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UKSA visit to PwC – we have been warned

by Malcolm Howard

In the late 1970s the rate of corporation tax was extremely high, but the Labour
government wanted to encourage growth by regeneration and so offered training
allowances, stock relief and 100% capital allowances. When Margaret Thatcher was
elected she slashed the rate of corporation tax, but reduced capital allowances to 25%
reducing balance and abolished all other reliefs. Companies investing for the future
by buying (for example) new machinery and training people to use it found they were
paying more corporation tax at the lower rate than they were at the higher rate.

To get round this companies instead leased, rather than bought, their assets.
Obviously they were paying more as the company leasing the equipment had to make
a profit, but as 100% of leasing costs were deductable for corporation tax purposes,
net of tax leasing was cheaper. This was a loophole the government quickly closed.
They changed the rules, so if under the terms of the lease the lessee effectively owned the asset, where owning
meant taking on all the risks and rewards associated with it, then the lease was classified as a ‘finance lease’. Under
IFRS finance leases had to be capitalised at the lower of ‘fair value’ or the present value of the lease payments,
having separated the capital element from the interest to be charged over the term of the lease. If on the other hand
the lessor retained ownership of the assets, then the lease was deemed to be an ‘operating lease’. In this case the
asset was not capitalised in the lessee’s books and the annual rental was charged to the Income Statement. Now,
the big advantage of having operating leases is that you have use of the asset without initially paying out huge
amounts. More importantly, the contractual liabilities over the term of the lease are ‘off balance sheet’.

Over twenty-five years of investing, I have only once been caught out by these hidden liabilities. When times got
hard for furniture retailing I was not concerned by my investment in SCS Upholstery plc because I concluded the
company had a strong balance sheet. However, they could not meet their lease payments when they fell due and
they went bust. My investment of 270p ended up with a value of 2p. The company has since regenerated itself
under the same name. Since then, I have campaigned for ‘off balance sheet liabilities’ to become ‘on balance
sheet’. This has been a difficult one for the IASB as although they agreed with me in principle, there could be
significant disruption. But they have finally bitten the bullet and a new standard IFRS 16 finally comes into force
on 1 January 2019.

At the UKSA/ShareSoc meeting with PwC on September 5, the firm of accountants detailed the change that is
around the corner. An example is below:

A company leases a car for a period of four years. It has an investment value of £35,845 and under the terms
of the lease the lessee will pay £668 per month, but will not have the option to buy the car at the end of the
lease. The residual value of the car at the end of the four-year period is expected to be £14,168.

As this is an ‘operating lease’ under IFRS 17, the charge in the lessee’s books is:

As far as published accounts are concerned, from 1 January 2019 an ‘operating lease’ will be treated as if it were
a ‘finance lease’. For a start, the service charge needs to be separated from the annual lease component. In this
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case the annual lease charge was £6,672 and the service charge was £1,344. Then the interest part of the
equation needs to be calculated. In this case the rate implicit in the lease is 5%. All I wanted was the
contractual liability of the lease to be shown in the accounts. Unfortunately, the complexity of ‘fair
value’ (see second paragraph, above) means that many assessments and calculations have to be made. The
cost of this is obviously borne by the company, which means there is less money available to shareholders.
Now, the simple entry under IFRS 17 becomes complex under the new standard IFRS 16, as below:

The new standard will affect virtually all commonly used financial ratios and performance metrics such as
gearing, current ratio, asset turnover, interest cover, EBITDA, operating profit, net income, EPS, ROCE,
ROE and operational cash flows. These changes may affect loan covenants, credit ratings and borrowing
costs, and could result in behavioural changes. These impacts may compel many organisations to reassess
certain ‘lease versus buy’ decisions.

The pervasive impact of these rules requires companies to transform their business processes in many
areas, including finance and accounting, IT, procurement, tax, treasury, legal, corporate real estate and
HR.

Source: PwC website – IFRS 16 – The new leases standard (January 2016)

As the PwC speaker was trying to tell us at the meeting, this new standard will have a major negative effect
on entities leasing ‘big-ticket’ assets such as real estate, manufacturing equipment, aircraft, trains, ships and
technology.

PwC has researched which industries will be affected the most:
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Source: PwC global lease capitalisation study, forming part of IFRS 16 – The new leases standard
(January 2016)

There is little doubt in my view that companies affected by this standard will promote EBITDA (earnings
before interest, tax, depreciation and amortisation). Now this measure has always been meaningless and
this new IFRS standard makes it more so. Since the introduction of IRFS, the income statement,
sometimes including unrealised profit, fantasy costs (share-based payments) and other economic
judgements has not been of any value to make investment decisions.

On the other side of the equation, the major impact will be that significant debt will suddenly appear on
balancesheets.This is likely tohaveamajordisruptiveaffectonboth lesseesand lessors. In recentmonths
we have seen a number of retailers renegotiating their lease payments downwards and although landlords
have complained they have acquiesced in the end because they realise they would be even worse off if
thecompanywent intoadministration.The introductionof IFRS16will likely see thisprocess accelerated
as even the strongest retailers will look weak when a high level of debt appears in their balance sheet. This
is likely to change behaviour as retailers seek to somehow be granted shorter leases while getting
guarantees for the longer term.

Companies who lease equipment in the short term, for the lessee to complete a specified job, will not be
impacted as leases for a year and under are not affected by this new standard. However, companies who
require machinery over the longer term may well choose to buy, rather than lease, as the benefit of hiding
debt has been taken away. Leasing companies involved in long-term leasing could well see their profits
decline and their share price fall.

Over the period of the lease the cash paid under IFRS 16 will be exactly the same as it was before.
However, cash outflow will be slightly greater in the earlier years of the lease and lower in the back years.
This is because the interest calculation, forming part of the overall accounting process, will be high at the
beginning of the lease and will fall as payments are made.

In terms of evaluating companies, cash will still be the best measure. I calculate CEPS (cash earnings per
share) – ‘cash inflow from operating activities before movement in working capital’ divided by the
‘diluted number of shares’.

We know that companies such as Carillion only go bust when they cannot pay their bills and the banks
will not lend them any more money. So debt and especially excessive debt is a major risk. Because of this
and the imminent introduction of this new standard it might be wise to assess the amount of ‘off balance
sheet’ debt held in companies (especially retail) in which we hold shares. The amount will usually be
found hidden away in the ‘notes to the accounts’ or can be roughly calculated from the annual amount
of operational leases currently being paid.

PwC have warned us of what is about to happen. Only the foolish will not take heed.


