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Item 9. LASAAC 20/08/19
To: 

LASAAC     
From:

Gareth Davies
Date:

20 August 2019
Subject: 
IFRS 16 Leases Implementation
Purpose of Paper
1. This paper provides a basis for discussion of IFRS 16 Leases implementation by Scottish local government for the 20/21 financial year.
IFRS 16 Leases _CIPFA/LASAAC Action
2. CIPFA/LASAAC has provided the planned text for IFRS 16 Leases implementation in 20/21 as Appendix B to the 20/21 ITC.
3. To encourage preparation during 2019/20 the CIPFA/LASAAC webpages also includes this text:

	CIPFA/LASAAC encourages authorities to prepare for IFRS 16 Leases implementation from 1 April 2020

CIPFA/LASAAC has recently issued the Code 20/21 Invitation To Comment (ITC). This includes the planned text for IFRS 16 Leases implementation which has been agreed by CIPFA/LASAAC following the consultation process held in 2018. Authorities are now encouraged and advised to prepare for implementation, to the same timescale as central government. In doing so authorities are advised to:

· Refer to and fully review the planned IFRS 16 Leases Code implementation text (Appendix B of the ITC).

· Review previously issued leasing briefings which discussed some of the issues arising for implementation.

· Ensure that project management arrangements are in place.

·  Identification of all leases, including those for ‘nil consideration’ will be required.

·  The project will involve more than just finance staff as the new requirements place a focus on financial reporting reflecting the active management, and changing liabilities, of leases.

·  Additionally some right-of-use assets may be required to be carried at valuation, rather than cost.

·  The project can also involve ensuring that appropriate governance (committee or councillor) oversight arrangements are in place.

·  Liaison with external auditors can also be included.

· Commence preparation of an accounting treatment paper, to demonstrate and evidence the judgements and decisions made regarding implementation and appropriate accounting  policies and treatments.

·  Example judgements may include the ongoing use of exemptions.

·  Refer to relevant materials, including a forthcoming CIPFA ‘Early Guide’ on IFRS 16 Leases which will be based on the planned Code text provided above.

· Ensure representation at relevant events, such as the CIPFA Finance Advisory Network Leases Practitioner Workshops and relevant CIPFA Property events.

· Note that, as indicated in the ITC consultation, the lease liability measurement requirements are expected to apply to Service Concession Arrangements (PFI/PPP).




Implementation Action: Areas for Consideration
4. Some initial queries and comments on the proposed text have been received. Primarily these relate to editorial amendments rather than matters affecting the principles, and amended text relating to these is anticipated to be provided to CIPFA/LASAAC.

5. The following items may however be appropriate for consideration in affecting implementation for Scottish local government:

A. Lease term determination relating to property lease ‘roll forward’ arrangements

B. Complex indexation arrangements

C. Non-lease components affecting prudential code application and statutory definition of capital expenditure
D. Valuation - elimination of accumulated depreciation

E. Incremental rate identification 

F. Statutory treatment of capital receipts arising from a sale and leaseback situation

G. Statutory capital requirements regarding dilapidation and re-instatement costs 

H. Statutory implications of changes in classification of sub-leases

6. For ease of reference and an awareness of member time constraints, the following table seeks to provide a brief overview of these, rather than full details and referenced accounting analysis (except where felt relevant). Any corrections or amendments to text are welcome.
7. Further reference to relevant guidance, draft papers and planned text may therefore be helpful.

	A.
	Lease term determination relating to property lease ‘roll forward’ arrangements

	Impact assessment work identified that authorities nay often ‘roll forward’ leases on an annual basis. This may pose questions relating to lease term identification and whether the ‘short term’ exemption can be applied.

Exact treatment will depend on the individual circumstances. A key consideration may be whether the roll forward is determined to be the exercise of a clause within the existing contract, or a modification to the clauses (eg effectively a new contract).

Based on the references below it is considered possible that this will require reference to an authority’s asset management plan / asset management strategy.

Additional references for information only
Comments on IFRS 16 Application Guidance and Basis for Conclusions
IFRS 16 B34: If the 12 month extension means that the contract is enforceable (no exit options for either party) for the next 12 months then the next 12 months becomes the enforceable period and the authority needs to assess whether any extension is reasonably certain.
IFRS 16 B37: if there is an ongoing need to provide the service the costs of alternative assets to do so will be a factor to consider in assessing the lease term. Additionally the deferral of dilapidation costs may also be an incentive for lease term extension.

IFRS 16 B40: the last part of the last sentence could see auditors actually require authorities to provide the evidence of the rationale (eg cost / benefit assessment) as to why a lease has previously been rolled forward on an annual basis. Failure to provide this may lead to adverse audit findings re VFM arrangements. Assuming that cost/benefit assessment supported the roll forward it may strengthen the basis of expectations that (other things being unchanged) roll forward will continue. This arguably sets a basis for a lease term which may be bound by either the life of the underlying asset life or the time horizon of the council’s asset management plan.

IFRS 16 B41  The examples cited (eg building improvements made)  tie the ‘reasonably certain’ assessment into the authority’s actual asset management plan (and hence into the authority’s service delivery decisions).
IFRS 16 BC 95 This appears to support the idea that it is the substance of the arrangement which is important, and that substance in relation to any optional periods (ie after allowing for any non-cancellable period) is based on the ‘reasonably certain’ assessment

IFRS 16 BC 156 “….the lease term should reflect an entity’s reasonable expectation of the period during which the underlying asset will be used because that approach provides the most useful information.”



	B.
	Complex indexation arrangements

	Where an indexation arrangement is complex and involves a number of factors then, unless the impact of the ‘variable lease payments that depend on an index or rate’ can be separated out, the changes in rental payments may not affect re-measurement of the lease liability.

Eg if indexation is a mixture of variables such as (% of revenue earned from asset use) x (% increase in market rents since the start of the lease), the first factor (% of revenue) could mean that the change is not recognised as a change in the lease liability as it is not dependent on an index. 
If however the two factors were added together, the impact of the second factor (% increase in market rents) could potentially be separately identified and therefore affect liability remeasurement. 




	C.
	Non-lease components affecting prudential code application and statutory definition of capital expenditure

	The expedient to allow ‘non-lease’ components (payments) to be included in the lease liability calculations could mean that costs not normally capitalised are (at least in part, based on the principal / interest calculation) capitalised.

In the event that this represents a material amount it may have implications for an authority’s Prudential Code and CFR (ie it will increase the reported CFR and debt of the authority). Since this is permitted under the accounting standards it is not clear that there would be statutory framework implications arising. 



	D.
	Valuation - elimination of accumulated depreciation

	The Code 19/20 4.1.2.33 includes “When an item of property, plant and equipment is revalued, the carrying amount of that asset is adjusted to the revalued amount. Any accumulated depreciation and impairment at the date of valuation shall be eliminated against the gross carrying amount of the asset and the net amount restated to the revalued amount of the asset.”
The impact of this requirement for Right of Use Asset records in asset register systems, where the RoU asset is carried at valuation rather than cost and a rent indexation event occurs, is open to further comment.




	E.
	Incremental rate identification

	The extent to which PWLB rates will be appropriate as an estimate, or as the starting point for an estimate, of a relevant incremental borrowing cost is likely to be a key matter for authorities.




	F.
	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 become more on ensuring that the arrangement provides value for money.



	G.
	Statutory capital requirements regarding dilapidation and re-instatement costs

	Queries and confirmation regarding the application of the statutory arrangements for dilapidation and reinstatement costs, particularly those arising at the end of the lease term, may arise (eg relating to the period over which fund balances must be charged). 




	H.
	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.
This has potential implications for the classification of existing ‘revenue’ income streams to change to ‘capital’ income and ‘interest’ income streams (ie relating to finance lease income).




Recommendation 
8. It is recommended that LASAAC seeks one or more volunteer authorities to lead and promote IFRS 16 implementation, with ongoing communication and dialogue to identify:

· Practical implementation challenges arising
· Potential technical accounting clarifications required

· Potential unforeseen statutory framework implications

Committee Action 
9. The Committee is requested to 

· Discuss this report
· Approve the recommendation above to seek volunteer authorities regarding IFRS 16 Leases implementation work
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