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THE RECORDING OF ENERGY PERFORMANCE CONTRACTSIN
GOVERNMENT ACCOUNTS

This note is mainly intended to provide statistisiavith guidance on the recording of Energy
Performance Contracts (EPCs) in government accolihes note is in accordance with the
most recent interpretation of the relevant ESA 2@t6visions by the Excessive Deficit
Procedure Statistics Working Group (EDPS WG). Huslance note substitutes the previous
guidance note on the impact of Energy Performanoatr@cts on government accounts
published on 7 August 2015. Eurostat is releadmg guidance note to ensure an adequate
accounting treatment of EPCs as well as to ensin@agenous statistical treatment across
countries.

In particular, the guidance note clarifies that:

= if an EPC-contractor is bearing the majority of tles and rewards associated with
the use of an asset, the EPC-contractor shall ¢gerded as the economic owner |of
this asset;

* in the case above, EPCs can either be accountebyfosing the operating lease
treatment or the buy and leaseback model;

= if the operating lease is used, this will be aglle for both removable and nop-
removable assets;

= if the buy and leaseback model is used, the |camilily imputed due to the legal
transfer of the ownership of the EPC assets t@tvernment, is immediately offset
against the loan liability, also imputed, due tsudbsequent financial lease between
the government and the EPC-contractor (possibiitynetting the debt related
transactions in the specific case of the buy aagdback model);

* in cases where no cash payment occurs when the asB&ls are returned to the
government at the end of the contract, this is@¢adrorded as an expenditure for
gross fixed capital formation (P.51) with a corrasging capital transfer revenye
(D.99) in the non-financial accounts of governmenkhere is no entry in thg
financial accounts, since the return of an EPCtasgh a positive residual valu
without receiving anything in return is considetede a 'gift’;

U

= jf an EPC is combined with a factoring without recse agreement, the government
is deemed to be the economic owner of the EPC,assdhe asset is to be recorded
in the government balance sheet.




1 Background

1.1.

1.2.

1.3.

1.4.

1.5.

1.6.

1.7.

Eurostat published a guidance note on the impadEr@rgy Performance Contracts
(EPCs) on government accounts, on 7 August 208 guidance concluded that, in
most cases, the additional capital expenditure iakien by an EPC-contractor on an
already existing government asset would be recoededovernment expenditure (and
the new assets included in the balance sheet aérgment). Accordingly, an EPC
would, in most cases, be considered a contragh®procurement of assets combined
with a service contract.

The guidance note specified that an off-governnbatdnce sheet recording for an EPC
could be applied, if the EPC complied with the actng rules for an off-government
balance sheet public-private partnership. It furtletarified that, under certain
conditions, and solely for the removable assetei@l/ by an EPC, an operating lease
treatment could also be applied.

However, the discussions on the accounting of ERQsational accounts continued

since then. An EPC frequently contains at the stame elements of a rental, a service,
a leasing, a purchase and a loan agreement, whaltesnits recording complex.

Beginning from 2016, a number of European sta@ikéxperts questioned whether the
2015 guidance note on the accounting of EPCs fidhk note of the respective

importance of the aforementioned elements of soamptex contracts.

There were also justified concerns regarding thexifip interpretation of certain ESA
2010 provisions which were updated compared to ES# and the related
consequences for the treatment of EPCs in nat@c@unts. In particular, the criteria
established in the 2015 guidance note for an ojpgr&tase treatment were considered
too strict.

In addition, it became evident that new contractuahngements occurred, for which
the existing guidance was considered not to beogpite and should therefore be
adapted. In this context, a new accounting propsgetifically intended to be applied
only for EPCs (the buy and leaseback model) waadtrbinto the discussion. This, as
well as the difficulties observed with the actualpilementation of the 2015 guidance
note, led Eurostat to accept the proposal of soreenbér States, to reflect, together
with the EDPS WG, on the most appropriate recordingPCs in national accounts.

This guidance note concerns only those EPCs wheduire an initial capital

expenditure to improve the energy efficiency ofazility. EPCs where the energy
efficiency is obtained through energy managementasmes like planning,

optimization, maintenance of equipment etc., withany investment in equipment
addition or renewal, are treated as simple semiagiftenance contracts.

This guidance note, first, clarifies that if the &Bontractor bears the majority of the
risks and rewards associated with the use of th€ BEset, the former should be
considered as the economic owner of the assethanddsrecord it on its balance sheet.
Second, it determines the adequate accountingrtezdtthat is to be applied in such a
situation and the related impact on general govermmet lending/net borrowing and

! A general description of the main features of ggd?erformance Contracts is included in the 201E&hce
note on the issue.
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debt. Third, it clarifies the recording to be apgliif the EPC assets are transferred to
government at the end of the EPC contract. Finalgpecifies the impact of a factoring
without recourse agreement on the risk distribubetween the EPC-contractor and the
government and its consequence for the balancé shatment of the asset.

2 Economic ownership of the EPC assets

2.1

2.2.

2.3.

2.4,

2.5.

2.6.

In the context of an EPC, the EPC-contractmmally carries out an initial capital
expenditure in order to improve the energy efficienf an existing facility. This can
include new and/or upgraded equipment (e.g. lightgenheating, ventilation, air
conditioning, pumps, boilers etc.) as well as othgrovements such as insulation (e.g.
changing the roof, walls, windows, etc.).

The remuneration of the EPC-contractor isrdateed by the energy savings achieved
through the upgraded equipment and through ther otteasures carried out to the
structure of the building. The capital expendituralertaken by the EPC-contractor is
paid back from the revenues it realizes over tha @ the EPC contract. In most cases,
if the necessary savings could not be achieved thveeterm of the contracts, the EPC-
contractor has to cover the gap. Furthermore, fR€ Eontractor decides which assets
are to be installed and when they should be reglacehanged during the term of the
contract.

In this context, the question of the allocatmf the underlying equipment arises in
national accounts, i.e. on which balance sheet {(Edt@ractor or government) the
equipment is to be recognized, with the correspandmpact on its net lending/net
borrowing. According to ESA 2010 7.17, an assee¢t®rded on the balance sheet of its
economic owner which is the entity that entitled to claim the benefits associated with
the use of the asset by virtue of accepting theca®d risks' This means that the
allocation of the risks and rewards (related to hibéding or use of the asset over a
period of time) between the EPC-contractor andgitheernment is the essential feature
for the balance sheet treatment of the EPC asselstherefore, the aspect of legal
ownership is not important in this regard.

The EPC-contractor is responsible for the eragperation of the installed equipment,
l.e. it bears the maintenance and refurbishmeks wsiring the term of the contract. It
also receives most of the benefits of the EPC sa$sdhe form of the generated energy
savings (i.e. the monetary equivalent).

However, it could be argued that the goverrimre@dso benefits from the new or
upgraded energy equipment, which would questiorntivdrehe EPC contractor actually
takes over sufficient risks and rewards in the exinof an EPC. For example, it can be
argued that the technical parameters (e.g. oibsrapnsumption of heating, the thermal
transmission coefficients) of the equipment arelalvke, which allows the calculation
of possible energy savings very precisely and whigduld therefore reduce any
existing risK for the contractor. Government will also benefirfi the residual value of
the EPC asset at the end of the contract (whiolekier, could be seen in some cases as
marginal, due to the relative long average duratbsome EPCs). Hence, one may
think that the EPC provider is not really exposegubstantial risks and rewards related
to the guaranteed energy performance, compareaviergment.

On the other hand, it could be also argued tthe EPC-contractor bears most of the
technical risks (i.e. the risk of the sound intaypbf the installed components in order

2 However, the economic ownership is linked to tharing of the existing risks and rewards, indepatigen
whether the incurred risks and rewards would bdigiete or sizeable.
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to actually realize the agreed (calculated) sayiagswell as the construction risk and
the behavioural risk of the people working in tlaeility (overheating or ventilation
habits). In addition, the EPC contractor will alssually keep all rewardsluring the
contract and carry the risk connected with the pays which it will receive from
governrf}nent and the payments which have to be madeet electricity and/or gas
supplier.

Decision

If the EPC-contractor bears the majority of thé&siand rewards related to the use of the EPC
assets and in particular, the performance, the terv@amce and the refurbishment risks, the
economic ownership of the underlying assets itodnsidered with the EPC-contractor

3 Operating lease

3.1.

3.2.

3.3.

3.4.

3.5.

According to ESA 2010 15.081 operating lease is a lease whereby the legaleown
is also the economic owner and accepts the operaigks and receives the economic
benefits from the asset by charging for the use of a productive activity,

Thus, under the 2015 guidance note, an opgrigase treatment could be applied only
when the following conditions were met: (1) the eriging EPC assets were easily
(re)movable and replaceable, (2) the EPC-contrddrfirmly committed to replace (at
any time during the lifetime of the contract) thefalilting or obsolete parts of the
equipment, at its own initiative or at the requelthe government, (3) there was no
commitment from the government to own the equipnmamtan option to acquire it at
its residual value at the end of the contract @dHhe term of the EPC was not covering
the total expected life-time of the EPC assets.

However, the relevance of the aforementionmuditions was questioned against the
background of ESA 2010. In particular, whether @gud be in all circumstances an
indispensable condition that the lessor, in theexrof an operating lease, would have
to be the legal and economic owner of the leassdtasr whether in situations where
the legal and the economic ownership would nota@de an operating lease would still
be possible.

In an EPC, it is the EPC-contractor who dexigdich asset is installed and when it
should be replaced or changed during the term ef dbntract. Generally, this is
considered to be a right to which the legal owsaesrititled to.

ESA 2010 15.09 provides further that, in aaraping lease, the lessee does not take on
the risk and rewards of legally owning an assehsgmaintenance and repair costs. In
an EPC, the EPC-contractor has the obligation sumnthe proper operation of the
installed equipment and, associated with this,aoycout the necessary maintenance
and repair. As a result, the dividing line betwésgal and economic ownership is, in an
EPC, more ambiguous.

® This is the standard case for EPCs. However, tmayebe some contractual variants which allow faring
the rewards, i.e. if the actual energy saving ghér than the scheduled saving. In such a casegdifigonal
saving is to be shared between both parties. Téenshof rewards could be, under some circumstaandsn
parallel with the present rules for PPPs, an elémvéith may require the classification of the asdeting
installed by the EPC contractor, on the governrbatdnce sheet.

“ In some contracts, the EPC contractor is als@lkbetricity and/or gas supplier. This, however,doet
fundamentally change the substance of the issu¢handiles to be applied.

® In order for the EPC contractor to bear the ris#t eewards of the underlying asset, the EPC catatr@annot
benefit from clauses such as a minimum revenueagtme or similar arrangements in substance, entethd

government.



3.6.

3.7.

3.8.

3.9.

Thus, the EPC-contractor bears not only thgomiya of the risks and rewards of

economic ownership, but also some rights usualtyneoted with the legal ownership
of the EPC assets. This implies a fundamental ahaogpared to a typical operating
lease situation, in which the legal and economimewof the asset can be clearly
distinguished. In such circumstances, it could desonable to focus more strongly on
the economic ownership criteria than on the morbiguous legal ownership aspect.

Furthermore, it would be helpful to have akl@ the conditions for a financial lease
with government being the lessee, as a logicatradteve accounting treatment. In this
context, the lessor would be the legal owner amdldssee the economic owner of the
EPC asset. This would be, however, in stark contrith the accepted view that the
EPC-contractor is bearing most of the economicsrisid rewards in connection with
the use of the EPC assets. Furthermore, the EPactor also bears essential rights
that are related to legal ownership of the EPC tasskhis may also support the
arguments that an operating lease would seem &odgtable accounting treatment for
EPCs.

In this context, it is helpful to recall thBSA 2010 requires that an asset should be
recorded on the balance of the entity which is wred as the economic owner of the
asset. It is also helpful to recall a key principgie national accounts; i.e. recording
economic substance over legal form (see ESA 209 dnd 20.164). This implies that
an accounting treatment of an operation shoulcecefeconomic reality and not the
legal framework in which the operation is carried.o

As far as the length of the lease period rcemed, ESA 2010 15.08 et seqq. are not
explicitly combining the existence of an operatiegse with the length of the lease
period. While ESA 2010 15.12 notes thitdny operating leases are for short periods
...", however, it also recognizes th&dther factors ... may persuade user to lease over
long periods rather than purchase".and, even more clearly, ESA 15.18 states that
"Although a financial lease will typically be forvegal years, the duration of the lease
does not determine whether the lease is to be deghias an operating lease or
financial leasé.

3.10. Thus, the length of the lease period seemESA 2010 of much less relevance

compared to ESA 95 and even long term contractdeatonsidered in the ESA 2010
as operating leases. However, given the fact thatassets installed by the EPC
contractor in order to improve the energy efficiein€ a building will be economically
owned by government after the end of the contri&ecirostat would question the
economic ownership of the assets by the EPC cdatraccase the duration of the EPC
would be so short not to cover a meaningful pathefeconomic life of the asséts.

3.11. A further aspect concerns the type of asbathwis suitable for an operating lease, i.e.

whether the frequently expressed view that an oiperdease would be possible only
for removable assets, would be justified in an HR@ework. In the context of an
EPC, equipment such as boilers, chillers and @eitrcontrol equipment, as well as
some work on the structure of the building itsedfconsidered as removable, whereas
windows, roof insulation and wall insulation arensmlered as non-removable.

3.12. For some equipment which cannot easily rewhoitels often argued that it shares a

common use and function with an existing buildiragyd that they are therefore

® Eurostat will publish in the next months a moreadet! operational guidance on EPCs which will cabis
and other aspects for the benefit of EPC practtien



inseparably combined with an existing building trusture preventing them for being
separated and accounted according to the opeltatisg rules provided in ESA 15.08 et
seqq. Such not easily removable EPC assets cowdddreas a form of improvements to
existing fixed assets (buildings) and should beetoge treated in line with ESA 2010
3.131 (i.e. it is to be recorded as acquisitiomeiv fixed assets of the same kind) and
2008 SNA 10.43.

3.13. On the other hand, the EPC-contractor, irerotd achieve the agreed energy saving,
provides at the same time a package of equipmemthwmmay consist of easily
removable equipment and some equipment which mayobeasily removable, or non-
removable. For both the removable and non-removabkets, the operational and
maintenance risks, most of the technical and cocistn risk as well as the
performance risk are normally the responsibility tbe EPC-contractor. This may
question the recording of the removable asset®rdiftly from the non-removable
assets, i.e. the recording of the former off gowent balance sheet and of the latter on
government balance sheet, even if the economic hipeof both the removable and
the non-removable assets rests with EPC-contraster the duration of the contract.
Moreover, it could be difficult from a practical ipb of view to separate removable and
non-removable assets in terms of value for eaajlescontract.

3.14. Furthermore, it can be considered that ESF0O2)131 and 2008 SNA 10.43 would not
be applicable in the case of EPCs because thelytefe standard situation where the
owner of the building would be the economic benafig while in the case of EPCs, the
economic beneficiary from the installation of thesets might be considered the EPC-
contractor (the private contractor), as it will iderits revenue from the performance of
the assets installed. In this respect, one max ttat non-removable assets should be
treated in the same way as removable assets icahiext of an EPC, at least by
convention.

3.15. Thus, the borderline between removable andremovable assets increasingly blurs
within the framework of EPCs, which questions wleetESA 2010 3.131 and 2008
SNA 10.43 provide an adequate accounting guiddmic&PC assets (see also ESA
2010 7.01).

Decision

The national accounts treatment of EPCs should dverged by the general principle of
recording the economic reality over the legal foam,stated in ESA 2010 20.164. Based on
this general principle, and taking into account dpeion of the majority of the EDPS WG,
Eurostat considers that an operating lease treatfoerEPCs is applicable whenever the
EPC-contractor is considered to be the economiceowah the EPC assets. Following the
opinion expressed by the EDPS WG, in the spectittext of an EPC, the operating lease
treatment could be applied, by convention, for bretimovable and non-removable assets. As
a consequence, only the rental payments (EPC feesle by government (classified as
intermediate consumption — purchase of service)mpact the government net lending/net
borrowing (B.9).



4 Thebuy and leaseback model

4.1.

4.2.

4.3.

4.4.

4.5.

4.6.

4.7.

4.8.

4.9.

An alternative approach that could be appitedccount for EPCs in national accounts
is the buy and leaseback model. Within the buy laadeback model, it is considered
that government purchases the EPC asset from ti@ecBRtractor at inception and,
thus, obtains the legal ownership of the underlygagets.

The purchase of the EPC assets leads to auatedchgentry in the capital account
(expenditure for gross fixed capital formation) lwé counterpart entry in the financial
accounts in the form of an imputed liability (afny@owards the EPC-contractor.

Simultaneously, the EPC-contractor leasesefR€ assets back from the government
via a financial lease, i.e. the EPC-contractor tedipes the lease and records an
acquisition of an asset (EPC asset) financed bynguted liability (also a loan). This
means that the EPC-contractor is considered asdtieomic owner of the EPC assets,
bearing both the economic risks and rewards ofguthie asset (in order to deliver the
energy savings which will constitute the revenuéhef EPC-contractor).

As a result, the buy and leaseback model avaid impact on government net
lending/net borrowing in connection with the inlit@apital expenditure related to the
EPC assets, owing to the simultaneous recordirenadcquisition and disposal of the
same asset.

However, the buy and leaseback model generallylves the imputation of a liability
for the buy leg in the government accounts. Withiea model, the term of the EPC and
the imputed liability will match. The imputed lidiby could either be considered as a
loan liability (F.4) or a trade credit liability (&1). The imputation of a loan liability
(F.4) with a direct impact on the government (Maelst) debt may be justified due to
the usually relatively long duration of EPCs, réisgl in an equally relatively long
repayment period of the liability within the buydaleaseback model.

The imputation of a trade credit (F.81) indte&a loan for the buy leg may be justified
by ESA 2010 5.233, which provides thdtatie credits and advances are financial
claims arising from the direct extension of crdayjtsuppliers of goods and services to
their customers ... ESA 2010 5.234 provides further thdirade credits and advances
arise when payment for goods or services is notengadhe same time as the change of
ownership of a good or provision of a service.

However, although ESA 5.233 and 5.234 seealldav the recording of a trade credit
liability, ESA 20.132 takes a different positionhen it provides that long-term trade
credits shall be classified as loans.

Another issue regards the possibility of amediate offsetting of the corresponding
loan assets and liabilities between the governrardtthe EPC-contractor. While ESA
2010 1.110 ESA and 1.111 as well as 2008 SNA 1amD11.41 favour, in principle,
the gross recording of financial instruments, sopessibilities of netting are still
permitted.

Notably, 2008 SNA 11.41d mentions, among a&thére netting of transactions in
liabilities against transactions in assets in thene asset category but discourages
(however, does not exclude) at the same time tis fof netting. Thus, one could
assume to net, by convention, the imputed debtdafd servicing transactions in the
very specific context of "buy and leaseback” magwilied for EPCs.



Decision

Eurostat considers, in accordance with the opiwibthe majority of the EDPS WG, that the
buy and leaseback model is equally applicable terrecording of EPCs, as the operating
lease option, whenever the EPC-contractor is prdgeae the economic owner of the EPC
assets. In addition, Eurostat considers, followtmg view the expressed by the EDPS WG,
that the purchase cost, i.e. the (imputed) ligbiticurred by the government when buying the
EPC asset from the EPC-contractor, is to be treadealloan liability and is, by convention, to
be immediately offset against the (also imputedhlasset due to the financial lease between
the government and the EPC-contractor (offsettihtpvo imputed loans at inception). As a
result, there is no need to impute debt or delticgag transactions between the government
and the EPC-contractor. Therefore, over the lifetiof the EPC contract, only the
contractually agreed EPC fees (classified as irgdrate consumption — purchase of services)
are to be recorded in the government accounts.

5 Transfer of the EPC assetsto government at the end of the EPC contract

5.1. Usually, the contractually agreed EPC fee fgidyovernment during the term of the
EPC includes also pre-payments made for the atipmsof the EPC assets, and,
therefore, the return of the assets to governmeas ahot entail any cash payment for
the residual value (market value) of the assetsany. In this context, two possible
imputations are conceivable, at the moment of teeirn of the EPC assets to
government, either a gross fixed capital formatifn.51) expenditure with a
corresponding capital transfer (D.99) revenue nmtteer change in volume

Decision

In line with the majority of opinions expressedtla® EDPS WG, Eurostat considers that the
transfer of the EPC assets at the end of the adngao be recorded in line with ESA 2010
15.17. This means that, in the case where no cagiment occurs at the time of return of the
assets, a GFCF (P.51) expenditure transaction ewhtbly a capital transfer (D.99) revenue
transaction for the amount of the residual valuthefEPC assets is recorded in the government
accounts. There is no impact on the governmentlereting/net borrowing (B.9), but an
increase of the GFCF expenditure (and capital tean®venue) is recognized. There is no
entry in the financial accounts, since the returaro EPC asset with a positive residual value
without receiving anything in return is considetede a gift.

In cases where a cash payment takes place, adtamsgpurchase of the EPC assets) at the
current market value of the assets must be recomethe government accounts. As a
consequence, there is an impact on the net lemdibgorrowing (B.9) for the amount of the
GFCF expenditure recognized.

6 EPC and financing via factoring without recour se

6.1. The financing of an EPC asset is quite oftanlmned with a factoring agreement. Such
an agreement implies that the EPC-contractor $ells bank or to another financial
institution, against a one off payment, the futiRC fees to be paid by the government.
The factoring agreement does, in principle, noumegthat the EPC-contractor has to

" This option was however rejected by the majority of opinions expressed in the EDPS WG.



inform its customer (e.g. government) about the,shlt if the agreement contains a
provision that the customer has to pay the EPCirfdependently of any contractual
disputes (e.g. due to poor performance) betweerBt@-contractor and the customer,
the customer (government) has to agree on this.

Decision

In accordance with the majority view expressechm EDPS WG, a factoring without recourse
agreement is considered to shift the risks to ikadyantage of the government and changes
the risk distribution between the EPC-contractad #me government. In such a case (i.e. an
EPC combined with a factoring without recourse agrent) the economic ownership of an
EPC asset is to be considered no longer with th@-&dhtractor but with the government. This
means that the government has to treat the EPC fsaacial lease transaction (with
government being the lessee), where the governmeentds a GFCF expenditure for the full
EPC capital expenditure at inception, with the itagion of the corresponding government
loan liability. The actual EPC fee paid by the gowmeent should, therefore, be split between
payment for services, debt principal and debt eger

However, following the same reasoning, in the aafskactoring with recourse, the risk would
continue to stay with the EPC contractor and nah\gbvernment, and the EPC asset is to be
recorded on the balance sheet of the EPC -contradienever the latter is proved to be the
economic owner of the EPC assets.

7 Conclusion

7.1. Whenever the EPC-contractor can be considasethe economic owner of the EPC
assets, both models (operating lease and buy asdldack) are equally applicable.

7.2. The operating lease and the buy and leasehadkl, in which the corresponding loan
assets and liabilities between the government hadeEPC-contractor are netted, both
result in the fact that only the EPC fee impacts et lending/net borrowing (B.9)
recorded in the government accounts, with no diregtact on government debt.
Therefore, Eurostat considers that, by conventiorgrder to facilitate the accounting
imputations which would be necessary for applyimg dperating lease and the buy and
leaseback model, for each EPC contract only thie pagment (i.e. the EPC fee) can be
recorded in the government accounts. The initipitahexpenditure made by the EPC-
contractor will not impact at inception the netderg/net borrowing or the (Maastricht)
debt of government.

7.3. This simplified treatment is not applicable E°C contracts for which, simultaneously,
a factoring without recourse agreement has beercluded. This specific EPC
arrangement is to be recorded as a financial leatd® government accounts.

7.4. Similarly, this simplified treatment would nbe applicable for EPC contracts with
other specific features that would clearly shif tisks and rewards to governnieat
for which the duration of the EPC contract is cdesed to be too short to cover a
meaningful part of the economic life of the undemyequipment.

8 For instance, this would include those cases winer&PC-contractor would receive payments from
government, regardless of the energy savings aethieSee also footnote 6.



