


explain how the unconditional rights provide, in all cases, “future economic benefits
obtained or controlled by a particular entity as a result of past transactions or events.”
What future economic benefit does the entity control? The right to insurance coverage,
the right to apply for an operating license, and the right to negotiate with a potential
customer are generally available to all entities and, therefore, not under any one entity’s
control. As stated in paragraph 188 of FASB Concepts Statement No. 6, Elements of

Financial Statements,

Some future economic benefits cannot meet the test of control. For
example, public highways and stations and equipment of municipal fire and police
departments may qualify as assets of governmental units but they cannot qualify
as assets of other entities under the definition in paragraph 25. Similarly, general
access to things such as clean air or water resulting from environmental laws or
requirements cannot qualify as assets of individual entities, even if the entities
have incurred costs to help clean up the environment.

With respect to the “unconditional liabilities,” the proposed guidance states that a lawsuit
contains two elements for the defendant: an unconditional obligation to stand-ready to
perform as directed by the courts and a conditional obligation to pay penalties imposed
by the courts. The guidance does not clearly explain why the defendant to a lawsuit has,
in all cases, "a future sacrifice of economic benefits arising from a present obligation of a
particular entity to transfer assets or provide services to other entities as a result of a past
transaction or event." What is the “past event?” The proposed guidance concludes,
without a clear articulation of the rationale, that the past event that triggers the
unconditional obligation is the plaintiff filing a lawsuit.

This is confusing and results in accounting information that treats economically different
events the same. Take, for example, a situation in which a plaintiff files a lawsuit against
Company A and Company B. Say that Company A’s past actions caused damages but
Company B’s past actions did not cause damages. We believe that the obligating “past ™
event” that triggers an unconditional obligation is the event that causes damages and not
the plaintiff’s filing of lawsuit. Company A would technically have an obligation even if
the plaintiff did not currently file a lawsuit. A different conclusion might suggest that
detection risk is an important element to liability recognition, and would be inconsistent
with the Board’s preliminary conclusions on proposed FASB Interpretation, Accounting
for Uncertain Tax Positions. Continuing with our example, we believe that the events
leading to Company A and Company B’s lawsuits are economically different and require
different accounting. The proposed guidance would require both Company A and
Company B to recognize a liability. This does not make sense.

Measurement of Unconditional Assets and ﬂiabilities

Even if those things identified as assets and liabilities in the Invitation to Comment are
deemed to be assets and liabilities, we have significant concerns about their
measurement. The proposed guidance requires that the unconditional asset or liabilities
be measured using the likelihood, amount, and timing of the associated conditional asset
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or liability. If the defendant’s obligation to pay the plaintiff 1s conditional and, therefore,
does not meet the definition of a liability, then why does the conditional obligation end
up on the balance sheet as the measurement of the unconditional obligation? Similarly, if
an unexecuted sales contract with a new customer is conditional upon execution and,
therefore, does not meet the definition of an asset, then why does the conditional right
end up on the balance sheet in the measurement of the unconditional right to the
economic value of the developing customer relationship? This is confusing, and raises
the issue of whether the conditional element can be separated from the so-called
unconditional element for purposes of defining and recognizing assets and liabilities.

Role of Probability and Uncertainty — From Recognition to Measurement

We believe that shifting the role of probability and uncertainty from recognition to fair
value measurement will result, in some cases, in financial statements that are neither

representationally faithful nor relevant.

Faithful Representation

Representations are faithful when the measures and descriptions are verifiable and
neutral. We believe that the proposed measurement guidance fails to meet these
objectives when it is applied to assets and liabilities that are not exchanged by real people
transacting in real markets and, therefore, must rely on the use of the hypothetical market
construct to develop a fair value estimate.

Verifiability provides assurance to users that accounting information faithfully represents
what it claims to represent and that the information is free from material error, complete,
and neutral. Measures based on the hypothetical market construct will, in most cases,
require a Level 5 fair value estimate as defined in the FASB’s proposed Statement of
Financial Accounting Standards, Fair Value Measurements. These estimates
significantly rely on entity specific inputs that, in our opinion, share acommon
characteristic: the inability to obtain through a consensus among measurers that the
chosen method of measurement has been used without error or bias. We observe that the
use of these error and bias-prone estimates led to the requirement that the transaction
price be used to estimate the fair value of a derivative instrument unless an estimate
determined by the entity is derived principally from observable market inputs under EITF
Issue No. 02-3, “Issues Involved in Accounting for Derivative Contracts Held for Trading
Purposes and Contracts Involved in Energy Trading and Risk Management Activities.”

In fact, we observe that a majority of the Board shares this concern and has tentatively
agreed to carry this notion forward under proposed FASB Staff Position FAS 133-a,
Accounting for Unrealized Gains (Losses) Relating to Derivative Instruments Measured
at Fair Value under Statement 133. If the Board is uncomfortable using Level 5 fair
value estimates for financial instruments, we find it difficult to understand how Level 5
estimates for non-financial instruments that are rarely (if ever) laid-off are more
verifiable. In fact, we believe that Level 5 fair value estimates are unverifiable and that
requiring the use of unverifiable estimates will lead to a significant deterioration in the

quality of financial information.
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We also believe that the hypothetical market construct does not consistently provide
measures that are neutral. Neutrality means that financial information must be free from
bias intended to influence a decision or outcome. We observe that significant judgment
is necessary to estimate the transaction price in a hypothetical market and introduces
substantial opportunity for measurer bias. Given the wide range of possible and
defendable choices that are inherent 1n these estimates, measurer bias can lead to
differences that are material either individually or in the aggregate. Further, given that .
these concepts would apply to all assets and liabilities, the approach exposes financial
reporting to unprecedented gamesmanship and, we believe, would lead to a significant
deterioration in the quality of financial information.

Relevance

Certain events, like the unconditional rights and obligations described in the Invitation to
Comment, seem to represent business opportunities and risks that may result in a future
inflow or outflow of assets. We question whether measuring these assets and liabilities at
fair value provides more relevant information to financial statement users than applying
the recognition, measurement and disclosure criteria provided in FASB Statement No. 5,
Accounting for Contingencies. 1f management believes that it is highly likely that it will
not forgo an asset as a result of a business risk, why is the recognition of an amount that
management knows (with a high degree of certainty) that it will not pay (the layoft
amount) more relevant than zero (management’s best estimate)? We believe that
management’s best estimate of the future cash outflow, coupled with disclosure, can
provide users with relevant financial information about the nature, timing and amount of

an entity’s future cash flows.

Looking Forward

The Board’s recent work on FASB Statement 143, FASB Interpretations No. 45 and No.
- 47, and some of the comments in the Invitation to Comment, suggest that the Board has
already concluded that fair value 1s the most relevant measurement attribute. However,
we believe that the FASB must perform a robust assessment of whether other
measurement attributes provide information that, on balance, 1s more relevant and
representationally faithful than fair value. As stated in paragraph C27 of the Board’s
proposed Basis of Conclusions on Fair Value Measurements,

The Board acknowledged that in some cases there might not be a market
for the asset or liability at the measurement date. In those cases, the reference
market is hypothetical, constructed from inputs relevant to the asset or liability.
Accordingly, marketplace participants in that reference market also are
hypothetical. The Board understands that for some, a hypothetical reference
market construct raises concerns about the relevance and reliability of the
estimate. In particular, some believe that a hypothetical reference market
construct is an artificial construct that does not faithfully represent an actual
economic phenomenon and, as such, would seem to be of questionable relevance
to users of financial statements. Some Board members share those concerns.

Page 4




However, the Board agreed that concerns about fair value measurements that are
predicated on hypothetical transactions in hypothetical markets derive from a
threshold issue that relates principally to the selection of the appropriate
measurement attribute, an important area of focus in the Board’s conceptual

framework project.

We are encouraged that the Board -ntends to address these difficult 1ssues through its

conceptual framework project. We believe that some of the issues relate to properly
identifying assets and liabilities. We believe that other 1ssues relate to selecting the
appropriate measurement attribute and disclosing the risks inherent in the measurement
attribute and the item being measured. Therefore, we recommend that the Board address
measurement attributes, the selection of measurement attributes, and the role that
disclosures play in communicating business risks and opportunities at the same time it
addresses the definition, recognition and measurement of assets and liabilities with

uncertainty.

If you have any questions regarding our responses, please do not hesitate to contact
Leslie Culbertson at 408-765-5545 or Kevin McBride at 503-696-1299.

Sincerely,

eslie Culbertson
Corp. VP, Director of Corporate Finance
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