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Item 8. LASAAC 07/11/13
To: 

LASAAC     
From:

Gareth Davies
Date:

7 November 2013
Subject: 
Asset Decommissioning Obligations
Purpose of Paper

1. This paper is intended to:

· provide LASAAC with a clear indication of the areas of uncertainty which affect the treatment of asset decommissioning obligations
· provide recommendations on eliminating or minimising each area of uncertainty

Background

Principal Accounting Requirement References

2. The Code 2013/14 (4.1.2.22) states that the initial cost of an item of PP&E includes “the initial estimate of the costs of dismantling and removing the item and restoring the site on which it is located.” This is based on IAS 16 Property, Plant and Equipment paragraph 16.
3. Consequently any decommissioning costs that would meet the requirements for the creation of a provision could be anticipated to be included in the cost of the related asset. These requirements are specified in the Code 2013/14 paragraph 8.2.2.12.
4. Additionally, as cited by the Code 2013/14 paragraph 8.2.1.1, compliance with FRIC 1 Changes in Existing Decommissioning, Restoration and Similar Liabilities would be expected.
Previous LASAAC Reports
5. LASAAC has previously considered reports on asset decommissioning obligations, primarily in relation to landfill sites:

· Item 8 March 2013: a summary of returns from local authorities to assess the scale and current treatment of landfill sites was considered. Some 29 landfill sites were noted, with an approximation of decommissioning costs (over several years) of possibly £39m.
· Item 9 June 2013: a detailed examination of the accounting requirements was discussed. Spreadsheet models of the various treatments were supplied for reference purposes.

6. Following discussion at the LASAAC meeting in August 2013 it was considered that the accounting treatment of asset decommissioning obligations should be reviewed and potentially clarified once the 2012/13 financial statements process was complete.
7. The table in Appendix A is based on the requirements identified in the June 2013 report.

Requested Committee Action
8. The Committee is requested to:

· Approve or amend the recommendations in Appendix A

· Indicate the preferred route for additional guidance where this is considered relevant 

APPENDIX A

Asset Decommissioning Obligations – Areas for Potential Clarification

	
	Uncertainty Element
	Outline Explanation / Comments
	Recommendation

	A
	Timing of Recognition of Obligation/ 

Pattern of Decommissioning Obligations 


	Varying interpretations may arise as to when a provision for an asset decommissioning obligation arises.

It is considered that a clear understanding of the pattern of obligating event(s) is essential for this. IAS 37 Appendix C provides an illustration based on an oil rig installation.


	Recommended:
Additional Accounting Guidance

If this is agreeable LASAAC are requested to indicate a preferred route:

· Reliance on ‘Code Guidance’ publication

· LAAP Bulletin publication
· LASAAC Guidance



	B
	Depreciation
	Landfill sites (and quarries) are not exempt from depreciation. It is however important that the residual value used for the calculation should be based on the value of the site assuming that the restoration work / decommissioning obligations have been undertaken.

	Recommended:

Additional Accounting Guidance

If this is agreeable LASAAC are requested to indicate a preferred route:

· Reliance on ‘Code Guidance’ publication

· LAAP Bulletin publication

· LASAAC Guidance



	C
	Valuation
	Where carried at current value (eg landfill sites) the valuation should reflect the ‘gross’ value with no netting off of the obligation for re-instatement/ decommissioning which is already recognised as a liability (provision) on the balance sheet.

Where a Depreciated Replacement Cost (DRC) valuation methodology is used this should include the costs of restoration / decommissioning.


	Recommended:

Additional Accounting Guidance

If this is agreeable LASAAC are requested to indicate a preferred route:

· Reliance on ‘Code Guidance’ publication

· LAAP Bulletin publication

· LASAAC Guidance



	D
	Interest Charges

(Unwinding of the discounted PV of the provision)


	The increase in the provision / liability due to the passage of time is an interest charge which would be chargeable against the General Fund. It is not open to capitalisation.

[Materiality may be a consideration].

Volatility in the charge can arise when the applicable discount rate changes (e.g. on annual review / at each balance sheet date).
	Recommended:

Additional Accounting Guidance

If this is agreeable LASAAC are requested to indicate a preferred route:

· Reliance on ‘Code Guidance’ publication

· LAAP Bulletin publication

· LASAAC Guidance



	E
	Componentisation

	The decommissioning obligation may be recorded in the asset register as a separate item. The application of IFRIC 1 however would presumably require that the totality of any asset register balances for an individual asset or component should be considered.

This may be for one whole asset (e.g. a landfill site) or a specific component where the decommissioning obligation can be identified to that component (e.g. one cell of a landfill site). 

	Recommended:

Additional Accounting Guidance

If this is agreeable LASAAC are requested to indicate a preferred route:

· Reliance on ‘Code Guidance’ publication

· LAAP Bulletin publication

· LASAAC Guidance



	F
	Capital Financing Requirement (Prudential Code Indicators)

	The impact on Prudential Code indicators is not clearly specified. In particular differing interpretations may be applied regarding the Prudential Code (2011) paragraph 93 which indicates that any ‘underlying liability’ should be excluded from the CFR.
Different views on whether the creation of the provision represents the ‘underlying liability’ may arise. 

Provision is an ‘Underlying Liability’

Where the provision is regarded as the ‘underlying liability’ and the asset (historic cost) element is stated to include the discounted cost of decommissioning works:

· This would increase the CFR allowing (but not requiring) the immediate borrowing of funds when the actual cash settlement may be many years in the future

· If a Loans Fund advance is used from initial recognition the charge to usable reserves (General Fund) would tend to be a substitute for the historic cost depreciation of the asset

· If CFCR or Capital Receipts are utilised on initial recognition to offset the increase in the CFR this would represent an immediate charge to usable reserves
Provision is NOT an ‘Underlying Liability’

Where the provision is not seen as an ‘underlying liability’ and is therefore netted off from (or in) the CFR:

· There would no immediate need to finance or support the increase in the asset cost

· The cash settlement of the obligation (eg at or near end of asset life) may need to be treated in whole or in part as an immediate charge to the General Fund, since the benefits associated with the expenditure will already have been (largely) consumed (and will have been recognised in the CIES / SDPS via depreciation charges).

· Where the cash settlement can be treated as ‘capital’ for statutory purposes clarity may be required as to an appropriate ‘advance repayment’ period.

	Recommended:

A) Formally request CIPFA’s Treasury & Capital Management panel to provide advice on the impact on Prudential Indicators
B) Request Scottish Government views on the relevant ‘advance repayment’ period for decommissioning obligations



	G
	IFRIC 1 Application:
Increases in estimated Decommissioning Obligations


	The wording of IFRIC 1 paragraph 6 (a) (ii), if applied literally, would not appear, for assets carried at current value, to allow any increase in the obligation to be added to the ‘historic cost’ element of the asset. Instead the charge would (once any Revaluation reserve balance is eliminated) result in a direct charge to the CIES / SDPS and therefore to the General Fund.

This appears to be contrary to IRIC 1 para 5 (a) and (c) which, for assets carried at historic cost, allows the historic cost to be increased with the proviso that an impairment review is made.

	Recommended:
Request that CIPFA-LASAAC specifically identify the required treatment in the Code of Practice.

	H
	IFRIC 1 Application:
Requirement to Revalue All Assets in a Class
	IFRIC states that for assets at current value a change in the decommissioning obligation is an indication that the asset may need to be revalued. Where revaluation is required all assets in the same class are required to be revalued.

	Recommended:

Additional Accounting Guidance

If this is agreeable LASAAC are requested to indicate a preferred route:

· Reliance on ‘Code Guidance’ publication

· LAAP Bulletin publication

· LASAAC Guidance


	I
	IFRIC 1 Application:

Decreases in Provision Estimates
	It would be beneficial to confirm that any decreases in the provision / liability that are credited to the CIES / SDPS and therefore to the General Fund should be reversed out in the MIRS to the Capital Adjustment Account.
If this reversal is not applied then dependent on funding options chosen it is potentially feasible the General Fund may be credited before any loans fund charges are levied (i.e. borrowing could inadvertently inflate the General Fund).


	Recommended:

Request Scottish Government confirmation on this reversal in the MIRS



	J
	Implementation for 2013/14


	If a historic obligation is recognised in 2013/14 uncertainty may arise regarding whether restatement of prior periods is required.

Assuming that the item is material and prior period restatement is required the following may require consideration:

· Should the whole amount of the obligation now recognised be classified as ‘capital expenditure’ for statutory purposes

· Should the element of expenditure which would already have been consumed by depreciation be a charge to the General Fund

Where restatement is not required (e.g. due to lack of materiality) there may be uncertainty as whether the whole obligation can be treated as ‘capital expenditure’ for statutory purposes.

 
	Recommended:

Request Scottish Government and Audit Scotland views on this aspect
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