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FOREWORD

Resource Accounting is the biggest single development in government accounting this century
and it is crucial to its success that it is carefully planned and implemented Resource accounting
will improve reporting of public finance, giving Parliament and managers the information they

need to ensure the tax-payer’s money is safeguarded and used properly.

The Financial Reporting Advisory Board was set up as an independent Board with
representatives from the accountancy profession in the private and public sectors; from academia
and government bodies. Our role has been to advise the Treasury on the application of financial
reporting principles and standards contained in the Resource Accounting Manual, which will be
used to guide the preparation of departmental resource accounts. We have been concerned to
ensure that the principles of resource accounting accord with Generally Accepted Accounting
Practice (GAAP) as far as possible and that the best possible reporting is achieved by Resource
Accounting. This process has inevitably taken time. The Board has had an immense task in
reviewing the Resource Accounting Manual which covers all aspects of accrual accounting as
well as reporting costs against departmental aims. This formidable task has required the Board
to meet twice a month over the last year. We have examined the Manual in great detail and have
received papers and representations from a wide range of interested parties. We have carefully
deliberated over some complex issues relating to key accounting policies including accounting
for the effects of changing prices, the valuation of infrastructure and heritage assets, and the

departmental boundary.

In carrying out our work our aim has been to ensure that the accounting standards and practices
adopted in the private sector have been applied or adapted to the central government sector as
appropriate. This has at times involved considerable debate about the extent to which central
government differs from the private sector. In the main there have been few major departures

from the principles adopted by GAAP.

In commenting on the Manual we have been keen to ensure that, where GAAP is not applied, this

is because it would not be relevant in central government rather than because of any practical
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difficulties of implementation. However, we have also recognised the enormity of the challenge
facing many government departments as they move from the well understood approach of cash
accounting to the less familiar one of accrual accounting. We have recommended many changes
to the draft Manual which the Treasury has accepted willingly. The main changes have been the
endorsement of a pilot study for accounting for changing prices, the principle of capitalising
some heritage assets, arrangements to provide a proxy for depreciation of infrastructure assets,
notional insurance charges not to be included in the primary statements of executive agencies,
and the inclusion of the Statement of Recognised Gains and Losses as a primary statement.
These, and numerous instances of fleshing out of details, have made the Manual more effective

and relevant.

Resource accounting promises much for the public sector in better financial reporting. Our report
on the Manual is designed to help achieve this. But for many departments this will entail a major
upheaval of their accounting systems. It will therefore be essential for the Board to review how
successful, in practice, the Manual has been after the first dry run accounts and audits planned
for the financial year 1997-98. The Board will then be able to take into account the practical

application in recommending any future changes to the Manual.

The Board wishes to thank the Treasury Secretariat headed by Mr Chris Richards for all their

hard work and invaluable support which has enabled us to deliver this report timeously.

Elwyn Eilledge (Chairman)
Colin Balmer

Mike Barnes

Heather Jackson

Graham Jenkinson
Caroline Mawhood

David Mayston

Caroline Slocock

Ken Wild
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EXECUTIVE SUMMARY

Introduction

The Financial Reporting Advisory Board (FRAB) was set up in order to provide the Treasury
with independent advice on the application of financial reporting principles and standards in
respect of the central government sector, against the background of the introduction of resource
accounting. This report sets out the results of the Board’s main task to date, which has been to
examine the Resource Accounting Manual. Our aim has been to help to ensure the best possible
financial reporting. In particular, it has been our role to ensure that, as far as possible,
departmental resource accounts will follow Generally Accepted Accounting Practice (GAAP).
In carrying out our work, we have been conscious of the distinct nature of resource accounts, in
particular the ‘non-for-profit’ nature of most central government activity and the fact that the
Government intends to make resource accounts a component of the planning and control of
public expenditure. These distinctions have justified some departures from or modifications to

GAAP.

2. In general, we accept the changes from GAAP which have been proposed by the
Treasury, and endorse the Resource Accounting Manual as the basis on which resource
accounts should be prepared. However, we retain concerns on a number of issues : the
departmental boundary; the interaction with resource budgeting; accounting for the effects of
changing prices; and the incomplete application of the Greenbury Code to salary and pension
disclosures. These are summarised below, followed by an outline of the results of our

examination of other major issues.

Issues of Concern

The Departmental Boundary (Paragraph 2.2 of our Main Report)

3. Under resource accounting, it is proposed that the bodies to be consolidated into

departmental resource accounts are those over which a department is deemed to exercise in-year
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budgetary control. This explicitly excludes from consolidation some classes of bodies such as
Trading Funds. This differs from the accounting treatment under GAAP, which is determined
on the degree of influence which a body exercises over other entities. In practice, departments
may exercise influence over such bodies by virtue, among other things, of their funding and it
is arguable that the same criteria as used under GAAP should also be applied to resource

accounts.

4. For the present, in the interests of the timely introduction of resource accounting,
we are content to accept the Manual definition of the departmental boundary and that
accounts should be constructed on that basis. We expect, however, to re-examine this issue

in the light of emerging experience.

Compatibility with Resource Budgeting (Paragraph on 2.3)

5. Our examination of the Resource Accounting Manual has been carried out to date in
advance of a detailed specification of the proposed new planning and control system. We
recognise that perverse incentives for inefficient resource use and uneconomic asset disposal can
be generated by any accounting system if adequate care is not exercised in the design of the

related budgeting system.

6. We urge the Treasury to pay careful attention to the development of the new planning and

control system to ensure that such perverse incentives are not generated.

Accounting for the effects of changing prices (Paragraph 2.4)

7. The Treasury proposes that accounts should be prepared on the basis of Modified
Historical Cost Accounting (MHCA), in order to recognise the revaluation of fixed assets and
stocks. The Treasury further proposes to carry out a pilot study with departments to determine
the appropriateness of methods of accounting for changes in the value of assets less liabilities,
measured against general inflation. Depending on the outcome of the study, the Treasury would

propose to introduce such a form of accounting.
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8. We recognise the Treasury’s rationale for wishing to account for the effects of
changing prices and accept that there is a case in theory, for such accounting treatment but
we remain cautious about the possible introduction of such an accounting treatment. The
Treasury proposal to carry out a pilot study is a welcome response to our concerns and we

will await the results, before reaching a view.

Salary and Pension Disclosures (Paragraph 2.10)

9. The Greenbury Code, published in 1995, contained a proposed Code of Best Practice on
directors’ remuneration. During our consideration of the Manual, we were advised that the
previous Government had decided not to apply the Code’s provisions to disclosures on
remuneration to the top levels of the Civil Service, and to disclosures on pension entitlements

to both top civil servants and Ministers.

10.  We recognise that some disclosure on remuneration already takes place, but our
view is that this decision should be reconsidered, on the grounds that the principles of
openness and transparency should apply equally in the public and private sectors. We
intend to return to this issue after the Treasury has held discussions with the Cabinet

Office.
Other Main Issues

Valuation of Fixed Assets and Consumable Stocks (Paragraph 2.5)

11.  Inaccordance with GAAP, fixed assets are valued at the lower of replacement cost and
recoverable amount, which in turn is the higher of net realisable value and value in use. In a
commercial environment, value in use will reflect future income. The ‘not-for-profit’ nature of
the vast majority of central government activities means that value in use is not measurable in
terms of income. In order to allow for this, the Manual proposes that the assessment of value in

use for fixed assets, and the net realisable value of consumable stocks, will be based on whether
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or not they can or will be used. rather than on future income to be earned from those assets. We

agree that these are sensible adaptations of GAAP in the context of resource accounting.

Heritage Assets (Paragraph 2.6)

12. We have considered the view that, in principle, heritage assets should be valued and put
on departments’ balance sheets in the same way as other fixed assets. This is because of the
importance of providing information on the assets the nation owns and the need to ensure good
stewardship of those assets. We recognise, however, that because of the nature of these assets,
there could be difficulties in putting this into practice, in particular for those non-operational
assets which are held solely for their heritage use. Such assets should be valued only if they meet
the criteria relating to the cost effectiveness of obtaining valuations and the reliability of those
valuations. In order to take this forward, we have asked the Department for National
Heritage to provide additional information on the cost of obtaining valuations for selection

of heritage assets and we intend to return to this when we have received this information

Decommissioning Costs (Paragraph 2.7)

13.  We consider that the issue of whether the currently specified 6% real rate of interest
is the appropriate discount factor for computing the present value of future
decommissioning costs other provisions will need to be kept under review. The estimation
of provisions will need to be carefully monitored to avoid Departments using creative

accounting opportunities to reduce their net capital charges.

Pension Scheme Statements (Paragraph 2.8)

14.  The Manual proposes the preparation of scheme statements in respect of the various
pension schemes administered by departments. These will generally follow the formats in the
Statement of Recommended Practice for financial reports of pension schemes. We endorse this

approach.

Version 10 June 1997 7



Charging for the Cost of Capital (Paragraph 2.9)

15.  In order to recognise the cost of capital employed by departments, the Manual includes
the policy of levying a cost of capital charge based on the value of all assets and liabilities (with
a few exceptions, such as donated assets). We accept the Treasury’s rationale for including
a capital charge in resource accounts. We consider, however, that this policy may lead to
some change in the relationship between parent departments and the public sector bodies

in which they have investments.

Private Finance Initiative (PFI) (Paragraph 2.11)

16.  Detailed guidance is being developed by the Public Sector and Not-for-Profit Committee
of the Accounting Standards Board. We accept that, for the time being, the Manual can give
only a broad indication of the accounting treatment, but we will return to this when more

detailed guidance is available.

Financial Statements (Paragraph 2.12)

17. In general, we acknowledge and find acceptable the reasons for the forms of
financial statements proposed and are satisfied that they are capable of providing a true
and fair view of departments’ operations and financial position. [Want to mention Statement
of Recognised Gains and Losses?] We acknowledge, however, that Parliament has a strong
interest in the usefulness of these statements and that its views will need to be taken into

account in due course.

The Audit Opinion (Paragraph 2.13)

18.  Under GAAP, adherence to accounting standards is generally required to give a true and
fair view. For resource accounting, the Manual is the authoritative interpretation of accounting

standards and compliance with it will in all but exceptional circumstances be necessary for the
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resource accounts to be give a true and fair audit opinion. We are pleased that the Treasury

has accepted this.

Future role of the Board (Paragraph 3)

19.  This report is the first stage in the Board fulfilling its remit. Some of our conclusions and
recommendations will require us to return to a number of issues in due course for example the

results of the pilot study on the impact of changing prices.

20.  We believe it is essential that the Board has an on-going role in reviewing the
Manual in the light of experience and to consider any proposals for material change. It will
be important for the Treasury to ensure that there are mechanisms for providing the

Treasury and the Board with adequate feedback on implementation.
21.  We have not formally considered any possible changes to the Board’s role but consider

that there would be advantages in exploring whether the Board’s remit should be extended so that

all central government bodies apply the same principles and standards.
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