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Item 8. LASAAC 12/06/14
To: 

LASAAC     
From:

Gareth Davies
Date:

12 June 2014
Subject: 
Asset Decommissioning Obligations 
– Findings from Worked Example 
Purpose of Paper
1. This paper outlines the findings from a worked example of asset decommissioning obligations.
Background
2. The potential existence of unrecognised asset decommissioning obligations was raised at the end of 2012/13. This followed the financial difficulties of private sector mining firms which did not have financial resources to meet asset restoration obligations.
3. Draft LASAAC guidance
 was issued for 2013/14. Due to uncertainty regarding the practical implementation and financial impact of the draft guidance it was agreed that an example treatment, based on a real life asset, would be developed.
Model Development
4. The model developed was provided to LASAAC members for comment (by e-mail 4 may with additional scenarios 3a and 3b e-mailed on 11 May 2014). 

5. Model development could not have been undertaken without the assistance and support of Highland Council staff. Their involvement is highly appreciated.

6. The model is based on a landfill site in Highland Council. Some key features to note are:

· The site is still operational

· Overall site life: 31/3/2000 to 31/3/2021

· 3 Cells for the site

· As at 31/3/14 cells 1 & 2 were full and had been closed. Cell 3 was operational.

· Low (effectively nil) residual value of land expected even after restoration work

· Lifecycle capital costs include leachate plant and gas flare installation
· Obligations for aftercare can continue for some 60 years after end of landfill site usage
7. After different variations, two scenarios were provided for LASAAC consideration:

a) Scenario 3a 
· Existing loans fund advances (made up to 31/3/14) allowed to stand based on the ‘cash’ value of the Loans Fund Advance.
· Future (post 31/3/14) Loans Fund Advances based on the discounted present value (i.e. the recognised ‘capital cost’ added to the historic cost of the asset) as at the date of recognition of the obligation.

b) Scenario 3b 
· All existing and expected loans fund advances (i.e. those made up to 31/3/14 and those anticipated after 31/3/14) are allowed to stand based on the ‘cash’ value of the Loans Fund Advance. i.e. effectively the cash flows at the time are regarded as being capital spend for statutory purposes.
· All charges for imputed interest are reversed out to the CAA. Loan Fund Repayments (statutory repayment of debt) relating to the imputed interest element are then charged to the General Fund (credited to CAA) as the statutory repayments are made
Main Findings
8. The keys findings can be split between accounting and funding implications.

Accounting

9. Key accounting findings are:
	A
	Distinguishing between Commissioning and Decommissioning Costs

	Comment
	Cash flows need to be separated between ‘commissioning’ capital works and ‘decommissioning’ works. This will involve judgement and may critically affect the historic cost of the asset if there is ambiguity over the treatment of significant cash flow (spend) items. This may also affect consistency between authorities.



	Example
	Leachate plant and gas flare cash flows were treated as commissioning spend on the basis that this investment was not a definitive obligation of licencing conditions. 
Potentially an argument could be made that these investments reduce the eventual restoration costs and should be treated as decommissioning costs.



	B
	Criteria for Classification as Decommissioning Costs

	Comment
	The LASAAC exposure draft did not adequately address the criteria  for decommissioning costs. In particular the Code 13/14 (4.1.2.22) refers to the “initial estimate” of “dismantling and removing” and “restoring” i.e. unless costs relate to one of these three activities the costs are unlikely to be regarded as decommissioning.


	Example
	Potential aftercare costs (e.g. site monitoring) were excluded from the decommissioning cash flows.



	C
	Identification of the Appropriate Discount Rate

	Comment
	Identification of an appropriate discount rate (as at the date of recognition of the liability) may be problematic. This will affect both the amount of decommissioning cash flows that can be capitalised and the profile of imputed interest charges to the General Fund.

Regarding the discount rate for provisions IAS 37 (para 47) states
“The discount rate (or rates) shall be a pre-tax rate (or rates) that reflect(s) current market assessments of the time value of money and the risks specific to the liability. The discount rate(s) shall not reflect risks for which future cash flow estimates have been adjusted.”

Identifying a discount rate that appropriately reflects the specific liability risks is likely to be challenging.

An acceptance that the discount rate is likely to be a ‘best estimate’ may be required.



	Example
	The discount rate used was based on PWLB annuity rates, as at the date of liability recognition, for the term of the obligation (i.e. from recognition to cash settlement).



	D
	Identification of Obligation Recognition Dates

	Comment
	This may prove problematic in some circumstances (e.g. where multiple cells are open at the same time).
This is likely to be a ‘critical judgement’ area in implementation of the requirements.


	Example
	The example is based on the situation that only one cell was in use at any given time. Spend to prepare a cell for use was regarded as being pre-operational spend.



	E
	Residual Value Identification

	Comment
	Estimation, in current value balance sheet terms, of the residual value of the asset after the completion of decommissioning works may be problematic.


	Example
	The example is based on a nil residual value. This is affected by the location of the site. Initial site (land) purchase was a relatively minor spend item.



	F
	Effort & Complexity (Cost / Benefit Considerations)

	Comment
	Development of a complete model for every potential asset with decommissioning obligations is likely to be a resource intensive exercise, involving not only finance staff but engineering staff and potentially valuers.

On this basis it is considered that assessment of materiality at an early stage, prior to full modelling, is likely to be preferred. This will still require base information however the focus could be expected to be on identifying:

· assets with potentially significant decommissioning obligations

· decommissioning cash flow(s) [historic and future]
· obligation recognition date(s) [historic]
· discount rate(s) [historic]
· residual value(s)



	Example
	The model developed is regarded as functional however it will require adjustment and tailoring for each individual asset case. It is unlikely to be feasible to create a model which simply requires the input of key data in order to calculate the accounting impact.



Funding

10. Key funding findings are:
	A
	Historic Loans Fund Advances Unchanged

	Comment
	The model and comments received have clarified that any historic loans fund advances should remain unaffected.
This would be in accordance with Schedule 3 of the Local Government (Scotland) Act 1975 (see http://www.legislation.gov.uk/ukpga/1975/30/schedule/3 ) which states:

Schedule 3 para 17 “The authority shall at the time an advance is made under paragraph 14 above determine—

a. the period within which the advance is to be repaid to the loans fund, being a period not exceeding the fixed period; and

b. the amount of each of the periodical payments required to repay the advance within the period so determined, and the date on which the first of the said payments is to be made..”



	Example
	As per scenario 3a it is considered that this will generally mean that only unfunded / non-financed future asset decommissioning cash flows will lead to a change in the profile of charges to the General Fund.
Critically however any imputed interest charges related to FUTURE anticipated asset decommissioning cash flows will be chargeable to the General Fund (unless reversal is allowed under statutory mitigation – see below) which may result in a charge to the General Fund on restatement.


	B
	Potential for Statutory Mitigation Application to be Based on ‘Custom & Practice’

	Comment
	It may be argued that a ‘precedent by practice’ approach should be adopted, particularly where funding arrangements may be affected by a revised interpretation of the application of statutory guidance. This could be argued to apply especially in this case since there has been no actual change to the relevant accounting requirements in 2012/13 or 2013/14.

On this basis a potential approach for 2013/14 would be to provide an accounting treatment which maintains the current statutory funding basis for existing projects up to 31/3/14 (i.e. the total cash flows, including future cash flows,  are regarded as capital spend with Loans Fund Advances allowed for the ‘imputed interest’ element of capital costs).
Whether any guidance for 2014/15 could allow a ‘lead in’ period (e.g. 3-5 years) for making changes to the funding arrangements may be subject to further discussion.



	Example
	As per scenario 3b this would leave the funding for existing projects unaffected.

This would allow LASAAC and/or the Scottish Government to issue separate guidance for 2014/15 on the interpretation of the statutory requirements as they relate to asset decommissioning obligations. i.e. any LASAAC guidance issued now could be strictly limited to the 2013/14 financial year.




	C
	Capital Financing Requirement

	Comment
	Generally the CFR will increase on recognition of the asset decommissioning obligation i.e. the point at which the asset historic cost is increased.

Main comments:

· CFR 13/14 (or 14/15) figures could be impacted due to restatement

· Authorities should consider the materiality of the increase in the CFR (e.g. in absolute and % change terms)

· While the CFR may increase it is suggested that it is the cash flow timings that will drive external borrowing decisions not the recognition of the liability (i.e. not the increase in the asset’s historic cost)

· this implies that explanation and interpretation of the CFR may need additional care and explanation since it now includes elements which are not supported by a Loans Fund Advance (or any other form of financing such as PFI/finance leases).. 

  

	Example
	The CFR in both scenarios (3a and 3b) reflects the addition to asset historic cost on recognition of the liability. 
Scenario 3b:

· does not affect the actual profile of charges to the General Fund however changes to the reported CFR would be anticipated

· the CFR does not increase when a Loans Fund advance is utilised to support actual cash payment

· the CFR does not fully reflect the total cash borrowed to meet  

CFR Reconciliation – For scenario 3b Year 1 the CFR is £k 401.922 comprising:  

Loans Fund Advances Outstanding [16.000] 

Asset Historic Cost (no Loans Fund Advance) [375.302]

Imputed Interest Charge (no Loans Fund Advance) [10.620]




Conclusions
11. Scenario 3a indicates there is a potential financial impact for councils on restatement of 2013/14 statements.

12. The extent of financial impact will relate to those aspects affecting the extent of ‘imputed interest’ that would be chargeable to the general fund on restatement. For example the:
· number (volume) of assets affected

· total asset decommissioning cash flows involved

· applicable discount rate used to calculate Present Value

· timing(s) of decommissioning cash flows
· date(s) of obligation recognition
13. Scenario 3b indicates that the accounting entries can be achieved with no financial impact for councils if it is agreed that the imputed interest element of asset decommissioning cash flows are regarded as capital expenditure for statutory purposes.
14. Authorities appear likely to submit unaudited statements based on existing practice. The nature and timing of LASAAC advice or guidance may therefore be critical in terms of perception and impact.
Options
15. It is recommended that LASAAC considers: 

· Whether guidance for 2013/14 is appropriate

· Whether an approach which does not affect General Fund balances for 2013/14 can be achieved

· Whether there should be a prospective amendment to the application of the statutory funding arrangements from 2014/15 or later years

Committee Action 

16. The Committee is requested to 
· Consider the options outlined in paragraph 15 to determine the appropriate action
� See 


� HYPERLINK "http://www.cipfa.org/-/media/files/regions/scotland/lasaac/140321_lasaac_guidance_on_asset_decommissioning_obligations_exposure_draft.pdf" �http://www.cipfa.org/-/media/files/regions/scotland/lasaac/140321_lasaac_guidance_on_asset_decommissioning_obligations_exposure_draft.pdf� , available under relevant news item at � HYPERLINK "http://www.cipfa.org/regions/scotland/policy-and-technical/local-authority-scotland-accounts-advisory-committee/news-and-activity" �http://www.cipfa.org/regions/scotland/policy-and-technical/local-authority-scotland-accounts-advisory-committee/news-and-activity� 
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