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The LIAJ’'s Comments on the Discussion Paper
Credit Risk in Liability Measurement

We, The Life Insurance Association of Japan (LIAJ) would like to extend our sincerest gratitude to
the International Accounting Standards Board (IASB) for providing us with an opportunity to submit
our comments on the Discussion Paper, Credit Risk in Liability Measurement.

The LIAJ is a trade association comprised of all 46 life insurance companies currently operating in
Japan. Our aim is to promote the sound development of the life insurance industry and maintain its
reliability in Japan.

General remarks

1.

A reporting entity must disclose its profitability and financial soundness to investors through
financial statements in order to provide decision-useful information. To this end, we believe
liability measurements should not incorporate credit risk except in certain limited situations.
These situations, we feel, should only include: at the initial measurement of a liability incurred
in exchange for cash, and at the subsequent measurement where the price of the liability in an
active market is available for measurement, or in other words, when the changes in the liability
value affected by changes in credit risk inherent in the liability are realisable.

Regarding measurements on initial recognition

2.

When liabilities are measured as the amount of proceeds at initial recognition, the measurement
is considered to incorporate credit risk inherent in the liability. In the current practice, for
example, the initial measurement of liabilities incurred in exchange for cash reflects an entity’s
own credit risk implicitly. The proceeds of bond issue represent the fair value in the market, and
thus the credit risk of an issuer would be taken into account. However, in this case, the effects
of credit risk included in the measurement on initial recognition, could be regarded as “the
funding cost fixed on issue”, which is included in the calculations of effective interest rates.

On the other hand, when liabilities are not measured as the amount of proceeds at initial
recognition, we believe the liability measurement should never incorporate credit risk. The
reason for this is that if such liabilities were measured based on subjective estimates from each
entity, this could raise concern that the amount measured might differ depending on the entity.
This could undermine the comparability of financial information.

Regarding measurements after initial recognition

3.

We believe the liability measurement after initial recognition should never include changes in
credit risk unless the price of the liability in an active market is available, that is, changes in the
liability value affected by the changes in credit risk are realisable. This is because, as in the
measurement on initial recognition, if the liabilities were measured based on subjective
estimates from each entity, this may cause concern that the amount measured might differ
depending on the entity, which could undermine the comparability of financial information.
Moreover, simply reflecting the changes in credit risk inherent in the liability into the
measurement would generate a gain when credit quality declines and a loss when it improves.
We believe this gain or loss is counter-intuitive and not reflective of economic reality. Such
financial reporting would be misleading and not useful for decision-making.

Regarding the treatment of insurance liabilities
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4. In general, there is no active market to transfer insurance liabilities. In addition, even if an

insurer sees a decline in their creditworthiness, they shall not be exempted in any way from
their performance obligations. The insurer is required to fulfil their obligations to policyholders
according to the original contract in all situations apart from when the insurer becomes insolvent.
Nevertheless, if an insurer can reduce their liabilities and recognise a gain by reason of a
decline in their creditworthiness, we believe this would be significantly inconsistent with the
real situation whereby the insurer must still fulfil all their performance obligations. Therefore,
we feel it would be inappropriate to incorporate credit risk in the measurement of insurance
liabilities.
We are not necessarily opposed to the ongoing discussions on the phase Il project of IFRS 4,
Insurance Contracts, whereby the credit risk of an insurer is considered to be implicitly
incorporated into the margin, as the margin is calibrated to the premium, so that day one gains
are not recognised. However, we feel it would not be appropriate to include changes in the
credit risk of insurers in the liability measurements, even implicitly, since the object of the
calibration, such as the premium in the initial measurement, does not exist in the subsequent
measurement.

Regarding alternatives

5. We believe that fixed spread at initial recognition, (that is, “the funding cost fixed on issue”)
stated in the paragraph 62(c) might also be worthy of consideration, to ensure that the liability
measurement after initial recognition does not reflect the changes in the value affected by
changes in the credit risk, as well as not recognising day one gains or losses.



