IFRS Part 2
Hi my name is Steve Carlyle from Clearly Training and this is one in a number of podcasts aimed specifically at the Public Sector. This particular podcast is the second of two podcasts relating to International Financial Reporting Standards in the Public Sector. On the first podcast we looked at the general introduction of International Financial Reporting Standards to the Public Sector and also had a look at some changes in terminology and the importance of International Financial Reporting Standard No.1. On this second podcast I’m going to be looking at a number of key areas where International Standards have made a major change to the way we account in the Public Sector. 
The key headings I’m going to talk through are: ‘fixed assets’ or as they’re known in International Standards ‘non-current assets’ and I’m also going to talk about PFI, that’s the Private Finance Initiative and how to account for PFI contracts under International Standards. 

So first of all, non-current assets, I’ve got a number of topics under this heading, I’m going to look at property, plant and equipment or what we would have called under UK GAAP, ‘tangible fixed assets’, so they call it ‘property, plant and equipment’ under IFRS. We’ll have a look at leases as well, I’ll also have a look what we call interest capitalisation, something you may not have come across under UK GAAP and finally in this section I’m going to have a look at assets held for sale. 
So first of all, ‘property, plant and equipment’ or ‘tangible fixed assets’ as we should call them under UK GAAP. The major differences here (and I’m just going to deal with the big things) first of all is under International Standards they require us to do something called component depreciation. You may not have heard of that, so what is it? What is component depreciation? Well, let me give you an example, it’s the easiest way to describe this idea. Let’s say you had a vehicle maybe it was for say, a local authority and it was a refuse vehicle and let’s say the vehicle had a life of say, 20 years. However, the vehicle has a very important mechanical part, the crusher, that will need replacing after 10 years, so basically over the life span of the vehicle you’re going to need two separate crushers. The total cost of the vehicle is let’s say £80,000 and the crusher will cost £30,000 to replace at prices when the vehicle was purchased. So, under the UK GAAP, what we would do with this crusher is we would simply take the £80,000 and spread it over 20 years so it would be £4,000 a year, nice and simple. Under International GAAP we’re required to do component depreciation and that would involve looking at the two separate elements of this vehicle and saying that the crusher costs £30,000 therefore if the whole vehicle costs £80,000, the rest of the vehicle must cost £50,000. So what we would do with the £30,000 crusher cost is we would spread that over 10 years, so that would be £3,000 depreciation for the crusher and we’d spread the other £50,000 over 20 years, so that would be £2,500 for the rest of the vehicle, so our depreciation would be £5,500 so a higher depreciation level. What would then happen at the end of the first 10 years is we would presumably buy another crusher unit and again that would be spread over that further 10 year period to the end of the vehicles life. So the depreciation costs will be higher, certainly initially if we follow this component depreciation approach and it’s something that we’ve never had to do under UK GAAP so that will make a difference wherever you have any fixed asset that has more than one significant component and particularly where one of those components needs replacing before the end of the assets life. 
Another difference for tangible fixed assets is in the area of revaluations. The International Standard’s a much simpler model to the UK Standard and the International model basically requires for any revaluations that take place a revaluation to market value which is more straight forward to the UK Standard where there are a number of potential values that you could use depending on the nature of the fixed asset that you are revaluing. 
The other thing is that the UK rules are a little bit more prescriptive once you’ve started to revalue an asset, the UK rules require you to revalue it again every five years so once you’ve started re-valuing you need to keep it going every five years whereas International Standards simply say that once you’ve re-valued something you have to ‘regularly’ revalue it, so there’s not a prescriptive objective period of five years. So there are a couple of key changes that are required when you move to International Standards. 
The next Standard to have a look at is International Standard No. 17 on leases. Here, our UK Standard is fairly similar. The definition of a finance lease however is a little bit more complex under the International Standard but at the end of the day, what would be counted as a finance lease under UK Standards would probably be counted as a finance lease under International Standards. One of the biggest differences though between leasing under UK Standards and leasing under International Standards is that the International Standard does require you to look carefully at your leases of land and buildings. Under UK Standards leases of land and buildings are always treated as operating leases. However under International Standards, the Standard says that you should split the lease of land and buildings into two. You should have a lease of the land first of all and that lease will always be counted as an operating lease and secondly you should have the lease of the building and the lease of the building could be either an operating lease or a finance lease and to determine which of the two it would be, you’d look back at the criteria for a finance lease in the Standard. So it is possible under International GAAP to have the building element of your lease of land and buildings capitalised as a finance lease and that’s a big change to UK GAAP where we always treat leases of land and buildings as operating leases. 
One final difference between International Standard and the UK Standard on leasing is that the International Standard has a piece of guidance in an interpretation document on what are called ‘embedded leases’. So embedded leases are where the company makes contracts with third parties where the contracts aren’t lease contracts but you may be able to identify a lease buried within the contract. Just to illustrate this I’ll give you a little example. It could be, for example, that you decide to outsource all of your IT requirements to a third party and that third party brings in its own staff with their own computers in order to carry out your IT function for you and that contract may be a contract for a number of years, let’s say it’s a 3 year contract and you’re paying the contractor a large fixed sum of money every year to provide those IT services. What this piece of guidance says is that a part of that contract may be that you are effectively leasing the computers that the contractor has provided and you would then have to look at that contract and decide first of all, is there what we would refer to as an embedded lease within that contract and secondly if there is an embedded lease, what type of lease is it? Is it a finance lease or an operating lease? So that piece of guidance means that we have to be more wary, not just of the lease contracts that we have signed as lease contracts but also of any other contracts which commit us to renting or taking assets from third parties. So the leasing Standard under International Standards is a little bit more involved, a little bit more complex and gives us more things to think about. 
One other Standard on fixed assets is the Standard on capitalised borrowing costs. So we’re going to look at interest capitalisation. This is the scenario where an organisation acquires a fixed asset but that fixed asset takes a considerable period of time to bring into use. It could be for example, that, let’s say, an organisation was building a new building or having a new building built for it and the project may start in one financial year and end in a different financial year. Now during that time period that it’s taken to construct the building and get it ready for use, the organisation is having to finance those building costs and therefore is having to incur interest relating to those building costs. What this Standard says under International Financial Reporting Standards is that it is mandatory now to capitalise that interest cost, just in the same way that you would capitalise the cost of the workers and the materials on that building project, you would also capitalise the interest relating to the building project, so you’d debit the fixed asset and you’d credit the interest charge and that’s mandatory under International Financial Reporting Standards. Obviously once the building has been finished then its capital value is higher because of the capitalised interest and that would mean the depreciation cost would also be higher as well. 
The last Standard I just want to mention briefly under fixed assets in the fixed asset section is ‘assets held for sale’ and this is a rule under International Financial Reporting Standard No. 5. International Financial Reporting Standard No.5 is concerned with the scenario where an organisation is selling off perhaps one of its units or maybe closing down one of its units and this could be something very relevant to the Public Sector as we go through Public Sector spending cuts and so on and we have to close down perhaps particular services that we use. Now the rule under UK accounting is that unless and until you actually close down a business or a unit within your organisation, then you cannot count that as a discontinued unit. Whereas under International Financial Reporting Standards, the rules allow you to show something as discontinued at an earlier point in time. They allow you to show something as discontinued so long as the item is either held for immediate sale or closure, that the sale or closure is highly probable and this sale or closure will happen within the next 12 months so it could be that at the end of the financial year 31st March 2011 that there is a particular service that you’re going to close down, you haven’t yet closed it down but you can show it as discontinued both in your income statement where you can show its result separately and also (and this is why we’re doing this under the fixed assets section) in your balance sheet you can show the assets relating to that service as separate from your other fixed assets and you’ll also show the liabilities relating to that service separate from the other liabilities in the balance sheet. You’ll show them as items held for sale as a separate category on the face of your balance sheet. When you do this with a fixed asset there are two consequences, first of all, you will take the fixed asset out of your pool of fixed assets, you will write it down to the lower of its book value and its realisable value. From that point forward you will stop having to depreciate it. So if you do have a business unit or a service that you are intending to close within the next 12 months it may be that you can show that item as discontinued and separate it out on the face of your balance sheet and actually stop having to provide depreciation on it any longer. 
Ok, that’s the end of our section on fixed assets, or as I say, as they would be called under International Standards, non-current assets, just a couple of other things to mention before we finish this podcast, first of all on employee benefits there is a Standard – International Standard No. 19 which covers employee benefits. Now I suppose the major part of this Standard does cover the same ground as the UK Standard on pensions FRS17 and it covers pensions in a very similar way to the UK Standard on pensions, so there are very few differences between UK pensions treatment and international pensions treatment and those that do exist are currently being ironed out in an international exposure draft. 
However, the International Standard on employee benefits is broader than the UK Standard and it covers other areas so it also covers short term benefits for employees, it covers other long term benefits for employees and it covers termination benefits for employees and I just want to focus on one of those where there aren’t specific UK Standards and that’s the area of other long term benefits and this part of the standard looks at what it refers to as ‘jubilee payments’, now that’s a strange phrase, jubilee payments, what it refers to are long term service awards. So e.g. if you have staff within your organisation who will be paid sums of money after they have reached a qualifying number of years service so, for example once you’ve worked for a council for say 15 years you might get a £1,000 bonus as  a reward for your long service, or you might actually get a present; it might be a gold clock or something which will have a financial value; what the International Standard requires you to do is to make an accrual for those long service awards. So instead of just showing them as charges through the profit and loss account, the income and expenditure statement as they arise, you accrue for them over the lifetime of the employees involved. Now, this is more complex than it first appears because remember that not all employees will actually qualify for the long service award. Some will leave, some will stay, some will stay for even longer periods than after the initial award and there may be a second qualifying award say, after 25 year’s service. So what we need to do it be very careful how we make that accrual, we need to look at the projections of how many of our staff will stay and what level of benefit they will eventually receive, will they receive just the 15 year reward or will they be entitled to the 25 year award and we would have to make these estimates as our employees progress through their working lives with us. This in fact is very similar to the work that the actuary does in making of pensions accrual and therefore in fact you might have to use the actuary to actually help you with this estimate. So that’s a change, a significant change, for some organisations for using International Standard. 
Finally I’m going to finish with the Private Finance Initiative and PFI contracts and the accounting for those under International Standards. Under UK GAAP, UK Standards using Financial Reporting Standard No. 5, PFI contracts were accounted for on a risks and rewards basis. Under International GAAP there is an interpretation document which is called IFRIC 12 which says that PFI contracts need to be accounted for on a control basis. Now, the outcome of this is that basically under UK GAAP, we left PFI contracts in general off the balance sheets of Public Sector organisations, so the asset and the related liability were not shown on the Public Sector balance sheet. Under International GAAP, the general rule (and I must emphasise that this is only a general rule, you have to look at things from an organisation to organisation perspective) IFRIC 12, the impact of it is that PFI contracts will come on to the Public Sector balance sheet. Just to give you a flavour of what this might mean for the Public Sector, approximately £30billion worth of assets and therefore debt were held off balance sheet under UK GAAP and all of that potentially could come on to the Public Sector balance sheet so PFI contracts, accounting, will change, not necessarily wholesale but there will be significant amounts of asset and debt come on to the Public Sector balance sheet. 
So there’s some of the key changes that International Financial Reporting Standards will introduce into Public Sector accounting as organisations adopt International Financial Reporting Standards. The bulk of the differences are actually around the fixed assets accounting or non-current asset accounting as it’s referred to  under IFRS and there are some other smaller changes as well that you may need to take account of. 
That’s the second in our two part series on International Financial Reporting Standards. 

My name is Steve Carlyle from Clearly Training, thanks very much for listening and good bye. 
