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Dear Sirs,
On behal f of Royal Philips Electronics N.V., | ampleased to

respond to the invitation of the International Accounting

St andards Board, to coment the Exposure draft 2 Share-based
paynment (from here onwards referred to as the draft |IFRS) of the
I nternational Accounting Standards Board. W will first present
a nunmber of general comments and observati ons and subsequently
address the questions for respondents in an Appendi X.

Conver gence

As an organi zati on we endeavor to find the appropriate bal ance
bet ween providing rel evant and neani ngful information to our
st akehol ders and limting the cost for collecting and reporting
this information, a cost that is ultimtely borne by our
sharehol ders. In addition we are conscious of the, in itself
depl orabl e, fact that accounting standards across the world are
not harnoni zed. This may result in distortions in the |evel
playing field for international conpani es when new standards are
introduced in a certain jurisdiction that are fundanentally
different fromthose applicable in other jurisdictions. Not only
does this reduce conparability; it potentially can create a
conpetitive di sadvantage for conpanies that are forced to

di scl ose nmore or different information than their conpetitors
reporting under a different GAAP.

For the subject of this draft IFRS the |evel playing field
concern is highly relevant. As you know the subject of share-
based paynents has resulted in major controversies in the United
States and the resulting US standards are far from perfect or
conplete. It is to be welconmed that | ASB deals with the

w despread use of share options and proposes a high quality
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gl obal accounting standard to deal with the issue. In view of
the inportance of share-based paynments for reporting

organi zations across the world, it is of paranmpunt inportance
t hat any sol ution proposed by | ASB is supported and i npl enmented
by the accounting standards setters in the major western
economes. If this is not realized the introduction of a
standard will lead to serious distortions of the |evel playing
field for international conpanies. We therefore urge the IASB to
put its best efforts into achieving convergence on this matter,
principally between I AS and US GAAP. We support the view of the
| ASB t hat expensing at grant date is the nost appropriate method
of accounting for share-based paynents. In our viewit offers
the best representation of the economic reality and is in
accordance with the way that users of financial statenents view
the econom c substance of these itens.

The nmonment in tinme when expensi ng becones conpul sory under |AS
shoul d be the sanme as the nonent that the sanme occurs for
conpani es reporting under US GAAP to ensure that the |evel
playing field objective is met. This | eaves the option of early
adoption for conpanies - like ours - that determ ne that their
st akehol ders are better served by expensing froman earlier
date. In this respect we can informyou that Royal Philips

El ectronics N V. has decided and announced that it will adopt
the provision of Statement of Financial Accounting Standards 123
as of 1.1.2003.

In view of the technical conplexity of the issues involved and
t he controversies that exist on the pricing nodels and the
technicalities of expensing, it is inportant that the detail ed
provi sions of the International Accounting Standard are
convergent with US GAAP to the highest possible |level. Please
note in this respect that a number of choices are arbitrary
because a conplete conceptually justified answer is not always
avail able. When that is the case it will not help either users
or preparers of financial statenments when divergent views are
brought forward by accounting standard setters.

Enpl oyee share purchase pl ans

We have concern with respect to the apparent inclusion of

enpl oyee share purchase plans in the scope of the ED. This is not
i n accordance with the purpose and nature of these plans and they
shoul d either be exenpted formthe standard or, preferably, they
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shoul d receive a different accounting treatnent. We w ||
el aborate on this point when we address question 24.

Unl i sted conpani es

Al t hough it does not directly have rel evance for Philips as a
listed conpany with a |ong history on various stock markets, we
do have practical concern with the way that unlisted conpanies
are dealt with in the draft IFRS and the proposals for neasuring
t he share-based paynents granted by these conpanies.

In addition to the above we share a nunber of concerns that have
been raised by EFRAG in their draft comments with respect to:

M xed nmeasurement approach

Under the current proposal in para 8, the fair value of the goods
or services received in an equity-settled share-based paynent
transacti on should be neasured at the delivery (service) date
when applying the direct neasurenent nethod. Consequently,
dependi ng on whether the fair value of the goods or services
received is neasured directly or not, the draft standard
prescri bes that the neasurenent shall be done at delivery
(service) date or grant date, respectively. W do not support
this m xed approach and believe that the fair value of the goods
or services received should consistently be nmeasured at grant
(contract) date, which is the date when the two parties agree on
the val ue of the goods or services to be provided.

Determ nati on of the service period

We believe it is not always appropriate to presune that the
services rendered by the counter party are received during the
vesting period. For instance, a grant for past performance wl |l
sonetimes have additional vesting conditions such as enpl oynent
during the next three years. |In such a case, we believe that the
servi ce has been (substantially) received and therefore should be
recogni zed at grant date. We ask the Board to consider anendi ng
para 14 so that it requires consideration of the substance of the
shar e- based paynent transaction in order to determ ne whether the
services of the counter party have been (substantially) received
or not. |If the vesting depends solely on future performance, we
agree that it is reasonable to presune that the services rendered
by the counter party are received during the vesting period.
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Refl ection of vesting conditions

We agree that vesting conditions should affect the expense
recogni zed. However, we believe it would be nore |ogical (and
| ess confusing) not to include these in the calculation of the
fair value of the option but instead require an adjustnment to the
val ue produced by such a nodel. Such an “adjusted” fair val ue
best reflects the fair value of the services expected to be
recei ved at grant date.

Furthernmore we recommend that reporting entities are allowed to
regi ster conpensation costs as of the grant date on the basis of
their estimate of the nunmber of options that are going to vest
and to revise that estimate if subsequent information indicates
t hat actual vesting will deviate fromthe initial estinmates, or
as an alternative to initially accrue the costs for al

i nstrunents and subsequently recogni ze forfeitures when they
occur during the vesting period. For performance rel ated options
t he best estimate of the outconme of the performance condition
shoul d be used by an entity to determine the initial expense.
Subsequently the expense should be adjusted for expected or
actual outcone of the performance-related conditions.

Excessive disclosure requirenents

We believe the mi ninmumdisclosure rules as set out in para 46, 48
and 52 are burdensone for the preparers and m ght obscure the key
messages to the users of financial statenments. Therefore, they
should be illustrative of the sort of disclosure needed to neet
the requirements set out in the bold paragraphs and not

conmpul sory.

We further note that the draft |FRS suggests principles and
definitions that appear to be divergent formthe Framework. W
recommend that the Franmework be updated to accommpdate the
principles introduced by this draft |FRS.

Qur replies to the questions raised in the draft standard are
provided in Appendix | to this letter. W expect that they wll
recei ve careful consideration fromthe Board and that the

subj ects discussed will be addressed in the final standard. In
summary we support the Board in its proposal to introduce
expensi ng but we urge you to work toward maxi mum convergence wth
US GAAP in this area, both to avoid that the level playing field
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is disturbed and to ensure reliability and conmparability of the
clarity of accounting standards.

In case that you would like to have further clarification or
additional information of the points addressed in our letter
pl ease do not hesitate to contact ne.

Ki nd regards,

Peter A.M Sanpers
Manager Policies & Directives
Royal Philips Electronics N. V.
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Par agraphs 1-3 of the draft |IFRS set out
the proposed scope of the IFRS. There are
no proposed exenptions, apart fromfor
transactions within the scope of another
| FRS.

Is the proposed scope appropriate? If not,
whi ch transacti ons should be excl uded and
why ?

We di sagree with the inclusion of share
purchase plans in the scope of the draft
| FRS. They should either be renpved form
t he scope or, preferably, be addressed
separately. See our comments to question
24.

Par agraphs 4-6 of the draft |FRS propose
requi rements for the recognition of share-
based paynment transactions, including the
recognition of an expense when the goods
or services received or acquired are
consuned.

Are these recognition requirenments
appropriate? If not, why not, or in which
circunstances are the recognition

requi rements inappropriate?

We agree with the | ASB proposal for the
reasons given in the Basis for

Concl usions. Nonet hel ess, we believe the
Board shoul d consider clarifying the
definition of an expense in the Framework
so that no reference needs to be nmade to
pronouncenments of other standard-setting
bodies as it is currently done in BC 42.

In addition, we suggest to the Board to
reconsi der whether the proposed unit of
service received approach is not unduly
cunber sone and costly.
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For an equity-settl ed share-based paynent
transaction, the draft |FRS proposes that,
in principle, the entity should neasure
t he goods or services received, and the
corresponding increase in equity, either
directly, at the fair value of the goods
or services received, or indirectly, by
reference to the fair value of the equity
i nstrunents granted, whichever fair value
is nore readily determ nabl e (paragraph
7). There are no exenptions to the

requi renment to nmeasure share-based paynent
transactions at fair value. For exanple,
there are no exenptions for unlisted
entities.

I's this neasurenent principle appropriate?
If not, why not, or in which circunstances
is it not appropriate?

We agree with the principles of the
proposal but we are of the opinion that it
is not justified to include unlisted
conpanies in the way that is currently
proposed. The fact that the m ni num val ue
met hod produces | ower costs conpared to
option pricing nodels in-itself is not a
sound reason to reject it (BC 138). In
addition, the proposals in BC 139 with
regard to alternative ways for the
determ nation of volatility by unlisted
conpani es are unrealistic and unreli able.
In view of these considerations and in the
i nterest of convergence we recomend to
the Board to allow the m ni nrum val ue

nmet hod under clearly defined

ci rcunst ances.

If the fair value of the goods or services
received in an equity-settled share-based
payment transaction is neasured directly,
the draft |IFRS proposes that fair val ue
shoul d be measured at the date when the
entity obtains the goods or receives the
servi ces (paragraph 8).
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Do you agree that this is the appropriate
date at which to neasure the fair val ue of
the goods or services received? |If not,
at which date should the fair value of the
goods or services received be neasured?
Wy ?

No, 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 neasured. W
do not support this m xed approach and
believe that the fair value of the goods
or services received should consistently
be nmeasured at grant (contract) date,
which is the date when the two parties
agree on the value of the goods or
services to be provided. We therefore ask
t he Board to reconsider the wording of
para 8 and the argunents supporting the
concl usi on.

If the fair value of the goods or services
received in an equity-settled share-based
paynment transaction is neasured by
reference to the fair value of the equity
instrunents granted, the draft |IFRS
proposes that the fair value of the equity
instruments granted shoul d be neasured at
grant date (paragraph 8).

Do you agree that this is the appropriate
date at which to neasure the fair val ue of
the equity instruments granted? |[|f not,

at which date should the fair value of the
equity instrunents granted be neasured?

Why ?

We agree with the | ASB proposal for the
reasons given in the Basis for
Concl usi ons.
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For equity-settled transactions with
parti es other than enpl oyees, the draft

| FRS proposes a rebuttabl e presunption
that the fair value of the goods or
services received is nore readily

determ nabl e than the fair value of the
equity instrunments granted (paragraphs 9
and 10).

Do you agree that the fair value of the
goods or services received is usually nore
readily determ nable than the fair val ue
of the equity instrunments granted?

In what circunstances is this not so?

W agree with the approach as explained in

For equity-settled transactions with

enpl oyees, the draft |IFRS proposes that
the entity should nmeasure the fair val ue
of the enpl oyee services received by
reference to the fair value of the equity
instrunents granted, because the latter
fair value is nore readily determ nabl e
(paragraphs 11 and 12).

Do you agree that the fair value of the
equity instrunments granted is nore readily
determ nabl e than the fair value of the
enpl oyee services received? Are there any
circunstances in which this is not so?

We believe that the requirenent for
transactions with enpl oyees “to neasure
the fair value of the enpl oyee services
received by reference to the fair val ue of
the equity instruments granted” is
appropriate in nost cases. However in sone
cases the fair value of the services
granted may be nore readily determ nabl e
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and therefore the preferred way forward
woul d be the inclusion of a rebuttable
presunption in the final |FRS.

Par agraphs 13 and 14 of the draft |FRS
propose requi renents for determ ni ng when
the counter-party renders service for the
equity instrunments granted, based on

whet her the counter-party is required to
conplete a specified period of service
before the equity instrunments vest.

Do you agree that it is reasonable to
presunme that the services rendered by the
counter-party as consideration for the
equity instrunments are received during the
vesting period? |If not, when are the
services received, in your view?

No. We believe it is not always
appropriate to presune that the services
rendered by the counter-party as
consideration for the equity instrunents
are received during the vesting period.
For instance, a grant for past performance

will sonetinmes have additional vesting
conditions such as enploynment during the
next three years. |In such a case, we

bel i eve that the service has been
(substantially) received and therefore
shoul d be recogni sed at grant date.
(Where there are also future conditions it
may be appropriate to apportion the grant
between its various conponents.) W ask
the Board to consider amendi ng para 14 so
that it requires consideration of the
substance of the share-based paynent
transaction in order to determ ne whether
the services of the counter-party have
been (substantially) received or not. |If
t he vesting depends solely on future
performance, we agree that it is
reasonable to presune that the services
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rendered by the counter-party are received
during the vesting period.

If the services received are nmeasured by
using the fair value of the equity

i nstrunents granted as a surrogate
measure, the draft |FRS proposes that the
entity should determ ne the ampunt to
attribute to each unit of service
received, by dividing the fair val ue of
the equity instrunents granted by the
nunber of units of service expected to be
recei ved during the vesting period
(paragraph 15).

Do you agree that if the fair value of the
equity instrunents granted is used as a
surrogate nmeasure of the fair value of the
services received, it is necessary to
determ ne the amobunt to attribute to each
unit of service received? |If not, what
al ternative approach do you propose? |If
an entity is required to determ ne the
anmpunt to attribute to each unit of
service received, do you agree that this
shoul d be calculated by dividing the fair
val ue of the equity instruments granted by
t he nunber of units of services expected
to be received during the vesting period?
If not, what alternative nmethod do you
propose?

It is not necessary to determ ne the
anmpunt to attribute to each unit of
service received. As an alternative we
reconmend a sinplification to a straight-
i ne depreciation of the fair value of the
services received/instrument granted.

In an equity-settled share-based paynent
transaction, the draft |FRS proposes that
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havi ng recogni zed the services received,
and a corresponding increase in equity,
the entity should make no subsequent
adjustnment to total equity, even if the
equity instrunents granted do not vest or
in the case of options, the options are
not exercised (paragraph 16). However,
this requirenment does not preclude the
entity fromrecognizing a transfer within
equity, ie a transfer from one conponent
of equity to another.

Do you agree with this proposed

requi rement? If not, in what

ci rcunst ances shoul d an adj ustnment be made
to total equity and why?

No we di sagree. Forfeitures until the
noment of vesting and non-vesting should
be reflected in a reduction of equity and
only vested options that expire
unexerci sed should remain in equity.

Ql1. The draft |IFRS proposes that the entity
shoul d measure the fair value of equity
i nstrunents granted, based on market
prices if available, taking into account
the ternms and conditions of the grant
(paragraph 17). In the absence of a
mar ket price, the draft |IFRS proposes that
the entity should estimate the fair val ue
of options granted, by applying an option
pricing nodel that takes into account
various factors, nanely the exercise price
of the option, the |ife of the option, the
current price of the underlying shares,
the expected volatility of the share
price, the dividends expected on the
shares (where appropriate) and the risk-
free interest rate for the life of the
option (paragraph 20). Paragraph 23 of
t he proposed | FRS explains when it is
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appropriate to take into account expected
di vi dends.

Do you agree that an option pricing nodel
shoul d be applied to estinate the fair
val ue of options granted? |f not, by what
ot her means should the fair value of the
options be estimted? Are there

ci rcunmstances in which it would be

i nappropriate or inpracticable to take
into account any of the factors |isted
above in applying an option pricing nodel?

We agree with the | ASB proposal for the
reasons given in the Basis for

Concl usions, with the exception of its
applicability for unlisted conpani es as
expl ai ned before.

If an option is non-transferable, the
draft | FRS proposes that the expected life
of an option rather than its contracted
life should be used in applying an option
pricing nodel (paragraph 21). The draft
| FRS al so proposes requirenents for
options that are subject to vesting
conditions and therefore cannot be

exerci sed during the vesting period
(paragraph 22).

Do you agree that replacing an option’s
contracted life with its expected life
when applying an option pricing nodel is
an appropriate neans of adjusting the
option’s fair value for the effects of
non-transferability? |If not, do you have
an alternative suggestion? 1Is the
proposed requi rement for taking into
account the inability to exercise an
option during the vesting period
appropri ate?
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We agree with the | ASB proposal for the
reasons given in the Basis for
Concl usi ons.

If a grant of shares or options is
condi ti onal upon satisfying specified
vesting conditions, the draft |IFRS
proposes that these conditions should be
taken into account when an entity neasures
the fair value of the shares or options
granted. |In the case of options, vesting
condi ti ons shoul d be taken into account
ei ther by incorporating theminto the
application of an option pricing nodel or
by maeki ng an appropriate adjustnent to the
val ue produced by such a nodel

(paragraph 24).

Do you agree that vesting conditions
shoul d be taken into account when
estimating the fair value of options or
shares granted? |If not, why not? Do you
have any suggestions for how vesting
condi ti ons should be taken into account
when estimating the fair value of shares
or options granted?

We agree that vesting conditions should
af fect the expense recogni zed. However,
we believe it would be nore |ogical (and
| ess confusing) not to include these in
the cal cul ation of the fair value of the
shares or options but instead require an
adj ustnent to the val ue produced by such a
nodel .

We recommend that reporting entities are
all owed to register conpensation costs as
of the grant date on the basis of their

estimate of the nunber of options that are
going to vest and to revise that estinmate
i f subsequent information indicates that
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actual vesting will deviate fromthe
initial estimates, or as an alternative to
initially accrue the costs for all

i nstrunents and subsequently recogni ze
forfeitures when they occur. For
performance rel ated options the best

esti mate of the outcone of the perfornmance
condition should be used by an entity to
determ ne the initial expense.
Subsequently the expense should be

adj usted for the expected or actual

out cone of the performance-rel ated

condi tions.

For options with a reload feature, the
draft | FRS proposes that the rel oad
feature should be taken into account,
where practicable, when an entity neasures
the fair value of the options granted.
However, if the reload feature is not
taken into account in the nmeasurenment of
the fair value of the options granted,
then the reload option granted shoul d be
accounted for as a new option grant
(paragraph 25).

Is this proposed requirement appropriate?
If not, why not? Do you have an

al ternative proposal for dealing with
options with reload features?

We agree with the | ASB proposal for the
reasons given in the Basis for
Concl usi ons. However, we believe that the
definition of reload feature in the

G ossary is unclear and should therefore
be reworded by the Board.
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Ql5. The draft | FRS proposes requirenents for
taking into account various features
comon to enpl oyee share options, such as
non-transferability, inability to exercise
the option during the vesting period, and
vesting conditions (paragraphs 21-25).

Are there other common features of
enpl oyee share options for which the | FRS
shoul d specify requirenents?

We have not identified any other commpn
features of enpl oyee share options for
whi ch the standard shoul d specify
requirenents.

Ql6. The draft | FRS does not contain
prescriptive guidance on the estimtion of
the fair value of options, consistently
with the Board’ s objective of setting
princi pl es-based standards and to all ow
for future devel opnments in valuation
met hodol ogi es.

Do you agree with this approach? Are
there specific aspects of valuing options
for which such gui dance should be given?

We support the Board's approach not to

prescribe in detail how the fair val ue of
options should be estimted, provided that
the position that the Board takes is al so
supported and i nplenmented by the Financial
Accounting Standards Board of the United
Sates. As there are no perfectly accurate
nodel s avail able, choices in this area are
to sonme extent arbitrary and it would be
detrinmental to conparability of financial
statenents when preparers can choose from
di fferent options under different GAAP s.
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If an entity reprices a share option, or
ot herw se nodifies the terns or conditions
on which equity instrunents were granted,
the draft | FRS proposes that the entity
shoul d measure the incremental value
grant ed upon repricing, and include that
i ncremental val ue when neasuring the
services received. This neans that the
entity is required to recogni ze additional
amounts for services received during the
remai nder of the vesting period, i.e.
additional to the ampbunts recogni zed in
respect of the original option grant.
Exanple 3 in Appendix B illustrates this
requi renment. As shown in that exanple,
the increnental value granted on repricing
IS treated as a new option grant, in
addition to the original option grant. An
alternative approach is also illustrated,
whereby the two grants are averaged and
spread over the remainder of the vesting
peri od.

Do you agree that the increnental value
granted shoul d be taken into account when
measuring the services received, resulting
in the recognition of additional anounts
in the remai nder of the vesting period?
If not, how do you suggest repricing
shoul d be dealt with? O the two nethods
illustrated in Exanple 3, which is nore
appropri ate? \Why?

We agree that if an entity reprices a
share option, or otherwi se nodifies the
terms or conditions on which equity
instrunents were granted, it should
nmeasure the increnental val ue granted upon
repricing and include that increnental
val ue when neasuring the services received
during the remai nder of the vesting
period. We believe that treating the

i ncrenmental value as a new option grant is
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t he nost appropriate because it reflects
econom ¢ substance of the transacti on.

QL8. 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 | FRS proposes that the entity
shoul d continue to recogni ze the services
rendered by the counter-party in the
remai nder of the vesting period, as if
that grant had not been cancelled. The
draft | FRS al so proposes requirenments for
dealing with any paynment nmade on
cancel l ati on and/or a grant of replacenent
options, and for the repurchase of vested
equity instrunents.

Are the proposed requirenments appropriate?
I f not, please explain why not and provide
details of your suggested alternative
appr oach.

Such a requirenment is counterintuitive and
not | ogical. When the Board expects that
cancellation will only occur in

conmbi nati on with cash paynent or anot her
form of conpensation for the enployee than
it needs to address these situations.

Q19. For cash-settl ed share-based paynent
transactions, the draft |IFRS proposes that
the entity should nmeasure the goods or
services acquired and the liability
incurred at the fair value of the
liability. Until the liability is
settled, the entity should remeasure the
fair value of the liability at each
reporting date, with any changes in val ue
recogni zed in the income statenent.
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Are the proposed requirenents appropriate?
If not, please provide details of your
suggested al ternative approach.

We agree with the | ASB proposal under the
condition that convergence with US GAAP is
realized.

For share-based paynent transactions in
which either the entity or the supplier of
goods or services nmay choose whether the
entity settles the transaction in cash or
by issuing equity instruments, the draft
| FRS proposes that the entity should
account for the transaction, or the
conponents of that transaction, as a cash-
settl ed share-based paynent transaction if
the entity has incurred a liability to
settle in cash, or as an equity-settled
shar e- based paynent transaction if no such
liability has been incurred. The draft

| FRS proposes various requirenments to
apply this principle.

Are the proposed requi renments appropriate?
If not, please provide details of your
suggested alternative approach.

We agr ee.

The draft | FRS proposes that an entity
shoul d di sclose information to enabl e
users of financial statenents to
under st and:

a. the nature and extent of share-based

paynment arrangenents that existed during
t he period,

. how the fair value of the goods or
services received, or the fair value of
the equity instruments granted, during
t he period was determ ned, and
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c. the effect of expenses arising from
shar e- based paynent transactions on the
entity’'s profit or |oss.

Are these disclosure requirenents
appropriate? |If not, which disclosure
requi renments do you suggest should be
added, deleted or anmended (and how)?

We support the disclosure principles set
out in paras 45, 47 and 51 but believe the
m ni mum di scl osure requirenments set out in
detail, and nost particularly in para 48,
are excessive. After all, the disclosures
shoul d support the understandi ng and
interpretation of the anpunts recogni zed.
They shoul d not be considered as stand-
al one informati on. The detail ed

di scl osures are expected to obscure the
key nessages to the users of financial
statements. It would be better therefore
to treat para 46, 48 and 52 as
illustrative of the sort of possible

di sclosures to neet the requirenents set
out in the bold paragraphs rather than

m ni mum di scl osure rul es.

The draft | FRS proposes that an entity
shoul d apply the requirenents of the IFRS
to grants of equity instrunents that were
granted after the publication date of this
Exposure Draft and had not vested at the
effective date of the IFRS. It also
proposes that an entity should apply
retrospectively the requirenents of the
IFRS to liabilities existing at the
effective date of the IFRS, except that
the entity is not required to nmeasure
vest ed share appreciation rights (and
simlar liabilities) at fair value, but

I nstead shoul d neasure such liabilities at
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their settlenment anount (ie the anpunt
that woul d have been paid on settlenment of
the liability had the counterparty
demanded settlenment at the date the
liability is nmeasured).

Are the proposed requirenents appropriate?
If not, please provide details of your
suggestions for the IFRS s transitional
provi si ons.

We di sagree with the | ASB proposal because
it would constitute a retrospective

i ntroduction of new accounting principles,
whi ch we find insupportable. The

requi rements of the IFRS should becone

ef fective prospectively for awards granted
after the introduction of the standard.
The moment of introduction should be
aligned with the nonent that expensing
beconmes obligatory for US GAAP reporting
entities.

The draft | FRS proposes a consequenti al
amendnent to I AS 12 (revised 2000) Incone
Taxes to add an exanple to that standard
illustrating how to account for the tax
effects of share-based paynent
transactions. As shown in that exanple,
it is proposed that all tax effects of
shar e- based paynent transactions should be
recogni zed in the incone statenent.

Are the proposed requirenments appropriate?

We agree with the | ASB proposal, except
for the treatnent of excess tax deductions
t hat exceed the amount of conpensation
expense recogni zed. These nmay occur under
certain tax regines and should be

recogni zed in equity and not flow though
the income statenent.
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I n devel opi ng the Exposure Draft, the
Board consi dered how various issues are
dealt with under the US standard SFAS 123
Accounting for Stock-Based Conpensation, as
expl ai ned further in the Basis for
Concl usions. Although the draft IFRS is
simlar to SFAS 123 in many respects, there
are sone differences. The main differences
i nclude the follow ng:

Apart fromtransactions within the scope of
another IFRS, the draft |IFRS does not
propose any exenptions, either fromthe
requirenment to apply the IFRS or fromthe
requi rement to nmeasure share-based paynent
transactions at fair value. SFAS 123
contains the foll ow ng exenpti ons, none of
whi ch are included in the draft |IFRS:

enpl oyee share purchase plans are excl uded
from SFAS 123, provided specified criteria
are nmet, such as the discount given to
enpl oyees is relatively small

In our view a simlar exenption should be
included in the draft |FRS.

SFAS 123 encour ages, but does not require,
entities to apply its fair value
measurenment nmethod to recognize
transactions with enpl oyees; entities are
permtted to apply instead the intrinsic
val ue nmeasurenent method in Accounting
Princi ples Board Opinion No. 25 Accounting
for Stock Issued to Enpl oyees (paragraphs
BC70-BC74 in the Basis for Conclusions give
an explanation of intrinsic value); and

Expensi ng shar e-based paynents shoul d al so
beconme an obligation under US GAAP and the
nmoment of initial application of the draft
| FRS shoul d be aligned to expensing
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becom ng conpul sory under US GAAP. When
convergence is taken seriously this is the
only possible solution.

unlisted (non-public) entities are
permtted to apply the m ni mum val ue net hod
when estimating the val ue of share options,
whi ch excludes from the val uation the

ef fects of expected share price volatility
(paragraphs BC75-BC78 in the Basis for
Concl usi ons give an explanation of m ni num
val ue).

See Q 3.

(b) For transactions in which equity
instrunments are granted to enpl oyees, both
SFAS 123 and the draft |IFRS have a
measur enent nmethod that is based on the
fair value of those equity instrunments at
grant date. However:

under SFAS 123, the estimate of the fair value of an
equity instrunment at grant date is not reduced for the
possibility of forfeiture due to failure to satisfy
the vesting conditions, whereas the draft |IFRS
proposes that the possibility of forfeiture should be
taken into account in making such an estinate.

We have no strong preference for either
met hod but they should be the same for the
sake of convergence.

under SFAS 123, the transaction is neasured
at the fair value of the equity instrunents
I ssued. Because equity instrunents are not
regarded as issued until any specified
vesting conditions have been satisfied, the
transaction anmount is ultinmately neasured at
t he number of vested equity instrunments
multiplied by the fair value of those equity
i nstrunents at grant date. Hence, any
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amount s recogni zed for enpl oyee services
recei ved during the vesting period will be
subsequently reversed if the equity
instrunents granted are forfeited. Under
the draft I FRS, the transaction is neasured
at the deenmed fair value of the enpl oyee
services received. The fair value of the
equity instrunents granted is used as a
surrogate neasure, to determ ne the deened
fair value of each unit of enployee service
received. The transaction anmount is
ultimtely nmeasured at the nunmber of units
of service received during the vesting
period multiplied by the deened fair val ue
per unit of service. Hence, any anounts
recogni zed for enpl oyee services received
are not subsequently reversed, even if the
equity instrunents granted are forfeited.

We have no strong preference for either
met hod but they should be the same for the
sake of convergence.

c. If, during the vesting period, an
entity settles in cash a grant of
equity instrunents, under SFAS 123
those equity instrunents are regarded
as having imedi ately vested, and
t herefore the anount of conpensation
expense neasured at grant date but not
yet recogni zed is recognized
i medi ately at the date of settlenent.
The draft | FRS does not require
i edi ate recognition of an expense but
i nstead proposes that the entity should
continue to recogni ze the services
received (and hence the resulting
expense) over the remainder of the
vesting period, as if that grant of
equity instrunents had not been
cancel | ed.
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We have no strong preference for either
met hod but they should be the sanme for the
sake of convergence.

d. SFAS 123 does not specify a neasurenent
date for transactions with parties
ot her than enpl oyees that are neasured
at the fair value of the equity
instrunents issued. Energing |Issues
Task Force |ssue 96-18 Accounting for
Equity Instrunments That Are Issued to
Ot her Than Enpl oyees for Acquiring, or
in Conjunction with Selling, Goods or
Services requires the fair value of the
equity instrunments issued to be
measured at the earlier of (i) the date
a performance commtnment is reached or
(i1) the date performance is conplete.
This date m ght be |l ater than grant
date, for exanple, if there is no
performance comm tnent at grant date.
Under the draft IFRS, the fair val ue of
the equity instrunments granted is
measured at grant date in all cases.

We agree with the draft IFRS but that would
require that a simlar treatnent is

i ntroduced for conpani es accounting under FAS
123.

e. SFAS 123 requires liabilities for cash-
settled share appreciation rights
(SARs) to be neasured using an
intrinsic value measurenent nethod.
The draft |FRS proposes that such
liabilities should be nmeasured using a
fair val ue measurenment nethod, which
includes the tinme value of the SARs, in
the same way that options have tinme
value (refer to paragraphs BC70-BC81 of
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the Basis for Conclusions for a
di scussion of intrinsic value, tine
val ue and fair val ue).

We agree with the draft | FRS but that
woul d require that a simlar treatnent
is introduced for conpani es accounti ng
under FAS 123.

f. For a share-based paynent transaction
in which equity instrunments are
granted, SFAS 123 requires realized tax
benefits to be credited direct to
equity as additional paid-in capital,
to the extent that those tax benefits
exceed the tax benefits on the total
anount of conpensati on expense
recogni zed in respect of that grant of
equity instrunents. The draft IFRS, in
a consequential anmendnent to | AS 12
(revised 2000) Income Taxes, proposes
that all tax effects of share-based
paynment transactions should be
recogni zed in profit or |oss, as part
of tax expense.

See Q 23.

We believe the draft | ASB should be aligned
to US GAAP and therefore the two Boards have
more work to do to conme to actual conversion
Qur comments on the various differences have
been provided in the text of the question in
bol d print.

5. Do you have any other comments on the Exposure Draft?

No.
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