therefore, participate proportionally in the risks and rewards of investment

in the subsidiary.
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Question: Do you agree with the proposed loss allocation? Do you agree that any

guarantees or other support arrangements from the controlling and non-
controlling interests should be accounted for separately? If not, why not, and
what alternative treatment would you propose?

Answer: This proposal is justified from a one-entity point of view. However, we

question this point of view and refer to the answers to questions 1 and 2.

Question 5
The transitional provisions in the Exposure Draft propose that all of its requirements should

apply retrospectively, except in limited circumstances in which the Board believes that
retrospective application is likely to be impracticable.

Question: Do you agree that proposed paragraphs 30A, 30C and 30D should apply on a

prospective basis in the cases set out in paragraph 4387 Do you believe that
retrospective application is inappropriate for any other proposals addressed
by the Exposure Draft? If so, what other proposals do you believe should be
applied prospectively and why?

Answer: We reject the idea of retrospective application due to reasons of practicability

and cost. We therefore welcome the fact that the Board has already permitted
exceptions, which we feel are absolutely necessary.

Yours sincerely,

Miinchener Riickversicherungs-Gesellschaft

Yy s 7;/%[ PP Hprmoo

Isabella Pfaller Walter Homann



