






































Appendix 2 

Responses to Individual Questions Raised in the Invitation to Comment 

Question 1: Do you agree with eliminating the notion of contingent asset? 

Eliminating the terms contingent asset and contingent liability from the authoritative 
literature will not eliminate the notion of a contingent asset or a contingent liability from 
the real world. The teIms contingent asset and contingent liability developed in the first 
place (as is true of most linguistic expressions) to describe something from the world of 
our experience - in this case, either possible or potential rights and obligations or rights 
and obligations that might possibly result in future inflows or outflows of economic 
resources (or both). Accountants will continue to encounter such rights and obligations 
in the real world regardless of whether standards setters choose to acknowledge their 
existence in the authoritative accounting literature. As noted in the main body of my 
letter, I believe the far more important issue is the role of probability in separating the set 
of rights and obligations that meets the definitions of assets and liabilities from the set of 
rights and obligations that does not meet those definitions. I would not be troubled by the 
Board's continuing to refer to rights and obligations falling in the second class as 
contingent assets or contingent liabilities - indeed, I suspect most of the Board's 
constituents will continue to use that terminology to describe such rights and obligations 
regardless of what you do. FurtheImore, I do not believe substituting the word 
conditional for contingent is likely to improve clarity or resolve the underlying issues, 
particularly given that one of the definitions of contingent is conditional. 

Question 2: Do you agree with the IASB's analysis of unconditional and conditional 
rights in contractual settings, as summarized in paragraphs 30 and 31 of this 
Invitation to Comment? 

According to law, in order to be binding on the parties, a contract must involve 
consideration. Therefore, when a contract that involves a commitment to perform over a 
period of time (as, for example, in a financial guarantee, an insurance policy or a product 
warranty contract) is legally enforceable, by definition, consideration must be present 
even if it is not separately identified in the contract. I believe the explicit or implicit 
consideration paid and received in connection with such contracts generally represents an 
asset to one party and a liability to the other. I believe both the asset and the liability 
should be measured at their fair value and recognized initially in the period in which the 
contract is executed. Such assets and liabilities are the undelivered or unperformed 
service for which the consideration was paid and, as such, they properly belong in the 
balance sheets of the parties to the contract - i.e., as a prepaid benefit of the payor of the 
consideration and an uncompleted performance obligation of the recipient. 

Historically, the distinction between conditional and unconditional obligations in 
contractual settings became more visible for accounting purposes when the Board 
adopted Statement 125, which required separate recognition and accounting for 
contractual commitments that were embedded in more complex multiple-element 



Appendix 2 to Comment Letter dated 26 January 2006 
Page 2 

arrangements involving the transfer of financial assets. Interpretation 45 extended this 
distinction to a broader class of contractual guarantees and other commitments, including 
most commitments embedded in other types of multiple-element arrangements. In most 
contractual settings I believe the distinction between conditional and unconditional rights 
and obligations generally has proved to be an important and useful distinction that should 
be preserved. 

On the other hand, as I have stated in the main body of this letter, I do not believe the 
quality of financial infonnation will be improved by including in financial statements 
assets and liabilities that are not reasonably expected to result in a future inflow or 
outflow of economic resources. So, for example, I would not require the recognition of a 
liability for an obligation to stand ready to perform under an asset retirement obligation if 
it were detennined that there was only a remote possibility that the enterprise actually 
would have to incur costs to satisfy the obligation. Whether such an obligation arose out 
of a contract or otherwise is, in my opinion, not relevant if settlement of the obligation is 
not reasonably expected to result in the enterprise's having to sacrifice economic 
resources in the future in order to satisfy it. 

Question 3: If you answer yes to Question 2, do you agree that the IASB has 
appropriately applied the notion and supporting reasoning referred to therein in the 
analysis of Examples 1-3 in paragraphs 33-35 of this Invitation to Comment? 

I believe the extension of the distinction between conditional and unconditional rights 
and obligations to situations that do not involve contracts, including litigation arising 
from contract disputes, is fraught with difficulties and not a good idea. I find the 
descriptions of unconditional rights and obligations in the examples provided in these 
paragraphs to be overly theoretical and contrived in order to make non-contractual rights 
and obligations appear to be similar to contractual rights and obligations. However, I 
believe contractual and non-contractual rights and obligations are different in ways that 
are important to the accounting for each and they should not be made to appear as if they 
were the same. I do not believe the extension of such a Procrustean, one-size-fits-all, 
approach to non-contractual contingencies can be expected to produce more relevant or 
reliable financial information. Therefore, I would oppose a proposal to incorporate such 
a distinction into the Board's conceptual framework or into its individual standards. 

Question 4: Do you agree with the IASB's proposal to classify as intangible assets 
those unconditional rights that are associated with conditional rights and that 
satisfy the definition of an asset, without shifting the consideration of the 
uncertainty surrounding the conditional rights from recognition to measurement? 

I have no problem classifying as intangible those assets associated with unconditional 
contractual rights that meet the definition of an asset. As explained in greater detail 
below, in my opinion, individual facts and circumstances should detennine whether or 
how uncertainty considerations should affect recognition and measurement decisions. 

- --- ------- .. -
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I would reject the premise, implicit in the question, that considerations of uncertainty are 
the proper realm of either recognition or measurement but not both. Furthermore, for the 
reasons I have stated in the main body of my letter, I believe uncertainty considerations 
have an appropriate role to play in deteIIl1ining what rights and obligations meet the 
definitions of assets and liabilities in the first place. I also believe such considerations 
have a role to play in both recognition and measurement and I do not believe the 
incorporation of uncertainty considerations into recognition and measurement is·an 
either/or proposition. 

Rather, I believe uncertainty should to be considered sequentially, as described in 
paragraph 23 of CON 6, beginning with the definition of an asset. According to 
paragraph 23: 

"Definitions of elements of financial statements are a significant first screen in 
detennining the content of financial statements. An item's having the essential 
characteristics of one of the elements is a necessary but not a sufficient 
condition for fonnally recognizing the item in the entity's financial statements. 
To be included in a particular set of financial statements, an item must not only 
qualify under the definition of an element but also must meet criteria for 
recognition and have a relevant attribute (or surrogate for it) that is capable of 
reasonably reliable measurement or estimate (footnote reference omitted). 
Thus, some items that meet the definitions may have to be excluded from 
formal incorporation in financial statements because of recognition or 
measurement considerations (paragraphs 44-48)." 

Therefore, until the degree of probability is sufficient to satisfy the definition of an asset, 
I do not believe there are any recognition or measurement issues to be resolved. Once an 
item meets the definition of an asset the next question should be whether the degree of 
probability is sufficient to justify a decision to recognize the asset. If it is, at that point, 
the questions become whether it is has a relevant measurement attribute that can be 
measured with reasonable reliability. 

In my view it is not appropriate to exclude considerations of uncertainty or probability 
from any of the judgments involved in defining, recognizing or measuring an asset. I 
believe the definitions should include a minimum probability threshold. I believe the 
relative weight to be given to probability considerations in resolving specific recognition 
and measurement issues should be decided at the individual standard level, based on the 
applicable facts and circumstances. I believe this is the process that the Board that 
adopted CON 5 and CON 6 intended; and I believe it is the appropriate process for 
incorporating uncertainty considerations into the resolution of recognition and ' 
measurement issues. 

Question 5: Do you agree with eliminating the notion of contingent liabilities? 

See my response to Question 1. 
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Question 6: Do you agree with the lASH's analysis of unconditional and conditional 
obligations in contractual settings as summarized in paragraphs 39 and 40 of this 
Invitation to Comment? 

See my response to Question 2. 
. , . ' . 

Question 7: If you answer yes to Question 5, do you agree that the IASB has 
appropriately applied the notion and supporting reasoning referred to therein in the 
analysis of the example in paragraph 41 of this Invitation to Comment? 

See my response to Question 3. 

Question 8: Do you agree with omitting the probability criterion for recognitions of 
nonfinancial assets? 

No, I do not agree with this proposal. In addition, as stated in the main body of this 
letter, I believe there should be a minimum probability consideration involved in the 
determination of whether rights and obligations meet the definitions of assets and 
liabilities and I believe that determination should precede the consideration of recognition 
and measurement issues. Even for those rights and obligations that meet the definitions 
of assets and liabilities, I believe it is appropriate to consider probability in connection 
with determining whether they should be recognized in financial statements. Those 
assets and liabilities that meet all of the conditions for recognition still must be evaluated 
to determine whether, because of uncertainty, it is possible to make a reliable 
measurement. In short, I believe the process currently described in paragraph 23 of CON 
6 and paragraph 63 of CON 5 is the appropriate way to address uncertainty in the 
financial accounting and reporting model. 

Question 9: Do you agree with the proposed measurement requirements for 
nonfinancial liabilities? 

I do not believe there is a one-size-fits-all solution to measurement. I do not believe the 
proposal to measure nonfinancial liabilities at the hypothetical amount that an enterprise 
would "rationally" pay a mythical third party to settle or transfer the underlying 
obligation is practical or operational in many cases. I also do not believe marking such 
liabilities to market through earnings in subsequent periods is always the best answer -
although it may be in many situations. I believe the Board should resolve measurement 
issues at the individual standard level, after taking into account all of the applicable facts 
and,circumstances, with the decision being based primarily on qualitative considerations 
concerning the relevance and reliability of the resulting financial information, including 
the verifiability and auditability of the measurement. 

I am concerned that many of the Board's recent standards are so complicated and esoteric 
that we mere mortals have a difficult time applying them correctly, even with the best of 
intentions. Therefore, I encourage the Board aggressively to pursue its stated goal of 
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simplifying standards. I also am greatly concerned that in many if not most cases, a 
requirement to use the present value of probability-weighted expected cash flows to 
estimate the fair value of large, single, individually significant, nonfinancial assets and 
liabilities will produce measurements that are inherently unreliable because the subjective 
probability assumptions and possibly other important assumptions that drive that 
measurement model for such single items are substantially unverifiable, making them 
difficult if not impossible to audit. For this reason alone, lbelieve it would be a mistake 
to adopt a single, one-size-fits-all approach to the measurement of nonfinancial assets . 
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