Self-Financing and Depreciation Accounting: an update

CIPFA’s consultation on draft proposals for calculating the depreciation charge to be applied to the housing revenue account after the introduction of the new housing finance system, self-financing, went out at the end of August. Late responses continued to come in until recently and around 50 responses were received in all. Many of the responses were very detailed and contained worked examples. A few did not actually address the consultation questions. Thirteen respondents indicated that they disagreed with the consultation’s main proposals. More respondents were in agreement than not with the main suggested change, the proposal to move to a discounted cashflow method of valuation.

Quite a few of the responses raised questions, some seeking clarification and others asking about the next steps. CIPFA hopes that the following Q and A will go some way towards providing local authorities with a better picture of depreciation accounting under self-financing and of CIPFA’s approach now.

Self-Financing and Depreciation Accounting: Q and A
Introduction of the Change

Q1: Will the Accounting Code be changed?

A: No changes are required to the Accounting Code to implement. The Accounting Code already requires depreciation accounting and componentisation. Legislation currently allows depreciation to be reversed out so the MRA hits the bottom line.

Q2: What about transitional arrangements?

A: Under the revised legislation, reversing out the MRA will be optional for the first five years allowing depreciation to be applied.

Depreciation Accounting

Q3: How will depreciation accounting actually work?

A: Under depreciation accounting the depreciation charge will be charged to the Comprehensive Income and Expenditure Statement as current.

There will be no reversal out of this charge to apply MRA.

Depreciation will need to be split between the depreciation element related to historic cost (or cost as at 1 April 2007 when revaluation accounting was introduced) and depreciation arising as a result of revaluation. The element relating to revaluation will be reversed out in the CIES using unrealised gains/losses.

Major Repairs Reserve (MRR)

Q4: What happens with the MRR?

A: The Department for Communities and Local Government (DCLG) will use regulations to transfer accumulated depreciation into the MRR where it will be ring-fenced to be used for repayment of debt or capital and maintenance expenditure. Discussions are ongoing with DCLG around using a wider definition of maintenance moving forward.

Valuation

Q5: What happens next on Valuation?

In order to introduce the revised Discounted Cash Flow (DCF) approach to valuation (proposed in the consultation document), it is suggested that CIPFA will work with DCLG to amend the Existing Use Value - Social Housing (EUV-SH) guidance. To clarify, EUV-SH would remain the basis of valuation with a revised gross DCF approach as a method within that basis.

Q6: Why DCF?

A: A gross approach to DCF is required to tie into component based accounting. This avoids any issues of differential approaches within the UK and requires no change to accounting guidance.

Next Steps

Q7: What guidance will CIPFA issue next?

A: CIPFA expects to issue a LAAP Bulletin on Accounting for the payment and depreciation accounting in January 2012.

CIPFA will work with the Royal Institution of Chartered Surveyors (RICS) and DCLG to amend the valuation guidance.

A more general guide, the Accounting Guide to Self-Financing, will be published in December 2011 – for more details, please see the CIPFA Online Shop at: 
http://secure.cipfa.org.uk/cgi-bin/CIPFA.storefront/
