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Item 11. LASAAC 24/05/18
To: 

LASAAC     
From:

Hazel Black
Date:

24 May 2018
Subject: 
IFRS 9 Financial Instruments - Investments
Purpose of Paper
1. This paper considers the need for a statutory intervention for IFRS 9, specifically for investments, recognising there may a financial impact (positive or negative) on General Fund balances from its adoption.
2. The paper sets out the statutory overlay for companies from the Companies Act and common law and suggests that there could be a similar approach to a statutory intervention for gains and losses arising from a change in fair value for investments applying IFRS 9. Whilst the paper focusses on investments the same principles may be equally applicable for other gains and losses arising from changes in fair value. 
General Fund

3. In local authority accounts there are two types of reserves – usable and unusable. The General Fund is classed as a usable reserve and is considered to be ‘cash backed’. The balance held in the General Fund is available to fund services and is taken into account when setting council tax.  
4. There have been a number of articles published on whether central government should or should not make a statutory intervention. These include the observation that the change introduced by IFRS 9 will lead to a de facto change in policy to basing council tax on unrealised gains and losses if there is no intervention (Stephen Sheen, Room 151 article on 24 April 2018). 
5. The Companies Act 2006 (the Act) places restrictions on what a company may distribute. The Act defines a distribution as “every description of distribution of a company's assets to its members, whether in cash or otherwise”. A company may only make a distribution out of profits available for the purpose. A company's profits available for distribution are “its accumulated, realised profits, so far as not previously utilised by distribution or capitalisation, less its accumulated, realised losses, so far as not previously written off in a reduction or reorganisation of capital duly made.”   
Realised and distributable profits

6. In April 2017 ICAEW and ICAS jointly issued technical release Guidance on realised and distributable profits under the Companies Act 2006 (Technical Release 02/17BL). This report is based on this guidance (ISBN 978-178363-932-8).
7. Technical Release 02/17BL provides guidance on realised and distributable profits under the Companies Act 2016. Its purpose is to identify, interpret and apply the principles relating to the determination of realised profits and losses for the purpose of making distributions under the Act.
Profits

8. Technical Release 02/17BL advises that ‘profit’ for the purposes of section 853(4) of the Act comprises “(a) the excess of income over expenses as defined in IASB’s Conceptual Framework and section 2 of FRS 102 which conveys increases in ownership interest not resulting from contributions from owners. Such amounts may be included in profit and loss or in other comprehensive income or directly in equity in accordance with applicable accounting standards;”(para 3.8 (a).
Realised profits

9. 3.3 Technical Release 02/17BL: “It is generally accepted that profits shall be treated as realised for the purpose of applying the definition of realised profits in companies legislation only when realised in the form of cash or of other assets the ultimate cash realisation of which can be assessed with reasonable certainty. In this context, ‘realised’ may encompass profits relating to assets that are readily realisable. This would embrace profits and losses resulting from the recognition of changes in fair values, in accordance with relevant accounting standards, to the extent that they are readily convertible to cash.” (para 3.3)
10. Technical Release 02/17BL sets out the circumstances as to when a profit is realised. This includes from “the recognition in the financial statements of a change in fair value, in those cases where fair value has been determined in accordance with measurement guidance in the relevant accounting standards or company law, and to the extent that the change recognised is readily convertible to cash.” (para 3.9 (c)). 

Undistributable reserves

11. For public companies section 831(4) of the Act sets out what are undistributable reserves, which includes “(c) the amount by which its accumulated, unrealised profits (so far as not previously utilised by capitalisation) exceed its accumulated, unrealised losses (so far as not previously written off in a reduction or reorganisation of capital duly made);”. 
12. Technical Release 02/17BL advises that in relation to section 831(4)(c) the reference to ‘exceed’ means that this amount can never be negative. This means that, in calculating the amount available for distribution, a public company must reduce the amount of its net realised profits available for distribution by the amount of its net unrealised losses. (para 2.31)
13. Technical Release 02/17BL advises there is no legal requirement for a company to distinguish in its accounts between distributable and non-distributable profits. It recognises that in practice it may not be sufficient to determine the amount of realised profits simply by examining the relevant accounts as certain reserves may include both realised and unrealised profits. It reflects that it may be thought helpful to users of financial statements if there is an indication of which reserves were distributable but note that there is generally no need for directors to form a view on whether profits are realised unless they intend to utilise them to make a distribution.
Fair value accounting – see also Annex A which reproduces relevant parts of the Technical Release 02/17BL.
14. For financial instruments Technical Release 02/17BL advices that the definition of ‘readily convertible to cash’ is closely but not completely aligned with the definition of Level 1 and Level 2 within the fair value hierarchy in IFRS 13 Fair Value Measurement. In particular paragraph 3.12 imposes some additional restrictions so that not all level 1 and Level 2 valuations will result in realised profits. Level 3 valuations will never meet the ‘readily converted to cash’ test. (Para 4.2 of Technical Release 02/17BL – reproduced at Annex A).
15. For available-for-sale financial assets and the fair value reserve profits and losses arising on the remeasurement of available-for-sale will be realised or unrealised according to the same principles that would apply if the same assets had been accounted for at fair value through profit and loss. For companies reporting under IFRSs there is no requirement to credit profits included in other comprehensive income on available-for-sale investments to any particular reserve. There is no specific legal restriction on the distribution of profits included in the fair value reserve in either the Act or EU Accounting Directive. Therefore, there is no restraint on treating profits on remeasurement of available-for-sale financial assets as available for distribution if they are in all other respects realised profits in accordance with the Guidance (para 4.25 of Technical Release 02/17BL – reproduced at Annex A).
16. Losses arising from fair value accounting should be treated as realised losses where profits on remeasurement of the same asset or liability would be treated as realised profits. (para 4.29 of Technical Release 02/17BL – reproduced at Annex A)

17. Technical Release 02/17BL considers the duties of Directors in the context of fair value accounting and volatility. Recognising that the fair value of financial instruments may be volatile even though such fair value is properly determined in according with accounting standards, Directors should consider whether it is prudent to distribute profits arising from changes in the fair values of financial instruments even though they may otherwise be realised profits in accordance with the guidance. (Para 2.4 of Technical Release 02/17BL)
Investment property
18. In the various articles on whether there should, or should not, be a statutory intervention investment properties is also raised. Investment property is the subject of a statutory intervention whilst investments are not.
19. Technical Release 02/17BL advises that none of the increase in fair value of investment property is readily convertible to cash and is not therefore treated as a realised profit. This is because a period of marketing and/or negotiation would be required to dispose of such an investment and therefore it could not be converted to cash at the date of determination. (para 4.13).
Summary
20. The Companies Act 2006 places restrictions on what a company may distribute. It sets out what profits are available for distribution – its realised profits. Realised profits are linked to cash. For profits and losses resulting from the recognition of changes in fair value to be treated as realised they must be readily converted to cash.
21. For public companies the Act sets out what are undistributable reserves. These include the amount by which its accumulated, unrealised profits exceed its accumulated unrealised losses. This amount can never be negative, so a public company must reduce the amount of its net realised profits available for distribution by the amount of its net unrealised losses.
22. For companies there is no financial difference whether gains and losses on remeasurement which are designated at fair value through profit or loss or recognised in other comprehensive income. Both are subject to the same tests as to whether the profit is realised or unrealised, and hence available for distribution.

23. None of the increase in the fair value of investment properties is a realised profit. 

24. Directors of companies should consider whether it is prudent to distribute profits arising from changes in the fair values of financial instruments even though they may otherwise be realised profits in accordance with Technical Release 02/17BL.

25. There is no legal requirement for companies to distinguish in its accounts between distributable and non-distributable profits but Technical Release 02/17BL notes this would be helpful to users of financial statements. 

Statutory Intervention – for Investments and Investment property
26. Applying the principles in the Companies Act 2006, and the application of those principles as set out in Technical Release 02/17BL, local authorities would be required to -
· determine if gains and losses from the remeasurement of investments at fair value result in an unrealised profit (surplus) or unrealised loss (deficit);
· to treat net accumulated unrealised profits (surpluses) as unusable (i.e. accumulated unrealised profits exceed accumulated unrealised losses); 
· where accumulated unrealised losses exceed accumulated unrealised gains (a negative amount) the amount of usable reserves (General Fund) is reduced by this value.

· the gains and losses from the remeasurement, whether  designated through profit and loss or through comprehensive income, have the same treatment. Both are subject to the tests to determine if they are realised or unrealised profits. 

· unrealised losses held in the Financial Instruments Revaluation Reserve would reduce the amount of realised profits (General Fund balances) available for use.
· increases in the fair value of investment property is not treated as realised profit.  

27. Usually the statutory intervention requires the transfer of designated sums to a statutory adjustment account. Applying the principles for companies, that the designation through profit and loss or other comprehensive income does not determine whether the profit is realised or not, the proposal for consideration is that the statutory intervention will – 

· require all unrealised profits for investments and investment properties to be taken to the Financial Instruments Revaluation Reserve; i.e. a statutory transfer from the General Fund;

· allow unrealised losses to be transferred from the General Fund  to the Financial Instruments Revaluation Reserve, but only to the extent that this will not result in unrealised losses exceeding unrealised profits. This will usually mean no debit balances on this account, the exception being where the Reserve includes realised profits which have been transferred to the Reserve through other comprehensive income;

· Where realised losses are transferred to the Financial Instruments Revaluation Reserve through other comprehensive income and this results in a negative balance a transfer from the General Fund is required equal to the debit balance. As before this is subject to there being no realised profits being held in this Reserve; 

28. This intervention will treat all investments the same whether designated through profit and loss or other comprehensive income, in the same way there is consistent treatment for companies.
29. Directors will be required to consider whether it is prudent to distribute profits (i.e. use General Fund balances) arising from changes in the fair values of financial instruments even though they may otherwise be realised profits in accordance with Technical Release 02/17BL.

30. LASAAC is recommended to:
· The Scottish Government would welcome the committee’s views on the approach to statutory intervention for investments and investment properties as set out in this paper.
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Guidance on realised and distributable profits under the Companies Act 2006 issued by the Institute of Chartered Accountants in England and Wales and the Institute of Chartered Accountants of Scotland (the Institutes) in April 2017
Technical release TECH 02/17BL - Extracts

“Readily convertible to cash 
3.12  An asset, or change in the fair value of an asset or liability, is considered to be ‘readily convertible to cash’ if: 

(a) a value can be determined at which a transaction in the asset or liability could occur, at the date of determination , in its state at that date, without negotiation and/or marketing, to either convert the asset, liability or change in fair value into cash, or to close out the asset, liability or change in fair value; and 

(b) in determining the value, information such as prices, rates or other factors that market participants would consider in setting a price is observable; and 

(c) the company’s circumstances must not prevent immediate conversion to cash or close out of the asset, liability or change in fair value; for example, the company must be able to dispose of, or close out the asset, liability or the change in fair value, without any intention or need to liquidate or curtail materially the scale of its operations, or to undertake a transaction on adverse terms.”
“Guidance on the application of ‘readily convertible to cash’ 
Financial instruments 
4.2 The definition of ‘readily convertible to cash’ in paragraph 3.12 is closely but not completely aligned with the definition of Level 1 and Level 2 within the fair value hierarchy in IFRS 13 Fair Value Measurement. In particular, paragraph 3.12(c) imposes some additional restrictions so that not all Level 1 and Level 2 valuations will result in realised profits. Level 3 valuations will never meet the ‘readily convertible to cash’ test because they are based on unobservable inputs. The fair value hierarchy in IFRS 13 is the same as the one in paragraph 34.22 of FRS 102 as amended in March 2016. 

4.3 In situations where: 

(a) the financial instrument is traded in an active market; or 

(b) the financial instrument is valued using a valuation technique whose variables include only data from observable markets, 

it will generally be possible to enter into a transaction to convert the change in value to cash at short notice without any period of marketing and/or negotiation. Even when the instrument is not traded in an active market, there may be many institutions which will be prepared to quote a price based on observable market data at which a transaction could take place immediately. Such a change in value that is a profit would therefore, subject also to the test at 3.12(c) above, be regarded as realised. 

4.4 However, a change in the fair value of a financial instrument that is a profit which is determined using a valuation technique where not all of the variables include data from observable markets would be regarded as unrealised. This would not be so where part of the profit can be closed out independently of the rest and that part may be realised pursuant to the guidance on close out at 4.5 and 4.6 below.”

“Available-for-sale financial assets and the fair value reserve 
4.23 Under IAS 39, profits and losses on ‘available-for-sale’ financial assets are recognised in other comprehensive income (except for dividends, interest, impairment losses and foreign exchange profits and losses on monetary items). This applies until the assets are derecognised (eg, sold) at which time the cumulative profit or loss previously recognised in equity is recognised in profit or loss (ie, ‘recycled’). 

4.24 Profits and losses arising on the remeasurement of available-for-sale financial assets will be realised or unrealised according to the same principles that would apply if the same assets had been accounted for at fair value through profit or loss (see above). For example, it would be illogical if the question of whether a profit was realised or unrealised depended on whether the directors designated the particular assets ‘at fair value through profit or loss’ on initial recognition, when using the fair value option in the circumstances permitted by the relevant accounting standards (see 4.26 below). However, profits on remeasurement of available-for-sale financial assets will be realised or unrealised in accordance with the principles described above, irrespective of whether they meet the requirements to be accounted for at fair value through profit or loss. 

4.25 For companies reporting under IFRSs (ie, directly under the IAS Regulation), there is no requirement to credit profits included in other comprehensive income on available-for-sale investments to any particular reserve. FRS 102 does not have a category of ‘available-for-sale’ financial assets, nor does IFRS 9. However, for companies reporting under FRS 101 or applying the option in FRS 102 to apply IAS 39 recognition and measurement requirements, such profits may be taken to the fair value reserve in accordance with the requirements of the Accounting Regulations. There is no specific legal restriction on the distribution of profits included in the fair value reserve in either the Act or the EU Accounting Directive (2013/34/EU) from which the provisions on fair value accounting in UK legislation are drawn. Therefore, there is no constraint on treating profits on remeasurement of available-for-sale financial assets as available for distribution if they are in all other respects realised profits in accordance with this guidance. 

4.25A Similar considerations apply to investments accounted for at fair value through other comprehensive income in accordance with IFRS 9.”

“Losses 
4.29 Losses arising from fair value accounting should be treated as realised losses where profits on remeasurement of the same asset or liability would be treated as realised profits in accordance with this guidance.

4.30 A loss that represents the reversal of an unrealised profit will not reduce cumulative realised profits. Even if the loss is treated as a realised loss, for example because it represents an impairment, the unrealised profit will become realised in accordance with 3.9(f) above. 

4.31 Cumulative net losses arising on fair value accounting will be unrealised only if both: 

(a) profits on remeasurement of the same asset or liability would be unrealised; and 

(b) the losses would not have been recorded otherwise than pursuant to fair value accounting.”
“Public companies

2.30  A further restriction is placed on distributions by public companies (section 831). A public company may make a distribution only if, after giving effect to such distribution, the amount of its net assets (as defined in section 831(2)) is not less than the aggregate of its called up share capital and undistributable reserves as shown in the relevant accounts. 

2.31 Under section 831(4) the following are undistributable reserves: 

(a) share premium account (see also section 610); 

(b) capital redemption reserve (see also section 733); 

(c) the excess of accumulated unrealised profits, so far as not previously utilised by capitalisation, over the accumulated unrealised losses, so far as not previously written off in a reduction or reorganisation of its share capital; and 

(d) any other reserve which the company is prohibited from distributing by any enactment (eg, a redenomination reserve arising under section 628), or by its articles of association (or equivalent). 

In relation to (c), the reference to ‘excess’ means that this amount can never be negative. Net unrealised losses cannot therefore be deducted from share capital and other undistributable reserves although net unrealised profits must be added to share capital and undistributable reserves. That is, (c) cannot reduce undistributable reserves to less than (a) plus (b) plus (d). 

This means that, in calculating the amount available for distribution, a public company must reduce the amount of its net realised profits available for distribution by the amount of its net unrealised losses.”
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