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INTRODUCTION 
 
1. The Audit Commission (the Commission) is responsible for appointing auditors to 

local authorities, police and fire authorities and National Health Service bodies in 
England and Wales. As such, it is primarily concerned with the potential impact of 
the proposals contained in the IASs on public sector entities indirectly through the 
alignment of UK accounting standards with international standards. In this context 
the Commission supports the UK Accounting Standards Board’s strategy of 
moving towards international standards through its programme of work to align 
UK accounting standards with International Financial Reporting Standards (IFRPs) 
and the phased replacement of existing UK standards with new UK standards based 
on the equivalent WRSs. 

 
2. The ASB issued the Consultation Paper IASB proposals to amend certain 

accounting standards in May 2002 as part of the former’s programme of 
alignment, and which is the subject of this response from the Commission. The 
ASB has separately published proposals to issue UK standards based on six 
exposure drafts of revised IASB standards. Accordingly the Commission has 
separately responded to this proposal. 

 
3. This response makes a number of general observations about the proposals in the 

IASs where the Commission believes it can add value to the debate. The 
Commission’s responses to the specific issues and questions contained in the 
Prefaces to the IASs are contained in individual annexes to this response. 



GENERAL OBSERVATIONS 
 

IAS 1 PRESENTATION OF FINANCIAL STATEMENTS 
 
4. The proposed amendments to the IAS mainly relate to: 
 

• limitation of the circumstances in which an entity could depart from a 
requirement in an ]FRS or interpretation of a Standard; 

• elimination of the concept of “extraordinary items” and prohibition of the 
presentation of items of income or expense as “extraordinary items” in the 
income statement or notes; 

• limitation on the classification of a long-term financial liabilities in certain 
circumstances as a non-current liability where circumstances change after the 
balance sheet date but before the financial statements are authorised for issue; 
and 

• additional disclosure requirements relating to the judgements made by 
management and key assumptions about sources of measurement uncertainty. 

 
5. The Commission agrees with the broad thrust of the proposals in the IAS although 

with some concerns on matters of detail as set out in the responses to the specific 
questions raised by the IASB in Annex A to this response. 

 

IAS 8 ACCOUNTING POLICIES, CHANGES IN ACCOUNTING EXTIMATES 
AND ERRORS 
 
6. The proposed amendments to the IAS mainly relate to: 
 

• removal of the allowed alternative treatments for changes in accounting 
policies and corrections of errors; and 

• elimination of the distinction between fundamental errors and other material 
errors. 

 
7. The Commission notes the proposed treatment of errors (paragraphs 31 to 35 of the 

revised IAS 8) but is concerned that there is no reference at all to the concept of 
materiality, with the consequent implication that any error should be corrected, no 
matter how small it might be. It is generally accepted that by their nature financial 
statements are unlikely to be absolutely correct, in the same way that an audit of 
those financial statements can normally only provide reasonable assurance and not 
absolute assurance. The Commission does not believe that the criteria of “undue 
cost or effort” is an effective alternative to the generally understood concept of 
materiality. 

 
8. Another issue concerns the proposal to amend paragraph 34 of IAS 8 so that when 

accounting retrospectively for a correction of an error, the basis for exemption from 
restating comparative information for a particular prior period changes from 
“impracticality” to “undue cost or effort”. It is not clear whether the new criteria 
are intended to be more stringent than the old - if this is the intention then the 



Commission is not convinced that it will be interpreted as such. There is a risk that 
entities will be inclined to cite “undue cost and effort” in more instances than is 
appropriate. 

 
9. The same concern applies to the similar change proposed when there is a voluntary 

change in accounting policy (paragraph 49 of IAS 8). 
 
10. The Commission also does not support the proposal in paragraph 19 of the IAS to 

require rather than encourage disclosure of the nature of a future change in an 
accounting policy when an entity has yet to implement a new Standard that has 
been issued but not yet come into effect. This seems unnecessary and contradictory 
to the concept of an effective date within a new standard. In addition, the 
Commission’s concern expressed above about the concept of “undue cost or effort” 
extends to the risk that entities will also resort to the exemption provided by the 
proposed paragraph 19(d)(ii) which states that an estimate does not have to be 
provided if it cannot be made without undue cost or effort. 

 
11. The Commission would also suggest that the circumstances in which changes to an 

accounting estimate should be made (paragraph 25) would benefit from being 
expressed as a bold letter requirement. 

 

IAS 17 LEASES 

 

12. The proposed amendments mainly relate to: 
 

• the inclusion of additional guidance on the treatment of leases of land and 
buildings; and 

• elimination of the choice in IAS 17 on the treatment of initial direct costs i.e. 
expensing of such costs will no longer be permitted. 

 
13. The Commission agrees with the proposed amendments. 
 

IAS 27 CONSOLIDATED AND SEPARATE FINANCIAL STATEMENTS 

 
14. The proposed amendments mainly relate to: 
 

• extensions to the exemption to prepare consolidated financial statements; 
• the requirement to present minority interest as part of equity, but separately 

from the parent shareholders’ equity; and 
• the measurement of investments in subsidiaries, associates and jointly 

controlled entities in the investor’s separate financial statements. 
 
15. The Commission agrees with the proposed amendments. But in the public sector, 

both generally and the UK specifically, there are circumstances in which entities 
can be required (or specifically not required) to prepare consolidated financial 
statements. These requirements are set out in legislation, or through powers 



exercised under legislative provisions and govern the exact financial reporting 
requirements of an entity, or a group of entities. 

 
IAS 28 ACCOUNTING FOR INVESTMENTS IN ASSOCIATES 
 
16. The proposed amendments mainly relate to: 
 

• the exclusion of investments by venture capital organisations, mutual funds, 
unit trusts and similar entities from the scopes of IAS 28 and IAS 31 Financial 
Reporting of Interest in Joint Ventures when they are measured at fair value in 
accordance with IAS 39 Financial instruments: Recognition and Measurement, 
when such measurement is well-established practice in the industries involved; 
and 

• the expansion of the base available for offsetting of an investor’s share of 
losses from an associate to include the carrying amount of an investment in 
equity shares plus other interests such as long-term receivables. 

 
17. This is not likely to have a significant impact on public sector entities. 
 

IAS 40 INVESTMENT PROPERTY 
 
18. The proposed amendments mainly relate to the expansion of the definition of 

investment property. The amended definition will allow, but not require, a lessee 
that has an interest in property under an operating lease to classify that property 
interest as an investment property (provided the rest of the definition of investment 
property is met), on a property-by-property basis. This option is limited to entities 
that use the fair value model in IAS 40. 

 
19. The Commission supports the proposed approach to the IAS. 



 



 



 



 



 



 



 



 



 



 



 



INTRODUCTION 
 
1. The adoption and revision of appropriate accounting standards is fundamental to 

the presentation, within the financial statements, of meaningful information on an 
entity’s performance and financial position. The Audit Commission (the 
Commission) supports the ASB s strategy of moving towards international 
standards through its programme of work to align UK accounting standards with 
International Financial Reporting Standards (IFRPs) and the phased replacement of 
existing UK standards with new UK standards based on the equivalent IFRSs. The 
Commission also welcomes the opportunity to comment on the ASB’s 
implementation of this strategy through the issue of FREDs 23 to 29. 

 
2. The Commission notes that FREDs 23 to 29 are based on six exposure drafts of 

revised IASB standards. The ASB has separately issued the Consultation Paper 
IASB proposals to amend certain accounting standards as part of the former’s 
programme of alignment, containing revised IASs that the ASB does not at this 
time propose to use as the basis for issuing equivalent UK standards. The 
Commission has separately responded to the ASB on this proposal. 

 
3. The Commission is responsible for appointing auditors to local authorities, police 

and fire authorities and NHS bodies in England and Wales. As such, it is primarily 
concerned with the potential impact of the proposals contained in the FREDs on 
public sector entities. The subject matter of the FREDs is such that some of them 
are clearly of more relevance to the public sector and those parts of the public 
sector audited by the Commission’s auditors, whilst others are much less relevant. 

 
4. Accordingly, this response makes a number of general observations about the 

proposals in the FREDs where the Commission believes it can add value to the 
debate. The Commission’s responses to the specific issues and questions contained 
in the Prefaces to the FREDs are contained in individual annexes to this response. 



GENERAL OBSERVATIONS 
 
FRED 23 FINANCIAL INSTRUMENTS: HEDGE ACCOUNTING 
 
5. The FRED proposes a principles-based approach to restricting hedge accounting, 

but does not place restrictions on the type of hedge accounting to be used. 
Essentially, it will only be permitted to hedge account if the ‘hedging relationship’ 
and ‘hedging-effectiveness’ criteria are fulfilled. These are not excessively rigorous 
requirements and the FRED notes that it is less prescriptive than the IAS equivalent 
which specifies certain situations where hedge accounting cannot be used. 

 
6. Hedge accounting is not a widely-used technique in the public sector, and in 

particular local authorities are prohibited from using hedging. Therefore the 
proposed standard will have little direct relevance to the majority of public sector 
bodies. 

 
7. Notwithstanding this, the Commission believes that the proposed standard is clear 

in its requirements and has the virtue of a straightforward, principles-based 
approach. It also represents a good means of both implementing IAS practice in the 
UK and allowing the ASB to influence the development of a revised IAS 39. 

 

FRED 24 THE EFFECTS OF CHANGES IN FOREIGN EXCHANGE RATES; 
FINANCIAL REPORTING IN HYPERINFLATIONARY ECONOM1ES 
 
8. Again, the proposed standard is likely to be of limited direct relevance to most 

public sector entities, most of whose activities are undertaken within the UK, 
although some entities with significant overseas activities will be affected. 

 
9. The Commission notes that the FRED is based primarily on the consultation draft 

of IAS 21 ‘The Effects of Changes in Foreign Exchange Rates’, and that the ASB 
intend to issue an FRS reflecting the contents of this revised IAS as a replacement 
for the current SSAP 20. The IASB has also issued an ED based on IAS 29 
‘Financial Reporting in Hyperinflationary Economies’ and the ASB has the same 
plan in respect of this proposed FRS, replacing the current UTTF 9 and elements of 
SSAP 20. 

 
10. The Commission notes that the ASB does not agree with the IASB proposals for 

‘recycling’ all foreign exchange gains on disposal of a foreign operation through 
the P&L (as opposed to being recognised in the STROL). The ASB notes that it is 
working on a project with the IASB to address this in the longer term. 

 
11. The Commission would also support the change whereby, in the closing rate 

method of accounting for foreign currency transactions, the closing rate is no 
longer an option for the translation of P&L items. It is now the rate on the date of 
transaction or an average. 



12. The Commission also supports the proposal in FRED 24 to prevent the deferral of 
exchange gains or losses on long term monetary items where there is doubt about 
the convertibility or marketability of the foreign currency. 

 
FRED 25 RELATED PARTY DISCLOSURES 
 
13. The Commission notes that this FRED contains the draft IAS on related party 

transactions, coupled with ASB discussion of the impacts and proposals for 
change. There are some significant differences between the IAS and the FRED and, 
in response, the ASB has raised several potential additions within the UK context. 
However, the standard is not seen as contentious enough to warrant a delay on 
implementation. 

 
14. Related party disclosures have a particular significance for the public sector given 

the greater prominence to issues around propriety and the conduct of public 
business, and this significance has become more important over recent years. 
Moreover, the growth of ‘Special Purpose Vehicles’, ‘Arms Length Management 
Organisations’ and other forms of partnership is likely to increase this prominence 
further. The Commission believes that this greater significance could usefully be 
referred to in any new standard. 

 
15. The standard adopts a much simpler approach than FRS 8. Related parties are 

defined more widely than in FRS S which is useful. This is likely to increase the 
number of related parties to be disclosed. The disclosure of transactions is slightly 
narrower than the current FRS and the ASB has suggested an additional UK 
proposal to report the names of both the controlling party and also the names of 
transacting parties as it believes the IAS is deficient in this regard. The 
Commission supports this line. 

 

16. Another key difference is that the IAS defines ‘significant influence’ more 
narrowly than the FRS (power to participate in the operating and financial policy 
decisions of the entity rather than the more negative inhibition from pursing 
interests). This is useful, but arguably too narrow. The Commission is also 
concerned that the IAS does not specifically address the concept of materiality in 
considering the need to disclose - which may lead to excessive detail being 
produced. The Commission also believes that the definition of ‘significant 
influence’ should be revisited. 

 
FRED 26 EARNINGS PER SHARE 
 
17. Earnings per share is also an issue that will not be applicable to the vast majority of 

public sector entities, and the FRED notes that the FRS to be produced at the end 
of the development process will only apply to listed companies. 

 
18. Whilst the issue of earnings per share is not directly relevant to the public sector, 

the clear specification of performance measures (especially those involving 
accounting information) is of critical importance. Notwithstanding the fact that 



financial commentators use a variety of other ‘home-grown’ measures to assess 
performance, the earnings per share issue is a key published statistic for listed 
companies and a vital tool in the evaluation of the other types of entity. Therefore, 
the Commission supports the requirement in the FRED to publish more earnings 
per share information (basic and diluted). Similarly, where entities produce 
additional information on earnings per share then there is merit in the proposals for 
a reconciliation to be published. 

 
FRED 27 EVENTS AFTER THE BALANCE SHEET DATE 
 
19. This FRED only has a few major differences to extant UK GAAP. The main one is 

that the SSAP 17 definition of adjusting events includes ‘events which because of 
statutory or conventional requirements are reflected in financial statements’ is no 
longer appropriate. This means that dividends are no longer a liability at the year 
end and this will require a change in the law, which is currently being discussed 
with DTI. 

20. This is not likely to have a significant impact on public sector entities. A similar 
implication arises with the accounting treatment of dividends declared by 
subsidiaries in respect of previous periods. 

 
21. The Commission also notes that the draft FRS is more rigid than the current SSAP 

17 in that it does not allow for exceptional cases of non-adjusting events becoming 
adjusting. 

 
22. In the context of the public sector, the reference in paragraph 16 of the FRED to a 

requirement that an entity should “disclose the date when the financial statements 
were authorised for issue and who gave that authorisation” will need clarification 
or interpretation. For example, in the case of NTIS bodies, the financial statements 
must be adopted (approved) by the Board of Directors, but they are then signed by 
the chief executive and finance director by order of the Board. In theory, the date of 
adoption and signature could be different. 

 
FRED 28 INVENTORIES; CONSTRUCTION & SERV1CE CONTRACTS 
 
23. The Commission notes that there are no major changes to UK requirements. The 

FRED indicates that the IAS-based requirement for ‘reliable estimation’ of contract 
profits, rather than the SSAP 2 ‘prudently calculated attributable profit’ is closer to 
the Statement of Principles emphasis on reliability rather than prudence. 

 
24. The draft standard reduces the amount of prescribed guidance on disclosure of 

contract balances requiring them to be presented as a single line item rather than a 
collection of elements - ‘gross amounts due from/to customers for contract 
work.’(SSAP 9 has elements for stock, debtors, creditors, etc.). 

 
25. Finally, the draft standard more explicitly states that the requirements ban be 

applied to separately identifiable components of a contract or group of contracts if 



that would reflect the substance. The ASB comments seem to suggest that this is 
reasonable if SSAP 9 is interpreted in the light of FRS 5. 

 
26. This is an important standard for public sector organisations, who are involved in a 

very wide range of contract arrangements (although not typically as the contractor). 
The Commission’s view is that there are no significant changes to the treatment 
and the proposals are reasonable. The only issue to raise is that the ASB could 
perhaps consider the treatment of the outstanding balances at the year-end whether 
there is a case for retaining the SSAP 9 approach. 

 
FRED 29 PROPERTY, PLANT AND EQUIPMENT 
 
27. The Commission believes that this FRED is likely to have a significant impact on 

public sector entities. In particular, the following issues are of particular interest in 
this respect: 

 
28. Whilst the IAS uses the term ‘fair value’, the definition of the term does not appear 

to encompass the concept of ‘value in use’, which is of particular importance to the 
UK Public Sector. 

 
29. The issue of donated assets is not covered in the IAS. This is also of particular 

relevance and importance to UK public sector entities, and the Commission’s view 
is that they should be recognised at their fair value by an entity when the asset is 
donated. 

 
30. There is also no mention of renewals accounting in the FRED. Local Government 

entities in the UK, in particular, use renewals accounting as an estimate of 
depreciation in certain circumstances. The Commission supports this approach and 
its availability as an acceptable accounting treatment within the relevant accounting 
standards. 

 
31. Further detail on these issues, together with other comments and observations, are 

contained at Annex G in response to the specific questions raised by the ASB and 
IASB. 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 


