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Dear Sir / Madam 

TECH 05/16BL: Exposure draft of updated guidance on the determination of realised profits and 

losses in the context of distributions under the Companies Act 2006  

Deloitte LLP is pleased to respond to TECH 05/16BL: Exposure draft of updated guidance on the 

determination of realised profits and losses in the context of distributions under the Companies Act 2006.  

Overall we support the proposals.  Our key comments, which are expanded upon, where necessary, in the 

appendix, are as follows:  

• Although the existing guidance in TECH 02/10 has stood the test of time, we welcome the amendments 

that are proposed to remove obsolete material and update references as a result of changes to IFRSs 

and UK Accounting Standards (notably the introduction of FRS 102).  In this context we also fully 

support the complete re-write of the guidance on retirement benefit schemes in the context of IAS 19 

Employee Benefits. 

• We welcome the additional guidance concerning the definition of a distribution for the purposes of Part 

23 of the 2006 Act, clarifying that no matter what ‘label’ is put on a transaction it is the purpose and 

substance of a transaction that is required to be considered in determining whether a distribution has 

been made.  This clarification is especially important when considering off-market intragroup loans under 

both IFRSs and FRS 102 as the guidance now confirms that as well as being accounted for as a 

distribution under the relevant standards, such transactions at an undervalue are also distributions as a 

matter of law.  This is something that may have been overlooked in the past because a distribution was 

not recognised for accounting purposes.    

• The draft guidance addresses a number of new issues that have arisen in practice.  However, there are 

two additional issues which we believe should also be addressed in the updated technical release as 

more fully explained in the appendix: 

− Whether a profit arising on a debt for equity swap can be regarded as a realised profit even if it is 

legally represented by share capital or share premium. This does not affect the amount of profits 

available for distribution because these amounts are legally capital.  However, the question of 

whether they are realised profits affects whether they can be included in the profit and loss account 

17 June 2016 

Business Law 

The Institute of Chartered Accountants in England and Wales 

Chartered Accountants Hall 

PO Box 433 

Moorgate Place 

London 

EC2P 2BJ 

 

By email to: distributableprofits2016@icaew.com 

 

 

 

 



 

2 

for Companies Act accounts (including those prepared under FRS 101 and FRS 102) as more fully 

explained in the Appendix. 

− The implications of the transfer of tax losses for nil consideration within a group and whether such a 

transfer is to be regarded as a distribution for the purposes of Part 23 of the 2006 Act.   

• We support the conclusions reached on the distributable profits implications of loans made between 

group companies at below market rate.  The conclusions reached in the exposure draft are dependent on 

the transactions not being regarded as linked.  Although justification for this is provided in paragraph 

9.51 we would welcome further explanatory material supporting the conclusions reached. We also note 

that the conclusion concerning interest receivable being a realised profit is dependent on an assumption 

that the loan will be repaid at its face amount in cash at maturity.  The guidance should make this an 

explicit assumption and highlight the consequences which may follow if this is not the case. 

• We have some concerns regarding the guidance contained within the new paragraph 3.17D on the 

treatment of credits in profit and loss for deferred tax which have not arisen as a result of a realised loss.  

The guidance suggests that where such profits result in the recognition of a deferred tax asset they will 

be regarded as unrealised.  Such circumstances are likely to be rare and may be difficult to identify.  We 

believe that generally accepted accounting practice is to treat such deferred tax credits recognised in 

profit or loss as realised profits.  If this were not so, they would have to be excluded from the profit and 

loss account for Companies Act accounts.  In practice, such adjustments are not made. 

• Although supportive of the drafting in TECH 05/16BL, we highlight in the appendix some suggested 

drafting improvements. 

 

We would be happy to discuss our letter and the draft proposals with you. If you have any questions, please 

contact Chris Skinner (020 7303 6760) or cpskinner@deloitte.co.uk). 

 

Yours faithfully 

 

 

 

 

Veronica Poole 

National Head of Accounting and Corporate Reporting 

Deloitte LLP 
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Appendix  

Further detailed responses on certain areas of the revised guidance 

Debt for equity swaps 

As mentioned in the main body of our comment letter, this is an additional issue which we believe should be 

addressed in the updated technical release.  The issue is whether a profit arising on a debt for equity swap 

can be regarded as a realised profit even if it is legally represented by share capital or share premium. This 

does not affect the amount of profits available for distribution because these amounts are legally capital.  

However, the question of whether they are realised profits affects whether they can be included in the profit 

and loss account for Companies Act accounts (including those prepared under FRS 101 and FRS 102) in 

accordance with paragraph 13(a) of Schedule 1 to the Accounting Regulations (and its equivalents in 

Schedules 2 and 3). 

 

Under IFRSs, IFRIC 19 Extinguishing Financial Liabilities with Equity Instruments addresses the accounting 

treatment of such transactions.  In brief, it requires recognition of a gain based on the fair value of the 

transaction in profit or loss.  Although FRS 102 does not include such detailed requirements, it is generally 

agreed that the same accounting treatment is required.  Although the facts of each case need to be 

considered, profits recognised on such transactions are typically amounts that must be credited to share 

capital or share premium based on the legal form of the transaction. 

 

Companies preparing Companies Act accounts may include only realised profits in the profit and loss account 

(other than when applying fair value accounting).  The question has therefore arisen as to whether 

compliance with the requirements of FRS 102 (or IFRIC 19 for companies applying FRS 101) conflicts with 

the law. 

 

This issue does not affect the amount of profits available for distribution by a company but is one about the 

interpretation of ‘realised profits’ and so we consider it to be within the scope of the technical release. We 

are also aware that the FRC has been asked to resolve this issue and has said it is a matter for the ICAEW 

and ICAS because it is concerned with the meaning of ‘realised profits’. 

 

Our view is that the profit on such a transaction is a realised profit even though its distribution is restricted 

by other provisions of the law.  This is because the amount in question is a ‘profit’ as defined in paragraph 

3.8(a) of TECH 02/10.  After the amendments proposed in TECH 05/16, this includes “income as defined in 

the IASB’s Conceptual Framework and Section 2 of FRS 102”.  This is not substantively different from the 

original definition in TECH 02/10.  Any such profits recognised as profits for financial reporting purposes will 

also be realised profits because the release from a liability is qualifying consideration in accordance with 

paragraph 3.11(c) of TECH 02/10. 

 

We therefore believe that such amounts are realised profits and can lawfully be included in the profit and loss 

account.  It would be useful to establish whether this is regarded as generally accepted practice and provide 

the answer in the updated guidance. 

 

Tax losses at an undervalue between group companies 

 

As mentioned in the main body of our comment letter, this is an additional issue which we believe should be 

addressed in the updated technical release.  The new guidance on the definition of a distribution for the 

purposes of Part 23 of the Act confirms that “an undervalue transaction with a shareholder or sister company 

is capable of being a distribution because it involves in substance an element of gift to the transferee”.  The 

guidance applies this revised definition to off-market intragroup loans and confirms that such transactions 

are seen to be distributions as a matter of law.  Transferring tax losses between group companies appears to 

raise similar issues because it involves an undervalue transaction. 
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However, we are aware of an argument that the fair value of such transactions is nil because there is no 

‘open market’ for such losses and the only potential buyers are other group companies.  It would be useful 

for the updated technical release to include guidance in this area and clarify whether such transactions are to 

be regarded as distributions. 

 

New guidance on off-market intra-group loans 

 

We support the conclusions reached on the distributable profits implications of loans made between group 

companies at below market rate.  The conclusions reached in the exposure draft are dependent on the 

transactions not being regarded as linked.  Although justification for this is provided in paragraph 9.51 we 

would welcome further explanatory material supporting the conclusions reached. It may be worthwhile to 

compare the circumstances with those in which a loan on normal market terms is made at the same time as 

a capital contribution. The fact that there is a single cash flow at inception does not prevent them from being 

separate unlinked transactions.  

 

We are aware of some confusion about the reason that the capital contribution received by the subsidiary is 

not a realised profit although, in the reverse situation, the distribution received by the parent is a realised 

profit.  The reason for this inconsistency is that, in the particular circumstances and given the legal analysis, 

the “capital contribution” is not a “profit” as defined in paragraph 3.8.  The distribution received is a profit as 

defined in paragraph 3.8(a) (i.e. an “accounting profit”) and so there is no need to consider the question of 

whether or not it is a profit as a matter of law.  We believe that this rationale needs a clearer explanation. 

There is also a need for a consequential amendment to paragraph 3.14(c) which states, without exception, 

that a gift “such as a capital contribution” received in the form of qualifying consideration is a realised profit.  

This is not true when the legal form of the capital contribution is a loan. 

 

The conclusion concerning interest receivable being a realised profit is dependent on an assumption that the 

loan will be repaid at its face amount in cash at maturity.  The guidance should make this an explicit 

assumption and highlight the consequences which may follow if this is not the case. 

 

Paragraph 9.55 of the proposed guidance states that an interest-free loan which is repayable on demand 

may also be a distribution as a matter of law if it is at undervalue.  The guidance gives, as an example of 

this, the case when “there is no ability to repay it immediately”. We are aware that this is causing some 

concern and it would be helpful if further clarification could be provided.  Our understanding is that the 

borrower does not necessarily have to be capable of settling the balance immediately to avoid the conclusion 

that the loan is a distribution.  Instead, it is necessary to consider the value of the asset which has replaced 

the cash paid out, for example by considering whether it could be sold to a third party at its face value.  For 

example, the borrower may have used the loan to purchase a subsidiary which is trading successfully and 

could provide substantial security for the loan.  We believe that further guidance in this area would be 

helpful. 

 

Credits for deferred tax - new paragraph 3.17D 

 

This new guidance suggests that a credit to profit or loss for deferred tax which has not arisen as a result of 

a realised loss and which creates a deferred tax asset in accordance with accounting standards will be an 

unrealised profit as the credit is represented by a deferred tax asset which does not meet the definition of 

qualifying consideration in accordance with paragraph 3.11 of TECH 05/16BL. 

 

Such circumstances are likely to be rare and may be difficult to identify.  We believe that generally accepted 

accounting practice is to treat such deferred tax credits recognised in profit or loss as realised profits.  If this 

were not so, they would have to be excluded from the profit and loss account for Companies Act accounts.  

In practice, such adjustments are not made. While it may appear that the absence of guidance on this issue 

in TECH 02/10 was an oversight, we believe that it is more likely that no guidance was provided because it 

was generally accepted practice to recognise any such items as realised profits.  Accounting standards 
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contain restrictions on the circumstances in which deferred tax assets can be recognised and this should 

provide an adequate safeguard against imprudent accounting. 

 

In the event that the proposed guidance is retained, it would be helpful to provide more guidance concerning 

the circumstances in which the issue may arise.  The timing differences approach under UK GAAP means that 

any credit for deferred tax will almost inevitably be matched with a pre-tax expense.  A possible exception to 

this is in the case of share-based payments.  It may be necessary to expand on the guidance in paragraph 

7.51 to explain that the credit to equity will only be a realised profit to the extent of the net of tax expense 

recognised in the profit and loss account. 

 

Under the ‘temporary differences’ approach of IAS 12, there will be more circumstances in which a deferred 

tax credit may arise without a corresponding pre-tax expense, although it is still likely to be rare.  It would 

be helpful if examples could be given in the guidance to help identify circumstances when the deferred tax 

credit will be unrealised. 

 

Effect of the limitation of scope of sections 845 and 846 

 

We agree with the clarification of the legal position set out in paragraph 2.8G that a distribution which arises 

from the discharge of a liability for a liquidated sum is not within the scope of sections 845 and 846.  

Paragraph 2.8G provides helpful guidance on how to quantify the amount of such a distribution which is 

outside the scope of section 845. 

 

However, the proposed guidance does not address the implications of the proposed amendment to paragraph 

2.8H whereby a waiver of an amount receivable from a parent is a distribution but not within the scope of 

section 846.  When such a balance is represented, in whole or in part, by an unrealised profit, it may be 

necessary to determine whether this profit can be regarded as realised for the purposes of determining 

whether the proposed distribution is lawful.  We believe that it can be regarded as a realised profit for this 

purpose even though the transaction is outside the scope of section 846.  Paragraph 3.9(f)(v) indicates that 

a profit previously regarded as unrealised becomes realised as a result of the distribution in kind of the asset 

to which the unrealised profit relates. This is not limited to transactions within the scope of section 846 and 

is generally accepted practice. It would be helpful if the guidance could confirm this conclusion and refer to it 

in paragraph 2.8H. 

 

Distributions in kind: Determination of amount 

 

We propose that the wording of paragraph 2.9D is amended and expanded as follows (additional text 

highlighted as bold and underlined): 

 

In determining whether a company has profits available for distribution for the purposes of section 845(a), 

section 845(3) provides that the company’s profits available for distribution are treated as increased by the 

amount (if any) by which the amount or value of any consideration for the disposition exceeds the book 

value of the asset. In this context, distributable profits may be 'treated as increased' from a negative starting 

point.  However, to apply section 845, a company must have profits available for distribution after any 

adjustment in accordance with section 845(3). This requirement is not met by a nil balance. There must be a 

positive balance at the time of making the distribution, even if it is only 1p.   

 

The application of section 845 will usually be in relation to intragroup transfers of assets although 

it could apply to a transfer of an asset to an individual shareholder or another company under 

common control of an individual. The practical effect of the section is that it is possible to transfer 

an asset to a parent company or fellow subsidiary at book value (irrespective of its fair value) 

provided that the company has positive distributable reserves before (and therefore after) the 

transaction. 
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If the transfer is at below book value, any shortfall must be covered by available distributable 

reserves. However, provided the conditions are met, it is not necessary to have regard to the fair 

value of the asset or even to be aware of that value. 

 

In the case of a transfer at book value it is necessary to have at least 1p of distributable reserves 

after the transfer because of the requirement to have at least 1p of distributable reserves before 

the transfer. However, in other cases, it is possible to have a nil balance of distributable reserves 

after the transfer, for example when a positive balance before the transfer is eliminated by a 

transfer at below book value. 

 

Guidance on negative goodwill 

 

We agree with the substance of the guidance in paragraphs 3.24 to 3.27 concerning negative goodwill in 

individual accounts.  However, we believe that it could be expressed more clearly a concisely.  The reference 

to SSAP 22 is dated and potentially confusing for those who do not recall that it required negative goodwill to 

be credited directly to equity. We proposed the following alternative guidance. 

 

“3.24 The following guidance on negative goodwill applies under UK GAAP and IFRSs unless otherwise 

stated. IFRS 3 does not use the term “negative goodwill” but instead describes that concept using 

different words. For simplicity, such an amount is described in this guidance as negative goodwill. 

 

3.25 Negative goodwill up to the fair values of the non-monetary assets acquired should be treated as 

being realised in the periods in which the non-monetary assets are recovered, whether through 

depreciation or sale. Where the negative goodwill exceeds the value of the non-monetary assets, this 

excess should be treated as being realised in the periods expected to benefit. This is consistent 

with the accounting treatment required under UK GAAP.  However, negative goodwill 

should not be treated as a realised profit in the case of a sale of the non-monetary assets 

where the consideration received is not qualifying consideration. 

 

3.26 Under UK GAAP, negative goodwill recognised in the profit and loss account in accordance 

with FRS 10 or FRS 102 therefore represents a realised profit except in the case of a sale 

of the non-monetary assets where the consideration received is not qualifying 

consideration. Where negative goodwill was accounted for under SSAP 22 in the accounts 

of an individual company, it would have been regarded initially as an unrealised profit. It 

will become a realised profit on the same basis as if it had been negative goodwill 

accounted for under FRS 10 or FRS 102. 

 

3.27 IFRS 3 requires the immediate recognition of negative goodwill as a profit for financial reporting 

purposes but this does not accelerate the realisation of negative goodwill which is as set out at 3.25 

above irrespective of the accounting framework adopted. 

 

2.27A However, negative goodwill should not be treated as a realised profit in the rare case of a 

sale of the non-monetary assets where the consideration received is not qualifying 

consideration. 

 

 

 


