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Item 9. LASAAC 29/08/13
To: 

LASAAC     
From:

Gareth Davies
Date:

29 August 2013
Subject: 
IASB Lease Accounting Proposals
Background
1. The existing requirement to classify leases as ‘operating’ or ‘finance’ has been criticised for not always providing a ‘faithful representation’ of lease transactions.

2. The IASB and the FASB (US GAAP) initiated a project to amend lease accounting.

3. Following an earlier exposure draft in 2010 the IASB has issued a modified Exposure Draft: http://www.ifrs.org/Current-Projects/IASB-Projects/Leases/Pages/Leases.aspx. A ‘snapshot’ summary is available at: http://www.ifrs.org/Current-Projects/IASB-Projects/Leases/Exposure-Draft-May-2013/Documents/Snapshot-Leases-May-2013.pdf 
4. The Exposure Draft closes for comment on 13 September 2013.

5. This paper provides members with a brief overview of the proposals and their possible impact on Scottish local government.

Summary of Exposure Draft Proposals
6. In brief key points are:

· Lessees: all leases (> 12 months & material) to be shown on the balance sheet as a ‘right of use’ of an asset balanced by the liability to pay (generally committed) lease payments

· Lessees: subsequent treatment split between:

· Type A (eg equipment largely consumed by lease life) – asset amortised to CIES, interest charge shown in CIES

· Type B (eg property not largely consumed over life of lease) – asset amortised, no interest charge (total charge shown as an ‘asset rental’)

· Lessors: 

· Type A (eg equipment): balance sheet reflects debtor for (committed) lease payments + residual value of asset. Subsequent income split between reduction of debtor and interest income (recognised in CIES).
· Type B (eg property): Asset not removed from balance sheet. Income is treated as asset rental income. 

7. A table briefly outlining the proposed treatment is provided in Appendix A.
Transition Arrangements
8. The exposure draft proposes that, generally, retrospective application will be required. This will require the preparation and presentation of a prior period opening balance sheet (i.e. 3rd balance sheet).

9. The proposals however include some reliefs to provide for a slightly less onerous transition e.g.

· Allowance to ignore historic initial direct costs

· Use of a single discount rate for a portfolio of similar leases

· Use of hindsight in classification

· Initial use of transition date carrying values for existing finance leases

· Some exemptions for existing ‘sale and finance lease back’ arrangements 

Potential Implications for Scottish Local Government
10. No implementation date has yet been determined by the IASB. For such a significant change it may be anticipated that a significant amount of lead time will be allowed for implementation.
11. Additionally the proposals may change substantially.

Accounting
12. At present however the proposals could be anticipated to involve:

· Significant transition workload
· Existing lessee operating leases coming onto the balance sheet (generally as Type A). The implementation of the Prudential Code however means that the number of existing leases to support asset use appears to be decreasing over time.

· Existing lessee and lessor property leases being regarded as Type B. Some change in the value of leased in assets and liabilities may occur. Leased out (lessor) properties classified as ‘financing’ will normally be brought back onto the balance sheet (with existing receivable de-recognised).
Capital Control Regime
13. The most significant impact however will be on the existing ’capital controls’ regime. 
14. In particular HM Treasury will presumably need to determine how it will deal with the proposed change, for example:

· Will a split between ‘finance’ and ‘operating’ leases for funding purposes be maintained for control purposes   i.e.no change to the existing control regime? This could effectively mean ‘two books’ accounting, with a need to classify leases in two different ways.

· Will all ‘on balance sheet’ lease liabilities be treated as ‘financing’? i.e. potentially classifying all leases as being ‘capital’ in nature? Presumably this would increase the overall ‘total’ tolerance or control levels utilised.

· Will all ‘on balance sheet’ lease liabilities be treated as ‘resource/revenue’ spend for HM Treasury purposes? This may tend to show an apparent decrease in the liabilities used for capital controls.

15. The change will also impact on the Prudential Code, which would presumably be influenced by the HM Treasury approach.

CIPFA Panel Draft Response
16. A draft CIPFA Panel response is attached for the information of Committee members. The EFRAG draft comments referred to are available at:  http://www.efrag.org/files/ED%20Leases%202013/EFRAGs_Draft_Comment_Letter_on_Exposure_Draft_Leases_July_2013.pdf 
Committee Action 

17. The Committee is requested to 
· Note the contents of this report
APPENDIX A

IASB LEASE EXPOSURE DRAFT

SUMMARISED ACCOUNTING TREATMENT
	
	Type ‘A’ Leases

	Type ‘B’ Leases


	Definition
	Typically equipment, vehicles etc where lease covers major part of economic life of asset.
	Typically property where the lease is not a major part of the economic life of the asset.

	Lessee
(buying the ‘right of use’)


	Balance Sheet (Initial): 
· Dr ‘right of use’ asset

· Cr PV of (committed) lease payments 

	Balance Sheet (initial): 
· Dr ‘right of use’ asset

· Cr PV of (committed) lease payments 

	
	Balance Sheet (Annual):

· Dr Liability, Cr Cash for the ‘principal’ part of the cash payment.


	Balance Sheet (Annual):

· Dr Liability, Cr Cash re payment of liability for Right of Use Asset excluding unwinding of PV



	
	CIES:

· Dr Service Costs -depn (Cr RoU Asset)

· Dr Interest Finance (Cr Cash, for the interest part of cash payment); 
	CIES:

· Dr Service Costs for the rental of the asset : (Cr Right of Use Asset + Cr Cash for element of payment re unwinding of PV of the liability)



	Lessor
(selling the ‘right of use’)


	Balance Sheet (Initial):
· Dr Debtor (Receivable)

· Dr Residual Value

· Cr Asset – i.e. derecognise asset

(any difference is gain/loss in CIES)


	Balance Sheet (Initial):
· No entry – asset not derecognised



	
	Balance Sheet (Annual):

· Dr Cash CR Receivable (principal part of lease)
	Balance Sheet (Annual):

· N/A



	
	CIES:

· Cr Profit/Loss on initial transaction (lease entry)

· Cr Interest charges (annually) (Dr Cash)


	CIES:

Cr Service income: Asset Rental (Dr Cash) (annually)

	Other comments:
	· No requirement to separate land & buildings element. Where more than one asset element is involved the ‘underlying asset’ is determined based on the ‘primary asset’. For property leases this will normally be the ‘building’ element.

· Leases (inclusive of ‘optional’ periods) for <12 months may be excluded from the accounting requirements above
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