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1 Background

1.1

1.2

1.3

1.4

1.5

Based on FRAB feedback the Code and the FReM have agreed the principles and
basis for IFRS 16 implementation.

CIPFA/LASAAC also requested information on progress towards that Transport for
London early adoption can be permitted to early adopt IFRS 16 for 2019/20 accounts
without jeopardising Whole of Government Accounts or National Accounts processes.

Over summer 2019 CIPFA/LASAAC issued the planned Code text as an Appendix to
the 20/21 Code ITC with the intention that this should support implementation
preparation. No questions were specifically asked in the ITC. No specific opportunity
was provided to comment on the text.

Some respondents did offer comments in their ITC responses. Additionally
implementation planning and preparation feedback has also been received. The
feedback identifies a number of areas where clarification in the Code may assist
implementation.
This paper therefore address:

e FReM Considerations

e Early Adoption by Transport for London

e Implementation aspects for consideration

e Statutory arrangements considerations

e Communications with stakeholders

the people
in public finance
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2 FReM Considerations

2.1

2.2

2.3

2.4

The FReM 19/20 specifies the adaptations and interpretations made to IFRS 16 (table
6.2 page 33) to allow for early adoption. The early adoption criteria are listed in table
6.2 page 33 of the FReM. Two central government bodies are currently considered
eligible for early adoption.

FReM IFRS 16 Leases application guidance has also been issued. Additionally
supplementary budgeting guidance for central government is also provided.

FReM and CIPFA/LASAAC secretariat liaison is ongoing. HM Treasury are currently
considering whether any additional clarifications or changes should be made to the
IFRS 16 guidance based on feedback received from departments. At present, HM
Treasury expects only minor clarifications to the guidance published in the FReM, if
any.

HM Treasury have indicated that central government’s liability measurement
practices for liabilities arising from Service Concession Arrangements (SCA eg
PPP/PFI) is not anticipated to change. (see main ITC responses paper for details).

3 Early Adoption in 19/20 by Transport for London

3.1

3.2

3.3

3.4

3.5

3.6

3.7

Transport for London (TfL) has been identified as having similar criteria and needs
for early adoption in 19/20 in relation to the criteria stated in the FReM.

TfL have requested early adoption. CIPFA/LASAAC previously indicated (5 March
2019) that early adoption permission would be contingent upon arrangements being
in place to ensure that Whole of Government Accounts (WGA) and National Accounts
processes were not jeopardised or unduly compromised in doing so.

The WGA team has indicated that they are content for TfL to early adopt IFRS 16 in
19/20. This is based on significant early engagement and discussion. More detailed
work remains to be done.

In relation to the National Accounts the Office for National Statistics (ONS) has
indicated that the arrangements for central government are in the process of
finalisation. This has assisted in providing TfL with an indication of the similar
requirements which they would be anticipated to meet.

A core decision in this is for agreement to be reached on what, if any, TfL leased
assets should appear on the National Accounts balance sheet. For central
government agreement has been reached that property leases will be on balance
sheet, but non-property will be off balance sheet.

The specific nature of TfL leased assets, including buses (usually 5-7 year leases)
and rolling stock (usually 20+ year leases), may require specific identification of
whether some leased assets should be on the National Accounts balance sheet.

The ONS have provided TfL with an indication that they would seek (in summary):

Item Requested Potential Application
1. | For National Accounts ‘on balance | Potentially this may be challenging to
sheet’ leased assets the full value of | establish for rolling stock
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the asset as at balance sheet date (ie
not the IFRS right-of-use value)

2. | For National Accounts classified
‘operating leases’ the estimated
annual payments.

If not available directly this may
potentially be estimated as IFRS 16
depreciation plus IFRS 16 interest
charges.

3. | Adjusting for non-property leases
that were IAS 17 finance leases.

It is understood that many TfL leases
were classified as operating leases
under IAS 17, so adjustments may not
be significant.

4. | Production of a historic time series
(based on the new methodology)
going back to 2009/10 or earlier.

HMT data is anticipated to include TfL in
the restatement.

5. | Procedures for intra-government
leases.

Subject to confirmation, it is considered
that these are probably not that
significant for TfL.

4 Recommendation

4.1

5 Implementation Aspects for Consideration

It is recommended that ONS and TfL are requested to advise CIPFA/LASAAC
when sufficient agreement has been reached to ensure that the National
Accounts requirements for 2019/20 can be met.

5.1 A number of aspects have been noted in relation to IFRS 16 Leases implementation
which may affect CIPFA/LASAAC consideration of whether amendment to Appendix B
of the ITC (the planned Code text) is appropriate

5.2 They are summarised below with additional details, comments and recommendations
provided in Appendix A.

No. Item Summary of FRAB
Recommendation Discussion?
1. School buildings provided by Further specific stakeholder Yes
Trusts & Religious Institutions engagement prior to Code text
under mere licences finalisation.
2. Housing Revenue Account- IFRS Adaptation to specifically Yes
16 Leases Application to Housing exclude HRA housing tenancies
Rents from the scope of IFRS 16
Leases and Section 4.2 of the
Code.
3. Nil Consideration Leases: Consider restricting the Yes
Adaptation of definition applying to | adaptation to only lessee
lessor arrangements arrangements.
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amendments to CIPFA/LASAAC
as tracked changes in draft
Code prior to FRAB
consideration.

No. Item Summary of FRAB
Recommendation Discussion?
4. Nil Consideration Leases: Confirm FRAB expectations Yes
Grandfathering application: regarding central government
prospective or retrospective implementation practices.
application
5. Valuation: Transition Permit voluntary revaluation, Yes
Arrangements (for Lessee: Finance | or reversion to the cost model
Leases) (where criteria met), to be
undertaken as part of
transition.
6. Valuation Requirements as at 31 Confirm FRAB expectations Yes
March 2021 regarding central government
implementation practices.
7. Nil Consideration (Lessee) Leases: | Where fair value determination Notify
RoU Asset Measurement is not commensurate with the
benefits to users allow
valuation at current value as a
proxy for fair value.
8. Valuation: Reversion to Cost Model | Explicitly specify that reversion Notify
to the cost model requires a
cost based on IFRS 16 Leases
requirements as applied after
transition.
9. Disclosure Requirements Specify that specific disclosures Notify
should only be provided by
exception or in summary.
10. | Cost Model: Includes Explicitly specify that the cost Notify
Decommissioning Obligation model includes
Changes decommissioning obligations.
11. | Land and Buildings Elements Re- No action. Guidance should be N/A
Combination sufficient
12. | Other Text Amendments Provide other text Draft Text

6 Statutory arrangements considerations

6.1

The following are identified as potential areas for CIPFA/LASAAC and stakeholder
consideration in respect of the application of each administration’s statutory

arrangements.
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No. Item
1. 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.

2. 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 may 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.

3. 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).

4, 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).
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7 Communications with stakeholders

7.1 Stakeholder feedback has been requested that the Code IFRS 16 Leases
requirements for 2020/21 are clarified as soon as possible to allow informed
preparation to continue.

7.2 A suggestion has been received that a “Forthcoming Provisions” copy of IFRS 16
Code requirements would be helpful. Finalisation of text however may be affected by
decisions arising regarding areas for further clarification (eg mere licences for
schools). A summary of amendments to be implemented in the text could be readily
provided after FRAB to assist stakeholders in preparation.

8 Requested CIPFA/LASAAC Action

8.1 CIPFA/LASAAC is requested to review and discuss the ITC responses and:

e Approve or amend the recommended actions.
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Appendix A - IFRS 16 Implementation Aspects and Recommendations

No. Item
1. School buildings provided by Trusts & Religious Institutions

Some trusts and religious bodies provide buildings under ‘mere licences’ to be
used to deliver educational services. These may either normally be for nil
consideration or for non-market rentals.

During 2013 and 2014 the status and accounting treatment of such situations

was considered by a formal working group which examined the accounting for

public sector schools in England and Wales. A particular concern on the part of
stakeholders was the potential inclusion of such properties on the public sector
balance sheet, effectively as long-term finance lease assets.

Current accounting treatment, under IAS 17 and IFRIC 4, is that such
properties are not nhormally expected to be shown on the public sector balance
sheet.

There are a number of areas of IFRS 16 application to mere licences which
may benefit from clarification. Aspects include:

e Whether a ‘mere licence’ passes any legal rights to the authority

e The trust’s right and ability to substitute an asset

e The authority’s right to substantially all of the service potential of the
asset throughout the period of use (eg whether the authority has
exclusive rights of use)

e The authority’s right to direct the use of the asset during the period of
use, potentially based on a ‘predetermination’ basis.

Dependent on exact circumstances and interpretation, application of IFRS 16
Leases may potentially give rise to the recognition of public sector right-of-use
assets relating to the use of the properties. These may be restricted to a
maximum of two years’ right of use.

Risks

Stakeholder engagement and involvement in agreeing on the application of
IFRS 16 may be advisable. In particular the discussions in 2013-2014
indicated a degree of initial stakeholder feedback and concern which would
indicate that caution and clarity regarding IFRS 16 implementation is
advisable.

The planned adaptation of the definition of a lease was not subject to formal
public consultation. There is therefore a risk that not all the implications of the
adaptation, in local government circumstances, have been identified. There is
also a risk of negative stakeholder comment arising during implementation.

The application of IFRS 16 will also have practical considerations for
authorities in the event that right-of-use assets, potentially for two years’ use
of a property, are recognised. Difficulties and resources relating to valuation of
any potential right-of-use assets, and the audit focus that the valuations will
attract, will affect authorities.
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No. Item

Some stakeholder comment on the cost of compliance may be anticipated

It is considered that there will be no material impact in Whole of Government
Accounts (WGA) or National Accounts (NA) on reported debt or borrowing. The
materiality of right-of-use-asset recognition on WGA and NA is not clear.

It is not clear whether the Department for Education will have schools
provided under mere licences within its remit. In the event these do exist, the
consistency of public sector treatment will be a consideration.

Additional references in support:

Detailed consideration of the treatment of
schools used under mere licences on IFRS
16 implementation (embedded report) .

CIPFA/LASAAC Technical Information Note
14 (01) (Embedded)

Accounting for Local Authority Maintained
Schools (England and Wales): Informal

Commentary and Clarification of the .
Relationship between Schools as Entities
and the Recognition of Non-current Assets
used by Schools

LAAP Bulletin 101 Accounting for Non-Current Assets Used by Local
Authority Maintained Schools

Recommendation:

That the potential for deferring the application of IFRS 16 to school properties
under mere licence arrangements is considered, pending wider stakeholder
discussions. An objective would be to conclude prior to formal approval of the
20/21 Code by CIPFA and LASAAC, and final oversight by FRAB.

2. Housing Revenue Account- IFRS 16 Leases Application to Housing
Rents

The 19/20 Code, using IAS17, does not specifically indicate whether housing
tenancies are considered to be leases. The Housing SORP is understood to
define housing association standard rental agreements as operating leases.

Current practices

Local government (HRA): it is considered that at present housing tenancies are
not normally reported as specific lease disclosures. Reliance is normally placed
on the presentation of housing rents prominently on the face of the HRA
statements and the statutory disclosure requirements as meeting user needs.
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Subject IFRS 16 Leases - Schools Mere Licences

Purpose

To consider the existing accounting treatment of schools provided by trusts under

‘mere

1

1.1

2.1

2.2

2.3

2.4

licences’ and the implications of IFRS 16 Leases implementation.
Content of Paper
This paper includes the following sections:
Schools Mere Licences: Background and Current Treatment
Assessments in Applying IFRS 16
Practical Considerations

Schools Mere Licences: Background and Current Treatment

The Working Group

In October 2012, the Financial Reporting Advisory Board (FRAB) recommended that
a cross-cutting working group should be formed to consider how local authorities
should account for schools in accordance with the new accounting standard IFRS 10
Consolidated Financial Statements.

The main focus was on determining whether schools were under local authority
(council) control or were independent of councils.

The working group involved representatives from a number groups. This included
Department for Education; Department for Communities & Local Government;
CIPFA/LASAAC; HM Treasury; local authorities; schools; Audit Commission; private
sector accountancy expert; devolved governments and ONS.

The group produced a paper on the accounting treatment of local authority
maintained schools. This was included as Appendix A to Technical Information Note
14 (01). This is provided as an embedded document in the main CIPFA/LASAAC
paper.

| CIPFA/LASAAC Technical Information Note 14 (01) | |

the people
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2.5

2.6

2.7

2.8

2.9

Accounting for Local Authority Maintained Schools (England and The document is

Wales) provided as an
embedded file in
Informal Commentary and Clarification of the Relationship the main paper.

between Schools as Entities and the Recognition of Non-current
Assets used by Schools

On the issue of control the group concluded that “local authority maintained schools
are separately identifiable entities.”

CIPFA/LASAAC Local Authority Code Requirements

CIPFA/LASAAC consequently indicated that “schools as entities should be included
within the local authority group boundary”. The local authority Code Appendix E
notes that this applies only to local authority maintained schools (community,
voluntary controlled, voluntary aided, foundation, community special, foundation
special and nursery schools).

In recognition of the complications which might arise from requiring the consolidation
of schools as separate group entities Appendix E of the Code notes the following
adaptation (of both IFRS 10 and IAS 27 Separate Financial Statements) exists:

"The single entity financial statements are also defined as including the
income, expenditure, assets, liabilities, reserves and cash flows of the local
authority maintained schools in England and Wales within the control of the
local authority.”

Treatment of England & Wales Schools’ Non-Current Assets

The local authority Code Appendix E states:

"The recognition of non-current assets used by schools shall be determined in
accordance with the definition of an asset in paragraph 2.1.2.28 and with the

relevant standards adopted by Chapter 4 (Non-current Assets) of this Code as
appropriate to the arrangements for the assets.”

"These assets shall be recognised in a local authority’s balance sheet if they
meet the appropriate recognition criteria (see Chapter 4) either for the local
authority or for a school within the local authority area.”

Treatment of ‘Mere Licences’ — Working Group & CIPFA LAAP Bulletin

The working group report includes (underlining added)

Para 66: “The Working Group’s view is that other, informal, ‘lease-type’
arrangements should be assessed under IAS 17, Leases. The Working Group’s
general expectation, for example, for buildings provided at no charge by a religious
body, is that in many cases the school may not have the right to continuing use of
the assets and the assets can be taken back by their owners at any point. Therefore
they would be accounted for as operating leases and would not be recognised as
assets of the school.”






2.10 It may be noted that where the arrangements have been accounted for as operating
leases there would be an assumption under ‘grandfathering’ that a lease exists,
giving rise to a right of use asset unless one of the exemptions (<12 months, or low
value) applies.

2.11 In support of the working group’s request for further guidance for practitioner’s to be
developed CIPFA’s Local Authority Account Panel (LAAP) developed LAAP Bulletin 101
Accounting for Non-Current Assets Used by Local Authority Maintained Schools

2.12 This includes (underlining added):

"20. For the assets owned by religious bodies these assets are understood to be used
under “mere” licences which pass no interest to the school and which are terminable
by the trustees at any time without causal action. Section 30(11) of the School
Standards and Framework Act 1998 provides that a reasonable period of notice must
be given to allow for this termination ie a period of not less than two years in
circumstances where termination of occupation would have the result that it is not
reasonably practicable for the school to continue to be conducted in its existing site.”

21. “CIPFA’s understanding is that a “mere licence” is an authority to do something
which would otherwise be inoperative, wrongful or illegal. As noted above a “mere”
licence passes no interest, and a mere licence is always revocable. CIPFA’s
understanding is that the licensee is given permission to use the land for the
authorised purpose and effectively prevents that act from being a trespass. Unlike a
lease, a_ mere licence does not create an estate in land [']. These licences are often
not provided in written form.”

2.13 Arising from the extracts above, it is assumed that both the lessee (authority) and
lessor (trust) can opt to cancel the arrangement, but the trust (lessor) may have to
provide two years’ notice before the asset can be withdrawn. The authority’s right to
cancel will depend on the terms and conditions of the arrangement. Unless otherwise
indicated it is considered that there is no option for the authority to extend the
arrangement.

2.14 The bulletin also states (underlining added)

22.“The legal framework and the agreements that have been entered into between
the owners and the schools as entities and their governing bodies do not generally
give the schools or the governing bodies’ enforceable rights that would reflect any
diminution of the rights that the owners have over their property because they are
either not leases under IAS 17 Leases or do not contain assignation sufficient for an
arrangement containing a lease under IFRIC 4 Determining Whether an Arrangement
Contains a Lease. The trustees or owners assert their control over the property by
permitting it to be used for precisely the purposes that the school as an entity wishes
to use the asset. The trustees’ objectives about how the asset is utilised are the
same as those of the schools’ governing bodies with both of their objectives being
met. However, it is the trustees that must first decide that their asset is to be used
for these purposes and who continue to have the rights to the resources in the asset.

! This footnote is not present in the bulletin but added for potential assistance: See Wikipedia re ‘estate in land’
which states “In property law, the rights and interests associated with an estate in land may be conceptually
understood as a "bundle of rights" because of the potential for different parties having different interests in the same
real property.”
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2.15

3.1

3.2

In practice their continued agreement to permit the schools as entities to use the
assets means that the trustees (or owners) are perpetually reasserting this control
and this has not been passed to the school.”

A key aspect of the extract above is that leases may not have been recognised for
one of two reasons:

Non-recognition Reason Implication for IFRS 16 Leases Implementation

Fails to meet the definition Where non-recognition was due to the lack of

of a lease under IAS 17 payment(s) (IAS 17 para 4 definition) the planned
adaptation of IFRS 16 to include ‘nil consideration’
arrangements would now require recognition.
[Assuming that identification of existing nil
consideration arrangements is required on

transition].
Does not meet the Where this is the case the ‘grandfathering’ transition
assignation tests under arrangements would imply that the arrangement is
IFRIC 4 not recognised as a lease under IFRS 16. Potentially

however new leases, or changes to the terms of
existing arrangements, will however need to be
assessed under the terms of IFRS 16.

Assessments in applying IFRS 16

IFRS 16 Leases / Code Reguirements

The planned Code text removes the requirement for consideration from the definition
of a lease and states

"A lease is a contract, or part of a contract, that conveys the right to use an asset
(the underlying asset) for a period of time.”

In identifying whether a lease exists the planned Code text states the following. The
potential application to ‘mere licences’ is noted in the table sections below each
criteria:

“A contract is, or contains, a lease if the contract conveys the right to control the use
of an identified asset for a period of time (see paragraphs B9 to B31 of IFRS 16 for
guidance on an assessment whether a contract is or contains a lease). Specifically to
assess whether a contract is or contains a lease an authority shall consider:

Planned Code text: whether the asset is explicitly or implicitly identified in a
contract (see paragraph B13 of IFRS 16)

Application: Considered likely to apply

Planned Code text: if an asset is specified in a contract whether the supplier has
a substantive right to substitute (see paragraphs B14 to B19 of IFRS 16)

Application: Potentially dependent on interpretation and the specific
4






terms agreed.

A ‘mere licence’ may be regarded as being specific to the asset concerned.
However a trust would potentially be able to suggest (with 2 years’ notice) that
it would provide a different property for use. [NB The 2 year notice may imply
that for 2 years there is no right of substitution].

Determination may depend on whether (a) the trust has readily available
alternatives and (b) the substitution is economically beneficial to the trust.

B19 requires that if the situation is not readily determined a presumption that
no substantive substitution rights exist is to be made.

Planned Code text: whether the asset specified in a contract is physically
distinct (see paragraph B20 of IFRS 16)

Application: Considered likely to apply

Planned Code text: whether the customer has the right to obtain substantially
all of the economic benefits and service potential from use of the asset
throughout the period of use (see paragraph 4.2.2.35 and B21 to B23 of IFRS
16), and

Application: Potentially dependent on interpretation and the specific
terms agreed.

IFRS 16 B21 states “To control the use of an identified asset, a customer is
required to have the right to obtain substantially all of the economic benefits
from use of the asset throughout the period of use (for example, by having
exclusive use of the asset throughout that period). A customer can obtain
economic benefits from use of an asset directly or indirectly in many ways, such
as by using, holding or sub-leasing the asset.”

The IFRS Conceptual Framework for Financial Reporting (March 2018) addresses
control in 4.19-4.25

4.20 includes “Control includes the present ability to prevent other parties from
directing the use of the economic resource and from obtaining the economic
benefits that may flow from it. It follows that, if one party controls an economic
resource, no other party controls that resource.”

[Comment: This may raise the question of whether the authority has been
granted exclusive right of use. This may raise some sensitivity in trusts
regarding the implication, at least for a two year period, that trusts do not have
effective control of the property asset].

4.21 “An entity has the present ability to direct the use of an economic resource
if it has the right to deploy that economic resource in its activities, or to allow
another party to deploy the economic resource in that other party’s activities.”

4.22 “control can also arise if an entity has other means of ensuring that it, and
no other party, has the present ability to direct the use of the economic
resource and obtain the benefits that may flow from it.”

IFRS 16 BC117 notes it is consistent with IFRS 10 and IFRS 15 in requiring both

5
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‘benefits’ and ‘power’ tests to apply. BC118 refers to a key criteria as being
identification of which party derives the benefits from the use of the asset.

Potentially therefore questions regarding agency or principal status (of the
authority) may arise. IFRS 15 B17 (a) indicates control “typically includes
responsibility for the acceptability of the specified good or service (for example,
primary responsibility for the good or service meeting customer specifications).

Planned Code text: whether the customer has the right to direct the use of the
asset throughout the period of use (B24 to B30 of IFRS 16).”

Application: Potentially dependent on interpretation and the specific
terms agreed.

IFRS 16 includes the following (emphasis added)

B25 “A customer has the right to direct how and for what purpose the asset is
used if, within the scope of its right of use defined in the contract, it can change
how and for what purpose the asset is used throughout the period of use. In
making this assessment, an entity considers the decision-making rights that are
most relevant to changing how and for what purpose the asset is used
throughout the period of use.”

[Comment: A tentative view may be that the trust (as per LAAP Bulletin 101 )
retains the right to direct the purpose of the asset.]

B26 “Examples of decision-making rights that, depending on the circumstances,
grant the right to change how and for what purpose the asset is used, within
the defined scope of the customer’s right of use, include:

(a) rights to change the type of output that is produced by the asset (for
example, to decide whether to use a shipping container to transport goods or
for storage, or to decide upon the mix of products sold from retail space);

(b) rights to change when the output is produced (for example, to decide when
an item of machinery or a power plant will be used);

(c) rights to change where the output is produced (for example, to decide upon
the destination of a truck or a ship, or to decide where an item of equipment is
used); and

(d) rights to change whether the output is produced, and the quantity of that
output (for example, to decide whether to produce energy from a power plant
and how much energy to produce from that power plant).

[Comment: Re sub-para (d) Example 9B in the IFRS illustrative examples could
arguably be seen as supporting a ‘no lease’ assessment for the buildings. In the
example the customer was not involved in the design of the power plant. The
example concludes that the customer has no right to change how and for what
purpose the plant is used during the period of use. It should be noted that in
the example the supplier retains operational control of the plant.].

B27 “Examples of decision-making rights that do not grant the right to change
how and for what purpose the asset is used include rights that are limited to
operating or maintaining the asset. Such rights can be held by the customer or
the supplier. Although rights such as those to operate or maintain an asset are
often essential to the efficient use of an asset, they are not rights to direct how
and for what purpose the asset is used and are often dependent on the
decisions about how and for what purpose the asset is used. However, rights to

operate an asset may grant the customer the right to direct the use of the asset
6




https://www.ifrs.org/issued-standards/list-of-standards/ifrs-15-revenue-from-contracts-with-customers/

https://www.ifrs.org/issued-standards/list-of-standards/ifrs-16-leases/

https://www.cipfa.org/policy-and-guidance/technical-panels-and-boards/local-authority-accounting-panel/laap-bulletins/laap-101
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if the relevant decisions about how and for what purpose the asset is used are
predetermined (see paragraph B24(b)(i)).

Note: Predetermination criteria in B24 (b) include the customer’s right to
operate the asset throughout the period of use, without the supplier having the
right to change those operating instructions. [The second criteria for
predetermination which relates to customer design or specification of the asset
is considered unlikely to apply].

[Comment: This can also be regarded as supporting a ‘no lease’ conclusion on
the basis that the right to operate is not equivalent to the right to determine the
purpose of use. IFRS Illustrative Example 5, which illustrates the
‘predetermined’ criteria in B24(b)(i), however could be regarded as indicating
that the school building situation (whereby the authority only controls the
operation of the asset) would meet the definition of a lease. The fact that the
trust cannot fully withdraw the asset from use until a period of two years has
passed (see legislation above) may arguably be suggested to indicate that the
use is predetermined for at least a period of two years.]

The above indicates that it is not clear whether a lease will exist under IFRS 16
requirements where a ‘mere licence’ is provided for use of the property. This will
generally depend on assessment of:

Whether a mere licence passes any legal rights to an authority

The trust’s right and ability to substitute an asset

The right to substantially all the service potential of the asset throughout the
period of use (eg whether the authority has exclusive rights of use)

e The right of the authority to direct the use of the asset during the period of use,
potentially based on a ‘predetermination’ basis.

From the above there may be some significant concern regarding the assessment of
an authority having an absolute right of control over the property (for a limited
period of time) which overrides a trust’s (or religious body’s) control of the asset.

Period of Use / Lease Term

If a lease is considered to exist it will be necessary to determine the lease term or
period of use. The planned Code text currently states:

"The lease term is the non-cancellable period for which a lessee has the right to use
an underlying asset, together with both:

a) periods covered by an option to extend the lease if the lessee is reasonably
certain to exercise that option, and

b) periods covered by an option to terminate the lease if the lessee is reasonably
certain not to exercise that option.”
It may be suggested that:

There is no “non-cancellable period” for which an authority has the right to
use the school property.





3.7

3.8

4.1

4.2

The trust cannot withdraw the school property earlier than two years without
the consent of the authority. Note: it is assumed that if it breached the two
year notice period required, there would be a ‘more than insignificant
penalty’ for the trust. (see IFRS 16 B34 second sentence, also B35 second
sentence).

The authority however would appear, unless otherwise indicated or specified,
to have the right to cease using the school property for its service provision.
IFRS 16 B35 first sentence would appear applicable: “If only a lessee has the
right to terminate a lease, that right is considered to be an option to
terminate the lease available to the lessee that an entity considers when
determining the lease term.”

The authority does not have an option to extend the arrangement. This is
entirely at the discretion of the trust. (see IFRS 16 BC 127, also B35 second
sentence).

The authority would, unless otherwise indicated or specified, appear to have
a right to cease use of the asset before the end of the two year statutory
minimum notice period required from the trust.

The likelihood of the authority exercising its right to cease asset use within
the two year ‘right of use’ period guaranteed by statute would therefore need
to be assessed in determining the lease term.

It should also be noted that the IFRIC June 2019 Update item 4 relates to a tentative
decision regarding Lease Term and Useful Life of Leasehold Improvements (IFRS 16
Leases and IAS 16 Property, Plant and Equipment)—Agenda Paper 3. It indicates
that an authority should consider the broader economic penalties when determining
the enforceable period of a lease eg the cost of abandoning improvements to the
property made by the lessee.

On this basis the lease term (right-of-use) would presumably be the expected period
for which the school is anticipated to be used by the authority (taking account of
wider economic implications), up to a maximum period of two years.

Practical Considerations

Valuation Challenges and Resources

If leases are identified then, unless exemptions apply or adaptations are made, right-
of-use assets will require recognition. These will be expected to be valued at fair
value. Data to estimate the fair values may not be readily available or may be
difficult to obtain.

Valuation of the right-of-use assets, where there are only peppercorn payments or
no consideration at all, may prove challenging for valuers, and require additional
authority resources to obtain. Finance staff time on processing the data (eg ensuring
ledger entries and asset register treatment is correct) will also be required.
Additionally such valuations will require audit verification, thus incurring audit costs
and requiring auditor focus on ensuring that the balance sheet asset figures are
materially correct.

Unidentified Risks




https://www.ifrs.org/news-and-events/updates/ifric-updates/june-2019/#4
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4.4

4.5

4.6

4.7

The planned adaptation to the definition of a lease to remove the ‘consideration’
requirement was not specifically subject to consultation with local government
stakeholders, either in 2018 or in 2019. Some practitioners have however raised
concerns on the implementation of the adaptation, including application to mere
licences, during early consideration of IFRS 16 Leases implementation.

There is consequently a risk that the full implications of the adaptation, perhaps
especially in relation to mere licences, have not been fully identified. There is also a
risk of adverse stakeholder comment as implementation proceeds and stakeholder
awareness of the implications increases.

Whole of Government Accounts (WGA) and National Accounts

The impact of mere licences treatment under IFRS 16 on WGA and the National
Accounts may also be a consideration. It is considered that there will be no material
impact on reported debt or borrowing (assuming no significant rentals are involved).
In the event that, at most, there may be two years’ right-of-use asset recognition for
a mere licence the materiality of asset recognition may be considered.

The additional benefits to be gained through Whole of Government Accounts and
National Accounts may be a factor for consideration. Key aspects may be whether
the transparency, scrutiny, governance and management of UK public sector
financial resources will be significantly enhanced through the application of IFRS 16
Leases requirements to mere licences.

Stakeholder Comment on Cost of Compliance

Some stakeholder comment on the cost of compliance may be anticipated. In
particular in England the Redmond Review and NAO consultation on the Code of
Audit Practice potentially place more emphasis, and anticipated resource and time
input, towards securing VFM and financial sustainability. As indicated above this may
be exacerbated by the perception that there was little or no public opportunity to
comment on the proposed adaptation.




https://www.gov.uk/government/news/audit-quality-of-councils-will-face-examination-in-new-independent-review

https://www.nao.org.uk/code-audit-practice/code-of-audit-practice-consultation/

https://www.nao.org.uk/code-audit-practice/code-of-audit-practice-consultation/
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Technical Information Note: 14 (01)

Accounting for Local Authority Maintained Schools (England and
Wales)

Informal Commentary and Clarification of the Relationship
between Schools as Entities and the Recognition of Non-current
Assets used by Schools

Introduction

1. Local authority maintained schools are those that fall within the categories defined
for England and Wales by the School Standards and Framework Act 1998 (as
amended). This Technical Information Note focuses on the relationship between the
schools as entities and the accounting requirements for non—-current assets used by
schools following the introduction of Appendix E in the 2014/15 Code of Practice on
Local Authority Accounting in the United Kingdom (the Code). It is intended to
provide clarification of the approach in Appendix E; CIPFA anticipates issuing
separate application guidance on the recognition of assets used by schools in the
near future.

2. Appendix E of the 2014/15 Code covers the main items for consideration in the
accounting treatment for local authority maintained schools. CIPFA/LASAAC has
derived its views in Appendix E from the work of the Joint HM Treasury and
CIPFA/LASAAC Working Group (Working Group) report Public Sector Accounting for
Schools Working Group -The Accounting Treatment of Local Authority Maintained
Schools in England and Wales which is appended to this Technical Information Note
at Appendix A. The CIPFA/LASAAC Local Authority Accounting Code Board
(CIPFA/LASAAC) welcomed the report in February 2014 and the consultation on the
new Appendix E to the Code was based on the findings of the report. The
consultation also sought views of interested parties on the conclusions of the report.

3. Appendix E to the 2014/15 Code? confirms that local authority maintained schools
are capable of being treated as entities for control and financial reporting purposes.
It also confirms that the balance of control under IFRS 10 Consolidated Financial
Statements lies with the local authority and therefore schools as entities should be
included within the local authority group boundary. Again following the views in the
Working Group report, CIPFA/LASAAC introduced an adaptation of IFRS 10 and

lie community, voluntary controlled, voluntary aided, foundation, community special,

foundation special and nursery schools

2 As with the consultation Appendix E to the 2014/15 was based on the conclusions in the
Working Group report. the people

in public finance





consequentially of IAS 27 (2011) Separate Financial Statements’ to ensure that the
schools transactions (income, expenditure, assets, liabilities, reserves and cash
flows) are consolidated into the local authority single entity financial statements and
not (solely) into the Group Accounts®.

4, CIPFA/LASAAC would like to clarify it is expected that only those transactions and
balances that should be recognised by the school as an entity would be recognised in
the local authority financial statements. If the income, expenditure, assets, liabilities,
reserves and cash flows are not controlled by the school as an entity then as with the
normal process of consolidation these would not be consolidated into the financial
statements of the local authority as parent. Thus, for example, if a school uses an
asset under an operating lease, this asset would not be recognised by the school and
not consolidated into the local authority single entity financial statements.

5. Section B in the new Module 10 in the 2014/15 Code of Practice on Local Authority
Accounting in the United Kingdom Guidance Notes for Practitioners 2014/15
Accounts includes more detail on the recognition of schools’ transactions.

6. It may also be the case that some non-current assets within local authority
ownership are used by schools. It is very likely that under the non-current asset
recognition tests in the Code (principally, chapter four) that these assets are already
recoghised within local authority balance sheets and it is not expected that this
situation will change.

7. It is understood that some local authority accounts preparers are having practical
difficulties with the recognition or non-recognition of schools’ non-current assets.
CIPFA anticipates issuing application guidance in the near future to assist with this
process.

8. It is very possible that at least some non-current assets will need to be recognised in
the local authority balance sheet as a result of the change in accounting policies
introduced by Appendix E. Therefore CIPFA/LASAAC anticipates, subject to due
process, that it will issue transitional arrangements to permit these assets which are
valued in accordance with the requirements of the Code to be treated as a deemed
cost from 1 April 2013. The transitional arrangements will be included in a 2014/15
Code Update. It also recommends that the contra entry to this transaction would be
the Capital Adjustment Account. This 2014/15 Code Update will be issued on the
CIPFA/LASAAC pages of the CIPFA website as soon as due process is complete.

Other Guidance - Accounting for Schools

Technical Accounting Alert 3 (Informal commentary and clarification)
http://www.cipfa.org/-
/media/Files/Policy%?20and%20Guidance/Panels/Local%20Authority%20Accounting
%20Panel/Technical%?20Accounting%?20Alert%20%20Accounting%20for%20Schools
%20Interim%20Clarification.pdf

FAQ Accounting for schools following the introduction of Appendix E, Accounting for
Schools in Local Authorities in England and Wales — what are the main issues that
arise?

http://www.cipfa.org/-
/media/files/policy%20and%?20guidance/technical%?20inquiry%?20service%?20fag/faq
%?20treatment%200f%20maintained%?20schools.pdf

Code of Practice on Local Authority Accounting in the United Kingdom Guidance
Notes for Practitioners 2014/15 Accounts

3 See paragraph E.1.3 of the 2014/15 Code.
4 Or where local authorities do not otherwise produce Group Accounts they would not be
required to produce them to consolidate schools transactions.



http://www.cipfa.org/-/media/Files/Policy%20and%20Guidance/Panels/Local%20Authority%20Accounting%20Panel/Technical%20Accounting%20Alert%20%20Accounting%20for%20Schools%20Interim%20Clarification.pdf

http://www.cipfa.org/-/media/Files/Policy%20and%20Guidance/Panels/Local%20Authority%20Accounting%20Panel/Technical%20Accounting%20Alert%20%20Accounting%20for%20Schools%20Interim%20Clarification.pdf

http://www.cipfa.org/-/media/Files/Policy%20and%20Guidance/Panels/Local%20Authority%20Accounting%20Panel/Technical%20Accounting%20Alert%20%20Accounting%20for%20Schools%20Interim%20Clarification.pdf

http://www.cipfa.org/-/media/Files/Policy%20and%20Guidance/Panels/Local%20Authority%20Accounting%20Panel/Technical%20Accounting%20Alert%20%20Accounting%20for%20Schools%20Interim%20Clarification.pdf

http://www.cipfa.org/-/media/files/policy%20and%20guidance/technical%20inquiry%20service%20faq/faq%20treatment%20of%20maintained%20schools.pdf

http://www.cipfa.org/-/media/files/policy%20and%20guidance/technical%20inquiry%20service%20faq/faq%20treatment%20of%20maintained%20schools.pdf

http://www.cipfa.org/-/media/files/policy%20and%20guidance/technical%20inquiry%20service%20faq/faq%20treatment%20of%20maintained%20schools.pdf



DISCLAIMER

Please note that the guidance and clarification offered by this Technical Information Note
should not be taken as an authoritative interpretation of the law and should not be
considered as constituting a definition of proper accounting practice.

This Technical Information Note is intended to assist practitioners with the application of the
requirements of the Code of Practice on Local Authority Accounting in the United Kingdom
(the Code). The Technical Information Note is intended to clarify the requirements of the
Code, but is not prescriptive and does not have the formal status of the Code. All
reasonable care is exercised in preparing the Technical Information Note. However,
accounts preparers should always refer to the primary sources before relying on this advice
and check any interpretation of published guidance with their own professional advisors and
their own circumstances.
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PUBLIC SECTOR ACCOUNTING FOR SCHOOLS WORKING GROUP

THE ACCOUNTING TREATMENT OF LOCAL AUTHORITY MAINTAINED
SCHOOLS IN ENGLAND AND WALES

SUMMARY

This paper details the findings of the Working Group on the accounting for public sector schools in
England and Wales.

The Working Group has concluded that local authority maintained schools are separately identifiable
entities.

This is based on the Working Group’s assessment that:
— Schools represent a set of integrated economic activities;

— Financial information required by schools to produce general purpose financial reports is
capable of being separately identified; and

— Schools are capable of being treated legally like a person (although a separate legal identity
is not a prerequisite) and of making binding decisions.

The Working Group has further concluded that the balance of control rests with local authorities for
community schools, voluntarily controlled, voluntary aided and foundation schools, and that these
schools should be included in the financial statements of local authorities. It thus follows that
academies and free schools are not under local authority control and should not be consolidated by
them. This is based on consideration of:

— Local authority powers to close or cease to maintain a school;

— Local authority powers to make significant changes to a school (although it was
acknowledged that some changes, such as changing the religious designation of a school
with a religious character, cannot be made by local authorities);

— Local authority intervention powers which exist in the event of poor operational performance;

— The existence of elements of ‘de facto’ control arising from local authorities’ monitoring and
guidance of schools, subject to the evidence of this being provided as a part of the
consultation process; and

— The absence of joint control in accounting terms, as key decisions do not require unanimous
approval.

In addition to assessing public sector schools under group accounting standards, the Working Group
has considered the practical implications and recommends that, in order to reduce the burden on local
authorities, consideration is given to schools being included in the local authority single entity financial
statements rather than being separately split out and accounted for by local authorities as separate
entities within the Group Accounts as a part of the consultative process. Consideration should also be
given to providing additional guidance to local authorities for accounting for non-current assets where
the arrangements have not been documented or when original documentation can’t be found. In both
cases, further information is first required on the practicalities of consolidation for local authority
preparers and this will need to be addressed in the public consultation.
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SECTION A: BACKGROUND

1.

In October 2012, the Financial Reporting Advisory Board (FRAB) recommended that a
cross-cutting working group should be formed to consider how local authorities should
account for schools in accordance with the new accounting standard IFRS 10 Consolidated
Financial Statements.

The Working Group brings together a range of expertise, including financial reporting
experts, local authority and devolved government representatives, and church and public
sector school representatives.' This paper sets out the conclusions reached by the Working
Group and the basis for their conclusions. The Group’s findings will be verified through a
public consultation undertaken by CIPFA/LASAAC.

SECTION B: TESTS APPLIED IN DETERMINING THE ACCOUNTING TREATMENT

3.

The Working Group considered three key questions in reaching its conclusions:
i. Are schools entities which are capable of being consolidated?
i. If they are, should they be consolidated by local or central government based on
International Financial Reporting Standards (IFRS)?
iii. If they should be consolidated, what are the practical implications?

In each case, the Group’s assessment is based on accounting criteria. The accounting
criteria used are mainly drawn from the following international accounting standards:
i. IFRS 10 Consolidated Financial Statements
ii. IFRS 11 Joint Arrangements
iii. IFRS 12 Disclosure of Interests in Other Entities
iv. IAS 27 Separate Financial Statements (as amended in 2011)
V. IAS 28 Investments in Associates and Joint Ventures (as amended in 2011)

Although the Working Group’s analysis focuses on arrangements in England and Wales, the
principles and methodology could similarly be followed for schools in Scotland and Northern
Ireland.

SECTION C: ARE SCHOOLS ENTITIES WHICH ARE CAPABLE OF BEING
CONSOLIDATED?

6.

The Working Group first considered whether schools can be considered to be entities
capable of consolidation, based on definitions within IFRS, International Public Sector
Accounting Standards (IPSAS) and the European System of Accounts. Relevant extracts of
guidance are included in Appendix A.

In practical terms, the specifications in IFRS and other guidance mean that to be treated as
an entity, the unit in question would need to have the following characteristics:

i. It would represent a set of integrated economic activities

. Its activities and resources and assets, liabilities and reserves would need to be
capable of being separately identified from any other entity and financial information
about the entity which would be useful for making decisions about providing
resources to the entity is capable of being produced

iii. It would be capable of being treated legally like a person. In practical terms it would
function legally (e.g. by entering into contracts in its own name, employing officers)
and make binding decisions through its governing body with those decisions being
made for its principal function

It is not necessary for a unit to prepare financial statements in order to demonstrate the
second characteristic. The Working Group’s assessment is that maintained schools’ income,
expenditure, assets and liabilities are identifiable. In particular, schools produce annual
information about their income and expenditure. Although schools do not routinely provide

!See Appendix D for the terms of reference for the Working Group.
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10.

11.
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information on assets and liabilities, this information could be produced as a school’'s assets
and liabilities are identifiable.

Maintained schools’ governing bodies all have corporate status. Where a unit has corporate
status, the normal presumption is that it is an entity. The Working Group questioned whether
a different assessment applies to a school, separate to its governing body. The Working
Group’s conclusion is that there are no legal powers given to the schools above those given
to the governing body and therefore the two are indivisible.

Furthermore, the Working Group’s assessment is that schools represent a set of integrated

economic activities and are capable of being treated as legal entities. Although the different

categories of maintained schools have different powers (e.g. some categories of schools

employ staff) all schools:

—  Can, subject to certain restrictions, enter into contracts;

—  Set the strategic direction for the school through their governing body; and

— Commission action and manage the performance of the school as an autonomous unit
for operational purposes.

Conclusion

The Working Group concluded that schools are separate entities for accounting purposes on

the basis that:

— Schools represent a set of integrated economic activities;

—  Financial information required to produce general purpose financial reports is capable
of being separately identified; and

— Schools are capable of being treated legally like a person and of making binding
decisions.

SECTION D: ASSESSMENT OF IFRS GROUP ACCOUNTING STANDARDS

12.

13.

14.

15.

IFRS 10, Consolidated Financial Statements, requires entities to consolidate entities that
they control. It specifies that control exists only if an investor has power over an investee,
has exposure to variable returns from its involvement with an investee and has the ability to
use its power to affect the level of variable returns. This is regardless of the nature of the
involvement with the entity being considered for consolidation.

A public sector entity has power over an entity considered for consolidation when it has
existing rights that give it the current ability to direct the relevant activities.” Decisions over
relevant activities may include operating decisions, capital and budgetary decisions; or the
appointment, remuneration and termination of service providers or key management who
have the ability to direct the relevant activities.® The public sector entity then has to assess
whether it is exposed, or has rights, to variable returns from its involvement with the
investee.

IFRS 10 sets out the steps for assessing control of another entity:
i. Consider the purpose and design of the entity considered for consolidation in order to
determine the relevant activities (those that significantly affect returns)
i. Determine how decisions about the relevant activities are made
iii. Ildentify who has the current ability to direct those activities (as IFRS 10 specifies that
only one entity can control)
iv.  ldentify who receives returns from those activities.

The assessment against each of these steps is set out in detail below.

2 IFRS 10 describes this entity as an investee; this report will refer to the entity considered for consolidation or school as
appropriate.
% IFRS 10 paragraph B12.
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i) Consider the purpose and design of the entity that is being considered for consolidation in
order to determine the relevant activities (those that significantly affect returns)

16.

17.

18.

19.

20.

21.

Purpose and design of schools

Local authorities and schools have defined duties under legislation in relation to
accountability and performance. Local authorities are required by law to ensure that there is
sufficient, effective provision of education to the children within the local authority area. The
purpose and design of schools can be considered from the perspective of the decisions
taken by the body that governs the everyday operation of the schools. The governing body
is responsible for determining how the funds provided by central government via local
government distribution are to be applied to secure effective educational outcomes. They do
this through overseeing performance and setting the strategic direction of the school, acting
as the custodians of the property assets and by considering the future status of the school.

Governing bodies are made up of individuals drawn from the staff, parents, the local
authority and, where relevant, the promoters. With the exception of voluntary aided schools
and qualifying foundation schools, none of these bodies has a majority of voting rights. The
majority of the operational decisions are usually delegated to the headteacher.

The key economic aspect of the operations of the school is that all stakeholders in the
process agree that the services are provided largely free of charge at the point of delivery.
The economic benefits arising from the operation of the school are transferred to pupils and
their parents. This leaves a reduced pool of returns to be shared amongst the “investors” or
interested parties in the school.

The Working Group also recognised that the provision of education in the maintained
schools framework has developed as a part of the collaborative working arrangements that
have evolved over time with the other interested parties, including religious groups, who
make certain assets available to schools.

Returns

Returns can be financial or non-financial.* This requires public sector accounts preparers to
consider other benefits or advantages, in addition to direct returns such as dividends. The
Working Group identified two primary returns:

—  Benefits that accrue from the successful provision by others of primary and secondary
education. This will enable a local authority to meet its statutory duties under sections
13 and 14 of the Education Act 1996 (EA 1996) to contribute towards the spiritual,
moral, mental and physical development of the community by securing that sufficient,
appropriate primary and secondary education is available to meet the needs of the
population of their area; and

—  The achievement of the authority’s duties under Section 13A of the same Act as
amended for English and Welsh authorities i.e. the duty to promote high standards,
ensure fair access to educational opportunity and the fulfilment of potential standards to
education for children within the local education area.

The Working Group therefore assessed that the primary returns from schools are non-
financial and relate to the achievement of educational objectives. There are also returns for
other bodies or persons from the activities of the school. Other promoters gain returns from
the same relevant activities, for example, the churches through their diocese. The other
obvious beneficiaries from each of the schools are the service recipients and central

* IFRS 10 application guidance B57 references returns that are not available to other interest holders, including economies of
scale and the sourcing of scarce products, and IFRS 10 Basis of Conclusions B63 and B64 confirms the IASB’s intention to
have a broad definition of ‘returns’ that would include synergistic returns as well as more direct returns.
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23.

24,

25,

26.

27.
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government to meet its educational objectives. There may be other returns, such as those
relating to residual interests in assets.

Relevant Activities

Relevant activities are those that most significantly affect returns. First, the Working Group
assessed that returns from schools are variable and can be affected by a range of activities
related to the quality of education provided by a school performance or the loss of that
service provision.

For a school, relevant activities may therefore fall into the following areas:

- Planning the deployment of budgets to secure the availability and allocation of places;

- The effective education of pupils

- Managing property assets to maximise the returns (including potential sale, subject to
the statutory provisions on this)

- Determining future operating environment (for example, a change of status of the
school).

The relevant activities of a school are those which have the potential to have the most

significant effect on the educational output/outcomes, which may include:

- School closure or ceasing to maintain local authority school

- Changing the status of a school to become an academy

- Making other major changes, such as changing size, adding or removing a sixth form,
or other changes in category of a school

- Managing school educational performance, including dealing with serious failure.

There are other school activities which affect educational output and other returns. For
example, the diocese has control over religious activities for church schools. Although this is
a relevant activity (as religious education forms part of the educational output from a church
school), the Working Group has assessed that it is not one of the most significant relevant
activities for the purposes of the consolidation decision. Instead, these were considered to
relate to satisfying the wider duties of local authorities to ensure the provision of education
services.

Relevant activities — identification by analogy to structured entities

Relevant activities may not necessarily be activities that require decisions to be made in the
normal course of a school’s operations; such decisions may be required only when
particular circumstances arise or events occur, such as at the start of an entity’s life. An
analogy can be drawn to structured entities in the private sector for which operating
arrangements can largely be fixed at inception; they are on ‘auto pilot’ with few significant
decisions that affect returns being required after inception unless an event occurs that
needs to be dealt with. For those entities, the focus is typically on which entity can take
action in the future when an event occurs that needs to be dealt with, because it is that
action that will have the most significant effect on returns. The fact that the right to make
decisions is contingent on particular circumstances arising, or an event occurring, does not
result in it being excluded from the assessment as to whether an investor has power over
the entity.

ii) Determine how decisions about the relevant activities are made
and

iii) Identify who has the current ability to direct those activities

The Working Group considered the interaction of controls operated by schools, local

authorities and central government. In particular, they considered central government

constraints over school operations and reserved powers, local authority controls relating to

school performance and other decisions relating to relevant activities made by schools.
UNCLASSIFIED

5





28.

29.

30.

31.

32.

33.

34.

35.

UNCLASSIFIED

What relevance do voting rights have to decisions about relevant activities?

IFRS 10 states that an assessment of power is straightforward when the power is obtained
directly or solely from voting rights. However, it recognises that this is not always the case
and that complexity can arise, particularly where power might arise from contractual
arrangements.

Schools have governing bodies with individuals drawn a range of different groups .
However, an assessment of voting rights doesn’t necessarily mean that a school is
controlled by its governing body, or by an entity with majority voting rights on the governing
body. This is because it is necessary to consider the extent to which those voting rights give
the holder the power to direct relevant activities. In this context, a school’s governing body
cannot unilaterally make decisions in relation to the relevant activities set out in paragraph
24. For example, it might be able to move out of the maintained sector, but the granting of
academy status is determined by the approval of the Secretary of State.

Instead, powers to direct the relevant activities arise from statutory provisions. These can be
seen as having the same status as contractual arrangements as they arise from the
application of statutory provisions to particular situations entered into by the various parties.
An assessment is needed as to whether the statutory provisions, or other legal or
constructive rights, give one party the right to specify what a school does in relation to the
relevant activities, or how it does it; if they do, then that party is likely to control the school.

Central government constraints and reserved powers

The Working Group assessed whether schools are controlled by central government by
considering the effect of the reserved step-in rights of central government and whether local
authorities act as agents for central government in relation to public sector schools.

The Secretary of State has the power in the Academies Act 2010 to convert poorly
performing local authority maintained schools to sponsored academies. IFRS 10 states that
if a party holds substantive rights to remove the decision-maker and can do so without
cause then the decision-maker is an agent. Central government power means that the
Government has the ability to remove local authorities from the involvement with any school.
However, as this would depend on either general changes to legislation, or specific powers
conditional on specific events, for example a school failing or a governing body making an
application for academy status, the Government removal would not be without cause.

The private sector provides similarities where an ultimate parent may require a subsidiary to
manage an entity. The subsidiary can control the entity’s relevant activities with the ultimate
parent reserving step-in rights. By analogy to schools, the reserved rights of central
government do not prevent local authorities from directing the relevant activities of schools
and, in consequence, having control over them.

If central government uses it powers under the Academies Act 2010 to convert a local
authority maintained school to an academy, or allows a school to be set up without local
authority involvement, then central government consolidates that school in the Department
for Education’s group accounts. This applies to academies and free schools, and these
types of school are therefore excluded from the consideration of the interactions between
schools and local authorities below and from the Working Group’s assessment of local
authority consolidation.

Further details of the central government consolidation considerations are included in
Appendix C.

UNCLASSIFIED
6





36.

37.

38.

39.

40.

41.

42.

UNCLASSIFIED

Interaction between schools and local authorities

Schools and local authorities are each able to direct relevant activities at different times. The
Working Group assessed whether schools or local authorities were able to direct the
activities which most significantly affect the provision of high quality education and
concluded that local authorities do. This took into consideration that schools normally
manage many of their own day-to-day operations (while returns remain within an acceptable
range) but, in the event of poor educational performance, the local authority has step-in
rights. This power to intervene when returns are outside of an acceptable range was seen
as key. The considerations in assessing the interactions between schools and local
authorities are set out below.

What relevance does a school’s economic dependence on local authority funding have?

IFRS 10 sets out that economic dependence, on its own, does not lead to one entity having
power over another, but in some circumstances it can be an indicator. In order to indicate
control, grant funding in the public sector would need to be supported by an operational
mandate for the grantor to be the main or sole source of funding for the entity and there
would need to be strict direction of the processes, outputs and outcomes associated with the
funding. This situation is not considered to be normal within the public sector in the UK.

Local authorities are the main source of funding for maintained schools. Whilst individual
schools have autonomy over the use of their budgets and their governin% bodies are
accountable, in law and in practice, for all their schools’ major decisions.” Local authorities
are responsible for holding maintained schools to account for their financial management
and performance.6 They are responsible for setting and monitoring a local financial
framework for schools. Appendix B sets out in overview the funding sources for maintained
schools.

Local authorities are not able to use the funding mechanism to specify the operational
mandate for the school’s funding. Local authorities may only suspend a school’s right to a
delegated budget under certain circumstances.’ It is considered that such situations are
rare. A local authority may also intervene to suspend a school’s right to a delegated budget
where there are concerns about standards — see Tables 1 and 2. This latter power, when
combined with the authority’s duties under Section 13A, may then be an indicator of control.

Are the rights held by local authorities substantive or protective?

There is a risk that the regulation of an entity could be blurred with control. There are public
sector and private sector examples of regulation impacting on the ability of an entity to
operate freely; for example:

—  Granting of licences, health and safety policies, restrictions on the sale or use of
dangerous goods and general legislation; and

—  Statutory provision of public services, with the power to intervene in a protective
capacity.

Regulatory control does not normally give rise to control over an entity for the purposes of
IFRS 10. Although regulation can restrict financial and operating policy, regulation must be
considered at the micro (entity) level, not the macro-level to be considered for control
purposes.

Distinction needs to be made between protective rights and substantive rights. Protective
rights are defined as rights designed to protect the interest of the party holding those rights
without giving that party power over the entity to which those rights relate. One example of a

® Accountability system statement for education and children's services, Department for Education September 2012

® See paragraph 20

” These are where the governing body has persistently or substantially breached a requirement or restriction relating to its
delegated budget; has not managed its budget share satisfactorily; or has not managed satisfactorily its expenditure or sums
received in the exercise of its power to provide community facilities and services.
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protective right is a lender’s right to restrict a borrower from undertaking activities that could
significantly change the credit risk of the borrower to the detriment of the lender. In the
public sector, the inclusion of conditions on a grant is normally deemed to be protective.

IFRS 10 requires that when assessing whether an entity has power, it must consider only
substantive rights, i.e. rights to control the relevant activities of another entity. For a right to
be substantive, the holder must have the practical ability to exercise that right and the right
needs to be exercisable when decisions about the relevant activities need to be made. IFRS
10 application guidance is clear that rights can be substantive, even though the ability to
exercise those rights is contingent. This would be when the relevant activities being
considered are dependent on specific events sometime in the future.

A local authority has intervention powers when schools are causing concern or are eligible
for intervention. There is a set of specified criteria before the duties of the authority can be
invoked and therefore the power is contingent on events. The Working Group’s assessment
is that this is a substantive right and that if the intervention event occurs then there is a
significant effect on returns. However, it is noted that the power of this right to affect returns
is restricted to removing negative returns by returning failing schools to an appropriate level
of performance. They do not allow the direction of a school to influence the level of returns
from an acceptable level of performance to a higher one.

Do local authorities have ‘de facto’ control over schools?

In addition to considering formal rights, IFRS 10 also requires an entity to assess whether it
has de facto control over another body. For example, if voting rights were relevant then it is
possible that an entity could have de facto control if it holds a large block (but not a majority)
of voting rights if the remaining voting rights were widely dispersed.

The Working Group noted that, in practice, local authorities work with schools on an on-
going basis and provide advice to the Board of Governors which is acted upon. Those
parties that might technically be viewed as having ultimate control do not step in. The
existence of at least an element of de facto control needs to be considered alongside a local
authority’s other rights to build an overall picture of control.

Is there joint control between schools and local authorities?

If control exists under IFRS 10, but it is determined that an investor does not control an
entity by itself, then a joint arrangement may exist under IFRS 11 Joint Arrangements. A
joint arrangement will exist if there is a contractual arrangement in place that gives all of the
parties (or a group of the parties) joint control of the arrangement. This exists only when
decisions about the relevant activities require the unanimous consent of the parties sharing
control.

IFRS 11, Joint Arrangements, focuses on the underlying nature of contractual rights and
obligations rather than the legal form of arrangements in determining the accounting for joint
arrangements. Similarly to the consideration given to whether voting rights are relevant, it is
not considered that formal contracts have to be in place as statutory powers can also create
enforceable arrangements.

Overall assessment of who has the current ability to direct relevant activities

The Working Group’s assessment of who controls each relevant activity, and whether
arrangements require unanimous agreement, are set out in Tables 1 and 2.

In identifying who has the current ability to direct relevant activities, the following principles
apply per the analysis in the preceding sections:

— the returns identified are variable;
— the local authority’s returns are based on its duties under sections 13, 13A and 14 of
the EA 1996;

UNCLASSIFIED
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— voting rights are unlikely to be a determining factor;

— economic dependence may be a factor if combined with other considerations in specific
scenarios;

—  care needs to be taken to differentiate between substantive and protective rights;

— the analysis is made on the presumption that local authorities are principals;

—  the possibility of joint control, as indicated by the requirement for decisions about the
relevant activities to be unanimous, needs to be considered.

IFRS 10 requires that when two or more entities with an interest in another entity have the
current ability to direct relevant activities and those activities occur at different times, the
investors shall determine which investor is able to direct the activities that most significantly
affect those returns consistently with the treatment of concurrent decision making rights.

Overall, the Working Group’s assessment is that the balance of control rests with local
authorities.

iv) Identify who receives returns from those activities

As set out in paragraphs 20 and 21, the Working Group’s assessment is that local
authorities receive returns from schools in relation to meeting their statutory requirements
for the provision of education.

Conclusion

The Working Group has concluded that community schools, voluntarily controlled, voluntary
aided and foundation schools meet the criteria for consolidation into local authority accounts
under IFRS.

SECTION E: PRACTICAL IMPLICATIONS OF CONSOLIDATION - RECOGNITION IN THE LOCAL
AUTHORITY FINANCIAL STATEMENTS

55.

56.

57.

The previous sections of this report have concluded that community schools, voluntarily
controlled, voluntary aided and foundation schools are separate entities controlled by local
authorities. IFRS 10 as adopted by the Code of Practice on Local Authority Accounting in
the United Kingdom (the Code) would require these schools to be reported in a local
authority’s group accounts. In reaching their conclusion, the Working Group recognised that
there are practical considerations about the relative costs and benefits of such an approach
and that an adaptation of IFRS 10 might be desirable. The consultation process will be able
to gather views on these costs and benefits such that CIPFA/LASAAC can decide whether it
will be necessary to propose an adaptation of IFRS 10 in the Code. The preliminary views of
the Working Group are set out below.

Costs of consolidation

The Working Group recognises that there are questions over whether it is desirable for a
local authority to split out and re-consolidate schools into their group accounts, with the local
authority single entity financial statements being prepared in addition to group accounts. At
present, it appears that many schools do not prepare their own full financial statements, and
in particular balance sheets are often not produced. A substantial amount of time and
expense might be required in order to extract amounts from local authority accounting
records.

The Group considered that a pragmatic alternative to consolidating schools within local
authority group accounts could be to allow them to be included in the local authority single
entity financial statements (effectively treating them in a manner similar to branches or cost
centres of the local authorities). The Working Group understands that this treatment is used
by many local authorities at the moment when accounting for schools under existing
consolidation standards and considers that there might be benefits of a more consistent
approach. This treatment would require IFRS 10 as adopted by the Code to be adapted.

UNCLASSIFIED
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Benefits of consolidation

The Working Group noted that the inclusion of schools in the local authority’s single entity
accounts, instead of their group accounts, is unlikely to alter decision making. In its
consultation on the Code of Practice on Local Authority accounting in the United Kingdom
2012/13 Code Update and 2013/14 Code®, CIPFA/LASAAC considered the consolidation of
community schools into local authority accounts and proposed that consolidation into a local
authority’s group accounts would not produce a substantially different report for the
Comprehensive Income and Expenditure Statement and Balance Sheet. The only
statements where there would be a different analysis of schools’ financial information would
be in the Group Cash Flow Statement and the Group Segmental Analysis. Applying the
principles of this proposal it is not clear that there are any users of the local authority financial
statements who would find this information useful for decision making purposes across all
types of maintained schools.

CIPFA/LASAAC also considered that for community schools it would not be useful to the
readers of the financial statements to have two separate reports of the same information;
albeit with a potentially different subjective analysis in the segmental analysis or where there
may be different reports of cash flows (it is not clear whether or not these cash flows would
be materially different).

Conclusion

The Working Group recommends that further consideration is given to the option of schools
being included in the local authority single entity financial statements, rather than being
separately split out in group accounts. This acknowledges that consolidation is technically
correct, but is based on avoiding the additional cost to local authorities given that a previous
consultation proposal suggested that it will not result in significantly better financial
information for users. Further evidence on the costs to preparers will need to be obtained
through the consultation process.

SECTION F: PRACTICAL IMPLICATIONS OF CONSOLIDATION - RECOGNITION OF
NON-CURRENT ASSETS INCLUDING ASSETS OWNED BY OTHER PROMOTERS

61.

62.

63.

There are different types of arrangements for non-current assets between schools and their
promoters. These include:
i. The local authority or school purchasing assets for the school to use
i.  Anindividual or organisation leasing assets to a school, charging either a market or
subsidised rate
iii. An individual or organisation donating assets to a school
iv.  Anindividual or organisation letting a school use its assets, without a formal
agreement being in place, or where original documentation can’t be found

Where non-current assets are owned by the local authority or the school, it is considered
that these assets will normally be recognised in local authority financial statements under
the requirements of the Code.

If the assets are subject to any of the requirements of the Code relating to leases (or the
other provisions in the Code for lease type arrangements) the tests that are applicable under
IAS 17, Leases, should be applied to these lease arrangements. Detailed application

8 The consultation is available at http://www.cipfa.org/policy-and-guidance/consultations-archive/the-code-of-practice-on-local-
authority-accounting-in-the-uk-201213-code-update-and-201314-code
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guidance is provided for local authorities on the accounting treatment of leases in the Code
Guidance Notes for Practitioners®.

If schools’ non-current assets are acquired under service concession arrangements i.e. PFI
or PPP arrangements then schools and local authorities will need to consider whether these
assets are recognised in the local authority financial statements under the provisions of the
Code (Section 4.3 Service Concession Arrangements: Local Authority as Grantor). The
Working Group noted that where this is the case, it appears that local authorities are already
accounting for the assets in this way.

If a school receives donated assets then they will be recognised at their fair value on receipt
and subsequently treated in the same way as purchased assets in local authority financial
statements. It is not necessary for legal title to be transferred but the school must be able to
recognise the asset in accordance with the asset recognition requirements of the Code and
thus must be able to control the economic benefits and service potential 19 of the asset for
example by having guaranteed continuing use in order to recognise a donated asset.

The Working Group’s view is that other, informal, ‘lease-type’ arrangements should be
assessed under IAS 17, Leases. The Working Group’s general expectation, for example, for
buildings provided at no charge by a religious body, is that in many cases the school may
not have the right to continuing use of the assets and the assets can be taken back by their
owners at any point. Therefore they would be accounted for as operating leases and would
not be recognised as assets of the school.

There may also be cases where assets have been used by a school over a long time period
and the original documentation either can’t be found or may not have existed. In this case,
additional guidance may be needed for preparers. The consultation process will need to
identify the types of transaction where this is the case.

Conclusion

The existing Code includes appropriate provisions on accounting for non-current assets.
This guidance covers owned, leased and donated assets, and will apply to various
documented arrangements between schools, local authorities and other promoters.
However, the Working Group recommends that consideration is given to producing further
specific application guidance to cover buildings provided at no charge by religious bodies
under IAS17, Leases, with the Working Group’s expectation as outlined in paragraph 66 that
they would be accounted for as operating leases and not recognised as assets of the
school. Whether such guidance is heeded should be confirmed through the public
consultation.

°Code of Practice on Local Authority Accounting in the United Kingdom Guidance Notes For Practitioners
2013/14 Accounts, CIPFA, November 2013
1% see the definition of an asset in paragraph 2.1.2.23 of the 2013/14 Code.
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Table 1 - What rights do schools, English local authorities and central government have over the relevant activities?

Relevant activity

Who has the power to control the variable returns?

Control conclusion

School closure or cease to
maintain a local authority
school

Local authorities can initiate a proposal to discontinue any category of maintained
school provided this is a reasonable exercise of their statutory powers. Any person
can object, which would include the governing bodies. In England the local authority
has full responsibility for taking the proposals forward during this procedure unless a
relevant aggrieved person requests that the proposals are referred to the Schools’
Adjudicator.™ Such persons can be the relevant diocesan board for the Church of
England, the Bishop of any diocese of the Roman Catholic Church as relevant, or the
governing bodies of foundation, voluntary or foundation special schools. This does not
include community schools or community special schools governing bodies."?

In the case of a discontinuance, it is likely that the control over the school’s operating
policies will be in order to gain returns from an authority’s:
e activities in pursuit of its duties under Section 13 of the Education Act 1996,
and/or
e duties as an admissions authority and/or
e potential to share in the realisation of proceeds from the sale of the assets
and/or
e ability to benefit or be at risk of the surplus of deficits on closing schools
balances, on closure.

Local authorities control the relevant
activity.

Local authorities can decide to close or
cease to maintain a community school.
Voluntary and foundation schools have
the ability to initiate the same statutory
proposals. However, the decision maker
for this process is the local authority. The
diocese has the right to appeal and
therefore the authority does not have
unfettered power over the decision, but
the appeals process is designed to
adjudicate via the schools adjudicator
and not to renegotiate an agreed (i.e.
unanimous) position. The power is
therefore shared but is not joint control.

Changing the status of a
school to become an
academy

The Secretary of State has the power in the Academies Act 2010 to convert poorly
performing local authority maintained schools to sponsored academies.

The governing body must pass a resolution confirming its desire to convert to
academy status. The Secretary of State approves school proposal and issues an
Academy Order. The local authority does not have control over this process, although
it may be a consultee as a part of the academy conversion process. In the case of
voluntary aided schools a governing body cannot change its status to become an
academy without the consent of the bishop.

Central government controls the relevant
activity, or, in the case of voluntary aided
schools, there is joint control between
central government and the bishop.

Making changes/changing
major articles the most of
which require statutory
proposals (including

The local authority or governing body can initiate various proposals.

The governing body runs the decision making process for changing the category of a
school, other than for a community school, to a foundation school. However, the local
authority can refer the decision to the Schools Adjudicator where they feel it will have

Local authorities control the relevant
activity.

Local authorities control the relevant

n Paragraph 14 of Schedule 2 of the Education and Inspections Act 2006
12 Note that the statutory provisions in relation school closure have recently been subject to consultation by the Department for Education in the consultation paper Changes to the System of School
Organisation (Department for Education, September 2013)- the changes included in the consultation may lead to changes in the commentary in this table.
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Relevant activity

Who has the power to control the variable returns?

Control conclusion

enlargement of premises,
adding or removing a sixth
form, other changes in
category of a school).

a negative impact on standards.

The local authority runs the decision making process for other changes, including:
e changing the category of a community school;
e significantly enlarging a school; and
e adding or removing a sixth form.

These major changes require statutory processes including formal consultation
proposals. Where the local authority runs the decision making process, it will make the
initial determination unless a relevant person requests that the proposals are referred
to the Schools’ Adjudicator.13 Such persons can be the Church of England Diocese,
the bishop of a diocese of the Roman Catholic Church, the Secretary of State, or the
schools governing body and trustees.

The local authority would gain returns from these proposals being successfully made
in pursuit of its duties:

e under Section 13 of the Education Act 1996, and/or

e as an admissions authority.

activity.

Maintained schools of all types (including
voluntary and foundation schools) have
the ability to initiate some statutory
proposals. However, the decision maker
for this process is the local authority. The
diocese has the right to appeal and
therefore the authority does not have
unfettered power over the decision but
the appeals process is designed to
adjudicate via the schools adjudicator
and not to renegotiate an agreed (i.e.
unanimous) position. The power is
therefore shared but is not joint control.

School performance
including failure to meet
standards (education,
health and safety etc),
dealing with serious
failure, who takes the
decisions on holding the
schools to account and
when decisions up to and
including for example
imposition of an Interim
Executive Board.

The local authority has step-in powers in relation to schools operational
performance.™ Statutory guidance for local authorities on schools causing concern
relating to an authority’s duties describes the four criteria for eligibility that must be
met before the school is defined as being eligible for intervention by the authority.*®
There are also stages before the intervention point where authorities might issue a
performance standards and safety warning notice. Before deciding to give such a
warning notice, local authorities must draw on a suitable range of quantitative and
qualitative information to form a complete picture of a school’s performance and be
satisfied that it has met these criteria.

Local authorities are required to maintain a scheme for financing schools which sets
out the framework for the financial relationship between them and the schools they
maintain.*® The scheme must include procedures for maintaining effective financial

Local authorities control the relevant
activity.

The step-in powers are conditional on the
poor operation of a school. The overall
process is collaborative as both the
school and local authority work together.
However, as the decisions don’t require
unanimous agreement (the local authority
has ultimate power), there is not joint
control.

B Paragraph 33 to Schedule 3 of The School Organisation (Prescribed Alterations to Maintained Schools) (England) Regulations 2007 as amended
" part 4 of and Schedule 6 to the Education and Inspections Act 2006 (EIA 2006)

15 Department for Education 2008

18 Section 48(1) of the School Standards and Framework Act 1998
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Relevant activity

Who has the power to control the variable returns?

Control conclusion

management, securing value for money and providing financial information to the local
authority. An authority may suspend a school's right to a delegated budget if the
provisions of the authority’s financial scheme (or rules applied by the scheme) have
been substantially or persistently breached, or if the budget share has not been
managed satisfactorily. A school's right to a delegated budget share may also be
suspended for other reasons i.e. if a school is eligible for intervention.

Table 2 - What rights do schools, local authorities and Welsh Ministers have over the relevant activities?

Relevant activity

Who has the power to control the variable returns?

Control conclusion

School closure or cease
to maintain a local
authority school

Local authorities can make proposals to discontinue a community, voluntary or
foundation school under Sections 43 and 44 of the School Standards and Organisation
(Wales) Act 2013 (SSO(W) Act 2013) Governing bodies of voluntary and foundation
schools can make proposals to discontinue their schools®’. Any person can object.
Section 50 of the Act requires that proposals for discontinuance which affect sixth
forms have to be approved by Welsh Ministers. Welsh Ministers also have to approve
proposals where the proposer is not the local authority and the objection is made by
that authority. Section 51 requires that local authorities approve any proposal which is
not approved by Welsh Ministers and which has been made by a proposer other than
the relevant local authority; and an objection to the proposals has been made and has
not been withdrawn in writingls. Proposals other than those decided upon under
Section 51 are decided upon by those bodies making the proposals.

Control over the relevant activity varies
depending on the situation.

Local authorities can decide to close or
cease to maintain a community school if it
does not have sixth form provision.
Decisions to close schools with sixth form
provision for all categories of school are
decided by Welsh Ministers. Voluntary
and foundation schools have the ability to
initiate statutory proposals for
discontinuance. However, the decision
maker for this process for these schools
may be Welsh Ministers, the local
authority or the governing body as
proposer depending on the
circumstances. The decisions are taken
by different parties but this is not joint
control.

Making changes/changing
major articles the most of
which require statutory

Local authorities can make proposals to make significant alternations to a community
school under Section 42 of the SSO(W) Act 2013. Local Authorities can increase or
decrease the capacity of a foundation or voluntary school without a religious character.

Control over the relevant activity varies
depending on the situation.

v Under Section 43 of the Act

'8 Before the end of 28 days beginning with the end of the objection period

UNCLASSIFIED
14






UNCLASSIFIED

Relevant activity

Who has the power to control the variable returns?

Control conclusion

proposals (including
enlargement of premises,
adding or removing a sixth
form, other changes in
category of a school).

Governing bodies of voluntary schools can make proposals to make significant
alterations to their school'®. Any person can object. Section 50 of the Act requires that
proposals for alteration which affect sixth forms have to be approved by Welsh
Ministers. Welsh Ministers also have to approve proposals where the proposer is not
the local authority and the objection is made by that authority. Section 51 requires that
local authorities approve any proposal which is not approved by Welsh Ministers and
which has been made by a proposer other than the relevant local authority; and an
objection to the proposals has been made and has not been withdrawn in writing°.
Proposals other than those decided upon under Section 51 are decided upon by those
bodies making the proposals.

Local authorities can decide make
significant alterations to a community
school if it does not have sixth form
provision. Decisions to alter a school with
sixth form provision for all categories of
school are decided by Welsh Ministers.
Voluntary and foundation schools can
make significant alterations under the
statutory proposals. However, the
decision maker for this process may be
Welsh Ministers, the local authority or the
governing body as proposers depending
on the circumstances. The decisions are
taken by different parties but this is not
joint control.

School performance
including failure to meet
standards (education,
health and safety etc),
dealing with serious
failure, who takes the
decisions on holding the
schools to account and
when decisions up to and
including for example
imposition of an Interim
Executive Board.

The SSO(W) Act 2013 specifies six grounds for local authority to intervene in relation
to schools causing concern. If it is satisfied that the grounds exist then it may issue a
warning notice. Having issued the notice the local authority has power to intervene
when the governing body has failed to comply or secure compliance with the notice to
the authority’s satisfaction. In addition, the local authority has the power to intervene in
a school where it has been deemed by Estyn to require significant improvement or
special measures (no warning notice is required), or one or more of the grounds 1- 6
for intervention exist and there is a related risk to the health and safety of any person
that calls for urgent intervention (no warning notice required). These provisions come
into force on 20 February 2014.

Local authorities are required to maintain a scheme for financing schools which sets
out the framework for the financial relationship between them and the schools they
maintain.”* The scheme must include procedures for maintaining effective financial
management, securing value for money and providing financial information to the local
authority. An authority may suspend a school's right to a delegated budget if the
provisions of the authority’s financial scheme (or rules applied by the scheme) have

Local authorities control the relevant
activity.

The step-in powers are conditional on the
poor operation of a school. The overall
process is collaborative as both the
school and local authority work together.
However, as the decisions don’t require
unanimous agreement (the local authority
has ultimate power), there is not joint
control.

19 Under Section 43 of the Act

20 Before the end of 28 days beginning with the end of the objection period
A Section 48(1) of the School Standards and Framework Act 1998
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Relevant activity

Who has the power to control the variable returns?

Control conclusion

been substantially or persistently breached, or if the budget share has not been
managed satisfactorily. A school's right to a delegated budget share may also be
suspended for other reasons i.e. if a school is eligible for intervention.
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Appendix A

International Financial Reporting Standards and Other Pronouncements Extracts on the
Reporting Entity

Al

A2

A3

A4

Provisions in IFRS that Working Group considered are listed below.

IFRS 3 Business Combinations includes the following definition:

“an integrated set of activities and assets that is capable of being conducted and managed for
the purpose of providing a return in the form of dividends, lower costs or other economic
benefits directly to investors or other owners, members or participants.”

IFRS 10 Consolidated Financial Statements requires an entity to consider whether it should
treat a portion of an investee as a deemed separate entity if the following condition is
satisfied:

“Specified assets of the investee ... are the only source of payment for specified liabilities of,
or specified other interests in, the investee. Parties other than those with the specified liability
do not have rights or obligations related to the specified assets or to residual cash flows from
those assets. In substance, none of the returns from the specified assets can be used by the
remaining investee and none of the liabilities of the deemed separate entity are payable from
the assets of the remaining investee. Thus, in substance, all the assets, liabilities and equity
of that deemed separate entity re ring-fenced from the overall investee. Such a deemed
separate entity is often called a ‘silo’.” (IFRS 10, paragraph B77)

In March 2010 the IASB issued an Exposure Draft of the Conceptual Framework for Financial
Reporting. The following is extracted from the Exposure Dratft:

Exposure Draft - Conceptual Framework for Financial Reporting The Reporting Entity
March 2010

“RE3 A reporting entity has three features:

(a) economic activities of an entity are being conducted, have been conducted or
will be conducted,;

(b) those economic activities can be objectively distinguished from those of other
entities and from the economic environment in which the entity exists; and

(©) financial information about the economic activities of that entity has the
potential to be useful in making decisions about providing resources to the
entity and in assessing whether the management and the governing board
have made efficient and effective use of the resources provided.

These features are necessary but not always sufficient to identify a reporting entity.

‘RE4 Identifying a reporting entity in a specific situation requires consideration of the
boundary of the economic activities that are being conducted, have been conducted
or will be conducted. The existence of a legal entity is neither necessary nor sufficient
to identify a reporting entity. A reporting entity can include more than one entity or it
can be a portion of a single entity.

‘RE5 A single legal entity that conducts economic activities and does not control any other
entity is likely to qualify as a reporting entity. Most, if not all, legal entities have the
potential to be reporting entities. However, a single legal entity may not qualify as a
reporting entity if, for example, its economic activities are commingled with the
economic activities of another entity and there is no basis for objectively
distinguishing their activities. In some jurisdictions, there may be questions about
whether those entities are separate entities under the law.
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“RE6 A portion of an entity could qualify as a reporting entity if the economic activities of
that portion can be distinguished objectively from the rest of the entity and financial
information about that portion of the entity has the potential to be useful in making
decisions about providing resources to that portion of the entity. For example, a
potential equity investor could be considering a purchase of a branch or division of an
entity.

Consolidated Financial Statements

‘RE7 An entity controls another entity when it has the power to direct the activities of that
other entity to generate benefits for (or limit losses to) itself.

The European System of Accounts (ESA)95 definition of an Institutional Unit

A5

The text defining ‘institutional units’ for statistical purposes, from the European System of
Accounts (ESA)95 is extracted below.

“2.12. Definition:

The institutional unit is an elementary economic decision making centre characterized by
uniformity of behaviour and decision-making autonomy in the exercise of its principal function.
A resident unit is regarded as constituting an institutional unit if it has decision-making
autonomy in respect of its principal function and either keeps a complete set of accounts or it
would be possible and meaningful, from both an economic and legal viewpoint, to compile a
complete set of accounts if they were required.

In order to be said to have autonomy of decision in respect of its principal function, a unit
must:

(a) be entitled to own goods or assets in its own right; it will therefore be able to exchange the
ownership of goods or assets in transactions with other institutional units;

(b) be able to take economic decisions and engage in economic activities for which it is itself
held to be directly responsible and accountable at law;

(c) be able to incur liabilities on its own behalf, to take on other obligations or further
commitments and to enter into contracts.

In order to be said to keep a complete set of accounts, a unit must keep accounting records
covering all its economic and financial transactions carried out during the accounting period,
as well as a balance sheet of assets and liabilities. “
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Appendix B

Sources of Funding for Maintained Schools

Bl The key elements of funding for state funded schools can be summarised as follows:

Statutory age pupils

B2 The Governor’'s Handbook States “The funding system for maintained schools is based on the
dedicated schools grant (DSG) and pupil premium. Most funding is provided through the DSG
which is currently allocated to local authorities on the basis of historic data. From April 2013,
local authorities are required to pass on most of the money directly to schools and are only
allowed to retain funding centrally under certain circumstances. Most of the DSG is distributed
to maintained schools using locally determined formulae. To date, there has been significant
variation in how local authorities allocate funding to schools. In order to move to a more
consistent, comparable and transparent system, from April 2013 local authorities are required
to use much simpler formulae. They are limited to a maximum of 12 factors in their formulae,
which relate largely to pupil characteristics and pupil numbers (taken from the Annual School
Census data), and less so on the circumstances of the school. Funding is available for pupils
with high needs in special schools or mainstream school, based on the needs of the pupil.”

B3 The local authority determines the formula for school budget shares in consultation with the
Schools Forum and in line with constraints imposed by the School and Early Years Finance
Regulations. The local authority makes the calculated budget share available to all of its
maintained schools.

B4 Exactly the same formula is used by each local authority to calculate the budget share for all
categories of school within its area, including academies. Budget shares for academies are
recouped from the local authority and paid to academies by the Education Funding Agency
(EFA).

Pupil Premium

B5 The pupil premium is calculated in accordance with a national formula determined by the
Secretary of State. Exactly the same formula is used for all categories of state funded schools
including academies.

B6 EFA pays the pupil premium directly to academies, and pays pupil premium to the local
authority in respect of pupils in maintained schools, and other settings funded by the local
authority. The local authority is required to pass the relevant amount to each maintained
school as an addition to its budget share, and to other settings as appropriate to pupil
placements.

Sixth form pupils

B7 Funding for 16+ pupils is calculated in accordance with a national formula determined by the
Education Funding Agency. Exactly the same formula is used by the EFA for all categories of
state funded schools including academies.

B8 EFA pays the sixth form funding directly to academies, and pays sixth form funding to the
local authority in respect of pupils in maintained schools. The local authority is required to
make the relevant amount available to each maintained school as an addition to its budget

share.
Early Years
B9 Pupils of less than statutory age (nursery pupils) are funded on the basis of participation in a

registered setting. Local authorities make this funding available on the same basis for all
maintained schools as an addition to their budget shares. Local authorities also pay this
funding direct to academies and to other private, voluntary and independent settings.

Higher Needs

B10  Additional funding is provided by local authorities for pupils with higher levels of need than are
expected to be met from formulaic allocations. These amounts are allocated on a pupil
specific basis and are known as top ups.
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B11l In maintained schools the top ups are made available as an addition to the budget share.
Local authorities also pay top ups directly to academies, further education colleges, non-
maintained special schools, alternative provision, Private, Voluntary and Independent (PVI)
providers, and other independent settings.

Other Grants

B12 Both DfE and the EFA have powers to award other grants. Specifically the EFA pays an
additional Education Services Grant to academies on a per pupil basis to fund responsibilities
which the local authority meets on maintained schools behalf.
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Appendix C

Central Government Consolidation Considerations

Central government accounting boundaries

C1

Cc2

The accounting boundary for a central government department is similar to the concept of a
group under generally accepted accounting practice, but is based on control criteria used by
the Office for National Statistics (ONS). The ONS classify entities to either the private or
public sector. Public sector entities can be either market or non-market. Non-market public
sector bodies form what is known as ‘general government’ and this is then subdivided into
sub-sectors, including central government and local government. If the ONS classify an
entity to central government then that entity has to be consolidated into the accounts of its
sponsoring department. An annual designation order sets out the entities that each
department must consolidate.

Academies and free schools have been classified by the ONS as being central government
entities and they are therefore consolidated by the Department for Education. Although
central government does not consolidate purely from an analysis of accounting standards,
the assessment is similar as it is based on control, rather than by ownership or whether or
not the entity is publicly financed. International guidance used by the ONS defines control as
the ability to determine general corporate policy. For example, this control can be exercised
through the appointment of directors, control of voting power, through special legislation or
decree, or through regulation. The main difference to IFRS 10 is that it isn’t necessary for a
controlling entity to benefit from returns.

Central government interaction with local authorities

C3

C4

C5

C6

Central Government delegates its responsibilities to provide education through legislation to
local authorities and sets the regulations for the operation of all local authority activities in
relation to schools. The Working Group considered whether, from an IFRS perspective,
schools should be consolidated only by central government, with local authorities accounting
as agents.

IFRS 10 states that only one body controls an investee and therefore an investor with
decision-making rights shall determine whether it is a principal or an agent. IFRS 10
describes an agent as a party primarily engaged to act on behalf and for the benefit of
another party or parties. An agent therefore does not control the investee when it exercises
its decision-making authority. IFRS 10 sets out the following factors to be considered in
determining whether a decision maker is an agent:

The scope of its decision-making authority over the investee

The rights held by other parties

The remuneration to which it is entitled in accordance with the remuneration
agreement(s)

The decision maker’s exposure to variability of returns from other interests that it
holds in the investee.

Determining whether a decision maker is an agent requires an evaluation of all of the factors
listed above unless a single party holds substantive rights to remove the decision maker and
can remove the decision maker without cause. As set out in paragraph 32, central
government has the ability to remove local authorities from the involvement with any school.
However, this is conditional on specific events, such as a school failing or a governing body
making an application for academy status. Any other intervention to remove a local authority
would require a change in legislation. Therefore under the current legislative framework,
central government cannot remove local authorities without cause.

Overall, it does not appear that local authorities act as agents of central governments in
relation to schools. Tables 1 and 2 set out the scope of their decision-making authority over
schools and paragraphs 19 and 20 detail the exposure of local authorities to returns from
schools. Local authorities are not remunerated by central government on the basis of
returns from schools, but, given the public sector context, this factor is considered less
relevant.
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Appendix D

HM TREASURY

CIPFA-LASAAC LOGO

Government financial reporting working group in the context of public sector
schools

Terms of Reference
Introduction

D1 On 4 October 2012, the Financial Reporting Advisory Board (FRAB) recommended that a
cross-cutting working group should form to take forward the issue of applying international
accounting standards, principally IFRS 10, Consolidated financial statements, in the context
of public sector schools.

D2 The working group should aim to achieve clarity on the accounting for schools and wider
financial reporting considerations, including practicability, making recommendations
accordingly to the Director, Public Spending at HM Treasury, the Board of CIPFA-LASAAC,
the other Relevant Authorities for public sector financial reporting and the Department for
Education. The working group should report its progress to the Financial Reporting Advisory
Board (FRAB) via the FRAB Secretary.

Membership

D3 The Review Panel will consist of one person representing each of the following:

Independent Financial Reporting Expert (Chair)

Department for Education

Department for Communities and Local Government
CIPFA-LASAAC

HM Treasury

Local Authorities (England & devolved)

Voluntary Controlled, Voluntary Aided or Foundation Schools
Audit Commission

Public Benefit Entity accountancy expert

Private Sector accountancy expert

Devolved Government representative(s)

Health Relevant Authority representative (Monitor or Department for Health)
Office of National Statistics (ONS)

D4 Observer status membership may be granted to provide additional expertise to the working
group with the agreement of the Review Panel.

D5 Working Group meetings will be held monthly.
D6 A list of members is attached at Appendix 1.

Appointments

D7 One member will be appointed by each of the bodies to be represented.

Chairmanship

D8 The Chair of the Review Panel will be an independent financial reporting expert.
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Arrangements for the Conduct of Business
Quorum

D9 For panel meetings to be quorate, at least 80% of the membership must be present
(including by conference call), with agreed alternative representation as required.

Declaration of Interests

D10 If any member has an actual or potential conflict of interest, this should be declared at the
first meeting of the Review Panel or any subsequent meeting in connection with any
particular issue as it arises. The Review Panel will decide on the implication of any such
declaration.

D11 All declarations of interest will be minuted.
Secretariat support

D12 Secretariat support for the Review Panel will be provided by HM Treasury (Vick Rock) and
CIPFA (Sarah Sheen).

Role and Functions
Management Support and Administration

D13 HM Treasury and CIPFA will ensure the co-ordination of all correspondence and panel
meetings.

D14 As Relevant Authorities, HM Treasury and CIPFA-LASAAC will be responsible for
considering and, if necessary, implementing any recommendations, with the advice of the
FRAB, as required, and in partnership with the Department for Education, Department for
Communities and Local Government and other Relevant Authorities.

Scope
D15 In discharging its role recorded above, the scope of the review will include:
e Allinformation relating to public sector schools where relevant to government financial
reporting.
e Assessing the impact of applying IFRS 10 in the public sector context and any linked
financial reporting frameworks, including analysis of Eurostat and IPSASB projects.
e  The reporting impact of the accounting treatment, the effect on the alignment of
government financial reporting, Whole of Government Accounts and other wider
financial reporting considerations, particularly the practicability.
e Evidence taken from appropriate experts outside of the Review Panel membership,
as agreed in advance by the Review Panel.
e Analysis produced by the CIPFA-LASAAC working party that considered accounting
for schools from a local authority perspective.
Minutes
D16 The Review Panel will be a formally recorded meeting.

Decision Making

D17 The Review Panel shall aim to achieve consensus on its recommendations.
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No. Item

Example: Birmingham City Council 18/19 annual accounts. Lessor
operating lease policy p35; lessor operating lease disclosures p120. HRA
accounts p141 on

Housing Associations:

Examplel: Clarion Housing Group 2017/18 accounts. Does not appear to
explicitly treat or disclose housing rents as being operating lease income.
See rent income disclosures Notes 4a) & 4b) page 68. Lease obligations
are disclosed in note 31 page 101.

Example2: Aster Group 18/19 accounts. No apparent substantive
disclosures or treatment of rental income as operating lease income. For
operating lease commitments see note 40 p164; finance leases note

Potentially it is assumed that specific operating lease disclosures are not
provided on the basis that the arrangements are regarded as short-term
(eg 4 weeks notice) and disclosures would not be material.

Statutory Basis of Arrangement: Potential Rebuttal of IFRS 16 Application

It is arguable that HRA tenancies would not meet the definition of a lease due
to the statutory basis, and specific terms, of HRA tenancies.

For example see English HRA legislation , such as the Housing Act 1985 part IV
which deals with secure tenancies (see sect 79-81, which is considered to mean
that HRA tenancies are normally secure tenancies, with limited powers of the
authority to terminate the arrangement (see section 82). Section 25 of the same
act suggests that some letting arrangements may not be secure tenancies (ie
not have the same legal conditions).

Secure tenancies have no date for which a tenant has an obligation to return
the underlying asset. There is therefore arguably no specified period of use and
so there could be no right-of-use asset.

It is recognised that in some cases there may be a right to inherit the tenancy
(see Shelter England). The gov.uk website states "Different council tenants have
different tenancies. These give you different rights and responsibilities.”

Potentially different portfolios (introductory, secure, flexible, joint tenancies)
may apply within the HRA, with different assessments as to whether a lease
exists and what term might be applicable.

In particular flexible tenancies include an option for HRA cessation of the
tenancy after a set period (with the tenant having a right to challenge this).

Clarity for Users
It can be noted that the primary focus of IFRS 16 was to amend lessee

accounting, to clarify funding obligations and asset rights. Lessor accounting
was not a primary focus of the amendments. The current arrangements may be
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https://www.birmingham.gov.uk/downloads/file/13845/birmingham_city_council_statement_of_accounts_2018_to_2019
https://www.clarionhg.com/media/1765/clarion-housing-group-annual-report-and-accounts-2017-18.pdf
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No. Item

considered as providing appropriate clarity for users. An additional consideration
may be that statistical reporting returns would require amendment and trend
analysis information would be affected.

IFRS 16 Transition: Reliance on IAS 17/ IFRIC 4 Classification

Transition to IFRS 16 may cause uncertainty as to whether HRA tenancies are
included in the ‘grandfathering’ arrangements.

IFRS 16 Operating or Finance Lease

If CIPFA/LASAAC considers that HRA tenancies should be treated as leases
under IFRS 16 it is suggested that classification would normally be considered
to be as operating leases. This is on the basis that the authority determines the
deployment of the HRA asset and retains the underlying responsibility for
repairs, maintenance and the future use of the asset as housing stock.
Potentially where a ‘right to buy’ exists is involved this may arguably affect
whether classification as a finance lease is appropriate ie removal from the
balance sheet with a receivable shown.

IFRS 16: Lease Term Assessment

Under IFRS 16 determination of the lease term may be challenging. As indicated
above the length of the rental is not time specified. The planned Code text
currently states:

"The lease term is the non-cancellable period for which a lessee has the right to
use an underlying asset, together with both:

a) periods covered by an option to extend the lease if the lessee is reasonably
certain to exercise that option, and

b) periods covered by an option to terminate the lease if the lessee is reasonably
certain not to exercise that option.”

In many cases it is considered the lessee has the right to cancel at relatively
short notice (eg 4 weeks).

IFRS 16: Sub-leases

Where the authority leases in housing stock and then lets these to tenants,
potentially an argument for treatment as finance leases may arise. Therefore
some HRA rental income could become ‘capital’ in nature.

IFRS 16: Accounting Treatment of Operating Leases

Potentially income recognition profiles (systematic basis) may be affected,
although possibly not material. Initial direct costs of a lease (tenancy) may be
required to “reduce the amount of income recognised over the lease term”.

Disclosures would be required, including lease income; separate identification
of leased out assets; maturity analysis of lease payments - per annum for 5
years, then the remaining years (Note that this would be similar to declaring
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the expected cash flows of future HRA income. HRA rent setting is the
responsibility of the council on an annual basis.)

Risks:

e The additional information provided by IFRS 16 treatment, over and
above the existing clarity and transparency provided by the existing code
and legislative requirements may not be beneficial for users.

e There may be a lack of clarity, and some uncertainty on transition

e The legal status and rights relating to different lease types could require
investigation and legal views

e Some tenancies may be determined not to be leases, however some
tenancies (eg flexible tenancies) may meet the criteria

¢ Any tenancies which may meet the definition of a finance lease would be
removed from the balance sheet, with a receivable shown for future
rents.

e The resources incurred in providing and auditing the additional
information may be considerable.

e Rental income where the HRA is sub-leasing the accommodation to the
tenant could potentially become a capital receipt

Recommendation

That an adaptation is provided in the Code for the avoidance of doubt to the
effect that Housing Revenue Account tenancies are excluded from the scope of
IFRS 16. Reliance would be placed instead on the HRA reporting requirements
and statutory disclosures.

Discussion with FRAB will be required.
Potential adaptation text:

“4.2.1.4 The following adaptations of IFRS 16 apply:
Scope: The Code adapts IFRS 16 Leases to remove Housing Revenue
Account tenancies from the requirements of IFRS 16 Leases.”

“Removal of Housing Revenue Account Tenancies from the Scope of Lease
Accounting

4.2.2.28B For the avoidance of doubt the requirements of IFRS 16 Leases and
this Section (4.2) of the Code shall not be applied to Housing Revenue Account
tenancies. Housing Revenue Account tenancies will be reported in accordance
with Section 3.5 and other relevant sections of the Code.”

3. Nil Consideration Leases: Adaptation of definition applying to lessor
arrangements

Currently the adaptation of the definition of a lease applies to lessor
arrangements as well as lessee arrangements.

The *nil consideration’ adaptation was not specifically consulted on with
stakeholders either in the 2018 or 2019 ITCs.
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IFRS 16 has not fundamentally changed lessor accounting. For previously
unrecognised nil consideration (lessor) arrangements:

e IFRS 16 operating lease — asset retained on balance sheet, no annual
income. Existing nil consideration lessor arrangements will continue to
show the asset on the balance sheet, with no receivable on the balance
sheet.

e IFRS 16 finance lease - asset off balance sheet, no receivable shown. For
existing nil consideration lessor arrangements which transfer “substantially
all the risks and rewards incidental to ownership” of an asset (effectively a
‘finance lease’ without consideration) de-recognition from the balance
sheet may potentially already have been applied eg as a donation to the
third party.

Identification of new nil consideration lessor arrangements as leases will
however mean that some lease disclosures will apply (eg see 4.2.4.15).

Work is also considered likely to arise on transition for authorities to confirm,
for audit purposes, that all nil consideration (lessor) leases have been
identified.

Risk

That there are minimal benefits to the users of local government financial
reporting and WGA from the application of the nil consideration adaptation to
lessor arrangements in local government. The restricted opportunity for
stakeholder comment on the adaptation means that there is limited ability to
assess this risk.

Recommendation:
Discuss with FRAB the scope for restricting the adaptation to only lessee
arrangements for local government.

4, Nil Consideration Leases: Grandfathering application: prospective or
retrospective application

The proposed code text currently indicates that grandfathering cannot directly
apply under Code for nil consideration leases as they were not previously
included by the previous Code requirements. The FReM is not definitively clear
on the expectations. Possible options are:

a. Identification on transition (as currently drafted): require transition
work to specifically identify nil consideration leases
or

b. Prospective: amend the proposed Code text to apply grandfathering as
specified, only identifying new arrangements (or as & when existing
arrangements change)

Risk: That by specifying identification on transition the Code requirements
may require additional work by local authorities and auditors, compared to
central government implementation.
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Recommendation:

That FRAB expectations regarding central government implementation
practices are clarified in order to support alignment.

5. Valuation: Transition Arrangements

The proposed text Code follows IFRS 16 Leases transition requirements (para
C11) by specifying that the carrying value of finance lease assets is carried
forward on transition. The Code does not specify revaluation on transition is
required or allowed. Potentially however authorities may wish to revalue, or
revert to the cost model as proxy, as part of transition.

Consideration may be given to specifically allow authorities the option of
voluntary revaluation or reversion to the cost model (where criteria are met)
on transition (at 1/4/20), and show as part of transition

Risk: That transition arrangements are unclear for authorities and auditors,
leading to inconsistent practices.

Recommendation:
That the following text is included in the Code

4.2.2.98B On transition an authority may voluntarily revalue a right-of-use
asset which was previously recognised under a finance lease or revert to the
cost model where the relevant criteria are met. Adjustments arising shall be
presented as transition adjustments.”

This may be regarded as an adaptation or interpretation of IFRS 16
transition arrangements. Discussion with FRAB would be required.

6. Valuation Requirements as at 31 March 2021

The proposed text Code transition arrangements are based on IFRS 16 Leases
transition arrangements. They do not involve mandatory wide-scale finance
lease asset revaluations on transition (ie 1/4/20).

It has been noted however, at the end of 20/21, by requiring valuation to be
undertaken in accordance with section 4.1; the requirements of 4.1.2.37 are
likely to be applicable:

“revaluations shall be made with sufficient regularity to ensure that the
carrying amount does not differ materially from that which would be
determined using the current value at the end of the reporting period.”

In particular it may be noted that following transition RoU assets which were
previously finance lease assets:

a) May be overvalued since asset currently valued on ‘ownership
equivalent’ basis not limited to the ‘RoU’ asset term.
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b) May exclude any land value element previously classed as an operating
lease under IAS 17 would have transitioned over and be on balance
sheet based on the lease liability measurement, not existing use value.

Risk
There is a potential that widespread revaluations of right-of-use assets as at
31/3/21 may be expected.

Options

Options appear limited. 4.2.2.50 e) which specifies that the requirements of
section 4.1 (valuations) apply to r-o-u assets could be amended to specify that
this is with the exception of 4.1.2.37.

Instead it could be specified that valuations stand until the earlier of (a)
liability re-measurement; (b) next planned valuation; (c) voluntary
revaluation; (d) reversion to the cost model.

This may resolve a need for significant revaluations at 31/3/21 but may give
rise to audit process and WGA consistency concerns.

Risk may be reduced for those authorities which can place more reliance on
use of the cost model as proxy.

Recommendation:

That FRAB expectations regarding central government right-of-use valuation
practices, and anticipated audit practices, are clarified.

7. Nil Consideration (Lessee) Leases: RoU Asset Measurement

Feedback has been received that practical issues will arise regarding
determination of the fair value of nil consideration right-of-use. In particular it
has been suggested that fair value may be more challenging to assess than
current value.

Examples where fair value (& potentially even current value) assessment may
be challenging have been noted as regulating leases of Crown Estate
foreshore, toilets and castles.

The FReM 19/20 specifies the transition arrangements for peppercorn and nil
consideration (lessee) operating leases

“the right-of-use asset shall be measured at current value in existing
use or fair value, depending on whether the right-of-use asset will be
held for its service potential and as set out in paragraphs 7.1.4 7.1.6.
However, if the right-of-use asset meets the definition of a heritage
asset, it should be initially measured in accordance with paragraphs
7.1.34-7.1.39."

The planned Code text (eg 2.3.2.16B - recognition of a donation after
transition, 4.2.2.92 (a) recognition on transition) currently specifies use of fair
value for measurement.
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No. Item

An argument may potentially be made that current value on transition would
be appropriate, based on the fact the asset is currently in use and, if
recognised historically, the carrying value would (where revalued) be based on
current value (see 2.3.2.15).

Practical implementation may be assisted by allowing current value use, by
exception, for new arrangements.

Note that moving to specifying current value as mandatory may be regarded
as conflicting with the current requirements for donated assets (2.3.2.12).

Risk: That fair value determination may be significantly more onerous than
current value determination.

Recommendation:
That 4.2.2.92 (@) regarding transition is amended to:

“recognise a right-of-use asset at 1 April 2020 for leases for nil consideration,
measuring the right-of-use asset at fair value at the date of initial application.
Where fair value cannot be obtained at a cost which is commensurate with the
benefits to users of the financial statements current value shall be used as a
proxy.” [Note - this phrasing is based on that used for heritage assets
4.10.2.6]

That the general requirement for new peppercorn / nil consideration right-of-
use assets is amended to:

“4.2.2.46 Where a right-of-use asset is acquired at a peppercorn or for
nominal lease payments, or for nil consideration, its cost shall be measured at
its fair value as at the commencement date. Fair value is measured in these
circumstances in accordance with the Code’s provisions on donated assets in
section 2.3 and the fair value measurement requirements in section 2.10.
Where fair value cannot be obtained at a cost which is commensurate with the
benefits to users of the financial statements current value shall be used as a
roxy.”

8. Valuation: Reversion to Cost Model

Consideration could be given to specifying in the Code that reversion to the
cost model (from valuation) requires that the cost must be stated in
accordance with IFRS 16 requirements (i.e. if cost has not been updated since
transition it will require to be updated on reversion to the cost model).

Risk: That failure to specify requirements may lead to inconsistent practices
affecting information for users, and uncertainty for authorities and auditors.
Consideration may however be given as to whether this clarification could be
regarded as affecting resource implication requirements, and materiality
consideration.

Recommendation:
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No. Item
That the Code includes:

4.2.2.50B Where an authority determines that a previously revalued right-of-
use asset meets the criteria permitting use of the cost model as proxy, if the
authority applies the cost model as proxy it will do so in accordance with
paragraph 4.2.2.50 b).

9. Disclosure Requirements

Responses to the Code ITC indicate that excessive disclosures are a significant
concern and may create unnecessary complexity.

Risk: That CIPFA/LASAAC's vision is not achieved due to unnecessary
disclosures which obscure material information.

Recommendation

That specific disclosure are identified as being expected to be reported “by
exception or in summary, unless there is a clearly evidenced user need for
more detail to be provided.”

This requirement may be applied to:

4.2.4.6 — Lessee disclosure re lease commitments for short-term leases

4.2.4.8 - Lessee disclosure of details of revaluations

10. Cost Model: Includes Decommissioning Obligation Changes

The Code phrasing could be made more explicit to highlight that changes in
the cost of a right-of-use asset includes changes in decommissioning
obligations.

Risk: That the Code requirements are not appropriately implemented if the
implicit specification of the cost model are not explicitly stated.

Recommendation
That the following text is added to 4.2.2.50 b)

iii) adjusted for any changes in the estimated costs of dismantling,
removal or restoration as specified in paragraph 4.2.2.44 (d) and 4.2.2.45.

11. Land and Buildings Elements Re-Combination

IAS 17 can require lessee to separate land and building elements of single
lease into different leases (generally land is an operating lease, the building
may be a finance lease). IFRS 16 does not specifically require this split for
right-of-use assets, unless the land is deemed to be a separate component per
IFRS 16 paragraphs 12-17. There is no specification of the treatment for
transition. It is considered that each lease element transitions separately.
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After transition however it is considered that a revaluation or cost re-
measurement may indicate or require these lease elements to be recombined,
if the land is not deemed to be a separate lease component.

Risk: That practices regarding the re-combination of lease elements is
inconsistent, affecting information for users. There may be uncertainty for
authorities and auditors.

Recommendation

That no Code amendment is made, with reliance on guidance and professional
judgement being appropriate.

12. Other Text Amendments

A number of text amendments have been suggested to address editorial
errors, improved clarity regarding IFRS 16 requirements and ambiguity.

The corrections are not listed individually in this paper but will be provided to
CIPFA/LASAAC as tracked changes to the text issued with the ITC.

Risk: That the current Code text does not provide sufficient clarity.

Recommendation

That identified amendments and improvements are incorporated within the
Code draft submitted for CIPFA/LASAAC prior to initial FRAB consideration.
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