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Executive Summary 2005

This chapter covers:

* UK GAAP or IFRS?

* Regulatory developments

* Recently-issued Financial Reporting Standards, UITF Abstracts and Exposure
Drafts

* The Financial Reporting Standard for Smaller Entities (effective January 2005)

* Company law changes affecting disclosure

= Financial Reporting Review Panel activity

1.1 UK GAAP or IFRS?

Prior to 2005, all UK companies were required by the Companies Act 1985
(CA 85) to adopt UK GAAP (Generally Accepted Accounting Practice).

Following changes in EU Regulations, fully listed groups are required to
adopt International Financial Reporting Standards (IFRS) in their consolidated
accounts for accounts periods commencing on or after 1 January 2005. The
European Regulation is mandatory for the consolidated accounts only. The
Companies Act 1985 offers a number of options for the individual accounts
of the members of a group (see 7.3).

Companies listed on the Alternative Investment Market (AIM) are outside
the scope of the EU’s so-called IAS Regulation, but are required by the London
Stock Exchange to adopt IFRS for accounts periods commencing on or after
1 January 2007 (AIM companies may adopt earlier if they so choose).

All other categories of UK companies are permitted (but not required) to
adopt IFRS for accounts periods commencing on or after 1 January 2005, but
CA 85 prohibits earlier adoption.

The terms “International Financial Reporting Standards” (IFRS) and
“International Accounting Standards” (IAS) are effectively interchangeable. The
Companies Act 1985 and the relevant tax legislation refer to “IAS”. However,
the more widely used (and more modern] term IFRS is used in this book.



1.2

UK GAAP for Business and Practice

This book deals mainly with the application of UK GAAP, although Chapter 7
refer to IFRS and convergence issues, and IFRS is referred to at the end of each
chapter. In addition, Chapter 23 gives a brief averview of listed company issues.

Recent Developments

The Accounting Standards Board (ASB) has issued a number of Financial
Reporting Standards (FRSs) and Financial Reporting Exposure Drafts (FREDs)
as part of its programme for converging UK GAAP with IFRS. The FRSs are:

FRS 21, Events after the balance sheet date;

FRS 22, Earnings per share;

FRS 23, The effects of foreign exchange rates;

FRS 24, Financial reporting in hyperinflationary economies;
FRS 25, Financial instruments: Disclosure and presentation;
FRS 26, Financial instruments: Measurement;

FRS 27, Life Assurance.

FRS 28, Corresponding amounts;

FRS 29, Financial instruments: Disclosures.

No further reference is made to FRS 27 in view of its specialized application.
FREDs are referred to in 1.4 below.

Chapter 29 deals with ASB’s future plans for converging UK GAAP with IFRS.
Other key pronouncements from ASB include:

* An updated version of the Financial Reporting Standard for Smaller Entities
(FRSSE) —referred to as the “effective January 2005” version — see below and
also Chapter 22;

* Reporting Standard 1 (RS 1) dealing with the Operating and Financial
Review, superseded in January 2006 by best practice statement with non-
mandatory status but with similar content and wording.

The Urgent Issues Task Force (UITF) has issued a number of Abstracts, in
draft or final form. Of these, the most important is Abstract 40 dealing with
Revenue recognition and service contracts. In essence, this requires that
revenue on service contracts should be accrued as contract activity takes place
(the “stage of completion” method).

Company law changes include:

¢ Companies Act 1985 (International Accounting Standards and Other
Accounting Amendments) Regulations 2004 [Statutory Instrument 2947];

e Companies (Audit, Investigations and Community Enterprise) Act 2004;

e Companies Act 1985 (Operating and Financial Review and Directors’ Report
etc.) Regulations 2005 [as amended 2006];

¢ Companies Act 1985 (Investment Companies and Accounting and Audit
Amendments) Regulations 2005 [Statutory Instrument 2280].

These are available on the Office of Public Sector Information website
(www.opsi.gov.uk).
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1.3 Recent Financial Reporting Standards

(a) Events after the Balance Sheet Date (FRS 21)

This standard is identical to IAS 10 and is one of many bringing UK GAAP
closer to IFRS. The standard mirrors changes to the Companies Act 1985 and
supersedes SSAP 17 for accounts periods beginning on or after 1 January 2005
(for legal reasons, earlier adoption is not permitted).

With one important exception, the standard is broadly similar in effect
to SSAP 17. The exception is the treatment of proposed equity dividends.
Dividends declared after the balance sheet date should not be reported as
liabilities. Declared dividends will be reported in a memorandum note in the
accounts of the current year, and entered in the accounting records in the
following year when the payment is actually made (see Chapter 20).

(b) Earnings per Share (FRS 22)

FRS 22, based on International Accounting Standard 33 (IAS 33), is to be applied
to entities whose ordinary shares or potential ordinary shares (for example,
convertible loan stock) are publicly traded, and by entities that are in the process
of issuing ordinary shares or potential ordinary shares in public markets.

This standard will not be relevant for fully listed companies which head up
a group as the consolidated accounts should follow IFRS. However some
companies whose shares are publicly traded, for example AIM companies,
may not be required to adopt IFRS immediately in which case FRS 22 will be
relevant.

FRS 22 supersedes FRS 14, Earnings per share and is mandatory for
accounts periods beginning on or after 1 January 2005.

(c) The Effects of Foreign Exchange Rates (FRS 23)

This standard is based on IAS 21 and over a period of time will supersede
SSAP 20. FRS 23 cannot be adopted earlier than FRS 26, but once FRS 26 has
been adopted, then FRS 23 must be adopted at the same time.

FRS 23 is broadly similar in effect to SSAP 20 although there are some
important differences of detail (see Chapter 28).

(d) Financial Reporting in Hyperinflationary Economies
(FRS 24)

In a hyperinflationary economy, reporting of operating results and financial
position in the local currency, without any restatement, does not provide
useful information in view of the rate at which money is losing purchasing
pOWer.

The aim of FRS 24 is to provide a mechanism for restating historical
amounts that will enhance comparability of results and financial position.
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(e) Financial Instruments: Disclosure and Presentation (FRS 25)
The objective of FRS 25 is to

“enhance financial statement users’ understanding of the significance of financial
instruments to an entity’s financial position, performance and cash flows”.

The presentation requirements of the standard deal with a number of
issues including:

o Classification of a company’s financial instruments into liabilities and
equity ~ for example, whether preference shares should be presented in the
balance sheet as debt or equity;

e Classification of related interest, dividends, losses and gains — whether they
should be presented in the profit and loss account as finance items, or
whether they should be taken direct to equity and presented as a movement
on profit and loss reserves;

¢ The circumstances in which financial assets and financial liabilities should
be offset.

The extensive disclosure requirements of FRS 25 deal with risk manage-
ment policies and hedging activities.

The presentation aspects of the standard are mandatory for all types
of companies for accounts periods beginning on or after 1 January 2005.
The disclosure parts of the standard come into effect as soon as an entity
adopts or is required to adopt FRS 26.

(f) Financial Instruments: Measurement (FRS 26)

The objective of FRS 26 is to establish principles for recognizing and measur-
ing financial assets and liabilities. The standard sets out detailed rules as to the
basis on which particular categories of assets and liabilities should be meas-
ured. The standard is based on the measurement parts of IAS 39—this standard
is sometimes referred to as a mixed measurement model (effectively a mix of
historical cost measurement rules and fair value rules).

FRS 26 applies to all types of financial instruments including cash,
accounts receivable, accounts payable, loans, debt, equity securities held as
assets, and derivatives. There are a number of exemptions from aspects of the
standard, particularly in specialized areas.

The standard is mandatory for listed entities (for example, where the indi-
vidual accounts of the listed parent are prepared in accordance with UK GAAP
as opposed to IFRS or where the listed parent does not prepare consolidated
accounts) as well as for any other entity that prepares its accounts in accor-
dance with the fair value rules in the Companies Act 1985. Other entities may
adopt it voluntarily in which case they must also adopt FRS 23, FRS 24 and
the disclosure parts of FRS 25. The transitional provisions are complex—they
are referred to in Chapter 17.



