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Comment letter from British Airways

FAO - Paul Ebling

Accounting Standards Board

Holborn Hall

100 Gray’s Inn Road

London WC1X 8AL 7 March 2003

Dear Sir,
FRED 31- Share Based Payment

We enclose our comments on the proposals included in the exposure draft including
responses to the questions included in the preface.

In generd terms whilst we agree with the principle of convergence of accounting practices,
we have concerns over the nature of some of the suggested proposas included within the
exposure draft. We are opposed to a continuous trangtion from UK GAAP to IFRS over
the next three years as we believe a piecemed adoption process does not facilitate
comparability or trangparency between financid statements.

We have limited our responses to questions where we have specific comment; where we
have no issue with the proposal, we have not included a response.

Our responses to the detailed questions are as follows:

Q1 TheASB isproposng to requirethe adoption in the UK of a standard based
on the proposed IFRS from the effective date in the IFRS (which is
expected to be accounting periods beginning on or after 1 January 2004).
Do you agree with this approach?

We agree with the principle of convergence to improve the comparability of accounts
between different accounting jurisdictions however we are opposed to implementing a new
UK standard ahead of the adoption of al International Financia Reporting Standards on 1
January 2005. This could potentialy result in the UK being inconsstent with continental
European companies and Austrdian companies if the UK undertake early adoption.

Q3 ThelASB has concluded that its standard should apply to all types of share-
based payment transactions, including SAYE-type share purchase plans.
The ASB does not believe there are any additional UK considerations that
would justify a different concluson being reached in the context of UK
accounting. Therefore, like the IASB the ASB is proposing that the



standard should apply to all types of share-based payment transactions. Do
you agree with this proposal ?



Whilst we support the ASB’s attempt to quantify the goods and services received in
exchange for granting share options, we disagree with the incluson of Save as You Ean
schemes (‘SAYE'). SAYE schemes are not viewed by employers as remuneration for
savices. The schemes are offered on a voluntary bass to al employees to encourage
greater participation and involvement in the company. At British Airways, SAYE is viewed
as ‘bendfit’ amilar to staff travel concessions and a charge to the profit and loss (if any)
should be limited to the cost incurred by the employer for providing this benefit not the fair
vaue of services received.

Q5 The ASB is proposing that, when the share-based payments standard is
implemented in the UK, the ASB should withdraw UITF Abstract 10
‘Disclosure of directors share options, UITF Abstract 13 *Accounting for
ESOP Trusts, and UITF Abstract 17 ‘Employee benefit trusts and other
intermediate payment arrangements'.

@ Will these amendments to existing UK requirements be sufficient
to enable entities to adopt the proposed standard without being in
breach of an existing requirement ?

(b) Are any of the amendments unnecessary for this purpose ?

UITF 25 requires the accrua for Nationa Insurance Contributions to be caculated by
assuming that the company’s share price will remain undtered from the share price ruling on
the balance sheet date. This is not consstent with the gpproach in the exposure draft for
cashsettled share-based payments. Accordingly, UITF 25 should be amended to bein line
with whatever isin the fina standard on cash settled share-based payments.

UITF 13 will need to be replaced with new guidance for companies that have set up ESOP
trusts to purchase the company’ s own shares.

|ASB questions:

Q1  Paragraphs 1-3 of the draft IFRS set out the proposed scope of the IFRS.
There are no proposed exemptions, apart from for transactions within the
scope of another IFRS. Isthe proposed scope appropriate? If not, which
transactions should be excluded and why?

As gated in our response to ASB’s question 3, we disagree with the inclusion of Save as
You Earn schemes (' SAYE') on the basis that they are not considered part of an employees
remuneration for services.



Q3 For an equity-settled share-based payment transaction, the draft IFRS
proposes that, in principle, the entity should measure the goods or services
received, and the corresponding increasein equity, either directly, at the fair
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 (paragraph 7) to measure share-based payment
transactions at fair value. For example, there are no exemptions for
unlisted entities.

I's this measurement principle appropriate? If not, why not, or in which
circumstancesisit not appropriate?

The measurement principa of ‘fair vaue prescribed in the exposure draft is gppropriate in
most circumstances. As stated in our response to ASB question 3, we do not believe afair
vaue basisis gppropriate for SAY E option grants. At British Airways, SAYE isviewed asa
‘benefit’ amilar to saff travel concessons and a charge to the profit and loss (if any) should
be limited to the cost incurred by the employer for providing this benefit not the fair vaue of
services received.

Q4  If thefair value of the goods or servicesreceived in an equity-settled share-
based payment transaction s measured directly, the draft IFRS proposes
that fair value should be measured at the date when the entity obtains the
goods or receivesthe services (paragraph 8).

Do you agree that this is the appropriate date at which to measure the fair
value of the goods or servicesreceived? If not, at which date should thefair
value of the goods or servicesreceived be measured? Why?

We agree that the date the entity obtains the goods or receives the services is the
gppropriate date when measuring transactions with parties other than employees provided
al performance or delivery conditions have been satisfied.

Q5 If thefair value of the goods or servicesreceived in an equity-settled share-
based payment transaction is measured by reference to the fair value of the
equity instruments granted, the draft |FRS proposesthat the fair valueif the
equity instruments granted should be measured at grant date (paragraph 8).

Do you agreethat thisisthe appropriate date at which to measurethefair
value of the equity instruments granted? If not, at which date should the fair
value of the equity instruments granted be measured? Why?

We agree that the initid measurement of the fair value of the equity instruments granted
should be grant date. However, we believe the sandard should dlow for adjustments in
future periods for lgpses, forfeiture and for changes in management’s assumptions on the



possihility of not satisfying the performance criteria. This approach would aso remove the
exposure draft's current inconsistency between cadhtsettled share based payment
transactions (which dlows the liability to be updated to reflect changes in estimates) and
equity-settled share based payment transactions.

Q10 In an equity-settled share-based payment transaction, the draft IFRS
proposes that having recognised the services received, and a corresponding
increase in equity, the entity should make no subsequent adjustment to total
equity, even if the equity instruments granted do not vest or, in the case of
options, the options are not exercised (paragraph 16). However, this
requirement does not preclude the entity from recognising a transfer within
equity, ieatransfer from one component of equity to another.

Do you agree with this proposed requirement? If not, in what circumstances
should an adjustment be madeto total equity and why?

We do not agree with the exposure draft’s restriction on subsequent adjustments to total
equity if the equity instruments granted to not vest or, in the case of options, the options are
not exercised.

As discussed in our response to IASB question 5 we believe the exposure draft  should
dlow for adjusgments in future periods for lgpses, forfeiture and for changes in
management’ s assumptions on the posshility of not satisfying the performance criteria. This
approach would ensure the charge recognised in the profit and loss and the corresponding
entry in equity reflects the movement in equity for the actua amount options exercised.

Without this subsequent adjustment, there is potentid for an entry to reman in equity
indefinitely even after the vesting date has passed.

Q13 If agrant of sharesor optionsisconditional upon satisfying specified vesting
conditions, the draft IFRS proposes that these conditions should be taken
into account when an entity measures the fair value of the shares or options
granted. In the case of options, vesting conditions should be taken into
account either by incor porating them into the application of an option pricing
modd or by making an appropriate adjustment to the value produced by
such amode (paragraph 24).

Do you agree that vesting conditions should be taken into account when
estimating the fair value of option or shares granted? If not, why not? Do
you have any suggestions for how vesting conditions should be taken into
account when estimating the fair value of share or option granted?

We agree that vesting conditions should be taken into account when estimating the fair vaue
of options or shares granted. However the current lack of guidance in the exposure draft on
how to adjust the fair vaue to reflect such vesting conditions could result in subjective and
inconsstent methods being adopted by entitiess. We would therefore support further
implementation guidance being included in the future standard.



Q16 Thedraft IFRS does not contain prescriptive guidance on the estimation of
the fair value of options, consistently with the Board’s objective of setting
principlesbased standards and not to allow for future developments in
valuation methodologies.

Do you agree with this approach?

Whilst we do not support a prescriptive approach to standard setting, we believe further
guidance is required in aress that are particularly subjective and open to manipulation. As
discussed in our response to IASB question 13, we would support additiona
implementation guidance on how vesting conditions should be taken into account when
estimating the fair vaue of options or shares granted.

Q18 If an entity cancels a share or option grant during the vesting period (other
than a grant cancelled by forfeiture when the vesting conditions are not
satisfied), the draft IFRS proposes that the entity should continue to
recognise the services rendered by the counterparty in the remainder of the
vesting period, as if that grant had not been cancelled. The draft IFRS also
proposes requirements for dealing with any payment made on cancellation
and/or a grant of replacement options, and for the repurchase of vested
equity instruments.

Are the proposed requirements appropriate? If not, please explain why not
and provide details of your suggested alter native approach.

As previoudy discussed in our response to IASB questions 5 & 10 we do not agree with
the exposure draft’'s redriction on subsequent adjustments to totd equity if the equity
instruments granted do not vest or, in the case of options, the options are not exercised.

Q19 For cashrsettled share-based payment transactions, the draft |FRS proposes
that the entity should measure the goods or services acquired and the
liability incurred at the fair value of the liability. Until the liability is settles,
the entity should remeasure the fair value of the liability at each reporting
date, with any changesin value recognised in theincome statement.

Arethe proposed requirements appropriate? If not, please provide details
of your suggested alter native approach.

We agree with the proposed requirements to re-meesure the fair vaue of the ligbility at each
reporting date for cashsettled share-based payment transactions and recommend that such
an approach be adopted for equity-settled share based payment transactions.

Q21 Thedraft IFRS proposesthat an entity should disclose infor mation to enable
user of financial statementsto under stand:



the nature and extent of share-based payment arrangementsthat existed
during the period,

how thefair value of the goods or servicesreceived, or the fair value of
the equity instruments granted, during the period was determined, and
the effect of expensesarising from share-based paymentstransactionson
the entity’ s profit or loss.

Arethese disclosur e requirements appropriate? If not, which disclosure
requirements do you suggest should be added, deleted or amended (and
how)?

We have drong concerns over the appropriateness of the disclosure requirements
surrounding the fair value assumptions. For option schemes with performance criteria based
on future EPS growth, share price and future dividends, disclose of management’s
assumptions could be considered ‘forward looking statements and could be price sendtive.
We do not believe this was the intention of standard setters and recommend that this be
addressed before the find standard isissued.

Q24 In developing the Exposure Draft, the Board considered how various issues
are dealt with under the US standard SFAS 123 Accounting for Stock-Based
Compensation, as explained further in the Basis for Conclusions. Although
the draft IFRS is similar to SFAS 123 in many respects, there are some
differences. Themain differencesinclude the following:

a) Apart from transaction within the scope of another IFRS, the draft IFRS
does not propose any exemptions, either from the requirement to apply
the IFRS or from the requirement to measur e share-based payment
transactions at fair value. SFAS 123 contains the following exemptions,
none of which areincluded in the draft IFRS:

Employee share purchase plans are excluded from SFAS 123,
provided specified criteria are met, such asthe discount given to
employeesarerelatively small;

SFAS 123 encour ages, but does not require, entitiesto apply itsfair
value measurement method to recognise transaction with employees;
entities are permitted to apply instead the intrinsic value measur ement
method in Accounting Principles Board Opinion No. 25 Accounting for
Stock 1ssued to Employees (par agraphs BC75-BC74 in the Basisfor
Conclusions give an explanation of minimum value); and

Unlisted (non-public) entities are per mitted to apply the minimum
value method when estimating the value of shar e options, which
excludes from the valuation the effects of expected shareprice
volatility (paragraphs BC75-BC78in the Basisfor Conclusionsgive an
explanation of minimum value).



b) For transaction in which equity instruments are granted to employee, both
SFAS 123 and the draft IFRS have a measurement method that is based
on fair value of those equity instruments at grant date. However:

Under SFAS 123, the estimate of the fair value of an estimate
instrument at grant dateisnot reduced for the possibility for forfeiture
dueto failureto satisfy the vesting conditions, wher easthe draft IFRS
proposes that the possibility of forfeiture should be taken into account
in making such an estimate.

Under SFAS 123, the transaction ismeasured at the fair value of the
equity instrumentsissued. Because equity instruments ar e not
regarded asissued until any specified vesting conditions have been
satisfied, the transaction amount is ultimately measured at the number
of vested equity instruments at grant date. Hence, any amounts
recognised for employee servicesreceived during the vesting period will
be subsequently reversed if the equity instruments granted for forfeited.
Under thedraft IFRS, thetransaction ismeasured at the deemed fair
value of the employee servicesreceived. Thefair value of the equity
instruments granted isused as a surrogate measure, to determine the
deemed fair value of each unit of employee servicereceived. The
transaction amount isultimately measured at the number of units of
servicesreceved during the vesting period multiplied by the deemed
fair value per unit of service. Hence, any amountsrecognised for
employee servicesreceived are not subsequently reversed, even if the
equity instruments granted are forfeited.

c) If, during the vesting period, an entity settlesin cash a grant of equity
instruments, under SFAS 123 those equity instruments areregarded as
having immediately vested, and ther efor e the amount of compensation
expense measured at grant date but not yet recognised is recognised
immediately at the date of settlement. The draft IFRS doesnot require
iImmediate recognition of an expense but instead proposesthat the entity
should continue to recognise the servicesreceived (and hence the
resulting expense) over the remainder of the vesting period, asif that
grant of equity instruments had not been cancelled.

d) SFAS 123 does not specify a measurement date for transactionswith
parties other than employeesthat are measured at the fair value of the
equity instrumentsissued. Emerging I ssues Task Force | ssue 96-19
Accounting for Equity Instruments That Arelssued to Other Than
Employeesfor Acquiring, or in Conjunction with Selling, Goods or
Servicesrequiresthefair value of the equity instrumentsissued to be
measured at the earlier of (i) the date a performance commitment is
reached or (ii) the date performanceis complete. Thisdate might belater
than grant date, for example, if thereisno performance commitment at



grant date. Under thedraft IFRS, thefair value of the equity instruments
granted ismeasured at grant datein all cases.

e) SFAS 123 requireliabilitiesfor cash-settled share appreciation rights

f)

(SARS) to be measured using an intrinsic value measur ement method.
Thedraft IFRS proposes that such liabilitiesshould be measured using a
fair value measurement method, which includes the time value of the
SARs, in the same way that options have time value (refer to paragraphs
BC70-BC81 of the Basisfor Conclusionsfor a discussion on intrinsic
value, time value and fair value).

For a share-based payment transaction in which equity instrumentsare
granted, SFAS 123 requiresrealised tax benefitsto be credited direct to
equity as additional paid-in capital, to the extent that those tax benefits
exceed the tax benefits on the total amount of compensations expense
recognised in respect of that grant of equity instruments. The draft
IFRS, in a consequential amendment to |AS 12 (revised 2000) | ncome
Taxes, proposesthat all tax effects of share-based payment transactions
should be recognised in profit or loss, aspart of tax expense.

For each of the above differences, which treatment isthe most appropriate?
Why? If you regard neither treatments as appropriate, please provide
details of your preferred treatment.

For difference (a) point one, we agree with SFAS 123 for the reasons stated previoudly in
IASB question 3. For dl other points we agree with FRED 31.

For difference (b) point one, we agree with FRED 31 however we agree with SFAS 123
on point two for the reasons stated previoudy in our responseto IASB question 10.

For difference (c) we agree with SFAS 123 for the reasons stated previoudy in our
responseto IASB question 10.

For difference (d) we agree with FRED 31 provided the fair vaue isthen adjusted in later
periods for changes in assumptions or for the receipt of goods or performance of services.

For difference (€) we agree with FRED 31.

For difference (f) we agree with FRED 31.

Conclusion

In concluson, whilst we reaffirm our generd support for internationd convergence of
accounting requirements to improve comparability of financid statements we have raised
concerns about a piecemed trangtion process. We prefer the dternative gpproach of full



adoption in 2005 with the current focus being on improving IAS and planning for its
implementation.

Our specific concerns on FRED 31 rdateto :

the incluson of Save As'Y ou Earn Schemes,

determining the fair vaue of options a grant date without any further adjustmentsin later
periods for lapses or forfeiture;

disclosure of dividend and future earnings assumptions, and

the need for further implementation guidance on how performance criteria is to be
reflected in the fair vaue of options granted.

We urge the ASB and IASB to reconsder the exposure draft in light of our comments
above.

Y ours Sincerdly

John Rishton
Chief Financial Officer



