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Comments in Response to Solicitation of Views on
IASB Exposure Draft on “Measurement of Liabilities in IAS 37”

The following are the comments of the Accounting & Tax Committee of the Japan Foreign
Trade Council, Inc. made in response to the solicitation of views on the International
Accounting Standards Board Exposure Draft on “Measurement of Liabilities in IAS 37.” The
Japan Foreign Trade Council, Inc. is a trade-industry association with trading companies and
trading organizations as its core members, while the principal function of its Accounting &
Tax Committee is to respond to developments in domestic and international accounting
standards.

I. General Comments

In response to the 2005 ED, many comments were submitted opposing the elimination of the
probability recognition criterion. Notwithstanding this fact, the matter was never fully
consulted upon with preparers and other interested parties during the ensuing period of more
than four years. Furthermore, the elimination of the probability recognition criterion is not
even treated in the present ED. We believe this to be highly problematic from the perspective
of due process in the formulation of standards. Hasty and forcible application of standards
should be avoided. Instead, sufficient time should be given to re-discussion to ensure that
preparers are convinced of the rationale of the standards and are given an opportunity to fit
them into their accounting practices. Consideration should also be given to developing an
accurate understanding among investors.

I1. Criteria for Liability Recognition

We understand that the current solicitation of views pertains to the measurement of liabilities
as presented in the ED. Our problem, however, goes back to the criteria for liability
recognition. That is, for the reasons given below, we oppose the elimination of the probability
recognition criterion and retaining only the expected present value technique.



e The law of large numbers applies in cases where the sample is large or extensive historical
data is available, such as in the case of reserves for retirement allowances or reserves for
product warrantees. In such instances, expected value can be computed based on
measurements of possible outcomes and their corresponding expenses, losses, and
probabilities. This computation method provides a certain level of objectivity. Conversely,
the objective computation of expected value is either extremely difficult or impossible
when dealing with a small sample and limited historical data. This would be true in such
cases as reserves for legal proceedings. If objective computation is extremely difficult,
auditors will also find it extremely difficult to objectively verify the validity of the
calculations and to submit their opinions. In other words, this approach is impractical in
such cases.

e The present ED states that the computation of expected value does not have to be
complicated (B4). However, the elimination of the probability recognition criterion implies
that companies will have to recognize and measure all liabilities, even when the
probability of occurrence is 1 percent. This will place an undue burden on companies.
Therefore, we believe that the probability recognition criterion should be retained.
Although liabilities are defined as those that can be reliably measured (Working Draft (19
February 2010) 7(b), 23 and 24), this criterion is ambiguous and its practicality is doubtful.

e The following statement is made under BC16 of the present ED. “The management of an
entity facing legal proceedings needs to obtain evidence of the range of possible outcomes
and their probabilities to make decisions about whether to offer an out-of-court settlement
and, if so, what amount to offer.” In certain instances, this may be true. However, in reality
corporations do not always make such detailed calculations where the expected present
value technique can be applied. Instead, in many instances, decisions are based solely on
whether the “case can be won or lost.” Hence, the “most likely outcome” approach, which
estimates the most likely amount of final loss, can in some cases provide more useful
information on expected future cash flow. Therefore, we believe that the expected present
value technique should not be the only available method.

e One of the reasons given for the elimination of the probability recognition criterion
pertains to consistency with liability measurement under IFRS 3 and IAS 39. Under IFRS
3, however, liabilities are inevitably subject to fair value measurement in the process of
determining the fair value of the entire company. Moreover, under IAS 39, liabilities are
not necessarily subject to fair value measurement, with some exceptions such as liabilities
held for trading. Neither provides a compelling reason for the application of fair value
measurement to 1AS 37, the general standard for liabilities.

I11. Comments on Questions Posed in Present Exposure Draft
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Question 1

<Conclusion>

We do not support.

<Reasons and Alternative Proposals>

The proposal of 36A-36F calls for measurement based on the expected present value
technique. However, as noted above, we oppose the elimination of the probability
recognition criterion. Therefore, we also oppose any proposal predicated on the elimination
of the probability recognition criterion. In consideration of the practicality of application,
the “most likely outcome” approach based on the probability recognition criterion should be
allowed.

Even if the expected present value technique is to be used, we oppose “risk adjustment” to
cover the risk that future cash flows may vary from the expected cash flow as presented in
B16, the Appendix for 36B(a). Our reasoning is as follows. The value of a liability is subject
to future uncertainty. Therefore, expected value has already been factored into its
measurement. We believe it would be contradictory to further undertake risk adjustment
to cover the possibility of fluctuation in expected value. For this reason, such an approach
can be expected to cause considerable confusion and to place an undue burden on financial
statement preparers.

Question 2

<Conclusion>

We do not support.

<Reasons and Alternative Proposals>

A situation in which an obligation cannot be fulfilled other than through consignment to
an external third party would be consistent with the measurement premise (36A) defined
as “the amount that [an entity] would rationally pay . . . to be relieved of the present
obligation.” However, when it is the entity itself that is fulfilling a service obligation, the
profit margin portion would not correspond to the “amount it would rationally pay.” This
would result in an inconsistency with the measurement premise. Considering that it is
fully possible to arrive at a clear estimate of cost while maintaining a proper level of
objectivity even when the entity itself is fulfilling an obligation, there is no need to adopt a
rule that deviates from the measurement premise of 36A. Therefore, also when receiving a
service in fulfillment of an obligation, liabilities should, as a rule, be measured as the
amount paid to be relieved of an obligation, regardless of whether or not a market exists
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for the service. Furthermore, the use of third-party transaction amounts that include the
profit margin portions should be treated purely as an exceptional method.

e As stated under BC20(a), if profit margins are included in the measurement of liabilities, a
profit would be recognized when the obligation is fulfilled. Because this can mislead users
of financial statements, this point is also inappropriate.

¢ Any contradiction with the measurement of liabilities under an onerous contract can also
be resolved by adopting estimation of cost as the rule. (See Question 3.)

Question 3

<Conclusion>
We do not support.

<Reasons and Alternative Proposals>

As explained under Question 2, liabilities should, as a rule, be measured based on cost.
Therefore, measurement of liabilities based on cost should be adopted as the rule, not the
exception.

IV. Working Draft, Paragraphs 13-16: Uncertainty about Existence of Present Obligation

According to paragraphs 13-16 of the Working Draft, when there is an uncertainty whether a
present obligation exists, the management of the entity shall make a judgment whether the
obligation exists, taking into account all available evidence. If a judgment is made that a
present obligation exists, a liability is recognized. Conversely, if such judgment is not made,
then no liability is recognized. However, this means that under conditions of “uncertainty
whether a present obligation exists,” the entity is required to make a “judgment” on the
existence of an obligation based on best knowledge. Therefore, we believe that some form of
guidance is needed here.

When providing such guidance, the following matter should be taken into consideration. The
present ED proposes that all present obligations be recognized regardless of the probability of
occurrence. The relation between this and the Framework whereby a liability is recognized
when it is probable that an outflow of resources will result from the settlement of present
obligations should be clearly defined.
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