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Item 1. LASAAC 12/03/14

To: 		LASAAC     

From:		Christine Francis (SCOTS); Gareth Davies (LASAAC)

Date:		12 March 2014

Subject: 	Transport Infrastructure Assets 
– Current Value Implementation 2016/17


Purpose of Paper

1. This paper is intended to provide SCOTS and LASAAC with a basis for open discussion of practical implementation issues arising from the adoption of current value for Transport Infrastructure Assets in 2016/17 financial statements.

Background

2. In 2006 HM Treasury and the Department of Transport commissioned CIPFA to review the potential for an Asset Management Planning (AMP) approach to transport infrastructure assets. Following consultations a report was issued in 2008. (Local Authority Transport Infrastructure Assets: Review Of Accounting, Management And Finance Mechanisms).

3. Following the report the ‘Code of Practice on Transport Infrastructure Assets’ (TIA Code) was developed in collaboration with the Highways Asset Management Financial Information Group (HAMFIG). This included local authority representatives from England, Scotland and Wales. An updated edition was published in 2013.

4. Additionally the use of historic cost for infrastructure assets in local government financial statements is inconsistent with the use of current value as required in central government financial reporting (see the FReM 2014/15 paragraph 7.1.11 – 7.1.18). 

5. Currently there is a requirement for separate data on current value to be provided by local authorities for Whole of Government Accounts (WGA) purposes. WGA were qualified in 2011/12, partly due to the accounting policy inconsistency (see Whole of Government Accounts 2011/12 page 150-151).

Objectives of the TIA Code

6. The TIA Code states it is intended to support an asset management approach by developing a single set of financial management information to support various aims. The aims are:

· good, evidence-based asset management, including the development of more cost effective maintenance and replacement programmes
· delivery of efficiency savings and service improvements
· long-term financial planning and budgeting
· corporate capital planning and the operation of the Prudential Code
· performance assessment and benchmarking
· resource allocation, locally, at regional level and nationally
· production of transparent information for stakeholders on the authority’s management of its highway assets
· production of financial information that is compliant with International Financial Reporting Standards (IFRS) and meets the needs of Whole of Government Accounts (WGA) and National Accounts
· any future move to current value financial reporting of the assets in local authorities’ own accounts.
Practical Implementation Issues: Preliminary Meeting

7. SCOTS representatives[footnoteRef:1] held a preliminary meeting with the LASAAC secretary on 20 January 2014 to discuss practical implementation issues in outline. The discussions have informed this report. [1:  SCOTS: Christine Francis, Graeme Ferguson, Paul Hardy, Raymond Smith; ] 



TIA Code Asset Classifications

8. There are seven Level 1 asset categories in the TIA Code:

· Carriageway
· Footways & Cycletracks
· Structures
· Street lighting
· Street furniture
· Traffic management systems
· Land

9. These categories are further sub-divided into Asset Groups (Level 2) and Components (level 3). In total there are some 39 level 2 classes. At level three (components) potentially 139 different classifications could be possible. Not all level 2 and level 3 classifications will necessarily be relevant to each authority.

10. Not all infrastructure assets will be affected however the majority of road transport related assets will be included. SCOTS consider, based on the current evidence, that the majority of value  will be represented by carriageways.

11. The treatment of infrastructure assets, such as harbours and flood protection, which fall outside of the scope of the TIA Code is yet to be determined.

TIA Code: Key Valuation Steps

12. SCOTS have already developed a comprehensive set of spreadsheets to support inventory collation and current value calculations for a variety of asset classifications. Similar spreadsheets are available for free download from CIPFA. An overview of SCOTS work on the roads network is available on the SCOTS website.

13. This report will not seek to replicate the requirements of the TIA Code however a brief interpretation of some key aspects is provided below.

	Step
	Overview Description
(Primarily Relating to Carriageways)


	Estimate Gross Replacement Cost
	Cost of Modern Equivalent Asset . For roads usually based on: length x width x relevant rate.

The relevant rate will preferably be a local rate but composite / average or national rates could potentially be used.

Specific asset characteristic may affect the rates to be used (eg cobblestones)

Special structures require specific consideration / valuation


	Additions
	Additions (capital expenditure in the year, including expenditure on replacing components) will need to be separately identified.


	De-recognitions
	De-recognitions (assets written out during the year) including components replaced as part of life cycle plans. Note that both historic costs and current value data will need to be identified.


	Assess Condition or Estimate Age
	For roads usually based on a visual / camera inspection using the recognised ‘Carriageway Condition Index’ (CCI) system. This provides an indication of the extent to which the asset resource has been consumed.


	Depreciation
	Based on the above the depreciation charge for the year is estimated. The CCI curve related to a visual estimate of the effective age (deterioration) of the carriageway is converted into a depreciation charge based on a straight line depreciation profile.

Surface layers normally have a finite life.

Base layers may have indefinite / infinite lives.



	Impairment
	Annual review of the need for impairment required.

Examples include: asset or component failure; early replacement required; weather damage; flooding; landslide; accident damage or significant long-term road closure.

The TIA Code suggests that generally predictable damage (eg minor accidents, harsh winters occurring every 10 years etc) could be reflected in life cycle plans and useful lives.



	Depreciated Replacement Cost (DRC)

	DRC is calculated based on the above representing the current cost of replacing an asset with its Modern Equivalent Asset less deductions for all physical deterioration and all relevant forms of obsolescence and optimisation.




Professional Objectives of Implementation

14. Engineering professionals can be anticipated to be primarily concerned with the means by which available data is used to inform and support Asset Management Planning, including capital expenditure and revenue maintenance plans. Asset Management planning can be anticipated to be based on a whole life costing / asset lifecycle basis.

15. Finance professionals can be anticipated to be primarily concerned with ensuring a ‘true and fair presentation’ is provided in financial statements. In particular:

· A ‘true and fair presentation’ is normally presumed to require adherence to proper accounting practice and recognised standards

· A ‘true and fair presentation’ should reflect the broad reality of Asset Management Planning by an authority. For example as the depreciation charge for the consumption of assets in current service provision; and the value and stewardship of assets held as at the balance sheet date. 

16. It is suggested that a common starting point for all professionals involved will be to understand the Asset Management Planning approach adopted by the relevant authority and the information available to support this. A secondary phase will be to translate this into:

· Asset Management Plans in physical resource and cost / value terms

· A true and fair view of the impact of the authority’s AMP on the financial position, performance and cash flows






Potential Impact on Financial Statements

17. The impact on local authority financial statements is expected to be significant, including:

· Approximately £50bn added to Property, Plant & Equipment. This will be balanced by a large increase in the Revaluation Reserve.

· A significant increase in the reported cost of ‘Roads & Transport Services’ (as shown in the Comprehensive Income & Expenditure Statement) due to increased depreciation

Practical Implementation Areas for Consideration 

18. Implementation will pose various challenges for engineering and finance staff, involving critical decisions in some areas.

19. The table below provides an indication of some areas for consideration:


	Inventory
	· Is the inventory complete?

· Does it include non-TIA Code assets?

· How detailed is it (how many level1, level 2 and level 3 classifications are used)?

· Are condition surveys complete?

· How material are the different classifications (at level 1? At level 2? At level 3?)

· What special structures, anomalies or ‘oddities’ exist?


	Valuation
	· What tools (eg spreadsheets) are to be used?

· What rates (local, composite, average, national) rates will be used and how relevant are they?

· How will the data (inventory and rates/ value calculation) be verified both internally and by external audit?

· How frequently should full valuation exercises be undertaken?

· What is the scope for potential annual volatility arising from estimation techniques, changes in assumptions (eg asset lives) and possible changes in processes?

· What is the scope for inconsistency in valuation between authorities and is it based on the underlying reality of the situation? [cf previous experience of council dwelling valuations]


	Asset Registers
	· Will the inventory be reflected on asset registers? (If not how will historic cost information be tracked?)

· What level of componentisation would be required for the financial statements? Is this the same as the componentisation level needed by engineers for Asset Management Planning


	Capital Plan
	· Does the capital plan reflect the lifecycle plan?

· Are lifecycle plans complete?


	Accounting
	· Do the figures for the financial statements present a ‘true and fair presentation’ e.g. do depreciation figures fairly represent asset consumption, does the value on the balance sheet fairly reflect the existing use value?

· What level of tolerance is appropriate regarding the estimation of asset values, depreciation and other figures? For such a potentially large asset figure acceptance that the figure is an estimate, and tolerance for this, may be necessary [cf tolerance for and understanding of the estimated nature of pension liabilities]

· Will historic cost information be available to support the required accounting treatment (e.g. historic cost elements of depreciation, de-recognitions and impairment are available)

· Are additions in year identifiable and at what point will an asset under construction be regarded as capable of being used (and therefore valued at current value / DRC)?
 

	Project
	· How should the project be taken forwards?

· Who should be on the project team?

· Which stakeholders (internal and external) should be involved or consulted?

· What timescales should be set?



Learning From Elsewhere: Scottish Government

20. In progressing with implementation it would be appropriate to consider practices in other bodies, in particular central government.

FReM Requirements

21. The FReM 2014/15 (the Financial Reporting Manual applicable to central government annual accounts) includes the following:

· 7.1.13 “The road surface asset managed by each of the highways authorities in England, Scotland, Wales and Northern Ireland will be recognised as a single asset by each such authority following the additional guidance in this manual.” 
Comment: would this also apply at a local authority level?

· 7.1.15 “Subsequent expenditure on the road surface will be capitalised where it enhances or replaces the service potential. Spending that does not replace or enhance service potential will be expensed”
Comment: The statutory requirements for local authority capital spending may need to be considered

· 7.1.16 “The value of maintenance work undertaken will be used as an indication of the value of the replaced part”

· 7.1.17 “The road surface will be subject to annual valuations as measured by suitable indices”
Comment: general practice for local authority assets does not normally include the use of indices except where interim valuations are specifically required

· 7.1.18 “The road surface will be subject to an annual impairment review”

· Page 40 Adaptation of IAS 16 Property, Plant & Equipment: “It is not necessary to disclose the historical cost carrying amounts (where available)” 

Scottish Government Financial Statements

22. The Scottish Government Consolidated Accounts 2012/13 include the trunk roads and motorway network. The valuation is given as £17.4bn representing some 68% of Property, Plant & Equipment (£25.7bn); and 53% of total assets (£32.9bn). The accounts include (page 64 Accounting Policies):

“The road network is valued at depreciated replacement cost as it is deemed to be specialist in nature. The road pavement element is valued using agreed rates determined to identify the gross replacement cost of applicable types of road on the basis of new construction on a greenfield site. These rates are re-valued annually using indices to reflect current prices and are also updated when new construction costs become available as comparators to the costs previously identified for specific road types.

Structures are valued using agreed rates determined to identify the replacement cost of applicable types of structure on the basis of new construction on a greenfield site where these are available, but special structures, which tend to be one off by their nature, are valued using specific costs that are updated to current prices.”

“The indexation factors applied are:

	Road Pavement 
and Structures

	Baxter Index, published quarterly by the Department of Business, Innovation and Skills

	Communications


	Traffic Scotland provide new gross and calculated depreciated values each year

	Land
	Land indices produced by the Valuation Office Agency (VOA)”



23. The main Property, Plant & Equipment disclosures are on page 83 of the accounts and disclose movements for “Road Network (including land)”. No further description of the valuation approach to the road network appears to be evident (e.g. note 6b page 85 does not appear to relate to the road network).

Potential Areas for Discussion

24. In discussing the issues arising SCOTS and LASAAC may wish to  consider:

· How the financial reporting requirements support Asset Management Planning

· The impact on the financial statements, particularly in presenting a ‘true and fair view’

· The costs and benefits of implementation options

· Valuation issues, including the evidence base that will be required; the potential volatility and consistency of valuations; and the verification of data 

· How stakeholders (including councillors and MSPs) should be informed of the reason for the change in valuation practice and how to interpret and use the information provided


Committee Action 

25. The Committee is requested to 

· Note the contents of this report
· Discuss issues arising with the SCOTS representatives
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