Appendix O
Balance Sheet Treatment
Balance Sheet Treatment
1.1 Accounting Treatment

1.1.1 Introduction

1. No formal accounting opinion has been performed for this project to date. However, in assisting the Authority in developing its OBC, Ernst & Young has considered the issues that will impact upon the final accounting opinion, which will be required from the Authority’s Accounting Officers as part of the Final Business Case and which will ultimately be reviewed by the Authority’s auditors. 

2. This appendix is in regard to the accounting and disclosure aspects of the project only, and does not cover other aspects such as legality or value for money. It is also important to note that our indicative conclusion on the accounting treatment is based on the Reference Project included within this OBC. Any change in these underlying inputs may change the nature of the conclusion reached. 

3. The final decision on the accounting treatment is the responsibility of the relevant Accounting Officer in conjunction with the Authority’s auditors. We therefore recommend that, in accordance with the HMT Guidance, you discuss this accounting assessment with your auditors as soon as possible.

4. In September 1998 the Accounting Standards Board (ASB) produced an Application Note (AN) for use in applying FRS 5 to PFI Transactions. Following this, the Treasury Taskforce on 24th June 1999 issued a revised Technical Note ‘PFI Technical Note Number 1 (Revised)’ (the Technical Note) to “provide additional practical guidance on the following areas of the AN to ensure the overarching principles of the AN are consistently applied”. 

5. The UK Government announced in March 2007 that government departments and other entities in the public sector will be required to prepare their financial statements using International Financial Reporting Standards (IFRS), as adapted as necessary for the public sector.  This requirement is currently expected to be effective for local authorities from 1 April 2009 for the financial year 2009/10. 

6. IFRIC 12, which was issued in November 2006 provides guidance on the accounting by private sector operators for service concession arrangements that fall within the scope of IFRIC 12. However, IFRIC 12 does not provide accounting guidance for the public sector grantor in such an arrangement and specifically states that it does not provide accounting guidance for public sector grantors in paragraph 9. 

7. Therefore in developing the iFReM HM Treasury has been required to develop proposals for the accounting by public sector bodies for such contracts. Accordingly, HM Treasury published proposals in December 2007 in the form of a discussion paper which was considered by HM Treasury’s Financial Reporting Advisory Board (‘FRAB’) on 10 December 2007. Following consultation and further discussion the final text of the relevant section of the iFReM was published on 10 June 2008. 

8. In June 2008 HM Treasury published guidance relating to accounting for PPP arrangements, including PFI, under IFRS. The guidance is based on IFRIC 12 Service Concession Agreements and has been inserted into chapter 6 of the IFRS based Financial Reporting Manual (iFReM) published by HM Treasury on 10 June 2008 regarding accounting for PPP arrangements, including PFI contracts. It applies for 2009-10 and subsequent years, and the Treasury Technical Note No. 1 How to account for PFI transactions will be withdrawn at the same time. The guidance is required to be applied to the 2008-09 shadow IFRS-based accounts.  

9. In summary, the iFReM proposes that where PPP/PFI arrangements fall within the scope of IFRIC 12, the public sector body should recognise the relevant infrastructure asset on its balance sheet. The main issue in respect of considering the potential accounting treatment for the NWLA project is therefore whether the arrangement is within the scope of IFRIC 12. 

10. The NLWA Outline Business Case predicts financial close in the year 2012/13, and the completion of the relevant assets in the financial years 2015/16 and 2016/17 for the Waste Services and Fuel Use contracts, respectively . Therefore, in accordance with Ernst & Young LLP’s policy of applying Government guidance in accounting for PFI transactions, the HM Treasury Guidance on Accounting for PPP Arrangements, including PFI Contracts, under IFRS (the HMT Guidance) been used to review the accounting treatment for this project. 

1.1.2 Relevant pronouncements

11. The accounting standards and pronouncements that, in our view, are most relevant for the accounting review are:

a. IFRIC Interpretation 4: Determining whether an Arrangement contains a Lease (‘IFRIC 4’);

b. IFRIC Interpretation 12: Service Concessions Arrangements (‘IFRIC 12’);

c. International Accounting Standard 17: Leases (‘IAS 17’);

d. HM Treasury Guidance: Chapter 6 of the IFRS-based FReM (iFReM) - Accounting for PPP arrangements, including PFI contracts, under IFRS (‘HMT Guidance’).

1.1.3 General overview of balance sheet treatment methodology

12. The HMT Guidance, which is based on IFRIC 12, has been used to provide an initial view on the accounting treatment for this project at pre-ISDS stage.

13. The assessment of the balance sheet treatment is divided into two steps;

a. the scope of IFRIC 12 and definition of the infrastructure assets; and

b. the assessment of whether the two conditions which both have to be met for an arrangement to fall within the scope of IFRIC 12. One test examines which party in the PFI contract controls or regulates the services provided. The other test examines which party controls any significant residual interest in the infrastructure at termination or expiry of the arrangement.

1.1.4 Basic principle

14. The HMT Guidance proposes that where PPP/PFI arrangements fall within the scope of IFRIC 12, the public sector body should recognise the relevant infrastructure asset on its balance sheet. The classification of the contract will depend on the terms of the contract, which will need to be evaluated with the aid of the Flow Chart provided in the HMT Guidance, set out at Annex 1 to this Appendix.

15. The accounting treatment for PFI contracts that fall within the scope of IFRIC 12 is clear. The HMT Guidance requires the public sector grantor to record the infrastructure asset on its balance sheet and a corresponding financial liability.

16. The asset should be recorded at an amount based on the same methodology as for other assets of that type. The annual Unitary Payment should be separated between an amount for services and an amount for the property. The services element should be recognised in operating expenses to reflect the services received. The property element should be split between the repayment of the financial liability (capital repayment) and an interest charge. Therefore other than an allocation between property, interest and service elements there is little judgement in the accounting once a contract is regarded as being within the scope of IFRIC 12. 

17. If the PFI scheme does not fall within the scope of IFRIC 12, then the Authority would need to consider whether the scheme contains a lease as defined in IFRIC 4. 
1.1.5 Scope of IFRIC 12 and Definition of Infrastructure Asset

18. The scope of the section 6.2.28 of the iFReM states:

“This section of the Manual deals with the accounting treatment of PPP arrangements, including PFI contracts, that meet the definition of service concession arrangements in IFRIC 12 Service Concession Arrangements.  To be within the scope of IFRIC 12, the service concession arrangement must contractually oblige the private sector operator to provide the services related to the infrastructure to the public on behalf of the grantor (the public sector) (IFRIC 12.3).  Contracts that do not involve the transfer or creation of an infrastructure asset for the purpose of the contract fall outside the scope of IFRIC 12, as do arrangements that do not involve the delivery of services to the public
.  Examples of infrastructure for public services - are: roads, bridges, tunnels, prisons, hospitals, airports, water distribution facilities, telecommunication networks, permanent installations for military etc. operations, and non-current assets used for administrative purposes in delivering services to the public”.

19. IFRIC12 applies to: 

· Arrangements where the infrastructure is used for its entire useful life;

· Infrastructure that the operator constructs or acquires from a third party; and

· Infrastructure that the grantor provides to the operator for the purpose of the concession. 

20. To be within the scope of IFRIC 12, the service concession arrangement must contractually oblige the private sector operator to provide the services related to the infrastructure to the public on behalf of the grantor (the public sector) (IFRIC 12.3).  Contracts that do not involve the transfer or creation of an infrastructure asset for the purpose of the contract fall outside the scope of IFRIC 12, as do arrangements that do not involve the delivery of services to the public.  

21. The Treasury has agreed that there should be no attempt to define infrastructure assets in the iFReM, restricting the text to include only examples. The list of examples includes “buildings used for administrative purposes in delivering services to the public”. The infrastructure asset usually displays one or more of the following characteristics: 

· they are part of a system or network; 

· they are specialised in nature and do not have alternative uses; 

· they are immovable; and 

· they may be subject to constraints on disposal. 

1.1.6 Conclusion regarding Definition of the Infrastructure Asset

22. Based upon this OBC and the analysis detailed above, the assets in both the Waste Services Contract and the Fuel Use contract are likely to fall within the definition of infrastructure asset. 

1.1.7 Conditions for determination of whether a contract falls within the scope of IFRIC 12 

23. The HMT Guidance states that where there is infrastructure, whether previously owned by the contractor or the grantor, or constructed or acquired from a third party for the purpose of the service arrangement and: 

a. the grantor controls or regulates what services the operator must provide with the infrastructure, to whom it must provide them and at what price; and 

b. the grantor controls through beneficial entitlement or otherwise, any significant residual interest in the infrastructure at the end of the term of the arrangement (or there is no residual interest); 

then the PPP arrangement or PFI contract is a service concession within the meaning of IFRIC 12 from the grantor’s viewpoint. 

1.1.8 Who controls the nature of the service delivered?

24. IFRIC 12 (Application Guidance paragraph 3) notes that, in determining the applicability of the first condition, non-substantive features (such as price capping that would apply only in remote circumstances) should be ignored and the substance of the arrangement considered. The grantor does not need to have complete control of the price: it is sufficient for the price to be regulated by the grantor, contract or regulator, for example by a capping mechanism.

25. At the OBC stage it is anticipated that the Waste Services contract will meet the first condition because the Authority will specify clearly in the output specification the nature of service to be delivered by the contractor, and through the fuel specification and payment mechanism will regulate the services to be provided and the price at which these are delivered on behalf of the public sector. 

26. In respect of the Fuel Use contract, it is equally expected at the OBC stage that the contract with the operator will be regulated through an output specification, performance regime and payment mechanism with the Authority, and therefore this condition may be expected to apply equally to the Fuel Use contract.

1.1.9 Who controls significant residual interest in the infrastructure asset at the end of the arrangement? 

27. IFRIC 12 Application Guidance 4 notes that the grantor's control over any significant residual interest should both restrict the operator's practical ability to sell or pledge the infrastructure and give the grantor a continuing right of use throughout the period of the arrangement. The residual interest in the infrastructure is the estimated current value of the infrastructure as if it were already of the age and in the condition expected at the end of the period of the arrangement.

28. We note that the control concept used in IFRIC 12 is not consistent with the meaning of control in other parts of IFRS. Control is generally defined throughout IFRS in terms of access to future economic benefits and the meaning of access to benefits is ignored in IFRIC 12. Control of benefits means exposure to risk which encompasses an upside element of potential gain and a downside element of exposure to loss. We would therefore suggest that the risks and rewards of ownership are part of the meaning of control under the IFRS Framework and other IFRSs. It is therefore clear that the control model used in IFRIC 12 is a different form based model to the control model used in other IFRSs. There are no clear examples or further detail in IFRIC 12 regarding the evaluation of control over significant residual value, and accordingly there are a number of areas debate as to the extent and scope of IFRIC 12 in this respect. However these revolve around the options available to the public sector body at the end of the PFI contract. In this context we provide an indicative view based on our interpretation of the current guidance.
29. iFReM paragraph 6.2.29 states that where the infrastructure asset is used for its entire useful life, and there is little or no residual interest, the arrangement would fall within the scope of IFRIC 12, where the grantor controls or regulates the services as described in the first condition (see also IFRIC 12.6).  Equally, the HMT Guidance states that significant residual interest will exist where the grantor is contractually required to purchase the infrastructure asset at the end of the term of the arrangement or where the contract specified that the residual interest will revert to the grantor.

30. At the OBC stage, it is anticipated that within both the Waste Services contract and the Fuel Use contract, the principal infrastructure assets (being the MBT and SRF combustion facilities, respectively) will have an operating life beyond the term of the PFI contracts, and therefore significant residual interest in these infrastructure assets is likely to exist.  It may be considered that the remaining infrastructure (being HWRC, MRF and AD infrastructure) will be approaching the end of their respective useful lives at the end of the PFI contracts and as such will fall within IFRIC 12 on the basis of the above guidance.

31. It is anticipated that the MBT infrastructure supporting the Waste Services contract will be built on Authority owned sites, and as such it is reasonable to assume at this stage that the assets will revert to the Authority at the end of the concession, though in common with a number of recent Waste PFI projects, the Authority may retain an option over this course of action.  On this basis, and based on our interpretation of the current guidance,  it is reasonable to assume that the public sector grantor is likely to control the residual value interest in this infrastructure.  

32. The control over the residual interest in the Fuel Use contract is arguably less clear.  The expectation in the Outline Business Case is that the infrastructure will be built on a site not owned by the Authority, and will be connected to an industrial user of energy, whose demand for the output from the Fuel Use contract will extend beyond the term of the PFI contract. However, it is likely that the Authority will wish to secure a residual interest in the infrastructure (i) to secure the whole life benefits of the infrastructure it has commissioned and paid for over the term of the PFI contract and (ii) to match the arrangements with those of the Waste Services contract to ensure continuity of service.  Whilst the terms of the contract in this respect remain to be negotiated as part of the competitive dialogue process, it is reasonable to assume at this stage, that the Authority is likely to seek to retain control over the residual interest in the infrastructure.

1.1.10 Conclusion

33. Based on the OBC documentation, the initial view, based on the scope of the HMT Guidance and IFRIC 12, is that both the Waste Services contract and Fuel Use contract are likely to fall within the scope of IFRIC 12. Accordingly, the infrastructure asset under the contracts will be accounted for on an on-balance sheet basis, providing that the Authority seeks to control any residual interest in the principal infrastructure.

34. To the extent that either contract fails to meet the conditions set out above, that contract will fall outside the scope of IFRIC 12, and will need to be evaluated under IFRIC 4, Determining whether an Arrangement contains a Lease. 
35. If, based on the IFRIC 4 assessment, it is concluded that there is an implicit lease the grantor will then have to evaluate the terms of the lease in accordance with the guidance in IAS 17 Leases in order to determine whether the lease will be classified as a finance lease or an operating lease. 

36. If it is concluded that the arrangement does not contain a lease, the grantor will recognise any expenditure as it falls due under the arrangement.

37. Any significant change to the final documentation may result in a change to the analysis and the result. 
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� Services might be delivered directly to the public (the road network, for example) or indirectly (non-current assets held for administrative purposes in the delivery of services to the public).  
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2. Does the grantor control through ownership, beneficial entitlement or otherwise, any significant residual interest in the infrastructure at the end of the service arrangement?


5. Does the arrangement contain a lease (IFRIC4)


Grantor recognises expenditure as it falls due 


The grantor continues to recognise the infrastructure on balance sheet as property, plant and equipment (IAS 16) or as a leased asset (IAS 17).


1.Does the grantor control or regulate what services the operator must provide with the infrastructure, to whom it must provide them and at what price?


3. Is the infrastructure constructed or acquired by the operator from a third party for the purpose of the service arrangement, or was it previously recognised as an asset by the operator? 


NO


Report property as asset and related
liability. Separate the unitary payment 
stream between the property element, the interest charge and service element either using the contract or estimation techniques.
 Recognise interest and service 
expenditure as it falls due.


4. The infrastructure is the existing infrastructure of the grantor to which the operator is given access for the purpose of the service arrangement.
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