FEE STUDY

Comparison of the EC

Accounting Directivesand |ASs
A contribution to international
accounting developments

April 1999



TABLE OF CONTENTS

g1 oo 18 1 o P PP 5
1. Background and HistOry ........veee e e e e e e e e e e 5
S oo 10
G T O o 1= 1L - 11
CONCIUSIONS ..t et e 12

. Comparison between |ASsand the Accounting Directives..........c.ovveeeeiieenneen. 18

GENERAL PRINCIPLES

1. Prudenceand Realisation CONCEPLS .......uvvriniie ittt 18
2. Substanceover FOrmPrinCiple........ove i 21
3. Definition of Assat/Liability .......c.ovviiniiiii e 22
MEASUREMENT ISSUES

4. Percentage of Completion Method: Realisation ISSUES.........ccovvveviiiiiiecnnn, 25
5. Percentage of Completion Method: Presentation ISSUES...........c.ccvvvveviiiiinne, 27
6. Imparment —MEasUrEMENT. ........oviitie et e e e e e e ee e 28
7. Impairment - Cash Generating Unit ..ot e, 30
8. Researchand Development COSES ... ..oui vt i e e 31
9. Split Accounting (allocating an item between debot and equiity)...........c.cceeveeee. 34
TO OWN SNEIES ..ttt ettt et et e e e e 35
11, EMpPloyeeBenefitS. . .cc..ve i 37
T2, PrOVISIONS ..ot eet et et e e e et e e et e e e e e e e 42
13. Foreign Currency Trangation..........o.veeeeie i e e ee e e e aeens 48
CONSOLIDATION ISSUES

14, Negative GOOOWIll. .. ... et e e e e e e e e e e 50
15, ReVErSE ACQUISITIONS ... .vues e ee et ettt e s e e e e e e e e v e e e aeeees 52



16. Scope of Consolidation —excluson from consolidation due to dissmilar

BOHIVITI B, . et e e 55
PRESENTATION ISSUES

17. Elements of Financial StatemerntsS. .. ....cc.uieiiniiie e 57
L8, LAY OUL. .. et et e e e 59
S A1 11 61
20. Current/Non Current Presentation of Assets and Liabilities.................c.cooeui 63

DEVELOPING ISSUES
21. Fair Vaue Accounting of Certain Financia Instruments..............ccoeeevvven. 65

22, FULUME PIOJECES. . . ..ot ettt e e 65

[@%]



Acknowledgements

This study has been prepared under the editorship of Mr. Benoit Lebrun, Chairman of the FEE Accounting
Working Party. The resulting paper is a joint exercise; presenting the findings of work carried out under the
authority of FEE, with the active participation and vauable input of FEE's Member Bodies in the countries
surveyed. However, the views expressed do not necessarily represent the opinions of individua inditutes
involved in the study.

FEE gratefully acknowledges the efforts made by the following persons.

Audtria Mr. A. Egger

Mr. G. Prachner
Bdgium: Mr. A. Bauwens

Mr. J. Cougnon

Mr. P. Fivez

Mr. G. Timmerman

Mr. K. Van Oostveld
Czech Republic: Mr. L. Benes
Denmark: Mr. O Neerup
France: Mr. B. Lebrun

Mr. C. Petrier
Germany: Mr. K. P. Naumann

Mr. A. Ruppe
Hungary: Mr. A. Ferenczi
Ireland: Mr. J. Bowen'Walsh

Mr. D. Murphy
Itay: Mr. S. Baudo

Mr. J. Guigard
Luxembourg: Mr. E. Damotte
Netherlands: Mr. P. Van der Zanden
Norway: Mr. H. Brandss
Romania Mr. N. Feleega
Spain: Mr. V. Estrada
Sweden: Mr. B. Engstrém
Switzerland: Mr. F. Geissbuhler
United Kingdom: Mr. R. Langford

Mr. R. Martin

Mr. C. Nobes

Mr. I. Wright
FEE Secretariat: Ms. P. Hiibner- Schwarzinger

Ms. S. Slomp

Ms. K. Hallenborg



A. INTRODUCTION

1. BACKGROUND AND HISTORY

Background
European accounting is faced with changes due to continuing international developments which include:

- Theresults of the IASC/IOSCO agreement.

- The amendments to the Fourth Directive announced by the European Commission in order to fecilitate
theuse of IASs.

- Several European countries have reacted to the needs of their listed companies by adopting new
legidation that moves towards internationally accepted accounting regulations.

- The introduction of the euro encourages further trangparency in accounting requiring a single
accounting framework.

The euro competes with the dollar, and the European capital and financia markets are expected to grow in
importance so that European multinationals become less dependent for their financing from the US capitd
market. Ensuring deep and liquid European capita markets requires the remova of barriers to crossborder
provision of financiad services. Not least amongst these barriers is the accounting diversity which prevents
adequate reliance bring placed on financid statements across borders. The Commission has recognised this
need and set out its proposed policy orientations for the regulation of Europes capitd and financia markets
post-euro in the "Financiad Services: Building a Framework for Action” Communication of October 1998. The
Framework Communication indicates that the Commission will review whether listed companies should be
required to prepare their financid statements in conformity with a more harmonised model such as that of
IASC. |ASs are therefore likely to play a more important role in Europe.

Moreover, dready since 1995 the Commission together with the Member States — through their representatives
in the Contact Committee and its Technica Subcommittee — has worked towards facilitating the use of 1ASs,
(particularly for listed companies in their consolidated accounts). It has tried to avoid or minimise the
(potentid) differences between the Fourth and Seventh Directives and IASs. FEE supports the strategy of the
Commission to facilitate the use of IASs. FEE is now reflecting on the contribution it could make to
establishing a financid reporting strategy for Europe. It is, however, evident that under any of the various
scenarios |ASs will play amore profound role.

The accountancy profession and in particular liged companies will intengfy their use of internationaly
accepted standards and need to have an in depth knowledge of these standards (as indicated under 2. Scope, this
Study focuses on IASs only). Subject to future developments in Europe, companies have to operate within the
framework set by the Accounting Directives and therefore it is important for them to know if there are any
obstacles to complying both with the Directives and 1ASs.

Since the Accounting Directives contain many Member State options, their implementation into nationa law
varies from country to country. The individud Member States have the possibility to amend their nationa

legidation by using options different from the ones previoudy selected to bring their legidation closer to IASs.
Moreover, there exigt different understandings and interpretations of the text of the Directives — besides the fact
that the different language versons of the Drectives do not use exactly the same wording — due to culturd

differences, different understandings and prioritisng of basic principles, and differences in lega background
(1997 FEE Comparative Study on Conceptud Accounting Frameworks in Europe). Although in the recent past,
companies and accountants had to operate only within the framework provided by the nationa law and there
was no need for specific knowledge of the Fourth and Seventh Directives, this Stuation has changed, now more
and more countries alow the use of internationally accepted accounting standards in the consolidated accounts
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of mainly lised companies under the conditions of compliance with the Accounting Directives. These
companies no longer have to operate within their national framework since they are exempted from nationd
law, but within the framework set by the Accounting Directives. This means that dl the options included in
these Directives are available to them and not only those selected for implementation into nationd law.

Certain Member States that incorporated the Directives verbatim into their nationd law have problems with
interpretations of the Directives by the Commisson that contradict their common national understanding of
the Directives and their nationd legidation. This common understanding may be laid down in commentaries,
academic papers, etc. These countries have difficulties in explaining to their users and preparers and the
accountancy profession that exactly the same text now may have a wider meaning or even a different
meaning.

FEE has therefore decided to undertake a comparison between the Accounting Directives and 1ASs. It has not
only taken into account the Directives and related Commission (and Contact Committee) communications and
other papers but aso the different understandings and interpretations of the text of the Directives in those
countries where these are materidly different from the Commission's and Contact Committee's interpretation of
the Directives. A company needs to apply the IASs within the national context — be it nationa law, or the
understanding of the Accounting Directives in that country. This study provides guidance in that it assesses the
differences between the Directives and 1ASs, after having examined their national context in case special issues
aie

Movement towards different accounting practice will need time and will need to be stimulated by creating an
understanding of developments in the international accounting fidd and interpretations in other European
countries and in other parts of the world. This document hopes to contribute to this understanding.

History

In November 1995, the European Commission issued a communication "Accounting Harmonisation: a new
srategy vis-avis international harmonisation”. This document initiated the process of reviewing European
accounting regulations and finding European companies a solution for their needs when seeking capitd on
internationa capitd markets. As the Commission itsdf explained, the most urgent problem relates to European
companies with an international exposure - the so cdled "globd players' (European Commisson, 1995,
paragraph. 3.3). The new drategy deals comprehensively with the issues, acknowledges what has aready been
done, identifies the options facing the EU and sets out reasoned conclusions. FEE expressed its support for the
initigtives of the Commission to give European companies the posshility to use IASs within the framework of
the Directives. The strategy aso encompasses a stronger influence of Europe within the IASC.

Companies with limited ligbility in the European Union must operate within the framework provided by the
Fourth and the Seventh Directives and in most cases comply with the implementation of the Directives in the
nationd law of their Member State. Banks, insurance undertakings and other financid undertakings are dso
influenced by these Directives since the Bank Accounts Directive and Insurance Accounts Directive refer to
certain articles of the Fourth and Seventh Directives. Changes to the Fourth and Seventh Directives may have
implications for those Directives. Any direct application of IASs is a present only possble within the
framework provided by the Accounting Directives. However, in a growing number of countries, the nationd
law need no longer be complied with for the consolidated accounts of listed companies, providing that certain
conditions are met.

The recent French legidation dates tha listed companies will be alowed to prepare and publish their
consolidated accounts according to international standards, providing they aso comply with the Directives
(Art 6. adding article 357-8-1 to the company law of 24 July 1966 which contains the accounting rules on
consolidation). This means that Member State options could be ignored as long as the options provided in
the Directives are respected by the companies. In the absence of the IASC/IOSCO agreement, and until 31
December 2002, companies are adlowed to use US GAAP within the framework provided by the Directives.
However, this "option" requires approvd of the rules by the CRC and that the rules be trandated into French,



which is currently not the case for US GAAP, 0 effectively only an opening is made for 1ASs, which have
been trandated.

The German agpproach as famulated in the "Kapitdaufnahmeerleichterungsgesetz’ dso permits listed
companies to prepare their group accounts according to internationally accepted accounting standards (i.e.
IASs or US-GAAP). The group accounts according to internationaly accepted accounting standards must be
prepared in line with the Seventh Directive and the informative value of these accounts must be equivaent to
group accounts under the German Commercia Code. In such cases quoted companies are exempted from
preparing group accounts following the German Commercid Code. The application of the new law is limited
to group accounts covering accounting periods ending before 31.12.2004. During this period the legidator
intends to adjust the accounting rules to internationdly accepted standards in particular for quoted
companies. The gatutory auditor has to confirm in his audit report that the conditions for being exempt from
the requirement to prepare consolidated accounts according to nationa law have been met by the reporting

company.

Smilar developments have taken place in Audria, Bdgium, Itdy and Spain in that lissed companies are
alowed to use IASs in the consolidated accounts under the condition of compliance with the Accounting
Directives and are exempted from the nationa rules. In some of these countries, this possibility is subject to
additiona conditions. In Audtria not only lised companies are dlowed to use IASs, but dl companies are
alowed to do s, in their consolidated accounts.

In Denmark, a task force hes been set up by the "Erhvervaminigteriet” (Minisiry of Business and Industry) to
evaduae and report on the structure and content of a new accounting act for companies aso teking into
consideration the aspects of IASs and internationaly accepted accourting standards. It is planned to issue a
proposa for a new revised companies accounting act in 1999. Although the companies accounting act has not
been changed recently it has been accepted that it is not in conflict with companies preparing and publishing
annud accounts complying with IASs.

In Hungary as part of the revison of the accounting regulations to prepare for joining the EU, aspects of IASs
will be incorporated in the Hungarian Accounting Act during the coming two years.

In al these cases, within the EU and the European Economic Area, application of IASs is only possible under
the condition of compliance with the Accounting Directives at the same time. This attaches importance to the
process of solving any existing and potentia conflicts between 1ASs and the Accounting Directives.

In 1996, the Contact Committee on the Accounting Directives examined the conformity of the 1ASC
Framework and |IASs published as a 31 December 1995 (excluding IAS 32 - Financid Instruments:
Disclosures and Presentation) with the Accounting Directives. The objective of the andyss reported in the
document ("An examination of the conformity between the internationa accounting standards and the
European accounting directives') published in 1996 was to determine whether and to what extent conflicts
between IASs and the Accounting Directives existed and would need to be resolved, so that European
companies willing to apply IASs in their consolidated accounts could do so without being in conflict with
European legidation.

However, as dtated in the 1996 Contact Committee document, there were some redtrictions to the examination
as, for example, the number and complexity of the disclosures required under IASs go well beyond that
provided for by the Accounting Directives. Issues not being treated in the Directives have not been considered
as a potentid conflict. Some 1ASs (IAS 7, 10, 14, 15, 17, 18, 19, 20, 24, 26 and 29) were excluded from the
scope of the andlysis as a preiminary examination had shown that the issues dedlt with in these IASs did not
raise any particular concerns as regards the generd principles incorporated in the Accounting Directives.
Equally, the 1996 paper did not refer to IAS 1, 4, 5, 12 and 13, because these standards were under review at
the time of the andysis.

The 1996 Contact Committee document did not examine the following standards since they did not exist or
were under review as a 31 December 1995: IAS 33, 34, 35, 36, 37, 38, 39 and IAS 1 (revised 1997); 12



(revised 1996); 14 (revised 097); 17 (revised 1997); 19 (revised 1998) and 22 (revised 1998). These standards
have been (re) issued since 31 December 1995. In addition the interpretations of the IASC from its Standing
Interpretations Committee (SIC) were not taken into account sincethe SIC was only created in 1997. IAS 32
"Financia Instruments. Disclosures and Presentation” was aso not covered as it was then being examined by a
Joint Working Group on accounting and disclosures of financid instruments, composed of representatives from
the Contact Committee and the Banking Advisory Committee.

The Contact Committee at that time identified two requirements of the IAS which raise problems of
compatibility with the Accounting Directives, even if a hypothetical European company preparing its accounts
in accordance with the Directives uses al options available under the Accounting Directives necessary to
comply with IASs. The first incompatibility refers to the trestment of negative goodwill, the second to the
scope of consolidation.  Further differences may, however, occur at Member State level depending on the way
in which Member States have interpreted the Directives and to what extent Member States have implemented
the options into their nationd legidation.

In addition the Commisson published in 1997 "Examination of the conformity between IAS 12 and the
European Accounting Directives’ (XV/7012/97) based on an examination caried out by the Contact
Committee on the Accounting Directives. It lists a number of issues to be considered in deciding whether, and
to what extent, to apply 1AS 12 in European jurisdictions.

The Commission published in January 1998 an "Interpretative Communicetion Concerning Certain Articles of
the Fourth and Seventh Council Directives on Accounting”, (XV/7009/97) which ams to give guidance to
bodies responsible for setting accounting standards in the Member States, to accounting professionals and to
investors and other users of company accounts. The communication "comments on topics where authoritative
darification appears to be required. The topics have been chosen teking into account discussions in the
Contact Committee on the Accounting Directives as well as discussions at the Accounting Advisory Forum, but
do not necessarily represent the view of the Member States. The views expressed cannot - in themsdves -
impose any obligation. They do not condrain the interpretation that the Court of Jugtice, as the ultimate
interpreter of the Treaty and secondary legidation, might place on matters. In a nationa law case concerning
accounting issues reference can be made to the Directives and the judge, in case of doubt, can ask for a
preliminary decison by the European Court of Justice. Only a decison from the highest court would give
find legd certainty. However, the procedure of filing an gpped with and obtaining a decison from the
European Court of Justice would a least take some years. The Commisson’s interpretations serve as an
important source of information arisng from the fact that the Commission is one of the parties involved in
the Directives legidative process.

The “dynamic” interpretation of the Directives intends to give the outer limits of the way in which certain
articles within the Directives can be interpreted, but will not dways be sifficient to solve dl issues percelved
as problems in certain Member States. It should be mentioned that defining outer limits by a “dynamic
interpretation” aso bears the risk that more options of different trestments will be dlowed with negaive
consequences for the comparability of financia statements. As far as “hidden options’ are concerned which
ae induded in the Directive by using undefined legd expressons (such as “assat”, “redised’), an
interpretation may not restrict different understandings of these expressions.

In 1998 the Commission published furthermore "Examination of the conformity between IAS 1 (revised 1997)
and the Accounting Directives’ based on an examinaion carried out by the Contact Committee on the
Accounting Directives.

At the time this FEE Study was being findised, the Commission was about to publish some further papers of
the Contact Committee, and kindly made the text available to enable FEE to provide a complete and up-to-date
pictureinitsanayss of the differences between |ASs and the Accounting Directives.

The first paper the Commission will publish (around the same time as this FEE Study is published) is
"Examindtion of the Conformity between Internationa Accounting Standards and the European Directives'
giving guidance for 1998 financia reports. This examination covers dl IASs and SIC interpretations in issue



and applicable to accounting periods beginning before 1 July 1998. The examination does not include the
requirements of 1AS 32 and of the following resised standards IAS 1 (revised 1997), IAS 14 (revised 1997),
IAS 17 (revised 1997), IAS 19 (revised 1998) and the new standards IAS 35, 36, 37, 38, and 39 as well as the
amendments to 1ASs 16, 22, 28 and 31 which were consequentia to the adoption of 1ASs 37 and 38. The
examination covers SIC 2, 3, 5, 6, 7 and 8. The paper indicates that its objective is to determine whether, and, if
50, to what extent conflicts between IASs and Accounting Directives exist o that European companies wishing
to apply IASs in their consolidated accounts can do so without conflicting with European legidation.

The examination concludes that there are no significant conflicts between the Directives and those 1ASs and
SIC interpretations that are in issue and applicable to accounting periods beginning before 1 July 1998 with the
exception of the incompatibility on the scope of consolidation areedy referred to in the 1996 Contact
Committee document. The other incompatibility on negative goodwill no longer exists due to the revisons to
IAS 22. In the paper the Commission announced the publication of conformity examinations of the IASs that
have been finalised and published but are not yet in force.

The text of the further examinaions was aso made available to FEE and covers IAS 35, IAS 36, IAS 37, IAS
38, IAS 22 (revised 1998), IAS 16 (revised 1998), IAS 28 (revised 1998) and IAS 31 (revised 1998). These
examinations are referred to, where gppropriate, in part C of this Study. Furthermore, the Contact Committee
will publish a canformity examination on IAS 19 (revised 1998), IAS 32 and SIC 16 on treasury shares later in
1999. The draft text on the conformity examination of IAS 19 (revised 1998) was dready made available to
FEE, but is dill subject to revison. At present, a detaled paper on SIC 16 is under discussion by the Contact
Committee.

The Directives set out broadly accepted minimum rules for companies, both for globa players and for SMEs.
Given the developments in company legidation and practice, it will be necessary to change the Directives in
certain aress in order to enadble a company to apply IASs and a the same time to be in compliance with the
Directives. Commerciad and accounting practices develop over time and the Directives may need detailed
changes to reflect these developments (especialy bearing in mind that the Fourth Directive was issued over 20
years ago). The route announced by Commissioner Mario Monti in April 1997 to amend the Directives in order
to overcome insoluble conflicts between international tles and the Accounting Directives is welcomed by
FEE.

The Communication from the Commission (October 1998): "Financia services building a framework for
action" (the Framework Communication) recognises the need for speedier adjustment of legidation and for a
streamlined approach to drafting regulation: "Dedays in modernisng EU rules to comply with internationdly
accepted best practice handicaps regulators and supervisors in maintaining the stability of the financia system.”
In addition, explicit support is expressed for 1ASs by indicating (page 8): "The Commisson will consider
whether any of the options provided for by our Accounting Directives are no longer necessary or gppropriae.
In addition the Commission will review whether listed companies should be required to prepare their financia
gsatements in conformity with a more harmonised framework, such as IAS'. FEE welcomes the approach in
relation to financia reporting matters as set out in the Framework Communication.

The Contact Committee has discussed amending the Fourth Directive in order to dlow for far vaue
accounting of financia instruments. A proposa for a Directive to amend the Fourth Directive is expected
during 1999.
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2. SCOPE

In some countries it is dready possible to draw up financia statements in compliance with IASs, assuming
compliance with the Directives. In others, this possihility has recently been crested by amending legidation,
with those financia statements dill required to be in compliance with the Accounting Directives. Severa
European countries such as Augtria, Belgium, France, Germany, Italy and Spain alow or will alow the use of
internationally accepted accounting standards in the consolidated accounts of mainly listed companies. In those
countries, under certain conditions, not only the use of IASs is dlowed but aso the use of US GAAP. This
study is, however, limited to a comparison between 1ASs and the Accounting Directives. The study does not
address US GAAP.

The study focuses on the possible obstacles in the Accounting Directives both in a generd and national context
which hinder or complicate the use of IASs. With regard to consolidated accounts, it refers to problems arising
when preparing consolidated accounts according to the Directives and IASs". FEE has issued in 1997 a
"Comparative Study on Conceptua Accounting Frameworks in Europe’ which focuses on the underlying
issues in order to explain differences in nationa accounting treatments and nationa interpretetions of the
Accounting Directives. IASs or SIC interpretations are referred to only where debate within FEE has shown
that there are differences, in understanding or interpretation, with the Directives or where the debate finaly
concluded that no problem occurs but the nature of the debate had shown that the issue merits discussion in
order to claify the dtuation. Cases where companies could avoid an incompatibility with the Directives by
choosing the "right" option are in some ingtances also discussed when the other option — not available because
of compliance with the Directives— would be preferred by most companies.

The study dedls only with the Fourth and Seventh Directives and does not address the Bank Accounts Directive
(BAD) or the Insurance Accounts Directive (IAD), dthough some of the issues raised may dso gpply to the
BAD and IAD through their linkage with the Fourth and Seventh Directives.

This Study ams to identify an overdl point of view, taking into account the documents issued by the
Commisson and the Contact Committee on the Accounting Directives, including the Interpretative
Communication of the Commisson. In some cases, documents published by the Accounting Advisory
Forum are referred to. In addition, other interpretations arising from different culturd backgrounds in the
various Member States are described. In Member States there may be different views towards the Directives
because during the past twenty years the professona press, researchers and practitioners have studied and
interpreted the provisons of the Directives differently. Where Member States have implemented the
Directives more or less literdly into their nationa laws and the subsequent interpretetion by academics or
prectitioners given is now in contradiction with the interpretation given by the European Commission,
problems for companies and auditors within those Member States may arise. These Member States may face
an "explanation gap" in judtifying to the public how the exact wording of the Directives and nationd law can
be interpreted differently than before. There is mention hereof only those Stuations where an implementation
into nationa law of a common interpretation is different from the general or Commission interpretation of
the Directives. Countries where no particular issues arise for the topic under review have not been
mentioned. The Study does not intend to provide a comprehensive overview of the incompatibilities between
IASs and ndiond law, it only uses nationa cases to illugtrate the differences in understanding and
interpretation at nationd leve.

This study covers al extant 1ASs published up to 31 December 1998, including dl SIC interpretations issued
a that date. IAS 39 has not been included in the review.

! Problemsthat might arise for theindividual accounts only (eg. from IAS 22 (revised 1998) and IAS 31, negative
goodwill and joint ventures) will not be further examined within this study.
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3. OBJECTIVE

One purpose of this study is to create an understanding in individud Member States of developments in
European thinking, especidly in those Member States where the existing interpretations of the Accounting
Directives to date have been narrower or in another way different from the interpretation of the Commisson
(in its January 1998 communication). In addition, in countries where the use of internationally accepted
standards has been dlowed under the condition of compliance with the Directives, the study helps to identify
whether al IASs can be applied and where obstacles or complications deserve extra attention. Companies
must a present comply with the requirements of the Accounting Directives when drawing up financid
statements, regardless of which set of accounting standards they apply, if any. Especidly in these Member
States, this Study seeks to structure the discussion about the acceptance of a different understanding of the
Directives and the necessity of future amendments to the Directives. The Study is intended to be of help to
both companies and accountants in assessing differences between the Directives and 1ASs in their nationd
context.

This Study ams to highlight the different interpretations and bring to the public's attention certain new
developments in the accounting area. The document should serve as a basis for an open diadogue between all
the parties involved in accounting regulation and standard setting. The Study is technica in nature and is not
intended to impact on the palitical debate on a future financid reporting strategy for Europe.

In the remainder of this document, a summary of the conclusions is provided (Part B). In Part C the current
IASs and the Accounting Directives are compared. For each individua issue discussed in Part C of this Study,
the generd point of view citing the Commisson’'s perspective is presented and interpretations and
understandings in Member States are added where they seem materidly different or explanaion may be
helpful. The FEE Study provides an extensive discussion of the accounting prablems in Europe at present and
hopes to provide useful background information to the Commission, Member States, Standard Setters and to
users and preparers of financia statements and the accountancy profession.

11



B. CONCLUSONS

For this Sudy, FEE has examined al Internationad Accounting Standards and al SIC Interpretations published
up to 31 December 1998. It can be concluded that among FEE Member Bodies there are no significant
differences in understanding of 1ASs. However, when examining the Accounting Directives the interpretation
and understanding varies to a great extent among the individua countries. The reasons for these different
interpretations are various. As dready described in the FEE Comparative Study on Conceptual Accounting
Frameworks in Europe, the understanding of basic accounting principles is different from country to country. In
addition, depending on the legal background of the countries, there is a difference in interpretation as far as
legal requirements are concerned. Some countries use an gpproach that stresses the individua provisions while
other countries use a more system oriented approach. The latter understand the Directive as a whole system and
combine the individua requirements to a whole. This has some impact on how the absence of certain
provisons in the Accounting Directives that are explicitly mentioned in IASs are understood. Some might think
that, where there are no explicit rules, adl treatments are possible while others are of the opinion that where
there are no explicit rules, the generd rules should be applied. In addition, the Directives are without detailed
specifications on many topics. This may lead to hidden options as far asinterpretation is concerned.

After having examined severd topics it can, therefore, be concluded that for a wide range of issues a different
understanding of accounting practices exists within Europe. As far as FEE's podtion on each topic is
concerned, agreement has been found by the mgority among the Member Bodies participating in the
discussions. However, the postions of FEE presented here are not necessarily the opinions of dl individua
FEE Member Bodies. The conclusions of FEE do not deviate in substance from the Commission's conclusions
in its conformity examinations.

The mgjority of FEE Member Bodies came to the conclusion that this study does not identify practical conflicts
for which an amendment of the Directives would be needed, dthough from the point of view of some FEE
Member Bodies a number of conflicts exists between the Directives and 1ASs and in their opinion would
require an amendment of the Directives. In the following table, the outcome of the comparison between the
individua provisons within IASs and the Accounting Directives is shown. The results have been grouped into
three categories.

Category 1. There is an incompatability befween IASs and the Accounting Directives, but the problem is
considered as being of little practicd relevance. It is recognised that the issue under consideration
might pose problems for individual companies.

Category 2: No conflict exists between IASs and the Accounting Directives but clarification (in the form of an
interpretative communication or in other form) from the Commission is needed.

Category 3: No canflict exists between 1ASs and the Accounting Directives, but some aspects of the issue merit
further discussion (variousissues).
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Category 1

Category 2

Category 3

GENERAL PRINCIPLES

1. Prudenceand
realisation concepts

Differences in interpretation of the
prudence and redlisation principles
are difficult to solve without a
conceptud framework of
accounting accepted throughout
Europe. It should be considered if
the |ASC Framework could fulfil
thisrole.

2. Substance over form
principle

3. Definition of asset
and liability

FEE believes that the absence of
any reference to a substance over
form principle within the
Directives does not mean that this
principle should not be applied
when preparing financid
statements in accordance with the
Directives. The principle has direct
links with the true and fair
principle.

The mgority of FEE Member
Bodies is of the opinion that the
terms "asset” and "liability" within
the Directives could be understood
in the same way as the terms used
within  Internationa  Accounting
Standards.

MEASUREMENT ISSUES

4. Percentage of
completion method /
Realisation issues

The Commission has stated that the
percentage of completion  method
isin line with the prudence and the
redisation  principles  of  the
Directive. FEE assumes that the
criteria describing the  conditions
under which the percentage of
completion method can be applied
that are used in the Commission's
interpretative  communication are
conggtent with IAS 11 and meant
to bethe same.

5. Per centage of
completion method /
Presentation issues

Asfar asthe presentation of
construction contracts within the
baance sheet is concerned FEE
would apprecite if the
Commission could confirm the
possibility of adding a separate
caption as the amount has
characterigtics of both a receivable
and work in progress.

6. Impairment /
M easur ement

FEE observes that the possibility
for a conflict between 1AS 36 and
the Directive is remote as only in
rare circumgtances will an
impairment be considered as
temporary. An interpretation of the
term "permanent” could avoid
different understandings as far as
the vauation concept is concerned.
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7. Impairment / Cash
generating unit

FEE agrees with the Commission
thet there is no conflict between
IAS 36 and the Directive on the
cach generating unit concept. This
concept can be seen as guidance on
how to apply the impairment
provisions of the Fourth Directive.

8. Research and
development costs

Recognition: FEE believesthat the
wording of the Fourth Directive
can be interpreted as dlowing a
different accounting trestment for
research costs and devel opment
costs.

Amortisation: Only in rare
circumstances doesthe
amortisation period exceed five
years. Thiswould be an
exceptiond Stuation under the
Directive .

9. Split accounting

The specid disclosure of
convertible bonds required by the
Directive should in FEE's opinion
not be seen as a prohibition to use
split accounting of compound
instruments as envisaged in IAS
32

10. Own shares

FEE is of the opinion that the
trestment of deducting own shares
from equity of SIC 16, would not
pose problems under the Fourth
Directive.

11. Employee benefits

Future salaries increases. opinions
differ as to whether dary

increases related to promotion can
be taken into account when
assessing pension obligations under
the Fourth Directive. Clarification
of the issue by the Commission
would be appreciated.

Corridor procedure and spreading
of past service costs: The option of
using the corridor procedure under
IAS 19 is not compatible with the
Directive. In practice, however
companies would prefer to follow
the corridor procedure.

Discounting: FEE is of the opinion
that discounting of provisons for
employee benefitsis not only
permitted by the Directive but
should be considered as best
practice.

Fair valuing plan assets: far
valuing plan assets to determine the
net defined benefit obligation is not
prohibited by the Directive.
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12. Provisions

FEE agrees with the Commission
that in the case of lay-off of
personnd adifferencein practice
may aisewith IAS 37, since under
common interpretetions of the
Directive a provison should be
made regardless of the fact that the
announcement has been mede after
the balance sheet date. FEE doubts
if such aconcluson could aso be
drawn strictly based on thetext of
the Directive.

In the case of decommissioning
cogts dlaification from the
Commission would be helpful as to
whether these costs can be seen as
forming part of production costs
and therefore can be induded in the
cogt of afixed asst.

Recognition: no differences noted
between I1AS 37 and the Directive
concerning the third party
relationship and the probability
CONCept.

Measurement: no differences
noted in principle between the
best estimate concept of IAS 37

and the "necessary concept” of
Art 42 of the Directive

13. Foreign currency
trandation

Mogt of FEE members agree with
the interpretation of the Contact
Committee and the Commission
that it is possible to recognise
exchange gains in the profit and
loss account resulting from the use
of closing rates.

CONSOLIDATION ISSUES

14. Negative goodwill

The purchase of an enterprise
under an asset deal might lead to
differences asregards the
presentation of negative goodwill
from the perspective of the Fourth
Directive compared to the
provisionsin IAS 22. In addition,
FEE observes that expected losses
and expenses as referred to in IAS
22 correpond to a narrower
concept than the concept of
unfavourable results as per Art 31
of the Fourth Directive, the latter
covering not only losses and
expenses but aso lower profits.
FEE concludes however that
practica application would not
result in conflicts between 1AS 22
and the Directives.

15. Rever se acquisitions

Measurement:  The incompatibility
as noted is consdered as being of
little practical relevance. The issue
should & the moment only be
trested in the context of any full
amendment  process of  the
Directive.

Preparation of consolidated
accounts. FEE would welcome a
clarification by the Commission
that by applying the control
concept of the Seventh Directivein
areverse acquisition only one set
of accounts need be drawvn up by
the company thet is deemed to be
the acquirer.
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16. Scope of The incompatibility as noted by the
Commission in 1996 and 1999 is

consolidation — confirmed by FEE. As the problem
exclusion from is considered as being of little or no
i i acticd relevance FEE agreesthat
C9n$ll.dmlon due to meisxa should beded?gwith only
dissmilar activities in the context of any full
amendment process of the
Directive.

PRESENTATION ISSUES

17 Elements of financial FEE considers thet additiond
information in the notes is aways
statements

possible, dthough in some
Member States the provision of
additional statements would reguire
legd change. In any case
companies should not be prevented
from providing additional
statements. The presentation of this
financia information should make
clear whether these statements are
part of the annua accounts or not.

18. Layout According  to  intemationd
accounting practice it might be
conddered necessary to modify the
layout of a company's finencid
statements in order to give a more
adequate  presentation  of  its
financid status. FEE does not agree
with the drict and forma gpproach
the Commisson takes in its
interpretative communication.

19. Netti ng In situations where only theright of
set off exists without the intention
to useit, application of IAS and the
Commission interpretation may
result in adifferent presentation
since only the latter would impose
netting. Clarification is needed
from the Commission that its
interpretation is not meant to

impose a new requirement.
20. Current / non- FEE like the Commission notes a
potentia problem between IAS 1
current and the Directives as far asthe
option to differentiate between
current and non-current assets and

liabilitiesis concerned. The
presentation based on the liquidity
of asssts and ligbilitiesof IAS 1is
compatible with the Fourth
Directive.

DEVELOPING ISSUES

21. Fair value Corflict  between the Fourth

. f . Directive and IAS 39 the
accountlngo certain Commisson is in process of

financial instruments amending the Directive.

As can be seen from the summary table above in the opinion of the mgority of FEE Member Bodies there are
no major problems between IASs and the Accounting Directives. However, future projects of the IASC are not
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included in the table and as described in section 22 some problems may occur and the Commission needs to
find a proper mechanism to handle these in order to continue to facilitate the use of 1ASs.

The process of bringing the accounting system in the Accounting Directives in line with IASs now and in the
future is rather sendtive. Further Commission interpretations and other (Contact Committee) papers may help
to reduce perceived differences. However, the main difficulties arise from the interpretations in the Member
States. Therefore the initiative to amend accounting tradition and bring the law closer to IASs must dso come
from the Member States themselves.

17



C. COMPARISON BETWEEN | ASSAND THE ACCOUNTING DIRECTIVES

In this Study, dl 1ASs published by 31 December 1998 have been examined, including dl SIC interpretations
issued at that date. IAS 39 has not been included in the review. Each topic has been considered as follows, a
brief explanation of the issue arising is provided, then

@ A direct comparison between the wording of the 1ASs and the Directives is given.

(b) After that, the Commission's interpretation is presented. The statements referred to in this subchapter
include documents of the Commisson and the Contact Committee. In some cases Accounting
Advisory Forum documents are referred to.

(© If there are different interpretations and understandings in Member States, these interpretations are
described and compared to the generd perspective. These understandings stem from nationa law or
standards, use in practice and experience. These paragraphs are merely illugtrative in nature and do
not list al different interpretations within the Member States and are nat intended to be
comprehensive.

(d) Finally, FEE’s position is provided.

Only those 1ASs where an actua or potentiad conflict, or merely uncertainty about the understanding of a
certain provision, exists are considered below. Consequently, the Study does not address Stuations where a
conflict can be avoided by using the appropriate options offered by the Accounting Directives and/or 1ASs.
However, it may happen that in practice the company would prefer the conflicting IAS option digning with
international practice. This situation is not treated as a difference, but included in the paper because of its
practical implications. Only some of these cases are addressed. The Study is not intended to present a
comprehensive overview of those options that are not available to companies in a Stuation of compliance with
the Accounting Directives. Where there is no explicit wording and no generd principle referring to certain
issues within the Directives (or within 1ASs), no direct conflict situation has been observed. However, further
guidance in the form of interpretations or in an other form may be needed. The FEE approach chosen
complements the Contact Committee's process in identifying and assessing those sStuations that would prevent
acompany preparing accounts based on 1A Ss within the framework of the Accounting Directives.

The Study does not include an andysis of IAS 35 "Discontinuing Operaions', IAS 28 (revised 1998)
"Accounting for Investments in Associaies’ and IAS 31 (revised 1998) "Financid Reporting of Interests in
Joint Ventures', whereas the Contact Committee is to publish conformity examinations on these standards.
Both the Contact Committee and FEE concluded that these standards do not conflict with the Accounting
Directives.

GENERAL PRINCIPLES

1. PRUDENCE AND REALISATION CONCEPTS
In order to give the reader of this study a better understanding of differences in accounting trestments and

opinions on accounting issues, two underlying concepts are discussed below: the redisation principle and the
prudence principle.
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(@ [IASversusDirectives.

Internationa Accounting Standards
IASC Framework:

"para 37: (...) Prudence is the inclusion of a degree of caution in the exercise of the judgements needed in
making the edimates required under conditions of uncertainty, such that assets or income are not
overgated and liabilities or expenses are not understated. However, the exercise of prudence does not
allow, for example, the creation of hidden reserves or excessive provisons, the deliberate understatement
of assts or income, or the ddiberate overdtatement of liabilities or expenses, because the financial
statements would not be neutral and, therefore, not have the quality of reliability.”

IAS 1 (revised 1997):

"para 20: Management should select and apply an enterprise's accounting policies so that the financial
gatements comply with all the requirements of each applicable International Accounting Sandard and
Interpretation of the Sanding Interpretations Committee. When there is no specific requirement,
management should develop policies to ensure that the financial statements provide information that is:
@ relevant to the decison-making needs of users, and
(b) reliable in that they:

(i)  represent faithfully the results and financial position of the enterprise

(ii)  reflect the economic substance of events and transactions and not merely the legal form;

(iii) are neutral, that is free from bias;

(iv) areprudent; and

(v) arecompletein all material respects.”

Accounting Directives

Art 31.1 (c) of Fourth Directive:
"Valuation must be made on a prudent basis, and in particular:
(aa) only profits made at the balance sheet date may be included,

(bb) account must be taken of all foreseeable liabilities and potential losses arising in the course of the
financial year concerned or of a previous one, even if such liabilities or losses become apparent only
between the date of the balance sheet and the date on which it is drawn up.”

(b) Commission’s and Contact Committee's interpretation:

The Commission and the Contact Committee have addressed the concept of prudence in their 1998 conformity
examination of IAS 1. In addition, the Accounting Advisory Forum published a paper on "Prudence and
Matching" in 1997. On prudence, the conformity examination states:

"The Contact Committee considered the substance of paragraph 20 of 1AS 1. Although the important role
played by prudence in the preparation of the accounts may not seem to have been fully acknowledged by this
and subsequent paragraphs in IAS 1 (in contrast, for example, to going concern, accruals and consistency), the
Contact Committee stresses that the application of prudence remains one of the main principles for ensuring the
achievement of fair presentation under the Directives.

The Contact Committee notes that the IASC's Framework dedls specificdly (at paragraph 37) with prudence as

a separate quditative characterigic of financia Statements. In so doing, it describes prudence as "...the
inclusion of a degree of caution in the exercise of judgements needed in making the estimates required under
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conditions of uncertainty, such that assets or income are not overstated and liabilities or expenses are not
understated."

(© Interpretationsin Member States:

As dready noted in various articles and academic papers, as well as in earlier studies of the Accounting
Advisory Forum and FEE, the datus attributed to the prudence principle differs internationdly and even
within Europe.

One school of thought understands prudence as a principle having precedence over al other principles, a
fundamental vauation rule to be gpplied in the preparation of the accounts. In some EU Member States, such as
Austria, Germany and Luxembourg, this understanding lies at the basis of their interpretation of the Fourth
Directive. Another school of thought, mainly represented by the Anglo-Saxon countries and standard setting
bodies, the IASC, the ASB and the FASB, ligts prudence among several quditative characteridtics that make
the information provided in financia statements useful to users (see Document of the Accounting Advisory
Forum, 1996, para 9; FEE Comparative Study on Conceptual Accounting Frameworks in Europe, 1997).

Mogt of the differences between the countries derive from a different understanding of the moment of
redlisgtion of profit.

UK company law provides some further definition of redlised praofits, which implicitly links it to accounting
standards and their development over time. Section 262 (3) of the Companies Act 1985 defines redised profits
as "such profits or losses that fal to be treated as redised in accordance with principles generdly accepted, at
the time the accounts are prepared, with respect to the determination for accounting purposes of realised profits
and losses."

Differing interpretations of the prudence principle may be explained by the fact that the objectives of financia
reporting and the role of financial statements vary from country to country.

(d) FEE'spostion:

One of the purposes of financid statements identified in the preamble to the Fourth Directive is the protection
of members and third parties (capital maintenance concept). In order to satisfy this objective, the generd
prudence principle is laid down in Art 31.1 of the Fourth Directive. No further definition of this principle is
given in the Directive, but certain provisons relate to the prudence principle (eg. Art 32, Art 35.1 (c)(aa) and
(bb), Art 39.1(b), Art 20.2, Art 33.2 (a) and (c)).

In1AS 1 (revised 1997) para 20, prudence is listed amongst the qualities that information should have to ensure
it is relidble. This indicates, for example, that it is of smilar importance to neutraity and completeness, but that
lower importance is atached to it than in the Fourth Directive.

According to the redlisation principle of Art 31 of the Fourth Directive, only “profits made’ at the balance sheet
date may be included, which in fact is a question of the interpretation of the redlisation principle. The debatable
question is when a profit is made and, as a result, when it can be recogrised in the profit and loss account. It
seems difficult to find an overdl interpretation of the term “profits made’. The interpretation provided in the
interpretative communication (to various subjects, e.g. construction contracts) and in the Contact Committee
comparison document is a wider interpretetion, contrasting with the narrow view that “redisation” is linked to
being “confirmed on the market” or "paid” as some Member States interpret redlisation.

Due to the role and importance of financid statements within capital law (such as capitd maintenance and
profit distribution in certain Member States) and the risk to credibility of accounting information, differences in
interpretation may be difficult to resolve without a conceptua accounting framework being accepted
throughout Europe. It should be considered if the IASC Framework could fulfil this role (category 3).
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2. SUBSTANCE OVER FORM PRINCIPLE

The issue is to what extent the substance over form principle can be applied to al transactions unde the
Directives.

(@ [IASversusDirectives

Internationa Accounting Standards

IASC Framework:

"para 35: If information is to represent faithfully the transactions and other events that it purports to
represent, it is necessary that they are accounted fa and presented in accordance with their substance and
economic reality and not merely their legal form. The substance of transactions or other events is not
always consstent with that which is apparent from their legal of contrived form. For example, an
enterprise may dispose of an asset to another party in such way that the documentation purports to pass
legal ownership to that party; nevertheless, agreements may exist that ensure that the enterprise continues
to enjoy the future economic benefits embodied in the asset. In such circumstances, the reporting of a sale
would not represent faithfully the transaction entered into (if indeed there was a transaction).”

IAS 1 (revised 1997):

"para 20: Management should sdect and apply an enterprise's accounting policies so that the financial
satements comply with all the requirements of each applicable International Accounting Sandard and
Interpretation of the Sanding Interpretation Committee. Where there is no specific requirement,
management should develop policies to ensure that the financial statements provide information that is:

(@ reevant to the decison-making needs of users, and
(b) rdiablein that they:
0] represent faithfully the results and financial position of the enterprise;
(i) reflect the economic substance of events and transactions and not merely the legal form;
(i) are neutral, that is free from bias;
(iv) are prudent; and
(v) are complete in all material respects.”
IAS17:

"para 57: If a sale and leaseback transaction results in a finance lease, any excess of sales proceeds over
the carrying amount should not be immediately recognised as income in the financial statements of a
sler-lessee. If such an excessis recognised, it should be deferred and amortised over the leaseterm™

Accounting Directives

The substance over form principle is not addressed by the Directives. However, it could be argued that the
overriding true and fair view principle would require that implicitly the substance over form principle is

applied.

(b) Commission's and Contact Committee's interpretation:

The Commission and the Contact Committee have not addressed the issue in their publications.
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(© Interpretationsin Member States:

Leasing issues are treated differently in the various Member States. However, in dl countries there are eements
of the principle of substance over form (see. FEE Comparative Study on Conceptuad Frameworks in Europe,

page 35).

In Germany, according to § 246 para 1, second sentence of the Commercial Code, the recognition of assets is
depending on the economic ownership of these assets, not on the lega ownership. Moreover, there is no legd
provision nor principle of proper accounting which would alow or require presentation of transactions or
events in accordanc e with their economic substance where diverging from the lega form.

The principle of substance over form is expresdy addressed in Italy in the law concerning the individua
accounts of Banks and Insurance undertekings. On the contrary, the principle is not accepted in dl other
circumstances where the legal form aways takes precedence over the economic substance of transactions. It is,
however, dways possible to include in the notes al the components of the economic substance in order to give
a better understanding of the accounts. This is the case for leasing contracts, but may aso be the case of
compulsory posting made on the basis of the tax law, for the purpose of obtaining tax advantage. The Civil
Code does not mention this principle & al, which is clearly addressed to in the Law DLgs 87/92 art. 7, c 4 on
Banks and Insurance undertakings, and in the ingtructions issued by Banca dltaia (Provv. 103 of 31.07.1992).
The Accounting Standard 11 dtates that transactions should be presented in accordance with their substance,
and not only on the basis of the legal form. There may be cases in which the accounting is made in compliance
with the substance of the transaction.

In the UK and Irdand, FRS 5 "Reporting the Substance of Transactions', requires that a reporting entity's
financia statements should report the substance of transactions into which it has entered (FRS 5 para 4). Thisis
reflected in the ASB's revised draft Statement of Principles (para 3.11 to 3.13) which explain the principle of
faithful representation in more detal.

(d) FEE's position:

Within 1ASs the substance over form principle is one of the principles of the Framework. In the Directives, the
substance over form principle is not explicitly addressed but they do not prohibit companies from using this
principle. The substance over form principle plays an important role in debatable issues such as sdes and
repurchase agreements (should they be accounted for as a sde and purchase or as aloan?) and leasing .

Clarification on this issue should be provided by an interpretation, explicitly addressing the importance and role
of the principle. This matter should also be addressed with respect to the definition of assets and liabilities. It is
the economic ownership rather than the legd ownership that requires an asset to be included in a company’s
baance sheet. Therefore, FEE would appreciate an interpretation from the Commisson gating that the
substance over form principleis part of the generally accepted accounting principles.

FEE considers that the absence of any reference to the substance over form principle in the Directives does not
mean that this principle should not be applied when preparing the accounts in accordance with the Directives.

On the contrary, this principle has some direct links to the true and fair view concept (see: FEE, Comparétive
Study on Conceptua Accounting Frameworks in Europe, 1997) (category 2).

3. DEFINITIONOF ASSET/LIABILITY
The issue is whether the understanding of an asset and liability in the context of International Accounting

Standards is compatible with the same terms as used in the European Accounting Directives. This generd
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problem is illugtrated by the discussion on whether tax effects of a loss carry forward can be capitalised under
the Fourth Directive.

(@) 1AS versus Directives

Internationd Accounting Standards

IASC Framework:

"para 49: The elements directly related to the measurement of financial position are assets, liabilities and
equity. These are defined as follows:

() An as is a resource controlled by the enterprise as a result of past events and from which future
economic benefits are expected to flow to the enterprise.

(b) A liability is a present obligation of the enterprise arising from past events, the settlement of which is
expected to result in an outflow from the enter prise of resources embodying economic benefits. (...)"

IAS12:

"para 34: A deferred tax asset should be recognised for the carry forward of unused tax losses and unused
tax credits to the edent that it is probable that future taxable profit will be available against which the
unused tax losses and unused tax credits can be utilised.”

Accounting Directives

In the Directives there is no specific definition of assets and ligbilities. However, there are specia
requirements mentioned for goodwill (Art 37), expenses to be capitalised. Art 34 (formation expenses) and
37 and the layout specify the elements of the financid statements.

Art 4.1 of the Fourth Directive:

"In the balance sheet and in the profit and loss account the items prescribed in Articles 9, 10 and 23 to 26
must be shown separately in the order indicated. A more detailed subdivison of the items shall be
authorised provided that the layouts are complied with. New items may be added provided that their
contents are not covered by any of the items prescribed by the layouts. Such subdivision or new items may
be required by the Member Sates."

(b) Commission’s and Contact Committee's interpretation

So far, the Commission has not published any genera guidance on how an asset/liability should be defined
under the Directive.

As for the conformity between IAS 12 and the Accounting Directives, the Commission has published a paper in
1998 "Examination of the conformity between IAS 12 and the European Accounting Directives'. The
conclusions are as follows:

"The recognition of deferred tax assets is subject to a prudent assessment. A conflict with the Accounting
Directives could arise when deferred tax assets are recognised in situaions where reasonable doubts exist
that taxable profit will be available againgt which the deductible temporary differences can be utilised.

The recognition of deferred tax liahilities is subject to a probability test. A conflict with the Accounting
Directives could arise when deferred tax liabilities or provisons for taxation are recognised for taxable
temporary differences for which it is not likely that a future ligbility will arise.
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- The presentation of deferred tax assets and tax liahilities is made in accordance with the Formats prescribed
by the Accounting Directives. IAS 1 makes provison for companies to avoid having to use the
current/non-current classification in respect of balance sheet assets and liabilities. Consequently, companies
which apply the Accounting Directives would be required to teke advantage of this provision, with the
result that paragraph 70 of 1AS 12 would not apply, thereby enabling them to disclose deferred tax assets in
line with the Directive.

The considerations equaly apply to deferred tax assets in accordance with paragraphs 34 and 44 of IAS 12."

(©) Interpretationsin Member States:

Member States try to identify the content of assats and ligbilities by interpretation of their nationd law.

Definitions were based on the claracteristics of assets and liabilities and their relationship to lega fundamentals
(eg. creditors protection, ownership). These implied definitions include criteria such as vaue, disposability,

abstract and concrete accountability, ownership or rights associated with ownership, etc. The definitions do not
necessarily comply with the definition of assets and liabilities as sat in the IASC Framework.

In the UK, the ASB's revised draft Statement of Principles contains definitions of an asset and a liability (paras
4.7 and 4.24 respectively) smilar to those in the IASC Framework.

According to the Interpretation prevalling in some Member States it is generdly consdered that the Directives
do not alow the capitdisation of expenses and losses unless dherwise explicitly provided (see Art 4, 9 and 10
of the Fourth Directive), which is the case for:

- Formation expenses (Art 34)
- Research and development cost (Art 37).

Therefore, it is felt that losses and expenses must be charged in the profit and loss account where no lega
provision specificaly dlows their capitaisation.

In other countries, there is no equivdent interpretation. It is considered tha in the absence of a generd
definition of assats and liabilities in the Directives, it is not forbidden to create new items of assets or liahilities
not initidly envisaged by the Directive.

Asfor the tax effect of tax loss carry forward, they should be trested as a deferred tax asset according to IAS 12
para 34 and shown in the balance sheet if it is probable that future tax profits will be available againgt which the
unused tax losses can be used.

In France, the Plan Comptable Genera makes it possible for consolidated financia statements to capitdise tax
effects of loss carry forward where it is probable that this contingent assets will be recovered.

This method is not conddered possble in Germany. According to German understanding a tax loss carry
forward does not fulfil the recognition criteria. As atax loss carry forward cannot be redised independent of the
reporting entity, it is not regarded as an asset (Vermégensgegenstand) according to common understanding.
From this point of view aso the Fourth Directive contains specific recognition requirements for formation
expenses (Art. 10, 34) and acquired goodwill (Art. 10, 37 I1) which show that these items are not regarded as
"assets' according to the generd understanding of the Directive. Like tax loss carry forwards these items cannot
be used separately by the reporting entity. This means that, as no specific recognition rule exists for tax loss
carry forwards, they may not be recognised under the Fourth Directive.

In France, there was a long-lasting debate on whether or not to capitdise the initia operating losses suffered by
a private canpany in operating a public utility such as a transportation infrastructure, the production and
digtribution of water, etc. The context is a contract concluded with a public authority for a long period, under
which the private company has to build the facilities and to collect tolls or other fees from the users of the
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facility during the contract period. The facility is transferred to the public authority at the end of the contract for
no consideration. In this sort of contract, the use of the facility and the related income for the private company
often increases steadily during the first years of operations; the interest costs during this period are generaly
high as compared to interest costs incurred during the last period of the contract, As a consequence, heavy
losses may be suffered during the first part of the contract, which are made good thanks to profit realised during
the second part. The current position of the Consail Nationa de la Comptabilité (CNC) on this problem, issued
in 1998, is that captalisation as deferred charges of the first operating losses were possible providing strict
conditions are met. However, the CNC state that the benchmark method is not to capitdise losses.

(d) FEE's postion:

Teking into consderation the examples given it might seem evident that there are differences in the
underganding of assets and liabilities within the Member States. FEE does not necessarily believe that a
definition in the Directives could solve the problem; the mgority of FEE Member Bodies is of the opinion that

the definition of an asset and liability as used by the IASC is gpplicable for the interpretation of an assat and a
ligbility within the framework of the Directives (category 3).

M EASUREMENT | SSUES

4. PERCENTAGE OF COMPLETION M ETHOD: REALISATION | SSUES

The issue is whether the percentage of completion method can be used for the valuation of construction
contracts under the Fourth Directive.

(@ IASversusDirectives

Internationd Accounting Standards

IAS11:

"para 22: “When the outcome of a congtruction contract can be estimated reliably, contract revenue and
contract costs associated with the congtruction contract should be recognised as revenue and expenses
respectively by reference to the stage of completion of the contract activity at the balance sheet date (...)."

"para 23:

In the case of a fixed price contract, the outcome of a construction contract can be estimated reliably when
all of the following conditions are satisfied:

(a) total contract revenue can be measured reiably;
(b) itisprobable that the economic benefits associated with the contract will flow to the enterprise;
(© both the contract costs to complete the contract and the stage of contract completion at the balance
sheet date can be measured reliably; and
(d) the contract costs attributable to the contract can be clearly identified and measured reiably so that
actual contract cogsincurred can be compared with prior estimates.”
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Accounting Directives

The Accounting Directives do not explicitly ded with the treatment of long-term contracts or construction
contracts. The general rules as set out in Articles 31. 1 (c), 32, 35. 1 (a), 35.3 and 35.4, 39.1 () and 39.2 of
the Fourth Directive and Art 29. 1 of the Seventh Directive apply.

(b) Commission's and Contact Committee's inter pretation:

According to the Contact Committee (Accounting Harmonisation in the European Community, 1990) and
confirmed by the Commisson's interpretative communication, both the percentage of completion method and
the completed contract method are dlowed under the Fourth Directive: "The application of the “percentage of-
completion” method is only dlowed on condition that the prudence principle laid down in Art. 31.1 (¢) is
clearly observed. In other words:

- the total contract income must be known;
- it must be possible for the proportion of work completed to be caculated accurately; and
- the work on the contract must be sufficiently advanced.

Furthermore, when alossis anticipated on a contract, a provison must be set up for the entire loss as soon as
itis discovered.

Irrespective of the method chosen, appropriate information must be given in the notes on the accounts as to the
method applied in accordance with Article 43 of the Directive.”

(© Interpretationsin Member States:

In some Member States, the trestment is not in agreement with the Commission's interpretation. In these
Member States, the common understanding is that the percentage of completion method cannot be used under
the current text of the Directives or at least only as an exception to the general valuation rules according to Art
31.2 of the Directive. In other Member States, the percentage of completion method is a widely applied method
and is not seen as being in conflict withthe Directives. Furthermore, some countries are of the opinion that the
criteria for the percentage of completion method applied by the Commission are more narrowly defined than
the criteriaset out in IAS 11.

Itdian law has egtablished that "longterm contract work in progress may be accounted for based on the
contractua revenues which can with reasonable certainty be sad to have matured'. Accordingly, when
"reasonable certainty” exists for the revenues related to a completed portion of work and, therefore, the
contractua gross margin can be considered as redised, the inventory may be valued using the percentage of
completion method. In practice, however, the most widespread method in Itay is the completed contract
method.

In the Netherlands, the percentage of completion method has been used for a long time. The law stipulates that
profit can only be recognised if it has been redised. It is understood that, for work in progress, redlisation could
take place during congtruction.

In Irdland and the UK, SSAP 9, Stocks and long-term contracts (paragraph 29) requires that, where it is
consdered that the outcome of a longterm contract can be assessed with reasonable certainty before its
conclusion, the prudently calculated attributable profit should be recognised in the profit and loss account as the
difference between the reported turnover and related costs for that contract.
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(d) FEE's position:

FEE agrees with the Commission that there is no conflict between IAS 11 and the Fourth Directive. The
conditions to apply the percentage of completion method under 1ASs might be considered less drict than the
conditions laid down by the Commission. Under 1ASs, the percentage of-completion method must be gpplied
if the total contract revenue can be measured rdiably, whereas under the Commission's interpretation total
contract income must be "known". In addition, according to I1AS, the stage of contract completion at the
baance sheat date should be religbly measurable while under the Contact Committee's interpretation the
proportion of the work completed must be able to be calculated accurately. Although similar, these two terms
are not defined and differences may arise. The third condition imposed by the Commission is implied by the
first two conditions as it is necessary that the work on the contract is sufficiently advanced to estimate the
income rdiably. FEE assumes that the term "known" should be understood as having no different meaning to
"edimated reliably" and "measured religbly”, but it would have been hdpful if the wording in the Commisson
interpretation had been the same asin 1AS 11 (category 3).

5. PERCENTAGE OF COMPLETION M ETHOD. PRESENTATION | SSUES

The issue is how to present, within the balance sheet headings of assets, the amounts resulting from application
of the percentage of completion method.

(@ IASversusDirectives

Internationa Accounting Standards

IAS11:

"para 42: An enterprise should present:

(@) the gross amount due from customers for contract work as an asset; and

(b) the gross amount due to customers for contract work as liability.”

“ para 43. The gross amount due from customers for contract work is the net amount of:
(8 cogsincurred plus recognised prdfits, less

(b) the sum of recognised losses and progress hbillings.

for all contracts in progress for which progress hillings exceed costs incurred plus recognised profits (less
recognised losses).”

Accounting Directives

Articles 4 (1) and 9 (10) of the Fourth Directive reguire the balance sheet to show work in grogress as a
current asset. According to Article 32 this asset has to be measured at production cogt, as defined in Article
39.

(b) Commission's and Contact Committee's inter pretation:

The Commission and the Contact Committee have not addressed thisissue in their publications.
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(© Interpretationsin Member States:

In France, when the percentage of completion method is applied, work in progress shown on the balance sheet
remains at cost with the recognised profit presented under another asset caption. This requirement is currently
under review o that both items can be aggregated and presented as a receivable, in order to be in line with the
common understanding of 1AS 11 (only one balance sheet item).

In Germany, any application of the percentage of completion method is justified by § 252 (2) of the German
Commercia Code, which is equivdent to Art 31 (2) of the Fourth Directive. As this exception relates only to
the redlisation principle, but not to the historical cost principle (Art. 32 of the Fourth Directive), the application
of the percentage of completion method has to be presented in the same way as that prescribed at present for
France. The aggregation of both items and presenting them as work in progress is consdered to conflict with
the requirement of the Directive, under which work in progress must be carried at cost. The company is the
legal and economic owner of the work in progress as long as risks and rewards are not transferred to a third

party.

In Italy, adoption of the percentage ¢ completion method implies the following presentation on the baance
sheet for amounts relating to contract work in progress.

- Thevaue of the work and services performed, net of those paid, are shown in the balance sheet as inventory
(debit position) and as revenues received in advance on the ligbilities Sde (credit pogtion).

- Customer advances, i.e. amounts paid by the customer before or when work is started, are shown under a
specific heading on the liabilities Sde of the balance sheet.

In Ireland and the UK, the practice is to present the amount by which recorded turnover exceeds payments on
account as a recelvable, classified as amounts recoverable on contracts. Indeed, legal opinion obtained at the
time of the revison of SSAP 9 confirmed that amounts recoverable on contracts should be classified under
"Debtors' and cannot be classified under "Stocks'.

In Belgium, the Netherlands and Spain, the globa amount is regarded as work in progress. In other countries,
the globa amount is presented in one caption (work in progress or accounts receivable) resulting from different
interpretations of Article 32 of the Fourth Directive.

(d) FEE's position

Based on the different interpretations of Article 32 of the Fourth Directive, the treatment of work in progress
and the related recognised profit is different in various Member States. The two amounts are either shown
separately or presented as one globd aggregated amount in the baance sheet, each approach having its
consequences for the presentation in the profit and loss account. This globa amount could be presented either
as work in progress or as receivable. The aggregation of both items might be considered to conflict with the
requirements of Art 32 of the Fourth Directive for vauation a cost. FEE would recommend the gpplication of
Art 4.1 which alows the addition of a separate caption in the balance sheet as the amount has characterigtics of
both a receivable and work in progress. It would be appreciated if the Commission could confirm this
interpretation (category 2).

6. IMPAIRMENT — MEASUREMENT
The questions raised are (i) whether the lower figure to be attributed to an asset according to the Fourth Directive
could be the recoverable amount defined by IAS 36, which is the higher of an asset's net sdlling price and its

vaue in use, and (ii) whether the Fourth Directive condition that the reduction in vaue should be permanent will
not lead to an incompatibility with IAS 36 in which this recognition condition does not exist.
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(@) 1AS versus Directives

Internationd Accounting Standards

IAS 36:

"para 5: Recoverable amount is the higher of an asset’s net selling price and its value in use."

Accounting Directives

Art 35.1 (c) (bb) of the Fourth Directive:

"Value adjustments must be made in respect of fixed assets, whether their useful economic lives are limited
or not, so that they are valued at the lower figure to be attributed to them at the balance sheet date if it is
expected that the reduction in their value will be permanent.”

(b) Commission’s and Contact Committee' s interpretation:

The Commission and the Contact Committee have addressed this issue in their conformity examination of IAS
36 which will be published around the same time as this FEE Study. It Sates:

"Article 35.1(b) ¢ the Fourth Directive requires fixed assets with a finite life to be systematically depreciated
over tha life. This could be said to imply a more even pattern of write-down of an asset that may well occur
when 1AS 36 is gpplied. At the same time, though, IAS 36 is in effect providing a methodology for complying
with the additiona requirement of Article 35.1(c)(bb) of the Directive that fixed assets should be written down
where any permanent diminution in their value has occurred. Consequently, whilst it is clear that the impairment
test is not a surrogate for depreciation, it provides a systematic methodology for the measurement and
recognition of a permanent impairment.”

(©) Interpretationsin Member States:

In the UK and Irdland, two particular problems are raised by the comparison of the requirements of FRS 11
"Impairment of Fixed Assats and Goodwill" and those of the law. The firg is that the law requires only
permanent diminutions in vaue of fixed assets to be made, whereas the standard (like 1AS 36) requires dl

impairments to be recognised. ASB accepts that, in broad terms, it is a matter of judgement whether an
impairment is likely to be temporary or otherwise, and goes on to indicate that it may be prudent to regard dl

impairments as permanent diminutionsin value. The second problem of consistency concerns whether dl factors
which might reverse an impairment question are required to be accounted for under the law (Art35.1 (c) (dd).
Like IAS 36, the UK standard does not dlow reversals of impairment smply for the unwinding of the discount
or the occurrence of cash outflows. ASB does not regard these as reversd of the reason for the making of the
vaue adjustment.

(d) FEE's position:

The reference in Art 35.1 (c) (bb) to the "lower figureto be atributed” is not defined by the Directive. As a
consequence FEE condders that the lower amount can be the "recoverable amount” as mentioned in IAS 36 and
therefore there is no incompatibility between the two provisons.

As for the second question, FEE observes that the possibility for a conflict between 1AS 36 and the Fourth

Directive is remote as only in rare circumstances will an impairment be considered as temporary. Even when
such circumstances exigt, the application of the prudence principle will usudly lead to the conclusion that the
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reduction in value should be considered as permanent. In addition, the vaue in use concept is based on an
assessment of future cash flows and incorporates the condition linked to the permanent character of thereduction
in value (category 3).

7. IMPAIRMENT — CASH GENERATING UNIT

The issue is whether the IAS cash generating unit concept is in conflict with the separate valuation principle of
the Directive.

(@) 1AS versus Directives

International Accounting Standards

IAS 36:

"para 65: If there is any indication that an asset may be impaired, recoverable amount should be
esdimated for the individual asset. If it is not possible to estimate the recoverable amount of the
individual asset, an enterprise should determine the recoverable amount of the cashrgenerating unit to
which the asset belongs (the asset’ s cash-generating unit).”

Accounting Directives

Art 31 (2) (e) of the Fourth Directive:

"The components of asset and liability items must be valued separately.

(b) Commission’s and Contact Committee's interpretation:

The Commission and the Contact Committee have addressed the issue in their conformity examination of 1AS
36 which will be published around the same time as this FEE Study. It states:

"There is no conflict between IAS 36 and the Accounting Directives. Article 31.1 (€) of the Fourth Directive
requires that in dl cases 'the components of asset and ligbility items must be valued separately’, whilst IAS 36
permits, in certain circumstances, assets to be grouped into cashgenerating units (CGUSs), and a review for
impairment to be undertaken at the level of the CGU. However, the determination of impairment by reference to
CGUs is only permitted under IAS 36 where it is not possible to estimate the recoverable amount of the
individual asset. Consequently, provided companies apply the provisions of paragraph 65 of 1AS 36 drictly, then
there is no conflict between the standard and the Directive in this regard. This means that EU companies will not
be able to hide behind IAS 36's CGU gpproach in order to avoid recording an impairment in respect of an asset
that is capable of individua measurement.”

(©) Interpretationsin Member States:

It is generaly considered that impairment of capitalised goodwill involves the vauation of the whole businessto
which this goodwill relates.

In France, dthough no officid release on IAS 36 has been issued, it is fdt that this standard contains useful

procedures to implement the lower of cost of fair value principle stated by the code de commerce. However,
identifying cash generating units might raise a number of problemsin practice.
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In the UK and Irdand, the FRS 11 "Impairment of Fixed Assets and Goodwill" defines an income-generating
unit as a group of assets, liahilities and associated goodwill that generates income that is largely independent of
the reporting entity's other income streams. The assets and liabilities incdlude those directly involved in
generating the income and an appropriate portion of those used to generate more than one income stream.

(d) FEE's position:

At firgt sght, an incompatibility might exist between the concept of the cash generating unit, consisting of a
bundle of assets, and the separate vauation approach that is obligatory according to the Fourth Directive.
However, IAS 36 dates: if the asset cannot be valued as such because it forms part of a group of other assets, the
smallest identifiable unit should be taken as the measurement yardstick. If the asset can be vaued individudly,
then, the principle of separate valuation should take place. In cases where groups of assets are examined for
impairment, any reduction in vaue is alocated between the individua assets of the cash-generding unit.
Therefore, FEE agrees with the Commission that it can be concluded that IAS 36 applies correctly the separate
vauation concept and that there is no incompetibility with the Directive. Indeed, the cash generating unit
approach dtated in 1AS 36 could be seen as a useful guidance to implement article 35.1(c) (bb) of the Fourth
Directive concerning value adjustments to be made in respect of fixed assets (category 3).

8. RESEARCH AND DEVELOPMENT COSTS

In this section it has been assumed tha Member States have permitted the capitaisation of research and
development costs.

The issues are (i) whether it is possible to account differently for research costs and for development costs
under the Fourth Directive, dthough no distinction between both categories is drawn by the Directive and (i)
whether the limited amortisation period of five years prescribed by the Directive is compatible with the
corresponding requirement in IAS 38.

(&) 1AS versus Directives

Internationa Accounting Standards

IAS 38 differentiates between research costs and development costs

"para7: (...)
Research is original and planned investigation undertaken with the prospect of gaining new scientific or
technical knowledge and understanding.

Development is the application of research findings or other knowledge to a plan or design for the
production of new or subgtantially improved materials, devices, products, processes, systems or services
prior to the commencement of commercial production or use. (...)"

"para 42: No intangible asset arisng from research (or from the research phase of an internal project)
should be recognised. Expenditure on research (or on the research phase of an internal project) should be
recognised as an expense when it isincurred.”

"para 43: This Sandard takes the view that, in the research phase of a project, an enterprise cannot
demonstrate that an intangible asset exists that will generate probable future economic benefits. Therefore,
this expenditure is always recognised as an expense when it is incurred.”

"para 45: An intangible asst arisng from development (or from the development phase of an internal
project) should be recognised if, and only if, an enterprise can demonstrate all of the following:
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@ the technical feasibility of completing the intangible asset so that it will be avdlable for use or

sl
(b) its intention to complete the intangible asset and use or sl it;
© its ability to use or sl the intangible ass;

(d) how the intangible asset will generate probable future economic benefits. Among other things, the
enterprise should demondirate the existence of a market for the output of the intangible asset or
the intangible asset itself or, if it is to be used internally, the usefulness of the intangible asset;

()] the availability of adequate technical, financial and other resources to complete the development
and to use or sl theintangible asset; and

)] its ahility to measure the expenditure attributable to the intangible asset during its development
reliably."

Asfar as depreciation is concerned para 79 is gpplicable.
"para 79: The depreciable amount of an intangible asset should be allocated on a systematic basis over the
best estimate of its useful life. There is a rebuttable presumption that the useful life of an intangible asset

will not exceed twenty years from the date when the asset is available for use. Amortisation should
commence when the asset is available for use.”

Accounting Directives

Article 37.1 (in part) of Fourth Directive:

"Article 34 shall apply to costs of research and development. In exceptional cases, however, the Member
States may permit derogations from article 34(1)(a)."

Article 34.1(a) of the Fourth Directive:

"Where national law authorises the inclusion of formation expenses under "Assets', they must be written
off within a maximum period of five years."

(b) Commission's and Contact Committe€'s inter pretation:

The Commission and the Contact Committee have addressed the issue in their conformity examination of 1AS
38 which will be published around the same time as this FEE Study and concludes towards a potentia conflict
on the amortisation of development costs:

"IAS 38 requires development costs to be capitdised as an intangible asset in certain limited circumstances and
amortised over their estimated useful life, on which the IAS imposes a benchmark maximum life of 20 years.
By contradt, Article 37 of the Fourth Directive requires such costs to be amortised over no more than five years,
athough Member States may derogate from this requirement in exceptiona cases.

There are two potential conflicts between I1AS 38 and the Fourth Directive, namely:

(@ 1AS 38 dlows intangible assets to be revadued to fair vaue the Directive dlows revduation to cost
adjusted for inflation; and

(b) the Directive imposes a maximum life of five years for development costs @beit subject to derogation by
Member States), which is not reflected in the IAS.

Nevertheless, because of the nature of these potentia conflicts and the flexibility alowed by the standard, it is
till possible for European companies to be in compliance with both 1AS 38 and the Directives.”
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(¢) Interpretationsin Member States:
Recognition

In many Member States, for example the UK, France and Ireland, separate accounting requirements have been
edablished in relation to research and development costs. In these countries, research costs are aways
expensed when incurred; development costs may be capitaised, at the option of the enterprise, providing strict
conditions are met.

In Belgium, intangible assets such as the costs of research, construction and development of prototypes,
products, inventions and know-how, which are to be used in the future devdopment of the enterprise are
addressed. No digtinction is made between the two kinds of costs. Details have to be provided in the notes
and in the amual report of the directors to the shareholders.

In Germany there is no particular provision dealing with the treetment of research and development costs. Their
accounting treatment therefore follows genera principles and they are only capitdised if they fulfil the
definition criteria of an asset (Vermogensgegenstand) provided they meet the criteria of production costs.
However, § 248 para 2 of German commercid Code prohibits the capitdisation of sef generated intangible
fixed assets in accordance wih Art 9 of the Fourth Directive.

In Italy, a sandard will soon be issued on the research and development topics. Currently, the most common
accounting practice is for such cods to be expensed as the accounting trestment is influenced by tax
congderaions.

Under the guiddines of the Council for Annuad Reporting in the Netherlands, research and development costs
can be capitalised subject to the conditions as stated in IAS 9 paragraph 17. It is expected that this guideline
will be brought into line with IAS 38.

In the UK and Irdland, SSAP 13 "Accounting for Research and Development” distinguishes between pure (or
basic) research, applied research and development. In the case of gpplied research, the work undertaken must
be directed towards a specific djective. Development is defined as the use of scientific or technical knowledge
in order to produce new or substantialy improved materia, devices, products or services, to indal new
processes or systems prior to their commercid application or to improve substantialy those aready produced
or ingdled.

Amortisation

UK and Irish company law requires research costs to be written off while alowing development codts as a
heading in the formats to be capitalised under speciad circumstances. It is reasonable to assume that the
conditions for capitalisation set out in the accounting standard do condtitute such specia circumstances. Such
capitdised costs are merely subject to the genera requirements of Para 6 of the Schedule that the cost "be
reduced Ly provisions for depreciation calculated to write off that amount systematically over the period of the
asset's useful economic life" which are gpplicable to dl fixed assets.

(d) FEE s position:
Recognition

The wording of the Fourth Directive could be interpreted as not alowing a different accounting trestment for
research and development codts respectively. FEE notes that the Fourth Directive does not provide any
definition of research costs nor of development costs. When implementing the Directive, Member States are not
forbidden from providing definitions, in a way that research costs will never qudify for capitaisation. More
generdly, examples can be found in the Directive where the items presented within the same caption could be
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subject to different accounting rules. Therefore, FEE believes that, the wording of the Fourth Directive does not
create any incompatibility with IAS 38 in respect of the recognition of such costs as assets (category 3).

Amortisation

The amortisation period for development costs required by IAS 38 is the useful life of the intangible assets,
which can be greater than the maximum five years period prescribed by the Fourth Directive. However,
Member States are dlowed by Art 37.1. to provide for a longer period of amortisation in exceptional cases. If
this option has been sdected by a Member State, it could avoid any inconsstency between the Fourth
Directive and 1AS 38. In addition, the adoption of an estimated useful life of development cost greater than
five years is rare in practice. FEE agrees that there is no incompatibility between IAS 38 and the Fourth
Directive (category 3).

9. SPLIT ACCOUNTING (ALLOCATING AN ITEM BETWEEN DEBT AND EQUI TY)

The issue is whether a financid ingrument that contains both a liability and an equity dement should be
presented as one element or as two separate elements (equity and liability) in the baance sheet (referred to as
split-accounting). As an illugtration of the treatment required under IAS 32, a bond convertible into ordinary
shares, issued at an interest rate lower than the interest that would have been borne by an ordinary bond, should
be presented as two separate e ements on the baance sheet, the first one as an equity dement, the second one as
aliahility.

(@ IASversusDirectives.

Internationa Accounting Standards

IAS32:

"para 23: The issuer of a financial ingtrument that contains both a liability and an equity eement should
classify the instrument’ s component parts separately in accordance with paragraph 18."

"para 28: This Standard does not deal with measurement of financial assets, financial liabilities and equity
ingruments and does not therefore prescribe any particular method for assigning a carrying amount to
liahility and equity elements contained in a single instrument. Approaches that might be followed include:

(a) assigning to the less easily measurable component (often an equity instrument), the residual amount
after deducting from the instrument as a whole the amount separately determined for the component
that is more easily measurable; and

(b) measuring the liability and equity components separately and, to the extent necessary, adjusting these
amounts on a pro rata bass so that the sum of the components equals the amount of the ingrument as
awhole."

Accounting Directives

The Directives do not address this form of split accounting. In Article 9, the presentation of the balance
sheet item, Liabilities C.1 includes a caption "Debenture loans, showing convertible loans separately”,
requiring that convertible bonds should be presented separately from other bonds. Article 41 may aso be of
some relevance in this respect.



(b) Commission’s and Contact Committee's interpretation:

The Commission and the Contact Committee have not addressed this issue in their publications.

(© Interpretationsin Member States:

In generd, split accounting of this form is not a commonly used accounting method in Europe.

In Belgium, no breskdown of a financid asset is required by any nationd accounting regulation.
Neverthdess, an advice nr. 139 of the Commisson for Accounting Standards (Commission des Normes
Comptables / Commisse voor Boekhoudkundige Normen- Bulletin nr. 25, June 1990) condders, in relation
to bonds with warrants (subscription rights), thet the value of the bond may be determined by reference to the
actuarid vaue of a bond with similar characteristics of duration and rate; the vadue of the warrant is
determined by the difference between the acquidtion price of the bond with warrant, and the vaue
determined as explained. In the case of conversion of a debt or bond convertible in equity, the comparison is
drawn with an exchange of assets.

In France, the Consell Nationd de la Comptahilité, in an “avis’ issued in December 1988, has regjecied split
presentation for bonds that are issued together with an option to subscribe ordinary shares.

In the Netherlands, the Council on Annua Reporting recently suggested the use of the form of split accounting
required by IAS 32

In Irdand and the UK, FRS 4 "Capitd Instruments' requires that convertible debt should be reported within
liabilities and finance cost should be caculated on the assumption that the debt will never be converted. The
amount attributable to convertible debt is stated separatdy from that of other ligbilities.

(d) FEE ‘s podtion:

FEE consders that the disclosure of convertible bonds required by the Directive should not be regarded as a

prohibition of the use of split accounting for compound financid instruments as envisaged in IAS 32 (category
3).

10. OWN SHARES

The issue is whether the accounting treatment of own sharesis the same according to the Directive and IAS.

Own shares are referred to under SIC 16 as treasury shares.

(@ IASversusDirectives

Internationa Accounting Standards

SIC 16:
"Consenaus.

4. Treasury shares should be presented in the balance sheet as a deduction from equity. The acquisition of
treasury shares should be presented in the financial statements as a change in equity.
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5. No gain or loss sould be recognised in the income statement on the sale, issuance, or cancdlation of
treasury shares. Congderation received should be presented in the financial statements as a change in

equity.”

Accounting Directives

Article 8 of the Fourth Directive:

"For the presentation of the balance sheet, the Member Sates shall prescribe one or both of the layouts
prescribed by Articles 9 and 10. If a Member Sate prescribes both, it may allow companies to choose between
them.”

Articles9C 11 7,9D 111 2,0 C 111 7,10 D 1l 2 of the Fourth Directive.

"Own shares (with an indication of their nominal value or in the absence of a nominal value, their accounting
par value) to the extent that national law permits their being shown in the balance sheet."

Article 13 of the Fourth Directive:

"1. Where an ast or liability relates to more than one layout item, its relationship to other items must be
disclosed either under the item where it appears or in the notes on the accounts, if such disclosure is essential
to the comprehension of the annual accounts.

2. Own shares and shares in affiliated undertakings may be shown only under the items prescribed for that
purpose.”

(b) Commission's and Contact Committee's inter pretation

The Commission and the Contact Committee have the issue under examination, but their conclusions are not
yet in the public domain.

(©) Interpretationsin Member States:

In a number of Member States own shares are deducted from equity, presumably based on the clause "to the
extent that retiona law permits their being shown in the balance sheet.

In France, the Consdll Nationa de la Comptabilité issued on 17 December 1998 two "avis' deding with own
shares. In the first one which applies to individua financid statements, the CNC requires that own shares
should be shown on the asset sde of the baance sheet, normaly within fixed assets and in some specific
Situations as part of current assets. In the second "avis', the CNC gates that when own shares have been
presented as fixed assds in the individud financid statements of a company, which is the normd presentation,
they should be deducted from equity when preparing the consolidated financia statements of this company.

In the UK and Irdand, a recently proposed revison of Urgent |ssues Task Force Abstract 13 adopts the practice
of treating a company's interest in its own shares as a reduction in shareholders funds.

(d) FEE's position

FEE has conddered the various situations in which own shares are held and their appropriate accounting
treatment. The following situations have been discussed:

1. own shares held with the view to influence the market price;
2. own shares to be cancelled, purchased with surplus cash resources,
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3. own shares provided to the employees in a stock option plan or a sock purchase plan;
4. own shares hdd as investments to improve the company's capitd/profit retio

FEE agrees with the accounting treatment of deduction from equity for the following reasons:

The cost of own shares include a share in the goodwill of the company. Presenting own shares as an asset
would result in reflecting in the assets of the company a portion of its internally generated goodwill. This
accounting trestment would seem to conflict with regulations that do not allow an enterprise to Gpitdise
internal goodwill. The capitaisation of the future potentid of the company — even if the carrying vaue is
supported by the resde vaue of the shares —should therefore not be shown on the asset side.

In genera, own shares are not cancelled, where the company wants to be able to release them back into the
market. This is a reduction in the capita attributable to third parties. Potentia increases in capitd are not
reflected on the baance sheet as either a receivable or any other asset and thus the treatment of such
treasury shares should be no different.

A financiad andyst will anyhow aways net any share capital shown on the asset sde with equity because
the amount shown on the asset Sde does not have additiona information vaue.

When own shares are acquired to be provided to employees as part of employees stock options plans or
stock purchase plans, there is no reason to treat them as a specia category of own shares. Providing sharesto
employees with or without payment, has the same nature as an issue of shares for cash. The additiona
accounting consequences raised by the recognition of the corresponding employee benefit is outside of the
scope of SIC 16.

FEE consders that when a company applies the Fourth Directive irrespective of the Member State option, it can
choose not to recognise own shares on its balance sheet. In this case, the only possibility to account for own
shares as a deduction from equity. In this way, there is no conflict between SIC 16 and the Fourth Directive

(category 3).

11. BvPLOYEE BENEATS

A comparison between IAS 19 and the Fourth Directive raises the following key issues:

@

Is it permitted to take into consideration future saary increases related to inflation and/or promotion when
ng pension obligations under the Directive?

Is the optiond "corridor" approach prescribed by 1AS 19 for the recognition of actuarid gains and losses
permitted under the Directive?

Isit permitted to defer the recognition of past service costs under the Directive?

I's the discounting of pension obligations an acceptable va uation procedure under the Directive?

Does the Directive dlow the fair valuing of pension plan assats, as required by 1AS 19 and do certain assets
qudify as plan assets under IAS 197

|ASversus Directives:

Internationa Accounting Standards

The requirements of 1AS 19 (revised) concerning pensions and other post-retirement employees benefits
are detailed but the essential paragraphs are as follows:

"para 7. Plan assds are assts (other than non-transferable financial instruments issued by the reporting
enterprise) held by an entity (a fund) that satisfies all of the following conditions:
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(.)

(¢) to the extent that sufficient assets are in the fund, the enterprise will have no legal or corstructive
obligation to pay the related employee benefits directly.”

"para 54: The amount recognised as a defined benefit liability should be the net total of the following
amounts: (...)

(d) minusthe fair value at the balance sheet date of plan assets (if any) out of which the obligations are to
be sttled directly (see paragraphs 102-104)."

"para 56: An enterprise should determine the present value of defined benefit obligations and the fair value
of any plan assets with sufficient regularity that the amounts recognised in the financial statements do not
differ materially from the amounts that would be determined at the balance sheet date.”

"para 83: Post-employment benefit obligations should be measured on a bass that reflects
(@) edimated future sdaryincreases,

(b) the bendfits sat out in the terms of the plan (or resulting from any congtructive obligation that goes
beyond those terms) at the balance sheet date; and

(© estimated future changes in the level of any state benefits that affect the benefits payable under a
defined benefit plan, if, and only if, either:

(i) those changes were enacted before the balance sheet date; or

(i) past history or other reliable evidence, indicates that those state benefits will change in some
predictable manner, for example in line with future changes in general price levels or general
salary levels"

"para 92: In measuring its defined benefit liability under paragraph 54, an enterprise should recognise a
portion (as specified in paragraph 93) of its atuarial gains and losses as income or expense if the net
cumulative unrecognised actuarial gains and losses at the end of the previous reporting period exceeded
the greater of:

(a) 10% of the present value of the defined benefit obligation at that date (oefore deducting plan assets);
and

(b) 10% of the fair value of any plan assets at that date.
These limits should be calculated and applied separately for each defined benefit plan.”

"para 96 In measuring its defined benefit liability under paragraph 54, an enterprise should recognise
past service cost as an expense on a draight-line basis over the average period until the benefits become
vested. To the extent that the benefits are already vested immediately following the introduction of, or
changes to, a defined benefit plan, an enterprise should recognise past service cost immediately.”

"para 102: The fair value of any plan assats is deducted in determining the amount recognised in the
balance sheet under paragraph 54. When no market price is available, the fair value of plan assets is
edimated; for example, by discounting expected future cash flows using a discount rate that reflects both
the risk associated with the plan assets and the maturity or expected digposal date of those assets (or, if
they have no maturity, the expected period until the settlement of the related obligation).”
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Accounting Directives

Art 20.1 of the Fourth Directive:
"Provisons for liabilities and charges are intended to cover losses or debts the nature of which is clearly
defined and which at the date of the balance sheet are either likely to be incurred, or certain to be
incurred but uncertain asto amount or as to the date on which they will arise”
Art 42 of the Fourth Directive:
"Provisions for liabilities and charges may not exceed in amount the sums which are necessary.”
Art 43.7 of the Fourth Directive (disclosure in the notes):
"The total amount of any financial commitments that are not included in the balance sheet, in so far as this
information is of assistance in assessing the financial position. Any commitments concerning pensions and
affiliated undertakings must be disclosed separatdly.”
(b) Commission’s and Contact Committee's interpretation:
The Contact Committee draft paper on the examination of the conformity of IAS 19 (revised) with the
Directives, which we understand will be published in summer, includes the following statements — draft
version, subject to change - on the issues identified by FEE:
The corridor procedure and the spreading of past service cost
" 1AS 19's mechanism to spread certain gains and losses (known as the corridor approach) conflicts with the
basic principle of Articles 31.1(c)(bb) and 31.1(d) in the Fourth Directive that al foreseegble ligbilities must be
provided for and that dl charges relating to the financid year must be recognised in that year. However, IAS 19
does not require the gpplication of the corridor approach, and European companies are still able to comply with
both 1AS 19 and the Fourth Directive by applying paragraph 93 of 1AS 19. This would result in the immediate
recognition in the profit and loss account of dl actuarial gains and losses, both within and outside the corridor.
The enterprise can aso adopt any systematic method that results in faster recognition of actuarid gains and
losses, provided that the conditions laid down in IAS 19 are respected.”
Taking account of future salary increases

The Commission and the Contact Committee have not addressed this issue in their conformity examination of
IAS 19.

Discounting

"Whilst IAS 19 requires that penson fund lighilities are to be discounted, it is clear that discounting is not
prohibited by the Fourth Directive.”

Fair valuing and definition of plan assets

The Commission and the Contact Committee have not addressed this issue in their conformity examination of
IAS 19.
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(© Interpretationsin Member States:
The corridor procedure and the spreading of past service codt.

The corridor procedure and the spreading of past service costs may result in deferra of charges or income, with
the result that the recognised amount of the provision for such costs may be lower or grester than the actua
amount.

In France, Art 43.1 (7) of the Directive has been implemented in Art 9 of the Code de Commerce and it is
commonly believed that application of the corridor procedure would not be incompeatible with the Fourth
Directive. The same view prevails in Luxembourg. However, in both countries, no opinion has been expressed
on the problem raised by the deferring of atuarid gains, which results in an amount of provison higher than

the necessary one.

Asfor past service cogts, there is no uniform trestment at present within Europe (see: FEE Survey on Pensions
and other Retirement Benefitsin EU and non-EU countries, page 158). Two types of methods currently exist:

(@ past service costs are fully expensed when they arise (e.g. Germany);
(b) past service codts are spread over the remaining working lives of the existing employees (e.g. UK, France).

The first method is not dlowed by 1AS 19. Method (b) has not been regarded as cresting an inconsistency with
the Fourth Directive.

Taking account of future salary increases

In Germany, the discussion about the inclusion of expected future salary increases has been reopened and is
till going on. The present understanding is different for increases rdated to inflation as opposed to incresses
due to promotions. The inclusion of expected sdary increases related to inflation is alowed if the interest rate
used for discounting ref lects expected inflation. Future salary increases due to promotion may not be included
as long as no decison has been made about, or any promise given of the promotion. If this condition has not
been satisfied, the present obligation of the company is determined by the situation at the balance sheet date.
The decision about future promotion is regarded as an event after the balance sheet date that should not be
reflected in the measurement of the provision.

This understanding is not shared by other countries, such as France, Irdland and the UK, where expected sdary
changes, regardless of whether they relate to inflation or promotion, are taken into account when assessing the
post retirement provisions.

Discounting

In every Member State where defined benefit schemes are common, discounting is used to measure the defined
benefit obligation.

Fair valuing and definition of plan assets

The way in which the present vaue of the defined benefit obligation is caculated in the Netherlands can differ.
The Council for Annud Reporting merely dates that the provision should be sufficient to cover the vested
benefits and should be cdculated on an actuarid basis accepted by the Verzekeringskamer (Insurance
Supervisory Board), (a government agency supervisng pension funds) using a discount rate of 4%. The
Council for Annud Reporting is, however, revising its guideine to bring it into line with IAS 19.

In Iredland and the UK, plan assets are not conddered as assets of the sponsoring employer. Fair vauing plan
assets is only carried out to assess the periodic cost for post retirement defined benefit schemes and not to
measure the sponsoring employer's own assets. The accounting trestment of pension costs, on which the
existing accounting standard is SSAP 24, is & present the subject of debate. Some of the key issues were

40



addressed in the ASB's recent discussion paper "Aspects of accounting for pension costs'. However, there is no
indication that SSAP 24 was thought to raise any conflict with the legal requirements.

In Germany there are severa means by which post-employment benefits can be provided. One of them is to
establish a separate pension fund for a defined benefit penson plan ("Unterstitzungskasse"). The company
commits itself to pay the post-employment benefits to the employee by this pension fund. The company
contributes assets to the pension fund, which the pension fund uses only to pay the post-employment benefits.
This kind of pension fund does not guarantee a legd clam on the post-employment benefits towards the
employee. If the pension fund does not discharge the post-employment benefits, the company is secondarily
liable to meet the obligation instead of the pension fund.

In Germany companies have the option according to Art 20.1 and Art 43.1(.7) of the Fourth Directive to
recognise a provison for obligations to pay post-employment benefits for which they are secondarily ligble.
The provision has to be measured by the "amount necessary" (Art 42 of the Fourth Directive), i.e. the amount
of the difference between the post-employment benefit liability and the fair value of the net assets held by the
pension fund. The assets held by the pension fund do meet the definition of plan assets in IAS 19.7 and are
measured accordingly.

In Sweden, a common means of financing occupational penson provisons is the establishment of book
reserves on the sponsoring company's balance sheet, supported by mutua credit nsurance. A company may
as an dternative contribute assets to a separate penson fund established for the purpose of managing the
assets, to back the pension obligations. The assets may only be used to reimburse the enterprise for payment
of benefits. The benefit obligation remains with the enterprise. It can be questioned whether these assets
qudify as plan assets under IAS 19.

(c) FEE’s position:
The corridor procedure and the spreading of past service cost

The corridor procedure and the spreading of past service codt, as permitted by IAS 19, might result in deferred
charges or a net amount of the penson obligation lower than its full amount. This would not be in compliance
with Article 31.1 (c) (bb) of the Fourth Directive, which states that account must be taken of al foreseeable
liabilities. However, Articdle 43.7 of the Directive is widdly interpreted as dlowing no or partia recognition of
pension obligations, the unrecognised obligation being disclosed in the notes. FEE is of the opinion that this
interpretation is acceptable under Art 43.1 (7) of the Fourth Directive.

However, there is an incompatibility between the Directives and IAS 19 as regards actuarid gains. FEE
considers that deferring actuarid gains would not be in compliance with Art 42 of the Fourth Directive which
sates that provisions may not exceed in amount the sums which are necessary. Since the corridor procedure is
optional, companies do not need to use the corridor procedure. In this way, they could comply both with 1AS
19 and the Fourth Directive. However, companies may wish to use the corridor approach to aign with
international practice whereas the Directive would not alow them to do so (category 3).

Taking account of future salary increases

IAS 19 (revised) requires the incluson of estimated future sdary increases in past-employment benefit
obligations. A digtinction may need to be drawn between future salary increases related to compensation for
inflation and future salary increases related to promotion. The former should be taken into account in assessing
pension ohligations under the Fourth Directive. Opinions differ as to whether the latter sdary increases should
be taken into account. FEE would appreciate clarification of this issue (category 2).
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Discounting

According to IAS 19, the pension obligation at the balance sheet date should recognise the total of discounted
future payments of benefits. The quedtion is whether discounting is acceptable under the provisions of the
Fourth Directive, in particular Article 31.1 (c) (bb).

FEE notes that, dthough discounting is not specificaly addressed in the Fourth Directive, Article 42 states
"provisons for liabilities and charges may not exceed the amount in sums which are necessary”. Without
discounting, the pension obligation shown on the balance sheet would misrepresent the size of the burden and
not gve a true and fair view. Therefore, FEE is of the opinion that discounting of provisons for employee
benefitsis not only permitted by the Directive but should be considered as best practice (category 3).

Fair valuing and definition of plan assets

IAS 19 requires that plan assats under a defined benefit plan should be fair valued in order to determine the net
amount of the obligation. Plan assets commonly comprise financia instruments or property investments. Some
may argue that fair valuing financid instruments is not currently alowed by the Fourth Directive. When fair
vauing of financia ingruments is included in the Directive, it would sill not be possble to fair vaue property
investments as the Commission's proposds limit fair valuing to financia instruments.

FEE notes that the definition of plan assats in IAS 19 implies that they are not controlled by the sponsoring

enterprise and cannot be recognised on its balance sheet. As a consequence, fair valuing plan assets to
determine the net defined benefit obligation is not prohibited by the Directive (category 3).

12. PROVISIONS

The issue is whether the Directives require the recognition of a provision in circumstances where a provision
would be prohibited by IAS 37.

(@ IAS versus Direclives.

Internationd Accounting Standards

IAS37:
"para 14: A provision should be recognised when:

a) an enterprise has a present obligation (legal or congtructive) as a result of a past event;

b) it is probable that an outflow of resources embodying economi ¢ benefits will be required to settle
the obligation; and

C) areliable estimate can be made of the amount of the obligation.

If these conditions are not met, no provision should be recognised.”

"para 36: The amount recognised as a provison should be the best estimate of the expenditure required
to stle the present obligation at the balance sheet date.”

"para 40: Where a single obligation is being measured, the individual most likely outcome may be the best
esimate of the liability. However, even in such a case, the enterprise considers other possible outcomes.
Where other possible outcomes are either mostly higher or mostly lower than the most likely outcome, the
best estimate will be a higher or lower amount. For example, if an enterprise has to rectify a serious fault in
a mgjor plant that it has congtructed for a customer, the individual most likely outcome may be for the
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repair to succeed at the first attempt at a cost of 1,000, but a provision for a larger amount is made if there
is a sgnificant chance that further attempts will be necessary."

"para 42: The risk and uncertainties that inevitably surround many events and circumstances should be
taken into account in reaching the best estimate of a provision.”

"para 45. Where the effect of the time value of money is material, the amount of a provision should be the
present value of the expenditures expected to be required to settle the obligation.”

"para 63: Provisions should not be recognised for future operating losses.”

"para 66: If an enterprise has a contract that is onerous, the present obligation under the contract should be
recognised and measured as a provison.”

"para 72: A condructive obligation to restructure arises only when an enterprise:
a) has a detailed formal plan for the restrudturing identifying at least:

i)  thebusiness or part of a business concerned;

ii) theprincipal locations affected;

iii) the location, function, and approximate number of employees who will be compensated for
terminating their services,

iv) the expendituresthat will be undertaken; and

v) when the plan will be implemented; and

b) has raised a valid expectation in those affected that it will carry out the restructuring by starting to
implement that plan or announcing its main features to those affected by it."

Accounting Directives

Art 20 (1) of the Fourth Directive:

"Provisons for liabilities and charges are intended to cover losses or debts the nature of which is clearly
defined and which at the date of the balance sheet are either likely to be incurred, or certain to be incurred
but uncertain as to amount or as to the date on which they will arise’

Art 20 (2) of the Fourth Directive’:

"The Member Sates may also authorise the creation of provisions intended to cover charges which have
their origin in the financial year under review or in a previous financial year, the nature of which is clearly

defined and which at the date of the balance sheet are either likely to be incurred, or certain to be incurred
but uncertain asto amount or as to the date on which they will arise."

Art 31.1 (c) (aa) and (bb) of the Fourth Directive:

“Valuation must be made on a prudent basis, and in particular:

(@aa)  only profits made at the balance sheet date may be included,

(bb)  account must be taken of all foreseeable liabilities and potential losses arising in the course of the

financial year concerned or of a previous one, even if such liabilities or losses become apparent
only between the date of the balance sheet and the date on which it is drawn up.”

2 Art 20 (2) is hot considered as a difference since it is aMember State option.
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Art 42 of the Fourth Directive:

" Providons for liabilities and charges may not exceed in amount the sums which are necessary.
The provisons shown in the balance sheet under "Other provisons' must be disclosed in the notes on the
accounts if they are material."

(b) Commission's and Contact Committee's interpretation:

In the Interpretative Communication the Commisson points out that the "basic approach behind these
provisions is that a relation to a third party exists (e.g. supply or service contract, legal proceedings, etc.).
Provisions which meet these conditions must be formed irrespective of the profit or loss for the financid year in
accordance with the generd principle laid down in Art 31.1 (c) (bb). This article requires that account must be
taken of dl foressegble liahilities and potentia losses arising in the course of the financia year concerned or of
aprevious one, even if such liahilities or losses become apparent only between the date of the balance sheet and
the date on which it is drawn up.

Provisions according to Art 20.2, however, do not cover provisions for losses and debts, but only provisions for
charges. These are expenses which do have their origin in the financia year under review or in a previous
financid year, the nature of which is clearly defined and which at the baance sheet date are either likely to be
incurred or certain to be incurred but uncertain as to amount or as to the date on which they will arise. Although
there is no obligetion to a third party, the posshility to creste a provison in this case gives companies the
opportunity to caculate the profit or loss for the period more precisaly. This is meant to cover, for example,
major and recurring maintenance costs over a number of years and expenditure on major repairs.”

This opinion has been confirmed in the Commission's document on accounting for the changeover to the euro:
"Setting up provisons for changeover costs under Art 20.1 is only possible in Stuations where a rdaionship
with a third party exists. However, it is not required that an actua commitment dready exists on the balance
sheet date. Under Art 20.2 provisions for changeover costs are only dlowed when these codts arise in the
financid year concerned, or a previous one. The decision by the Council of Minigters to introducethe euro or
the ability of a company to identify reasons for expected future costs are in themselves not a sufficient reason
for setting up provisons."

In their 1999 conformity examination of 1AS 37, which is to be issued around the same time as this FEE Study,
the Commission and the Contact Committee have examined whether the definition of "provison” in the IAS
includes dl items that would be included by reference to Art 43.1 (7), Art 31.1 (c) (bb), Art 31 (d) and Art 20
and concluded on an inconsistency with the Fourth Directive regarding certain restructuring provisions:

"If one considers just the bare words of Article 31 of the Fourth Directive and paragraph 14 of 1AS 37, it would
be quite easy to conclude that, whilst they are very differently expressed — the Directive focuses on recognition
of expenses and the IAS on recognition of liahilities— the end result is much the same.

However, when the rules in IAS 37 for the gpplication of paragraph 14 to specific cases are taken into account,
the position is not so clear. For example, under paragraph 72 of the IAS, a provision for restructuring can be
made only when the reporting entity (broadly spesking) had a detailed forma plan for the restructuring and has
made its intentions public a or before he baance sheet date. Additiondly, the plan must include a number of
specific features, which include the business or part of the business concerned and the principa locations
affected.

This means, for example, that if during the year to 31 December 1998 a company has clearly identified that one
of its two factories must close to save costs, but has not decided which, IAS 37 prohibits provision for those
closure cogts, even if an intention to close one has been announced. Similarly, if the Board of Management of a
company decides before the baance sheet date to reorganise the company (including terminating the
employment of employees), and the decision is only announced after the balance sheet date (but before the



accounts are approved), then IAS 37 would not permit a provision to be made for the reorganisation and
termination payments, whilst Article 31 of the Fourth Directive would require a provision to be made.

Consequently, under the Directive, a board decison would indicete that a "potentid loss" (or "foreseegble risk"
in the case of the German and French texts) exidts. It is therefore hard to see how 1AS 37's prohibition can be
reconciled to the requirement of Article 31.1(c)(bb) to take account of ‘dl foreseegble liahilities and potentia
losses, if these words are construed according to their natural meaning.

IAS 37's definition of provison as it is applied to the specific case of restructuring provisions is inconsistent
with the Fourth Directive because it will prevent provison being madefor items for which provision is required
by Articles 31.1(c)(bb) and 31(d) of the Directive."

(©) Interpretationsin Member States:
Recognition

In Belgium, account has to be taken of dl foreseeable lighilities, contingent losses and reductions in vaue
arisng during the period for which the annual accounts are being prepared or in prior periods, even if those
lighilities, losses and diminutions in vaue only become known between the balance sheet date and the date
when the annua accounts are adopted by the responsible body of the enterprise (Roya Decree of 8 October
1976, article 19). This implies that provisons must be established even when no rdlation to a third party -or
even when no constructive obligation exists. For instance, provisions should be made for charges resulting
from technical warranties relating to sales made or services aready rendered by the enterprise.

In France, the regulations on provisions are the following:

(1) Article 8 of the Decree of 11 November 1983 states that provisions should be made for risks or changes
that arise as a result of past events or current conditions.

(2) The définition of provisons provided by the Plan Comptable Générd (page | 39) is dightly different: a
provision is intended to cover risks and charges which are probable as a result of past events or current
conditions, the nature of these risks and charges being clear dthough their final occurrence is uncertain.

(3) The Plan Comptable Générd (page | 25) also requires certain provisions for charges to be spread over
several accounting periods. Such provisons cover anticipated expenditures, for example mgor repair and
mai ntenance costs, which should not be expensed in full when incurred. These provisons should meet the
following conditions.

- they should cover mgor expenditures to be incurred every severd years and which are not ordinary
repairs;

- they should be planned when the related asset is acquired on the basis of the expected repairs and the
useful life of the related asset.

(1) In addition, article 4 of the Code de Commerce states that all necessary provisions should be recognised.

The only exception relates to penson commitments for which the recognition on balance sheet is not
necessary (article 9 of the Code de Commerce)

As a conseguence of these rules, the generd practice in France is to recognise al necessary provisions even
when they are not tax deductible. Restructuring provisons are provided for even if the decison is formally
taken after the balance sheet date. Provision for future mgor repair costs is a common accounting practice in
sectors such as shipping, air transportation, steel industry. In this context, the future implementation of 1AS 37
could have significant effects on companies gpplying IASs.

In Germany Art 20 (1) of the Fourth Directive is implemented by § 249 (1) of the Commercid Code. It is
common understanding that a provision is made only where there is a legd or condructive obligation to a third
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paty a the baance sheet date. Included are provisons to be recognised for onerous contracts. It is not
necessary to identify specifically the third party.

The Itdian legidation uses terms such as "certain or probable’ liahilities. Accordingly, two types of liability are

taken into account:

- Provisonsfor certain ligbilities the amount or due date of which is uncertain;

- Provisgonsfor liahilities which are probable (provisons for risks). These "contingent liabilities', relate to
exigting stuations where the outcome is dependent on some factor that will be resolved in the future.

In the Netherlands, provisons can be made for present and expected obligations and losses. There is no need
for an obligation to be present a the baance sheet date. However, arisk of occurrence of the obligation or loss
should exist at the baance sheet date. The risk should not be of a generad nature. It must be specific and
concrete. However in 1998 in a case before the Court of Apped it was decided that only the clear causad
connection between the cash outflow and arelevant event in thefiscd year is required.

In the UK anew standard (FRS 12) has recently been adopted for March 1999 year ends. In comparing UK law
and the UK gstandard (which is very similar to IAS 37) the ASB concludes tha "the requirements of the FRS are
expressed in more specific terms than the requirements in Schedule 4. However, dthough the Act and the FRS
define provisions in different terms, the Board believes that, when taken in their respective contexts, the FRS is
consistent with the requirements of Schedule 4'. The ASB's opinion is that where the law requires provisions to
be made for losses that are likely or certain to be incurred, this must be read in conjunction with the
requirement that losses or liabilities must be in respect of the financia year or a pevious year. In its view this
supports the need for a past event to have given rise to the loss or lighility, but this does not support provisions
for future losses where there has been no such past event.

Measurement

In Germany provisions are generaly not alowed to be discounted. Discounting is considered to conflict with
the redlisation principle contained in Art. 31 (1) (c) (aa) of the Fourth Directive, which has been incorporated
into German law by § 252 para 1 No. 4 of the Commercid Code. This concluson is based on the
assumption that discounting is equivaent to the anticipation of future earnings resulting from the enterprise’s
use of the funds embodied in the accrued amount of the provison. This was clarified by the German
legidator in 1994. §253 para. 1 sentence 2 of the Commercid Code now dates, that provisons are only
dlowed to be discounted when the amount to be discharged contains an (implicit or explicit) interest
component. Only in such cases discounting is required and dlowed by the redisation principle. In this
indance an interest-bearing liability of uncertain amount is seen to exist and the interest expense has to be
charged to the respective periods of the duration of the liahility.

In Germany there are practica difficulties in ascertaining whether the amount to be discharged contains an
interest component. It is generdly held that an interest component does not exist for obligations that are to be
fulfilled in kind or obligations resulting from public lawv (eg. resulting from environmental regulations).
Obligations that have to be paid in cash are only presumed to contain an interest component if the interest
component is sufficiently specified. This condition is met, for example, if the parties to the transaction have
agreed that the debtor has to pay less, in case of settling the

obligation prior to its maturity, than the origindly agreed amount payable or the parties to the transaction
have agreed that the debtor can choose between the immediate fulfillment of his obligation or an extenson to
the date of payment.

It isthe genera practicein Italy not to discount provisions.
(d) FEE s postion:

FEE has not addressed the problem raised by Art 20.2 of the Fourth Directive asit is a Member State option.
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The issue on provisons according to Art 20.1 has two different aspects: recognition and measurement. These
two aspects are treated separately:

@)

(i)

Recognition: 1AS 37 does not permit the creation of a provison for future losses unless there is an
onerous contract (para 63-69). The Directive requires a provision for future losses when their nature is
clearly defined and they are likely to be incurred. There is an identical concept behind the two
dipulations. Fird, the Directive anticipates provisions for ligbilities and charges intended to cover
losses or ohbligations that are clearly defined. Although not explicitly mentioned provisons for
ligbilities can only refer to a third party reationship; the term “liability” aways implies a reationship
with another party. As far as this point is concerned FEE shares the Commission's opinion that there is
no difference between IAS 37 and the Directive. Secondly, 1AS 37 includes the probability concept. A
provison can only be recognised when the probability test is met ("when it is probable that an outflow
of resources embodying economic benefits will be required to settle the obligation”). The
corresponding stipulation within the Directive is the requirement that the nature of the provisons is
clearly defined and the provisions are likely to be incurred or certain to be incurred but uncertain as to
amount or as to the date on which they will arise. Thus no significant differences can be identified
(category 3).

Many Member States interpretations of Art 20.1 (as described under (c)) go beyond 1AS 37.

Measurement In the terminology of 1AS 37 the amount recognised as a provision should be the "best
edimate a the balance sheat date of the expenditure required to seftle the obligation” (para 36).
According to the Directive, tie amount necessary (Art 42) must be recognised. In order to determine
the amount necessary, the generd vauation rules including the prudence principle apply. The prudence
principle must dso dways be consdered in the vauaion process according to IAS (see IASC
Conceptud Framework), thus the result should be smilar and no difference between 1ASs and the
Directive should arise. Differences may occur due to the fact that in some Member States there is a
different understanding of prudence in particular in relation to individud items or smdl populations.
(category 3).

Theissue on provisionsisillustrated with four examples:

a

b)

For the changeover cost due to the introduction of the euro and caused by the millennium problem, IAS 37
would not permit a provison as no obligation to a third party is established (see dso SIC 7). This view has
been shared by the Commission paper "Accounting for the Introduction of the Euro". As s&t out in the
Commission's paper, setting up provisions for changeover costs under Art 20 (1) is only possible in
situations where a relationship with a third party exigs.

Art 20 (1) of the Fourth Directive covers provisons for environmentd risks if the criteria are met. The
example of environmenta cost is explicitly mentioned in the Commission's Interpretative Communication
where environmentd liabilities and risks should be provided if the company has a legd or contractud
obligation to prevent, reduce or repair environmental damage or if the company's management is
committed to prevent, reduce or repair environmenta damage. Under 1AS 37 there is no separate trestment
for environmenta costs (dso see example 2 B in Appendix of IAS 37), thus the generd rules for
recognition gpply. Both the Directive and IAS 37 require recognition where a loss or debt is identified and
alegd or contractua obligation exigts.

There is uncertainty about the appropriate interpretation of the Directive concerning the lay-off of
personnel. There are different views as to when a provision should be recorded. Is it necessary for an
announcement to be made of the lay-off prior to the baance sheet date or is it sufficient if the
announcement takes place between the balance sheet date and the findisation of the accounts? Under
common interpretations of the Directive and in current practice a provison should be made when an
announcement is made after the balance sheet date. This would not be in line with IAS 37.72. FEE agrees
with the Commission that IAS 37 gpplied in that Stuation to restructuring provisions can be inconsistent
with the generd interpretetion of the Directive and current practice in Europe. FEE doubts however if such
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d)

a conclusion could aso be drawn drictly based on the texts of Art 20, 31 and 43 without taking current
practice into account (category 2).

Provisons for decommissioning costs required by IAS 37 and IAS 16 are not covered by the Fourth
Directive. The codts of property, plant and equipment include by 1AS 16 (revised 1998).15 the estimated
cogt of dismantling and removing the asset and restoring the dte, to the extent that these costs are
recognised as provisons in accordance with IAS 37. There is uncertainty whether decommissioning costs
can be included in the production costs in accordance with Art 35.3 (a): can they be regarded as costs
directly attributeble to the production. Further darification from the Commisson would be hepful

(category 2).

13. FOREIGN CURRENCY TRANSLATION

Theissues are:

(1) whether foreign currency monetary items can be trandated at the closing rate at the balance sheet date or a

the rate of inception of the transaction;

(2) whether the related positive exchange differences can be recognised in the profit and loss account under the

redisation principle of Article 31.1 (d) of the Fourth Directive.

Foreign currency trandation issues that arise in connection with consolidation are not addressed.

(&) 1AS versus Directives

Internationa Accounting Standards

IAS 21:
"para 11: At each balance sheet date:
(@) foreign currency monetary items should be reported using the dosing rate;

(b) nor-monetary items which are carried in terms of higtorical cost denominated in a foreign currency
should be reported using the exchange rate at the date of the transaction; and

(© non-monetary items which are carried at fair value denominated in a foreign currency should be
reported using the exchange rates that existed when the values were determined.”

"para 15: Exchange differences arising on the settlement of monetary items or on reporting an enterprise's
monetary items at rates different from those at which they were initially recorded during the period, or
reported in previous financial statements, should be recognised as income or as expenses in the period in
which they arise, with the exception of exchange differences dealt with in accordance with paragraphs 17
and 19."

Accounting Directives

The Fourth and the Seventh Directives do not explicitly mention the issue of foreign currency trandation of
transactions with respect to valuation and measurement. However, the generd rules of Articles 31 and 32,
in particular those that concern the redlisation principle, apply.
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Art 43.1(1) of the Fourth Directive:

"In addition to the information required under other provisions of this Directive, the notes on the accounts
must set out information in respect of the following matters at least: the valuation methods applied to the
various items in the annual accounts, and the methods employed in calculating the value adjustments. For
items included in the annual accounts which are or were originally expressed in foreign currency, the
bases of conversion used to expressthemin local currency must be disclosed.”

(b) Commission’s and Contact Committee's interpretation:

Having carefully considered the differait arguments, the Contact Committee concluded in its comparison
document of 1996 "An examination of the conformity between the international accounting standards and the
European accounting directives' (para 37) that: "Article 31 of the Fourth Directive does not exclude an
interpretation whereby postive exchange differences may be included in the profit and loss account.
Furthermore, this possibility exigts for both short-term and long-term items. Because of the existence of very
sophigticated financia instruments, it would indeed be arbitrary to operate a distinction between short-term and
long-term monetary items’. This pogtion is confirmed in the Commisson's interpretative communication,
issued in 1998.

(c) Interpretationsin Member States:

In cetan Member States, exchange gains cannot be taken into account until realised which, in ther
understanding, means being actudly received in the form of payment/receipt or closing of the contract. In these
Member States, it is difficult to accept that thisis no longer the case.

In France, a different treatment is used for annua and consolidated accounts. For the consolidated accounts, it
is permitted to recognise the exchange gains in the profit and loss account wheress in the statutory accounts
they are deferred.

In Germany, the use of the closing rate in the context of exchange gains is not alowed, except for receivables
or liabilities resulting from norma business activities that will be settled within 12 months. These may be
reported using the closing rate. If a company follows this treatment, related gains should be included in the
profit and loss account. This approach was adopted solely for practica reasons, and is not based on a generd
understanding of the principles of redisation and historical cost.

In Italy, short-term foreign currency receivables and payables existing at the balance sheet datei.e. those due
after less than 12 months, including the current portion of long-term receivables and payables, that result from
either financial or commercial operations, must be reported using exchange rates at the balance sheet date.
Trandation differences arising from the trandation of individua receivables and payables at baance sheet date
exchange rates are credited and debited, respectively, to the income statement.

In the UK and Ireland, al exchange gains or losses on settled transactions and unsettled short-term monetary
items should be reflected as part of the profit and loss for the year from ordinary activities (SSAP 20, para 49).
The standard setter recognised that gains on long-term monetary items, however, might well breach the
equivaent of Art 31.1 (c) (aa). Users were therefore advised to treat such circumstances as faling under the
equivaent of Art 31.2.

(d) FEE'spostion:

Whilgt the Contact Committee document diresses that the question has only been examined in relation to the
preparation of consolidated accounts, the interpretative communication refers to the Fourth Directive. Mogt of
FEE's members agree with the nterpretation of the Contact Committee and Commission that under Art 31, it is
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possible to recognise exchange gains in the profit and loss account resulting from the use of the closing rate.
The problem will be less sgnificant as soon as the proposas on the use of fair vaue for financid instruments
are incorporated in the Directive (category 3).

CONSOLIDATION ISUES

14. NeGATIVE GOODWILL

The issue is whether the trestment of negative goodwill in the profit and loss account as required by IAS 22 is
possiblein al circumstances under the Accounting Directives.

@

| AS versus Directives

International Accounting Standard

IAS 22 (revised 1998):

"para 59: Any excess, as at the date of the exchange transaction, of the acquirer’sinterest in the fair values
of the identifiable assets and liabilities acquired over the cogt of the acquisition, should be described as
negative goodwill.”

"para 61: To the extent that negative goodwill relates to expectations of future losses and expenses that are
identified in the acquirer’s plan for the acquisition and can be measured reliably, but which do not represent
identifiable liabilities at the date of acquigition (...), that portion of negative goodwill should be recognised
as income in the income statement when the future losses and expenses are recognised. If these identifiable
future losses and expenses are not recognised in the expected period, negative goodwill should be treated
under paragraph 62 (a) and (b)."

"para 62: To the extent that negative goodwill ches not relate to identifiable expected future losses and
expenses that can be measured reiably at the date of acquisition, negative goodwill should be recognised as
incomein the income statement as follows:

(@ the amount of negative goodwill not exceeding the fair values of acquired identifiable non-monetary
assets should be recognised as income on a systematic basis over the remaining weighted average
useful life of the identifiable acquired depreciable/amortisable assets; and

(b) the amount of negative goodwill in excess of fair values of acquired identifiable non-monetary assats
should be recognised asincome immediately.”

"para 63: To the extent that negative goodwill does not relate to expectations of future losses and expenses
that have been identified in the acquirer's plan for the acquisition and can be measured reiably, negative
goodwill is a gain which is recognised as income when the future economic benefits embodied in the
identifiable depreciable/amortisable assets acquired are consumed. In the case of monetary assets, the gain
is recognised as income immediately.”

"para 64: Negative goodwill should be presented as a deduction from the assets of the reporting enterprise,
in the same balance sheet classification as goodwill."
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Accounting Directives

Art 31 of the Seventh Directive:

“An amount shown as a separate item, as defined in Art 19 (1) (c), which corresponds to a negative
consolidation difference may be transferred to the consolidated profit-and-loss account only:

(a) where that difference corresponds to the expectation at the date of acquisition of unfavourable future
results in that undertaking, or to the expectation of costs which that undertaking would incur, in so far as
such an expectation materialises; or

(b) in so far as such a difference corresponds to a realised gain” .

(b) Commission's and Contact Committe€'s inter pretation:

The Contact Committee doubted (in its 1996 examination of the conformity between 1ASs and the European
Accounting Directives) the materidity of the pactical consequences of this conflict (the comments refer to the
old verson of 1AS 22): "However, the Contact Committee believes that in practice this conflict will only leed
to materid differences in extremely rare circumstances. Indeed, Article 31.a d the Seventh Directive States that
the recognition in the profit and loss account can be made in so far as the expectation of unfavourable results or
cogs materidises. Normdly, such an expectation relating to unfavourable costs and results will materialise
gradudly and in a limited period of time, so that the accounting treatment arisng from the application of
Article 31.a of the Seventh Directive would in practice have identical effects as the "systemdtic" recognition in
income prescribed by IAS 22. In addition, the word "systematic" used by IAS 22 is not aways understood as
meaning "gradua, straight-ling' amortisation. As Article 31 does not state how negative goodwill should be
treated, the Contact Committee suggests that the Commission, at the occasion of an amendment of the Seventh
Directive, propose a redraft of Article 31, 0 as to clarify the accounting treatment of negative goodwill and
bring it in line with the treatment required by IAS 22"

In their conformity examination of 1AS 22 (revised 1998) which will be published around the same time as this
FEE Study the Commission and the Contact Committee have examined the revised text of 1AS 22 and
concluded that: "There are no new conflicts introduced by the revisonsto IAS 22. In fact, I1AS 22's revision of
the accounting for negative goodwill now removes the previoudy identified potentid conflict in this area”

(©) Interpretationsin Member States:

In Itay, the gpplication of the equity method in evauating a participation, art. 33 d DLgs 127/91 does not
dlow the recognition of negative goodwill as income, but requires it to be transferred to an undistributable
reserve within the equity. In effect it may be an indirect correction of the equity of the participation, due to
unforeseesble future losses or expenses, to be put to an individud reserve.

Dutch law dates that if the net asset vaue (intrinsic value) of an acquisition (after recognition of the effect of
expected future losses on the value of the assets and after forming necessary restructuring reserves) is higher
than the acquisition price, the difference is an unredised profit that has to be accounted for as a revauation
reserve. This revauation reserve is not avalable for dividend distribution until the acquisition is sold. Since in
the Netherlands equity in statutory and consolidated accounts are the same, the treatment of negative goodwill
is the same as well. However, the Council on Annuad Reporting has interpreted the legd rules in a way that is
very close to the treatment of the difference by IAS 22.

In Irddand and the UK, FRS 10, "Goodwill and Intangible Assets', requires that negative goodwill should be
recognised and separately disclosed on the face of the balance sheet, immediately below the goodwill heading.
It should be recognised in the profit and loss account in the periods in which the non-monetary assets acquired
are depreciated or sold. Any negetive goodwill in excess of the vaues of the non-monetary assets should be
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written back in the profit and lass account over the period expected to benefit from that negative goodwill. The
write back of negative goodwill under a very similar accounting standard to IAS 22, does not apparently give
riseto legd problems (Appendix 1 to FRS 10).

(d) FEE s postion:

FEE agrees that the application of IAS 22 (revised 1998) would normdly result in an acceptable
implementation of Art 31 of the Directive and that therefore no conflict any longer exigts.

FEE has identified another issue Negative goodwill is only addressed by the Seventh Directive and not
explicitly addressed by the Fourth Directive. However, the situation when a business is acquired under an asset
ded ("A business combination may involve the purchase of the net assets, including any goodwill, of another
enterprise rather than the purchase of the shares in the enterprise” IAS 22.4) might lead to a negative
difference. Such difference must be treated as negative goodwill according to IAS 22. Considering that IASs
are mogily applied in consolidated accounts of European companies, it was decided not to further examine the
problem. It is FEE's opinion that there are two solutions to the problem: (i) adding an additiona caption in the
individual accounts to recognise negative goodwill; then there is no problem for consolidation. (ii) restating the
individual accounts for consolidation purposes and recognising negative goodwill in the consolidation.

FEE observes that expected losses and expenses asreferred to in IAS 22 correspond to a narrower concept than
the concept of unfavourable results as per Art 31, the latter covering not only losses and expenses but aso
lower profits. The recognition in income of negative goodwill, when the losses and expenses are incurred, as
prescribed by IAS 22, is dso an acceptable procedure under Art 31. To the extent that negative goodwill does
not relate to future losses and expenses, IAS 22 provides for it to be transferred to income on a systematic basis
over the useful lives of the depreciable assets. As this procedure can be explained by poor profitability of the
assets acquired, it seems that it can aso be accepted under Art 31 of the Directive.

The immediate transfer to income of a portion of the negative goodwill, which is prescribed by 1AS 22, is dso
acceptable under Art 31 (b) (category 3).

15. REVERSE A CQUISITIONS

The issue is whether in the rare circumstances of a reverse acquisition the 1AS treatment that the acquiree is
deemed to be the acquirer and thus applies the purchase method to the assets and liabilities of the enterprise that
originaly issued the shares, is dlowed by the Accounting Directives.

(@) IAS versus Directives

International Accounting Standards
IAS 22 (revised 1998):

"para 12: Occasionally an enterprise obtains ownership of the shares of another enterprise but as part of
the exchange transaction issues enough voting shares, as consgderation, such that control of the combined
enterprise passes to the owners of the enterprise whose shares have been acquired. This dStuation is
described as a reverse acquistion. Although legally the enterprise issuing the shares may be regarded as
the parent or continuing enterprise, the enterprise whose shareholders now control the combined
enterprise is the acquirer enjoying the voting or other powers identified in paragraph 10. The enterprise
issuing the shares is deemed to have been acquired by the other enterprise; the latter enterprise is deemed

to be the acquirer and applies the purchase method to the assets and liahilities of the enterprise issuing
the shares."
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Accounting Directives

Art 1.1 of the Seventh Directive:

"1. A Member Sate shall require any undertaking governed by its national law to draw up consolidated
accounts and a consolidated annual report if that undertaking (a parent undertaking):

(@ has a majority of the shareholders or members voting rights in another undertaking (a subsidiary
undertaking); or

(.)

(c) has the right to exercise a dominant influence over an undertaking (a subsidiary undertaking) of which
it is a shareholder or member, pursuant to a contract entered into with that undertaking or to a
provison in its memorandum or articles of association, where the law governing that subsidiary
undertaking permits its being subject to such contracts or provisons. A Member Sate need not
prescribe that a parent undertaking must be a shareholder in or member of its subsidiary undertaking.
Those Member Sates the laws of which do not provide for such contracts or clauses shall not be
required to apply this provision; or

..)"
Art 41 of the Seventh Directive:

"For the purposes of this Directive, a parent undertaking and all of its subsidiary undertakings shall be
undertakings to be consolidated where ether the parent undertaking or one or more subsidiary
undertakingsis established as one of the following types of company:

(..)"
Art 19.1 () of the Seventh Directive:

"The book values of shares in the capital of undertakings included in a consolidation shall be set off

against the proportion which they represent of the capital and reserves of those undertakings:

(@) That set-off shall be effected on the basis of book values as at the date as at which such undertakings
are included in the consolidations for the first time. Differences arising from such set-offsshall asfar
as posshle be entered directly againgt those items in the consolidated balance sheet which have
values above or below their book values."

(b) Commission's and Contact Committe€'s inter pretation:

The Commission and the Contact Committee have examined the conformity between IAS 22 (revised) and the
Accounting Directives, but did not refer specificaly to reverse acquisitions. It is concluded that there are no
conflicts between I1AS 22 and the Directives.

(©) Interpretationsin Member States:

Reverse acquisitions are rarely used in most of the countries therefore there is hardly any experience with the
accounting treatment of reverse acquisitions both under the Accounting Directives and under nationa law.

In Audria, Belgium, Germany, Luxembourg and the Netherlands reverse acquisitions are not addressed in the
law or accounting standards.
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In Audtria and Germany the application of reverse acquisition accounting as set out in IAS 22.12 is not alowed,
since even if control has passed to the acquired enterprise, the acquiring enterprise has to prepare consolidated
financid statements.

In the UK acommon motive for a reverse take-over is to acquire a stock exchange listing or other privilege
in an indirect, less onerous, way. In such cases, IAS 22 requires that the entity issuing the shares (that is, the
lega parent) is deemed to be acquired by the other (that is, the legd subsidiary) and the fair value exercise is
caried out on the bass. The UK accounting standard FRS 6 ‘Acquidgitions and mergers notes that this
treatment is incompatible with the Companies Act. In the light of this, it had been suggested that it was not
possible to invoke the Act's true and fair override in order to fair value the acquiror rather than the acquiree.
This issue was considered by the Urgent Issues Task Force (UITF), which concluded in July 1996 that,
whilst each case should be consdered on its merits, there are some instances where it would be appropriate
to use the true and fair override and apply ‘reverse acquisition accounting’. It aso agreed this is smply an
gpplication of the generd requirement of the true and fair override that may be invoked in the circumstances
prescribed by the Act.

(d) FEE's position:
Preparation of consolidated accounts

The Seventh Directive does not specifically address reverse acquisitions. The Seventh Directive is based on the
legal concept of the parent undertaking drawing up the consolidated accounts. The company that ought to draw
up accounts under IAS 22 in the reverse acquisition might be dfferent from the company (parent undertaking)
that ought to draw up accounts under the Seventh Directive. FEE is of the opinion that this would not constitute
a difference between the IAS and the Seventh Directive as long as both set of accounts are drawn up, dthough
it might be confusing to the reader of the accounts. A darification from the Commission that the control

concept could be applied to the reverse acquisition and only one st of accounts need to be drawn up by the
company deemed to be the acquirer would be helpful (category 2).

Measurement

The Seventh Directive does not address the measurement aspect of reverse acquisitions. Art 19.1 (a) requires
the purchase method to the applied by the acquirer to the acquired company. IAS 22.12 however imposes the
gpplication of the purchase method to the company which is in substance the acquired company but is the lega
acquirer in areverse acquisition. FEE is of the opinion that this congtitutes a conflict since IAS 22.12 requires a
mirror trestment from the normal Stuation in case of a reverse acquisition: i.e. fair values should be ascribed to
the assets and liahilities of the legad acquirer whereas under the Directive the purchase method would be
gpplied to the acquired company. Article 19.1 (a) requires differences between the net assets and the investment
be dlocated to the appropriate items in the consolidated balance sheet. It is not made explicit whether this
should be the items of the acquiring company or the acquired company. However adso in this case for the
determination of the difference to be dlocated, it makes a difference to which company the purchase method is
gpplied: the in substance acquired company (IAS 22.12) or the formaly acquired company (Seventh Directive
Art 19). It might be appropriate in case of areverse acquisition to involve the true and fair override.

Since reverse acquisitions rarely occur in practice, the problem is regarded as being of little practica relevance
and would only need to be addressed in the context of full revison of the Directives. Although reverse
acquisition accounting is extremely rare, this might change if the use of the pooling of interests method is
reduced in the future. For example, companies might see sStructuring transactions as reverse acquisitions as
reducing goodwill and the related amortisation charges in subsequent years. If reverse acquisitions were to arise
more frequently, an amendment of the Seventh Directive may be needed (category 1).



16. SCOPE OF CONSOLIDATION - EXCLUSON FROM CONSOLIDATION DUE TO
DisSIMILAR ACTIVITIES

The issue is that subgdiaries with incompatible activities should be excluded from the consolidated accounts
under the Seventh Directive when inclusion would be incompatible with the requirement to show a true and
fair view, whereas |AS 27 requires full consolidation of al subsidiaries.

(@) 1AS versus Directives
Internationa Accounting Standards
IAS27:

"para 11. A parent which issues consolidated financial statements should consolidate all subsidiaries,
foreign and domestic,(...)."

"para 14: Sometimes a subsidiary is excluded from consolidation when its business activities are dissmilar
from those of the other enterprises within the group. Excluson on these grounds is not justified because
better information is provided by consolidating such subsidiaries and disclosing additional information in
the consolidated financial statements about the different business activities of subsidiaries. For example,
the disclosures required by International Accounting $andard 1AS 14, Reporting Financial Information by
Segment, help to explain the significance of different business activities within the group.”

Accounting Directives

Art 14.1 of the Seventh Directive:

"Where the activities of one of more undertakings to be consolidated are o different that their incluson in
the consolidated accounts would be incompatible with the obligation imposed in Art 16 (3), such
undertakings must, without prejudice to Article 33 of this Directive, be excluded from the consolidation.”

(b) Commission's and Contact Committe€'s inter pretation:

The Contact Committee raised an incompatibility between the Seventh Directive and IAS 27 with reference to
the scope of consolidation. As Art 14.1 of the Seventh Directive includes a mandatory exclusion for certain
undertakings from the scope of consolidation a conflict Stuation exists between the Seventh Directive and IAS
27 on this point which has been explicitly identified by the Contact Committee:

"The Contact Committee believes thet, athough a conflict exists between the wording of Art. 14.1 of the
Seventh Directive and I1AS 27, the requirement to exclude a subsidiary from the scope of the consolidation on
the basis of Art 14.1 should not be read today in the same way as it was intended when the Seventh Directive
was originaly drafted. The Contact Committee therefore considers that the wording of 1AS 27 which does not
dlow for any exclusion on the ground of different activities better reflects the present Stuation and suggests
that the Commission, at the occasion of an amendment of the Seventh Directive, proposes a redraft of Article
14, in order to bring it more in line with today's practice and with IAS 27."

In the Interpretative Communication the opinion of the Contact Committee has been confirmed: "Since the
adoption of the Directive a development has taken place whereby more and more subsdiaries have been
included in the consolidated accounts, regardiess of the nature of their business compared with that of the
parent undertaking. Preference is given to the inclusion of the subsidiary in the consolidated accounts with
appropriate information (on a segmented basis) in the notes. Article 14.1 should be read in the light of this
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development and excluson from the scope of consolidation should therefore only teke place in very rare
circumstances when the application of the true and fair view principle so requires’.

This podtion is again confirmed by the Examination of the Conformity between IASs and the European
Accounting Directives (1999 paper of the Contact Committee) which states:

"However, whilst there seems to be a textud conflict between IAS 27 and the Directive, whether or not this will
have any effect in practice is a debatable point. For example, whilst 1AS 27 does not dlow for the exclusion
from consolidation of a subsidiary on the grounds of different activities, it is a matter of judgement as to
whether the consolidation of enterprises which underteke different activities would be incompatible with the
true and far view. In fact, current thinking is that such undertakings should be consolidated, with the
appropriate segmenta information being given in the notes to the accounts in order to explain the performance
of the individua operations. In the light of this, the Contact Committee does not see any case where Article 14
will require the exclusion of any undertaking from consolidation’.”

(©) Interpretationsin Member States:

In France, the view is widdy held that the law requiring the use of the equity method to consolidate companies
with dissmilar activities, did not preclude full consolidation of these subsdiaries . This interpretation was
adopted by the French Commisson of Operation de Bourse on an officid basis, in order to permit application
of the US standard FAS 94.

Before the implementation of the Seventh Directive, it was common practice in the Netherlands to exclude
subgdiaries from the consolidation owing to dissmilarity of activities. After the implementation, the rules were
interpreted much more srictly. The Council for Annual Reporting (Raad voor de Jaarverdaggeving) states that
consolidation could and should be avoided only in the case of highly dissmilar activities which rdate to a large
extent to third parties.

In the UK and Irdand, FRS 2, Accounting for Subsidiary Undertakings, para 25, requires that a subsidiary
should be excluded from consolidation where (inter dia) (C) the subsidiary undertaking's activities are so
different from those of other undertakings to be included in the consolidation that its inclusion would be
incompatible with the obligation to give a true and fair view. It is exceptiona for such circumstances to arise
and it is not possible to identify any particular contrast of activities where the necessary incompatibility with
the true and fair view generdly occurs.

(d) FEE s paosition:

FEE agrees with the description of the conflict situation as discussed in the Contact Committee comparison
document and in the later interpretative communication and 1999 conformity examination.

However, the 1994 published Report of the FEE Task Force on Financid Conglomerates to the European
Commission on the Form and Content of the Consolidated Financid Statements of Financial Conglomerates
dates regarding Art 14 of the Seventh Directive: "Banking and insurance conglomerates do now exist and
increasingly regard themsalves as being engaged in what is in essence one comprehensive activity of providing
financial services; this trend has been documented by a recent OECD pulication, "Financid Conglomerates’
(Paris 1993). The rdatively recent gppearance of the terms "bancassurance’ and "Allfinanz" in European
financial sector terminology is further confirmation of this attitude and furthermore the conglomerates
themsdlves consider that consolidation, far from being incompatible with the presentation of a true and fair
view, in fact enhancesit”.

3The considerations expressed in this paragraph do not apply to those mixed groups comprising banks and insurance
undertakings which are often referred to as "financia conglomerates', because this matter has not been specificaly
examined by the Contact Committee.
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FEE agrees that the true and fair view is usudly achieved by including al subddiaries in the scope of
consolidation. Only in those rare cases where an exclusion from the scope of consolidation is necessary for the
true and fair view should the excdluson dause be applied. Giving a true and fair view is one of the main
objectives of both Accounting Directives (Art 24 of the Fouth Directive and Art 16.3 of the Seventh
Directive) and the IASs (Framework para 46), therefore, any impairment of that objective must be avoided.
However, FEE agrees that the problem is of little or no practica reevance, therefore FEE agrees that the issue
should be dedlt with only in the context of any full amendment process of the Directive (category 1).

PRESENTATION | SSUES

17. ELEMENTSOF FINANCIAL STATEMENTS

The issue is whether additional financia statements such as a cash flow statement can be provided as part of the
annua accounts under the Accounting Directives.

(@) IAS versus Directives

Internationd Accounting Standards

IAS 1 (revised 1997):
"para 7: A complete set of financial statements includes the following components:

(@ balance shest;
(b) income statement;
(© adatement showing either:
(i) all changesin equity; or
(i) changes in equity other than those arising from capital transactions with owners and distributions
to owners,
(d) cash flow statement; and
(® accounting policies and explanatory notes."

Accounting Directives

Art 2.1 of the Fourth Directive:

"The annual accounts shall comprise the balance sheet, the profit and loss account and the notes on the
accounts. These documents shall congtitute a composite whole.”

Art 2.6 of the Fourth Directive:

"The Member Sates may authorise or require the disclosure in the annual accounts of other information as
wdl as that which must be disclosed in accordance with this Directive. "

(b) Commission's and Contact Committee's interpretation:
In the 1998 "Examination of the conformity between IAS 1 and the European Accounting Directives' the

statement of performance and the cash flow statement are referred to and it is concluded that both would be
acceptable as components of a set of financid statements:
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Saterment of performance

" Asfar as the statement of changes in equity is concerned, the Contact Committee refers to paragraph 3 of the
introduction to IAS 1. This paragraph states that this statement may be presented either as a "traditiona” equity
reconciliation in column form or as a statement of performance in its own right. The Contact Committee
observes that when the requirements of International Accounting Standards are gpplied so0 as to be compatible
with the Accounting Directives, they will give rise to movements which are normaly reported either in the
profit and loss account or in the balance sheet. Accordingly, the statement of changes in equity will normally
take the form of a "traditiond” equity reconciliation and not give rise to a statement of performance in its own
right. Nevertheless, in the opinion of the Contact Committee, any form of statement of changes in equity which
would not result in an equity reconciliation statement but would rather give rise to a statement of performance
in its own right would be acceptable to the extent that it does not conflict with the application of the layouts
prescribed by the Fourth Directive.”

Cash flow statement

"Similarly, IAS 1 ligs the cash flow statement as a component of financiad statements. Although the Directives
do not explicitly mention the cash flow statement, they do not exclude their preparation ether, particularly in
the light of Article 2 (6) of the Fourth Directive. Consequently, the Contact Committee sees no conflict
between IAS 1 and the Directives in the requirement for a cash flow statement to be a component of a set of
financid statements'.

(© Interpretationsin Member States:

In Belgium, there are no statutory or professiona regulations relating to cash flow statements, excepted in
the attachments Schema A and Schema B to the Roya Decree of 31 October 1991 relating to the prospectus
to be published in cases of public issuance of securities.

In Germany it is common understanding that companies are alowed to include more information in ther
financid statements than required by law. Furthermore, listed companies are obliged to include a cash flow
statement and segmental reporting in the notes of the consolidated accounts (§ 297, sect 1 German Commercia
Code in the 1998 version).

In Spanish legidation, presentation of afunds flow statement is obligatory.

In Irdland and the UK, the ASB's revised draft Statement of Principles (para 7.4) identifies the primary
financid statements as :

(@ the profit and loss account and the statement of total recognised gains and losses;
(b) the balance shest; and

(c) the cash flow statement

together with the notes to the financid statements.

FRS 3 Reporting Financiad Performance requires that a statement of total recognised gains and lossesis used to
segregate certain items of a holding or vauation nature from operating items included in the profit and loss
account. Requirements relating to cash flow statements are set out in FRS 1.

The generd interpretation has been that the Directives set out minimum requirements to which individua

companies are free to add further information as they wish. The contents of FRS 3 are seen by the ASB as
"supplementing those lega requirements, while remaining within their bounds® (paragraph 67). When the
requirements of accounting standards go beyond the legd requirements, these would be viewed as additiona
information necessary so that the accounts give a true and fair view (Article 2.4).
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(d) FEE's postion:

Doubt remains whether the list as sat out in Art 2.1 of the Fourth Directive is an exclusve lig of the
components of the "annua accounts’. The discussion mainly focuses on the obligatory or voluntary incluson
of a cash flow statement and of an additiona income statement in the accounts as required by IAS 1 para 7 c.
Neither the Fourth nor the Seventh Directives require the presentation of dtatements of cash flows or
comprehensiveincome.

FEE notes that the Commission sees no conflict between IAS 1 and the Directivesin the requirement for a cash
flow statement or a statement of performance to be a component of a set of financid statements be it the latter
should not conflict with the application of the layouts prescribed by the Fourth Directive.

Reporting performance, either through the use of a second performance statement or other means, is an areain
which there is a need to have the opportunity to develop possible solutions. These may conflict with existing
formats set out in the Directive. No doubt other cases will arise so experimentation should not be precluded.

Article 2.6. of the Directive dlows Member States to authorise or require the disclosure in the annua accounts
of other information in addition to the information which must be disclosed in accordance with the Directive.

Additional information is aways possble, even without specific Member States requirements, when it is
included in the notes. Article 43 of the Directive provides a list of items to be included in the notes, which is
not exhaustive. If the additiona information is to be provided through an additional statement, such as a cash
flow statement or a comprehensive income statement, legal change is considered necessary in some Member
States to make this additiond statement possible.

FEE considers that if such laws, where considered necessary, have not been passed, the companies should not
be prevented from providing these additiona statements; in this case, these statements could be considered as
part of the notes. The presentation of this financid information by companies should make clear whether these
statements are part of the annual accounts or not (category 3).

18. LAvouTt

The issue is whether the layout of the Directive is compatible with the presentation requirements as set out in
IASs

(@ IAS versusDirectives

Internationd Accounting Standards

IASs do not mention a pecid layout for the elements of the financid Statements.

IAS 1

"para 66: As a minimum, the face of the balance sheet should include line items which present the
following amounts:

€)] property, plant and equipment;

(b) intangible assats;

© financial assets (excluding amounts shown under (d), (f) and (g));
(d) investments accounted for using the equity method;

© inventories,

® trade and other receivables;
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(9) cash and cash equivalents,

(h) trade and other payables,

@) tax liabilities and assats as required by IAS 12, Income Taxes,
0 provisons,

(K non-current interest-bearing liabilities;

0 minority interest: and

(m) issued capital and reserves.”

"para 67: Additional line items, headings and sub-totals should be presented on the face of the balance
sheat when an International Accounting Siandard requires it, or when such presentation is necessary to
present fairly the enterprise's financial position.”

"para 68. This Sandard does not prescribe the order or format in which items are to be presented.
Paragraph 66 smply provides a ligt of items that are so different in nature or function that they deserve
separate presentation on the face of the balance sheet. Illustrative formats are set out in the Appendix to
this Sandard. Adjustments to the line items above include the following:

(@ line items are added when another International Accounting Standard requires separate presentation
on the face of the balance sheet, or when the size, nature or function of an item is such that separate
presentation would assist in presenting fairly the enterprise's financial position; and

(b) the descriptions used and the ordering of items may be amended according to the nature of the
enterprise and its transactions, to provide information that is necessary for an overall understanding of
the enterprisg's financial position. For exarmple, a bank amends the above descriptions in order to
apply the more specific requirements in paragraphs 18 to 5 of 1AS 30, Disclosures in the Financial
Satements of Banks and Smilar Financial Inditutions."

Accounting Directives

Art 4.1 of the Fourth Directive;

"In the balance sheet and in the profit and loss account the items prescribed in Articles 9, 10 and 23 to 26
must be shown separately in the order indicated. A more detailed subdivison of the items shall be
authorised provided that the layouts are complied with. New items may be added provided that their
contents are not covered by any of the items prescribed by the layouts. Such subdivision or new items may
be required by the Member Sates.”

(b) Commission's and Contact Committee's inter pretation:

In the Commission's interpretation document of 1998 the following is Sated in paragraph 61: "If an undertaking
which is required to prepare its consolidated accounts in conformity with the Seventh Directive wishes to
satisfy at the same time the requirements following from other rules such as Internationa Accounting Standards
(IAS) or US Generdly Accepted Accounting Principles (GAAP), this is only possible to the extent that the
consolidated accounts remain in conformity with the 7th Directive. This is particularly relevant for the layouts
of the accounts and for the valuation methods.

The consolidated balance sheet and profit and loss account must be drawn up in accordance with the
requirements of the Directive. This means that no other adjustments to the layouts in the Fourth Directive than
those dlowed by Article 4 of this Directive can be made.”

This has been confirmed in the 1999 conformity examination between 1ASs and the European Accounting
Directives.

60



(© Interpretationsin Member States:

In usng the formats UK companies have made use of the following legd provisions to adept the statutory
layouts to what seems best in their circumstances:

- theability to adapt and combine Arabic numerd items (from Art 4) especialy in the profit and loss account

- adding further items to the formats (under Art 2 and 4)

- omitting format headings where these are immaterid, under a generd immateridity provison in the
Companies Act (para 86 of Schedule 4)

- adapting the subtotalling and totalling of profit and loss account and balance sheet since the formats include
relative few of these as captions.

(d) FEE's podtion:

FEE is of the opinion that there is no specific incompatibility between the Directives and 1ASs since IASs do
not provide drict layout schemes. According to international accounting practice it might be considered
necessary to modify the layout of a company’s financia statements in order to give a more adequate
presentation of its financia Status, even though this specific presentation would not be in conformity with the
Directive. The Commission tekes a very drict position that the formats cannot be changed other than alowed
by Art 4 of the Fourth Directive (subdivisons, new items added). FEE has difficulties in understanding why the
criteria “modern accounting practice” as well as "dynamic interpretation” cannot be used aso for amending the
existing interpretation related of the layout schemes in the Directive where as they can for measurement issues.
FEE therefore does not agree with the gtrict and forma approach the Commission tekes in its interpretative
communication despite that fact that no incompatibility between 1ASs and the Directive has been observed

(category 3).

19. NETTING

The issue is whether netting requirements are compatible under |AS and the Accounting Directives.

(@) 1AS versus Directives

International Accounting Standards

Severd |ASs require the netting of assats and lighilities or income and expenditure items (such as: IAS 19
- Employee Bendfits, IAS 32 - Financia Instruments: Disclosure and Presentation; etc).

IAS 1 (revised 1997):

"para 33. Assets and labilities should not be offset except when offsetting is required or permitted by
another International Accounting Sandard.”

"para 34: Items of income and expense should be offset when, and only when:

(8 anInternational Accounting Sandard requires ar permitsit; (...)"

"para 36: 1AS 18, Revenue, defines the term revenue and requires it to be measured at the fair value of
consideration received or receivable, taking into account the amount of any trade discounts and volume
rebates allowed by the enterprise. An enterprise undertakes, in the course of its ordinary activities, other

transactions, which do not generate revenue but which are incidental to the main revenue generating
activities. The reaults of such transactions are presented, when this presentation reflects the substance of
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the transaction or event, by netting any income with related expenses arisng on the same transaction. For
example

(@) gains and losses on the digposal of non- current assets, including investments and operating assets,
are reported by deducting from the proceeds on disposal the carrying amount of the asset and

related sdlling expenses,

(b) expenditure that is reimbursed under a contractual arrangement with a third party (a sub-letting
agreement, for example) is netted againg the related reimbursement; and

(© exraordinary items may be presented net of related taxation and minority interest with the gross
amounts shown in the notes.”

IAS32:

"para 33: A financial asset and a financial liability should be offset and the net amount reported in the
balance sheet when an enterprise

(8 hasalegally enforceable right to set off the recognised amounts, and
(b) intends either to settle on a net basis, or to realise the asset and settle the liability smultaneoudy.”

Accounting Directives

Art 7 of the Fourth Directive:

"Any set-off between assst and liability items, or between income and expenditure items, shall be
prohibited.”

(b) Commission's and Contact Committe€'s inter pretation:

In the Interpretative Communicetion, the Commission dtates that "the setting-off cases referred to in Article 7
should not be confused with the cases where a legal right exists to set off clams and debts by virtue of the law
or of a contractud arrangement. An immediate consequence of the lega right to set off is that only the
remaining amount can and must be shown in the accounts. There exists, however, complex transactions where
the income and expenditure involved is, from an economic viewpoint, without importance as regards the find
outcome of the transaction. In some cases the true and fair view principle would require that only the fina
result of a complex operation be shown, athough every case must be judged on its own merits'.

(©) Interpretationsin Member States:

In France, the interdiction to set-off as a result of Article 7 of the Directive appears to have been dtrictly
interpreted. The following examples can be given:

(i) Gains or losses from digposa of fixed assets must be split: the carrying value of the assets disposed should
be presented as an exceptiona expense and the proceeds from the disposal as an exceptiona income. In
most other EU countries, the net amount forms an income item if it isa gain or, if it is aloss, an expense
item.

(i) It was considered as necessary to change the law in order to alow enterprises to recognise in the same
income statement item the credit and debit rounding amounts resulting from the introduction of the euro.
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The Itdian law dates that "the netting of items is not permitted”. Neverthdess, in determining the amounts to
be shown in the financia statements certain examples of netting are permitted as they are required by correct
accounting practice or by accounting policies.

In Germany, Audria, Belgium, Irdand and the UK the netted figure of the proceeds and the book vaue (the
gan or loss of the digposad) mugt be included in the profit and loss account. The gains (and losses) are
aggregated and normaly presented as “other operating income”’ (“other operating charges’). Gains and losses
on different items may not be netted.

(d) FEE s postion:

FEE agrees with this generd orientation of the interpretation of the Commission quoted under (b) showing
the Commission intends to adopt a flexible position on the netting issue.

However, FEE has a concern about the current wording of the interpretation. If it is taken literdly, the text
would impose netting each time a legal right to set off exigts. IAS requires nefting in Stuations where not
only alegd right exists but so where the intention of the enterprise is to use this right. In Stuations where
only the right to set off exists without the intention to use it, gpplication of IAS and of the Commission
interpretation may result in a different presentation. FEE is of the opinion that clarification is needed from
the Commission in that its interpretation is not meant to impose a new requirement (category 2).

FEE would suggest that the Commission interpretation should be amended o that it is consistent with IAS.

20. CURRENT/NON-CURRENT PRESENTATION OF ASSETSAND LIABILITIES

The question is whether the choice for the current and non-current presentation of assets and liabilities,
which should be based on the nature of a company's operations according to IAS 1, is compatible with the
Fourth Directive balance sheet formats.

(@ [|ASversusDirectives:

Internationa Accounting Standards

IAS1:

"para 53: Each enterprise should determine, based on the nature of its operations, whether or not to
present current and norrcurrent assets and current and noncurrent liabilities as separate classfications
on the face of the balance sheet. Paragraphs 57 to 65 of this Sandard apply when this digtinction is made.

When an enterprise chooses not to make this dassfication, assets and liabilities should be presented
broadly in order of their liquidity."

Accounting Directives
Art 15.1 of the Fourth Directive:

"Whether particular assats are to be shown as fixed assets or current assats shall depend upon the
purpose for which they are intended.”
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(b) Commission's Contact Committe€'s inter pretation:

The Commission and the Contact Committee have addressed the issue in their 1998 conformity examination of
IAS 1, which states:

"Paragraph 53 of 1AS 1 dtates that "Each enterprise should deter mine, based on the nature of its operations,
whether or not to present current and non-current assets and current and non-current ligbilities as separate
classifications on the face of the balance sheet. Paragraphs 57 to 65 of this Standard apply when this digtinction
is made. When an enterprise chooses not to make this classification, assets and liabilities should be presented
broadly in order of their liquidity." The Contact Committee consders that European companies are bound by
the layouts prescribed ly the Accounting Directives, since the layouts cannot be derogated, except in those
specific cases prescribed by the Directives themsdlves.

Conseguently, the Contact Committee is of the view that the layouts prescribed by the Fourth Directive would
require European companies to present their assets classified as between "current assets’ and "fixed assats'.
This digtinction may well give a different result from that which would be obtained from a "current assats’ and
"norncurrent assets’ distinction required by 1AS 1. For example, long-term debtors and stocks which are not
expected to be redlised or sold within the normal course of the enterprise's operating cycle would be classified
as "current assets' under the Directives, yet classfied as "norrcurrent assats’ under 1AS 1. Similarly,
marketable securities which are not held for use on a continuing basis in a company's business and which are
expected to be realised in more than twelve months from the balance sheet date would be classified as "current
assets' under the Directives, yet classified as "non-current assets' under 1AS 1.

Consequently, "noncurrent assets' under IAS 1 will not dways be able to be equated with "fixed assets' under
the Directives, which means that European companies will not be able to gpply paragraph 57 to 65 of IAS 1, as
this would result in a presentation differing from that which is required by the Fourth Directive. In these cases,
European companies would have to sdect the choice afforded by paragraph 53 of 1AS 1 of not making the
current/non-current distinction. These companies would then make use of the facility offered by the last
sentence of paragraph 53 of presenting assets and liabilities broadly in order of their liquidity. The Contact
Committee is of the opinion that conmpliance with the layouts prescribed by the Accounting Directives would
ensure such presentation.”

(© Interpretationsin Member States:

The Dutch Guiddines from the Council of Annua Reporting (RJ 254.102) recommend to include the short-
term part of long-term debt under current ligbilities which is different from IAS 1.

(d) FEE's pogtion:

FEE edtimates that due to the flexible wording of para 53 of IAS 1, this sandard offers a presentation option,
regardless of the fact that the choice between the current/non-current presentation and another presentation
should normally be based on the nature of the enterprisgs operations. FEE shares the Commission's opinion
that as the current/non-current presentation in IAS 1 is not dways compatible with the Fourth Directive baance
sheet format, the other type of presentation as prescribed by IAS 1, based on the liquidity of assets and
liabilities, should be adopted in order to be compatible with the Fourth Directive (category 3).



DEVELOPING | SSUES

21. FAIR V ALUE ACCOUNTING OF CERTAIN FNANCIAL INSTRUMENTS

The Commission is underteking a project to amend the Fourth Directive in order to introduce fair vaue
accounting for certain financid instruments. A proposa setting out the amendments is expected in 1999. So far,
the Fourth Directive gpplies the historica cost convention and only provides one mgjor exception, which is
included in Article 33 as a Member States option.

FEE welcomes the initigtive taken by the Commission and hopes that the revison of the Fourth Directive will

be sufficient to permit the adoption of the IAS interim solution on fair valuing for financid instruments of 1AS
39 and will enable accounting standard setters to develop a long-term more comprehensive approach (category
1.

22. FUTURE PROJECTS

FEE is aware that the IASC is constantly working on new projects which might create further incompatibilities
between IASs and the Accounting Directives. The projects on investment properties and agriculture might
result in incompatibilities with the Accounting Directives. FEE would welcome an agpproach by the
Commission tha enables European companies to use |1ASs without generating conflicts with Accounting
Directives.
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