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Item 9. LASAAC 18/02/20
To: 

LASAAC     
From:

Gareth Davies
Date:

18 February 2020
Subject: 
CIPFA/LASAAC: IFRS 16 Leases Implementation 

Purpose of Paper
1. This paper provides a basis for discussion of some implementation aspects potentially arising for IFRS 16 Leases Implementation. 
Potential IFRS 16 Leases Implementation Issues
2. The following provides an indication of IFRS 16 Leases implementation issues which LASAAC may wish to discuss:
· Statutory treatment of capital receipts arising from a sale and leaseback situation

The accounting treatment is based on the substance that only a part of the current interest in the asset (the ‘non-retained’ part of the sale) has been sold.

At present it is considered that the whole capital receipt received for a sale and leaseback arrangement would potentially be treated as a capital receipt, and thus applied to fund new capital expenditure. 

Authorities can be advised to consider the potential application of the full capital receipt with care.

An analogy could however be drawn with a situation where an asset is sold (outright) and a replacement asset (to replace the service potential) is purchased using statutory borrowing powers. The end result of both is similar in that a full capital receipt has been generated and a replacement asset (at least in part) has been secured through the use of debt. The focus may then be on ensuring that the arrangement provides value for money and is financially sustainable.

· Statutory capital requirements regarding dilapidation and re-instatement costs: 

LASAAC guidance and finance circular 8/2014 could be helpful references. Obligations not recognised until the end of the lease term would presumably be effectively chargeable to the General Fund. Potentially the LASAAC guidance and finance circular may be amended to also refer to IFRS 16 requirements.
· Statutory implications of changes in classification of sub-leases: 

The classification of sub-leases, where an authority is leasing in an RoU asset and leases it out (in whole or in part) to a third party, may change from being an operational lease to a finance lease on transition to IFRS 16. This is dependent on the assessment of the extent to which the interest in the RoU asset is sub-leased to the third party.
· Operating lease prepayment impact on the profile of charges to the general fund 
See Appendix A and Appendix B.

· The effect of adapting the definition of a lease to remove the requirement for consideration on authority accounting both as a lessor and a lessee.

· Schools provided under mere licence; and other ‘permission to use’ scenarios

· Valuation of right of use assets where the cost model is not appropriate

· Valuation of right of use assets where the lease is a peppercorn, nominal or nil consideration.

· Treatment of Reductions in the Historic Cost of a Right-of-Use Asset: eg clarification that this is a reduction in cost; not a statutory repayment.

Committee Action 
3. The Committee is requested to 

· Discuss issues arising from IFRS 16 Leases implementation, with consideration as to whether future LASAAC action is considered appropriate
Appendix A

Potential IFRS 16 Leases Consequences for 20/21 Budget Process

IFRS 16 Leases implementation, when combined with current statutory requirement practices, may cause uncertainty and/or a change in the profile of lease charges to the General Fund compared to that arising under IAS 17 for operating leases. This may cause some queries to arise regarding setting budgets for 20/21.

Operating Leases Transition: Adjustment of Right-of-Use Asset for Prepayments & Accruals

An authority noted that where an operating lease transitions to a ‘right-of-use’ asset, on transition the right-of-use asset (ie the historic cost of the right of use asset) is adjusted for prepayments (or accruals) existing at the transition date. (IFRS 16 C8 (b) (ii)).

The example cited related to prepayment recognition. Including a prepayment in the RoU asset value on transition will increase the amount to be depreciated without similarly increasing the ‘liability element’ of future cash payments which will be treated as statutory repayment and charged via the CAA. This would, other things being equal, leave a balance on the CAA (of depreciation charged to the CAA) which was not offset by a charge to the General Fund.

In principle it could be suggested that to maintain consistency with previous charges an initial entry in 20/21 to Dr GF and Cr CAA for the amount of the prepayment could be made. This would be equivalent to releasing the prepayment from the balance sheet to the General Fund (via the CIES) under the current treatment. 

Given however that charges to the general fund for leases are normally (it is believed) linked to the element of liability repayment that occurs on the date of the cash payment, this raises the potential for the General Fund to be charged twice in 20/21 to fund the right-of-use asset.

To an extent 20/21 could therefore be argued to be receiving a ‘double charge’ – a ‘catch up’ charge for the prepayment that has been made and then a charge for liability repayment in March 2021. This therefore may have an impact on 20/21 budget setting and the future profile of charges to the general fund compared to that which would have occurred under IAS 17.

Draft Worked Example

A draft worked example is attached as Appendix B to this paper. In brief it takes a simple lease for some 8 years, commencing on 1 March 2020 with payments made in advance, and seeks to compare the charges to the General Fund arising under IAS 17 treatment as an operating lease; and the charges potentially arising applying presumed existing practices and a 20/21 Dr GF Cr CAA entry as described above, for statutory repayment/ MRP. The example assumes that the right-of-use asset is not revalued ie it is only related to the ‘cost’ of the asset.

Main Workings Tab: Comparison of charges under the presumed statutory approach to transition (col R – bright green) with the existing IAS 17 leases charge (col J dull blue) indicates (for this example) that the profile of charges to the general fund could be more ‘front loaded’ (column S shows the change -yellow). 

The accounting based depreciation charges profile is provided (col P light orange) as further information.

A creditor example (where lease payments are made in arrears) has not been developed but it is anticipated this would also affect the profile of charges.

Statutory Options

Decisions regarding statutory arrangements are a matter for governments, and will normally follow relevant government consultation exercises.

Practical Considerations

The materiality of the effect of this, either in overall terms or for any specific individual council, has not been determined.

Statutory arrangements for 20/21, it is understood, may be open to clarification and amendment up to 31/3/21 if necessary. 
Amending or implementing statutory arrangements prior to 20/21 Code finalisation is not considered feasible.
Amending the Code 20/21 requirements prior to publication is not considered feasible.

It is possible that further funding profile impacts may be identified during further implementation.
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