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lAS 37 required a current discount rate to be used both on initial recognition and on 
subsequent measurement. Therefore, in the draft Standard, the Board decided to clarify 
that when discounting is used, the rate is a current rate at each balance sheet date. The 
Board acknowledges that in relation to subsequent measurement of a liability this is 
different from SFAS 143 and SFAS 146. However, the Board believes that the use of a 
current rate is both more representationally faithful and consistent with the existing 
requirements of lAS 37. 

The use of a current discount rate reflects the current _ environment and provides some consistency 
between initial and subsequent measurement. However, the use of a current spot rate would create 
overwhelming fluctuations. Reported net income would be buried by even small discount rate changes, 
assuming net income is sensitive to the balance sheet. Another problem is giving an interpretation or 
meaning to a current rate. There seems to be little rhyme or reason cited. There appears to be little 
guidance as to how to deteImine an "appropriate" rate. 

AFTF, in contrast, incorporates a natural and unequivocal discount rate22
. This rate has several desirable 

characteristics, not the least of which is relevance to shareholders. 

Future events 

BC84 lAS 37 currently specifies that future amounts should be reflected in the measurement of 
a liability if there is sufficient objective evidence that they will occur. Therefore, for 
example, in measuring an obligation to clean up environmental contamination, an entity 
should not anticipate the development of a completely new technology for cleaning up 
unless that technology is supported by sufficient objective evidence. However, it would 
be appropriate for the entity to reflect the expected benefits of the effects of increased 
experience in applying existing technology. 

This example seems to emphasize that judgments should be realistic and not self-serving or without a finn 
support basis. I think it is sufficient to require expected values. 

With AFIF management 'assumes re'sponsibility for expected cash flows and their realization. Failure to 
meet its own expectations is strictly a management failure. AFTF accounting is essentially unaffected by 
the accuracy of management projections. On the other hand, the stock will pay a steep price for any 
management misjudgments or miscues. 

BC8S The Board noted that this requirement conflicts with measuring obligations using an 
expected cash flow approach. For example, an entity that is measuring a product 
warranty obligation with no observable market price would consider the likelihood that 
claims will occur, and the amount and timing of the cash flows that will be required to 
meet those claims. Read literally, lAS 37 suggests that the likelihood of future claims 
arising would be reflected in the measurement of a "Iiability only if there is sufficient 
objective evidence that they would occur. Accordingly, some (possibly all) of the cash 
flow scenarios that should be considered in measuring the liability might be 
inappropriately disregarded. 

It would be highly unlikely for a product warranty to produce no claims. The "objective evidence" 
clearly supports some provision for claims. It is only a matter of deteImining the "best estimate" for such 
claims. This would seem to be the expected value of claims. The fact that an expected cash flow is a 
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contingent future flow does not demote it to objective nonexistence. Nor can a total liability be examined 
or sliced thin enough to ignore each slice as immaterial. The lack of observable market value also does 
not diminish the obligation. In my opinion, the example cited is weak and the warranty liability would, in 
practice, not be "inappropriately disregarded". 

BC86 The Board reasoned that if an expected cash flow approach is used appropriately, there 
is no reason why an entity should not use assumptions about future events that affect the 
amount required to settle an obligation, regardless of whether there is 'objective 
evidence'~ about, those events occurring. This is because in an expected cash flow 
calculation, the likelihood of those events occurring will be reflected in the probability 
weighting applied to the cash flows. Thus, for example, an entity measuring a clean-up 
obligation should make assumptions about future changes in technology, as long as the 
probability weighting applied to those assumptions appropriately reflects the likelihood 
that the change in technology will occur. 

An important observation. Expected values incorporate all contingencies. The actuary is familiar with 
contingencies affecting outcomes directly or indirectly. The actuary often applies probabilities to cash 
flows and to the events that lead to or prevent such cash flows. Often such multiple contingencies are 
incorporated into a total discount which includes interest or is incorporated into the interest discount rate. 
For example, junk bond cash might be evaluated using default probabilities applied to bond coupons and 
maturity value or by using a sufficiently high interest rate which implicitly reflects the risk. Admittedly 
such analyses are complex and rest on assumptions but experts routinely do this work. A company in 
business should have the expertise to form reasonable business expectations. 

The AFTF accounting model has the distinct advantage of not placing the burden of expectations on 
accounting but rather on management (the willing and delegated experts). 

BC87 Therefore, the Board decided to withdraw the requirement for future events that affect the 
amount that will be required to settle the obligation to be included in the measurement of 
that obligation only if there is sufficient objective evidence that they will occur. Although 
some may be concerned that this could result in unrealistic assumptions being used in 

.. ' the measurement of a liability, the Board noted that the measurement requirement in lAS 
37 encompasses a settlement notion. This enforces discipline in measuring a liability 
because an entity is required to consider what a counterparty would demand to assume 
the liability. 

Counterparty prices enforce a discipline but a very weak one. The price a counterparty would charge 
would generally be higher (ceiling) than the entity expected cost whereas the danger is understatement for 
which a floor is a stronger discipline. Counterparty prices are only a discipline if "fair value" is the goal. 
Unfortunately "fair value" is not an entity expected or economic value. 

BC88 The Board also decided to amend former paragraph 50 to specify that the effect of 
possible new legislation should not be reflected in the measurement of a liability. The 
Board reasoned that if, as discussed in paragraph BC29, there is no obligation until the 
law is substantively enacted (ie until the new law exists), it would be inconsistent to 
measure an existing obligation taking into account a possible change in the law. 
Accordingly, an entity that has an existing legal obligation to clean up contamination in a 
country in which the government is considering amending the law and requiring a higher 
standard of clean-up, should treat the change in the law as changing the nature of the 
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underlying obligation. Therefore, it gives rise to a new obligation rather than changing the 
amount required to settle the existing obligation. 

This "new obligation" approach doesn't affect the total liability and is a matter or presentation within 
account records. It is more explicit to separate the liabilities, which maintains a better audit trail, but it 
may be more difficult, in some cases, to value related or overlapping liabilities separately. 

There is a greater issue represented by Be88. Why should an accounting model focus on such a narrow 
issue in thl! first place? Detailed prescriptions or proscriptions are not the proper scale of (ocus for a 
concept based accounting model. AFfF, in contrast, does not get mired in detail. There are no industry 
or situation specific rules. Instead AFTF has general methods and purposes to guide financial reporting 
along the proper path. For example, the expectations concept anticipates the future for any industry or 
company. 

In the following notes reference to essays are to essays by Humphrey Nash. They appear on the website: 
http://home.sprintmail.com!-humphreynashllndex22.htm. References to submissions are submission by 
Humphrey Nash to FASB. These are available on the FASB website or on file at FASB. 

I A standard is part of a simple, cohesive and consistent set of principles. A standard must not refer to a specific industry or 
situation. Few of the 150+ FASB statements are standards. It would be a very useful exercise to study the statements to 
extract the fundamental principles which the statements exemplify. 
2 It would be a good idea to distinguish uncertainty from statistical measures such as probability and variance. The result of an 
honest coin flip may be uncertain but the probability is not uncertain. In a sense the coin flip is maximally "uncertain" (50% 
chance of head or tail). The result of several coin flips may exhibit some variance (random risk) but again this is statistically 
certain and measurable. Variance may be a problem in that certain outcomes may be preferred and there may be a risk 
premium associated with such variance. It is extremely difficult to quantify this risk premium (for example, as an interest 
discount rate); it may not even be positive (for example, lotteries or even stocks may attract risk seekers). In fact, the risk 
premium is not a company parameter; it is a function ofthe shareholder's risk tolerance, diversification, hedging, knowledge, 
financial status, etc. AFI'F handles this (and other related issues) easily and precisely by observing market prices which 
implicitly and unassailably express the consensus risk premium. 
Most often, however, variance is not the important ingredient; not knowing the underlying probabilities is the larger difficulty. 
This type of uncertainty is generally irreducible (by diversifying, repetition, hedging etc.). This type of uncertainty requires 
experience, judgment and courage to overcome and is rightly a management responsibility. It has no place in accounting. 
Probabilities (expected values), YES. Variance, POSSIBLY. Uncertainty, NO. 
3 With AFI'F accounting measures are nevertheless disciplined. 

4 The expression of management expectations is a well established and valuable capital market mechanism. Management 
expectations or "guidanc~" becomes the standard by which the quality of management is measured. It makes mariagement 
accountable. AFI'F formalizes and extends this mechanism in a natural way using PVECF. 
5 For example, if expected cash flows are exaggerated by management then the dual validation forces the discount rate up so 
that present values are not exaggerated. In this sense expected cash flows are scale-less and measurement is independent of 
expected cash flows and the underlying probabilities. Note that it is difficult for management to exaggerate cash flows since 
the cash flow model must be validated and audited. Hence the motivation and ability to exaggerate cash flows is absent. 
Additionally, AFI'F requires the reporting of actual to expected cash flows. The capital markets extract an immediate and 
steep penalty for failure to meet expectations. 

6 The PVECF approach is useful in management decisions. For example, there is (or should be) no difference between AFIF 
measures and traditional management cost benefits analyses. 

7 Under AFIF the cash flow model is validated unequivocally and to the penny. The discount rate (historic cost of capital) is 
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also precisely auditable. AFTF measures are uniquely determined and rigorously auditable. 
8 See the essay Control. 
9 I'm reminded of a quote from the AIMR's publication Financial Reporting in the 1990s and Beyond. 
" ... analysts prefer information that is equivocally right rather than precisely wrong. Inexact measures of contemporaneous 

economic values generally are more useful that fastidious records of past exchanges." 
10 See the essay Fair Value and submissions to FASB on this subject. 

11 For example with actively traded short tenn investments. 

12 Management expectations are exactly what they purport to be and hence are completely reliable. They are also highly 
, disciplin.ed within AFIF. -. _ 

13 See the essay Control. 
14 Liabilities are current provisions for future cash flows. The future is contingent. Admittedly liabilities like probabilities can 
exist without an outcome (for example the probability of flipping heads on a coin) but the purpose of the distinctions made by 
the IASB seem to serve different purposes (to "require" completeness and avoid certain difficult asset and liability issues). 
15 Expectations, in the absence of deliberate bias, are accurate. Even with bias they are reliable; they are what they purport to 
be"i.e., management expectations. Similarly they are complete, with or without of deliberate omission. One could argue that 
omission due to lack of knowledge might produce incompleteness retrospectively. But such hindsight is not useful. AFI'F 

. scales expectations to economic values so that AFI'F financial reporting is immune to imperfect expectations. 
16 AFI'F is complete and non-duplicative, at least to the extent that AFIF represents economic values as scaled by the capital 
markets. This is guaranteed by the dual validation. 
17 See the essay "Fair Value" and related submissions to FASB. 

18 The most secure assets, e.g., US treasuries, are only "highly probable" not unconditional. Treasuries may be affected by 
such conditions as inflation, devaluations, moratoriums, embargoes, pre-maturity price fluctuations, tax policies, or outright 
repudiation or default. 
19 For financial reporting (to shareholders) the discount rate should be the shareholders required cost of capital. 
20 See the essay Control 
21 Market prices have direct meaning to the seller but are not appropriate to the buyer who values the purchase differently. 
22 See the essay The Historic Cost of Capital 
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