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Dear Director of Finance,

ACCOUNTING FOR FINANCIAL INSTRUMENTS - INVESTMENTS

This circular sets out the statutory adjustment to be made to local authority statutory Annual Accounts for investments. 

This circular is also available from the Local Government section of the Scottish Government website at:
http://www.gov.scot/Topics/Government/local-government/17999/11203

Yours faithfully

Hazel Black
Head of Local Authority Accounting 
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Part 1 of this document provides a commentary on the statutory guidance, the statutory guidance itself is set out in Part 2. 




PART 1 – COMMENTARY 

Background

CIPFA/LASAAC approved the adoption of IFRS 9 Financial Instruments into the Local Authority Accounting Code and will apply to local authority accounts from 2018-19. 

The Board considered the relevance of IFRS 9 to local authority investments and concluded that full adoption of the Standard was appropriate. The Board recognised   investment activity involves risk and local authorities are required to manage this risk under CIPFA's Treasury Management Code and statutory Investment Guidance. The Board also recognised that local authorities invest in financial transactions and instruments that contain additional risk to the capital invested. The Board concluded that implementation of IFRS 9 will help to drive improved transparency and decision-making in treasury management and in the determination of longer-term investment strategies.

One of the key impacts identified by the Board was that whilst many local authority loans and investments will continue to be held at amortised cost, gains and losses arising from changes in the fair value of some categories of investments will have to be recognised immediately. Previously any changes in the fair value of these investments were only recognised in the General Fund when the asset was sold.

Statutory Intervention

In determining whether a statutory adjustment is required consideration has been given to the situation that arises from the accounting treatment. Whilst investments may be valued in the same way the nature and purpose of the investment determines whether the gain or loss flows to the General Fund. 

The General Fund is considered to be a usable reserve available to fund services. Net unrealised investment gains held in the General Fund (or Housing Revenue Account) raises the question as to whether it is prudent for these gains to be available to fund services.

Research has been undertaken to consider the statutory framework for companies, as set out in the Companies Act 2006 and regulations made under that Act. The statutory treatment for companies as it pertains to unrealised profits and unrealised losses has been influential in determining the statutory intervention for local authorities. 



Statutory framework for companies

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…less its accumulated, realised losses”.   

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). (ISBN 978-178363-932-8). 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.

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; and..” (paragraph 3.8 (a)).

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.” (paragraph 3.3)

Section 831(4) of the Act sets out what are undistributable reserves for public companies. This includes “(c) the amount by which its accumulated, unrealised profits … exceed its accumulated, unrealised losses.” 

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. (paragraph 2.31)

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

Section 4 of Technical Release 02/17BL deals with fair value accounting, and specifically financial instruments. It provides guidance on the application of ‘readily convertible to cash’. This 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. Technical Release 02/17BL 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. (Paragraphs 3.12 and paragraph 4.2).

Technical Release 02/17BL advises that 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. It states that, 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 Technical Release 02/17BL (paragraph 4.25).

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. (paragraph 4.29)

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 Technical Release 02/17BL.  (Paragraph 2.4).

The statutory adjustment for investments

For companies it is only net realised profits that are available for distribution. This includes 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. 

There is no requirement for a company to distinguish in its accounts between distributable and non-distributable profits.  But the Companies Act 2006 sets out what are undistributable reserves for public companies. This includes the amount by which its accumulated, unrealised profits exceed its accumulated, unrealised losses. This 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.

The statutory framework for companies cannot be directly applied to local authorities as a local authority does not distribute profits. However, there is clear principle that unrealised profits are not the same as realised profits and distributing unrealised profits is not considered prudent. For local authorities using unrealised profits to fund services in any financial year exposes the local authority to the risk that in a future financial year there is a fall in the fair value of an investment which will immediately reduce General Fund balances. 

The approach to distributable profits for companies is the approach taken for the statutory adjustment for investments in local authority accounts. This means that realised profits and losses from investments remain in the General Fund. Cumulative net unrealised profits held in the General Fund are the subject of a statutory adjustment.  Cumulative unrealised losses remain in the General Fund. When calculating the statutory adjustment the value of the realised and unrealised profits and losses in the Financial Instruments Revaluation Reserve (FIRR) are taken into consideration. 

The approach taken reflects the undistributable reserve position for public companies. This means that accumulated unrealised losses cannot exceed accumulated unrealised profits. This does not cover just the unrealised profits and unrealised losses in the General Fund but also includes unrealised profits and unrealised losses which are held in the Financial Instruments Revaluation Reserve (FIRR). Taken together, if accumulated unrealised losses exceed accumulated unrealised profits a transfer of usable reserves from the General Fund to a statutory adjustment account is required to cover that deficit. 

The calculation of accumulated unrealised losses and accumulated unrealised gains for investments includes all investments, whether classed as fair value through profit and loss or fair value through other comprehensive income. 

Whether a profit or loss is realised or unrealised for any investment is to be determined by application of Technical Release 02/17BL.

The statutory adjustment calculation

Any statutory adjustment made in a prior financial year is reversed in the new financial year. This approach ensures the statutory adjustment is always correctly aligned to cumulative gains and losses and takes into account investments that have been sold in the financial year. This accumulative approach also allows prior year unrealised losses charged to the General Fund to be taken into account when calculating the statutory adjustment. 

The calculation of the statutory adjustment is based on the cumulative gain or loss for each investment, whether the gain or loss is through profit or loss or through other comprehensive income. After calculating whether there is a cumulative gain or loss for an investment a determination is made as to whether that gain or loss is a realised or an unrealised profit or loss applying Technical Release 02/17BL. 

General Fund unrealised profits are matched to unrealised losses to determine if there is a cumulative unrealised profit a cumulative unrealised loss in the General Fund. 

Unrealised profits and unrealised losses held in the Financial Instrument Revaluation Reserve (FIRR) are matched to determine the cumulative unrealised profit or loss position. Realised profits and realised losses are matched to determine the cumulative net realised profit or loss position. The statutory adjustment to be made is determined by the net cumulative position for the General Fund and the FIRR. The scenarios and statutory adjustment requirement is set out in the flowchart: 

[image: ]
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ANNUAL ACCOUNTS – STATUTORY REPORTING REQUIREMENTS 

The statutory adjustment made in accordance with this guidance is to be reported in the ‘Adjustments between Accounting Basis and Funding Basis’ section of the Movement in Reserves Statement. The statutory adjustment account to be used is the Financial Instruments Adjustment Account. The Accounting Code requires an analysis of statutory adjustments either in the Movement in Reserves Statement or in a note. 

The analysis of the statutory adjustment made for investments shall detail:-
a. the reversal of the prior year accrual;
b. the statutory adjustment for unrealised profits on investments.

The note to the Financial Instruments Revaluation Reserve shall disclose, separately, the cumulative net realised profit or loss and the cumulative net unrealised profit or loss held in that reserve. Where a local authority has a Housing Revenue Account (HRA), the values attributed to the HRA should also be disclosed. Narrative is required to explain this disclosure.

The note to the Financial Instruments Adjustment Account shall disclose the value of unrealised profits for investments held in that Account.



ACCOUNTING FOR FINANCIAL INSTRUMENTS – INVESTMENTS

PART 2:  STATUTORY GUIDANCE

	
STATUTORY GUIDANCE 
Issued by Scottish Ministers under section 12(2)(b) of the Local Government in Scotland Act 2003 [proper accounting practices]




DEFINITIONS

In this guidance –

Accounting Code means The Code of Practice on Local Authority Accounting in the UK published each year by CIPFA/LASAAC.
[bookmark: _Toc288648957]
General Fund means the fund detailed in section 93(1) of the Local Government (Scotland) Act 1973.  It includes the Housing Revenue Account.

Housing Revenue Account or HRA means the account required to be maintained by the Housing (Scotland) Act 1987

Local Authority means a council constituted under section 2 of the Local Government etc. (Scotland) Act 1994 and any other body which section 12 of the Local Government in Scotland Act 2003 applies. 

[bookmark: _Toc288648959]Proper accounting practices are as defined in section 12 of the Local Government in Scotland Act 2003.

Investment and Investments are those financial assets recognised as an investment within the scope of IFRS 9 which are measured at fair value through other comprehensive income or fair value through profit or loss as required by the Accounting Code. 

IFRS 9 is the International Financial Reporting Standard for Financial Instruments.

APPLICATION

1. The guidance applies from the financial year commencing 1 April 2018.

1. This guidance applies to investments of a local authority. 

THE STATUTORY ADJUSTMENT FOR INVESTMENTS

To be drafted.

ANNUAL ACCOUNTS – STATUTORY REPORTING REQUIREMENTS 

The statutory adjustment made in accordance with this guidance is to be reported in the ‘Adjustments between Accounting Basis and Funding Basis’ section of the Movement in Reserves Statement. The statutory adjustment account to be used is the Financial Instruments Adjustment Account. The Accounting Code requires an analysis of statutory adjustments either in the Movement in Reserves Statement or in a note. 

The analysis of the statutory adjustment made for investments shall detail:-
a. the reversal of the prior year accrual;
b. the statutory adjustment for unrealised profits on investments.

The note to the Financial Instruments Revaluation Reserve shall disclose, separately, the cumulative net realised profit or loss and the cumulative net unrealised profit or loss held in that reserve. Where a local authority has a Housing Revenue Account (HRA), the values attributed to the HRA should also be disclosed. Narrative is required to explain this disclosure.

The note to the Financial Instruments Adjustment Account shall disclose the value of unrealised profits for investments held in that Account.


Scottish Government 		               	                                    [date]
Victoria Quay, Edinburgh EH6 6QQ
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