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This issue is underlined by the statement that ‘except in extremely rare cases an entity will be
able to determine a reliable measure of a liability’ as the majority of items that were previously
identified as contingent liabilities will be recorded under this model. We question the validity
of this statement given the inherent uncertainty, and therefore unreliability, in the measurement
techniques that are required to be applied under this standard. Furthermore, we highlight to
the Board that we do not consider Example 17 to be helpful to preparers in implementing the
measurement requirements. This example illustrates the application of the mathematical model,
but does not provide any relevant implementation guidance on the important aspects of the
model, i.e., the practicalities of determining the cash flows and the associated probabilities.

The Board has a stated objective of improving comparability between standards and sets out in
the Basis for Conclusions how the Standard has been further brought into line with the
requirements of IAS 39. On a conceptual level, we understand the Board's attemplts to
introduce consistency; however, here we can see a number of areas where the proposal is
actually diverging from the requirements of IAS 39. Given the significant (and increased)
subjectivity of this measurement approach, it seems that the proposal is inconsistent with the
strict requirements under IAS 39 to fair value financial instruments (and therefore recognize
gains and losses) using quoted market prices or, at the very least, available observable market
data in order to reduce the subjectivity of fair value measurement. Indeed, IAS 39 does not

permit certain financial instruments such as private equity investments to be fair valued and yet
this proposal would require entities to “fair value” such subjective items as potential litigation.

We also note that the measurement model in the proposal (and particularly the statement that
the ‘most likely outcome is not necessarily consistent with the Standard’s measurement
approach’) seems to be at odds with the impairment model in IAS 39 for financial assets. The
impairment model requires entities to measure identified impairments based on objective
evidence (i.e., observable data) that an impairment event has occurred. Coupled with this
higher recognition threshold, the impairment model focuses on expected cash flows in
measuring the charge as opposed to the full probability weighted cash flow approach set out in
this proposal for non-financial liabilities. We do not believe that this inconsistency between the
models is appropriate, given the higher level of subjectivity inherent in the measurement of non-

financial liabilities.

In order to implement this approach, reporting entities will be required to capture, monitor and
update large volumes of data on possible outcomes and associated probabilities of non-
financial liabilities, some of which will have to be collected from external sources such as legal
advisers. The methodology also drives the need for sophisticated valuation techniques and
models to which a number of non-financial institutions may not have ready access. Even if this
can be achieved operationally, it is likely to result in costs that many entities will find
prohibitive. In our view, this proposal does not pass the ‘cost versus benefit’ test set out in the
Framework, as we believe that the proposed recognition of highly subjective fair value gains
and losses in the income statement will not provide users with more useful information than the

disclosures required by the current provisions of IAS 37.

Not withstanding the cost and practical implications set out above we can see that this
approach does have some theoretical merit for pools of small, homogeneous items such as
product warranties. However, we have noted a number of serious limitations to the approach,
which are particularly relevant for large single items such as legal disputes. Therefore, we do
not consider that the benefit derived from having a single model for all non-financial liabilities

is sufficient to justify the adoption of the proposed approach.
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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 recognizes the
reimbursement right as an asset if the reimbursement right can be measured reliably (see

paragraph 46).

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?

Response

We agree with the Board’s view that an entity should recognize its right to an unconditional re-
imbursement if it has recognized an underlying non-financial liability, and we recognize that
the inclusion of the ‘reliably measurable’ criterion introduces a sufficiently high recognition
threshold. However, we refer the Board back to our overall concerns with the underlying

recognition model and application of the probability criterion.

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 recognized 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 recognized 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, regardless of whether the entity intends to enter into a sublease (see

paragraph 38).

a) Do you agree with the proposed amendment that a liability for a contract that becomes
onerous as a result of the entity's own actions should be recognized only when the entity
has taken that action? If not, when should it be recognized and why?

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 liability?

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

Response to (a)

We do not believe that the proposed model for accounting for onerous contracts within the
proposal is sufficiently clear in the ED. We understand the that the proposal clearly divides
onerous contracts into those that become onerous as a result of items outside the entity’s
control and those that become onerous as a result of the entity’s own actions. We do not
understand how the guidance on contracts that become onerous as a result of items outside the
entity’s control should be applied. Consider a lease payment or a take or pay contract where
the market rate for the rentals/underlying declines below the rate in the contract; it is not clear
when the unavoidable costs exceed the economic benefits expected to be received. Taking the
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example to an extreme, if a manufacturer has a single leased factory for which it is paying
above market rent, should it recognize a non-financial liability in periods when the company
(i.e., that factory) records a loss and then reverse it for periods when the company realizes a

profit?

In cases where a contract becomes onerous because of the entity’s own actions, we support the
Board’s overall intention effectively to increase the recognition threshold, so that entities
cannot recognize liabilities for onerous contracts purely as a result of management intention.
However, in our opinion, the Board needs to clarify the interaction between an entity’s own
actions and market factors for determining when a contract is onerous. For example, the ED
would require an entity to record a liability at the date it vacates leased premises (at that point,
the economic benefit to the entity would be less than the required future lease payments).
However, we would expect in many circumstances that the lease contract had become onerous
prior to that date due to other factors outside the entity's control. Should the entity record a
liability if market rentals for leases have declined and the entity expects to vacate the leased
premises, or should the entity wait to record any liability until it vacates the premises? The
guidance in the ED is not clear and could result in inconsistent application in practice.

Response to (b)

See response to (a).

Response to (c)

See response to (a).

Question 9 — Restructuring provisions

The Exposure Draft proposes that non-financial liabilities for costs associated with a
restructuring should be-recognized 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).

a) Do you agree that a liability for each cost associated with a restructuring should be
recognized when the entity has a liability for that cost, in contrast to the current
approach of recognizing at a specified point a single liability for all of the costs

associated with the restructuring? If not, why not?
b) Is 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?

Response to (a)

We agree with the Board’s proposals with respect to restructuring costs in isolation. In our
view this proposal results in an improved model for the recognition of restructuring costs as it
replaces the previous ‘binary’ recognition of such costs on a subjective basis, and replaces it
with a progressive recognition approach when different elements of the restructuring costs have
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been incurred. However, we also note that this part of the proposal seems to be another ‘carve
out’ from the overall recognition model as restructuring liabilities are only recognized when the
individual liabilities have been contractually incurred. In our view, this approach is
inconsistent with the requirement for constructive obligations to be recognized when there is a
‘valid expectation that can be reasonably relied upon’ as a result of past practice or sufficiently

specific current statement.

Response to (b)

Not withstanding our response to (a) above, current IAS 37 provides a user of the financial

statements with a significant amount of useful information on the expected costs that will result
from a restructuring program, thus helping the user to determine the profitability of an entity
post restructuring. We urge the Board to consider the disclosure requirements of IAS 10 and to
ensure that the disclosure requirements of an amended IAS 37 do not reduce the amount of

information provided to users of the financial statements.

We also believe that the guidance around when an entity “ceases to use” the rights conveyed by
an asset needs further clarification. We can envisage scenarios where manufacturers may ‘moth
ball’ certain facilities due to a temporary lack of demand or a transition into a new market that
is expected to expand, as opposed to the permanent abandonment scenario outlined in the

proposal. In our view the proposal does not address this point and so it is, as a result, unclear
whether a liability should be recognized.



