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INTRODUCTION
In this GAAP Alert, your attention is drawn to the following developments:

· IASB November Meeting Highlights

· IFRIC November Meeting Highlights

· AUASB November Agenda

· Three ‘Clarified’ International Auditing Standards Proposed

· Outstanding Exposure Drafts, and

· Manage Your Financial Reporting and Audit Risks.
IASB NOVEMBER MEETING HIGHLIGHTS

The highlights 16–17 November meeting of the IASB included the following.  These decisions in due course will form the basis of decision-making for the AASB.
Service concession arrangements:  The Interpretation was approved for issue with the effective date being from 1 January 2008.  Two drafting suggestions were made regarding the method of amortisation and the nature of grantor guarantees.

The Basis for Conclusions refers to IAS 38 ‘Intangible Assets’ including ‘for intangible assets with finite useful economic lives, there is rarely, if ever, persuasive evidence to support an amortisation method that results in less accumulated amortisation than would result from applying the straight-line method’.  The IASB stated this should not be read as implying that a method of amortisation based on reliable estimates of usage would never be appropriate.  The IASB is to consider amending IAS 38 as part of its annual improvements process.

The key determinant of the accounting model to be applied is the extent to which the operator has an unconditional right to receive cash, or other financial assets, from the grantor for the construction services.  Guarantees given by the grantor are often restricted to the operational phase of a service concession, however, the Interpretation implied that all grantor guarantees should be considered, rather than only those relating to the construction services.  As the Interpretation focused on guarantees of consideration for construction not guarantees for operational services, the IASB considered that this should be clarified.

Annual improvements process:  This is intended to eliminate inconsistencies between standards and to clarify wording.  Proposed amendments will be published in a single exposure draft each year, with the first exposure draft proposed for release in October 2007.

The following issues have been identified to date:

· Reporting compliance with IFRSs will result in amendment to IAS 1 ‘Presentation of Financial Statements’ to require disclosure of the differences between IFRSs and a reporting framework based on IFRSs

· In relation to presentation of finance costs, there is a conflict between the requirements of IAS 1 ‘Presentation of Financial Statements’ and IFRS 7 ‘Financial Instruments: Disclosures’ regarding the presentation of finance costs.  IFRS 7 implementation guidance will be removed

· To clarify the classification of the liability component of a convertible instrument, IAS 1 will be amended to remove equity settlement as a determining factor in the current or non-current classification of liabilities

· Amending IAS 17 ‘Leases’ to clarify that contingent rentals under an operating lease are to be recognised as they arise, and

· Amending IAS 40 ‘Investment Property’ and IAS 16 ‘Property, Plant and Equipment’ to include investment property under construction within the scope of IAS 40 instead of IAS 16.

Financial instruments:  The IASB and the FASB have agreed to develop a due process document on financial instruments by January 2008 that would include their preliminary views.  The IASB tentatively decided that:

· The fair value of all items within the scope could be reliably measured

· The unit of account should be an individual instrument, but noted that there may be circumstances in which a ‘linked’ approach recognised (two or more instruments together as an asset or liability) is required

· Not to take a preliminary view on the issue of how financial instruments should be initially measured (i.e., the market exit value, the transaction price or market entry value)

· To measure fair value at the individual instrument level, but this would not prevent an entity aggregating similar items into a portfolio and measuring the portfolio, as long as the objective was to estimate the total fair value of the individual instruments within the portfolio, and

· All gains and losses arising on the remeasurement should be recognised in profit or loss, but this will be reconsidered when hedge accounting is discussed at a future meeting.

Post employment benefits: Tentative decision in relation to the proposed discussion paper was to require recognition in the period incurred of all actuarial gains and losses and unvested past service cost.  All changes to the components of defined benefit pension plans would be recognised in profit or loss.  It was also agreed to identify alternative approaches to presentation.

Joint ventures:  An exposure draft of amendments to IAS 31 ‘Interests in Joint Ventures’ will be prepared based on the decisions taken by the IASB at its previous meetings.  The proposals regarding direct and indirect interests were expected to have little effect for ventures that involve jointly controlled assets and jointly controlled operations.  Some preparers have direct interests in jointly controlled entities that they account for using proportionate consolidation in accordance with IAS 31.  The proposals would require them to account for their direct interests in the individual assets and liabilities of the entity in accordance with applicable standards.  A change from recognising interests in a jointly controlled entity using proportionate consolidation to the recognition of direct interests in the individual assets and liabilities of the entity was not expected to change significantly the amounts recognised.  The proposals would require equity accounting only when venturers have indirect interests in a joint venture.

Borrowing costs:  Submissions received on the Proposed Amendments to IAS 23 ‘Borrowing Costs’ were discussed.  The ED proposed to eliminate the option to recognise borrowing costs directly attributable to the acquisition, construction or production of a qualifying asset as an expense immediately.  A paper on the arguments of respondents who disagreed with the proposal, and their suggestions, will be considered at the December meeting.

IFRIC NOVEMBER MEETING HIGHLIGHTS

Highlights from the November 2006 meeting of IFRIC included the following.

IAS 18 ‘Revenue’ – Real estate sales:  An interpretation of the definition of a construction contract in IAS 11 ‘Construction Contracts’ and superseding the existing guidance on applying IAS 18 to real estate sales (Example 9 in the Appendix to IAS 18) were discussed. 

IAS 18 ‘Revenue’ – Revenue recognition of initial fees:  The draft Interpretation is to apply to all arrangements where an entity receives a non-refundable upfront fee in advance of providing an ongoing service.  Revenue should be recognised when a service of value to the customer is provided.  In the absence of evidence that a service has been provided, upfront investment advice given by a fund manager does not represent a valuable service to a customer where the customer does not pay for that advice, unless it is acted upon.  The credit resulting from the deferral of the recognition of revenue for upfront fees represents amounts received from customers in advance of the provision of services, and is not a liability for the future cost of providing those services.

The timing of the recognition of revenue is based upon the entity’s perspective of when services are provided, but the allocation of revenue across multiple elements in a service contract should be based upon the fair value of the services provided to the customer rather than the cost of those services to the provider.  Accounting on a portfolio basis is appropriate.  The Interpretation is to require retrospective application.  The draft Interpretation is to be discussed at the January 2007 meeting.

IAS 38 ‘Intangible Assets’ – Catalogues and other advertising costs:  Entities that routinely sell advertising and promotional materials, such as catalogues to customers, advertising and promotional expenditure may account for them under with IAS 2 ‘Inventories’.  Advertising and promotional expenditure that did not meet the definition of inventory (as it was not routinely sold in the ordinary course of business) should be accounted for under IAS 38 ‘Intangible Assets’.  The IFRIC noted that capitalising advertising and promotional costs and amortising them over the periods in which the entity expects to receive sales could not be supported under IAS 38.  The IASB is requested to clarify IAS 38 that advertising and promotional expenditure should be recognised as an expense when the advertising is conducted by the entity, i.e., distributed to its customers.

IAS 19 ‘Employee Benefits’:  The treatment of cash balance and similar plans, and the distinction between defined benefit and defined contribution plans, were removed from the agenda as these are now to be included in IASB’s project on post-employment benefits.  The IFRIC Agenda Committee will consider the following for inclusion on the agenda: issues related to the non-consolidation model and definition of plan assets; pension promises based on performance hurdles; changes to a plan caused by government; treatment of employee contributions; treatment of death-in-service and other risk benefits; the distinction between curtailments, and negative past service costs.

The accounting for taxes payable by an entity on contributions to a defined benefit plan, or on the recognition of an expense for pension costs, was considered.  A paper will be developed for the Agenda Committee on the nature of the taxes (whether they were income taxes or other taxes on the entity, or taxes paid by the entity on behalf of employees) and whether the scope of IAS 19 was employee benefits or the cost of employee benefits.

D9 Employee Benefits with a Promised Return on Contributions or Notional Contributions:  As the IASB added a project on post-employment benefits to its agenda, IFRIC agreed to remove D9 from its agenda.  The allocation of the effects of salary increases identified in D9 will be considered by the Agenda Committee as a separate issue. 

IAS 21 ‘The Effects of Changes in Foreign Exchange Rates’ – Hedging a net investment:  An interpretation is to be developed on the accounting for a hedge of a net investment in a foreign operation in group financial statements.  The following issues will be analysed: scope; identification of a net investment and the hedgeable risk attaching to it; what instruments could be used for hedging a net investment, and whether their location within the group was relevant; assessment of hedge effectiveness; and the implications of the project for convergence with US GAAP. 

IAS 39 ‘Financial Instruments: Recognition and Measurement’ – Indexation on own EBITDA or own revenue:  Previously, IFRIC had tentatively decided not to issue guidance on whether a contract that is indexed to an entity’s own revenue or own earnings before interest, tax, depreciation and amortisation (EBITDA) is or contains a derivative.  Further research on this issue is to be undertaken before finalising this agenda item.

Demergers and Other In-specie Distributions:  Monitor the IASB’s deliberations on Business Combinations Phase 2, and determine whether a project is still required after phase 2 has been completed.

IAS 41 ‘Agriculture’:  An interpretation would not be developed on accounting for an obligation to replant, but the IAS 37 project team has been requested to include an example of such an obligation in IAS 37.  The change in terminology from ‘point-of-sale costs’ to ‘costs to sell’ to improve consistency with other standards should be addressed by the annual improvements project.  On the issue of how the exclusion from taking into account ‘additional biological transformation’ of IAS 41 (para.21) should be interpreted, a paper will be prepared to resolve divergent practice by issuing an Interpretation and/or amending IAS 41.  Previously, IFRIC had considered requesting the IASB to amend IAS 41 to remove the exclusion from taking into account ‘additional biological transformation’, and replacing it stating that fair value should be measured with reference to an asset’s ‘highest and best use’ in its ‘most advantageous market’.

IFRIC agenda decisions:  IFRIC decided not to include the following issues on its agenda:
· IAS 1 ‘Presentation of Financial Statements’ – Whether the liability component of a convertible instrument should be classified as current or non-current:  The IASB was requested to clarify the inconsistency between IAS 32 ‘Presentation’ and IAS 1 ‘Presentation of Financial Statements’

· IAS 11 ‘Construction Contracts’ – Allocation of profit in a single contract:  There is existing guidance in IAS 18 and IAS 11, and this issue is also being considered in the context of D20 ‘Customer Loyalty Programmes’

· IAS 16 ‘Property, Plant and Equipment’ – Revaluation of investment properties under construction:  The IASB agreed that, as part of its annual improvements project, it would propose amending IAS 16 and IAS 40 to state that investment property under construction should be accounted for under IAS 40

· IAS 32 ‘Financial Instruments: Presentation’ – Changes in the contractual terms of an existing equity instrument resulting in it being reclassified to financial liability:  The requirements of IFRS were sufficiently clear, and that the issue was not expected to have widespread relevance in practice

· IAS 32 ‘Financial Instruments: Presentation’ – Foreign currency instruments exchangeable into equity instruments of the parent entity of the issuer:  The issue was sufficiently narrow that it is not expected to have widespread relevance in practice.

· IAS 32 ‘Financial Instruments: Presentation’ – Puts and forwards held by minority interests: IFRIC agreed that there is likely to be divergence in practice in how the related equity is classified, but IFRIC did not believe that it could reach a consensus on a timely basis

· IAS 38 ‘Intangible Assets’ – Classification and accounting for SIM cards:  As aspects of this issue had been previously considered by IFRIC and not included on its agenda then, IFRIC reconfirmed its previous decision

· IAS 38 ‘Intangible Assets’ – Adoption of IAS 38 (revised 2004):  Divergence may have arisen in the way that the two sets of amendments to IAS 38 were adopted in 2004, however the issue was not widespread, and further diversity was unlikely to develop

· IAS 39 ‘Financial Instruments: Recognition and Measurement’ – Valuation of electricity derivatives:  IAS 39 contains general principles on how to measure fair value, and the issue was too specific

· IAS 39 ‘Financial Instruments: Recognition and Measurement’ – Testing of hedge effectiveness on a cumulative basis:  Specifying how to apply a particular method for assessing hedge effectiveness would require development of application guidance, rather than an Interpretation

· IFRS 2 ‘Share-based Payment’ – Fair value measurement of post-vesting transfer restrictions:  The issue was not expected to create significant divergence in practice, and the requirements of IFRS 2 were clear

· IFRS 2 ‘Share-based Payment’ – Incremental fair value to employees as a result of unexpected capital restructurings:  The issue was specific case, and was unlikely to have widespread significance

· IFRS 2 ‘Share-based Payment’ – Employee benefit trusts in the separate financial statements of the sponsor:  A consensus on this matter was unlikely to be reached on a timely basis, given the different types of trusts and trust arrangements that exist, and the two active projects of the IASB: the Conceptual Framework and the revision of IAS 27 ‘Consolidated and Separate Financial Statements’.

· IFRS 3 ‘Business Combinations’ – Are puts or forwards received by minority interests in a business combination contingent consideration?  IFRIC expected that the revised IFRS 3 would assist in clarifying the issue

· IFRS 7 ‘Financial Instruments: Disclosures’ – Presentation of ‘net finance costs’ on the face of the income statement: The IFRIC was asked whether its previous analysis regarding presenting ‘net finance costs’ on the face of the income statement was still valid in the context of the release of IFRS 7.  The IFRIC considered its analysis in October 2004 was still valid, however, considered that IFRS 7 might result in confusion.  It therefore decided to recommend to the IASB, that IFRS should be amended. 

· SIC-12 ‘Consolidation—Special Purpose Entities’ – Relinquishment of Control:  SIC-12 requires that the party having control over an SPE should be determined through the exercise of judgement and skill in each case, after taking into account all relevant factors

· IAS 32 Financial Instruments: Presentation – Classification of a financial instrument as liability or equity:  Recently, the IASB discussed whether so-called economic compulsion should affect the classification of a financial instrument (or a component thereof) under IAS 32 ‘Financial Instruments: Presentation’.  For a financial instrument to be classified as a financial liability under IAS 32, the issuer must have a contractual obligation either: to deliver cash or another financial asset to the holder of the instrument, or to exchange financial assets or financial liabilities with the holder under conditions that are potentially unfavourable to the issuer.  The IASB confirmed that such a contractual obligation could be established explicitly or indirectly, but it must be established through the terms and conditions of the instrument.  By itself, economic compulsion would not result in a financial instrument being classified as a liability under IAS 32.  IAS 32 requires an assessment of the substance of the contractual arrangement, however, it does not require or permit factors not within the contractual arrangement to be taken into consideration in classifying a financial instrument.
Tentative agenda decisions:  IFRIC agreed that the following should not included on its agenda: IAS 39 ‘Financial Instruments: Recognition and Measurement’ – Short trading; IAS 39 ‘Financial Instruments: Recognition and Measurement’ – Financial instruments puttable at an amount other than fair value; and IAS 39 ‘Financial Instruments: Recognition and Measurement’ – Derecognition of financial assets.  These tentative decisions will be discussed further at the January 2007 meeting.  Those who disagree with a decision or consider that the issue may lead to divergent practices, can communicate those concerns by 15 December 2006, email to: ifric@iasb.org.
AUASB NOVEMBER AGENDA

The agenda for the 27–28 November 2006 meeting of the AUASB includes:

· Structure for AUASB pronouncements and drafting rules for guidance statements
· Auditor’s report on concise financial report

· Framework for assurance engagements (revision of AUS 108)
· ASAE 3000 ‘Assurance Engagements other than Audits or Review of Historical Financial Information’

· Standard on review engagements

· IAASB meetings

· International clarity project

· Review of auditing guidance statements
· Internal control project
· Service organisations project
· Small entity audits
· Performance auditing, and
· Compliance engagements.
THREE ‘CLARIFIED’ INTERNATIONAL AUDITING STANDARDS PROPOSED

The International Auditing and Assurance Standards Board (IAASB) of IFAC has issued three exposure drafts of proposed International Standards on Auditing (ISAs) that follow its new clarity drafting conventions.  Three proposed standards have been redrafted following the new drafting conventions:

· ISA 320 (Revised and Redrafted) ‘Materiality in Planning and Performing an Audit’

· ISA 450 (Redrafted) ‘Evaluation of Misstatements Identified during the Audit’, and

· ISA 260 (Revised and Redrafted) ‘Communication with Those Charged with Governance’.

These exposure drafts form part of the IAASB’s 18-month comprehensive program to enhance the clarity of international standards by redrafting existing standards and developing new and revised standards following the new drafting conventions.  The new drafting conventions include: basing the standards on objectives, as opposed to procedural considerations; use of ‘shall’ to identify requirements that the professional accountant is expected to follow in the vast majority of engagements; eliminating the present tense to describe actions by the professional accountant; and structural improvements to enhance the readability and understandability.

Respondents are requested to comment by 15 February 2007 on the application of the new drafting conventions only.  The exposure drafts may be viewed at http://www.ifac.org/EDs.  Comments may be submitted by email to EDComments@ifac.org.  They can also be faxed to the attention of the Executive Director, Professional Standards at +1 (212) 286-9570 or mailed to IFAC, 545 Fifth Avenue, 14th Floor, New York, NY 10017, USA.

In due course, the Australian Auditing and Assurance Standards Board will issue Australian equivalent exposure drafts.

OUTSTANDING EXPOSURE DRAFTS

Accounting

4 December Agenda Rejection Statement ‘Petroleum Resource Rent Tax’ – AASB

15 December IFRIC Tentative Agenda Decisions – IFRIC
22 December ‘Corporate & Financial Services Regulation Review’ Proposals Paper – Treasury

27 February ED 30 ‘Impairment of Cash-generating Units’ – IPSASB
27 February ED 31 ‘Employee Benefits’ – IPSASB

Auditing

15 December ‘Approaches to Developing and Maintaining Professional Values, Ethics and Attitudes’ – IAESB

15 February ISA 320 (Revised and Redrafted) ‘Materiality in Planning and Performing an Audit’ – IAASB

15 February ISA 450 (Redrafted) ‘Evaluation of Misstatements Identified during the Audit’ – IAASB
15 February ISA 450 ISA 260 (Revised and Redrafted) ‘Communication with Those Charged with Governance’ – IAASB
Corporate Governance

9 February 2007 ‘Principles of Good Corporate Governance and Good Practice Recommendations’ – ASX Corporate Governance Council

MANAGE YOUR FINANCIAL REPORTING AND AUDITING RISKS

Using our Information and Advice Services

Briefings on contemporary financial reporting issues, the recently released legally backed auditing standards and APESB exposure drafts can be arranged with Colin Parker, a member of the AASB.  Professional advice on interpretation of accounting and auditing standards is available.  GAAP Alerts, e-GAAP Update and Australian GAAP can be repackaged to meet your internal financial reporting information needs.  Contact colin@gaap.com.au or 0421 088 611.

Your News and Sponsorship Opportunities

News, press releases and other submissions are most welcome.  There are sponsorship opportunities for ‘GAAP Alert’ and our website www.gaap.com.au.  Contact colin@gaap.com.au
Your Feedback is Important to Us

We would appreciate your feedback on the content and timeliness of GAAP Alert to ensure that we continue to meet your expectations contact colin@gaap.com.au
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