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13 March 2014 

 

 

Dear Sirs 

 

Response to ED/2013/11 

Annual Improvements to IFRSs 2012-2014 Cycle 

 

I appreciate the opportunity to comment on the above-mentioned exposure draft 

(“ED”).   

 

The comments provided in this letter are purely my personal views.  They do not 

reflect those of the firm in which I am a partner or the organisations with which I 

am associated in various capacities. 

 

I wish to comment only on the proposed amendments to IAS 19 Employee 
Benefits. 
 
I note that the key amendment is to prescribe that the depth of the market for 

high quality corporate bonds (HQCB) from which to derive the interest rate used 

to discount post-employment benefit obligations shall be assessed at the currency 

level (particularly where such currency is used in multiple countries) and not at 

the country level. 

 

I am of the view that this amendment may reduce the generality of the 

accounting solution provided in IAS 19 and may lead to unintended consequences 

in its application in some emerging jurisdictions where the markets lack depth.  

 

In addition, I am of the view that the Board may consider using this opportunity 

to add clarity around the principle for the derivation of the discount rate. 

 

I set out below my analysis and comments. 

 

 
Rationale for discounting long-term obligations and choice of a discount rate 
 
As the post-employment benefit obligations are long-term liabilities, it is generally 

understood that the estimated amount of future pay-out can be set up as a 

present liability at a discounted amount.  This is because if cash of the discounted 

amount is set aside for investment on a matched basis (currency and maturity), 

both the carrying amount of the obligations and the cash will accrue to the future 

pay-out amount at the same interest rate such that there is no further expense in 
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future periods following the initial recognition of the liability.  This is the starting 

point of an economic rationale for the choice of a discount rate. 

 

 
What discount rate is appropriate? 
 

The reporting entity must first identify the currency in which the obligations are 

denominated and for simplicity, we consider a single currency case here.  Next 

the entity should build a base case scenario in which it would set up a matched 

investment in terms of currency and maturity.  In order not to introduce cross-

border transferability and credit risk issues, the entity would invest in 

government bonds in the market it usually accesses. 

 

As both the liability and the asset accrue at the same government bond yield, the 

interest expense and interest income are fully offset in future periods.   

 

Once this is set up, the entity becomes fairly indifferent to the levels or the 

volatility of government bond yields or HQCB yields, the depth of the market or 

the availability of alternative markets (or regional markets). 

 

Of course this accounting treatment should not compel the entity to set up a 

matched asset portfolio or restrict the entity from exploring other investment 

options.   

 

If it decides to invest in HQCB (instead of government bonds), the entity may 

earn a credit spread for risk-taking and face the possibility of a loss from credit 

default or a lack of liquidity.  The profit or loss arising from deviating from the 

base case is the result of risk-taking during the holding period.  It should not 

affect the unwinding of the discounted liability towards its undiscounted value at 

the original discount rate. 

 

 
Principle-based discount rate 
 

It is therefore my view that a principle-based accounting standard should make 

the risk-free interest rate the benchmark discount rate.   

 

Instead of just prescribing the HQCB yield as the discount rate, it would be good 

if the Standard can provide the rationale (as I have tried to set out above) for the 

use of the risk-free rate.  Perhaps as a practical expediency, the Standard may 

allow the use of HQCB yield as a proxy if it is thought that HQCB is sufficiently 

close to risk free, subject to certain conditions to avoid unintended consequences 

when the markets for HQCB become erratic. 

  

In this way, there may be less debates around semantics such as what is 

considered “high quality” and “deep market” and whether a more attractive 

interest rate offered in a regional market (such as an offshore financial centre 

with lighter regulation) can be used for discounting the liability.  

 

Deep market or regional market 
 

A deep market may not exist for HQCB or even government bonds in emerging 

jurisdictions but entities must still invest (specifically to match the liability or 

hypothetically) to generate a yield to meet its post-employment benefit 

obligations.  
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As long as a form of risk-free investment is available to the entity, a benchmark 

risk-free rate is established.  A deep market should not be a pre-condition for 

deriving the discount rate for the liability’s subsequent measurement. The 

objective here is not to mark financial assets to prices derived from deep and 

liquid markets so that the resulting gain is realisable.  It is to accrue a liability 

from a discounted amount to its undiscounted amount through an amortisation 

process in whatever jurisdictions. 

 

In addition, the interest rates for a currency available in a regional market may or 

may not be relevant to an entity and its use should be carefully evaluated for its 

relevance to the entity’s base case scenario for investment to meet its obligations. 

 

 

Should own credit risk be considered in the discount rate? 
 

This analysis is incomplete without considering the entity’s own credit risk.  Is 

there any merit in using the entity’s borrowing rate to discount post-employment 

benefit obligations?  A devil’s advocate may argue that since other financial 

liabilities of the entity bear various effective interest rates that are generally 

higher than the risk-free rate, why is it that post-employment benefit obligations 

cannot be discounted at a higher rate? 

 

If a higher discount is used, the obligations would be discounted at a deeper 

discount to a lower amount upon initial recognition and be unwound at the higher 

discount rate towards its pay-out amount.  This means the matching asset (actual 

or hypothetical) has to be of sufficient high yield to offset the effect of the 

accruing obligations.  This has the effect of compelling the entity to undertake 

higher risk in future periods to earn a higher yield.  If it chooses to invest in risk-

free government bonds in the base case scenario, a portion of the expense 

relating to the post-employment benefit obligations would be deferred to future 

periods in the form of net interest expense.  The liability is effectively understated 

on day one.  It is therefore inappropriate to use the entity’s borrowing rate. 

 

Conclusion 
 

Instead of adding further prescriptions around the choice of the discount rate 

which may lead to further debates over semantics or be used as justification for a 

preferred discount rate with little economic rationale, IASB may want to take this 

opportunity to introduce a clearer principle into IAS 19 as it embarks on 

improving (and hopefully simplifying) the various standards in its annual 

improvement cycle.  In fact, this may well be a first step towards developing a 

general principle for discount rates. 

 

 

Yours faithfully, 

 

 

 

Kim C Chua 
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