BOARD DECISIONS ON INTERNATIONAL ACCOUNTING STANDARDS

IASB UPDATE

The International Accounting Standards
Board met in London on 29 April —2 May
2003, when it discussed:

B Business combinations (phase I1)
Extractive industries

Financial instruments

First-time adoption of IFRSs

IAS 12 Income Taxes

IAS 16 Property, Plant and Equipment
IFRIC issues

Insurance contracts (phase I)

Joint ventures

Share-based payment

Business combinations
(phase II)

Attributing a partially owned
subsidiary’s excess losses to the
controlling and minority interests

In December 2002, the Board decided that
losses of a partially owned subsidiary should
be attributed to both the controlling and
minority interests on the basis of their
ownership interests and any contractual rights
and obligations, even if the losses exceed the
minority interests’ investment in that
subsidiary. At this meeting the Board further
considered whether the existence of a
guarantee or other type of arrangement with
the subsidiary or third parties should change
the way losses are attributed between the
controlling and minority interests. The Board
agreed that the existence of such
arrangements should be accounted for
separately; they should not change the way
losses are attributed between the controlling
and minority interests. Therefore, losses of a
subsidiary should be attributed to both the
controlling and minority interests on the basis
of their ownership interests and contractual
rights and obligations (for example, income
sharing arrangements), if any, even if the
losses exceed the minority interests’
investment.

Business combination disclosures

The Board considered whether, as aresult of
decisionsin thejoint project with the FASB
on phase |1, changes are needed to the
disclosure requirements proposed in ED 3
Business Combinations.

The Board noted that the terminology in the
disclosure requirements of ED 3 would be
modified during the drafting process. The
objective of such modificationsisto ensure

consistency with the language of thejoint
working principle.

The Board agreed to add a disclosure
requirement for contingent assets acquired,
contingent liabilities assumed, and contingent
consideration recognised initially at fair value
that are not subsequently accounted for under
current IASB guidance. For those assets and
liabilities, the Board agreed to require the
disclosuresin paragraphs 84 and 85 of

IAS 37 Provisions, Contingent Liabilities and
Contingent Assets.

Comment period, effective date
and transition provisions

The Board considered the comment period,
proposed effective date and transitional
provisions for the forthcoming Exposure
Draft resulting from this project.

The Board agreed to adopt a 90-day comment
period that would give constituents sufficient
time to analyse the ED and develop
comments.

The Board agreed that the final Standard
resulting from this project should require
prospective application for business
combinations for which the agreement date is
after the effective date. In addition, the
proposed Standard should preclude
retroactive application or adjustments of
amounts recognised in combinations
occurring before the Standard is issued. The
Board also agreed that the ED should propose
that the final Standard be effective for annual
reporting periods beginning on or after
January 1, 2006, with early application
encouraged.

Convergence issues

The Board considered differences between
the IASB’s and the FASB’s conclusionsin
thejoint project to explore whether there may
be opportunities to eliminate differences prior
to issuing the Exposure Drafts. Different
tentative conclusions by the IASB and FASB
result from different views about which assets
and liabilities should be included as part of
the business combination transaction. The
Board directed the staff to explore this issue
further.

Consequential amendments

The Board considered consequential
amendments that will need to be made to
IFRSs as aresult of tentative decisions the
Board made about minority interestsin this
project. Specifically, the Board considered
whether gains and losses relating to the
subsidiary that have been recognised in
equity should be ‘recycled’:
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(8) when the parent increases or decreases
(without loss of control) its ownership
interest in the subsidiary or

(b) when the parent loses control of the
subsidiary.
The Board agreed that after a parent obtains
control of asubsidiary, subsequent increases
or decreases (without loss of control) in the
ownership interests in the subsidiary by
members of the consolidated group should
not result in gains and losses, relating to the
subsidiary that have been recognised in
equity, being subsequently recognised in
profit or loss (‘recycled’).
When the parent loses control of the
subsidiary, gains and losses relating to net
assets of that subsidiary that have been
recognised in the parent’s equity should be
reflected in profit or loss (‘recycled’) if such
gains and losses otherwise would be reflected
in profit or loss on the disposition of asingle
asset or aliahility, iein the absence of being
disposed of as part of the subsidiary. The
Board agreed that a disposal of asubsidiary is
effectively adisposal of its underlying net
assets. Therefore, general requirementsin
IFRSs should be followed with respect to
gains and losses relating to net assets of the
subsidiary that have been recognised in
equity.
The Board also agreed that:

(8 IAS 21 The Effects of Changesin Foreign
Exchange Rates should clarify that the
parent’s portion of the cumulative amount
of exchange differences that relatesto a
foreign subsidiary should be recognised
in profit or loss only when control of the
foreign subsidiary is lost rather than when
the parent’s ownership interest decreases;

IAS 39 Financial Instruments:
Recognition and Measurement should
clarify that the effective portion of hedges

(continued...)
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Business combinations (phase Il) (continued)

of anet investment in aforeign subsidiary attributable to the parent
should be recognised in profit or loss only when control of the
foreign subsidiary is lost rather than when the parent’s ownership
interest decreases.

The Board considered classification of cash flows relating to changes
in the parent’s ownership interestsin the subsidiary (without loss of
control). The Board agreed that IAS 7 Cash Flow Statements should be
amended to clarify that changes in ownership interests in the
subsidiary which do not result in control being obtained or lost should
be classified as financing activities.

Recognition and measurement of deferred tax assets

The Board reconsidered its previous decision relating to the
subsequent recognition of deferred tax benefits acquired in a business
combination that did not satisfy the criteriafor separate recognition
when a business combination was recognised initialy, but that are
subsequently realised. The Board agreed that the acquirer should
reduce the carrying amount of goodwill to the amount that would have
been recognised if the deferred tax asset had been recognised as an
identifiable asset at the acquisition date under IAS 12 Income Taxes.

Any excess of the deferred tax benefit subsequently realised over the
carrying amount of goodwill acquired in the business combination
should be recorded as a gain in profit or loss.

Decision summary and comparison of IASB and
FASB conclusions in phases | and Il

The Board considered a decision summary outlining all tentative
decisions made by the Board in phase |1 of the business combinations
project. The Board agreed that its decisions in this project should be
revised to be consistent with the revised wording of the working
principle. The Board agreed to proceed with the preparation of pre-
ballot Exposure Draft incorporating all of the tentative decisions
included in the decision summary, subject to decisions resulting from
further consideration of :

(8 which assets and liabilities should beincluded as part of the
busi ness combination transaction; and

(b) theimplications of applying or not applying the full goodwill
method.

Drafting plan

During its discussions of Principle Based Sandards, the FASB
decided that one of its near-term objectives should be to use identical
style and wording in the standards issued by the FASB and IASB on
joint projects. The Board discussed how the IASB and the FASB could
work together to achieve that objective on this project. The Board
noted that to the extent possible the Exposure Drafts resulting from
this project would be similar in most respects for the decisions reached
jointly.

Convergence

IAS 12 Income Taxes

The Board discussed the following differences between FASB
Statement 109 Accounting for Income Taxes and EITF 98-11
Accounting for Acquired Temporary Differencesin Certain Purchase
Transactions That Are Not Accounted for as Business Combinations
(collectively ‘US GAAFP') and IAS 12:

B exceptionsto the basic principle

measurement criteriafor deferred tax assets and liabilities
recognition criteriafor deferred tax assets

allocations to shareholders' equity (“backwards tracing”)
balance sheet classification of deferred tax assets and liabilities
Exceptions to the basic principle

Both IFRS and US GAAP take a similar basic approach to accounting
for income taxes. The standards adopt a balance sheet liability

approach and recognise deferred tax liabilities and assets for
temporary differences and for operating loss and tax credit
carryforwards. Temporary differences are differences between the
carrying amount of an asset or liability in the balance sheet and its tax
base. Both standards have exceptions to the basic principles.

IAS 12 prohibits recognition of adeferred tax liability or deferred tax
asset for temporary differences that arise from the initial recognition of
an asset or liability in atransaction that:

(a) isnot abusiness combination, and

(b) at the time of the transaction affects neither accounting nor taxable
profit (‘initial recognition exemption’).

Furthermore, IAS 12 states explicitly that an entity does not

subsequently recognise changes in this unrecognised deferred tax asset

or liability.

FAS 109 does not provide this exception. The Board tentatively

decided to eliminate the initial recognition exception but directed the

staff to work with the FASB staff to resolve some potential issues with

other parts of US GAAP and to develop an alternative solution.

The Board discussed the fact that IAS 12 and FAS 109 provide
exceptions with respect to investments in subsidiaries, branches and
associates and interestsin joint ventures. However, there are
differences in how these exemptions are applied. The Board expressed
concern about the exceptions and directed the staff to analyse them
further.

US GAAP provides a specific exception to the basic principle of
accounting for income taxes for leveraged leases. |AS provides no
such exception. The Board noted that this difference results from
fundamental differencesin accounting for leveraged leases. Until the
larger issue of lease accounting is addressed (specifically for leveraged
leases), this difference cannot be resolved. The Board believes that
this is beyond the scope of the short-term convergence project and
concluded that no action should be taken with respect to this
difference.

An intercompany transfer of assets (such as the sale of inventory or
depreciable assets) between tax jurisdictionsis a taxable event that
establishes anew tax basis for those assets in the buyer’s tax
jurisdiction. The new tax basis of the assets is deductible on the
buyer’s tax return as those assets are consumed or sold to an unrelated
party. US GAAP requires taxes paid by the seller on intercompany
profits to be deferred and prohibits the recognition of a deferred tax
asset for any difference resulting from tax base differences between
the two jurisdictions. IAS 12 does not provide a similar exception.
The Board discussed this issue and directed the staff to develop the
analysis further.

US GAAP prohibits recognition of a deferred tax asset or liability for
differences related to assets and liabilities that, under FAS 52 Foreign
Currency Translation, are remeasured from the local currency into the
functional currency using historical exchange rates and that result from
(a) changes in exchange rates or (b) indexing for tax purposes. In
contrast, IAS 12 requires recognition of adeferred tax liability or asset
for those temporary differences. The Board discussed this issue and
directed the staff to develop the analysis further.

Measurement criteria for deferred tax assets and liabilities

IAS 12 requires an entity to measure its deferred taxes using the
‘substantially enacted’ tax rate as of the balance sheet date. US GAAP
requires an entity to use the enacted tax rate. The Board tentatively
decided that the use of the ‘substantially enacted’ rate is appropriate
and that IAS 12 should not be amended. The Board also decided that
IAS 12 should be amended to clarify that ‘ substantially enacted’

means that any anticipated change in the tax rateis virtually certain.
The Board noted that in some jurisdictions, (eg the US), enactment
may not be virtually certain until the changeis signed into law.

In measuring deferred tax assets and liabilities, IAS 12 requires use of
the tax rate applicable to undistributed profits. US GAAP provides the
option to use the tax rate applicable to distributed profitsif the tax rate
applicable to distributed profits is higher than the tax rate applicable to
undistributed profits. The Board tentatively decided that the tax rate
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applicable to undistributed profitsis generally appropriate. However,
if there were an obligation to distribute a portion of those profits, any
deferred taxes on that portion would be measured at the distributed
rate.

Recognition criteria for deferred tax assets

Under IAS 12, adeferred tax asset is not recognised unlessit is
‘probable’ that it will berealised. Under FAS 1009, all deferred tax
assets are recognised and a valuation allowance is recognised to the
extent that it is ‘more likely than not’ that the deferred tax assets will
not be realised. Thisresultsin adifferencein presentation aswell as
disclosure requirements. The Board tentatively decided not to amend
IAS 12 to in order to converge with FAS 109.

In the United States and some other jurisdictions, the term * probabl€’
is generally understood as a higher level of likelihood than ‘more
likely than not.” In some other countries, ‘ probable’ means a
likelihood that is about the same as * more likely than not’. Thus,
depending on how the meaning of ‘probable’ isinterpreted, the
recognition of deferred tax assets under IAS 12 may or may not differ
significantly from those recognised under FAS 109. The Board agreed
that the threshold for recognition should be * more likely than not'.
IAS 12 should be amended to clarify that, consistent with FAS 109,
‘probable’ means ‘ more likely than not’ for the purposes of this
Standard.

Allocations to shareholders’ equity (“backwards tracing”)

IAS 12 and FAS 109 require that the tax effects of items credited or
charged directly to equity during the current year also be allocated
directly to equity. IAS 12 and FAS 109 differ, however, with respect
to the allocation of current year deferred taxes related to an item that
was credited or charged directly to equity in aprior year. Such items
may arise from either changes in assessments of recovery of deferred
tax assets or changes in tax rates, laws, or other measurement
attributes. IAS 12 requires the allocation of the current year deferred
taxes directly to equity, while FAS 109 requires allocation to current
year income. The Board discussed the complexity of the requirement
and directed the staff to work with the FASB to develop the analysis
further.

Balance sheet classification of deferred tax assets and liabilities

In a statement of financial position that distinguishes between current
and non-current assets and liabilities, IAS 12 requires classification of
all deferred tax assets and liabilities as non-current. FAS 109 requires
classification of deferred tax assets and liabilities as either current or
non-current based on the classification of the related nontax asset or
liability for financial reporting. The Board tentatively decided to
amend IAS 12 to converge with FAS 109.

IAS 16 Property, Plant and Equipment

Exchanges of assets

An entity may acquire an item of property, plant and equipment in
exchange for a nonmonetary asset or monetary and nonmonetary
assets. The Board had previously concluded that an entity would
measure the acquired item at fair value unless either the exchange
transaction lacks commercial substance, or thefair value of neither
asset exchanged is reliably measurable.

At this meeting, the Board decided that an entity determines whether
an exchange transaction has commercial substance by considering the
degree to which its future cash flows have changed as aresult of the
transaction. An exchange transaction has commercial substance if:

(@ the configuration (risk, timing and amount) of the cash flows of
the asset received differs from the configuration of the cash flows
of the asset(s) transferred; or

(b) the present value of the cash flows the entity expects to derive
from the portion of its operations affected by the transaction has
changed; and

(c) either of the differencesin (a) and (b) is significant relative to the
fair value of the assets exchanged.

The Board observed that if the result of these analysesis clear, an
entity could conclude that a transaction has commercial substance
without performing detailed calculations.

The Board noted that the wording of the guidance in IAS 16 for
assessing whether the value of an asset is reliably measurable differs
from the comparable guidance in APB Opinion No. 29 Accounting for

Nonmonetary Transactions (APB 29). To foster convergence with US
GAAP, the Board concluded it would be helpful to observe that both
sets of guidance areintended to have the same meaning.

The Board clarified that its proposed scope is acquisitions of assets to
be accounted for under IAS 16, IAS 38 Intangible Assets, and IAS 40
Investment Property. The Board also observed that although the
guidance does not address the entity’ s derecognition of the asset(s)
transferred, measurement of an item acquired in an exchange
transaction involving delayed settlement is nonetheless within the
scope. The Board decided to proceed with its proposed scope for this
guidance, despite the fact that it is narrower than the scope of APB 29.
The Board may consider converging those scopes at a later date.
Depreciation—residual value

Theresidual value of an item of property, plant and equipment may
increase to an amount equal to or greater than its carrying amount.
The Board decided that an entity would stop depreciating that item
until its residual value subsequently decreased to an amount below its
carrying amount.

Extractive industries

The Board discussed the following matters prepared by a project team
from a group of national standard-setters (Australia, Canada, Norway
and South Africa):

(a) Possible amendmentsto IFRSs prior to 2005
(b) Possible disclosure changes to IFRSs prior to 2005
(c) Proposalsfor along-term project

(d) National accounting principles for extractive industries from
around the world

(e) A draft exposure draft of interim guidance for extractive
industries.

The Board noted that financial reporting of extractive industries
activitiesis diverse and that the various national GAAPs are

sometimes formalised in standards and sometimes not. The Board also
noted that practices differ among extractive industries entities applying
existing IFRSs.

The Board noted that there are differing interpretations of how the
IASB’s hierarchy (at present in IAS 1 Presentation of Financial
Statements and proposed to be included in [draft] IAS 8 Accounting
Policies, Changes in Accounting Estimates and Errors) would apply to
extractiveindustries’ activities. Some Board Members consider that
some present practices could be justified under the hierarchy, while
others maintain that the full cost method and some forms of the
successful efforts method of reporting pre-development costs would
not comply with the IASB Framework (or IAS 38 Intangible Assets if
it applies).

There were also mixed views on how the hierarchy applies by analogy
to astandard if that standard scopes out the activity in question. Some
Board Members expressed the view that the analogous standard should
still be applied under the hierarchy, while others think the scope
exclusion means that the Board could not have intended the standard
to be applied viathe hierarchy.

The Board reviewed a draft exposure draft noting that it represented an
‘initial draft’ only and did not contain all sections required for an
exposure draft, particularly with respect to the basis for conclusions.

The Board tentatively agreed that:
(a) IFRSsapply to entities engaged in extractive industries activities

(b) costsincurred in exploration and evaluation prior to the adoption
of IFRSs could continue to be accounted for using existing
accounting policies

(c) such costs could be exempt from the concept of cash generating
units for the purposes of impairment tests under IAS 36
Impairment of Assets.

Some Board Members were opposed to grandfathering existing
practice in respect of costsincurred in exploration and evaluation.

Some Board Members expressed concerns about a reference to an
entity’s jurisdiction in respect of the practice to be grandfathered.
Some Board Members thought that there was no need to specify that
IFRSs shall be applied by entities engaged in extractive industries
activities (except as specified in the exposure draft): this was clear
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from the scope of each Standard and IAS 1. Others viewed this
clarification as beneficial.

Some Board Members expressed concernsin respect of the definition
of the cash generating unit level at which IAS 36 would apply to costs
incurred in exploration and evaluation and/or extractive industries
activities. The Board noted that entities conducting extractive
industries activities should still be required to apply IAS 36, however,
it was more an issue of when |AS 36 would apply to costs incurred in
exploration and evaluation and at what level.

Although the proposed interim guidance would be exposed as asingle
document, it would likely consist of proposed amendments to existing
Standards (eg IAS 16 Property, Plant and Equipment, IAS 36 and
IAS 38), rather than creating a separate |FRS.

The Board agreed that further detailed work would be required on the
proposed exposure draft and specifically that input was needed from
those in industry.

Financial instruments

Improvements to IAS 32 Financial Instruments:
Disclosure and Presentation

Contracts on an entity’s own equity instruments

The Board considered the classification of financial instruments that
are indexed to, or settled in, own equity instruments as assets/liabilities
or equity under IAS 32.

The Board agreed to confirm the fundamental approach to classifying
contracts on own shares set out in the Exposure Draft of proposed
amendmentsto IAS 32 and IAS 39. The ED proposed precluding
equity classification for contracts that either involve an obligation to
deliver cash or other assets, or may be settled using a variable number
of own shares as the means for payment. More specifically, the Board
agreed that:

(& A contract that will be settled by the entity unilaterally delivering a
fixed number of own shares, or delivering a fixed number of own
shares in exchange for receiving a fixed monetary amount of cash
or other assets, is equity. One example is an issued share option
that gives the counterparty aright to buy afixed number of the
entity’ s shares for a fixed amount of cash.

(b) A contract that requires an entity to repurchase (redeem) its own
shares for cash or other financial assets at afixed or determinable
date or on demand gives rise to a liability for the redemption
amount. One example is aforward contract for the entity to
repurchase its own shares for cash.

(c) An obligation to redeem own shares for cash givesriseto a
liability for the redemption amount even if the obligation is
conditional on the counterparty exercising a right to redeem. One
example is an issued option requires the entity to repurchase its
own sharesfor cash, if the counterparty exercises the option.

(d) A contract that will be settled in cash or other assets is an asset or
liability even when the amount of cash that will be received or
delivered is based on changes in the market price of the entity’s
own equity. One exampleisanet cash-settled share option.

(e) A contract that will be settled in avariable number of own shares
determined so as to equal afixed value or a value based on
changes in an underlying variable (eg acommodity price) isan
asset or liability. One exampleis aforward contract on the price
of gold that is settled in own shares. Such a contract is an asset or
liability even if the underlying variable is the entity’s own share
price.

(f) When a contract has multiple settlement alternatives, it is an asset
or liability. One example is a share option that the entity can
decide to settle either net in cash or by delivering own shares for
cash. The exception to this requirement proposed in the Exposure
draft based on an entity’s intent, ability and past practice of
settlement should be eliminated. Similarly, a consequential
amendment to IAS 33 Earnings Per Share to eliminate the
consideration of an entity’s past practice of settlement would be
considered.

(9) Changesin thefair value of a contract arising from variationsin
market interest rates that do not affect the amount of cash or other
financial assets to be paid or received or the number of equity

instruments to be received or delivered on settlement of the
contract do not preclude it from being equity. Thiswill be
clarified in the final Standard.

(h) Thefinal Standard would emphasise the underlying principle.

(i) Amendments to the definitions of afinancial asset, afinancial
liability and an equity instrument in IAS 32 to reflect these
decisions would be considered.

Economic compulsion

The Board considered the proposed deletion from IAS 32 paragraph 22
of the example of a preferred share with a contractually accelerating
dividend. Respondents had expressed concern that the deletion of the
example signalled that economic compulsion was no longer a factor to
be considered in classifying an instrument as aliability or equity. The
Board tentatively agreed to clarify its position by adding an
explanation to paragraph 22 that terms and conditions of afinancia
instrument may indirectly create an obligation. The Board directed the
staff to refine its proposed wording and present it for discussion at a
future meeting.

Contingent settlement provisions

The Board confirmed that a financial instrument with a contingent
settlement provision should not be classified as equity when settlement
in sharesis not wholly within the issuer’s control. It also tentatively
agreed that:

(a) contingent settlement provisions that have no realistic possibility
of affecting the manner of settlement should be disregarded when
classifying afinancial instrument as equity or aliability

(b) afinancial instrument with a contingent settlement provision
should be evaluated to determine whether it contains liability and
equity components. |If so it should be treated as a compound
instrument rather than being classified as a ligbility in its entirety

(c) the proposed addition (“and without regards to probabilities of the
manners of settlement”) to IAS 32 paragraph 19 should be deleted.

Parent guarantee of distributions

The Board discussed the classification of a subsidiary’s equity
instrument in the group’s consolidated financial statements. The
Board tentatively agreed that, to the extent the group has an obligation
to transfer cash or another asset, the instrument is classified as a
liability in the consolidated financial statements. This can occur when
another member of the group agrees additional terms that result in the
group as awhole having an obligation to pay distributions or redeem
the instrument.

Treatment of derivatives on interests in subsidiaries, associates
and joint ventures

The Board tentatively agreed that IAS 32 and IAS 39 should clarify
that derivatives on subsidiaries, associates and joint ventures are
within their scope of those Standards. They are not interestsin such
entities to be accounted for under [draft] IAS 27 Consolidated and
Separate Financial Statements, [draft] IAS 28 Accounting for
Investments in Associates or IAS 31 Financial Reporting of Interests
in Joint Ventures.

Offsetting of financial assets and liabilities
The Board discussed whether:

(a) anintent to settle net should be required before financial assets and
liabilities can be of fset

(b) offsetting of afinancial liability and asset should be required when
the entity has the ability to insist on net settlement.

The Board tentatively agreed that no amendment to IAS 32 should be
made.

Puttable instruments

The Board considered the proposal in the Exposure Draft to classify as
liahilities puttable instruments (financial instruments that give the
holder the right to put the instrument back to the issuer for cash or
another asset). The Board tentatively agreed that such instruments are
liabilities, but that it would make more explicit the alternative
presentations available to entities such as mutual funds or co-
operatives.

The Board tentatively agreed to consider amending IAS 1 Presentation
of Financial Statements paragraph 4 to clarify that such entities may
amend the descriptions used for lineitems in the financial statements.
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Treasury Share Transactions

The Board considered whether financial institutions should classify
some holdings of their own equity as assets, rather than as a deduction
from equity.

The Board tentatively agreed that when an institution holds its own
equity on behalf of aclient, thereis an agency relationship.
Consequently the holding would not be included in the entity’ s balance
sheet. The Board tentatively agreed that all other holdings of own
equity instruments should be accounted for as a deduction from equity
and not as assets.

Separation of liability and equity elements

The Board confirmed the method for separating the liability and equity
components of a compound instrument proposed in the Exposure
Draft.

Disclosure issues

The Board considered concerns raised by respondents on the risk
disclosures and the fair value disclosures.

The Board tentatively agreed:

(@ to refer comments on the risk disclosures to the Financial
Activities Advisory Committee’s project to review |1AS 30
Disclosures in the Financial Statements of Banks and Similar
Financial Institutions

(b) to retain thefair value disclosures proposed in IAS 32 paragraph
77B parts (a) to (c) and ().
The Board directed the staff to bring to a future meeting a paper
reconsidering the proposed disclosure in paragraph 77(d) (of the effect
on fair value of arange of reasonably possible alternative
assumptions). The Board also asked the staff to determine whether US
GAAP or the US Securities and Exchange Commission require similar
disclosures.

Improvements to IAS 39 Financial Instruments:
Recognition and Measurement

Fair value measurement option

The Board considered the fair value measurement option proposed in
the Exposure Draft (ie the option to irrevocably designate any financia
instrument on initial recognition as one to be measured at fair value
with gains and losses reported immediately in profit or loss).
Respondents’ views were mixed. Some supported the proposals but a
significant number were opposed.

The Board tentatively agreed:

(8) To proceed with thefair value measurement option in the final
Standard.

(b) Toclarify how liabilities with a demand feature (eg demand
deposits) are to be measured. IAS 39 will state that the fair value
of such aliability is not less than the amount payable on demand.

(c) Tohave only one category of financial instruments that are
measured at fair value with gains and losses reported immediately
in profit or loss. It will include both those that are designated
under the fair value option and those held for trading. This
categorisation applies to measurement and income recognition
under IAS 39, not presentation in the balance sheet. The carrying
amount of each component of the fair value category will be
disclosed separately.

(d) Torequireentities to disclose on first adopting |AS 39 the types of
financial instruments that were previously designated as held to
maturity, available for sale, etc. that are now designated as “fair
value through profit or loss” as aresult of applying the fair value
option.

(e) Not to consider extending the fair value option to a portion (versus
the entirety) of afinancial instrument.

Furthermore, the Board tentatively confirmed that changes in the credit
risk of aliability should beincluded in itsfair value measurement
when thefair value option is used (ie the fair value of financial
liabilities is not adjusted to exclude the effect of changesin the
liability’s creditworthiness). It also tentatively agreed that no
disclosure should be required of the effect of changesin aliability’s
creditworthiness on the fair value of its liabilities.

Basis adjustments

The Board considered whether the proposal in the Exposure Draft to
preclude basis adjustments for hedges of forecast transactions that
result in the recognition of an asset or liability should be retained in
IAS 39.

The Board tentatively agreed that basis adjustments should be
prohibited for hedges of forecast transactions that will result in the
recognition of afinancial asset or financial liability. It decided to
consider further at a future meeting whether IAS 39 should provide
entities with an option to use basis adjustments for hedges of forecast
transactions that will result in the recognition of non-financial assets
and non-financial liabilities.

Hedges of firm commitments

The Board confirmed the basic position set out in the Exposure Draft
to treat hedges of firm commitments as fair value hedges (rather than
as cash flow hedges).

The Board also tentatively agreed that IAS 39 should clarify that a

hedge of the foreign currency risk of afirm commitment may be

accounted for as either afair value hedge or a cash flow hedge.

Reversals of impairment on available-for-sale financial assets

The Board considered whether to proceed with the proposal in the

Exposure Draft to preclude reversals of impairment on available-for-

sale (AFS) financial assets.

The Board tentatively agreed that:

(a) for AFS equity instruments, all changesin fair value below cost
should be reported in profit or loss, and all changesin fair value
above cost should be reported in equity.

(b) for AFS debt instruments, to revert to the existing requirementsin
IAS 39, namely that impairment should be reversed when the
recoverable amount increases and the increase can be objectively
related to an event occurring after the loss was recogni sed.

Proposal to treat hedges of forecast transactions as fair value

hedges

The Board tentatively agreed that hedges of forecast transactions

should not be treated as fair value hedges. Rather, IAS 39 should

continue to require the use of cash flow hedge accounting (rather than
fair value hedge accounting) for hedges of forecast transactions.

First-time adoption of IFRSs

The Board discussed:

B assetsand liabilities of subsidiaries, associates and joint ventures.
B intangible assets acquired in a past business combination.

B interim financial reporting.

Subsidiaries, associates and joint ventures

A subsidiary may have reported to its parent in the previous period
using IFRSs without presenting afull set of financial statements under
IFRSs. If the subsidiary subsequently presents financial statements
that contain an explicit and unreserved statement of compliance with
IFRSs, it becomes a first-time adopter at that time. To avoid
compelling the subsidiary to keep two parallel sets of accounting
records based on different dates of transition to IFRSs, ED 1 proposed
that the subsidiary would not be treated as a first-time adopter for
recognition and measurement purposes if the subsidiary was
consolidated in IFRS financial statements for the previous period and
al owners of the minority interests consented.

The Board agreed to replace that proposal with the following
exemption. If asubsidiary becomes afirst-time adopter later than its
parent, the subsidiary can measure its assets and liabilities at either:

(a) their carrying amounts in the parent’s consolidated | FRS financial
statements, before considering the effect of business combinations
or eliminating intragroup items; or

(b) their carrying amounts determined in accordance with IFRSs based
on the subsidiary’ s date of adoption.

A similar election will be available to an associate or joint venture that

becomes a first-time adopter later than an entity that has significant
influence or joint control over it.
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The Board also agreed the following:

(@ An entity may become afirst-time adopter later than its subsidiary
(or associate or joint venture). In this case, the consolidated
financial statements measure the subsidiary’s (or associate’'s or
joint venture's) assets and liabilities at their carrying amountsin
the subsidiary’s (or associate's or joint venture's) separate
financial statements, after considering the effect of business
combinations and eliminating intragroup items.

(b) A parent may become afirst-time adopter for its separate financial
statements earlier or later than for its consolidated financial
statements. In this case, the parent measures its assets and
liabilities at the same amounts in both financial statements, after
eliminating intragroup items.

Intangible assets acquired in a past business
combination

In March 2003, the Board discussed intangible assets a first-time
adopter acquired in a past business combination that it did not
recognise under its previous basis of accounting (previous GAAP). At
this meeting, the Board clarified that the first-time adopter does not
recognise the intangible asset in its consolidated opening | FRS balance
sheet, unless the asset would qualify for recognition under IAS 38
Intangible Assets at the date of transition to |FRSsin the separate
balance sheet of the acquiree.

In many cases, the intangible asset will not meet the recognition
criteria, because the acquiree did not:

(8 have areliable system for accumulating the costs of internally
generated intangible assets when, or shortly after, they are
incurred; or

(b) make and document contemporaneous assessments of the future
economic benefits from the asset.

However, if the recognition criteria are met, the acquirer measures the
asset on the basis that IAS 38 would require in the separate balance
sheet of the acquiree. This measurement is not intended to replicate
the fair value that the acquirer would have attributed to the asset at the
date of the business combination if it had applied IAS 22 Business
Combinations.

Interim financial reporting

IAS 34 Interim Financial Reporting reguires minimum condensed
disclosures. Its requirements are based on the assumption that users of
theinterim financial report also have access to the most recent annual
IFRSfinancial statements. However, the Board noted that IAS 34 also
requires an entity to disclose ‘any events or transactions that are
material to an understanding of the current interim period’. Therefore,
if afirst-time adopter did not, in its most recent annual financial
statements under previous GAAP, disclose information material to an
understanding of the current interim period, it would need to disclose
that information in its first interim financial report under |FRSs.

Next steps

The Board directed the staff to prepare updated text for written ballot.
The Board expects to publish IFRS 1 in June 2003.

IFRIC issues

The Board was informed that the IFRIC had reached a consensus on its
proposed Interpretation Emission Rights and that the draft
Interpretation would be exposed for comment unless five or more
Board Members objected to its release. The Board discussed the draft
Interpretation and Members have until 7 May to notify the staff of any
objections. The Board noted that in the event that five or more
members raise objections, the topic would be brought back to the May
2003 Board meeting.

Insurance contracts (phase I)

The Board reviewed a draft Exposure Draft for phase | of the project
on insurance contracts and discussed:

B assets backing insurance contracts
B insurance against credit risk and financial guarantees
B disclosure

Assets backing insurance contracts

Participants at the IAS 39 roundtables in March 2003 were concerned
that anomalies in reported results could arise due to the phase | project.
Such anomalies arise if financial assets (particularly interest-bearing
investments) held to back insurance contracts are measured at fair
value under IAS 39 whilst insurance liabilities are measured on a
different basisin phase |. After discussing various suggestions for
resolving these perceived anomalies, the Board decided:

(a) Not to relax the criteriain IAS 39 Financial Instruments:
Recognition and Measurement for classifying financial assets as
held-to-maturity. The Board noted that an insurer may be able to
classify some of itsfinancial assets as held-to-maturity if, in
addition to meeting the other conditions set out in IAS 39, it
concludes that an unexpected increase in lapses or claims would
not compel it to sell those assets (except in the * disaster scenario’
discussed in IAS 39 paragraph 85).

(b) Not to create a new category of assets carried at amortised cost:
assets held to back insurance liabilities.

(c) Not to create a new category of ‘available-for-settlement’
liabilities, analogous to available-for-sale assets, measured at fair
value, with changesin fair value recognised in equity.

In finalising improvements to IAS 39, the Board intends to discuss
whether it should permit broader use of fair value hedge accounting
when a non-derivative is used as a hedging instrument (‘ cash
instrument hedge accounting’). However, the Board noted that ‘ cash
instrument hedge accounting’ would have requirements to designate
and document the hedge at inception and test its effectiveness. Some
insurers have noted that they consider those requirements difficult and
costly.

The Board also agreed that:

(a8 When an insurer changes its accounting policies for insurance
liahilities, it should be permitted, but not required, to reclassify
someor al financial assets into the category of financial assets that
are measured at fair value, with changes in fair value recognised in
profit or loss. This accommodation would apply to changesin
accounting policies made either when the insurer first applies the
phase | Standard or when it subsequently makes a policy change
permitted that Standard. The insurer should recognise the
reclassification as a change in accounting policy under [draft]

IAS 8 Accounting Poalicies, Changes in Accounting Estimates and
Errors.

(b) Theimprovementsto IAS 28 Accounting for Investmentsin
Associates should clarify that the entities permitted to use afair
value model for investments in associates include not only venture
capital organisations, mutual funds, unit trusts and similar entities,
but also similar insurance structures in which policyholders
participate directly in the risks and returns from those investments.

(c) Phasel should not introduce an option or requirement for an
insurer to treat owner-occupied properties in the same way as
investment properties.

Insurance against credit risk and financial guarantees

Contracts that require a third party to make paymentsto a creditor if a
specified debtor fails to make payment when due meet the proposed
definition of an insurance contract. Some of these contracts have the
legal form of insurance contracts and others have the legal form of
financial guarantees or letters of credit. The Board agreed that:

(a) Theissuer of any financial guarantee should recognise a liability at
inception.

(b) Thelegal form of the contracts (ie insurance contract, financial
guarantee or letter of credit) should not affect its recognition and
measurement.

(c) Thefollowing contracts should remain within the scope of IAS 39:

(i) A financial guarantee arising from the derecognition of
assets or liabilities, regardless of whether the guarantee
meets the definition of an insurance contract.

(ii) A financial guarantee that does not, as a precondition for
payment, require that the holder is exposed to, and has
incurred aloss on, the failure of the debtor to make payments
on the guaranteed asset when due (see IAS 39
Implementation Guidance IGC 1-2, IGC 1-5-aand IGC 1-5-
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b). This contract does not meet the definition of an
insurance contract.

(iii) A financial guarantee contract that provides for payments to
be made in response to changes in a specified interest rate,
security price, commodity price, credit rating or credit index,
foreign exchange rate, index of prices or rates, or other
variable (ie aderivative). This contract does not meet the
definition of an insurance contract.

(d) All other contracts that, as a precondition for payment, require the
holder to be exposed to, and have incurred aloss on, the failure of
the debtor to make payments on the guaranteed asset when due,
meet the definition of an insurance contract and should be treated
in the same way as other insurance contracts.

The Board agreed to include cross-references in both the phase |
Standard and |1AS 39 to assist insurance companies to identify the
standards that apply to a particular contract.

The June 2002 Exposure Draft of improvements to IAS 39 proposed
that IAS 39 should deal with al financial guarantees at initial
recognition, but that the subsequent measurement of some financial
guarantees should remain subject to IAS 37. In finalising the
improvements to IAS 39, the Board will review the subsequent
measurement of those financial guarantees discussed above that will
be within the scope of 1AS 39.

Disclosure

The Board resffirmed a previous decision that an insurer should
disclose thefair value of its rights and obligations under insurance
contracts from 31 December 2006. However, the Board agreed that it
would not, as previously proposed, require an insurer to disclose
information from 31 December 2005 about the principal characteristics
of those rights and obligations that are pertinent to their fair value.

The Board noted that the meaning of this earlier proposal was not clear
and that it overlapped other proposed disclosures.

The Board agreed in February that an insurer should disclose
information comparing actual claims with previous estimates (claims
development). The period covered should include that in which the
earliest material incurred claim still outstanding arose, subject to a
maximum of ten years. On transition, the Board had agreed previously
not to require disclosure of claims development that occurred during
periods beginning before 1 January 2004 (for entities already applying
IFRSs) and the date of transition to IFRSs (for first-time adopters).
However, at this meeting, the Board agreed to a new transitional
provision: disclosure would not be required of claims development
that occurred earlier than five years before the end of thefirst year in
which an entity applies the Standard.

Next steps

The staff will update the draft Exposure Draft for the Board' s review.
The Board aims to publish the Exposure Draft around the end of the
second quarter of 2003.

Joint ventures

The Board decided to undertake a research project to consider
improving the distinction between control of an investment and control
of the underlying assets and liabilities. A number of Board Members
commented that their view on whether to retain the option to use
equity accounting or proportional consolidation would depend on this
distinction.

The Board noted that the distinction should be based on the substance
of an arrangement and not on whether alegal entity exists. However,
it was also noted that the legal structure of ajoint venture might have
significant implications for the substance of an arrangement.

The Board noted that it may be useful to examine whether there are
three types of arrangements under which a venturer controls: (a)
underlying assets and liahilities; (b) interests in underlying assets and
liabilities; and (c) rights to share in the activities of an entity.

The Board also decided that it would be useful to consider whether the
equity method is suitable for accounting for interestsin joint ventures
and the usefulness of the equity accounting method in general. It was
noted that any such project should examine the alternatives of fair
value (under IAS 39 Financial Instruments: Recognition and
Measurement), the expanded equity method and the gross equity
method. A number of Board Members noted that the expanded equity
method and the gross equity method might suffer from the same
criticisms often made of proportional consolidation. Other members
noted that they find the additional information provided by the
expanded and gross equity methods useful, particularly when an entity
conducts a large proportion of its existing operations through joint
ventures. Under equity accounting, the balance sheet and income
statement effectively “shrink” due to the netting that occursin the
application of the equity method and information is lost.

The Board acknowledged the work of the G4+1 in the areas of joint
ventures (1999) and equity accounting (unpublished).

The Board decided that the Australian Accounting Standards Board
should be responsible for the broad research project and should
initially prepare a project plan, probably based on staging the project
initially to cover only IAS 31 issues, with subsequent work to be
scheduled on IAS 28 Accounting for Investments in Associ ates.

Share-based payment

The Board considered an issues paper prepared by the staff of the
Australian Accounting Standards Board on Joint Ventures — Definition
and the accounting treatment for jointly controlled entities.

Definition

The Board considered a proposal to change the definition of joint
venture to remove the reference to a contractual arrangement. In
making that recommendation, some argued that joint ventures may
come about without the existence of a contract.

The Board decided that the existence of a contract isimportant, and
probably essential to determining whether an arrangement is ajoint
venture.

Joint Venture Operations/ Joint Venture Entities and
Proportional Consolidation versus Equity Accounting
The AASB staff paper addressed the limited issue of whether the
IASB should remove the option to account for joint venture entities
using either equity accounting or proportional consolidation contained
in IAS 31 Financial Reporting of Interests in Joint Ventures.

The Board considered an initial analysis of comments received on the
Exposure Draft ED 2 Share-based Payment, published on 7 November
2002 with arequest for comments by 7 March 2003. The Board
received over 230 comment letters. Respondents included investors
and other users of accounts, preparers of accounts (companies and
representative bodies), accounting standard-setting bodies,
accountancy bodies and firms, employee share scheme consultants and
others. The largest number of responses received was from preparers
of accounts.

Theinitial analysis focused on responses to thefirst five questionsin
the Invitation to Comment. These questions relate to the proposed
general principles for the recognition and measurement of transactions
in which an entity receives goods or services as consideration for its
shares, share options or other equity instruments. The proposalsin

ED 2 and the responses received are summarised below.

Scope

ED 2 proposed that all share-based payment transactions should be
within the scope of the proposed IFRS (except for those covered by
other standards). Of those respondents who commented on this issue,
just over half generally supported the proposed scope. The majority of
users of accounts, standard-setters, and accountancy bodies and firms
supported the scope, while a majority of preparers of accounts and
share scheme consultants did not. Of those who disagreed or had
reservations, most sought exemptions for particular types of
transactions. For example, some respondents sought an exemption for
broad-based employee share plans; some sought an exemption for
unlisted companies.

Recognition

ED 2 proposed that an entity should recognise share-based payment
transactions in its financial statements, and therefore should recognise
an expense when the goods or services received in such transactions
have been consumed. Overall, amajority of respondents agreed with
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this proposal. There was substantial support from users of accounts,
standard-setters, and accountancy bodies and firms. Of those
respondents who disagreed with the proposal, most disagreed either in
principle, or for practical reasons (eg because, in their view, it was not
possible to measure reliably the fair value of employee share options),
or hoth.

Measurement basis

ED 2 proposed that an entity should measure equity-settled share-
based payment transactions using afair value measurement basis, ie
the entity should measure the goods or services received either
directly, at thefair value of the goods or services received, or
indirectly, by reference to the fair value of the equity instruments
granted, whichever fair value is more readily determinable. Of those
respondents who addressed this issue, the mgjority agreed with the
proposal. Some respondents who disagreed with the proposal, or who
agreed with reservations, expressed concerns about measurement
reliability, particularly in the case of smaller or unlisted companies.

Measurement date (direct measurement)

ED 2 proposed that, if the fair value of the goods or services received
in an equity-settled share-based payment transaction is measured
directly, that fair value should be measured at the date when the entity
obtains the goods or receives the services. Respondents who
addressed this issue were divided, with around half disagreeing with
the proposal. Many of the respondents who disagreed believe that the
fair value of the goods or services received should be measured at
grant date.

Measurement date (indirect measurement)

ED 2 proposed if thefair value of the goods or services received in an
equity-settled share-based payment transaction is measured by
reference to thefair value of the equity instruments granted, the fair
value of those equity instruments should be measured at grant date.
The majority of respondents who addressed this issue agreed with the
proposal. Of those respondents who disagreed with measurement at
grant date, the most commonly cited preferred alternative
measurement date was exercise date, followed by vesting date.

After considering the above analysis, the Board reviewed and
approved a project plan prepared by staff, setting out a timetable and
issues to be covered in finalising the IFRS. The Board plansto issuea
final Standard by the end of the year.

The Board then reconsidered the general principles proposed in ED 2
for the recognition of equity-settled share-based payment transactions
in the financial statements, using afair value measurement basis, based
on the comments received.

The Board tentatively agreed that the general recognition principle
proposed in ED 2 should beretained in thefinal IFRS, ie an entity
should recognise share-based payment transactions in its financial
statements, and therefore should recognise an expense when the goods
or services received in such transactions have been consumed. The
Board also tentatively agreed that the general principle that share-
based payment transactions should be measured using afair value
measurement basis should be retained in thefinal IFRS. It should be
noted that comments by respondents advocating specific exemptions
to, or departures from, these general principles will be considered at
future meetings.

Furthermore, the Board tentatively agreed that, as part of theits
Concepts project, the Board should expand the explanation of the
definition of an expensein the IASB Framework, so that it is clear
how that definition is applied in the context of share-based payment
transactions.

Finally, the Board agreed that, having considered an initial analysis of
the comment letters received, the comment letters should now be
placed on the public record (except those where the respondent
requested confidentiality).

Meeting dates: 2003

The IASB will next meet in public session on the following dates.
Meetings take place in London, UK, unless otherwise noted.

20—23 May (note: this meeting has been extended)
16—20 June', Rome, Italy

23—25 July

17—19 September; 22 and 23 September¢

22—24 October, Toronto, Canada

17—21 November'

17—19 December

" Includes a meeting with the Standards Advisory Council
¥ Includes a meeting with partner national standard-setters
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