ED 202 sub 2



ED 202 sub 2
Response to ED 202R Leases FinPro Local Government Finance Professionals

2.1 Implementation issues - recognition of current operating leases as
borrowings on the balance sheet (AASB Question 1)

The recognition of the proposals in relation to leases currently classified as “operating
leases” would most likely result in a materially neutral net effect on a Council’s
balance sheet as both an asset and a liability is also recognized. However, these leases
would be classified as borrowings by a Council.

The Local Government Act (Vic) 1989 currently refers specifically to finance leases
as being included in borrowings, but only refers to finance leases, as distinguished
from operating leases.

Section 144 Local Government Act (Vic) 1989

(1) Subject to the principles of sound financial management, a Council may
borrow money to enable the Council to perform the functions and exercise
the powers conferred on Council under this Act or any other Act.

(2) This section also applies to borrowing in the form of finance leases.

Section 3 Local Governmeni Act (Vic) 1989

Finance lease means a finance lease within the meaning of the Australian
Accounting Standards issued by the Australian Accounting Research
Foundation. (sic)

The Local Government Act (Vic) 1989 would therefore require amendment to realign
the definition of leases as borrowings, and provide direction as to the inclusion of
leases under section 144.

All borrowings by Council must be approved in the Council’s annual budget (Local
Government Regulations (Vic) 2004, Regulation 8(a)). At the point of transition to ED
202R, leases currently classified as operating leases would be recognised as
borrowings but would not have been approved in a previous budget.

Borrowings by Council are also subject to approval by the Australian Loan Council.
Previous incarnations of the Australian Loan Council set prudential requirements for
borrowings which compared the debt commitment to Council’s rate revenue, as an
indicator of the Council’s ability to service the debt. Council’s level of assets was not
taken into account. Therefore, the recognition of operating leases “on balance sheet”,
as proposed by ED 202R, would have resulted in increased debt levels; a constant
level of rate income; and a perceived reduced ability to service the debt even though
no new commitments are introduced and the pattern of cash flows does not change.

The assessment criteria currently applied by the Australian Loan Council for approval
of Council borrowings are not as transparent or widely known as previous oversight
regimes, but debt levels would need to be revised if operating lease commitments are
not currently included in the consideration of borrowing commitments and debt
serviceability.
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2.2 The expected term of lease includes contingent events (EASB Question 8)

The right-to-use asset and lease payment liability recognised by lessees is measured as
the present value of lease payments over the expected term of the lease. The lessee is
required to determine the lease term by estimating the probability of occurrence for
each possible term, taking into account the effect of any options to extend or
terminate the lease (ED 202R paragraph 13)

The IASB Basis for Conclusions (paragraph BC 115) suggests this is a practical
solution to an alternative model that would require separate measurement and
accounting for the exercise of options.

However, the proposed, simplified and practical solution would not be achieved in
practice as the lease term will still be reassessed in accordance with paragraph 56 of
ED 202R, in response to changing circumstances.

The inclusion of options in the initial recognition of lease assets and liabilities is not
consistent with the Australian Accounting Framework definition of a liability, or the
AASB 137 “Provisions, Contingent Liabilities and Contingent Assets™ distinction
between liabilities and contingent liabilities.

The Framework and AASB 137 definition of a liability is:

A liability is a present obligation of the entity arising from past events, the
settlement of which is expected to result in an outflow from the entity of
resources embodying economic benefits.

The exercise of an option to extend a lease term does not fit this definition, as it is not
a present obligation at the time of the initial recognition of the lease payment liability,
and the relevant event is the decision to exercise the option, which is not a past event
at that time.

AASB 137 would define a lease option that is yet to be exercised as a contingent
liability, to be disclosed but not yet recognized on balance sheet.

The practical impediment to reliable measurement of a lease term that includes
options is the ability of the financial statement preparer to support their assessment of
the probability of exercise of an option in a lease term with objective evidence.

The intention of including options in lease contracts is to allow the lessee to react to
changing business circumstances, without any disincentive or penalty. The intention
of ED 202R is to improve financial reporting, but the inclusion of contingent events in
the measurement of the asset and liability could result in increased volatility as lessees
re-measure lease assets and liabilities as options are exercised, or not exercised. The
proposals in this Exposure Draft do not remove that element of judgement.

2.3 The cost to Council of the proposed method of accounting will be high
(IASB Question 17)

The proposals contained in ED 202R focus on the quality of balance sheet reporting
through the recognition of all assets and liabilities relating to lease contracts.

The impact of the proposed methodology on the Statement of Comprehensive Income
will be minimal, as the replacement of operating lease payments with amortisation of
the right-to-use asset plus any interest expense is likely to materially the same.
Similarly, the impact on the Statement of Cash Flows will be neutral.
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