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Accounting for investments in municipal and other entities
Section B7

Accounting pronouncements:
· GAMAP 6 – Consolidated Financial Statements and Accounting for Controlled Entities

· GAMAP 7 – Accounting for Investments in Associates

· GAMAP 8 – Financial Reporting of Interest in Joint Venturers

1.
Introduction
Investments made in other entities can take on a number of forms, depending on the control 
of the municipality in that entity.  Where the municipality has significant influence in an entity, such an investment represents an “investment in an associate” 
or where the investment results in controlling the other entity, the investment represents an investment in a controlled entity
 (subsidiary).  In these cases, the municipality should in addition to preparing its own set of financial statements, prepare consolidated financial statements.  
Consolidated financial statements are the financial statements of a group of entities that are presented as the financial statements of a single economic entity.  This implies that more then one set of financial statements are combined, resulting in the recognition of all the assets and liabilities that are controlled by the group.  
An economic entity refers to a municipality and all the municipal entities in which it has an interest.  The controlled entity would be the municipal entity being under the control of the municipality, this the municipality being the controlling entity.

The objective of consolidated financial statements does not differ from the broad objective for financial statements as defined by the Framework.  Users of financial statements of a controlling entity (municipality) need to be informed about the financial affairs of the economic entity as a whole.  This need may be served by consolidated financial statements, which present financial information about the group of entities economic as a single economic entity
.
Consolidated financial statements include the results of the municipality (parent), its controlled entities, joint ventures and associates
.  
Controlled entities excluded from consolidation are accounted for as normal investments in the controlling entity’s separate financial statements and consolidated financial statements of the economic entity.  Each entity prepares its own set of financial statements.  In addition, the financial statements of the entities controlled (subsidiaries), jointly controlled (joint ventures) or significantly influenced (associates) by the municipality are combined with the separate financial statements of the municipality
, resulting in consolidated financial statements providing information pertaining to the Municipality and the combined information of the municipality and the entities within the group.  
2.
Determining the relationship between the municipality and municipal entity
 and whether control exists
A municipal entity is defined in the Municipal Systems Act, 2000 to mean a company, co-operative, trust, fund or any other corporate entity established in terms of any applicable national or provincial legislation and which operates under the ownership control of one or more municipalities and includes, in the case of a company under such ownership control, any subsidiary of that company or a service utility.  
The type of relationship between a municipality and a municipal entity is dependent on the extent of control that the municipality exercises over the entity.  Standards of GAMAP deal with three levels of influence – sole or effective control (GAMAP 6), joint control (GAMAP 8) and significant influence (GAMAP 7).
2.1 Sole or effective control

Whether a municipality controls another entity is a matter of judgement based on the definition of control and the nature of the relationship between the municipality and other entity.  
The accounting definition of control does not provide any quantative measures as indicators that control exists, but concentrates instead on what constitutes control - the power to govern the financial and operating policies of an entity so as to obtain benefits from its activities.  This implies that a municipality controls 
the decision-making processes of the entity, but does not require the municipality to be responsible for the management of the day-to-day operations of the other entity.
It is clear that there are two elements to control, the power element and 
the benefit element, which both need to be present, directly or indirectly, to constitute control for financial reporting purposes.  This excludes relationships that do not extend beyond a financial recovery plan, e.g. an entity being unable to meets its obligations or financial commitments, and would normally exclude a lender and borrower relationship.  Similarly, a trustee whose relationship with a trust does not extent beyond the normal responsibilities of a trustee would not be considered to control the trust for this purpose.  

a)
Power element
The following are indicators that the power element may by present in a relationship between a municipality and another entity:

· ownership of a majority (>50%) of the shares in another entity;
· ownership of a majority of the voting interests in another entity;

· the power to appoint or remove a majority of the members of the board or directors or governing body;

· the power to cast or regulate a majority of the votes at a general meeting and/or board meetings;

· ability to veto operating and capital budgets of the entity;

· veto, modify or overrule decisions of the board of directors;

· ability to appoint or remove key personnel
, e.g a person that is strategically vital in the uninterrupted operation of the municipality;

· ability to establish or amend the mandate of the entity;

· ability to restrict the borrowing or investment limits of the entity; and
· ability to restrict the revenue-generating capacity of the entity.
b)
Benefit element

The following are indicators that the benefit element may by present in a relationship between a municipality and another entity:

· the power to dissolve the entity with a right to a significant portion of the net assets of the entity;

· power to extract distributions from the entity or be liable for its liabilities;

· title to the net assets of the entity;

· ability to direct the entity to co-operate in achieving the municipality’s objectives

· ongoing access to the assets of the entity.

Similarl
 to the accounting definition, the Municipal Systems Act, as amended, defines effective control as the power to appoint or remove the majority of the board of directors or control a majority of the voting rights at a general meeting. 
In some instances, entities have the power to regulate the behaviour of others through their regulatory or legislative powers.  These regulatory or purchase powers do not constitute control as intended by GAMAP.

One important factor to consider whether the availability of funding or grants establishes a relationship of control for financial reporting purposes is to consider whether such funds or grants represent “shareholding” or participation in day-to-day management.  In other words, does the grant, donation or loan give the donor entity the right to receive benefits associated with ownership, e.g. sharing of surpluses, voting rights, etc.
Another important consideration is the fact that the elements of control
 as discussed above should be exercisable at the reporting date.  When changes to legislation or arrangement are required in order to establish those elements, it is not presently exercisable and therefore does 
not constitute control.
2.2 Joint control

Joint control can be described as the sharing of control over an entity between two or more municipalities (or organs of state), based on the terms and conditions of a binding agreement.

Such a binding agreement usually deals with matters such as – 

· activity, duration and obligations of the joint venture;

· appointment of a governing body and voting rights of parties to the agreement (venturers)

· capital contributions of each venturer;

· distribution of revenue, expenses, surpluses and cash flows of the joint venture.

The most important characteristic of a joint venture is the presence of joint control.  No single party/venturer is in the position to control the entity or make unilateral decisions regarding the operations or activities of the joint venture.  However, a single venturer may be assigned the role of managing the joint venture in accordance with the financial and operating policies agreed to
 by the venturers in terms of the binding agreement.

Jointly controlled operations

Joint control has its origin from GAMAP 8 Financial Reporting of Interests in Joint Ventures.  Joint ventures take many different forms and structures.  This Standard identifies three broad types; jointly controlled operations, jointly controlled assets and jointly controlled entities, which are commonly described as, and meet the definition of joint ventures.  Characteristics common to all joint ventures are that two or more ventures are bound by an arrangement, and the arrangement establishes joint control.  

The operation of some joint ventures involves the use of the assets and other resources of the venturers rather than the establishment of a corporation, partnership or other entity, or a financial structure that is separate from the venturers themselves.  Each venturer uses its own property, plant and equipment and carries its own inventories.  It also incurs its own expenses and liabilities and raises its own finance, which represent its own obligations.  The joint venture activities may be carried out by the venturer’s employees alongside the venturer’s similar activities.  The joint venture agreement usually provides a means by which the revenue from the sale of the joint product or service and any expenses incurred in common are shared among the venturers, e.g. an example of a jointly controlled operation is when two entities combine their operations, resources and expertise in order to jointly deliver a service, such as aged care where, in accordance with an agreement, a local government offers domestic services and a local hospital offers medical care.  Each venturer bears its own costs and takes a share of revenue, such as user charges and government grants; such share being determined in accordance with the agreement.

Jointly controlled assets

Some activities in the public sector involve jointly controlled assets, e.g. an entity may enter into an arrangement with a private sector corporation to construct and operate a toll road.  The road provides the citizens with improved access between the local government’s industrial estate and its port facilities. The road also provides the private sector corporation with direct access between its manufacturing plant and the port.  The agreement between the local authority and the private sector corporation specifies each party’s share of revenues and expenses associated with the toll road. Accordingly, each venturer derives economic benefits or service potential from the jointly controlled asset and bears an agreed proportion of the costs of operating the road.  
Jointly controlled entities
A jointly controlled entity controls the assets of the joint venture, incurs liabilities and expenses and earns revenue.  It may enter into contracts in its own name and raise finance for the purposes of the joint venture activity.  Each venturer is entitled to a share of the results of the jointly controlled entity, although some jointly controlled entities also involve a sharing of the output of the joint venture, e.g. a example of a jointly controlled entity is when two entities combine their activities in a particular line of service delivery by transferring the relevant assets and liabilities into a jointly controlled entity.

2.3 Significant influence

Significant influence is defined as the power to participate in the financial and operating policy decisions of an entity in which the municipality has an ownership interest, without controlling those decisions.  The existence of significant influence over an 
entity
, is usually demonstrated in one of the following ways:
· representation on the board of directors or governing body;

· participation in policy-making decisions;

· material transactions between the municipality and entity

· interchange of managerial personnel;

· provision of technical information.

If the municipality’s ownership interest is in the form of shares and it has up to 50% 
or more of the voting power in that municipal entity, it is presumed to have a significant influence over that entity, unless there is evidence to the opposite.

The following decision tree can assist in determining the type of relationship between a municipality and a municipal entity.
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3.
Accounting for controlled entities
3.1 In the municipality’s own financial statements

In addition to preparing consolidated financial statements, the municipality still has to prepare its own financial statements, referred to as its separate financial statements.  The municipality’s statement of financial position will include its investment in controlled entities as an investment being the cost methord, or by using the equity method.

In terms of the first method, the investment is shown at cost and any dividends received from the controlled entity are recognised as revenue.  Dividends are described as distributions of the accumulated surplus of the controlled entity arising subsequent to the acquisition or establishment by the municipality.  Any distributions received in excess of these accumulated surpluses, are regarded as a recovery of the investment which reduces the carrying value thereof, .

On the other hand, the equity method entails recognising the investment in the controlled entity at cost and adjusting the carrying value thereof for the municipality’s share of surpluses or deficits generated since acquisition.  Any distributions received from the controlled entity are used to reduce the carrying value of the investment.
3.2
In the consolidated financial statements

Section 122 of the Municipal Finance Management Act stipulates that a municipality which has sole or effective control (refer to paragraph 2.1) over a municipal entity, will in addition to its own set of financial statement
s prepare consolidated financial statements.
The financial statements of all controlled entities, other than those specifically excluded from consolidation by 
will be combined with the financial statements of the parent municipality.  A controlled entity shall be excluded from consolidation when:

· control is intended to be temporary because the controlled entity is acquired and held exclusively with a view to its subsequent disposal in the near future; or

· it operates under severe external long-term restrictions which prevent the controlling entity from benefiting from its activities.

In order to achieve this, consolidated financial statements have to be prepared using uniform accounting policies for similar transactions or events in similar circumstances, e.g. if the municipality uses the revaluation model to measure land and buildings, all controlled entities of that municipality should apply the same accounting policy to measure land and buildings.  In exceptional cases where it is impractical to use similar accounting policies, the notes to the consolidated financial statements should disclose the fact along with the items affected by different accounting policies
Furthermore, consolidated financial statements should be prepared on the same date as the reporting date of the parent municipality, being 30 June.  Therefore the reporting date of controlled entities should be similar to that of the parent municipality.  


Consolidated financial statements should report the financial information of the economic entity as a whole.  This implies that consolidated financial statements only include the results of transactions with outside parties; transactions between the municipality and municipal entities are eliminated as an entity cannot transact with itself.  Where inter entity transactions took place for example sales, transfer of assets or loans, 
were made between two entities within an economic entity, these 
should be eliminated.
Before preparing consolidated financial statements, specific attention should be paid to the following matters:
a)
Date of acquisition or establishment

The results of the operations of a controlled entity should be included in the consolidated financial statements from the date on which control is effectively transferred to the municipality.  It is therefore the date on which the net assets used to determine the acquisition price are measured, refer to example 7.1.

The date of acquisition is important to determine the net assets which arose prior to the acquisition and therefore form part of the investment in the municipal entity.  Net assets that arise subsequent to the acquisition or establishment of a municipal entity will be recognised in the consolidated financial statements.

The financial statements of a controlled entity should be consolidated up to the date when such an entity no longer satisfies
 the definition and consolidation criteria of a controlled entity, e.g. disposal or transfer of interest in a controlled entity.  When the municipality retain a portion of its interest in a previously controlled entity, the remaining portion of its interest should be accounted for either as an associate, joint venture or investment depending on the extent of its interest
, control and its relationship with the entity.

b)
Cost of acquisition

The cost of an investment in a controlled entity is the cash or cash equivalent paid or the fair value of any other consideration received.  This is the amount that will be recognised as the cost of the investment in the separate financial statements of the municipality.
c) Fair value of assets

The fair value of the assets and liabilities of the municipal entity that satisfy the definition and recognition criteria as set out in the Framework, will be used as basis for the acquisition price.
  


d)
Goodwill acquired

The difference between the cost of the investment and the municipality’s share of the fair value of the assets of the municipal entity represents the goodwill acquired.  For more detailed guidance on the accounting treatment of goodwill, refer to the standard dealing with business combinations (AC 140).
3.2.1 Preparing consolidated financial statements
Consolidated financial statements are prepared by combining the financial statements of the municipality with those of its controlled entities on a line-by-line basis, adding together all like items of assets, liabilities, revenue and expenses.  The following procedures are applied to present the municipality and controlled entities a single economic entity – 
· the carrying amount of the municipality’s investment as well as its share of the net assets of the municipal entity are eliminated;

· the minority interest
 
in the surplus or deficit for the reporting period is identified and reported separately;

· the minority’s share of the net assets of the municipal entity is presented as a separate item of net assets in the statement of financial position
 of the municipality; and 

· balances and transactions between the municipality and municpal entities 
are eliminated in full.

The process of consolidating financial statements can be broken down into the following steps:
Step 1:  Prepare an analysis of net assets
The net assets of the controlled entity are allocated between those arising before acquisition and those arising subsequent to the acquisition or establishment of the municipal entity.  This is done to determine the municipality’s interest in the fair value of the net assets of the controlled entity.
Where a controlled entity is established by the municipality, there will be no pre-acquisition net assets; all net assets will be attributable to the post-acquisition period and the analysis will only be performed to determine the minority interest in the net assets of the controlled entity.

Similarly, where a controlled entity was established by the municipality and there are no other stakeholders in the entity, it will not be necessary to prepare an analysis of the net assets.

Example 7.1 – Preparing an analysis of net assets

Protea Metropolitan Municipality acquired the controlling interest in ABC (Pty) Ltd for R1 200 000 on 1 July 20x5.  ABC will deliver refuse removal services on behalf of the municipality.
The statement of financial position of ABC was presented as follows at 1 July 20x5:

	Assets
	

	Property, plant and equipment
	1 200 000

	Inventory
	600 000

	Cash and bank
	400 000

	
	

	Total assets
	2 200 000

	
	

	Net assets and liabilities
	

	Share capital
	800 000

	Accumulated surplus
	700 000

	Net assets
	1 500 000

	
	

	Liabilities
	

	Non-current liabilities
	500 000

	Current liabilities
	200 000

	
	

	Total net assets and liabilities
	2 200 000


Protea Metro considered the net assets acquired to be fairly valued at the acquisition date.  Assume ABC’s net surplus for the year ended 30 June 20x6 amounted to R300 000.  
To be able to determine the goodwill (if any)
 at the acquisition date and the minority interest in the controlled entity, the analysis of the net assets at the acquisition date was as follows:
	
	Total
	Protea Metro (80%)
	Minority interest (20%)

	At the acquisition date:
	
	At acquisition
	Since acquisition
	

	Share capital
	800 000
	640 000
	
	160 000

	Accumulated surplus
	700 000
	560 000
	
	140 000

	Fair value of net assets at 1 July 20x5
	1 500 000
	1 200 000
	
	300 000

	Investment made in ABC by Protea
	
	1 200 000
	
	

	Goodwill acquired
	
	-
	
	

	
	
	
	
	

	Since the acquisition date:
	
	
	
	

	S
urplus for the year
	300 000
	
	240 000
	60 000

	
	1 800 000
	
	240 000
	360 000


By analysing the net
 surplus of the controlled entity after the acquisition, it is possible to determine that the municipality’s interest in the net 
surplus for the year amounts to R240 000 (300 000 x 80%) and that the minority interest in the 
surplus amounts to R60 000.  At the end of this reporting period, the minority interest in the fair value of the net assets equals R360 000, representing 20%.

If Protea Metro acquired 100% of the interest in ABC, there would have been no minority interest and the total net surplus for the year would have been atributable 
to the municipality.

Step 2:  Preparing a consolidation worksheet

The consolidation worksheet is normally prepared by using an electronic spreadsheet to combine the trial balances of the entities within the economic entity in order to determine the consolidated net assets.  This is done as follows:
· Adding 100% of all elements of each controlled entity to that of the municipality on a line-by-line basis;

· Adjusting the aggregated column for balances and transactions between the entities within the group, as well as the minority interest.  These adjustments will be recorded by means of pro-forma journal entries; and
· Preparing consolidated financial statements

The purpose of pro-forma journal entries is to record the adjustments to the aggregated trial balances or separate financial statements 
of the entities that are necessary to prepare consolidated financial statements.  As there is no combined or consolidated general ledger for the economic entity, the pro-forma journal entries are not actually processed to any general ledger accounts.  These pro-forma journal entries need to be prepared every year.
Transactions and balances between the municipality and its controlled entities are also eliminated by using pro-forma journal entries.  For example, where the municipality has advanced funds to a controlled entity in the form of a loan, the general ledger of the municipality will include a non-current receivable, whereas the general ledger of the controlled entity will include a non-current liability.  These two balances need to be eliminated when consolidated financial statements are prepared in order to reflect only transactions and balances with third (external) parties.  However, these balances are not removed from the respective general ledgers, but are netted off during the consolidation process through a pro-forma journal entry.

The principles discussed above are best explained through an example:

Example 8.2 – Preparing a consolidation worksheet

In the example above, where Protea Metro acquired a 80% interest in ABC (Pty) Ltd for R1 200 000 at 1 July 20x5, the following summarised trial balances are presented at 30 June 20x6.

	
	Protea Metro
	ABC (Pty) Ltd

	Property, plant and equipment
	1 400 000
	1 700 000

	Investment in controlled entity
	1 200 000
	-

	Non-current receivables
	900 000
	

	Inventory
	1 450 000
	600 000

	Cash and bank
	950 000
	500 000

	Other current assets
	
	

	Share capital
	-
	(800 000)

	Capital replacement reserve
	(900 000)
	

	Accumulated surplus (1 July 2005)
	(2 000 000)
	(700 000)

	Non-current liabilities
	(2 100 000)
	(500 000)

	Current liabilities
	(500 000)
	(500 000)

	Revenue
	(1 400 000)
	(850 000)

	Expenses
	1 000 000
	550 000


Upon acquisition, Protea Metro advanced R500 000 as a loan to ABC for the acquisition of essential equipment for a period of 5 years. The loan carries interest at 10% per annum.  Interest received and paid is included as part of revenue and expenditure
Step 1:

The consolidation worksheet will be as follows:

	
	Protea

	ABC

	Aggregated TB’s
	Pro-forma journals ***
	Consolidated


	Property, plant and equipment
	1 400 000
	1 700 000
	3 100 000
	
	3 100 000

	Investment in controlled entity
	1 200 000
	-
	1 200 000
	(1 200 000)
	

	Non-current receivable
	900 000
	
	900 000
	(500 000)
	400 000

	Inventory
	1 450 000
	600 000
	2 050 000
	
	2 050 000

	Cash and bank
	950 000
	500 000
	1 450 000
	
	1 450 000

	Share capital
	-
	(800 000)
	(800 000)
	800 000
	

	Capital replacement reserve
	(900 000)
	-
	(900 000)
	
	(900 000)

	Accumulated surplus
	(2 400 000)
	(1 000 000)
	(3 400 000)
	*760 000
	**(2 640 000)

	Non-current liabilities
	(2 100 000)
	(500 000)
	(2 600 000)
	500 000
	(2 100 000)

	Current liabilities
	(500 000)
	(500 000)
	(1 000 000)
	
	(1 000 000)

	Minority interest
	-
	-
	-
	(360 000)
	(360 000)


	
	
	
	
	
	

	Included in the accumulated surplus:

	Revenue
	(1 400 000)
	(850 000)
	(2 250 000)
	50 000
	(2 200 000)

	Expenditure
	1 000 000
	550 000
	1 550 000
	(50 000)
	1 500 000



*
Accumulated surplus upon acquisition of R700 000 plus minority interest in surplus for year (300 000 x 20%)
**
Protea opening accumulated surplus (R2 000 000) plus Protea surplus for year (R400 000) plus municipality’s share of controlled entity surplus for year (R300 000 x 80%)
***
Pro-forma journals

Step 2:

The following pro-forma journal entry will eliminate the share capital and accumulated surplus of the controlled entity against the investment by the municipality and allocate the minority interest in the controlled entity at the date of acquisition (refer to example 8.1 above)
	
	Debit
	Credit

	Share capital (ABC)
	800 000
	

	Accumulated surplus (ABC)
	760 000
	

	Investment in controlled entity (Protea)
	
	1 200 000

	Minority interest
	
	360 000



The non-current liability in the controlled entity is netted off against the non-current receivable of the municipality to reflect a zero balance in the consolidated statement of financial position

	
	Debit
	Credit

	Non-current liability (ABC)
	500 000
	

	Non-current receivable (Protea)
	
	500 000


Similarly, the interest paid by ABC to Protea has to be eliminated from the statement of financial performance on consolidation by m
eans of the following journal entry:

	
	Debit
	Credit

	Revenue (Protea)
 – interest received
	50 000
	

	Expenditure (ABC)
 – interest paid
	
	50 000



Step 3:  Prepare consolidated financial statements
As with the separate financial statements of the municipality, the consolidated financial statements consist of the following five components – 

a) Statement of financial position

The consolidated statement of financial position combines the information in the separate statements of financial position of the municipality and all its controlled entities and should include, as a separate line item as part of net assets, the minority interest in the controlled entities.

Assets and liabilities of the municipality and controlled entities should not be netted off.  For example, if the municipality has a favourable bank balance whilst the controlled entity has a bank overdraft, these two accounts should not be netted off.  
The consolidated statement of financial position should appropriately disclose the individual balances.

b) Statement of financial performance
The consolidated statement of financial performance combines the information included in the separate statements of the municipality and controlled entities.  All items include 100% of the controlled entity and municipality after eliminating inter-group transactions.

The surplus for the year should be allocated between the surplus attributable to the municipality and the amount attributable to the minority interest.  This allocation is indicated on the face of the statement of financial performance.

c) Statement of changes in net assets
The consolidated statement of changes in net assets is divided in two sections – net assets attributable to the municipality and net assets attributable to the minority interest.  As with the separate financial statements, the net assets attributable to the municipality are analysed into the different types of net assets.

d) Cash flow statement, and
The cash flows of the group as a whole is presented in the consolidated cash flow statement by applying the same principles as for the separate cash flow statement of the municipality (refer to chapter on cash flow statements for additional guidance).
e) Notes to the consolidated financial statements

Information that is significant and/or relevant to the consolidated financial statements should be disclosed by way of a note to the consolidated financial statements.
Example 7.3 – Preparing consolidated financial statements
Based on the information used in the previous examples, the consolidated statement of financial position and statement of financial performance are prepared as follows – 

Consolidated statement of financial position as at 30 June 20x6:
	
	Consolidated
	Protea Metro

	Assets
	
	

	Non-current assets
	
	

	Property, plant and equipment
	3 100 000
	1 400 000

	Non-current receivable
	400 000
	900 000

	Investment in controlled entity
	
	1 200 000

	
	
	

	Current assets
	
	

	Inventory
	2 050 000
	1 450 000

	Cash and bank
	1 450 000
	950 000

	
	
	

	Total assets
	7 000 000
	5 900 000

	
	
	

	Net assets and liabilities
	
	

	Net assets
	
	

	Capital replacement reserve
	900 000
	900 000

	Accumulated surplus
	2 640 000
	2 400 000

	Minority interest
	360 000
	-

	
	
	

	Non-current liabilities
	2 100 000
	2 100 000

	
	
	

	Current liabilities
	1 000 000
	500 000

	
	
	

	Total net assets and liabilities
	7 000 000
	5 900 000


Consolidated statement of financial performance for the year ended 30 June 20x6

	
	Consolidated
	Protea Metro

	Revenue
	2 200 000

	1 400 000

	
	
	

	Expenditure
	(1 500 000)

	(1 000 000)

	
	
	

	Net surplus for the year
	700 000
	400 000

	
	
	

	Attributable to - 
	
	

	The parent municipality *
	640 000
	

	Minority interest **
	60 000
	


*
Municipality surplus of R400 000 plus R240 000 (80% x 300 000) of the controlled entity

**
20% of the surplus of the controlled entity (refer to example 8.1)

Consolidated statement of changes in net assets for the year ended 30 June 20x6

	
	Attributable to parent municipality
	Attributable to minority interest
	Total

	
	Capital replacement reserve
	Accumulated surplus
	
	

	Balance as at 1 July 20x5
	900 000
	2 000 000
	300 000
	2 900 000

	Surplus for the year
	-
	640 000
	60 000
	700 000

	
	
	
	
	

	Balance as at 30 June 20x6
	900 000
	2 640 000
	360 000
	3 900 000


3.3 Disclosure
a) Notes to the consolidated financial statements

The notes to the consolidated financial statements should include a list of all significant controlled entities, including their names, proportion of ownership interest and the proportion of voting power held as well as reasons why a controlled entity has not been consolidated.
b)
In the municipality’s separate financial statements

The municipality’s separate financial statements should disclose the method used to account for controlled entities, as well as any distributions received from its controlled entities.  Gains or losses on the disposal of interests in controlled entities and fees charged for the administration of controlled entities should also be disclosed in the financial statements.

4. Accounting for joint ventures

In general, three types of joint ventures are identified and each type will be discussed in the following paragraphs, namely jointly controlled assets, jointly controlled operations and jointly controlled entities.  It should be noted that in all these different types of joint ventures, the main characteristics of a joint venture are present– a binding arrangement which establishe
s joint control.
In order to ensure consistency with the accounting treatment of jointly controlled operations, assets and entities, it is necessary to incorporate the assets, liabilities, revenue 
and expenses of the joint venture using the uniform accounting policies.
4.1
Jointly controlled assets
In the case of the jointly controlled asset, no separate entity is established however a separate bank account may be opened in the name of the joint venture.  Revenue and expenses
 attributable to the jointly controlled assets are apportioned to the venturers according to the binding arrangement.  An example of a jointly controlled asset is when two or more municipalities (and/or organs of state) have joint control over a property and each entity (venturer) shares in the rental received and contributes to the expenses incurred.
Each venturer recognises its share of the jointly controlled asset.  It also recognises its share of jointly incurred liabilities as well as liabilities incurred to finance its share of the jointly controlled asset.  Each venturer also recognises its share of revenue received and expenses incurred in relation to the joint venture in separate annual financial statements.

4.2
Jointly controlled operations

This type of joint venture involves the use of assets and other resources of the venturers and also does not involve the establishment of a separate entity.  Each venturer uses its own assets and incurs its own expense and liabilities and can even carry out the activities of the joint venture parallel to its own activities.  Each venturer bears its own costs and revenue is allocated between them in accordance with the binding arrangement.  An example of a jointly controlled operation is when two or more municipalities combine their expertise and resources to jointly deliver a service.  
Separate accounting records are not required 
of the jointly controlled operations and each venturer recognises the assets that it controls and the liabilities and expenses it incurred, as well as its portion of the revenue generated by the jointly controlled operation.

In respect of its interests in jointly controlled operations, a venturer shall recognise in its separate financial statements and consequently in its consolidated financial statements:

· the assets that it controls and the liabilities that it incurs, and

· the expenses that it incurs and its share of the revenue that it earns from the sale or provision of goods or services by the joint venture.

4.3
Jointly controlled entities

This is 
the only type of joint venture which involves the establishment of a separate entity in which each venturer has an interest.  The entity operated in the same way as other entities, except that a contractual arrangement 
between the venturers establishes joint control over the economic activity or service potential.  The jointly controlled entity operates in its own name and controls its own assets, liabilities, revenue and expenses and as opposed to the other types of joint ventures, separate accounting records are kept for the entity.
Each venturer to a jointly controlled entity contributes resources in exchange for a share in the results of the joint venture.  
4.4
Accounting for jointly controlled entities in the separate financial statements

GAMAP 8 contains no specific provisions for the accounting of a jointly controlled entity in the separate financial statements of a venturer. However, one can apply the hierarchy established by GRAP 3 and consult other accounting standards such as Standards of Generally Accepted Accounting Practice (GAAP).  
The proposed standard of GRAP dealing with interests in joint ventures determines that such an interest should be accounted for either at the cost or fair value of the investment
 in terms of AC 133.
4.5
Accounting for jointly controlled entities in the consolidated financial statements

An investment in an entity that is jointly controlled by the investors is included in the consolidated financial statements by applying the proportionate consolidation method.
  

This implies that only the municipality’s share of the assets, liabilities, revenue and expenses of the joint venture is included in the consolidated financial statements.  For example, if a municipality has joint control of an entity and holds a 50% interest, 50% of the carrying value of each asset, liability, revenue and expense of the joint venture is included in the consolidated financial statements.  

The method of proportionate consolidation is applied as soon as the municipality obtains joint control in a jointly controlled entity and most of procedures that are applied to the consolidation of a controlled entity, will apply here.  Proportionate consolidation only relates to the consolidated financial statements, therefore if a municipality does not prepare consolidated financial statements because it has no controlled entities, the interest in a jointly controlled entity is only accounted for in the financial statements of the municipality as discussed in the previous
 but one paragraph.
As opposed to accounting for controlled entities, there is no minority interest when proportionately consolidating a joint venture.
Transactions between the municipality and joint venture are accounted for as follows:

· Only that portion of gains on the sale of assets to the joint venture, that are attributable to the other venturers, are recognised;

· Losses 
incurred on sales transactions that took place under normal business conditions, are recognised in full;

· Loans made to the joint venture are included in the consolidated financial statements only to the extent of the other venturers’ portion of the loan.  Interest received on such a loan is recognised on the same basis.
A venturer should discontinue the application of proportionate consolidation from the date that it ceases to have joint control over an entity.

Example 7.4 – Proportionate consolidation

Assume that Protea Metro Municipality has a 30% stake in the equity of XYZ (Pty) Ltd since the incorporation of the latter.  XYZ (Pty) Ltd is classified as a jointly controlled entity.  The first column represents the financial statements of Protea Metro and its controlled entities, excluding the results of XYZ.
	Statement of financial performance

	
	Protea and controlled entities

(1)
	XYZ 
	30% of XYZ
(2)
	Proportionate consolidation
(1) + (2)

	Revenue
	4 000
	1 600
	480
	4 480

	
	
	
	
	

	Expenses
	(2 200)
	(1 500)
	(450)
	(2 650)

	
	
	
	
	

	Net surplus for the year
	1 800
	100
	30
	1 830


	Statement of changes in net assets

	
	Protea and controlled entities

(1)
	XYZ 
	30% of XYZ

(2)
	Proportionate consolidation

(1) + (2)

	Accumulated surplus
	
	
	
	

	Opening balance
	750
	220
	66
	816

	Surplus for the year
	1 800
	100
	30
	1 830

	Closing balance
	2 550
	320
	96
	2 646

	
	
	
	
	


	Statement of financial position

	
	Protea and controlled entities

(1)
	XYZ 
	30% of XYZ

(2)
	Proportionate consolidation

(1) + (2)

	Assets
	
	
	
	

	Non-current assets
	
	
	
	

	Property, plant and equipment
	2 380
	690
	207
	2 587

	Investment in XYZ
	120
	-
	

	120

	Current assets
	4 470
	1980
	594
	5 064

	
	
	
	
	

	Total assets
	6 970
	2 670
	801
	7 651


	
	Protea and controlled entities

(1)
	XYZ 
	30% of XYZ

(2)
	Proportionate consolidation

(1) + (2)

	
	
	
	
	

	Net assets and liabilities
	
	
	
	

	Net assets
	
	
	
	

	Share capital
	-
	400
	120

	120

	Accumulated surplus
	2 250
	320
	96
	2 346

	Minority interest
	130
	-
	
	130

	
	
	
	
	

	Non-current liabilities
	1700
	910
	273
	1 973

	
	
	
	
	

	Current liabilities
	2 890
	1 040
	312
	3 202

	
	
	
	
	

	Total net assets and liabilities
	6 970
	2 670
	801
	7 651


4.6
Disclosure

There are two alternative reporting formats for proportionate consolidated financial statements - the line-by-line basis and the separate line basis.  The line-by-line basis includes the proportionate share of the assets, liabilities, revenue and expenses with the appropriate line items in the financial statements, where as the separate line basis shows the major categories of elements of the joint venture as separate line items in the financial statements.

Example 7.5 – Disclosure of joint ventures

The previous example of Protea Metro that was used to demonstrate the proportionate consolidation method is used again to compare the line-by-line method to the separate line method in the statement of financial position.
	Statement of financial position

	
	Line-by-line basis
	Separate line basis

	Assets
	
	

	Non-current assets
	
	

	Property, plant and equipment
	2 587
	2 380

	Property plant and equipment of joint venture
	
	207

	Current assets
	5 064
	4 470

	Current assets of joint venture
	
	594

	
	
	

	Total assets
	7 651
	7 651

	
	
	

	Net assets and liabilities
	
	

	Net assets
	
	

	Accumulated surplus
	2 346
	2 346

	Minority interest
	130
	130

	
	
	

	Non-current liabilities
	1 973
	1 700

	Non-current liabilities of joint venture
	
	273

	
	
	

	Current liabilities
	3 202
	2 890

	Current liabilities of joint venture
	
	312

	
	
	

	Total net assets and liabilities
	7 651
	7 651


The notes to the financial statements should disclose the following regarding joint ventures:
· A description of significant joint ventures and the proportion of interest held 

· Any contingent liabilities that arose as a result of the municipality’s interest in a joint venture or the operations of the joint venture;

· A brief description of any contingent assets that arose as a result of the joint venture; and
· Any capital commitments relating to the joint venture should be disclosed 
separate from other commitments.
5. Associates

5.1 Accounting for associates

When a municipality has controlled entities and prepares consolidated financial statements, it will account for its investments in associates using the equity method described below.  However, in the municipality’s own financial statements, an investment in an associate can be accounted for by using either the equity or cost method.

As with controlled entities, the cost method entails carrying the investment made in an associate at cost and recognising revenue only to the extent that dividends are received from accumulated surpluses generated subsequent to the acquisition date.  Any other distributions received are recorded as a recovery of the investment.
Under the equity method, the investment made in an associate is initially recognised at cost and increased or decreased to recognise the municipality’s share of the accumulated surplus or deficit generated subsequent to its acquisition.  Any dividends received are regarded as a recovery of the investment and the carrying amount thereof reduced.
A municipality should discontinue the use of the equity method from the date that it ceases to exercise significant influence over another entity or the associate starts to operate under server long-term restrictions that impair its ability to transfer funds or other non-financial benefits to the municipality.

The difference between the two methods is best demonstrated by way of an example:
Example 8.6  Cost vs. equity accounting

Protea Metropolitan Municipality acquired 25% in Kalahari (Pty) Ltd for R132 000, when the accumulated surplus was R200 000.  Assume Kalahari is classified as an associate of Protea and at the end of the current financial year, Kalahari’s accumulated surplus amounted to R280 000.  If Kalahari declares a dividend of R100 000, Protea receives R25 000 in cash (100 000 x 25%).  

Cost method:

The dividend declared from the accumulated surplus generated after the acquisition date ((R280 000 – R200 000) x 25% = R20 000) is recognised as revenue.
  
  The following journal entry will be recorded:

	
	Debit
	Credit

	Cash
	25 000
	

	Revenue  dividends received
	
	20 000

	Investment in Kalahari
	
	5 000


In Protea’s financial statements, the investment in Kalahari will be recorded as follows:
	
	

	Assets
	

	Non-current assets
	

	Investment in associate (132 000 – 5 000)
	127 000


Equity method:

The carrying amount of the investment (R132 000) is increased with Protea’s share of post-acquisition accumulated surpluses (25% x 80 000), being R20 000.  On the other hand, the carrying value of the investment, being R152 000 (R132 000 + 20 000) is reduced with the R25 000 dividends received.  The following journal entries are required:
	
	Debit
	Credit

	Investment in associate
	20 000
	

	Revenue from associate
	
	20 000

	
	
	

	Cash
	25 000
	

	Investment in associate
	
	25 000


The investment in Kalahari amounts to R127 000 (R132 000 +20 000 – 25 000).

When an associate has incurred losses, the investment in the associate can be reduced to nil and the use of the equity method ceased.  Should the associate subsequently generate surpluses, the losses that have not been recognised will first be recovered before the use of the equity method is resumed.
Where there is a difference in reporting dates, the associate can prepare financial statements on the same date as the municipality just for purposes of applying the equity method.  However where this is not practical, financial statements prepared on different reporting dates may be used if adjustments are made for significant transactions or events occurring between the two reporting dates.  Similarly, where a municipality and its associate are not applying the same accounting policies to similar transactions, appropriate adjustments should be made to the financial statements of associates.  In situations where it is impractical to make such adjustments, the fact should be disclosed.
5.2
Disclosure

a)
Notes to the financial statements

The notes to the financial statements should provide a description of significant associates including the ownership interest held.  
The carrying amount of each investment in an associate along with summarised financial information of each associate, loans made to or from the associate, as well as the municipality’s share of post-acquisition accumulated surplus should also be provided in the notes to the financial statements.

Where an investment in an associate represents a listed investment, the notes should disclose the market value of the investment.
Summarised financial information in regard to assets, liabilities and the results of operation of significant associated presented individually or in aggregate.
b) Accounting policy

The accounting policy relating to investments in associates should state the method use to account for such investments.

c)
Statement of financial performance

Any distributions received from an associate, as well as gains or losses on the disposal of an 
associate (or part thereof) should be disclosed as a separate line-item in the statement of financial performance, net of tax (where applicable).

d)
Statement of financial position
Investments in associated accounted for using the equity method shall be classified as non-current assets and disclosed as a separate item in the statement of financial position.  The investor’s share of the surpluses or deficits’ of such investments should be disclosed as a separate item in the statement of financial performance.  


















































































































� Municipal entities will be excluded – must ownership control.  This not


� Minority interest is that portion of the surplus or deficit and of net assets of a controlled entity attributable to interests tat is not owed, directly or indirectly through controlled entities, by the controlling entity.


� GRAP 8 requires the investment in a jointly controlled entity to be included in the consolidated financial statements using either the proportionate consolidation or equity method.





�Control


[JSB – changed]


�not correct – significant influence


[JSB – changed]


�guidance on what


[JSB – reference deleted]


�clarify.  There is inconsistent terminology used between entity, controlled entity and municipal entity.


[JSB – terminology clarified]


�Clarify


[JSB – changed the wording.  The concepts are explained in the preceding paragraphs]


�What about normal investments?


[JSB – explanation added?]


�Define


[JSB – associate has been defined in the first paragraph?]


�Explain


[JSB – changed or expanded]


�Legal interpretation


[JSB – added municipal entity as per the systems act?]


�Change to sole of effective control


[JSB – changed]


�Plural


[JSB – changed]


�stress the and 


[JSB – changed]


�Clarify – see GAMAP and explain (under GRAP won’t be understood)


[JSB – added]


�Contradicts heading


[JSB – heading changed]


�Define


[JSB – attempted]


�Change to “similar”


[JSB – changed]


�uncertain as to what is being said.  


[JSB – deleted]


�Singular


[JSB – deleted]


�change to “does”


[JSB – deleted]


�I would like to see a distinction between an entity, operation and an asset.  Although you do not have to explain in detail the differences, it does provide a linkage to GAMAP 8.


[JSB – paragraphs included to this extent]


�Change to “to”


[JSB – done]


�Legal matter – wont be a municipal entity in such instance


[JSB – footnote included]


�It will not be a municipal entity in such instance.


[JSB - footnote


�Up to 50%


[JSB – changed]


�Xx to be removed


[JSB – noted imported picture – changed still to be made]


�Will the power to control and the power to benefit apply to a Joint Venture?  


[JSB – imported picture]


�Jeanine (IPFA) concern over no of the power to benefit – not too sure why she has a concern


[JSB - ??]


�Put similar footnote for other GRAP 6 requirements.  I would not like to see references to GRAP 6 – rather introduce GRAP 6 when GRAP 6 is prescribed.


[JSB – footnote deleted]


�Does this apply to the cost method or to the equity method?


[JSB – Introduction paragraph changed]


�Plural


[JSB – changed]


�List the exclusions.  I though would not like references made to GRAP 6 as I think that it confuses readers.  Rather focus on GAMAP 6.  When GRAP 6 is introduced and the handbook is amended, then introduce GRAP 6


[JSB footnote deleted and exclusions listed]


�Combine with other accounting policies referred to in paragraph above otherwise there is duplication


[JSB Sentence moved]


�Duplication of comment above.


[JSB – deleted]


�Charges?  It is not only charges but revenue, transfers of assets, inter-company balances, etc


[JSB – changed]


�Change to “they”


[JSB –changed]


�Make reference to Example 8.1


[JSB – changed]


�Satisfies


[JSB – changed]


�And control


[JSB – changed]


�But surely this is what the net assets will be?


[JSB - 


�Is this correct?


[JSB – deleted]


�Not authoritative


[JSB –deleted]


�What is a minority interest?


[JSB – added refer to footnote]


�Add “of the municipality”


[JSB – added]


�Inconsistent terminology


[JSB – changed]


�Why not.  What happens if there are dividend distributions or other changes that impact on the investment made in the controlled entity.





�But you have not explained this in the example?


�Delete


[JSB – changed]


�Delete


[JSB –changed]


�Delete


[JSB – changed]


�Delete


[JSB – changed]


�Attributable or distributable?


[JSB – changed]


�Or separate annual financial statements


[JSB – changed]


�Your commentary is a step by step process.  Your example should show the step by step process as well.


�This is too complicated.  If I had never done a consolidation before, I would not be any the wiser after studying this.  Break it down, reference to the journal entries and show the inter-company transactions


�See comment below regarding R900 000 that is shown twice.


�There are 3 amounts of R500 000.  In an example scenario, do not use the same number more than once otherwise you confuse readers.


�Doesn’t balance – out by R60 000 credit


[JSB – changed]


�Difference?


[JSB – changed]


�Cant tie up to what is shown above


[JSB – changed]


�Your proforma journal entries do not support all the amounts in the respective comment above.





�See above


[JSB – changed]


�On consolidation


[JSB – changed]


�Add “Interest Received”


[JSB – changed]


�Add “interest paid”


[JSB – changed]


�R500 000 x 10% is R50 000, not R5 000


[JSB – changed]


�Change to “off”


[JSB – changed]


�See comment below.


[JSB – changed]


�Remember that interest has not been calculated correctly


[JSB – changed]


�Change to establishes


[JSB – changed]


�Change to revenue


[JSB – changed]


�Attributable to the jointly controlled assets


[JSB – changed]


�In its separate annual financial statements or must consolidated annual financial statements be prepared?


[JSB – changed]


�Do consolidated annual financial statements have to be prepared?


�Add of the jointly controlled operations


[JSB – added]


�This implies that only revenue is apportioned.  What happens if a venturer incurs more than its “share of expenses”.  Are these apportioned to the other venturer?


[JSB – refer to paragraph included]


�Change to “is the”


[JSB – changed]


�But surely a contractual arrangement is evident on a jointly controlled asset and jointly controlled operation?


[JSB -  wording changed]


�(in terms of Ac 133)


[JSB – added]


�Footnote contains grammer errors


[JSB – changed]


�Insert “but one”


??


�Spelling


[JSB – changed]


�Why don’t you include a transaction between them?


�This does not equal (1) + (2)


[JSB changed]


�The total does not equal (1) + (2)


[JSB – changed]


�Which method have you used in your example.  Show a short illustration of the other method.


�Disclosed


[JSB – changed]


�In GRAP it is cost or AC133


�Revenue


[JSB – changed]


�Exclude as clouds principles of what examples.


[JSB – changed]


�What about summary of assets and liabilities?


�What about Statement of Financial Position


[JSB – added]


�Grammar


[JSB – changed]
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