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At today’s meeting, the Board will discuss the status and priorities of the cross-cutting issues

within the elements and recognition phase (Phase B) of the conceptual framework project.
Background

1. Phase B of the Conceptual Framework project includes a wide range of topics that were
considered sufficiently inter-related that they must be considered in a single phase. These
comprise the following topics:

Asset definition

Liability definition

Liabilities & equity

Other elements

Unit of account

Recognition
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Derecognition

Asset Definition

2. In November 2006, the Boards agreed to consult with selected technical experts, as well as
the Boards’ Advisory Committees and others, on the working definition of an asset. This
consultation was undertaken in the first quarter of 2007. The following list summarizes the

main messages derived from the consultations:

a. Compared to the present definitions, most agreed that the working definition
includes improvements. Responses tended to be more favourable in forums
where the staff had the opportunity to explain what it was doing, rather than from
those who read the proposals solely.

b. The most favoured improvement was the removal of the likelihood assessment
from the existing definitions.
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c. There was support for focusing the definition on what presently exists, rather than
seeking out whether there has been a past transaction or other event.

d. There was support for focusing the definition on the present “stock” or item,
rather than the future “flows” or future economic benefits from the item.

e. Many commented that to fully evaluate and understand the implications of the
proposals, unit of account, recognition, and derecognition, and maybe even
aspects of measurement, need to be considered.

f. Mixed views were provided as to whether an asset is a right to an economic
resource or is the economic resource. On balance, more think that an asset
definition that focuses on what an entity’s rights are will be more reflective of
how business is conducted today and will be a more effective tool.

g. The replacement of “control” by “rights or other privileged access” received the
least support, with some questioning whether it might be better to explain how the
term “control” should be used, rather than to replace the term.

h. Several of those consulted suggested that rather than referring to “rights or other
privileged access” the staff should refer only to “rights,” but explain that concept
in the amplifying text in terms that include the ideas of “other privileged access”.

i. Several of those consulted cautioned against undue focus on legal enforceability
and requested a clearer articulation of the interaction of “legal enforceability,”
“enforceability by equivalent means” and “privileged access’.

J. Several of those consulted were concerned that application of the definition
requires consideration of some aspects of measurement.

k. Some of those consulted questioned whether one should consider gross or net
cash flows in assessing whether something has positive economic value. At least
in part, this is a “unit of account” question.

I. Several of those consulted noted that the amplifying text over-emphasises cash
flows.

3. Based on the feedback from the consultations, further clarification and explanation of some
of the proposals in the working definitions seems necessary. While the consultations revealed
that there are different views as to how the definition might better be expressed, there was
general agreement that the proposed working definition of an asset captures the right ideas
and includes improvements compared to the existing IASB and FASB definitions.



Liability Definition

4. The staff discussed issues associated with the definition of a liability with the Boards in April
2006. Since then, staff has developed a working definition of a liability and amplifying text,
but has not discussed that with the Boards, except in providing the working definition of a

liability as a near mirror image of the working definition of an asset.
Liabilities and Equity

5. In November 2006, the Boards considered the first two cross-cutting issues of the liabilities
and equity phase and directed the staff to expedite exploring an approach that would replace
the liability and equity elements with a single element (claims). The implications of that
approach were discussed in February 2007. In April, the Boards decided to defer further
work on this part of Phase B of the Conceptual Framework project pending the forthcoming
FASB Preliminary Views document, and expected IASB Discussion Paper, on the related

standards-level project and constituents’ comments on that document.
Other Elements

6. This aspect of Phase B deals with convergence of the flow elements (the IASB’s definitions
of income and expense versus the FASB’s definitions of comprehensive income, revenues,
expenses, gains, losses, investments by owners, and distributions to owners) and potential
other elements (such as cash flow elements). The staff noted, in April 2007, that further work
on this topic can, to some extent, leverage off active standard-setting projects (for example,
revenue recognition and financial statement presentation). The staff also notes that potential

progress in this area is limited until work on liabilities and equity is reactivated.

7. This topic also includes considering net income versus comprehensive income, including the
possible role of net income and other comprehensive income. Work has not yet commenced
on this subject—and is likely to be informed by present deliberations in the joint project on

Financial Statement Presentation.



Unit of Account, Recognition, and Derecognition

8.

The staff has not yet commenced work on any of these aspects of Phase B. Additionally, the
Boards' current frameworks provide no guidance on how the unit of account (the “thing” that
is to be accounted for) should be determined. The staff intends to develop conceptual
guidance to assist in analyzing such issues that arise in various standards projects. They
include, for example:

a. Should similar things be accounted for together, rather than separately?

b. Should some "related" assets and liabilities be accounted for together or netted?

c. Should an entity define/recognise assets and/or liabilities arising in contracts that are still
fully executory? If so, what are the assets and liabilities and should the entity account for
and report them separately or account for them as a single net item?

d. How do we identify, or specify, the thing that is to be accounted for (for example, in the
case of a lottery ticket, identifying the asset as the participation in the lottery, rather than
the prize resulting from the lottery draw)?

Analysis

10.

11.

The staff has made significant progress on asset and liability definitions, but still has some
more work to do—more so on liabilities than on assets. However, the staff has not yet started

to consider any of the issues relating to unit of account, recognition, or derecognition.

At one time, the staff had contemplated the possibility that the asset and liability definition
topics in this phase might be capable of separation from the rest of the topics, for separate
due process consultation. However, the staff thinks that it has become clear that the
interactions between the topics in this phase make it infeasible to separate those topics.

The staff thinks that much of the work remaining on the asset and liability definitions relates
to clearer expression of the proposals. This includes settling on the final words to be used,
including the order of those words in the definition, as well as striking the appropriate
balance between the definition and the amplifying text. However, before such work is

undertaken, the staff thinks that it would be useful to consider other issues in Phase B.



Staff Recommendation

12. The staff recommends setting aside, temporarily, direct consideration of the remaining asset
and liability issues and beginning consideration of the cross-cutting issues dealing with unit

of account, recognition, and derecognition.

a. Some of the unresolved cross-cutting issues in the definitions cannot be fully
resolved without commencing consideration of unit of account, recognition, and
derecognition.

b. The liability definition cannot be finalized until the boundary between liabilities
and equity has been considered.

c. The thinking developed in considering unit of account, recognition, and
derecognition might help in finalizing the definitions of an asset and a liability
and might help find answers to disputed pieces and point out how to modify parts
of the proposed working definitions.

d. Many of the reviewers from the informal consultation on the definition of an asset
had difficulty considering the definitions without considering unit of account,
recognition, and derecognition, and perhaps other concepts (some suggested
measurement).

e. Considering some of the unit of account, recognition, and derecognition issues at
a conceptual level will increase the likelihood of greater consistency in decisions
at the standards-level.

Question for the Board

Are there any issues dealing with the definitions of an asset and liability that the Board thinks
must be dealt with now, before considering unit of account, recognition, and derecognition? If
so, what are they and why must they be considered now?
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At today’s meeting, the Board will discuss two topics related to the measurement phase (Phase

C) of the conceptual framework project.

a. Topic I: Measurement Concepts and Principles

b. Topic Il: Evaluation of Measurement Basis Candidates Using Measurement
Concepts and Principles

TOPIC I: MEASUREMENT CONCEPTS AND PRINCIPLES
Background

2. In March, the Boards approved several changes to the plan for the measurement phase of the
conceptual framework (CF) project. One of those changes was to add a discussion of
measurement concepts and principles at the beginning of Milestone 1. The Boards also
agreed that measurement concepts and principles should be the first set of criteria used to

evaluate the measurement basis candidates brought forward from Milestone 1.

3. In Milestone I, the Boards agreed to a set of measurement basis candidates and definitions of
those candidates. The purpose of standardizing measurement basis terminology was to
improve communication and understanding among Board members, staff, and constituents
throughout the measurement phase of the CF project. The staff thinks that a similar effort
with respect to measurement concepts is as important, if not more so. Both within and
outside the discipline of accounting, terms such as measurement, estimation, calculation,
allocation, and forecast have been used interchangeably. The result has been imprecision in

communication and confusion of the concepts behind the terms.

4. The staff acknowledges that the concepts, principles, and terms discussed today can be
interpreted differently. The interpretations that the staff recommends are intended to help the
Boards and staff both to identify and to understand differences in measurement basis

candidates for financial statements.
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Measurement Concepts

5. Although accounting standards frequently use the terms measure and measurement, the staff
is not aware of any standard that defines measurement. Some accounting standard setters
have provided definitions in their conceptual frameworks. However, the standard setters’
definitions of measurement are not discriminating enough for our purposes. Because the
existing methods for determining financial statement amounts include calculation,
estimation, allocation, and forecasting, those definitions do not provide a means for
distinguishing between measurement and those other activities.  Furthermore, those
definitions do not provide a means for evaluating the measurement basis candidates because

they do not discriminate among the candidates or their variations in any way.
Theories of Measurement

6. The definitions and concepts of measurement of accounting academics and theorists are more
diverse and at times more discriminating than those of standard setters. In each case, they
reflect more developed theories of measurement derived from science and used in the world
at large. As such, it is useful to examine those theories directly before discussing the views
of accounting academia. There are three basic theories of measurement, all of which are

products of either the physical or social sciences.

a. Classical Theory: assumes that an objective reality exists that can be observed.
According to classical theory, measurement is the process of mapping an
observable attribute of a physical object onto the imaginary world of
mathematics using a rule. Stated another way, measurement is the process of
representing quantitative attributes of physical things in terms of numbers.

b. Representational Theory: still assumes an objective reality, but that reality may be
qualitative rather than physical and thus may not be directly observable. In
representational measurement, social scientists look for observable attributes,
often behaviors, which are assumed to be related to the unobservable attribute of
interest. A model is then developed that mathematically relates the observable
attribute(s) to the unobservable attribute. Even though the attribute of interest
cannot be observed, it is assumed to exist because relationships between the
observable attribute(s) can be explained in terms of the unobservable attribute.

! The terms property and dimension also are used in classical theory. The term basis, as used in the CF project, is
intended to have the same meaning as these other terms.



c. Operational Theory: does not assume any objective reality, observable or
unobservable. In the operational theory, the operation that is called measurement
IS more important than what is being measured. If the result of the operation is
considered useful (if it can be used to make predictions, for instance), then it does
not matter whether what is being measured can be observed, or whether it even
exists.

Levels of Measurement

7. A better understanding of the consequences of adopting one of the above theories of
measurement as opposed to the others is possible if those theories are related to what are
commonly called the levels of measurement. The classification into levels discussed today is
that of Stanley Smith Stevens. He proposed four levels of measurement, or measurement
scales, which vary according to the mathematical operations that may be meaningfully
performed on the measurements within each level, as well as the kinds of statistics that are
appropriate for measurements in each level.? Stevens’ scheme is the most widely used and is
instructive in further understanding the concept of measurement and differences between

many measurements in the physical and social sciences. Stevens’ four levels are:

a. Ratio Measurement: the highest level of measurement in Stevens’ scheme. The
feature that distinguishes ratio measurements from those at lower levels is found
in the term ratio. Numbers that result from ratio measurements can be used to
create meaningful ratios. Stated differently, it is meaningful to apply the
mathematical operations of multiplication and division to such numbers. For a
measurement scale to be a ratio scale, it must have an absolute zero value (in
contrast to a relative zero value such as that found in Celsius and Fahrenheit
temperature scales). Otherwise, multiplication and division of measurement
results cannot faithfully represent the physical reality.

b. Interval Measurement: Measurements in this level are so named because the
intervals between units on interval measurement scales are equal. This is also true
of ratio scales; however, interval scales do not have an absolute zero value.
Therefore, addition and subtraction of interval measurements may be meaningful,
but multiplication and division cannot be. Temperature measurements using the
Centigrade and Fahrenheit scales are common examples of interval
measurements. For measurements using those scales, it is meaningful to say that
a measurement of 10° is five degrees warmer than a measurement of 5°, but it is
not true that 10° is twice as warm as 5°.

% Stevens, S.S. (1946). On the theory of scales of measurement. Science, 103, 677-680.



c. Ordinal Measurement: The distinguishing feature of ordinal measurements is that
they can be used to indicate the rank order (1, 2", 3" and so forth) of things
with respect to the property of those things that is measured. Thus, comparisons
can be made between two objects to the effect that one object is greater than or
less than another object in terms of that property. However, higher order
mathematical operations on ordinal measurements, such as addition and
subtraction, have no meaning.

d. Nominal Measurement: the lowest level in Stevens’ measurement scheme. As
with ordinal measurements, nominal measurements may be given in terms of
either numbers or words. The numbers or words of nominal measurements are, in
effect, names or labels for the objects being measured. There are no measurement
scales in nominal measurement. The names or labels given to the objects simply
result in sorting those objects into various categories. The only comparisons that
can be made using nominal measurements are those of equality and inequality,
but those comparisons do not have any quantitative meaning. In the context of
nominal measurement, equality and inequality mean only *“of the same category”
or “not of the same category.”

8. In conjunction with his four levels of measurement, Stevens provided a definition of
measurement as being “the assignment of numerals to objects or events according to some
rule.” That definition is commonly used in various disciplines. A comparison of Stevens’
definition with each of his levels of measurement shows that each level satisfies that
definition. However, it is also apparent that measurement means something quite different at
each level. A significant difference exists between the quantitative relationships among
objects that can be expressed mathematically and analyzed statistically using ratio

measurement and the quantitative meaning of nominal measurements, which is nil.
Measurement in the Academic Accounting Literature

9. As it happens, there is support for each of the three theories of measurement (classical,

representational, and operational) in the academic accounting literature.

a. Classical: The use of the classical theory of measurement by accounting
academics is perhaps best represented in the works of several accounting theorists
from the “golden age” of accounting theory, the 1960s and 1970s. Raymond J.
Chambers in Australia, Edgar O. Edwards and Philip W. Bell in the U.S., and
Robert R. Sterling in the U.S. all developed rather detailed accounting theories
that depended on the classical theory for their concepts of measurement.® All of

® See Chambers, Raymond J.,Accounting, Evaluation and Economic Behavior, Englewood Cliffs, N.J.: Prentice-
Hall, Inc., 1966; Edwards, Edgar O. and Philip W. Bell, The Theory and Measurement of Business Income, Berkley,



those theorists advocated some kind of current price as the appropriate
measurement basis for assets and liabilities. Each of their theories is compatible
with a view that the relation between an asset and a current price is as real and
measurable as many of the properties and relations measured in the physical
sciences.

b. Representational: Representational measurement theory in the academic
accounting literature appears in two different contexts, accounting theory
construction, and contemporary academic accounting research. In fact, most
current accounting research is based on representational theory.

c. Operational: The operational theory of measurement is exemplified in academic
accounting literature primarily through the use of Stevens’ broad definition of
measurement as the assignment of numbers to objects or events using some rule.
Generally, such uses predate the FASB’s original conceptual framework. The
staff suspects that many accounting academics whose interests lie outside
accounting theory, as well as most accounting practitioners, think of measurement
in a way that is consistent with the operational theory and Stevens’ definition.

Analysis

10. Given the simplicity and fairly wide use of Stevens’ measurement definition, it is tempting to
adopt that in the CF project. However, the staff thinks the definition of measurement should
be constructed around the theory of measurement that is most closely aligned with the nature
of assets and liabilities.

11. In that regard, the staff thinks that the classical theory is the appropriate one to use for two
reasons. The first reason is that assets and liabilities have economic attributes of interest to
accounting that are measurable in the sense that term is used in the classical theory. The
second reason is that the level of measurement that is most appropriate for measuring assets
and liabilities is ratio measurement, which is most closely associated with the classical
theory.

Staff Recommendation

12. The staff proposes the following definitions in regards to measurement:

California: University of California Press, 1961; Sterling, Robert R., Theory of the Measurement of Enterprise
Income, Lawrence, Kansas: University of Kansas Press, 1970; Sterling, Robert R., Toward a Science of Accounting,
Houston, Texas: Scholars Book Co., 1979.



