MEWSLETTER OF THE INTERNATIONAL FINANCIAL REPORTING INTERPRETATIONS COMMITTEE

ass |[FRIC UPDATE

The International Financial Reporting
Interpretations Committee met in
London on 29 July 2004, when it
discussed:

B S|IC-12: Scope exclusion for
employee benefit trusts

B |AS37: Constitution of an obligating
event by future market share

B |FRIC D5: Comment letter analysis
W Service concession arrangements

The meeting lacked the quorum
necessary for decisions to be made.
However, the staff used the meeting to
test various conclusions in advance of
the meeting in September 2004.

SIC-12: Scope
exclusion for
employee benefit
trusts

IFRIC members continued their
discussion of employee benefit trusts
relating to share-based payment
arrangements. In June, the IFRIC
published for public comment a Draft
Amendment D7 Scope of SIC-12,
proposing amendments to the scope of
SIC-12 Consolidation—Special Purpose
Entities, including a proposal to remove
the scope exclusion for equity
compensation plans. At this meeting,
IFRIC members discussed various issues
relating to accounting for employee
benefit trustsin the sponsoring entity’s
consolidated and separate financial
statements. No decisions were reached.
The IFRIC will continue its discussions
at its October meeting, after considering
comments received on D7.

IAS 37: Constitution
of an obligating event
by future market
share

Interpretation provides guidance on the
requirementsin IAS 37 Provisions,
Contingent Liabilities and Contingent
Assets relating to the constitution of an
obligating event. The draft proposes that
if an obligation for the cost of waste
management arises from participation of
the producer in the future, ie future
market share, the obligating event isthe
future participation in the market and not
the date when the products are put on the
market.

The constitution of an obligating event
has been raised in conjunction with the
EU Directive 2002/96/EC on Waste
Electrical and Electronic Equipment
(WE&EE). It regulates the collection,
treatment, recovery and environmentally
sound disposal of waste equipment. The
Directive entered into force on

13 February 2003.

IFRIC members gave drafting advice to
the Accounting I nterpretation Committee
of the German Accounting Standards
Committee. An updated version will be
circulated to the IFRIC membersin due
course. A revised draft will be discussed
by the IFRIC in September 2004.

IFRIC D5: Applying
IAS 29 Financial
Reporting in
Hyperinflationary
Economies for the
First Time

July 2004

IAS 29 asif it always had applied the
Standard

W the proposed measurement of
opening deferred tax itemsin an
entity’ s restated financial statements

W thelllustrative Example.

IFRIC members observed that several
respondents disagreed or expressed
concerns with the restatement approach
in D5 (and IAS 29). Many of those
respondents did not believe that restating
financial information provides useful
information; others cited costs versus
benefits as their primary objection. As
an alternative to the restatement
approach some respondents proposed
that D5 should permit entities an option
to choose between either restatement of
the financial statements or application of
a‘stable/hard currency approach’ (the
latter as under US GAAP). Others
suggested that D5 should be amended to
require an entity to restate its financial
statements for the effect of inflation from
the beginning of the year the entity
identifies the existence of hyperinflation
and not, as D5 proposed, from the date of
acquisition of its non-monetary assets.

IFRIC members present noted that D5
was intended to clarify how to
implement the restatement approach
required by IAS 29 and that the IFRIC
was not permitted to amend the Standard
to remove any requirements. The issues
raised by respondents would require an

(continued)

IFRIC members discussed a draft
Interpretation concerning liabilities
arising from market share. The draft

IFRIC members began a consideration of
comments received in response to Draft
Interpretation D5 Applying IAS 29
Financial Reporting in Hyperinflationary
Economies for the First Time, published
in March 2004. The IFRIC hasreceived
30 comment letters from constituents.
(D5 and the comment letters are
available on the IASB’ s Website,
www.iash.org.) At this meeting, IFRIC
members primarily focused on:
W the proposal to clarify that in the first
year an entity identifies the existence
of hyperinflation it should apply
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IFRIC D5: Applying IAS 29 Financial Reporting in
Hyperinflationary Economies for the First Time

amendment to the Standard itself, which would need direct
action by the IASB.

IFRIC members discussed how the IFRIC might proceed
with the Interpretation in the light of the concerns of
respondents. In view of the comments received, there was
support for asking the IASB whether it would be prepared to
consider alimited amendment of IAS 29. A possible
approach would be to require an entity in a hyperinflationary
economy to restate its financial statements by the changein a
genera price index from the beginning of the year the entity
identifies the existence of hyperinflation. It was also noted
that more fundamental amendmentsto |AS 29 suggested by
some respondents should be made as part of an IASB
project, rather than considered by the IFRIC.

In relation to the proposed measurement of opening deferred
tax itemsin an entity’ s restated financial statements, the
majority of respondents agreed with the proposed approach.
It was noted, though, that some respondents disagreed with
the view expressed in the Basis for Conclusions that deferred
tax items are neither monetary nor non-monetary in nature.
Some respondents believed (consistently with some IFRIC
members' view) that IAS 21 The Effects of Changesin
Foreign Exchange Rates would treat such items are
monetary. |FRIC members present confirmed the proposed
treatment of opening deferred tax items but agreed in
principle to modify its reasoning in the Basis for
Conclusions.

Some respondents also noted that D5 proposed that an
adjustment of deferred tax items should be recognised as a
single (tax) line item in the income statement, although part
of such an adjustment refersto a monetary loss on the
entity’ stax bases. They believed that a portion of
adjustments related to deferred tax items should be reflected
as part of the net monetary gain or loss. |FRIC members
present supported that view.

Respondents' views on the Illustrative Example were
divided. Though severa found the example useful, others
found it either too simplified (does not address the more
difficult issues arising when an entity restates its financial
statements) or too complicated (further explanation needed).
Others expressed the view that it should be limited to
illustrate the restatement of deferred tax items only. IFRIC
members present considered the different views and asked
the staff to limit the example to the restatement of deferred
tax items.

The IFRIC will continue it deliberations on D5 when the
IASB has considered whether it would approve alimited
amendment to IAS 29.

Service concession
arrangements

IFRIC members discussed a set of preliminary draft
Interpretations prepared by the staff:

B DI10A Service Concession Arrangements — Determining
the Accounting Model

B DI10B Service Concession Arrangements — The
Receivable Model

B DI10C Service Concession Arrangements — The
Intangible Asset Model

The discussion focused mainly on the first of the draft
Interpretations, but aso discussed briefly the issue of
revenue recognition under the intangible asset model. Itis
intended that further discussion of the draft Interpretations
will take place at the IFRIC' s September 2004 meeting.

The flow chart (Figure 1) sets out the framework proposed in
the first of these draft Interpretations, as amended to reflect
recommendations made at the meeting. As can be seen from
the flow chart, a new terminology has been adopted. The
party that grants the concession is called the grantor
(formerly the concession provider, CP), and the party that
operates the concession is called the operator (formerly the
concession operator, CO).

Thefirst part of the flow chart, down to and including the
box “ The infrastructure items are assets of the grantor”, deals
with the question of which party should recognise the
infrastructure asits own. |FRIC members present agreed
that thisisthe first question that must be answered before
deciding on the accounting model, and broadly agreed with
the approach set out in the flow chart, which is based on the
following anaysis:

B Previoudy existing infrastructure assets of either the
operator or the grantor should continue to be recognised
by that party unless derecognition is appropriate under
IAS 16 Property, Plant and Equipment. In thisregard,
IAS 16 specifies that an entity appliesthe criteriain
IAS 18 Revenue, and also that IAS 17 Leases appliesto a
sale and |easeback.

B However, in accounting for infrastructure constructed or
acquired for the purpose of the concession, existing
accounting standards contain little guidance on which
party should first recognise the infrastructure as its own
and thereafter consider whether the derecognition
requirements have been met. |FRIC members agreed that
this determination should be based on who controls the
right to use the infrastructure, and that control may be
separated from ownership.

Control

Asregards control, IFRIC members supported further
development of the draft Interpretations assuming that the
grantor should be considered to control the property, even if
the operator holds legal title, if the grantor both:

(a) controls or regulates what services the operator must

provide using the property, to whom it must provide
them, and at what price; and
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(b) will control, through ownership, beneficia entitlement or
otherwise, the residual interest in the property at the end
of the concession, and the residual interest is significant.

IFRIC members noted that the reversionary feature described

in condition (b) often is present in service concessions. The
meeting discussed, but did not reach agreement on:

inconsistencies. During the exposure period, the IFRIC
should consider further the implications of so doing.

The remainder of the flow chart is concerned with
establishing which accounting model should apply when the
infrastructure is recognised as an asset of the grantor —ie
how the operator’ s asset resulting from the provision of
initial construction or other services should be characterised.

B whether condition (b) would be met if the operator must
replgce an |nfra§tructure asset that is used up in the Operating lease model
service concession, and the grantor has the residual . .
: ; The operating lease model would apply if the operator has an
interest in the replacement. - ) -
o o operating lease of the infrastructure from the grantor. This
B towhat extent the conditions should be appliedina requires the operator to have the right of use of the
holistic way, to the infrastructure as awhole, or infrastructure. Under this model, the operator’s asset would
separately to its components. be an operating |ease prepayment.
Previously IFRIC members
existing Fi 1 - Pronosed ting f ki . i ; noted that if the
infrastructure igure 1l - Fropo accounting rramework Tor service concession arrangements grantor has the
assets control described in
] Isthe infrastructure constructed ndition iei
With respe.Ct tothe or acquired by the operator for co ,? th (a) ( elatt
derecognition of the purpose of the concession? Theinfrastructure was controls or regulates
previously existing previously recognised as what servicesthe
infrastructure assets YE‘S/ \’:O on e e;fr;';ft"ize'ngf’f- operator must
of either the . . NO | specified by this[draft] provide using the
Does the grantor control Was the infrastructure previously Interpretation. property, to whom it
Operator or the the infrastructure? recognised as an asset of the grantor? Consider IAS 16, D3 and o
i must provide them
grantor, IFRIC 1AS 17 ! i
members noted that \NO \YES and at what price),
existi ng IFRSs VES Theinfrastructure items Should the the operator does
grantor .
address are assets of the operator. [« YES derecognise the not have the right of
derecognition and Consider D3 and IAS 17. infrastructure under 1AS 16? use of the grantor’s
rights of use, v infrastructure but
therefore the IFRIC Theinfrastructureitems | g NO only the right of
did not need to areassetsof thegrantor. | accessto the
addressthisissue. ¢ Does the grantor either inf ra_srUCture to
|FRIC members also (a) have the primary responsibility to pay provide the

Does the operator have the

right of use of the NO

noted that in May

(b)

infrastructure for the
duration of the concession?*

2004, the IFRIC had

A 4

the operator for its services or
have substantially all demand risk?
[Criteria proposed by staff —no
agreement reached.]

specified services on
the specified terms.

tentatively agreed to The oper_ati ng lease

publish a draft YES Yy \ANO mode! will not apply

Interpretation \ 4 in such cases.

requiring that no The operating lease The receivable model applies. Theintangible asset model applies. Receivable

sale should be model applies. See [draft] Interpretation D10B See [draft] Interpretation D10C

. . Service Concession Arrangements — Service Concession Arrangements — model vs

recognised in asale The Receivable Model The Intangible Asset Model intangible asset

and | easeback . . : model

containing a *  The operator will not have the right of use if the grantor controls or regulates what

repurch, as?a services the operator must provide using the property, to whom it must provide them, For most public-to-
private

agreement (including an option), if the seller retains
significant risks or rewards under the repurchase agreement,
or any other linked transaction that has asimilar effect, on
the grounds that a sale containing such a repurchase
agreement is not asale under |AS 18.

Scope

IFRIC members present agreed in principle that the scope of
the exposure drafts should be limited to public-to-private
infrastructure service concessions, but that they should not
prohibit awider application. There should be a specific
invitation to comment on whether the scope should be
extended to cover other kinds of arrangement, including
those wholly within the private sector. IFRIC members
expressed a desire to consider whether application of the
draft Interpretations under D10A, D10B and D10C to a
private-to-private arrangement would result in any

infrastructure service concessions, it will be necessary to

decide between the receivable model and the intangible asset

model: is the operator’s asset areceivable, or an intangible

asset?

Staff proposed that the receivable model should apply

whenever:

W the grantor has the primary responsibility to pay the
operator for its services. Thiswould apply even if
payments by the grantor depended on usage, or

although the operator is entitled to be paid by users, the
effect of the contractual arrangementsis that the grantor
retains substantially all of the demand risk associated
with the service concession.

IFRIC members did not discuss the second of these two
cases, and reached no conclusion on the first. A wide range
of views was expressed, and the staff was asked to do further
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research on theissues. Oneissue to be addressed is whether
the applicability of the intangible model depended in part on
whether the construction phase would be segmented from the
operating phase under IASs 18 and 11 Construction
Contracts.

Applying the intangible asset model

IFRIC members continued a consideration of an analysis of
revenue and profit or loss recognition under the intangible
asset model.

Under IAS 18, when goods are sold or services are rendered
in exchange for dissimilar goods or services, the exchange is
regarded as a transaction that generates revenue. The
revenue is measured at the fair value of the goods or services
received, adjusted by the amount of any cash or cash
equivalents transferred. When the fair value of the goods or
services received cannot be measured reliably, the revenueis
measured at the fair value of the goods or services given up,
adjusted by the amount of any cash or cash equivalents
transferred.

The staff argued that this requires revenue and profit or loss
to be recognised on the exchange. Although some IFRIC
members agreed, others disagreed with the recognition of
construction revenue and profit, for various reasons.

The aspect of the issue discussed was whether or not the
transaction involves an exchange. If there were no
exchange, the intangible asset would be recognised at the
cost of the services provided, and no revenue would be
recognised. 1FRIC members also noted that IAS 16 and
IAS 38 Intangible Assets discuss exchange transactions that
result in recognition of gain or loss but not revenue and
questioned whether acquisition of anintangible asset (eg a
licence) would fall into this category.

The staff proposed that there is an exchange of the
construction services for the intangible asset, because the
operator is building an asset for the grantor. The intangible
asset isthe consideration received in exchange for those
services. There would only not be an exchange if the
operator were building the asset for itself. Some IFRIC
members are not convinced that thisis so, and argue for
various reasons that the cost of the construction services
rendered should be accumulated as the cost of the intangible
asset. No conclusion was reached.

ltems not taken to the IFRIC
agenda

particularly as the features of the Estonian tax system are not
widespread or pervasive throughout the world. IFRIC
members also noted that the Board of the IASC discussed the
Estonian tax system during deliberations of amendments to
IAS 12 in 2000.

Extended payment terms

IFRIC members considered the accounting for extended
payment terms, such as six-month’s interest-free credit.
IFRIC members were of the opinion that the accounting
treatment was clear. |FRIC members agreed that IAS 39
Financial Instruments: Recognition and Measurement
appliesto the receivable in such circumstances, and that the
effect of the time value of money should be reflected when
thisis material (IAS 39 paragraphs AG69-AG82). IFRIC
members noted that the wording of IAS 18 Revenue
paragraph 11 lacked clarity and needed to be improved.

Prompt settlement discounts

IFRIC members agreed that prompt settlement discounts
should be estimated at the time of sale, and presented as a
reduction of revenues. IFRIC members agreed that it should
not provide guidance on making such estimates.

IFRIC members reached a tentative decision that the
following matters should not be added to itsagenda. These
decisions are expected to be ratified at the September 2004
meeting.

Estonian dividend tax

IFRIC members considered whether the tax on dividends

under Estonian Income Tax Law should be recognised:

(&) in profit or loss, in accordance with paragraphs 52A and
52B of IAS 12 Income Taxes; or

(b) directly in equity, in accordance with paragraph 65A of
IAS 12,

IFRIC members expressed concern about taking onto its
agenda a request to interpret a specific tax system,

Future meetings and requests for Interpretations
The IFRIC’s meetings for 2004 and 2005 are expected to
take place in London, UK, as follows:

2 and 3 September 2004

7 and 8 October 2004

4 and 5 November 2004

2 and 3 December 2004

3 and 4 February 2005

31 March and 1 April 2005

2 and 3 June 2005

28 and 29 July 2005

1 and 2 September 2005

3 and 4 November 2005

1 and 2 December 2005

Meeting dates, tentative agendas and additional details
about the next meeting will also be posted to the IASB
Website at www.iasb.org before the meeting. Interested
parties may also submit requests for Interpretations through
the IASB Website.
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