CL 13

3 February 2003

Kimberley Crook

Project Manager

International Accounting Standards Board
30 Canon Street

London EC4AM 6XH

UNITED KINGDOM

Forwarded by e-mail to: CommentL etters@iash.org.uk

Dear Ms Crook

Request for Comment on |ASB ED 2 Share-based Payment

Thank you for the opportunity to provide comments on the above Exposure Draft. We have
also provided comments to the Australian Accounting Standards Board (AASB).

In general, the National Austraia Bank supports the concepts proposed in IASB ED 2,
however, there are several issues we believe need addressing.

1. Methodology of expense recognition

Where there is no direct measure of fair value of an employee share-based payment, the
draft standard proposes that the entity should determine the amount to attribute to each
unit of service received, by dividing the fair value of the equity instruments granted by
the number of units of service expected to be received during the vesting period
(paragraph 15).

We bdlieve the proposed requirements:

= may result in an entity incurring more (or less) expense over the total vesting period,
than the estimated fair vaue of the equity instruments at grant date when it is
questionable that the entity has received correspondingly more (or less) service;

= add afurther level of judgement to the totdl fair value calculation that already
includes a considerable degree of judgement and subjectivity in calculating the value
of the equity instrument using an option pricing mode;

= will be burdensome due to the added level of record keeping and calculation required
(for example Nationd has approximately 800 executives under its option plan); and

= may not result in amateridly different result to using a straight-line basis where there
ishigoricaly alow level of attrition through resignation.

We acknowledge the draft standard places a greater level of importance on the objective
to account for services rendered rather than to account for the fair value of the equity
instruments granted. We believe the objective should be to reliably measure the fair
vaue of the equity instruments granted as this represents the best surrogate for the value
of the compensation. Differencesin the pattern of consumption of services should only
result in differences to the timing of the expense recognised, not the total amount of the
expense recognised.



For this reason, we recommend the entity be required to determine the method of
alocation as one that best reflects the pattern of consumption of the services received.
Such an approach would be consistent with that applied when determining depreciation of
plant and equipment. For example, in some cases the units of service method may be
appropriate while in others a straight-line alocation may be appropriate.

We recommend that the standard explicitly permit reporting entities to use a straight-line
basis of expense recognition where they can demonstrate historically low levels of staff
attrition.

Vesting period

The draft sandard provides little, if any, guidance on the practica application of
determining the vesting period over which the share-based payment expense should be
recognised.

The draft standard does not directly specify whether the period for recognition of the
expense is the maximum period over which the vesting conditions may be satisfied or the
period over which it is probable that the vesting conditions may be met.

The draft standard requires that for non-transferable options, the options expected life
rather than its contracted life shall be used in applying an option pricing model (paragraph
21). Logic would suggest the expected life of the option is the appropriate period over
which the fair value of the share-based payment expense should be recognised, asthisis
the period over which the entity expects to receive the economic benefit from service of
the employee. The draft standard in its present form could potentialy alow an entity to
recognise the expense over the contract life of the option while using the expected life of
the option in the option pricing model calculation. We do not believe thisis the intention
of the draft standard.

We recommend the draft standard be clarified to assist practica application when
determining the vesting period over which the share-based payment expense should be
recognised. We also believe this will encourage consistency of application and reduce the
potentia for inappropriate application of the standard.

Grant date

The draft standard proposes (paragraph 8) that fair value of a share-based payment
transaction should be measured at the date when the entity obtains the goods or services
where the fair value of the goods or services received is measured directly. If the fair
value of the goods or services received is measured indirectly, the draft standard
prescribes that the measurement shall be performed at grant date. We do not support this
mixed approach and believe that the fair value of the goods or services received should
consistently be measured at grant date (i.e. contract date), which is the date when the two
parties agree on the value of the goods or services to be provided. Such atrue grant date
model is consistent with the measurement basis of other executory contracts and is
consistent with the conceptual framework under both Australian and International GAAP.



4. Disclosures

The draft standard proposes that an entity should disclose information to enable users of
financial statements to understand:

a. the nature and extent of share-based payment arrangements that existed during the
period;

b. how the fair value of the goods or services received, or the fair value of the equity
instruments granted, during the period was determined; and

c. theeffect of expenses arising from share-based payment transactions on the entity’s
profit or loss.

In addition to these disclosure principles, the draft standard sets out detailed disclosure
requirements. While we support the disclosure principles, we bdieve the minimum
disclosure requirements set out are overly detailed and burdensome and may obscure the
key information being communicated to users of financia statements. We believe the
disclosures should concentrate on the key factors and principles on which the estimated
amounts are most senditive to, particularly if they relate to an assumption that is
essentialy subjective. This approach, while reducing the burden on preparers, would aso
mean users of the financial statements are able to clearly understand the key factors
impacting the calculations. In our view, the objective should not be for usersto check the
calculations. We bdlieve it would be more appropriate to treat paragraphs 46, 48 and 52
asillugtrative of the type of disclosure needed to meet the requirements set out in the
principle paragraphs of 45, 47 and 51.

We aso believe the following disclosures set out in paragraph 48 should be deleted or
amended:

»  Paragraph. 48 (a)(iv) — amend to read: “....any other key inputs to the model.”
= Paragraph. 48 (a)(ii) — delete

= Paragraph. 48 (a)(iii) — delete

=  Paragraph. 48 (a)(iv) — amend to read: “the key assumptions made...”



Thefollowing are our responsesto the requests for comment made by the | ASB.

SPECIFIC MATTERSFOR COMMENT

1. Paragraphsi-3 of thedraft IFRS set out the proposed scope of the IFRS. Thereareno

proposed exemptions, apart from for transactionswi thin the scope of another 1FRS.

Isthe proposed scope appropriate? If not, which transactions should be excluded and why?

We agree with the proposed scope for the reasons given in the Basis for Conclusions.

Par agraphs 4-6 of the draft IFRS proposerequirementsfor the recognition of share-based
payment transactions, including therecognition of an expense when the goods or services
received or acquired areconsumed. Aretheserecognition requirementsappropriate? If

not, why not, or in which circumstances ar e the recognition requirementsinappropriate?

We agree with the proposed recognition requirements for the reasons given in the Basis
for Conclusions.

For an equity-settled shar e-based payment transaction, the draft | FRS proposesthat, in
principe, the entity should measurethe goods or servicesreceived, and the corresponding
increasein equity, either directly, at thefair value of the goods or servicesreceived, or
indirectly, by referenceto thefair value of the equity instruments granted, whichever fair
valueismorereadily deter minable (paragraph 7). Thereareno exemptionstothe
requirement to measur e share-based payment transactionsat fair value. For example, there
are no exemptionsfor unlisted entities.

Isthis measurement princige appropriate? If not, why not, or in which circumstancesisit
not appropriate?

We agree with the proposed measurement principle for the reasons given in the Basis for
Conclusions.

If thefair value of the goods or servicesreceived in an equity-settl ed shar e-based payment
transaction ismeasured directly, thedraft IFRS proposesthat fair value should be measured
at the date when the entity obtainsthe goods or receivesthe services (paragraph 8).

Do you agreethat thisisthe appropriate date at which to measurethefair value of the goods
or servicesreceived? If not, at which date should thefair value of the goods or services
received be measured? Why?

We do not agree that the delivery (service) date is the appropriate date at which the fair
value of the goods or services received should be measured.  Depending on whether the
fair value of the goods or services received is measured directly or not, the draft standard
prescribes that the measurement shall be performed at delivery (service) date or grant
date, respectively. We do not support this mixed approach and believe that the fair value
of the goods or services received should consistently be measured at grant (i.e. contract)
date, which is the date when the two parties agree on the value of the goods or servicesto
be provided. Such atrue grant date model is consistent with the measurement basis of
other executory contracts and is consistent with the conceptual framework under both
Austraian and International GAAP.



5.

If thefair value of the goods or servicesreceived in an equity-settled shar e-based payment
transaction ismeasured by referenceto thefair value of the equity instrumentsgranted, the
draft IFRS proposesthat the fair value of 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
instrumentsgranted? If not, at which date should thefair value of the equity instruments
granted be measured? Why?

We agree that grant date is the appropriate date at which to measure the fair value of the
equity instruments granted for the reasons stated in 4 above and those given in the Basis
for Conclusions.

For equity-settled transactions with parties other than empl oyees, the draft IFRS proposesa
rebuttable presumption that thefair value of the goodsor servicesreceived ismorereadily
determinablethan thefair value of the equity instruments granted (paragraphs 9 and 10).

Do you agreethat the fair value of the goods or servicesreceived isusually morereadily
determinablethan thefair value of the equity instrumentsgranted? In what circumstances
isthisnot so?

We agree that the fair value of the goods or services received is usualy more readily
determinable than the fair value of the equity instruments granted and support the
existence of a rebuttable presumption.

For equity-settled transactions with employees, the draft | FRS proposesthat the entity
should measurethefair value of the employee servicesreceived by referenceto thefair value
of the equity instruments granted, because thelatter fair valueismorereadily determinable
(paragraphs11 and 12).

Doyou agreethat thefair value of the equity instrumentsgranted ismorereadily
deter minablethan thefair value of the employee servicesreceived? Arethereany
circumstancesin which thisisnot so?

We agree that the fair value of the equity instruments granted is in the majority of
Situations more readily determinable than the fair value of the employee services

received. We understand that some are of the view that this basisis too restrictive and
that some entities start from the total remuneration of an employee when dlocating the
value of share-based payments. However, we believe providing such an aternative in the
standard may open valuation to abuse and may lead to inconsistent valuation techniques
and non-comparability between entities.

Par agraphs 13 and 14 of the draft IFRS proposerequirementsfor determining when the
counter party renders servicefor the equity instrumentsgranted, based on whether the
counterparty isrequired to complete a specified period of service beforethe equity
instrumentsvest.

Doyou agreethat it isreasonableto presumethat the servicesrendered by the counter party
asconsideration for the equity instrumentsarereceived during the vesting period? If not,
when arethe servicesreceived, in your view?

We do not believe it is aways reasonable to presume that the services rendered by the
counterparty as consideration for the equity instruments are received during the vesting
period. There may be instances where a grant for past performance will have additional
vesting conditions (which may be tax driven), such as remaining in employment by the
relevant entity during the next three years. In such a case, we believe that the service has
been substantially received and therefore should be recognised at grant date.



We recommend that paragraph 14 be amended so that it requires consideration of the
substance of the share-based payment transaction in order to determine whether the
services of the counterparty have been substantially received or not. If the vesting
depends solely on future performance, we agree that it is reasonable to presume that the
services rendered by the counterparty are received during the vesting period.

Whilst outside of the specific question posed, we note paragraphs 13 and 14 describe only
two situations for vesting: on grant; and on satisfying service conditions. National
Austraia Bank’s options only vest when a performance condition is met, specifically
vesting depends on the maximum total shareholder return of the National relative to the
total shareholder return of the ASX top 50 companies (excluding the National) during the
relevant performance period. There is no mention in the draft standard of how to treat
option plans where an option only vests when such performance conditions are met,
which are out of the control of both the employee and reporting entity.

If the servi cesreceived are measured by using thefair value of the equity instruments
granted asa surrogate measur e, the draft | FRS proposesthat the entity should determine
the amount to attribute to each unit of servicereceived, by dividing thefair value of the
equity instruments granted by the number of units of service expected to bereceived during
thevesting period (paragraph 15).

Doyou agreethat if thefair value of the equity instruments granted isused asa surrogate
measur e of the fair value of the servicesreceived, it is necessary to deter mine the amount to
attributeto each unit of servicereceived? If not, what alter native approach do you propose?
If an entity isrequired to deter mine the amount to attribute to each unit of servicereceived,
doyou agreethat thisshould be calculated by dividing the fair value of the equity
instruments granted by the number of units of services expected to bereceived during the
vesting period? If not, what alter native method do you propose?

We do not agree that if the fair value of the equity instruments granted is used as a
surrogate measure of the fair value of the services received, it is necessary to determine
the amount to attribute to each unit of service received.

We believe the proposed requiremerts:

= may result in an entity incurring more (or less) expense over the total vesting period,
than the estimated fair value of the equity instruments at grant date when it is
questionable that the entity has received correspondingly more (or less) service.

= add afurther level of judgement to the total fair value calculation that already
includes a considerable degree of judgement and subjectivity in calculating the value
of the equity instrument using an option pricing modd;

= will be burdensome due to the added level of record keeping and calculation required
(for example Nationd has approximately 800 executives under its option plan); and

= may not result in amaterialy different result to using a straight-line basis where there
ishigoricaly alow level o attrition through resignation.

We acknowledge the draft standard places a greater level of importance on the objective
to account for services rendered rather than to account for the fair value of the equity
instruments granted. We believe the objective should be to reliably measure the fair
value of the equity instruments granted as this represents the best surrogate for the value
of the compensation. Differencesin the pattern of consumption of services should only
result in differences to the timing of the expense recognised, not the total amount of the
expense recogni sed.

For this reason, we recommend the reporting entity be required to determine the method
of alocation as one that best reflects the pattern of consumption of the services acquired.



10.

11.

12.

Such an approach would be consistent with that applied when determining depreciation of
plant and equipment. For example, in some cases the units of service method may be
appropriate while in others a straight-line allocation may be appropriate.

We recommend that the standard explicitly permits reporting entities to use a straight-line
basis of expense recognition where they can demonstrate historically low levels of staff
attrition.

In an equity-settled shar e-based payment transaction, the draft |FRS proposes that having
recognised the servicesreceived, 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 optionsare not exercised (paragraph 16). However, this
requirement does not preclude the entity from recognising atransfer within equity, iea
transfer from one component of equity to another.

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

We agree with this proposed requirement and believe the transaction should not be
subsequently remeasured. We also support that the requirement does not preclude the
entity from recognising a transfer within equity.

Thedraft IFRS proposesthat the entity should measurethefair value of equity instruments
granted, based on market pricesif available, taking into account the termsand conditions of
thegrant (paragraph 17). In the absence of a market price, thedraft IFRS proposesthat the
entity should estimate the fair value of options granted, by applying an option pricing model
that takesinto account variousfactors, namely the exer cise price of the option, thelife of the
option, the current price of the underlying shares, the expected volatility of theshareprice,
the dividends expected on the shar es (where appropriate) and therisk-freeinterest ratefor
thelife of the option (paragraph 20). Paragraph 23 of the proposed | FRS explainswhen it is
appropriateto takeinto account expected dividends.

Do you agreethat an option pricing model should be applied to estimatethefair value of
optionsgranted? If not, by what other means should thefair value of the options be
estimated? Aretherecircumstancesin which it would beinappropriate or impracticableto
takeinto account any of thefactorslisted abovein applying an option pricing model?

We agree that an option pricing model should be applied to estimate the fair value of
options granted where market prices are not available. We are not aware of any
circumstances in which it would be inagppropriate or impracticable to take into account
any of the factors listed above in applying an option pricing model.

If an option isnon-transferable, thedraft IFRS proposesthat the expected life of an option
rather than its contracted life should be used in applying an option pricing model (paragraph
21). Thedraft IFRSalso proposesrequirementsfor optionsthat are subject to vesting
conditions and ther efor e cannot be exer cised during the vesting period (par agraph 22).

Do you agreethat replacing an option’s contracted life with its expected life when applying
an option pricing model isan appropriate means of adjusting the option’sfair valuefor the
effects of non-transferability? If not, do you have an alter native suggestion? Isthe proposed
requirement for taking into account the inability to exercise an option during the vesting
period appropriate?

We agree that replacing an option’s contracted life with its expected life when applying
an option pricing model is an appropriate means of adjusting the option’ s fair vaue for
the effects of non-transferability. The proposed requirement for taking into account the
inability to exercise an option during the vesting period is appropriate.
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14.

15.

16.

If agrant of sharesor optionsisconditional upon satisfying specified vesting conditions, the
draft IFRS proposesthat these conditions should be taken into account when an entity
measuresthefair value of the sharesor optionsgranted. In the case of options, vesting
conditions should betaken into account either by incor porating them into the application of
an option pricing modd or by making an appr opriate adjustment to the value produced by
such amodel (paragraph 24).

Do you agreethat vesting conditions should be taken into account when estimating thefair
value of optionsor sharesgranted? If not, why not? Do you have any suggestionsfor how
vesting conditions should be taken into account when estimating thefair value of sharesor
optionsgranted?

We agree that vesting conditions should be taken into account when estimating the fair
value of options or shares granted. We recommend that further guidance be provided in
the standard for determining the vesting period. Thiswould fecilitate practical
gpplication, particularly where there are multiple vesting periods.

For optionswith areload feature, the draft | FRS proposesthat the reload feature should be
taken into account, wher e practicable, when an entity measuresthefair value of the options
granted. However, if thereload featureisnot taken into account in the measurement of the
fair value of the options granted, then thereload option granted should be accounted for asa
new option grant (paragraph 25).

I sthisproposed requirement appropriate? If not, why not? Do you have an alternative
proposal for dealing with optionswith reload features?

We agree with the IASB proposal for the reasons given in the Basis for Conclusions.

Thedraft IFRS proposesrequirementsfor taking into account various featur es common to
employee shar e options, such as non-transfer ability, inability to exer cise the option during
thevesting period, and vesting conditions (par agr aphs 21-25).

Arethereother common features of employee share optionsfor which the |FRS should
specify requirements?

We are not aware of any other common features of employee share options for which the
proposed standard should specify requirements.

Thedraft IFRS doesnot contain prescriptive guidance on the estimation of thefair value of
options, consistently with the Board’ s obj ective of setting principles-based sandardsand to
allow for future developmentsin valuation methodologies.

Do you agreewith thisapproach? Arethere specific aspects of valuing optionsfor which
such guidance should be given?

We support this approach.
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18.

19.

If an entity repricesa share option, or otherwise modifiesthetermsor conditionson which
equity instrumentswer e granted, the draft | FRS proposesthat the entity should measurethe
incremental value granted upon repricing, and include that incremental value when
measuring the servicesreceived. Thismeansthat the entity isrequired to recognise
additional amountsfor servicesreceived during theremainder of the vesting period, i.e.
additional to the amountsrecognised in respect of the original option grant. Example3in
Appendix B illustratesthisrequirement. Asshown in that example, theincremental value
granted on repricing istreated asa new option grant, in addition to the original option grant.
An alternative approach isalso illustrated, wher eby thetwo grants ar e averaged and spread
over theremainder of thevesting period.

Do you agreethat theincremental value granted should betaken into account when
measuring the servicesreceived, resulting in the recognition of additional amountsin the
remainder of thevesting period? If not, how do you suggest repricing should be dealt with?
Of thetwo methodsillustrated in Example 3, which ismore appropriate? Why?

We agree that if an entity reprices a share option, or otherwise modifies the terms or
conditions on which equity instruments were granted, it should measure the incremental
value granted upon repricing and include that incremental value when measuring the
services received during the remainder of the vesting period (i.e. prospectively). We
beieve that the dternative method illustrated in example 3 of Appendix B is the most
appropriate method. Under this method, the total expense of the services received is more
accurately matched with the periods in which the service is actually received (ie. year 3
and 4 in example 3).

If an entity cancelsa share or option grant during the vesting period (other than a grant
cancelled by forfeiturewhen the vesting conditions are not satisfied), the draft IFRS
proposesthat the entity should continueto recognise the servicesrendered by the
counterparty in theremainder of thevesting period, asif that grant had not been cancelled.
Thedraft IFRS also proposesrequirementsfor dealing with any payment made on
cancellation and/or a grant of replacement options, and for therepurchase of vested equity
instruments.

Arethe proposed requirementsappropriate? If not, pleaseexplain why not and provide
details of your suggested alter native approach.

We believe the proposed requirements are appropriate. In addition, we recommend that
the explanation provided in the Basis for Conclusions (BC 220) be included in paragraph
29(a) as further guidance. BC 220 states that it is considered very unlikely that a share or
option grant would be cancelled without some compensation to the counterparty, either in
the form of cash or replacement options.

For cash-settled share-based payment transactions, the draft IFRS proposesthat the entity
should measurethe goods or servicesacquired and theliability incurred at thefair value of
theliability. Until theliability is settled, the entity should remeasurethefair value of the
liability at each reporting date, with any changesin valuerecognised in theincome
Statement.

Arethe proposed requirementsappropriate? If not, please provide details of your suggested
alternative approach.

We believe the proposed requirements are appropriate.



20.

21.

22.

For share-based payment transactionsin which either the entity or the supplier of goods or
services may choose whether the entity settlesthetransaction in cash or by issuing equity
instruments, the draft | FRS proposesthat the entity should account for thetransaction, or
the components of that transaction, asa cash-settled shar e-based payment transaction if the
entity hasincurred aliability to settlein cash, or asan equity-settled shar e-based payment
transaction if no such liability hasbeen incurred. Thedraft |FRS proposes various
requirementsto apply thisprinciple.

Arethe proposed requirementsappropriate? If not, please provide details of your suggested
alternative approach.

We believe the proposed requirements are appropriate.

Thedraft IFRS proposesthat an entity should discloseinfor mation to enable user s of

financial statementsto under stand:

a. thenatureand extent of share-based payment arrangementsthat existed during the
period,

b. how thefair value of the goodsor services received, or thefair value of the equity
instruments granted, during the period was deter mined, and

c. theeffect of expensesarising from share-based payment transactions on the entity’s
profit or loss.

Arethesedisclosurerequirementsappropriate? If not, which disclosurerequirementsdo
you suggest should be added, deleted or amended (and how)?

While we support the disclosure principles set out in paragraphs 45, 47 and 51, we
believe the minimum disclosure requirements set out are very detailed and burdensome,
but might also obscure the key information being communicated to users of financia
statements. We believe the disclosures should concentrate on the key factors and
principles on which the estimated amounts are most sengitive to, particularly if they relate
to an assumption that is essentidly subjective. This approach, while reducing the burden
on preparers, would also mean users of the financia statements are able to clearly
understand the key factors impacting the calculations. The objective should not be for
users to check the calculations. We believe it would be more appropriate to treat
paragraphs 46, 48 and 52 as illustrative of the type of disclosure needed to meet the
requirements set out in the principle paragraphs of 45, 47 and 51.

We aso believe the following disclosures set out in paragraph 48 should be deleted or
amended:

= Paragraph 48 (a)(iv) — amend to read: “....any other key inputs to the model.”
=  Paragraph 48 (q)(ii) — delete

= Paragraph 48 (a)(iii) — delete

= Paragraph 48 (a)(iv) — amend to read: “the key assumptions made...”

Thedraft IFRS proposesthat an entity should apply the requirementsof the | FRSto grants

of equity instrumentsthat were granted after the publication date of this Exposure Draft and
had not vested at the effective date of the IFRS. 1t also proposesthat an entity should apply

retr ospectively therequirementsof the |FRSto liabilities existing at the effective date of the
IFRS, except that the entity isnot required to measure vested shar e appr eciation rights(and
similar liabilities) at fair value, but instead should measure such liabilities at their settlement
amount (iethe amount that would have been paid on settlement of theliability had the

counter party demanded settlement at the date theliability is measured).

Arethe proposed requirementsappropriate? If not, please provide details of your
suggestionsfor the IFRS stransitional provisions.

We believe the proposed requirements are appropriate.

10



23. Thedraft IFRS proposesa consequential amendment to |AS 12 (revised 2000) Income Taxes
to add an exampleto that standard illustrating how to account for thetax effects of share-
based payment transactions. Asshown in that example, it isproposed that all tax effects of
share-based payment transactions should be recognised in theincome statement.

Arethe proposed requirements appropriate?
We believe the proposed requirements are appropriate.

24. In developing the Exposure Draft, the Board considered how variousissues are dealt with
under the US standar d SFAS 123 Accounting for Stock -Based Compensation, asexplained
further in the Basisfor Conclusions. Although thedraft IFRSissimilar to SFAS123in
many respects, ther e are some differences. The main differencesinclude thefollowing:
(&) Apart from transactionswithin the scope of another 1FRS, the draft |FRS does not
propose any exemptions, either from therequirement to apply the IFRS or from the
requirement to measur e share-based payment transactions at fair value. SFAS 123
containsthefollowing exemptions, none of which areincluded in thedraft IFRS:
= employeesharepurchaseplansareexcluded from SFAS 123, provided specified
criteria are met, such asthediscount given to employeesisrelatively small;

=  SFAS 123 encourages, but doesnot require, entitiesto apply itsfair value
measur ement method to recognise transactions with employees; entitiesare
permitted to apply instead the intrinsic value measurement method in Accounting
Principles Board Opinion No. 25 Accounting for Stock 1ssued to Employees
(paragraphsBC70-BC74 in the Basisfor Conclusions give an explanation of
intrinsic 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 thevaluation the
effects of expected share price volatility (paragraphsBC75-BC78 in the Basisfor
Conclusions give an explanation of minimum value).
(b) For transactionsin which equity instruments are granted to employees, both SFAS 123
and thedraft | FRS have a measurement method that isbased on thefair value of those
equity instrumentsat grant date. However:
= under SFAS 123, the estimate of thefair value of an equity instrument at grant date
isnot reduced for the possibility of forfeiture dueto failureto satisfy the vesting
conditions, whereasthedraft | FRS proposesthat the possibility of forfeiture should
betaken into account in making such an estimate.

= under SFAS 123, thetransaction ismeasured at thefair value of the equity
instrumentsissued. Because equity instrumentsare not regar ded asissued until any
specified vesting conditions have been satisfied, the transaction amount is ultimately
measured at the number of vested equity instruments multiplied by thefair value of
those equity instrumentsat grant date. Hence, any amounts recognised for
employee servicesreceived during the vesting period will be subsequently reversed if
the equity instrumentsgranted areforfeited. Under thedraft IFRS, thetransaction
ismeasured at the deemed fair value of the employee servicesreceived. Thefair
value of the equity instruments granted isused asa surrogate measure, to determine
the deemed fair value of each unit of employee servicereceived. Thetransaction
amount isultimately measured at thenumber of units of servicereceived duringthe
vesting period multiplied by the deemed fair value per unit of service. Hence, any
amountsrecognised for employee servicesreceived are not subsequently rever sed,
even if the equity instruments granted areforfeited.

(c) If,duringthevesting period, an entity settlesin cash a grant of equity instruments,
under SFAS 123 those equity instrumentsareregarded as having immediately vested,
and ther efore the amount of compensation expense measured at grant date but not yet
recognised isrecognised immediately at the date of settlement. Thedraft |FRS does not
requireimmediate recognition of an expense but instead proposesthat the entity should
continueto recognise the servicesreceived (and hence the resulting expense) over the
remainder of the vesting period, asif that grant of equity instrumentshad not been
cancelled.



25.

(d) SFAS123doesnot specify a measurement datefor transactionswith partiesother than
employeesthat are measured at thefair value of the equity instrumentsissued.
Emerging I ssues Task Force | ssue 96-18 Accounting for Equity Instruments That Are
I ssued 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 isreached or (ii) the date performance
iscomplete. Thisdate might belater than grant date, for example, if thereisno
performance commitment at grant date. Under thedraft IFRS, thefair value of the
equity instrumentsgranted ismeasured at grant datein all cases.

(e) SFAS123requiresliabilitiesfor cash-settled shareappreciation rights (SARS) to be
measured using an intrinsic value measurement method. Thedraft |FRS proposesthat
such liabilities should be measured using a fair value measurement method, which
includesthetimevalue of the SARs, in the sameway that options havetimevalue (refer
to paragraphs BC70-BC81 of the Basisfor Conclusionsfor a discussion of intrinsic
value, timevalue and fair value).

(f) For ashare-based payment transaction in which equity instruments are granted, SFAS
123 requiresrealised tax benefitsto be credited direct to equity asadditional paid-in
capital, to the extent that those tax benefits exceed the tax benefits on the total amount of
compensation 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 shar e-based payment transactions should berecognised in
profit or loss, aspart of tax expense.

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

We bdlieve the proposed treatments by the draft IFRS is the most appropriate with
respect to the above differences.

Do you have any other commentson the Exposure Draft?

We believe explicit guidance is required in relation to the recognition and measurement

of an expense for low exercise price options (commonly referred to as “LEPOS’) and zero
exercise price options (commonly referred to as “ ZEPOS”), as they may fal outside of the
definition of share option in the proposed standard.

In addition to the specific matters for comment, the AASB also requested comment on
certain items. We reproduce our response, below, for your reference.

(a) whether the proposed interim restriction of application to share-based paymentsfor
employees (until the Australian equivalents of the other IASB Standards become
operative) isappropriate and workable;

We believe the proposed interim restriction of application to share-based paymentsto
employeesis appropriate due to the further harmonisation required of certain
accounting standards. 1n addition, we believe the proposed accounting for share-
based payment transactions for employees is workable within current Australian
GAAP, subject to the issues we have highlighted in this letter.

(b) whether the consequential dual application of the Australian standard and AASB 1028
Employee Benefitsfor theinterim year istoo onerousor whether therelevant parts of
AASB 1028 should be amended? If amendment isfavoured, should AASB 1028 bere-
issued or would it be sufficient to incorporatean interim ‘override’ in the new standard
on share-based payment;

We believe the dua application of AASB 1028 and the proposed standard would
mean a duplication of disclosure requirements for aspects of employee share option
plans and would therefore be onerous to preparers of financial statements identifying
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any inconsistencies and ensuring compliance with both standards. We believe an
interim ‘override’ in the new standard would be appropriate. As the adoption of the
relevant IASB standard is anticipated to occur in arelatively short period of time after
the application of the share-based payment standard, we do not consider that reissue
of AASB 1028 is warranted.

whether the date of measuring thefair value of equity instruments proposed in ED 2,
grant date, should be used asthe measurement datefor disclosures of equity
compensation proposed in ED 106 Director, Executive and Related Party Disclosures,
instead of vesting date (as proposed in ED 106);

We believe measuring the fair value at grant date as proposed in ED 2 should be used
in ED 106 Director, Executive and Related Party Disclosures to ensure consistency of
disclosures and measurement method. We support the use of grant date as the
appropriate measurement date for the reasons provided in the Basis for Conclusions.

whether the method of deter mining the expenserelated to unvested equity-settled share-
based payment transactionsto berecognised in an accounting period (based on units of
servicereceived timesthe expected value for unitsof service expected to be provided
during the vesting period) isan appropriate method for deter mining the amount of
equity compensation (asan element of remuneration) of an individual to be disclosed as
proposed in ED 106 (in ED 106 Part 1, it isproposed that disclosurein respect of each
director and specified executive of a disclosing entity be based on vesting date);

In generd, we support the proposed method of determining the expense related to
unvested equity-settled share-based payment transactions to be recognised in an
accounting period. We aso believe it appropriate that this method be used for
determining the amount of equity compensation of an individua to be disclosed, to
ensure consistency.

whether the proposalsarein the best interests of the Australian economy;

We support the genera principles of the proposed standard and believe the proposals
are in the best interests of the Australian economy.

any issuesrelating to not-for -profit entities, including public sector entities, that may
affect theimplementation of the proposals; and

We are not aware of any issues.

any regulatory issuesor other issuesarising in the Australian environment that may
affect theimplementation of the proposals.

Taxation:

It is our understanding that the recognition of share options as an expense may lead to
the tainting of share capital for taxation purposes. We strongly believe that this issue
must be resolved or further clarified before implementation of the standard.

It isaso our understanding that share options expense may not be an alowable

income tax deduction. We strongly believe that thisissue must be resolved or further
clarified before implementation of the standard.
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Transtiona rules on introduction:

The draft standard is proposed to apply in Audtraliato employee share-based
payments for reporting periods beginning on or after 1 January 2004 (2004/2005
financia year for the Nationa). Where comparative information is presented for the
previous period(s), the draft Australian standard would need to be applied in
presenting information for those comparative years. Asthe National isaUS SEC
registrant, it is required to provide two years of comparative information in its
financia statements. This means 2002/2003 and 2003/2004 comparatives will need
to be presented on the same basis when reporting 2004/2005 financia statements,
which is an onerous requirement.

Further, the AASB has not yet proposed transitional rules on how the initial effect of
the proposed standard will be reflected in Australian financial statements. Normally,
new standards in Australia require the initial effect to be adjusted against opening
retained profits in the year the standard is adopted. Under IAS, the approach is
different, with the comparative years being restated to accord with the presentation
requirements of the new standard, with an adjustment to the earliest year's
comparative retained profits.

If you have any questions, or would like to discuss further, please don’t hesitate to contact
Louise Thomson (+61 3 8641 3481), Michael Mcintyre ((+61 3 8641 3244) or me.

Yours sincerely

David Holden
General Manager, Group Finance
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