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Item 7. LASAAC 17/11/16
To: 

LASAAC     
From:

Statutory Adjustments Review Working Group
Date:

17 November 2016
Subject: 
Statutory Adjustments Review: Conclusions of Review Meeting
Purpose of Paper
1. To provide the Committee with an update on the work and initial conclusions of the review group.
Background for the Review (as agreed at the last meeting)
2. There are a number of different aspects which provide the background and rationale for this review. These include:

A.  Simplification of the accounts as part of the CIPFA-LASAAC workplan. CIPFA-LASAAC is considering further progress to simplify the annual accounts. Following discussion of this at CIPFA-LASAAC, the members of LASAAC agreed that a review of the statutory adjustment arrangements in Scotland should inform the direction of simplification.
B. The Scottish Government have indicated that some consolidation and simplification of the legislation supporting statutory adjustments would be desirable.

C. The Scottish Government is considering the development of Whole of Scottish Government Accounts. A review of local government statutory adjustments and presentation practices may assist in the development of these accounts.
D. LASAAC has proposed a review of Management Commentary practices to identify good practice. Examination of the nature and potential presentation of statutory adjustments would assist in this respect.
Review Group Meeting 3 October
3. Following the illustration of the removal of statutory adjustments by both East Ayrshire and Stirling Councils, the review group met to consider and discuss the examples in more details at Kilmarnock on 3 October.

4. The review group wishes to recognise and thank East Ayrshire Council for its generous hospitality and for the excellent support provided by the finance staff who explained and provided details of the adjustments.
Statutory Adjustments
5. The table at Appendix A provides details of key areas discussed regarding statutory adjustments. The key conclusions for each area are presented below.

A.CAPITAL ADJUSTMENT ACCOUNT / REVALUATION RESERVE
· The Revaluation Reserve balance only reflects valuation increases arising since 1 April 2007. The ‘assumed historic cost’ value at 31 March / 1 April 2007 may not reflect the balance that would exist had full restatement been required.

· Determining the ‘full restatement’ historic cost position is not likely to be realistic without significant simplifying assumptions.

· The statutory adjustments which relate to capital expenditure (accounting definition) are fundamental and significant to the financial management of Scottish local government. 
· An exception to this may be the Investment Property (IP) adjustment (FC 7/2011):

· Information could be sought on the balance in the CAA regarding Investment Properties, and the annual volatility of Investment Property Fair Value (excluding the impact of purchase & disposals etc)

· Any change to the statutory adjustment for IP may need to be tapered in, with possible transition arrangements and lead time specified.
B.ACCUMULATED ABSENCES (STACA) ACCRUAL

· Retention of a statutory adjustment for teachers is anticipated

· The statutory adjustment for flexi-leave, TOIL and other staff could be reduced via a tapering process over a number of years to spread the impact on the General Fund balance.
C.FINANCIAL INSTRUMENTS

· The most material element of statutory adjustment is probably the treatment of premiums and discounts on early debt redemption

· Details of profile of statutory charges to general fund for premiums and discounts could be requested from all councils. This may need to differentiate by age (pre 31 March 2007 and 1 April 2007 on) and type.

· Stepped Interest Borrowing

· Details of pre 31 March arrangements still subject to adjustments should be sought

· Soft loans are likely to all now be on an accounting basis

· Confirmation of this should be sought

· Subject to this the statutory adjustment can be removed
D.ICELANDIC BANKS

· Confirmation should be sought that there are no balances left on the ‘Icelandic  bank  statutory adjustment account’ (or in the Financial Instrument Adjustment Account) in relation to Icelandic Banks

· Subject to this the statutory adjustment can be removed

E. PENSIONS

· The statutory adjustment basis should be consolidated but is not expected to be removed:

· The argument regarding uncrystalised liabilities being fully funded from current taxation stands
· The accounts need to be clear that the liability does have to be settled
· The status of the LGPS as funded scheme (rather than unfunded) is important and should be supported.
· the annual volatility on the pensions liability should be noted, as the absence of a statutory adjustment could see significant volatility in taxation or service delivery expenditure levels

Presentation Discussions
6. The discussions above also gave rise to consideration of presentation issues in the annual accounts. The Committee may wish to consider whether some of these should be considered in terms of the evolution of the Accounting Code’s requirements and the simplification of the accounts. 

7. The following aspects were raised in discussion: 
Expenditure and Funding Analysis

8. The requirement for the Expenditure and Funding Analysis in 2016/17 will need to be considered in terms of the analysis required to reconcile between the budget (statutory based) figures and the net service expenditure in the CIES. 

Surplus Assets

9. The existing ACOP treatment of surplus assets (presented within PP&E and revalued to Fair Value) appears to somewhat contradict the IFRS treatment of assets held for sale which requires, in essence, immediate recognition of losses but deferred recognition of gains in value (until sold).

10. The basis for showing two categories of assets (surplus assets and held for sale) which are both presented based on their fair value might be reconsidered. It may be helpful to combine the two, or alternatively move surplus assets outside of property, plant & equipment alongside assets held for sale.

Reserves
11. The presentation and classification of reserves appears to be a cause of concern for non-lay readers, especially for those with familiarity with UK GAAP or IFRS commercial practices. It may assist such readers to amend the presentation of reserves, particularly to differentiate between the different types of unusable reserves. The group considers that the following may be one approach:

	Category
	Description

	Usable Reserves


	Reserves representing taxpayer resources which can, under the relevant statutory framework and in line with any subsequent restrictions, be applied to support services.



	Statutory Adjustment Accounts
	Accounts which represent the effect of the statutory framework on the taxpayer resources that can be applied to support services. The statutory adjustments are applied to the normal accounting definition of reserves

	Sub-Total: 


	This represents the equivalent of the private sector presentation. This may be particularly helpful to non-lay private sector readers, since the aggregation of the two elements above provides a more familiar reference figure.

	Unusable Reserves
	Reserves which, under standard accounting practice, represent changes in the net assets of the organisation which cannot yet be considered to have been realised. Consequently such changes are not considered to be available to the owners (or taxpayers) and are not available to support services.



	Total Reserves


	This total is equivalent to the FReM’s terminology of ‘Total Taxpayers’ Equity’.


12. The above would imply that the MiRS should also reflect the same approach, with separate columns for Statutory Adjustment Accounts and Unusable Reserves.

MiRS: Movements on Revaluation Reserve

13. It is considered that only movements based on statutory adjustments should be presented in ‘adjustments between accounting basis and funding basis under statutory provisions’. As such entries affecting standard accounting ‘unusable’ reserves (eg revaluation reserve) should not be included. This would therefore exclude the adjustment made to charge the current value element of depreciation against the Revaluation Reserve. 
Committee Action 
14. The Committee is requested to 
· Thank East Ayrshire Council and its finance staff for their assistance

· Discuss the group’s consideration regarding the review of statutory adjustments
· Discuss the presentation matters arising from the review of statutory adjustments
Appendix A – Statutory Adjustments Review - Items Discussed on 3 October 2016

	
	

	A
	CAPITAL ADJUSTMENT ACCOUNT / REVALUATION RESERVE
The Local Authority (Capital Finance and Accounting) (Scotland) Regulations 2016
Finance Circular 7/2016
Investment property – Finance Circular 7/2011
Capital Adjustment Account

It was suggested an example of asset entries from previous requirements would be helpful. This may however be impracticable given that some assets may be old (eg >50 years, possibly >100 years) and there have been a number of changes to the accounting requirements.

Capital Accounting Implementation 1994/95

In relation to the FARA, Guidance Notes for 2009/10 (Module 5 para I5) stated that from 94/95:

“FARA was created by crediting it with the difference between the carrying amount of fixed assets at 31 March 1994 (based on the extent to which the historical cost of capital investment remained unfinanced) and current values at 1 April 1994

Authorities were not required to record balances within FARA for individual assets, but it

was generally maintained as one consolidated balance

· FARA was then:

· credited with upward revaluations

· debited with downward revaluations, even where there was no accumulated revaluation gain for the relevant asset, and with the full carrying amount of assets when they were sold, disposed of or demolished

Revaluation Reserve 2007/08

The SORP 2007 para 3.11 noted “The 2006/07 comparative figures should be restated as follows. On the Balance Sheet, the balance on the Revaluation Reserve at 31 March 2007 should be shown as nil. The balance on the Capital Adjustment Account should be shown as the combined total of the Fixed Asset Restatement Account and Capital Financing Account.”

IFRS Based Accounts 2010/11

The role and purpose of the Revaluation Reserve did not significantly change on IFRS adoption, although the specification and treatment of impairment did change to some extent.

Other Considerations

· The impact on the Capital Financing Requirement (CFR) and Prudential Code Framework may require consideration

· Revenue Expenditure Funded from Capital Under Statute (REFCUS) will also affect balances in the CAA

· City Deal and Tax Incremental Financing (TIF) assets may be in a position where depreciation has occurred but funding (charges to usable reserves /taxpayer resources) has not commenced. This should not affect the treatment or interpretation of the figures
· Investment property statutory adjustment relates to changes in the movement of fair value and impairments etc, to treat like an item of property, plant & equipment in terms of charges to the General Fund
· It was considered that there was a relatively high risk of ‘rogue’ entries to the CAA having occurred over time

Analysis of Information

· Information could be sought on the balance of charges, and the profile of future charges to the General Fund, not yet made to the General Fund in respect of the different elements:
· Capital expenditure (accounting definition, traditional terms, Loans Fund advances)

· Investment property (separate from the above)

· City Deal 

· TIF

· PFI/ Finance Leases

· REFCUS
· Notes:
· In essence this presumably represents an analysis of the CFR, with the objective of reconciling to the balance on the CAA.  This would however be a significant information request which could take significant resources to provide.
· A case can however be made for specifically identifying and clarifying the position regarding investment property
Conclusions

· The Revaluation Reserve balance only reflects valuation increases arising since 1 April 2007. The ‘assumed historic cost’ value at 31 March / 1 April 2007 may not reflect the balance that would exist had full restatement been required.

· Determining the ‘full restatement’ historic cost position is not likely to be realistic without significant simplifying assumptions.
· The statutory adjustments which relate to capital expenditure (accounting definition) are fundamental and significant to the financial management of Scottish local government. 
· An exception to this may be the Investment Property (IP) adjustment (FC 7/2011):

· Information could be sought on the balance in the CAA regarding Investment Properties, and the annual volatility of Investment Property Fair Value (excluding the impact of purchase & disposals etc)

· Any change to the statutory adjustment for IP may need to be tapered in, with possible transition arrangements and lead time specified.


	B.
	ACCUMULATED ABSENCES (STACA) ACCRUAL 
Finance Circular 3/2010  Employee Statutory Adjustment A/c
· Arose on implementation of IFRS. 
· The different employees groups could be separated out as, with the removal of police and fire staff from local government, the most material adjustment is in respect of teachers. (Police & Fire could have significant Time Off In Lieu –TOIL)
Teachers

· Due to the fixed nature of teachers’ holidays this is expected to be material in terms of the percentage of the teachers’ annual pay costs 

· For teachers where authorities have ‘floating’ Easter holidays (i.e. they depend on the actual date of Easter Sunday) the annual movement in the accrual from year to year may be more volatile than those with ‘fixed’ holidays (eg last week March and first week of April)

Other staff

· Due to the more variable nature of other staff holidays this accrual is usually less significant

· Not all authorities accrue for TOIL or flexi-leave as this is not always considered material
Conclusions

· Retention of a statutory adjustment for teachers is anticipated
· The statutory adjustment for flexi-leave, TOIL and other staff could be reduced via a tapering process over a number of years to spread the impact on the General Fund balance.


	C.
	FINANCIAL INSTRUMENTS
Finance Circular 4/2007  / Financial Instruments Adjustment Account (FIAA)
The statutory adjustments relate to:
· Premiums & discounts incurred on the repurchase of borrowing. Some points are:
· Pre 31 March 2007 premiums/ discounts (including ‘overhanging’): Original schedule of charges to the general fund can be maintained. Capital receipts could be applied to support early write off of premiums.

· Post 31 March 2007: - charges to General Fund can be spread over future years but period varies according to nature of the replacement loan (fixed or variable) or whether the premium is left ‘overhanging’. Capital receipts can be applied

· Overhanging premiums / discounts:  newly arising overhanging premiums from debt replacement to be spread over a number of years (amount / annual saving, to a maximum of 20 years). 
· Generally where an adjustment is allowed the profile of charges is on an ‘equal instalments’ basis
· Soft Loans

· Those as at 31 March 2007 – adjustment applied on transition to the FIAA. Charges to general fund based on contractual interest, not EIR model.

· Those after 1 April 2007 (or where pre-existing loan adjusted)– no statutory adjustment

· Stepped Interest Borrowing

· Pre 31 March 2007 borrowing – can maintain previously scheduled profile of General Fund charges

· New borrowing on/after 1 April 2007 – treat per accounting requirements 

Conclusions

· The most material element of statutory adjustment is probably the treatment of premiums and discounts on early debt redemption

· Details of profile of statutory charges to general fund for premiums and discounts could be requested from all councils. This may need to differentiate by age (pre 31 March 2007 and 1 April 2007 on) and type.

· Stepped Interest Borrowing

· Details of pre 31 March arrangements still subject to adjustments should be sought

· Soft loans are likely to all now be on an accounting basis

· Confirmation of this should be sought

· Subject to this the statutory adjustment can be removed


	D.

	ICELANDIC BANKS
Finance Circular 5/2011  Icelandic  bank  statutory adjustment account
Believed that all investments should now be ‘cleared’ – either repaid and / or partially written off.

Conclusions

· Confirmation should be sought that there are no balances left on the ‘Icelandic  bank  statutory adjustment account’ (or in the Financial Instrument Adjustment Account) in relation to Icelandic Banks

· Subject to this the statutory adjustment can be removed



	E.
	PENSIONS
The Local Government Pension Reserve Fund (Scotland) Regulations 2003 [SSI 2003/580]; 

also Finance Circular 4/2016:  Pensions Reserve

The existing statutory mitigation is to be consolidated into one source, rather than being split. The old SSI will therefore lapse.
The basis of payment of different elements will need identification (eg ill health, discretionary benefits, compensation for loss etc), as well as consideration of what the existing statutory arrangements actually permit or require.
There may be a need to differentiate between different schemes / benefits eg LGPS and Teachers additional benefits.

Auto-enrolment may impact on the number of staff involved, and therefore the materiality and financial management impact of statutory adjustments.

Conclusions

· The statutory adjustment basis should be consolidated but is not expected to be removed:

· The argument regarding uncrystalised liabilities being fully funded from current taxation stands
· The accounts need to be clear that the liability does have to be settled
· The status of the LGPS as funded scheme (rather than unfunded) is important and should be supported.
· the annual volatility on the pensions liability should be noted, as the absence of a statutory adjustment could see significant volatility in taxation or service delivery expenditure levels
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