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Statement 6. This is an exampie of a failure to communicate as most
constituents have paid little atiention to the FASE’s position 1n Concepis
Statement & that “probable” means only not certain or proved. Instead,
constituents focus on the use of the term in Staiement 5 where it means
something that is likely to cccur. While neither of these uses represenis a
precise measure of expected cutcome, the Statement 5 usage 1s considered G
be a high percentage while the Concepts Statement 6 usage means a
percentage that may be at the exireme other end of the range. In large part
because of the emphasis in practice on the use of probability in Statement 5
it is illogical to most practitioners tc require recognition of an amount that
has only a very low chance of resulting in a cash flow.

This failure to communicate 15 made worse b} s: tements such as the
following in paragraph 52 of the Invitation: *... the IASB also notes that the
amount an entity would expect to pay to sait;e Or t:"'= isfer the stand-ready
obligation would reflect the likelihood, amount, and timing of the expected
cash flows related to the associated conditional obligation.” The problem 1s
that most business people look at what are presently called contingent
liabilities as one potential obligation that will either resuit in scme cash
payment or not. When it is highly unlikely that any payment will be made,
business people don’t see the sense of recording a liability. They are not
oblivious o the fact that there is some economic exposure but they quesiion
the relevance of recording a liability that they do not expect to pay and that
they cannot reasonably measure. When words like “expected cash ilows
related to the associated conditional obligation” are used, those business
-people simply state in response “we don’t expect ary!” And in those cases
where some payment is expected, they would record an amount representing
the costs they actually expect to incur rather than a hypothetical settlement
amount in a transactuon with a third party.

As noted in paragraph 37 of Concepts Statement 2, “Thus, financial
reporting should provide information to help investors, creditors, and others
assess the amounts, timing, and uncertainty of prospective net cash inflows
to the related enterprise.” While the traditional approach of accounting for
contingent liabilities based on reasonable estimates of amounts that are
likely to b& paid may not be perfect, it seems far more likely to achieve this
orincipal purpose of financial reporting of assessing actual future cash tlows
than the approach in the Invitation.



The FASB and IASB apparently believe that financial accounting concepts
can be improved by changing terminclogy for contingent habilities (and
assets) to call them conditional and by dividing what has been traditionally
considered as one amouni into conditienal and unconditional components.
The problem with the terminology issue is that there 1s no obvious difference
beiween contingent and conditional. For example, in my office dictionary,
one of the definitions for “contingent” is “dependent on; conditional.”
Accounting concepts that rest on whatever semantical distinctions the Board
members see in these two terms are ualikely to result 1n clear guwdance for
futurs standard setting activity.

The division of amounts into conditional and unconditional rights 1s overly
theoretical and ignores the practical way in which these iterns are evaluated
in the business world. The examples in paragraphs 33-35 of the Invitation of
supposed unconditional rights in contract settings are not asseis or liabilities
in any conventional use of those terras. While { didn’t find a definition of
“unconditional” in the body of the Invitation, paragraph BC11 of Appendix
A explains that the IASB believes that unconditional means “nothing cther
than the passage of time is required tc make its performance due.” That 1s
not the case for any of the three examples offered in the Invitation as
explained in the foliowing paragraphs.

Example 1 — paragraph 33 — While the filing of a lawsuit may eventuaily
lead to a claim being heard by a court, there is no “unconditionai right” to
the claim being heard by a court until after many months or even years of
legal procedures have occurred.  Why is that any more of an “unconditional
right” than ancther company that believes it has been damaged and pians
file a lawsuit tomorrow? The second company has substantiaily the same
legal opportunities as the first company, and neither has fully exercised them
yet. Each of these companies would have substantial hurdles to clear before
their case would be heard by a court.

Example 2 — paragraph 34 — The Invitation states that an application for an
operating license is “an unconditional right to participate in the process of
applying for the license that does gualify as an asset.” Is nothing else
required other than the passage of time in this case? Or might the apphcant
have to appear at a public hearing to address guestions about the application
ot do other things before a license 18 or isn’t granted? As an analogous

th



example, if [ bave applied for a job, somehow it doesn’t strike me that I have
an asset that should then be recorded on 1ny personal balance sheet because 1
have an “anconditional right” to have my application considered by the
human resources department. Presamably, [ would have to go through
interviews, submit additional references, undergo background checking, or
do other things before I conld be officiaily considered for employment. if
500 individuals have all applied for this same job, does each of them have an
asset?

Example 3 — paragraph 35 — Likewise, an “unconditional right to the
economic value of the developing contractual relationship with the
customer” at the time of negotiating a contract with a potential new
customer isn’t dependent solely on the passage of timee. Before this
“relationship”™ wili have any value, it has to develop over time through
further efforts by the poiential selier.

Board members may or may not agree with my argumentis that the exampies
are not clear illustrations of unconditional rights. 1 used my explanations to
illustrate that trying te break what we have traditionally calied contingent
liabilities into conditional and uncenditional elements is not only overly
theoretical but if aiso is not likely to be applied 1n any sort of practical way.
And even if we accept the Board’s distinction between conditional and
unconditional elemenis, how in the world are we to determine amounts to be
assigned to “assets” such as the right for a claim to be heard, the right for a
license application to be considered, or the developing relationship with a
potential new customer? | |

I am also curicus as to how the conditional/unconditional analysis would
work for a transaction in which cash is exchanged on the front end. For
example, if a company sells a one-year warranty to a customer for $200,
would the Board require that only a small amount representing the
anconditional obligation to stand ready be recorded as a habiiy? Would
the remaining major porticn of the contract representing the conditional
warranty coverage if and when something actually goes wrong with the
product be recognized as “income” when the warranty 1s scld?

In paragraph BC26 (taken from IASB literature) the Invitation states,
“Nonetheless, the Board observed that in practice the conditional obligation
is sometimes the more readily identifiable obligation. Thus, i can be used
as a pointer to any asscciated unconditional obligation.” 1 would probably



change “sometimes” to “usuelly” or “alimost always” in the quotation above.
The so-called conditicnal obligation is the essence of these transactions and
it appears that Board members are stretching their imaginations to find
“unconditional obligations” hidden in these transactions in order to support
the theoretical approach they espouse.

As a final comment on the conditicnal/unconditional approach, how would
what are now known as executory contracts be accounted for? Should we
assume that there is some unconditional element of these contracts that must
be recorded in all cases? For example, I have a letter of understanding that
the University of Georgia intends to employ me for the 2006-07 school year.
While I doubt that the University could force me to work, and I also doubt
whether I could force the University to employ me if, for example, a
budgetary crisis ensues, does the University have a liability and do 1 have an
asset at this time? What is its nature? At what amount shouid it be
recorded?

A Final Note

Obviously, it is the FASE’s responsibility to improve financial accounting
standards, not just change them. When making such radical changes to
accounting models that have existed for 30 years or more, it seems to me
that the Board needs to provide convincing evidence that the information
produced by the new approach will be clearly superior to the information
provided by the old model. Rather than continuing to impose the Concepts 7
model in ever more creative ways, [ suggest that it is time for the Boazd to
step back and objectively examine whether what it has done to date (see
specific examples cited above) is truly an iroprovement. This Invitation
gives the FASB an oppertunity to do so and 1 sincerely hope that it will be
taken sericusly.

If you have any questions on my comments, please let me know.

Sincerely,

Dennis R. Berestford
Emnst & Young Executive Professor of Accounting



