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INTERNATIONAL FEDERATION

OF ACCOUNTANTS Agenda Item
545 Fifth Avenue, 14th Floor Tel: (212) 286-9344
New York, New York 10017  Fax: (212) 286-9570 2 C
Internet: http://www.ifac.org
Date: June 9, 2010
Memo to: Members of the IPSASB
From: Andrew Lennard
Subject: Conceptual Framework—Measurement
Objectives
. To discuss issues related to the content of the Consultation Paper on the
measurement of assets and liabilities in financial statements;
. To review a draft of the Consultation Paper and the Request for Comments;
. To provide direction to the staff to enable preparation of a draft for approval at
the November meeting.
Agenda Material
2C.1 Draft of Consultation Paper Conceptual Framework for General Purpose
Financial Reporting by Public Sector Entities: Measurement of assets and
liabilities in financial statements
2C.2 A memorandum about the Request for Comments on the Consultation Paper.
This includes two drafts of the Request for Comments in different formats.
1 Background
1.1 The Draft of the Consultation Paper attached as Paper 2C.1 has been developed
from that discussed by the Board at its April meeting in Toronto.
1.2 Previous drafts were discussed by the Board in Washington (May 2009), Toronto

(September 2009), and by the Conceptual Framework Subcommittee in Paris
(March 2010).

Changes since April

1.3

1.4

At the April meeting the Board was presented with separate papers on concepts of
capital and liabilities. The Board noted a suggestion for how the paper might be
restructured to include much of the material set out in those papers. In addition a
discussion of fair value is now presented in the body of the paper, rather than as
an appendix. Impairment and recoverable amount is now dealt with as part of the
discussion of deprival value (and referred to in the discussion of historical cost)
rather than in a separate section.

It was also suggested that it would be useful if an early section of the paper could
discuss ‘entry’ and ‘exit’ values’: similar comments were made about ‘current’
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and ‘historical’ values’. In response to this suggestion, new material has been
added to section 1 under the sub-heading of ‘Features of measurement bases’, this
also discusses the distinction between market and entity-specific values and
introduces the concept of capital. This builds to the table presented in paragraph
1.13 (page 5 of 33). Each of these features is referred to in the discussion of each
measurement basis. The discussion has also been revised to ensure that, for each
basis, the treatment of liabilities and transaction costs is clear. Reference to the
desirability of consistency with the measurement bases used for statistical
purposes has been added (paragraph 1.3) and some references to the Government
Finance Statistics Manual 2001 have been added.

1.5 Two new Appendices have been added. Appendix A provides illustrations of
how the concepts in the paper might be applied to specific assets and liabilities.
Appendix B discusses the treatment of an entity’s own credit risk in the
measurement of liabilities. Further details of these Appendices are given in the
later sections of this memorandum. As is discussed in Section 3 below,
‘Preliminary Views’ have been added to the draft. Whether these Preliminary
Views should be retained or modified is one of the issues that the Board will be
asked to address.

1.6  The draft has benefitted from comments provided on an earlier version by
members of TBG Three and certain other members of the IPSASB. The lead
author would like to record his appreciation for helpful input from them, and from
the Project Coordinator, who has generously shared his time both in face-to-face
meetings and in responding to e-mails.

2 Review of the draft Consultation Paper (Paper 2C.1)

2.1 It is suggested that the IPSASB review the draft Consultation Paper sequentially.
This discussion should include reference to the Preliminary Views: it, however,
may be preferable to postpone discussion of whether to retain some Preliminary
Views to the discussion of the Request for Comments (section 3 below). The
following provides additional background where it seems it might be helpful,
which is the two appendices.

Appendix A: Possible applications of measurement concepts in accounting standards
(Paper 2C.1, pages 29-30)

2.2 A Board member has been suggested that the application of the concepts in the
paper to specific assets and liabilities should be clearly stated. Appendix A has
been added to this draft in response to this request.

2.3 A delicate balance needs to be observed in Conceptual Frameworks. If they do
not suggest some limits on the acceptable accounting solutions they are not
useful; but if they provide specific guidance they might replace accounting
standards, or provide a misleading impression of the requirements of future
standards. Examples may be helpful in assisting understanding, but they carry the
risk of erroneously suggesting that conceptual considerations alone should
determine the content of accounting standards.
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2.4 Placing the examples in an Appendix is one way of providing examples while
reducing the risks in doing so. It also permits the addition of cautionary words, as
appear in italics at the head of Appendix A.

Questions for the IPSASB
1 What are IPSASB members’ views on Appendix A in paper 2C.1?

2 How might the Appendix be improved?

Appendix B: The measurement of liabilities and the entity’s own credit risk
(Paper 2C.1, pages 31-33)

2.5  The issue of own credit risk, and how (if at all) it should be reflected in an entity’s
financial statements was discussed by the Board in April. The discussion
suggested that the Board’s preference was not to express a view on the issue, but
that the issue should be discussed neutrally, and respondents asked for their
views.

2.6 Appendix B has been developed to provide a discussion of the issue. Placing this
material in an Appendix provides clarity that the Board has not reached a view on
the issue. It is also questionable where such a discussion would fit in the structure
of the body of the paper.

Questions for the IPSASB

3 Does the IPSASB confirm that it does not wish to express a view on the issue
in the Consultation Paper?

4 How might the Appendix be improved?

3 Preliminary views and Request for Comments (Paper 2C.2)

3.1  As noted above, the draft at paper 2C.1 contains Preliminary Views, which is
similar to CP#1. The Board has not made a firm decision as to whether
Preliminary Views should be presented in the Consultation Paper: one reason for
setting out such views is to assist the Board in deciding the matter.

3.2  The format, though not necessarily the content of the Request for Comments is
affected by whether or not the body of the paper presents Preliminary Views.
Paper 2C.2 therefore contains a draft Request for Comments in two formats, the
choice between them depending on whether or not Preliminary Views are
presented.

3.3  An advantage in presenting Preliminary Views is that it makes clear to
respondents on what issues the Board has reached a Preliminary View and which
not. It will be noted that a few questions are addressed in the draft on which no
Preliminary View is presented. These are:
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e The objective of the measurement part of the Framework
e Whether there are additional measurement bases that should be addressed
e Assets that may be sold for an alternative use

e The treatment of an entity’s own credit risk (see discussion in Section 2
above).

3.4 It may be noted that in Format B, which assumes that no preliminary views are
presented, the questions contain a paraphrase of the relevant section, and this
might be construed as little different from giving a Preliminary View. The
alternative would be simply to ask respondents for their comments on each
section in a neutral manner. However, this is unlikely to assist respondents or
focus their responses. It may make distilling useful messages from a number of
diverse responses quite challenging.

Questions for the IPSASB

5 Do IPSASB members wish to present Preliminary Views in the Consultation
Paper?
6 Does the Request for Comments raise all and only the right issues?

How might it be improved?
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DRAFT CONSULTATION PAPER

CONCEPTUAL FRAMEWORK FOR GENERAL PURPOSE
FINANCIAL REPORTING BY PUBLIC SECTOR ENTITIES:

MEASUREMENT OF ASSETSAND LIABILITIES
IN FINANCIAL STATEMENTS

1 I ntroduction

1.1 The IPSASB’'s Conceptual Framework for General Purpose Financial Reporting
by Public Sector Entities (the IPSASB Framework) will establish the concepts
that are to be applied in developing IPSASs and other documents that provide
guidance on information included in general purpose financia reports (GPFRS).
The IPSASB Framework will underpin IPSASs that apply across countries and
jurisdictions with different political systems and forms of government.

1.2  Some IPSASs currently on issue are based on the concepts and definitions in
IFRSs, and IPSASB has a continuing commitment to harmonise with IFRS where
appropriate. 1PSASB is therefore closely monitoring developments in the |IASB
Framework, and will draw on the work of the IASB where it is relevant to the
public sector. However, the primary objective of the IPSASB’s project is to
develop a public sector conceptual framework that makes explicit the concepts,
definitions, and principles that underpin the development of IPSASs and not
simply to interpret the application of the IASB Framework to the public sector. At
the time of issue of this Consultation Paper the IASB has not issued any proposals
on measurement issues for its Framework.

1.3  This Consultation Paper is the third in a series of papers being developed on the
IPSASB Framework. It explores the measurement bases that may validly be
adopted for the elements that are recognized in public sector genera purpose
financia statements (GPFSs). The term * measurement basis' refers to the concept
that is used in determining the amount at which an asset or liability is stated in the
GPFSs.! Examples of measurement bases are historical cost, fair value and net
selling price.

14 It is desirable that the measurement bases used in GPFSSs are consistent with
those used for statistical purposes. To assist in comparing the content of this
paper with those used for statistical purposes, relevant requirements of the
Government Finance Statistics Manual 2001 (* GFSM 2001’) are highlighted.

Objectives of this Paper

1.5 This Consultation Paper explores different measurement bases, their relationship
to the objective of GPFRs and the qualitative characteristics. This Consultation
Paper only deals with the selection of measurement bases in the context of

1 Theterm ‘measurement basis is used in this Paper to mean the same as ‘ measurement attribute’ .
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GPFSs. Other measurement bases may be appropriate as supplementary
disclosures or elsewhere in GPFRs.

16  ThelPSASB Framework will not contain requirements for the measurement basis
to be adopted in specific circumstances: this is dealt with in individual IPSASs
which deal with specific transactions and events and are themselves subject to full
due process. Appendix A to this paper illustrates some possible applications of the
conceptsin this paper in accounting standards.

1.7 It is envisaged that the IPSASB Framework will identify factors that should be
considered in choosing the measurement basis to be required for particular assets
and liabilities in specific circumstances. It is not expected that the IPSASB
Framework will identify a single measurement basis that is appropriate in all
circumstances. Such a single approach might be thought to be ideal, as the
relationship between various amounts reported in the GPFSs would be clear: in
particular, the amounts of different assets and liabilities could be added to provide
meaningful totals. However, there is no single measurement basis that is
appropriate in all circumstances. For example, in financial statements prepared
on an historical cost basis, it is necessary to write down surplus or obsolete assets
to net selling price; if financia statements are prepared on a market values basis,
substitutes will be required for those assets and liabilities for which market values
are unavailable.

18 It is possible, however, to minimize the drawbacks of using different
measurement bases. This requires that different measurement bases are selected
only where this is justified by economic circumstances, and hence that assets are
reported on the same basis where circumstances are similar. In addition, much of
the most important information conveyed by GPFSs relates to components rather
than aggregate amounts, and good presentation and disclosure can ensure that the
measurement bases used and the amounts reported on each basis are clear.

19 Wherean asset is acquired in an arm’s length exchange transaction, it is often the
case that the exchange price corresponds to that of the measurement basis which
will be used to measure the asset in subsequent reporting periods (for example,
historical cost, replacement cost and market value). Where thisis not the case, a
difference will arise, which is sometimes described as a ‘day one’ profit or loss.
The treatment of this difference is not addressed in this Consultation Paper. The
Paper does, however, address the treatment of transaction costs under various
measurement bases.

Features of M easur ement Bases

1.10 The following highlights some of the respects in which various measurement
bases differ from each other.

. Measurement bases are either historical or current. When a historical
measurement basis is used, assets and liabilities are stated at the amount of
an attribute at a past date: in contrast under a current measurement basis,
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the measurement reflects the economic and financial environment
prevailing at the reporting date.?

o Measurement bases may be either entry or exit values. An entry basis
reflects the consideration payable (or receivable) for the acquisition (or
assumption) of an asset (or liability). An exit basis reflects the amount
that will be derived from the asset either from its sale or from its use by
the entity. In adiversified economy entry and exit values differ as entities
typically acquire assets from specialized suppliers, and do not have the
same ability to sell the asset as the party from which the asset is acquired.
(A familiar example is an individual’s inability to sell a used car at the
price that s’he has recently paid the dealer.) Related to the choice between
entry and exit values is whether the measurement basis requires
transaction costs to be treated as part of the entry or exit value of assets
and liabilities.®

o Measurement bases may represent either market values or entity-specific
values. Market values may be argued to promote comparability in that the
same asset (or liability) can be expected to be reported at the same amount
by different entities whereas entity-specific values may differ between
different entities, although arguably they may be more relevant. In
practice the distinction between market values and entity-specific valuesis
not always clear-cut. It would seem, for example, that a market value can
only be relevant where the entity has access to the market where the price
is quoted. And although a cost price is in principle entity-specific, it will
reflect atransaction in a market setting.

One objection to the use of ‘entity-specific' values is that they reflect the
intentions or expectations of the entity or its management and so are
subjective and lack verifiability and comparability. This is implicit, for
example, in the definition of ‘entity-specific value' given in IPSAS 17
‘Property, Plant and Equipment’.* However, as the term is used in this
paper ‘entity-specific’ refers to measurement bases that are bounded by
the economic and existing policy constraints that limit the possible uses of
the asset by the reporting entity (and may reflect economic opportunities
that would not be available to other parties), and not simply expectations
and intentions.

GFSM 2001 requires the use of current values (paragraph 7.22).

GFSM 2001 requires the use of entry values for al assets, including transaction costs, except that the
cost of transfer of financial assets are excluded (paragraph 7.22).

IPSAS 17 defines the term “entity-specific value,” as “the present value of the cash flows an entity
expects to arise from the continuing use of an asset and from its disposal at the end of its useful life or
expectsto incur when settling aliability.” (Emphasis added.)
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111 Somefind it helpful to relate the selection of a measurement basis to the choice of
a concept of capital.> The surplus or deficit of an entity in an accounting period
represents the difference between its capital at the beginning and end of a period.
A change in net assets will be reflected in surplus or deficit to the extent that it
represents a change in that capital, under the concept adopted.

1.12 If the measurement basis is selected so as to be appropriate for the selected
concept of capital, the articulation of the financial statements is complete: the
change in reported net assets equals the reported surplus or deficit for the year
(subject to transactions with owners, in their capacity as owners). In such a case,
the relationship between the amounts of items reported in the statement of
financial position and those reported in the financial performance statement is
transparent. Thus the selection of a measurement basis for financial reporting is
generaly consistent with a particular concept of capital. The discussion in the
following sections explains the relationship of each measurement basis to an
associated concept of capital.°

In this context, ‘capital’ is taken to be equivalent to net assets, and is therefore after deduction of
borrowings and all other liabilities.

In some models of financial reporting it is necessary to distinguish between the concept of capital
(used to guide the selection of measurement bases for assets and liabilities) and the concept of capital
maintenance (which is used to determine the nature of the surplus or deficit for the accounting period).
A common example of thisiswhere a‘real terms’ concept of capital maintenance, which requires that
capital is maintained after allowing for the effect of general price increases, is used. As reflecting
general price increases in the measurement of specific assets and liabilities does not provide useful
information (as the prices of specific assets will not change by the same amount as general prices) a
real terms adjustment is made in arriving at the surplus or deficit for the year. The cumulative amount
of such adjustments is then reported as a component of equity, separate from accumulated surplus or
deficit. In the context of commercial enterprises, areal terms system may be useful because it allows
shareholders to compare the growth in the business with the change in wealth necessary to maintain
their consumption. However, this seems to have little relevance in the public sector context.
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1.13

1.14

1.15

1.16

117

1.18

The following table sets out the measurement bases that are discussed in the
following sections of this paper, and indicates whether they are historical or
current; use an entry or exit perspective; reflect the perspective of the market or
the entity; and their associated concept of capital. These are the bases that are
those that are most often used in practice or advocated in theory.

M easurement Historical or Entrv or exit? Market or Capital conceot
basis current? y " | entity-specific? a ep
Historical cost o . - ) . .
(Section 2) Historical Entry Entity-specific | Financia capital
Market value
l(\/lszgrcl:i%tnvgl (l;)e) Current Ambiguous Market (ability to earn a
market return)
Fair value .
(Section 3(b)) Current Exit Market Unclear
Replacement cost . - Operating
(Section 5) Current Entry Entity-specific capacity

The discussion of each basis aims to be sufficient to enable an assessment to be
made of its suitability for use in GPFSs in appropriate circumstances. This
requires a fuller discussion of those bases which are relatively unfamiliar than
those that are established. Thus the extent of the treatment of each basis does not
reflect any view asto its suitability.

The deprival value model does not prescribe a single measurement basis, but
rather a means by which a choice may be made between replacement cost and
recoverable amount, which is defined in terms of value in use and net selling
price. These are introduced in the discussion of deprival value in Section 4.
Section 5 provides further discussion of the concept of replacement cost.

The discussion in the remainder of this paper considers each basis in the context
of the objective of financial reporting and the qualitative characteristics.

As is explained in CP#1, the objective of financial reporting by public sector
entities is to provide information about the reporting entity that is useful to users
of GPFRs for accountability purposes and as input for decision-making purposes
(including resource allocation, political and social decisions).

In order to provide a proper basis for the assessment of accountability it is
important that assets are not understated (or liabilities overstated). A
representationally faithful statement of the cost of providing services requires that
the full value of assets that are consumed in service provision is included in that
cost. It follows, from this, for example, that an asset should not be stated at nil,
even if it is held for the purpose of distributing it free of charge to service
recipients. On the other hand, accountability also requires that losses are reported
promptly in the period in which they arise. In particular this means that assets are
not stated at a higher amount than that which can be derived from their use in
providing services, or from their sale.
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1.19

22

2.3

24

2.5

2.6

CP#1 aso explains that, in order to fulfill these objectives, information should
possess the qualitative characteristics of relevance, faithful representation,
understandability, timeliness, comparability and verifiability. Constraints on
information included in financia statement are materiality, cost and the need to
achieve an appropriate balance between the qualitative characteristics.

Historical Cost

Under the historical cost basis, assets are reported at the cost incurred on their
acquisition. Transaction costs—that is, costs other than the purchase price
incurred in connection with the acquisition of the asset—are generally included in
cost for this purpose.

Like assets, liabilities are generally stated on the historical cost basis at the
amount of the obligation assumed in the transaction under which they arise.
However, where the time value of a liability is material (that is, where the length
of time before payment falls due is significant), the amount of the future payment
is discounted so that, at the time a liability is first recognized, it represents the
present value of that liability at that time. (Where the liability is issued for cash,
the net proceeds will be equal to the discounted amount.) The discount is
amortized over the life of the liability, with the result that the liability is stated at
the amount of the required payment when it falls due.

Historical cost clearly represents a historical, entry-value perspective. It is also
entity-specific: assets are reported at the cost to the entity of the acquisition
transaction rather than the price at which it might be reasoned another party might

pay.

Historical cost is the most widely used basis of financia reporting, and therefore
has the advantage of familiarity. Because historical cost is usually recorded
where assets are acquired by purchase, it is often relatively objective and simple
to apply. Particularly in the context of revenues and expenses, historical cost is
easily understood.

Compared to the available alternatives, historical cost information generally has a
high degree of verifiability. Where an asset is acquired in a single transaction for
cash, the historical cost is completely verifiable. Because of the ssimplicity of
historical cost, the information can probably be prepared more quickly than that
prepared using other bases, and so its use contributes to timeliness, and minimizes
cost. Information prepared on a historical cost basis is also understandable,
because it generally relates to actual transactions undertaken by the entity.

These advantages, however, do not apply without qualification in al cases. Inthe
public sector, assets are sometimes acquired by donation, or on subsidized terms,
or in exchange for other non-cash assets. In these cases, strict application of
historical cost may not faithfully represent the value of the assets acquired, and it
may therefore be necessary to choose an alternative measurement basis as a proxy
for historical cost.
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2.7

2.8

29

2.10

211

The following are examples of other issues that arise in determining the amount to
be recognized initially under historical cost when assets are not purchased in a
single straightforward transaction:

. Transaction costs: in addition to the purchase price of an asset, other costs
may be incurred in connection with its acquisition (for example, legal fees
and taxes). It is necessary to determine which costs are sufficiently
directly associated with the purchase to justify their inclusion in the
historical cost of the asset.

. Assets constructed by the entity: where an asset is constructed by the
entity itself many costs (for example, labor, materials, energy and general
overheads) will have to be allocated, and the subjectivity of this may be
guestioned. A particularly difficult issue is the treatment of borrowing
costs.

. Basket transactions. where several assets are acquired in a single
transaction the price paid must be allocated to the individual assets.

Other issues arise in subsequent accounting periods under historical cost. For
example:

. Depreciation: in the case of an asset that will be used for severa
accounting periods, the historical cost needs to be allocated to accounting
periods. In a simple case for an asset with a relatively short useful life,
and which may plausibly be said to yield equal service over its life, a
simple straight-line allocation may be satisfactory, but there are many
cases where a more sophisticated approach may be required.

. Flow assumptions: where many similar assets are held, flow assumptions
such as FIFO or average cost are generally employed where historical cost
isused. These essentially arbitrary conventions are necessary on practical
grounds, and may improve the relevance of financial information, but are
adeparture from a strict adherence to historical cost.

These issues are relevant to an assessment of the usefulness of historical cost,
because they affect an assessment of its claimed objectivity and simplicity, and
hence high degree of verifiability, understandability and low cost. Although some
of them also arise under other measurement bases, they are sometimes neglected
in discussions of historical cost.

Records of historical cost may not aways be available, especialy in the case of
assets that have been owned for many years and were acquired before the
introduction of accrual accounting. In these cases, if historical cost is to be used
as the measurement basis, an estimate of historical cost will be required, for
example by reference to price indices. The subjectivity of such estimates further
detracts from the objectivity of historical cost measurement.

CP#1 notes that users of GPFSs require information on the amount and type of
resources used in the provision of services, and whether the use of resources is
consistent with approved budgets. Historical cost information may be particularly
suitable for comparing costs incurred against budgets because the reported
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212

2.13

214

2.15

2.16

217

2.18

amounts represent the result of transactions, measured at their transaction prices.
The reported amounts will therefore be readily recognisable by the budget holder,
and because budgets do not usually allow explicitly for changes in prices where
they cannot be forecast reliably.

It may be reasoned that historical cost provides a representationally faithful
measure of the cost related to the use of assets specificaly held for the provision
of goods and services, because it reflects the actual cost of the resources used.
This may be seen as consistent with the role of government in collecting resources
from society and using those resources in the provision of goods and services for
the benefit of society asawhole.

Historical cost information reflects a financial concept of capital: a surplus is
reported if the income for the period exceeds the historical cost of the assets
consumed in providing servicesin the period. In other words, if the historical cost
of an entity’s assets equals the amount of revenues, the financial statements will
show a break even result.

However, under historical cost reporting, the cost of services provided is reported
at prices prevailing at the time when the assets used in their provision were
originally acquired. Thus gains and losses that are attributable to the price
changes during the period in which assets are held (*holding gains and losses’) are
not recorded when they arise. Because information on the cost of services is
reported in historical prices, it is not as relevant as information that reflects
current prices to the assessment of the likely future resource needs, that is,
whether same service levels are likely to require increased or decreased resource
levelsin the future. Thisis because the cost of providing services in the future is
more likely to resemble current costs than historical costs. Thus for long term
financia viability it is important that an entity’s income (including any subsidies
receivable) should cover the current cost of service provision.

Information prepared on an historical cost basis does not always provide relevant
information on the resources held by the entity at the reporting date. If prices
have increased since an asset was acquired, its value to the entity may be greater
than that represented by historical cost. This is sometimes a particularly
significant issue in the public sector where assets may remain in use for decades
or even centuries.

Use of the historical cost basis does not secure the provision of information that is
comparable. Assets that are identical (including in respect of their age and
condition) may be reported at different amounts (either by two different entities or
within the GPFSs of a single entity) because prices prevailing at the dates of
acquisition were different.

Where historical cost is used, it is necessary to consider whether assets are
impaired and, if so, write them down to recoverable amount. The concept of
recoverable amount is discussed in paragraphs 4.5-4.12 below.

Similarly for liabilities, it is necessary to consider whether estimates or prices
have changed since a liability was first assumed. Such changes may cause a
liability to become onerous:. in such a case the reported amount of the liability is
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increased to reflect the amount that will be required to fulfill the obligation or
obtain release fromit.

2.19 As noted above, GFSM 2001 requires the use of current values, and thus is not
consistent with the use of historical cost.

Preliminary View 1

Historical cost is generally simply to apply and has a high degree of verifiability.
However, it may not provide the most relevant information for decision-making purposes
or for an assessment of accountability as regards the cost of service provision or on the
resources held by an entity where price changes are significant.

3 Market Value and Fair Value

3.1 In a market value system of accounting, assets and liabilities are stated at the
amount of market prices prevailing on the reporting date. In a market value
system the considerations that apply to assets apply equally to liabilities.

3.2  The advantages of market values are most easily appraised in the context of a
perfect market: that is one where there are many market participants all of whom
are fully informed about the assets that are traded and none of whom is able to
influence the prices prevailing on the market. In a perfect market there are no
barriers to entry and no difference between buying and selling prices, or other
transaction costs. Because of this, a market value basis does not make a
distinction between entry and exit prices.

3.3  After aconsideration of the qualities of market values as a measurement basisin a
perfect market setting, its use in more realistic contexts will be discussed. This
discussion includes reference to the use of ‘fair value’ which isused in SFAS 157
‘Fair Value Measurements (2006) and has been proposed by the IASB (Exposure
Draft ‘ Fair Value Measurement’ (2009).

@ Market Valuesin a Perfect Market Setting

3.4 It can be reasoned that, in a perfect market, market valueis a measurement basis
that possesses all of the qualitative characteristics of financial information, as is
discussed below.

o Relevance: the market value of an asset (or liability) is a relevant measure
of its utility to the entity. The existence of the perfect market ensures that
the entity can derive at least market value. It is also difficult to argue that
the value of an asset can be greater than its current market value, since the
entity can, at the reporting date, obtain an identical asset at the prevailing

market price.

o Faithful representation: market values provide a faithful representation of
the value of the asset.

o Understandability: market values are easy to understand.

o Timeliness: where market values are readily available, the GPFSs can be

prepared quickly and with only simple calculations.
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3.5

3.6

3.7

3.8

o Comparability: different entities owning similar assets should report them
at the same market value, so the information is highly comparable. In
principle, a market value measurement is not entity specific.

o Verifiability: if market values are readily available the information can be
easily verified.

The relevance of market values is sometimes questioned where assets are held for
the long-term. In such a case it might be argued that the short-term changes in
value that are reported where a market value basis is used are not relevant to the
entity’s financial position and performance. An example is an equity investment
that is held to finance pension obligations. It might be suggested that it is
primarily held with a view to the receipt of dividends and long-term capital
appreciation, which is required to provide benefits many years in the future:
therefore a fall (or indeed a rise) in market values is of no relevance if
expectations of future returns are unchanged.

However, provided the entity is able to purchase a similar investment at the
market price, that price represents the benefit of holding the asset. The entity
could secure the same prospective future dividend receipts and capital
appreciation at the market price, so it would not be representationally faithful to
report the value of the asset at a different amount. Another way of making the
point is to observe that the value of an equity investment is the same to all market
participants since it offers all of them the potential of future dividends and capital
appreciation, and all can acquire it a the market price. Thus, where an asset is
traded on a perfect market its value will be the same to all holders who have
access to that market, and the objection that market values are not relevant to
long-term holdings cannot be sustained.”

If market values are used as a measurement basis, a surplus or deficit is
recognized as market values of assets and liabilities change. Thus the surplus or
deficit for a period represents the gains and losses that arise when assets and
liabilities are held, and no gain or lossis reported on the sale (or acquisition) of an
asset or liability. The concept of realization is not used. This may be seen as an
advantage in a perfect market context, as the market assures that the entity is able
to realize the market value (and no more) at the reporting date. However, a
consequence is that it is more difficult to convey information on transactions in
assets and liabilities if market values are used as the basis for financia reporting.

The concept of capital that is implicit in the use of market values is that of the
ability to earn a market rate of return. If, for example, opening capita is
CU10,000 and a market rate of return is 10%, the entity can expect to have a
surplus of CU1,000 which can be applied to other purposes whilst retaining its
capital unchanged. Its unchanged capital will still suffice to enable it to earn the
market rate of return on CU10,000 (which, in the second period, may be more or
less than 10%).

7

The arguments here apply equally to debt instruments that are * held to maturity’.
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3.9  Although no perfect markets exist in practice, there are some—such as certain
markets for securities, commodities and currencies—that approach that ideal, and
in such cases market prices may provide a useful basis for financia reporting. It
may also be possible to use estimated market values for financia reporting where
market prices for similar, but not identical, assets are available. For example, an
unguoted equity investment might be valued by reference to prices for similar
guoted investments, adjusted to reflect the lower liquidity associated with an
unquoted investment.® This would have the advantage of promoting consistency
with the valuation of other similar assets (eg quoted investments), and this may
outweigh the disadvantages of the complexity and possible subjectivity
necessarily required by such valuation techniques, and the consequent loss of
comparability and verifiability. Understandability is aso diminished by the use of
estimated rather than actual market values as the user may erroneously conclude
that assets can be readily realized at the value at which they are stated, and may
not appreciate the limitations of the models used to derive estimated values and
the assumptions on which they rely.

3.10 For many kinds of assets, however, markets are from perfect. In particular,
different entities may have different needs and possible uses for an asset. Because
of this, the asset may be worth more to a particular entity (including the reporting
entity) than its market value. In these cases, the extent to which market value
provides relevant and representationally faithful information may be questioned.
These circumstances are frequently encountered in the public sector.

3.11 For example, an entity may acquire or construct an asset in order to exploit its
service potential in fulfilling its public sector objectives, and it may be the case
that any potential purchaser would pay an amount much smaller than its cost. The
price that such a purchaser would pay would be reduced to reflect the cost of
adapting the asset for an alternative use, and might be no more than the scrap
value of the materials embodied in the asset.

3.12 A prison, for example, might be constructed at a considerable cost but have a
much lower value to any prospective purchaser. In such cases, the choice
between a buying (entry) price and a selling (exit) price is critical. Reporting
such an asset at its low selling price would not be relevant, as the entity is
unlikely to dispose of an asset that it requires in order to fulfill its service
objectives. Nor would such a market value be representationally faithful of the
value of the asset to the public sector entity, which can obtain the services
provided by the asset only by incurring a cost that is greater than that selling
price. Furthermore, reducing the carrying value of a newly-constructed asset to
its selling price would result in a reported loss, which might be considered not to
reflect fairly the financial performance of the entity.

8 GRSM 2001 notes that ‘The ideal market on which to base a vauation is a market in which the
identical assets are traded in considerable volume and their market prices are listed at regular intervals.
Such prices are often available for financial claims, transportation egquipment, crops, livestock and
inventories.’” (paragraph 7.23)
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3.13

Selling prices are, however, relevant for an assessment of the financial entity’s
financia flexibility. They provide information on an entity’s command over
goods in genera: that is, the amount that the entity can realize from existing
resources to deploy in other activities and the value that alender might attribute to
the asset if it were to be pledged as security for borrowings. (For this information
to be complete, it would be necessary to deduct from the selling price transaction
costs, that is, the costs that would be incurred in making the sale)) There is
therefore a case for selling prices of assets to be disclosed in GPFRs. But in most
cases, where disposal of the asset is not currently contemplated it would appear
that other bases are more relevant for use in the statement of financial position.

Preliminary View 2

A market value may be an appropriate measurement basis for assets and liabilities that
are traded on markets that are sufficiently perfect. However, in the public sector the
market for many assets and liabilities is imperfect, and market value is unlikely to be

practicable or useful.
(b) Fair Value
3.14 The IASB and the FASB have attempted to prescribe how market-based values

3.15

3.16

3.17

3.18

may be used for financia reporting purposes for assets and liabilities that are not
traded on perfect markets. The IASB’s proposals are contained in an Exposure
Draft ‘Fair Vaue Measurement’ (May 2009). The Exposure Draft is based on
Statement of Financial Accounting Standards No 157 (FAS 157), “Fair Vaue
Measurements’ issued by the Financial Accounting Standards Board of the
United States in 2006.

The Exposure Draft is not intended as a contribution to the IASB’s conceptual
framework, but proposes guidance for the application of ‘fair value' in those
circumstances where that is the measurement basis required by other accounting
standards.

The Exposure Draft defines fair value as an exit value amount. The definition is:

‘Fair value is the price that would be received to sell an asset or paid to
transfer a liability in an orderly transaction between market participants
at the measurement date.’

The Basis for Conclusions to the Exposure Draft notes the concern that at an exit
price might lead to low, possibly scrap, values for some assets that are valuable to
the reporting entity. The Exposure Draft proposes that in such a case:

‘the in-use valuation premise would be appropriate: an exit price reflects
the sale of the asset to a market participant that has, or can obtain, the
complementary assets and liabilities needed to use the specialized asset in
its own operations. In effect, the market participant buyer steps into the
shoes of the entity that holds those specialised assets.’” (paragraph BC61)

The Basis for Conclusions also notes that the fair value of an asset would not
exceed its current replacement cost (considered from the perspective of the
hypothetical market participant buyer).
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3.19 It is questionable, particularly in the public-sector context, whether an exit value
perspective is generally appropriate for operational assets with remaining service
potential. Recourse to a market participant that has the same opportunities as the
reporting entity seems to be excessively hypothetical, given that many of the
assets used by public sector entities in providing services—for example, dams and
reservoirs—would not be provided by other entities.’

3.20 The concept of capital implicit in afar value basis of measurement is difficult to
discern. As noted above, it may be reasoned that selling prices provide
information on an entity’s command over goods in general, but under fair value
the selling price is not reduced by the costs necessarily involved in making the
sale. It might be reasoned that fair value reflects market participants assessment
of the amount, timing and certainty of future cash flows, and therefore where fair
value is used the entity’ s performance is benchmarked against that of other market
participants. However, in imperfect markets, it can only safely be concluded that
fair value represents an amount that is no greater than the value of the cash flows
required by the marginal market participant.

Preliminary View 3

Fair value as defined in SFAS 157 is an exit value that is unlikely to be generally
appropriate for operational assets with remaining service potential. Although it can be
reasoned that ‘fair value' may be taken to be the value that would be placed on the asset
by a market participant with the same opportunities as the reporting entity, this may be
excessively hypothetical in the public sector context.

4 The Deprival Value M odel

4.1  The depriva value model (which is sometimes referred to as the ‘value to the
entity’ model), is well established in the academic literature and has been
recommended for use in public sector financia reporting, for example by the
Byatt Committee in the UK and the Carpenter Report in Australia.®

4.2  Thedepriva value model is based on the qualitative characteristic of relevance. It
does not prescribe a single measurement basis, but rather a means by which a
specific basis may be selected as the most relevant in specific circumstances.

4.3  Because the deprival value model chooses between measurement bases solely on
grounds of relevance, it is also necessary to consider whether the measurement

®  Although the boundaries between the public sector and the private sector may vary over time, for
example under Service Concession Arrangements, contemplation of possible arrangements under
which another entity would take over responsibilities that are currently those of the public sector will
in many cases be hypothetical. The value that might be ascribed to assets under possible Service
Concession Arrangements may be materially affected by the terms of such conjectural arrangements.

10 Accounting for Economic Costs and Changing Prices: A Report to HM Treasury by an Advisory
Group, London, 1986 (The Byatt Report). Steering Committee on National Performance Monitoring
of Government Trading Enterprises Guidelines on Accounting Policy for Valuation of Assets of
Government Trading Enterprises Using Current Valuation Methods, Melbourne, 1994. (The
Carpenter Report)
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basis that it implies also adequately reflects the other qualitative characteristics.
For example, consideration of the deprival value model might suggest in a
particular case that value in use should be the preferred measurement basis, but if,
in the circumstances of that case, value in use were completely unverifiable, an
alternative measurement basis might be selected.

44  The depriva value model selects as the most relevant measurement basis that
which reflects the extent to which the entity is ‘better off’ because it holds the
asset. This may be thought of as the answer to the following questions, all of
which are equivalent:

What amount would just compensate the entity for the loss of the asset?
What loss would the entity sustain if deprived of the asset?

How much would the entity rationally*! pay to acquire the asset (if it did
not already hold it)?

45  If the entity were deprived of the asset it would lose at |east the amount of benefit
(or service potential) that it is able to derive from the asset: fair compensation for
the loss would be at least that amount, and the entity would be willing to pay at
least that amount to acquire the asset if it did not already own it. Thus this
amount represents the lowest relevant measure of the asset. Because it represents
the amount that the entity can recover from the asset, it is generaly referred to as

‘recoverable amount’ . 12

4.6  Therecoverable amount of an asset is the higher of:

Value in use: the present value to the entity of the asset’s remaining
service potential if it continues to be used, and the amount that the entity
will receive fromits disposal at the end of its useful life; and

Net selling price: the amount that the entity can obtain from sale of the
asset at the reporting date.

4.7  Thedistinction between value in use and net selling price is useful in emphasizing
the importance of considering the choice between continuing to use the asset for a
period and immediate sale. However, as value in use includes the amount that the
entity will receive from disposal of the asset at the end of its useful life, net
selling price can be thought of as simply a limiting case of value in use, which

1 ‘Rationally’ is used here in the sense in which it is conventionally used in the deprival value model to

refer to the presumption that an entity selects the course of action that is consistent with the maximum
financia return. For example, an entity would not, in this sense, rationally pay a higher price to
acquire an asset if it could obtain an identical asset at a lower price. As explained in paragraph 1.17
above, it isimportant that the measurement of assets reflects their full financial value, even if this does
not correspond with their intended use. The presumption of ‘rational’ behaviour ensures that thisisthe
case. It does not imply that adopting a course of action that is inconsistent with maximising a financia
return isirrational or improper.

IPSAS 21 ‘Impairment of non-cash generating assets’ uses the term ‘recoverable service potential’.
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4.8

4.9

4.10

411

4.12

4.13

4.14

applies where the value of the remaining in-use service potential is nil, and the
best course isto sell the asset immediately.

The higher of value in use and net selling price is the recoverable amount
irrespective of whether the entity intends to continue to use or sell the asset: if an
entity chooses to deploy an asset in a way that does not recover the maximum
amount, the consequence of that decision is reflected in the periods in which it is
implemented and not anticipated by stating the asset at an amount that is lower
than the amount that can be recovered. This is required by the accountability
objective of financial statements, as explained in paragraph 1.17 above.

In some cases, an asset’s value in use can be quantified by calculating the present
value of the future cash inflows that the entity will derive from the asset assuming
its continued use. In others it is possible to quantify the savings in the form of
future cash outflows that continued use of the asset will enable the entity to avoid.
The calculation of value in use should take account of the risk of variationsin the
amount and timing of cash flows, and the time value of money.

In practice, the calculation of value in use is often difficult. Assets that are
employed in cash generating activities often provide cash flows jointly with other
assets, and so value in use can be estimated only by calculating the present value
of the cash flows of a group of assets and allocating the total (inevitably with
some arbitrariness) to individual assets. In the public sector, most assets
contribute to the provision of subsidized or uncharged services rather than directly
generating cash flows: such assets are referred to as ‘ non-cash generating assets .

The recoverable amount of an asset cannot be lower than net selling price. In
estimating that amount it is necessary to take account of the costs that would be
incurred on the disposal of the asset, including legal costs, taxes and commissions
that relate directly to the sale and the costs of bringing the asset into a location
and condition suitable for sale.

Recoverable amount, will, however, often overstate the value of an asset, as it
includes all the future contribution that the asset is expected to provide to the
entity. For example, if an asset is acquired because it will enable cost savings to
be achieved, those cost savings will typically exceed the cost of the asset, and so
it would not be a relevant measure to reflect them in the value of the asset.

The deprival value model therefore requires that the value of an asset cannot be
stated at a higher amount than replacement cost. Replacement cost is defined as:

“the most economic cost required for the entity to replace the service
potential of an asset (including the amount that the entity will receive from
itsdisposal at the end of its useful life) at the reporting date.”

Replacement cost is discussed in more detail in section 5 below.

If the entity were deprived of an asset which will provide benefits (or service
potential) greater than its cost, it would replace it rather than lose that benefit.
Fair compensation for the loss would be no more than replacement cost. Thus
replacement cost represents the highest relevant measure of the asset.
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415 In summary, under the deprival value model the measurement basis reflects the
loss that the entity would sustain if deprived of the asset. This cannot be higher
than the current cost of obtaining equivalent service potential (replacement cost),
or lower than the amount that the entity can recover from the asset (recoverable
amount). The choice of measurement base reflects the highest economic value
that the entity is able to derive from the asset: replacement cost is selected where
the asset is worth replacing, and net selling price is selected when the asset is not
worth replacing and the highest value will be obtained from immediate sale.
Value in use is selected when an asset is not worth replacing but the value of its
service potential is greater than that which would be derived from sale.

4.16 The deprival value model as applied to assets may be portrayed diagrammatically

asfollows:
Deprival value
=lower of
Recoverable
Replacement cost amount
= higher of
Vaueinuse Net selling price

4.17 Replacement cost, value in use and net selling price are all current measurement
bases. It follows that, where deprival value is used the financia statements are
prepared on a current, rather than historical basis.

4.18 Deprival value does not follow either an entry value or an exit value perspective
in al cases. Rather, it selects an entry price (replacement cost) and an exit price
(recoverable amount), depending on their relevance in specific circumstances.

4.19 Because the measurement basis that is applied is dependent on the entity’s
circumstances, the deprival value model can be said to be an entity-specific rather
than a market-based approach. However, replacement cost and net selling price
each refer implicitly to transactions in a market setting. And they should reflect
the entity’s economic constraints and opportunities rather than simply the
expectations and intentions of the entity’ s management.

4.20 Because, under the deprival value model, replacement cost is used for assets to
the extent it is recoverable, it is consistent with an operating capacity concept of
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capital. For assets stated at recoverable amount, the concept of capital is that
implicit in the discount rate applied to future returns. the deficit or surplus will be
the amount by which actua returns differ from those reflected in the recoverable
amount. This suggests that, in principle, there may be a case for separately
disclosing the results from assets stated at replacement cost and recoverable
amount.

Application of the Deprival Value Model to Liabilities: Relief Value

421 As with assets, measurement of liabilities requires selection of an appropriate
measurement basis. Many of the considerations that arise are parallel, athough
some changes in terminology are needed: for example ‘relief value' is used in
place of ‘deprival value'.

422 Application of the relief value model requires consideration of the following
measurement bases:

@ the price at which the entity would rationally be willing to assume the
liability (assumption price).

(b) the cost of fulfilling the obligations represented by the liability (cost of
fulfillment). Where the obligation is financial, fulfillment will be making
the required payments, where the obligation is to provide goods or
services, fulfillment consists of providing those goods or services.

(© the cost at which release from the liability could be obtained (cost of
release). Release may be obtained either by obtaining the consent of the
party to whom the obligation is owed or by transferring the liability to a
third party.

423 The discussion above of the application of the deprival value model to assets
notes that arelevant measurement basis for assets:

@ cannot be lower than the maximum value that the entity can derive from
the asset, but

(b) cannot be greater than current replacement cost.

Because in many cases replacement cost will be lower than the maximum value
that the entity can derive from the asset, it will be the appropriate basis.

4.24  For liabilities, the parallel principles are that a relevant measurement basis:

@ cannot be lower than the minimum burden that the liability represents to
the entity, but

(b) cannot be greater than the price at which the entity would rationally
assume the liability, which is assumption price.

Because in many cases assumption price is higher than the minimum burden
represented by the liability, it will be the appropriate basis.

ACL June 2010



IFAC IPSASB Meeting

June 2010 —Vienna, Austria

4.25 The concepts applicable to assets and liabilities may be arranged in parallel as

follows:

Assets

Liabilities

General concept

Depriva value:

What amount would just
compensate the entity for
the loss of the asset?

or, equivalently,

What loss would the
entity sustain if deprived
of the asset?

or, equivalently,

What amount would the
entity rationally pay to
acquire the asset (if it did
not aready hold it)?

Relief value:

What amount would the
entity rationally pay to
settle the liahility?

or, equivalently,

What gain would the
entity enjoy if were
relieved of the liability?

or, equivalently,

What amount would the
entity rationally accept to
assume the liability (if it
did not already haveit)?

Entry or exit?

Lower of entry and exit

Higher of entry and exit

Entry value Replacement cost Assumption price
Exit value Recoverable amount — Settlement amount —lower
higher of: of:
Valuein use Cost of fulfillment
Net selling price Cost of release
4.26 The relationship between the measurement bases for liabilities may be portrayed
diagrammatically asfollows:
Relief value
= higher of
Settlement
Assumption amount =
price lower of
Cost of Cost of release
fulfillment
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Settlement Amount

4.27

4.28

4.29

In the context of assets, recoverable amount is a representation of the future
benefits (or service potential) that will be derived from an asset. Anaogously,
settlement amount is a quantification of the amount of the outflows required to
settle a liability. Just as recoverable amount reflects the highest amount of an
asset’s benefits (value in use or net selling price), so settlement amount reflects
the lowest cost of settlement, which will be either the cost of fulfillment or the
cost of release. In both cases settlement amount includes all the costs that will be
incurred including, for example, transaction costs.

For example, suppose a local government has undertaken to build retail outlets for
acommercial property manager (perhaps as part of a major development of civic
facilities), and the consideration is paid at the outset. As construction proceeds it
becomes clear that the cost of construction is significantly higher than that
anticipated. The cost of fulfillment is the cost of completing the retail outlets. the
cost of release is the amount that would be required to obtain the consent of the
other party to release the local government from its liability.

If aliability may be extinguished either by fulfilling at a cost of CU600, or by
securing release at a cost of CUS800, the cost of fulfillment is a more relevant
measurement basis than the cost of release. Conversely, where seeking release is
less costly than fulfillment (and assuming that seeking release is a feasible course
of action for the entity), cost of release is a more relevant measure than cost of
fulfillment. Just as with assets the choice between value in use and net selling
price does not depend on the entity’s intended use (as noted in paragraph 4.6
above), so for liabilities the settlement amount is (at least in principle) the lower
of the cost of fulfillment and release, irrespective of the intentions of the entity.

Cost of Fulfillment

4.30

4.31

4.32

4.33

The cost of fulfillment includes all costs that the entity will incur in fulfilling the
obligations represented by the liability, assuming that it does so in the least costly
manner. The costs include not only payments to the counterparty but also other
costs that will arise from fulfilling the obligation.

Where the cost of fulfillment depends on uncertain future events, all possible
outcomes are reflected in the estimated cost of fulfillment, which should aim to
reflect in an unbiased manner all possible outcomes.

Where fulfillment requires work to be done—for example where the liability is to
rectify environmental damage—the relevant costs are those that the entity will
incur: this may be the cost of doing the work itself, or of employing a contractor
to do the work on behalf of the entity. However, the costs of employing a
contractor are only relevant where employing a contractor is the least costly
means of fulfilling the obligation.

The cost of fulfilling aliability is the value to the entity of resources that will be
used in making fulfillment, and not necessarily their carrying amount.
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4.34  Where fulfillment will be made by the entity itself, the fulfillment cost does not
include any profit, as any such profit does not represent a use of the entity’s
resources. Where fulfillment amount is based on the charges of employing a
contractor, the amount will implicitly include the profit required by the contractor:
however, the total amount charged by the contractor will be a demand on the
entity’ s resources.™

4.35 Where fulfillment will not take place for an extended period, the costs need to be
discounted to reflect the value of the liability at the reporting date. In some cases
it is possible and appropriate to adjust the cash flows for risk before discounting
(at a risk-free rate). Alternatively, the discount rate is reduced to reflect the
riskiness of the liability—the higher the risk, the lower the discount rate and
hence the larger the liability at the reporting date. This is analogous to reflecting
the riskiness of future returns in the discount rate used in a calculation of value in
use.

4.36 It is questionable whether the cost of fulfillment should reflect the possibility that
the entity may default on a liability. The issue of whether the measurement of a
liability should reflect the entity’s credit risk is discussed in Appendix B.

Cost of Release

4.37 Cost of release refers to the amount that either (i) the creditor will accept in
settlement of its claim; or (ii) a third party would charge to accept the transfer of
the liability. Where there is more than one means of securing release from the
liability, the cost of release is the lowest amount.

4.38 Transferring aliability may be distinguished from entering into an agreement with
another party that will fulfill the entity’s obligation or bear all the costs stemming
from aliability. In order for aliability to be transferred it is necessary that all of
the creditor’s rights against the entity are extinguished. If thisis not the effect of
an arrangement, the liability continues to exist and should continue to be reported.
The arrangement may, however, result in a separate asset of the entity
representing its rights against the other party. For example, if an entity has an
obligation under alease to restore a property and pays a contractor to carry out the
necessary work, payment gives rise to a right against the contractor, not transfer
of the liability (unless the lessor agrees to release the liability and obtains rights
against the contractor).

4.39 For many liabilitiesit will be clear that transfer is not possible (or practicable) and
cost of release will therefore be simply the amount that the creditor will accept in
settlement of its claim. Thisis particularly the case in the public sector. This will
be known if it is specified in the agreement with the creditor (for example, where
a contract includes a specific cancellation clause). In some cases there may be
evidence of the price at which liabilities may be transferred (for example in the

13 Analogously for assets, replacement cost would include the profit required by a supplier, but no profit

would be included in the replacement cost for assets that the entity would replace by its own
construction efforts.
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4.40

441

case of some pension liabilities). In other cases cost of release will not be known,
but adequate evidence may exist to show that it must be higher than cost of
fulfillment (and therefore the settlement amount is cost of fulfillment).

Cost of release will usually be more than the cost of fulfillment. A creditor will
usually attach a higher value to fulfillment than release and will therefore require
a premium to accept immediate settlement. A third party will usually incur the
same costs in fulfilling an obligation as the reporting entity and will only accept a
transfer at a lower price if it has a competitive advantage. Thus the cases in
which cost of release is the appropriate measurement basis may be expected to be
relatively rare, but this may be the case, for example, where a contract has
become onerous.

In considering whether cost of release is appropriate it is necessary to consider
whether release in the envisaged manner is an option that is open to the entity in
practice, including any consequences of obtaining release, such as damage to the
entity’ s reputation.

Assumption Price

4.42

4.43

4.43

4.45

4.46

Assumption price is the concept for liabilities that is analogous to replacement
cost for assets. As is explained below, it is most often relevant to exchange
transactions carried out on arms-length terms, rather than non-exchange
transactions.

In the context of an activity that is carried out with a view to profit, an entity will
assume aliability only if the price it receivesis greater than the cost of fulfillment
or release (i.e. settlement amount). Once that amount has been paid, the entity has
an obligation to its creditor.

Although typically the entity will expect to be able to fulfill its obligation, and
that will extinguish its liability, it is an oversimplification to characterize the
obligation as ssimply that of performing. More precisely, the entity’s obligation is
either to perform or to compensate the other party for any loss that might arise
from its failure to perform. (Compensation would at least include refunding the
amount paid.) Thus stating the liability at fulfillment price would understate the
liability, but assumption price provides a representationally faithful measure,
reflecting the entity’ s accountability to its creditor for the amount that has been
paid.

Assumption price represents the amount that was accepted by the entity for
assuming a liability: it is therefore usually reasonable to assume that it is the price
that it would rationally accept for assuming a similar liability. It would charge a
higher amount, if competitive pressures allowed it to do so, but might be
unwilling to accept alower price.

Just as replacement cost is a current value so, conceptually, is assumption price.
There are, however, serious practical problems in reflecting changes in prices in
obligations that are stated at assumption price.
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447 It is sometimes questioned whether items reported as ‘deferred revenue’ are
liabilities as defined in the conceptual framework. However, some such items can
be seen as performance obligations that are measured at assumption price.

448 A consequence of stating performance obligations at the assumption price is that
no profit is reported at the time the obligation is taken on. Profit is reported in the
financial statements in the period of fulfillment (or release), as it is the difference
between the revenue arising in respect of satisfaction of the liability and the cost
of settlement.

449 An entity may have a potential obligation to its customer that is larger than
assumption price. If the entity seeks release from a contract, the customer may be
able to claim recompense for losses that it will sustain, as well as the return of any
amounts paid. However, provided that the entity can settle the obligation by
fulfillment, it can avoid such additional obligations and it is representationally
faithful to report the obligation at assumption price. (This is analogous to the
position where an asset will yield greater benefits than replacement cost where, as
explained above, the depriva value model restricts the measurement to
replacement cost.)

Non-Exchange Transactions and Onerous Contracts

450 Public sector entities may enter into non-exchange transactions that give rise to
liabilities to transfer goods or provide services either for free or at a price that is
not commensurate with the value of the goods and services to be provided.
Similarly a contract, although originally entered into on arms-length terms, may
become onerous when it becomes clear that settlement will now be more costly
and exceeds the origina assumption price. In such a case, the relief model
suggests that the appropriate measurement basis for the liability is settlement
amount: the liability should be restated to settlement amount and a loss recognised
for the difference between that amount and the assumption price.

451 Because, as mentioned above, the settlement amount does not include an element
for profit, no profit will be made when a liability measured at settlement amount
IS settled.

Preliminary View 4

The deprival value model provides a rationale for selecting a measurement basis for
assets and liabilities that is relevant in a particular case. However, because the deprival
value model is concerned only with relevance, it is necessary to consider whether the
measurement basis it suggests adequately reflects the other qualitative characteristics of
financial information.
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5 Replacement Cost

5.1  Replacement cost is often advocated as a relevant measurement basis for use in
GPFS, usually as part of the deprival value model (Section 4 above).** As noted
in paragraph 4.13 above, the replacement cost of an asset may be defined as:

“the most economic cost required for the entity to replace the service
potential of an asset (including the amount that the entity will receive from
itsdisposal at the end of its useful life) at the reporting date.”

5.2  Because the definition refers to the cost “at the reporting date”, replacement cost,
as that term is used here, is a current value, that is, it reflects economic and
financial conditions prevailing at the reporting date.

5.3  Replacement cost may be distinguished from reproduction cost: the former refers
to the cost of replacing service potential, whilst the latter is the cost of obtaining
an identical asset. For example, the private offices of a government department
may have high ceilings and ornate plasterwork: the reproduction cost of such a
building might be very high, but the replacement cost would be that of office
accommodation offering the same accommodation but which might lack those
features as they have no economic value. It should not, however, be assumed
that use of replacement cost always entails an exhaustive search for assets with
equivalent service potential: in many cases the most economic replacement cost
will be that of an asset that is similar in major respects to the asset that is actually
owned.

54  Because entities usually acquire their assets by the most economic means that is
available, replacement cost reflects the procurement process that an entity
generaly follows. The concept of replacement cost is that of replacement in the
ordinary course of operations, and not the extraordinary costs that might be
incurred if an urgent necessity arose as a result of some unforeseeable event (such
as a fire). Also, replacement cost reflects the particular circumstances of the
entity. For example, the replacement cost of a specific kind of vehicle may be
less for an entity that usually acquires large quantities of vehicles in a single
transaction and thus is regularly able to negotiate discounts than it would be for an
entity that purchases its vehicles individually. Where the entity is a public sector
entity and its replacement cost differs from that of a private sector entity, it is the
public sector price that represents replacement cost.

55  Replacement cost is the cost of an asset that is of the same age and condition as
that which is being valued. Thus where replacement cost of a used asset is
ascertained by reference to the cost of a new asset, an adjustment is necessary to

14 GFSM 2001 states ‘In general, fixed assets are most effectively valued when the current written-down
replacement cost is used as a proxy for the current market value.” (paragraph 7.34). It also states
‘Inventories of goods intended for resale are valued at their current replacement prices.” (paragraph
7.65)
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5.6

5.7

5.8

5.9

reflect the reduced service potential of the asset that is owned.” Similarly, an
estimate of replacement cost may be reduced to reflect the cost required to repair
adamaged asset.

The relevant service potentia is that which the entity is capable of using, having
regard to the need to hold capacity to enable the entity to deal with contingencies
that might arise. This results in the reduction of the replacement cost of an asset
when the need for its service capacity falls. For example, if an entity owns a
school that is adequate for 500 pupils but, perhaps because of demographic
changes since the construction of the school, a school for 100 pupils would be
adequate for current and reasonably foreseeable requirements, the replacement
cost of the asset is that of a school for 100 pupils.

Some object to the use of replacement cost on the grounds that it reflects not the
cost of the asset that is owned, but rather the hypothetical cost of an asset that is
not owned. They suggest that replacement cost is not appropriate as it is not an
attribute of the asset that is actually owned. However, it is not the physical asset
that is being valued, but rather the services that the existing asset is capable of
providing.

The relevance of replacement cost is particularly clear where assets have to be
regularly replaced, for example where a stable volume of inventory needs to be
held, and so consuming inventory necessarily entails its replacement, for which
the current price will have to be paid. However, replacement cost is also relevant
when assets will not be replaced, as depreciation of replacement cost represents a
fair charge for the cost of an asset’s services that are consumed within an
accounting period. Thus the relevance of replacement cost is not (as is sometimes
suggested) to ensure that the GPFSs report the extent to which sufficient funds for
replacement are retained within the entity to provide for replacement. Rather, its
use enables management to use the GPFSs to be accountable for the current cost
of the services provided and to provide input for decision making purposes.

It flows from the definition of replacement cost that it includes all the costs that
would necessarily be incurred in replacement of the service potential of an asset.
This would include transaction costs as well as the price that would be paid for a
replacement asset.

Replacement Cost and the Qualitative Characteristics

5.10

The major advantage of replacement cost compared to other measurement basesis
its relevance (for both accountability and decision making purposes). Unlike
historical cost, replacement cost reflects economic conditions prevailing at the
reporting date. It also reflects the economic position of the reporting entity since
al (and only) the service potential that the asset affords to that entity will be
reflected in its carrying amount, and does not vary according to the value—or, in

15

IPSAS 21 uses the term ‘replacement cost’ to refer to the cost to replace the asset's gross service

potential, which is depreciated to reflect the used condition of an asset. In this paper, replacement cost
is defined as the cost of the remaining service potential.
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the case of specialized assets, lack of value—that the asset may have to another
entity. Replacement cost is consistent with the going concern assumption®® that
the entity will continue in operation and will not reduce or terminate its activities.
(Conversely, where the going concern assumption is inappropriate, replacement
cost isunlikely to be relevant.)

5.11 In the case of assets that are held in order to provide services, replacement cost
provides information that is relevant, because it reflects the cost of future service
potential that is attributable to the asset.

5.12 As noted above, use of replacement cost is consistent with an operating capacity
concept of capital maintenance: a surplus indicates the extent to which the income
for the period exceeds the current cost of the assets consumed in providing
services in the period, which will need to be replaced if the same level of services
areto provided in future periods.

5.13 It is possible to combine historical cost and replacement cost information by
reporting separately the extent to which changesin prices are reflected in the costs
reported in the year. These amounts are sometimes referred to as ‘redlized
holding gains'. This permits the GPFSs to report both the costs based on actual
transactions, which may be useful for an assessment of accountability, as well as
the costs based on current prices which is useful to an assessment of future
resource needs. The quantification of realized holding gains requires a flow
assumption to be used, because it requires quantification of the historical cost of
assets consumed: as noted above, flow assumptions are inevitably arbitrary.

5.14 Inthe case of fixed assets, it is important to distinguish changes that are the cost
of the consumption of service potential (i.e. depreciation) from changes that are
the result of changing prices.

5.15 It is apparent that in some cases calculation of replacement cost will be complex
and subjective judgments will be required. This will prejudice the timeliness,
comparability and verifiability of information prepared on a replacement cost
basis, and will also make it more costly than some alternatives. However,
calculations of replacement cost need not be carried out more frequently than is
necessary to ensure that the GPFSs are not materially misstated as a result of the
failure to obtain an up-to-date replacement cost. The period between valuations
should aso be chosen to ensure that the cost is commensurate with the benefit of
improved financial information.

Preliminary View 5

Replacement cost, where available, is likely to provide relevant information, particularly
for assets that are held in order to provide services. However, in some cases it may be
complex and costly to apply and may rely on subjective judgments which will limit the
verifiability and comparability of financial statements.

16 [Cross reference to discussion of going concern elsewhere in the Framework to be considered.]
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Assetsthat may be Sold for Alternative Use

5.16 Replacement cost (as defined above) reflects the cost of the service potential that
the entity is able to use. A consequence of this is that replacement cost may
understate the value of an asset if it has alternative uses that could be exploited by
others. For example, if a government department is located in a building in a
prime central business district but could function equally well at a less valuable
remote location, replacement cost is the cost of a building in that remote location.
Arguably, replacement cost would, in such a case, not provide a relevant measure
of the value of the asset that is used in the entity’s operations, because the entity
could sell the present asset and obtain equivalent service potential at current
replacement cost.

5.17 Where it appears that there may be incrementa value arising from an alternative
use it is relevant to consider whether the existing use of the asset requires the
current location. If it is necessary for an activity to be carried out in a prime
business location, (which may be the case, for example, for a school or hospital)
then the full value of that asset relates to that activity, and not to an alternative
use. This may be the case even if the market value of the asset is very high and
the current activity yields little or no cash flow.

5.18 In considering reflecting an aternative use value in financial statements, the
strength of the evidence that the value represented by the alternative use would
actualy be received in the event of saleis relevant. Possible sales for alternative
uses will range from the probable to the speculative, or even fanciful. It would
not be appropriate for an aternative use value to be reflected in the financial
statements unless there was adequate evidence that it was representationally
faithful of the value of the asset to the entity. The value that might be obtained
from an aternative use would also be reduced by the costs of relocation and
disruption to activities that would be caused by a move to alternative premises.
The approach to be adopted may also be affected by whether the asset is
considered as a single unit or, for example, land and improvements are assessed

separately.
5.19 This suggests that incremental value relating to an alternative use might only be
reflected where there is a high degree of evidence to support it, for example where

the entity is planning disposal of the asset and has received professional advicein
that connection.

5.20 In other cases, apparent incremental value due to a possible alternative use may be
best dealt with by supplementary disclosure either in the notes to the GPFSs or
elsewhere in GPFRs.
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Appendix A

Possible Applications of M easurement Conceptsin Accounting
Standards

Accounting standards address specific issues. The Conceptual Framework is intended to
guide the development of standards, not to replace it. This Appendix illustrates how
some of the concepts discussed in this paper might be reflected in standards, but it does
not imply that other conclusions would necessarily conflict with these concepts. This
might be the case, for example if different views were taken of the relative importance in
the specific cases of the individual qualitative characteristics or of the costs of the various
possible solutions. It is aso possible that actual standards would differ from the
illustrations as the concepts identified in the Framework are not the only consideration
that is relevant in judging the appropriate accounting requirements of a standard.

Inventory of Materials

Al. The measurement basis used for inventory directly affects the reported cost of
services in the period in which the inventory is consumed. An accounting
standard might therefore require inventory to be reported at replacement cost,
reflecting the view that the current cost of service provision is relevant to
assessing future resource needs. However, the standard might permit the use of
historical cost on cost-benefit grounds, for example, for inventories whose prices
are relatively stable and that are consumed within a short period of their
acquisition.

Property, Plant and Equipment

A2.  Anaccounting standard might require property plant and equipment to be stated at
replacement cost, because it is more relevant than historical cost or fair value.
The standard might allow historical cost in certain circumstances for practical
reasons.

Intangible Assets not Traded on a Market

A3.  An accounting standard might require iintangible assets that are not traded on a
market to be stated at historical cost. This might be because it is judged that a
valuation isunlikely to be verifiable or representationally faithful.

| nvestments

A4.  An accounting standard might require investments that are listed on an active
market to be stated at market value since this is the most relevant measurement
basis for assessing their value for the purpose of which they are held—that is,
securing an income and capital appreciation. The standard might also require an
estimated market value to be used for unlisted investments, because the increase
in comparability with listed investments outweighs the complexity and lack of
verifiability of the use of estimates.

ACL June 2010



IFAC IPSASB Meeting

June 2010 —Vienna, Austria

A5. A standard might, however, distinguish equities held for investment purposes
from strategic holdings, such as an equity stake in ajoint venture which provides
community leisure or artistic facilities. For such strategic holdings, it might be
concluded that thereislittle relevance in an estimated current value and so require
the historical cost to be used.

Negligence Liabilities

A6.  An accounting standard might address the measurement of liabilities such as those
arising from claimed negligence (for example, in providing heathcare). The
standard might require such liabilities to be stated at settlement amount, taken to
be the lower of the cost of fulfillment and the cost of release. In such a case
historical cost and assumption price are unlikely to be available.
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Appendix B

The measurement of Liabilitiesand the Entity’s Own Credit Risk

B1l. Respondents views are invited on the question of whether, conceptually, the
amount at which aliability is stated in a public-sector entity’ s financial statements
should reflect the entity’s own credit risk. This appendix summarizes the
principal considerations on thisissue.™

B2. In the public sector context, some have argued that the issue is of limited
significance. They have noted that the credit ratings of public sector entities are
often high and subject to little change, as evidenced by the use of a rate paid on
government bonds to approximate a risk-free rate. This argument may, however,
be questioned in the light of recent market conditions.

The Casefor Reflecting an Entity’s Own Credit Risk

B3.  One of the arguments for current values is that they are generally more relevant
than historical values because they reflect economic and financial conditions
prevailing at the reporting date. An entity’s own credit risk is one of the factors
that affect the current value of its liabilities, and thus the relevance of the amount
of the liability is enhanced if it is stated at an amount that reflects the entity’s own
credit risk.

B4.  An entity might issue a liability in an arm’s-length transaction that requires it to
pay CU100 in two year’s time in return for consideration of CU91. The amount
of the discount (CU9) reflects the appropriate charge for the time value of money,
having regard to the entity’s credit risk. One year later, the liability has a
remaining maturity of one year, and the entity might expect (assuming no general
changes in interest rates) to be able to issue a similar liability with that maturity
for CU95. However, the amount that would be received will have changed if the
entity’s credit rating has changed: if it has deteriorated it would receive a lower
amount, and if it has improved the amount would be greater. Unless the measure
of the liability is updated to reflect changes in the entity’s own credit risk, it is
possible that it might have two identical liabilities (one issued a year ago and one
newly-issued) that are stated at different amounts. This is contrary to the
qualitative characteristic of comparability, which requires that similar items are
reported in a similar manner. This suggests that it is necessary to reflect changes
in an entity’s own credit risk if all relevant circumstances are to be captured in the
reported amount.

B5. Reflecting changes in an entity’s own credit risk has implications that seem
paradoxical. If the entity’s credit risk (and so, presumably its financial condition)

" Technically, credit risk relates to specific liabilities rather than the entity as a whole: an entity may

have several liabilities in issue whose credit risk differs because the terms (including the security
pledged) differ. However, for simplicity reference is made only to the credit risk of an entity in this
Appendix.
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B6.

B7.

B8.

has deteriorated, the result of reflecting changes in that risk is that a gain is
reported, as the liability is now reported at a lower amount; conversely a loss is
reported if the credit risk improves.

Those who support reflecting an entity’s own credit risk, however, do not see this
as anomalous. They note that, as an entity’s financia condition deteriorates, the
value of its assets, aswell asits liabilities, will fall. The gain on itsliabilities will
be offset by losses on its assets, athough those losses may not be recognized in
the financial statements (for example, if they relate to unrecognized assets such as
some intangibles). Parallel considerations apply where the entity’s financia
condition improves.

Another rationalization for these gains and losses is that they represent transfers
of value between an entity’s owners and its creditors. It can be argued (building
on the assumption that the total value of an entity is unaffected by its capital
structure) that as the value of the debt changes due to changes in credit risk there
is an equal and opposite increase in the value of ownership interest.® This might
suggest that it is right for gains and losses to be reported as the credit risk of an
entity changes. Others note that, because these gains and losses relate to changes
in the value of the ownership interest they do not affect the entity itself; they
maintain that the gains and losses should be reported as a change in ownership
interest, but not reflected in the surplus or deficit for the year.

This last view is similar (but not identical) to that taken in the IASB’s recent
Exposure Draft ED/2010/4 ‘Fair Value Option for Financial Liabilities (May
2010). That Exposure Draft proposes that, for certain liabilities, the total change
in fair value should be presented in profit or loss, and that the amount of that
change attributable to changes in credit risk should be presented in other
comprehensive income, with an offsetting entry in profit or loss.

The Case Against Reflecting an Entity’s Own Credit Risk

BO.

B10.

Others question whether including the effect of own credit risk in the
measurement of liabilities provides relevant information. They believe that the
counter-intuitive effects noted in paragraph B5 above are problematic. They note
that it is only in relatively rare circumstances that an entity is able to take
advantage of a decline in its own credit risk by redeeming a liability for less that
that which is contractually due, and this may be particularly the case in the public
sector.

More conceptually, perhaps, it may be reasoned that the interest rate implicit in
liabilities is greater than a risk-free rate only because of the possibility of default.
From the perspective of the entity the possibility of default isirrelevant, and so an
entity’s own credit risk should not be reflected in its financial statements. They

18

Because public sector entities have no equity investors, some would consider that arguments that rely

on transfer of wealth between creditors and owners have no application in the public sector context,
because public sector entities do not have owners whose position paralels that of shareholders in the
private sector.
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would add that to do so is inconsistent with the going concern assumption on
which financial statements are based.

B11. As noted above, when a liability is issued for a consideration, the entity’s credit
risk affects the amount that is received in exchange for itsissue. Those who take
the view that the carrying amount of a liability should not reflect changes in an
entity’s credit risk therefore have to consider what should be done when aliability
isissued in a market transaction.

. Some would suggest that, consistent with the view that an entity’s own
credit risk is irrelevant in the preparation of its financial statements, the
effect of the entity’s own credit risk should be removed from the amount
initially recognized. They would therefore adjust the amount of the
liability to a risk-free basis, which would increase its reported amount:
thus a loss would be reported when a liability is issued in a market
transaction.

. Others would agree that it is appropriate that an entity’s own credit risk
should be reflected in the initial recognition of aliability that isissued in a
market transaction, but that subsequent changes should not be reflected.
They would acknowledge that some non-comparability would result
between liabilities issued at different times, and between liabilities issued
in a market transaction and other liabilities. However, they would suggest
that there is no superior solution available, especially given the difficulties
of obtaining objective information on market perceptions of an entity’s
own credit risk.
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CONCEPTUAL FRAMEWORK FOR GENERAL PURPOSE
FINANCIAL REPORTING BY PUBLIC SECTOR ENTITIES:

DRAFT CONSULTATION PAPER:

MEASUREMENT OF ASSETSAND LIABILITIESIN FINANCIAL

STATEMENTS

REQUEST FOR COMMENTS

I ntroduction

1

The usefulness of the responses to the Consultation Paper will be significantly
affected by the request for Comments. It is therefore important that the Request
for Comments identifies all the major points on which responses are likely to
influence future work on this project. On the other hand, there is a limit on the
number of points that can be raised, especialy as some respondents will feel that
courtesy to the IPSASB, or their credibility with their own constituents, requires
them to respond to each point.

The Board will also be invited to provide direction on whether the Consultation
Paper should present Preliminary Views. The decision on this issue will
significantly affect the format of the Request for Comments. To assist in this
discussion, this paper presents a draft Request for Comments in two formats:

. Format A is based on the assumption that the Consultation Paper will
contain the Preliminary Views that are set out in the draft presented as
Paper 2C.1.

o Format B assumes that no Preliminary Views are set out in the

Consultation Paper.

The difference between the two drafts is purely presentational; the substance is
the same.
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REQUEST FOR COMMENTS
(FORMAT A: ASSUMING PRELIMINARY VIEWS ARE
PRESENTED)

The IPSASB welcomes comments on all of the matters discussed in this Consultation
Paper.

Comments are most useful when they include reasons for the views expressed and, where
relevant, alternative proposals.

The IPSASB has developed Preliminary Views on five key issues. The IPSASB would
particularly welcome comment on each of these Preliminary Views. (Paragraph numbers
identify the location of each Preliminary View in the text.)

Preliminary View 1. Historical cost (following paragraph 2.19)

Historical cost is generally smply to apply and has a high degree of verifiability.
However, it may not provide the most relevant information for decision-making purposes
or for an assessment of accountability as regards the cost of service provision or on the
resources held by an entity where price changes are significant.

Preliminary View 2. Market value (following paragraph 3.13)

A market value may be an appropriate measurement basis for assets and liabilities that
are traded on markets that are sufficiently perfect. However, in the public sector the
market for many assets and liabilities is imperfect, and market value is unlikely to be
practicable or useful.

Preliminary View 3: Fair value (following paragraph 3.20)

Fair value as defined in SFAS 157 is an exit value that is unlikely to be generally
appropriate for operational assets with remaining service potential. Although it can be
reasoned that ‘fair value' may be taken to be the value that would be placed on the asset
by a market participant with the same opportunities as the reporting entity, this may be
excessively hypothetical in the public sector context.

Preliminary View 4: The deprival value model (following paragraph 4.51)

The deprival value model provides a rationale for selecting a measurement basis for
assets and liabilities that is relevant in a particular case. However, because the deprival
value model is concerned only with relevance, it is necessary to consider whether the
measurement basis it suggests adequately reflects the other qualitative characteristics of
financial information.

Preliminary View 5: Replacement cost (following paragraph 5.15)

Replacement cost, where available, is likely to provide relevant information, particularly
for assets that are held in order to provide services. However, in some cases it may be
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complex and costly to apply and may rely on subjective judgments which will limit the
verifiability and comparability of financial statements.

The IPSASB would also welcome comment on the following questions:
Q1  Theobjectives of the measurement phase of the Framework

The objectives of this CP, and those envisaged for the measurement phase of the
Framework, are set out in paragraphs 1.5-1.9.

Do you agree that the appropriate objective for the Framework in respect of measurement
is to identify factors that should be considered in choosing the measurement basis to be
required for particular assets and liabilities in specific circumstances, and that the
Framework should not identify a single measurement basis to be used in all
circumstances?

Q2  Themeasurement bases addressed

The CP discusses the following measurement bases. historical cost, market value, far
value and replacement cost. It also discusses the deprival value concept in the context of
both assets and liabilities; the deprival value concept does not describe a single
measurement basis, but rather a means by which a basis may be selected that is relevant
to the circumstances. Value in use and net selling price are discussed in the context of
the deprival value model.

Are there other measurement bases or concepts that should be considered in developing
the Framework? If so, what are their advantages?

Q3  Assetsthat may be sold for an alternative use (paragraphs 5.16-5.20)

If replacement cost is used as a measurement basis it is necessary to consider its
application to assets that have alternative uses. This issue is discussed in paragraphs
5.16-5.20 of the CP. Is that discussion complete? Are there additional issues and
perspectives that should be discussed?

Q4  Reflecting the entity’ s own credit risk in the measurement of liabilities
(Appendix B)

The IPSASB has not formed a preliminary view as to whether, conceptualy, the
measurement of liabilities should reflect the entity’s own credit risk. Appendix B
summarizes the main relevant considerations. What are your views? If you do not
consider that the measurement of liabilities should reflect changes in an entity’s own
credit risk, how would you suggest the effect of credit risk implicit in the issue of a
liability in a market transaction should be dealt with?
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REQUEST FOR COMMENTS
(FORMAT B: ASSUMING PRELIMINARY VIEWSARE NOT
PRESENTED)

The IPSASB welcomes comments on all of the matters discussed in this Consultation

Paper.

Comments are most useful when they include reasons for the views expressed and, where
relevant, alternative proposals.

Q1  Theobjectives of the measurement phase of the Framework (Paragraphs 1.5
1.9)

The objectives of this CP, and those envisaged for the measurement phase of the
Framework, are set out in paragraphs 1.5-1.9.

Do you agree that the appropriate objective for the Framework in respect of measurement
is to identify factors that should be considered in choosing the measurement basis to be
required for particular assets and liabilities in specific circumstances, and that the
Framework should not identify a single measurement basis to be used in al
circumstances?

Q2  Themeasurement bases addressed

The CP discusses the following measurement bases: historical cost, market value, fair
value and replacement cost. It also discusses the deprival value concept in the context of
both assets and liabilities: the deprival value concept does not describe a single
measurement basis, but rather a means by which a basis may be selected that is relevant
to the circumstances. Vaue in use and net selling price are discussed in the context of
the deprival value model.

Are there other measurement bases or concepts that should be considered in developing
the Framework? If so, what are their advantages?

Q3  Historical cost (Section 2)

The discussion in Section 2 suggests that historical cost is generally simply to apply and
has a high degree of verifiability. However, it may not provide the most relevant
information for decision-making purposes or for an assessment of accountability as
regards the cost of service provision or on the resources held by an entity where price
changes are significant.

Do you agree?
Q4  Market value (Section 3, paragraphs 3.1-3.13)

The discussion in Section 3 suggests that market vaue may be an appropriate
measurement basis for assets and liabilities that are traded on markets that are sufficiently
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perfect. However, in the public sector the market for many assets and liabilities is
imperfect, and market value is unlikely to be practicable or useful.

Do you agree?
Q5  Fair value (Section 3, paragraphs 3.14-3.20)

The discussion in Section 3 suggests that fair value as defined in SFAS 157 is an exit
value that is unlikely to be generally appropriate for operational assets with remaining
service potential. Although it can be reasoned that ‘fair value' may be taken to be the
value that would be placed on the asset by a market participant with the same
opportunities as the reporting entity, this may be excessively hypothetical in the public
sector context.

Do you agree?
Q6  Thedeprival value model (Section 4)

The discussion in Section 4 suggests that the deprival value model provides a rationale
for selecting a measurement basis for assets and liabilities that is relevant in a particular
case. However, because the deprival value model is concerned only with relevance, it is
necessary to consider whether the measurement basis it suggests adequately reflects the
other qualitative characteristics of financia information.

Do you agree?
Q7 Replacement cost (Section 5)

The discussion in Section 5 suggests that the replacement cost, where available, is likely
to provide relevant information, particularly for assets that are held in order to provide
services. However, in some cases it may be complex and costly to apply and may rely on
subjective judgments which will limit the verifiability and comparability of financial
statements.

Q8  Assetsthat may be sold for an alternative use (paragraphs 5.16-5.20)

If replacement cost is used as a measurement basis it is necessary to consider its
application to assets that have aternative uses. This issue is discussed in paragraphs
5.16-5.20 of the CP. Is that discussion complete? Are there additional issues and
perspectives that should be discussed?

Q9  Reflecting the entity’ s own credit risk in the measurement of liabilities
(Appendix B)

The IPSASB has not formed a preliminary view as to whether, conceptualy, the
measurement of liabilities should reflect the entity’s own credit risk. Appendix B
summarizes the main relevant considerations. What are your views? |If you do not
consider that the measurement of liabilities should reflect changes in an entity’s own
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credit risk, how would you suggest the effect of credit risk implicit in the issue of a
liability in a market transaction should be dealt with?
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