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Framework for preparation of financial statements

Section B2

Pronouncement:  GRAP - Framework for the Preparation and Presentation of Financial Statements

1. Introduction

Section 122 of the MFMA requires that every municipality and municipal entity must for each financial year prepare financial statements which fairly presents: 

· the state of affairs of the municipality or entity;
· its performance against its budget;
· its management of revenue, expenditure, assets and liabilities;
· its business activities;
· its financial results; and 

· its financial position as at the end of the financial year.

The MFMA further requires that the financial statements must be prepared in accordance with generally recognised accounting practice.  
Therefore, in order for management to meet the requirements of the MFMA, the financial statements should be prepared and presented in accordance with the effective Standards of GRAP/GAMAP, read with MFMA Circular 44 as explained in Section B0.
In most cases the accounting treatment of a transaction or event is prescribed by a specific GRAP/GAMAP standard, but in the absence of a standard dealing with the specific event or transaction, the framework assists management in preparing financial statements that fairly represents the financial affairs of the municipality.

Financial
 statements show the results of the stewardship of management and the accountability of management for the resources entrusted to it.
2. Why the framework of accounting?

The accounting framework can be regarded in general terms as the constitution for financial reporting and accounting.  It establishes the basis for determining which events should be reported, how they should be measured and the format in which they should be communicated to the users of financials statements and can therefore be regarded as a benchmark against which new and existing transactions and events can be assessed.  

The framework provides a foundation that sets-out the objectives and concepts that underlie the preparation and presentation of financial statements.  More specifically, the framework aims to: 

· provide users with information on the basis on which financial statements are prepared;

· assist management in applying accounting standards and dealing with topics not forming the subject of an accounting standard;

· assist auditors in assessing whether financial statements conform to accounting standards and fair presentation is achieved; and
· assist users in interpreting the information contained in financial statements.

3. Users of financial statements

The purpose of financial statements is to help the users make informed decisions about the municipality whose financial statements they read.  Such decisions include the evaluation of past performance and the future allocation of resources.  Each group of users have a unique relationship with the municipality and therefore may be interested in different aspects of the operations.  The
 nature of the users’ interest determines the type of information needed.  

t

· he municipality to be publicly accountable and present information that indicates whether current year revenues were sufficient to meet the cost of providing current year services, demonstrates whether resources were obtained and used in accordance with the municipality’s legally adopted budget, and in compliance with other finance related legal or contractual requirements and assist users to assess service efforts, costs and accomplishments of the municipality. 
· assist users to evaluate the operating results by presenting information about sources and uses of financial resources, how the municipality finances activities and meets cash flow requirements and the financial position and whether it improved or deteriorated as a result of the year’s operations.
· assist users to assess the level of services that were provided and whether it met obligations as they become due by providing information about its financial health, physical and other non-financial resources that extend beyond the current year, including information that can be used to assess the potential of those resources and legal or contractual restrictions on resources and the risk of potential loss of resources.  
· 



The municipal manager as the accounting officer of the municipality is responsible for ensuring that the financial statements fairly present the financial position, financial performance, statement of changes in net assets and cash flow information.  The MFMA further requires the financial statements to be audited by the Auditor-General to ensure that the financial information is reliable, accurate, complete and a fair presentation of the effect of transactions and events in accordance with the applicable accounting standards have been achieved.
Financial
 statements represent management’s assertions about the municipality’s finances.  Financial statements are taken from the accounting records of the municipality.  The annual financial statements of a municipality present the financial position at the end of the financial year; assets (the amount owned by the municipality) and liabilities (the amount owed) resulting in net assets (or community wealth).  The annual financial statements provide information about the financial position, financial performance, cash flows and changes in net assets or liabilities of a municipality or a municipal entity that is useful to a wide range of users.  Financial statements also show the results of the stewardship of management, and the accountability of management for the resources entrusted to it.
Stewardship plays an important role in the use of financial statements of the public sector.  Accountability for the use of public funds and the safekeeping of the entity’s resources is of paramount importance.  Financial reporting plays a major role in fulfilling the duty to be publicly accountable for the collection of taxation and other revenue and its use in the rendering of public services.  Therefore, a key objective of financial statements is the provision of information to enhance a user’s assessment of proper stewardship.  The assessment of stewardship will also indicate whether fiscal policies are sustainable over the long term.

The accounting officer, accounting authority or municipal manager (included as management elsewhere in the framework) of an entity has the primary responsibility for the preparation and presentation of the financial statements of the entity.  Management is also interested in the information contained in the financial statements even though it has access to additional management and financial information required for it to carry out its planning, decision-making and control responsibilities.  Management has the ability to determine the form and content of such additional information in order to meet its own needs.  The reporting of such information, however, is beyond the scope of this framework.  Nevertheless, published financial statements are based on the information used by management about the financial position, financial performance and changes in net assets of the entity.
Accountability is the cornerstone of financial reporting in government, and the term accountability is used throughout this framework.  Accountability is based on the belief that the citizens has a "right to know," a right to receive openly declared facts that may lead to public debate by the citizens and their elected representatives. Financial reporting plays a major role in fulfilling government's duty to be publicly accountable in a democratic society.
4. Objectives of financial statements

In order to achieve the objectives established by the MFMA, the financial statements should provide information that is useful for: 

· determining and predicting the future requirements of financial resources;

· determining the financial health and stability of the municipality;
· monitoring performance in terms of constitutional and fiduciary responsibilities;

· planning, budgeting and the allocation of resources; and

· evaluating managerial and organisational performance.

The purpose of financial statements is to provide information about the financial position, financial performance, cash flows and changes in net assets that is useful to a wide range of users.  Financial statements also show the results of management’s stewardship and accountability for the resources entrusted to them.

However, financial statements do not provide all the information that users may need to make decisions since they largely portray the financial effects of past events and do not necessarily provide non-financial information or information about the future.

5. Characteristics of financial statements

Financial statements need the following attributes to provide information that is relevant to the information needs of the users:

5.1 Information that is understandable

The information presented in the financial statements needs to be understandable by the users.  This will, in part depend on the way in which the information is presented.  

Financial statements cannot realistically be understandable to everyone and therefore it is assumed that users have: 
· a reasonable knowledge of the municipality, its activities, the municipal environment and accounting; and

· a willingness to study with reasonable diligence the information provided.

This does not however mean that information should be excluded or omitted from the financial statements if it is perceived to be to complex.

5.2 Information that is relevant in all material aspects

Information is considered relevant if it influences the decision-making processes of users in evaluating past, present and future events, e.g., the information value of the statement of financial performance is increased if significant classes and types of revenue and expenditure are separately presented on the face of the statement.  The relevance of information is dependent on its nature and materiality.

Information is material if its omission, misstatement or non-disclosure, alter the decisions of users based on the financial statements.

5.3 Information that is reliable and free from errors

Reliable information is free from material errors or misstatements and bias and faithfully represents the information it purports to represent.  Information may be relevant but still unreliable.  

The following are characteristics of reliable information:
a) Faithful representation – refer to Section B2 for a discussion about the faithful representation of information.
b) Substance over form – transactions are accounted for based on its economic substance, rather than its legal form, e.g. the legal form of a contract may be that of an operating lease, but the economic substance is a finance lease transaction.
c) Neutrality – information is neutral if it is free of bias.  That is, it is not presented in such a way as to achieve a predetermined outcome.

d) Prudence – management should exercise a degree of caution in making judgements about estimates in conditions of uncertainty, so that assets and revenue are not overstated and liabilities and expenses understated.  It does not mean that hidden reserves, or excessive provisions should be created or assets and revenue should deliberately be understated while liabilities and expenses are overstated.  Such information will not be neutral and therefore not reliable.

e) Completeness – information should be complete within the boundaries of materiality and cost.

5.4 Information that is comparable

Financial statements of a municipality should be comparable over time to allow the identification of trends.  It should also be comparable to the financial statements of other municipalities to allow the evaluation of the financial position, financial performance, change in net assets and cash flows against that of other municipalities.

6. Assumptions underlying the financial statements

6.1 Accrual basis

In order to achieve the objectives of financial statements discussed earlier in the chapter, the effects of transactions and events should be portrayed in the financial statements for the period in which they occurred.  Hence the financial statements provide information about the effect of past events as well as expected future cash outflows to meet obligations.

6.2
Going concern

Financial statements that have been prepared on the going concern basis, create the expectation that the municipality will maintain its current levels of operation and that there is no intention to substantially curtail its operations.  In the public sector, financial problems are usually resolved by provincial or national intervention to ensure services are delivered.  Assessment of the going concern ability of a municipality therefore involves judgement on whether the municipality will continue operations in its current or some modified form.  Only in rare occasions will operations cease altogether.

The ability of a municipal entity to continue as a going concern largely depends on the intentions of the parent municipality to assist the entity.  Should the parent municipality decide not to intervene, the normal intervention processes established by the MFMA will apply, refer to Section K.  


7. Elements of financial statements

7.1 Statement of financial position

Information contained in the statement of financial position about the assets, liabilities and net assets of the municipality, is useful to assess the ability of the municipality to sustain its current level of service delivery and meet its financial commitments, refer to Section B3.

a)
Assets

Assets are defined as resources controlled by the municipality as a result of past events that will result in the flow of future economic benefits or service potential to the municipality.

Assets are resources, e.g. cash, infrastructure, inventory, etc. employed by the municipality in fulfilling its mandate of service delivery and may be in the form of tangible (physical) items, e.g. property, plant and equipment and inventory, or intangible (non-physical) items, e.g. mineral rights and patents.

Control over an asset is exercised if the municipality has the right to restrict access of others to the economic benefits or service potential pertaining to the asset and utilise it in pursuit of its own objectives.  Control may be indicated, but is not dependent, on the legal ownership of an item, for example, an item obtained through a lease satisfies the definition criteria if the municipality controls the economic benefits or service potential associated with the item.  Again, the economic substance of the transaction (asset acquired) is the determining factor, rather than the legal form (lease).  
Assets only arise from past transactions or events, e.g. acquisitions or donations.  The intention of acquiring or constructing an asset does not establish an asset for the municipality, as management may change its intention at any time prior to the transaction and does not yet exercise control over the economic benefits or service potential associated with the asset.

The future economic benefits associated with an asset represent the asset’s potential to contribute to the generation of cash and cash equivalents.  Service potential refers to the asset’s potential to contribute to the rendering of services.  The economic benefits or service potential may be embodied in an asset in a number of ways, e.g. applied in the production of goods or delivering of services to the community, exchanged for other assets, used to reduce cash outflows, or used to settle a liability.  

Future economic benefits and service potential may also arise from the right conveyed to a municipality under specific business arrangements, for example, rights under a lease agreement provide benefits or service potential through the right to use a particular property, plant or equipment to deliver services or generate future economic benefits.  

Receivables and prepayments are associated with legal rights, e.g. the right to receive future economic benefits (payment for services already rendered) or the right to receive services in future.

Cash and cash equivalents are assets because they can be exchanged for other assets or used to reduce liabilities.

b)
Liabilities

The Framework defines a liability as a present obligation of the municipality as a result of past events, the settlement of which is expected to result in an outflow of future economic benefits or service potential.

An essential element of a liability is the present obligation.  The
 obligation may be legally enforceable such as the repayment of a loan but may also originate as a result of normal business practices, e.g. post-retirement medical benefits.

A very clear distinction should be made between a present obligation and a future commitment.  A present obligation is not created by a decision, desire or requirement to acquire assets or incur expenditure at a future date but must be as a result of a past event, e.g. the requirement of the Property Rates Act to prepare a new valuation roll within 4 years of implementing the Act does not constitute a present obligation as a result of past events.  The municipality will therefore not recognise a liability in the statement of financial position by “building” a provision over 4 years until such time that Council has approved the project (past event) and costs are actually incurred (present obligation for the probable outflow of future economic benefits or 
service potential).  

Liabilities only arise when the municipality has no realistic alternative to the outflow of resources.  
Some liabilities can be measured by using a substantial degree of estimation, e.g. an estimate of amounts payable under a legal claim with a probable outcome, e.g. 
at the reporting date management has to make an estimate of the municipality’s liability in relation to leave accrued but not yet taken by staff.  The fact that management is not certain how many days accrued during the financial year will be taken in the next financial year does not mean the municipality has no obligation.  As a result of time worked during the financial year (past event), staff members are entitled to a number of leave days.  At the reporting date the municipality has no realistic alternative (present obligation) to either grant the outstanding days or reimburse staff for the days not taken in terms of the municipalities leave policy (outflow of economic benefits or service potential).  Based on the approved leave policy and past experience management therefore make an estimate of its obligation in relation to untaken leave.

c)
Net assets

The municipality’s net assets can be described as the residual value after deducting all its liabilities from its assets.  It is therefore an indication of the solvency of the municipality.  A negative net asset value indicates that the municipality does not have sufficient assets to meet its present obligations, which may be a trigger for either a discretionary or mandatory intervention in terms of Sections 137 or 139 of the MFMA, respectively.  Refer to Section K.
In the case of a municipal entity, net assets is similarly defined as the residual interest in the assets of the entity after deducting all of its liabilities and can be represented by share capital, accumulated surpluses and non-distributable reserves depending on the corporate form of the entity.
The net assets in the statement of financial position can provide useful information to the users regarding any restrictions on the ability of the municipality to distribute or apply its net assets, for example, the capital replacement reserve indicates the investments of the municipality earmarked for capital purposes and cannot be utilised for operating purposes.  Furthermore, the creation of reserves is sometimes required to provide an extra measure of protection against future losses, e.g. the self-insurance reserve.  

The creation of reserves is sometimes required by statute or other law in order to give the municipality and its creditors an added measure of protection from the effects of future losses.  The existence and size of these legal, statutory and tax reserves is information that can be relevant to the decision-making needs of users. Transfers to such reserves are deemed to be appropriations of retained earnings, and not expenses.  Any such transfers are disclosed in the statement of changes in net assets.
.

d)
Contributions from owners

Contributions from owners means future economic benefits or service potential that has been contributed to the municipality by parties external to the municipality that establish a financial interest in the net assets of the municipality, provided that the contributions do not result in liabilities of the municipality, and meet the following tests, that they:

· convey entitlement both to distributions of future economic benefits or service potential by the municipality during its life, such distributions being at the discretion of the owners or their representatives, and to distributions of any excess of assets over liabilities in the event of the municipality being wound up; and/or

· can be sold, exchanged, transferred or redeemed.


Similarly, distributions to owners are considered a repayment of previous investments made by the municipality.  This will result in a decrease in the municipality’s interest or right to distributions of future surpluses.
7.2 Statement of financial performance

The statement on financial performance provides an account of the stewardship of management through its revenue and expenditure and is useful in assessing the past and anticipated financial performance of the municipality, refer to Section B3.

a)
Revenue

Revenue is defined as the gross increase of economic benefits or service potential during the period in the form of inflows or enhancements of assets or decreases in liabilities that result in an increase in net assets other than contributions from owners.  By implication it includes both revenue arising from operating activities e.g. sales, service charges, property rates etc. as well as gains, e.g. from the disposal of long-term assets.  

Revenue only includes those inflows that are for the municipality’s own account and benefit.  It does not include resources received on behalf of another party, e.g. VAT or as an agent of government, e.g. licence fees.

The fair value of an asset donated to the municipality results in the enhancement of the asset base and therefore will result in revenue being recognised in the statement of financial performance, alarm system for a community centre.
In contrast, a new loan raised during the period does not represent revenue as it results in an equal change in assets (cash or long-term assets) and liabilities and has no effect on the net assets of the municipality.

Dividends received from a municipal entity are the result of the municipality’s interest in the entity and previous contributions made to the entity and are considered to be revenue in the hands of the municipality.  Refer to Section B8 f
or a more detailed discussion on the concept.  
b)
Expenses

Expenses are decreases in economic benefits or service potential during the reporting period in the form of outflows or consumption of assets or incurrences of liabilities that result in decreases in net assets, other than those relating to distributions to owners.  
The definition of expenses includes expenditure incurred in the operating activities of the municipality e.g. salaries and wages, depreciation, bulk purchases, etc. as well as losses e.g. from the disposal of non-current assets.


7.3 Statement of changes in net assets

Movements in and transfers between the net assets of the municipality are provided in the statement of changes in net assets.

7.4 Cash flow statement

Information on the cash flows of a municipality provides information to assess the operating, investing and financing activities.  It also provides information on how the municipality generated cash flows and the utilisation thereof during the period, refer to Section B4.

7.5 Notes to the financial statements

The notes to the financial statements provide information, in addition to that presented on the face of the financial statements necessary for an understanding of the financial statements.

8.
Recognition and measurement in the financial statements

8.1
Recognition

In accordance with the accrual basis of accounting, assets, liabilities, revenue and expenditure are recognised in the financial statements when the definition criteria have been met, implying that the in- or outflow of economic benefits or service potential is more likely than not to occur and it can be reliably measured in monetary terms.  

Upon the implementation of GRAP/GAMAP, a municipality may find itself in a situation where it identified assets and/or liabilities that have not been previously recognised in the financial statements.  In such cases, the assets and liabilities should be recognised in accordance with the transitional provisions of the specific standard or in the absence of transitional provisions in accordance with GRAP 3.

Assets and liabilities are derecognised from the financial statements either when the item ceases to exist or the definition or recognition criteria as stipulated in the framework or specific standards, are no longer met, e.g. the asset is no longer under the control of the municipality or the flow of economic benefits or service potential is not probable or when the recognition and measurement criteria in other statements are not met, e.g. GAMAP 17 Property, Plant and Equipment, refer to Section B10.
The concept of probability is used in the recognition criteria to refer to the degree of uncertainty that the future economic benefits or service potential associated with the item will flow to or from the municipality.  The concept is in keeping with the uncertainty that characterises the environment in which an entity operates.  
Assessments of the degree of uncertainty attaching to the flow of future economic benefits or service potential are made based on the evidence available when the financial statements are prepared, e.g. when it is probable that a receivable owed by an municipality will be paid, it is then justifiable, in the absence of any evidence to the contrary, to recognise the receivable as an asset.  However, for a large population of receivables, some degree of non-payment is normally considered probable; hence, an expense representing the expected reduction in economic benefits or service potential is recognised.

8.2
Matching

Under the previous accounting basis used, the recognition of expenses were postponed until the related revenue has been recognised in the statement of financial performance and as a result prior year adjustments were recorded directly against the appropriation account.  The framework very clearly stipulates that revenue and expenses are recognised when the definition and recognition criteria are met, in terms of the framework or a specific standard, in the financial year it accrued.  Expenses are therefore recorded in the year it was incurred even if the related revenue is only recognised in the following financial year.  Matching is not allowed for recognition purposes.
8.3
Measurement

As was discussed earlier, the solvency of the municipality is indicated by its net asset value, which is largely dependent on the bases on which assets and liabilities have been measured.  It follows that the net asset position can be manipulated by applying a different measurement basis.  However, the financial statements should always fairly present the financial position of the municipality and management should exercise caution when choosing between the alternatives allowed by the accounting standards.  

The assumption that all transactions and events are measurable depends on the capacity, systems and the ability to perform certain underlying actions of a municipality – these drives the measurement criteria, e.g. for traffic fines in terms of the National Road Traffic Act, Section 89, the magistrate court makes a ruling resulting in the outcome of the event not being under the control of a municipality and measurement of consumption on prepaid.  The ability of a municipality to make an estimate of the consumption to year end depends on the systems and processes implemented.  Cost versus benefit is a determining factor in addressing the underlying shortcomings within the systems and processes utilised by most municipalities.  Nevertheless the municipality need to implement controls and processes to progress towards “measurement and recognition”.
The Framework lists a number of measurement bases allowed by the various standards, of which the most commonly used are: 
a)
Historical cost

The historical cost basis implies that assets are recorded at the original amount of cash or cash equivalents paid at the time of their acquisition.  Liabilities are recorded at the value of the benefit received by the municipality (e.g. cash loan, assets acquired) in exchange for the obligation at the amount expected to be paid to settle the liability in the normal course of business.
Where an asset was acquired free of charge, the fair value of the asset at the date of acquisition is deemed to be the cost of the asset.  No subsequent adjustments are made to the carrying value of the asset for increases in its fair or market value.

The historical cost basis is demonstrated in the chapter dealing with property, plant and equipment.

b)
Fair value

Fair value of an asset is described as the amount that can currently be negotiated between willing, knowledgeable parties in an arm’s length transaction.  It is usually calculated based on the value of the future economic benefits or service potential embodied in the asset.  The principle of measuring assets at its fair value is demonstrated in the chapter dealing with investment properties.

Liabilities are also valued in terms of future cash flows.  The current settlement value of an obligation is determined by the present value of the associated future cash outflows given the interest rate of the debt.

c)
Current replacement cost

The current replacement cost of an asset is the amount the municipality will be required to pay to replace the asset at the reporting date.  Liabilities are recorded at the amount of cash or cash equivalents that would be required to settle the obligation currently.  An example of assets carried at the current replacement cost is inventory received at no charge or for a nominal fee to be distributed at no or nominal charge or used in production process of goods to be distributed at no or nominal charge, refer to Section B9 for a detailed discussion on inventory.  
d)
Realisable value

Assets are carried at the amount that can currently be realised or recovered through disposal less cost of completion and estimated cost to make the sale, exchange or distribution.  From the definition and recognition criteria it is clear that an asset may not be presented at a value higher than the economic benefits or service potential expected from the asset.  Therefore adjustments are made to debtors for balances that are considered irrecoverable and doubtful or non-current assets that are impaired.  The realisable value is determined at each reporting date.

Liabilities are carried at their settlement values; that is the undiscounted amount of cash (or cash equivalents) expected to be paid to satisfy the obligation in the normal course of business.

e)
Present value

Under the present value of accounting, assets are carried at the present discounted value of the future net cash inflows that the item is expected to generate in the normal course of business.

Liabilities are carried at the present discounted value of the future net cash flows that are expected to be required to settle the liability in the normal course of business.  
The application of the present value basis is illustrated in the chapter dealing with the accounting for leases.

f)
Market value
The amount obtainable from the sale or payable on the acquisition of an asset in an active market.

9.
Constraints of relevance and reliability

The Framework prescribes a number of qualitative characteristics (refer to paragraph 3) of which the key characteristics are relevance and reliability.  Information may loose its relevance if the timing of reporting is delayed until all facts are known, conversely, to report information when it’s relevant, may compromise its reliability.  In the same way, the cost of presenting information in the financial statements may exceed the benefits derived from it.  Management can face a dilemma in satisfying both criteria at once.  

In practice, a compromise needs to be reached between the qualitative characteristics of the financial statements to provide information that satisfy the objectives of financial reporting, for example, the municipality is defending itself in a court case and the amounts claimed are material to the financial statements (relevance).  However, the case is still in its early stages and although management is vigorously defending it, it is not yet possible to determine the outcome of the case (reliability).  Management should disclose a summary of the facts of the case and a description of the uncertainties.
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