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sccount the United Stats logal sysem under which, un

ch, unff}ftuﬁatély, frivolous lawsuits

have become the norm. Furthermore, under the proposed approach, the liability would
have to be established at fair value, and would have to be marked-to-market at each

balance sheet date, a process not only complicated and highly judgmental, but extremely

time-consuming. - Moreover, the approach may enable the creation of “cookie-jar”

reserves because of the high potential range of values given the number of assumptions
that would have to be input. In addition, the approach undermines convergence efforts,
since it is inconsistent with efforts to provide the capital markets with one set of high

quality global accounting standards.

I Contingent Liabilities

- The Exposure Draft proposes to substantially revise the current treatment of contingent
liabilities arising from litigation. In the view of the IASB, when an entity 1s involved in
litigation, it has a legal, unconditional obligation to “stand ready’’ to perform as directed
by the court. The unconditional obligation to “stand ready” as the court directs qualifies

as a present liability and must be recognized in its financial statements.

‘The Committee believes that the notion that a liability always exists in connection with a
legal proceeding because the defendant “stands ready” to perform as directed by the court
1s inappropriate. It does not give consideration to the fact that lawsuits are a part of doing
business in the United States. Tort laws in the Unites States permit the filing of frivolous
lawsuits, and cases are often dismissed before going to trial. To suggest that a liability be
recorded in every case ignores the frivolous nature of many these lawsuits. Furthermore,
in a jury trial the recording of a settlement value on the balance sheet could be construed

as an admission of culpability.

- III. | Mmaremem‘

Along with proposing to eliminate the term contingent liiibiﬁt)h the IASB also proposes

to amend the language of the measurement requirements of IAS 37. The IASB has
concluded that liabilities should be measured by the amount that an entity would

rationally pay to settle the obligation or to transfer it to a third party on the balance sheet
date, which should reflect the risks and uncertainties surrounding the obligation. When

such market evidence is not available, the Exposure Draft provides that the preferred
method of measuring these liabilities is to use an expected cash flow estimation
technique. The Exposure Draft also states that in “extremely rare” cases in which an

entity cannot reliably measure a non-financial hability, the liability does not qualify for
recognition.

There are several reasons why the Comnrittee believes this approach to measurement is
undesirable. Firstly, the Exposure Draft seems to require that years of legal services,
which bave not been incurred and are very difficult to calculate, be considered in
recording a liability in a defended lawsuit. This exercise in connection with a lawsuit in
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“which losses are not expected to be probable is not appropriate and would result in the
premature accrual of future operating costs.

Secondly, the IASB states that an entity should measure a non-financial liability at the
amount that it would rationally pay to settle. the obligation or to transfer it to a third party
on the balance sheet date. This is true even if an entity firmly believes that it is not liable
and therefore is not willing to pay any party any amount to assume the liability. This
approach is misguided as it forces the entity to value a lawsuit on a liquidation basis and
fails to take into account that the entity expects to pursue the litigation until it prevails.

Thirdly, the Exposure Draft calls for fair value accounting, which is the cost to settle the
litigation or cause another entity to assume the risk, or an expected cash flow technique.
Unfortunately, in contrast to financial instruments, there is not readily available market
information for these items. Therefore, companies’ efforts to perform a monthly mark-
to-market would be highly judgmental, complicated and exceedingly time-consuming. It

would also provide little useful information for investors.

'Finally, the Exposure Draft’s treatment of litigation is inconsistent with its treatment of
legislation. With respect to legislation, the Exposure Draft provides that until it is
enacted, there is significant uncertainty so no liability is recorded. A similar argument is
applicable to a decision to defend a lawsuit, notwithstanding the need for a defendant to
pay legal costs. Until there is a judicial determination or the lawsuit is settled, similar
uncertainty exists, since there is uncertainty as to what amounts, if any, will be payable to
the plaintiffs.

IV.  Disclosure

'~ The Exposure Draft proposes (o require an entity to 1) present for any class of liability
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with estimation uncertainty certain disclosure required by the current IAS 37, and 2)
disclose if a non-financial liability is not recognized because it cannot be measured
reliably. In addition, the Exposure Draft proposes an exemption to these disclosure
requirements by stating that in “extremely rare cases”, an entity need not disclose some
or all of the information required by these provisions if it can be expected to seriously
prejudice the entity’s position in a dispute with other parties on the subject matter of the
obligation. In such cases, the entity need only disclose the general nature of the dispute
and the reason why the information has not been disclosed. The Committee suggests that
the IASB consider expanding this exemption to cover paragraph 67 of the Disclosure
section of the Exposure Draft, which proposes to require an entity to present for each
class of Hability, the carrying amount of the liability at the period end together with a
description of the obligation. This would protect litigants from disclosing potentially
damaging information. |
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The IASB has entered into a joint convergence project with the US Financial Accounting
Standards Board to reduce the differences between the IASB’s International Financial
Reporting Standards and US GAAP. The Committee believes that the proposals relating
to loss contingencies in the Exposure Draft undermine the convergence project because
they are inconsistent with SFAS No, 5. SFAS No. 5 establishes standards of financial
accounting and reporting for loss contingencies under US GAAP. It requires accrual by a
charge to income (and disclosure) for an estimated loss from a loss contingency if two
conditions are met: (a) information available prior to issuance of the financial statements
indicates that it is probable that an asset had been impaired or a liability had been
incurred at the date of the financial statements, and (b) the amount of loss can be

reasonably estimated. This is in direct contrast to the approach in proposed IAS 37.

VI.  Conclusion

We are concerned that the proposed treatment of contingent labilities relating to
Litigation in the IASB’s Exposure Draft fails to reflect the United States legal system,
would provide misleading information to investors and adversely affect the defense of
lawsuits, is internally inconsistent (e.g. its treatment of legislation) and is inconsistent
with ongoing convergence efforts. Accordingly, we strongly recommend that you
reconsider this aspect of the Exposure Draft.

* The Committee appreciates the opportunity to cornment on the proposal.
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