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1.
Introduction
The objective of this chapter is to provide users with summary of the basis of preparation of the annual financial statements for the year ended 30 June 2007. The chapter has as its source the following:

· Municipal Finance Management Act, Act 56 of 2003 (MFMA) Circular 44 issued by National Treasury on 25 July 2007;

· Gazette No 30013, dated 29 June 2007 (Notice No. 522);

· Basis for preparation for the annual financial statements of municipalities and municipal entities issued by the Office of Accountant General in June 2007; and

· Application of accounting standards issued by the Office of the Accountant General in July 2007

The abovementioned documents should not be read in isolation but as a whole and with reference to MFMA Circular 18 dated 23 June 2005 and MFMA Circular 36 dated 11 July 2006.
It is of critical importance that municipalities do not forget to address the internal control implications of implementing a new financial reporting framework. Systems of internal control will need to be revised in order to support compliance with the various accounting standards and to ensure the relevance, reliability, accuracy, and timeliness of financial information. The extent of these revisions must not be underestimated.
2.
Exemptions granted by Gazette 30013
As a starting point it is appropriate to indicate that the phase in period for the application of accounting standards to the annual financial statements has been extended as follows:
	Municipal Capacity
	Preparation of consolidated annual financial statements 
MFMA section 122(2)

Applies to:
	Preparation of financial statements in terms of generally recognised accounting practice (GRAP)

MFMA section 122(3)

Applies to:


	High Capacity Municipalities
	2008/09 financial year
	2008/09 financial year

	Medium Capacity Municipalities
	2008/09 financial year
	2008/09 financial year

	Low Capacity Municipalities
	2009/10 financial year
	2009/10 financial year

	Municipal Entities
	No exemption 
	2009/10 financial year


3.
Impact of exemptions on the preparation and submission of annual financial statements

The basis for preparation for the annual financial statements of municipalities and municipal entities issued by the Office of Accountant General in June 2007 provides example “Basis of preparation” paragraphs for inclusion in the accounting policies of municipalities and municipal entities in respect of the financial years covered by the exemptions available in terms of Gazette 30013. Examples are provided to cover both situations where advantage has been taken of the available exemptions and where the exemptions have not been taken. When preparing financial statements municipalities and municipal entities should refer to this document in conjunction with those referred to above.

Where a municipality fully complies with the Gazette 30013, the municipality need not prepare consolidated financial statements. In this case the municipality is required to submit the annual financial statements of all its entities, associates, and joint ventures as annexures to the municipal annual financial statements in the annual report of the municipality to oversight bodies.
Taking advantage of this exemption means that a municipality need not fully comply with GAMAP 6 (Consolidated financial statements and accounting for

Controlled entities), 7 (Accounting for investments in associates), and 8 (Financial reporting of interests in joint ventures). However, certain paragraphs in these standards have not been exempted and must be applied. These paragraphs are:

· GAMAP 6 - paragraphs 38, 40 and 43(c)

· GAMAP 7 - paragraphs 18, 31(b) and 31(c)

· GAMAP 8 - paragraph 40 and 44

When applying the equity method in this context a municipality must refer to GAMAP 7 paragraphs 21 – 28. It should be noted that GAMAP 8, paragraph 40, does not indicate a preference for how to account for an interest in a joint venture. The options available to municipalities applying paragraph 40 of GAMAP 8 are costs or as an investment in terms of IAS 39 (AC 133).
If a municipality does not take advantage of this exemption and chooses to prepare and publish consolidated annual financial statements for the 2006/07 or 2007/08 financial years it may do so provided that the deviation conditions in the gazette have been met. In such instances all provisions within GAMAP 6, 7 and 8 apply.

If a municipality elects to fully comply with MFMA section 122(3), i.e. does not take advantage of the exemptions available, it should comply with the standards listed in annexure A to the Application of accounting standards document issued by the Office of the Accountant General in July 2007. These are listed in annexure B to this chapter.
3.1
High capacity municipalities

High capacity municipalities are expected to either:

(a)
take advantage of the total exemptions granted in the annexure (attached as annexure A to this chapter) to Gazette 30013 provided that all conditions specified in regulation 2(3) of the Gazette have been met; or

(b)
fully comply with the 2005/06 reporting requirements (i.e. apply all the effective GRAP, GAMAP and SA GAAP standards including any interpretations thereof and relevant circulars issued by the Accounting Practices Board and SAICA);

In instances where municipalities deviate from the exemptions and are in the process of implementing the standards that are being exempted, the municipality may request approval from the relevant treasury to continue with implementation of the selected standards. It is important to mention that in exercising this option it may result in a different type of audit opinion. A municipality should therefore ensure that the consequences of an opinion, other than fair presentation, on the users to the financial statements are considered prior to application for deviation.

If any of the exemptions in the annexure to the Gazette are not applicable due to the

Municipality or entity not having any transactions affected by the standards, then a deviation request for that standard is not necessary. For example, if a municipality is not involved in any contracting activities that fall within the scope of IAS 11 (AC 109), the municipality will not use the exemption and will not need to apply for any deviation.

3.2
Medium and low capacity municipalities

Medium and low capacity municipalities are expected to present their annual financial statements in the same format and using the same standards as produced during the 2005/06 financial year.

Gazette 30013 provides for a deviation from the 2005/06 standards to the extent that municipalities have progressed in implementing the standards as originally  envisaged, the municipality may deviate fully or partially from implementing the selected standards. The partial deviation should be limited to standards as contained in the annexure to the Gazette.

The municipality may request approval from the relevant treasury to continue with implementation of the selected standards. Any approval for deviation will be co-signed by the National Treasury. It is important to mention that in exercising this option it may result in a different type of audit opinion. A municipality should therefore ensure that the consequences of an opinion, other than fair presentation, on the users to the financial statements are considered prior to application for deviation.

If a municipality had adopted the GRAP/GAMAP/SA GAAP standards in preparation of its 2005/06 financial statements, this will not be viewed as a deviation from the exemption if the municipality continues to apply the same standards for the 2006/07 financial year and for the future financial years. Municipalities are encouraged to continue with the application of these accounting standards and should not regress to the IFMO formats. 

3.3
Municipal entities

Municipal entities are required to continue applying the reporting framework used for the preparation of the 2005/06 annual financial statements but will have to comply with any new GRAP standards prescribed in terms of section 91 of the PFMA.

There are no new GRAP standards applicable for the 2006/07 and 2007/08 financial years.

Notice will be provided should any new standards be required for implementation.

Early implementation of any GRAP standard that has not been prescribed in a government gazette is seen as a deviation from the exemption and must be dealt with accordingly.

4.
Process for applying for deviation and submission of implementation plans

The process to be adopted by municipalities and entities for the application for a deviation is as follows.
The contents of the application for deviation must contain:

(a) The specific paragraph of a standard;

(b) Clearly state whether it is partial or a full deviation being requested;

(c) Briefly provide a motivation for the deviation, including the standards used for 2005/06 financial year;

(d) The application to be signed by the Chief Finance Officer; and

(e) The date that the deviation request and reasons for deviation will be tabled in Council

A municipality or municipal entity must apply for any deviations by 31 July 2007 for the 2006/07 financial year in order to meet the strict timelines for confirmation in writing of approvals. This will include engagements with the provincial treasury to support the application. The deadline for finalising the request which includes the co-signature of the National Treasury is 15 August 2007. Kindly ensure that this is adhered to.
For future years, it is also important to note that early submission of requests for deviations to facilitate audit planning is necessary. This will assist the auditors in planning for the audit of the municipality or municipal entity.
Each municipality or municipal entity that has deviated from the exemptions or that has applied the exemptions must prepare a detailed implementation plan setting out its intended and actual progress towards complying with the exemptions or deviations. The deadlines for submission of progress reports on implementation are 30 October 2007 and 31 March 2008. The format of the implementation plan is annexed to MFMA Circular 44 as annexure A (for high capacity municipalities) and annexure B (medium and low capacity municipalities).
5.
Application of accounting standards with respect to the exemptions granted in the Annexure to Gazette 30013

In addition to Annexure A to Gazette 30013 (attached as Annexure A), reference should be made to the Application of accounting standards document issued by the Office of the Accountant General in July 2007 where detailed examples and illustrative disclosures are set out. For the purposes of this chapter the significant issues have been summarised effecting the preparation of financial statements for the year ended 30 June 2007.

The following paragraphs serve to provide a highlight aspects of the explanation of the exemptions granted in the Annexure to Gazette 30013 and the interim accounting requirements.

5.1
GRAP 3 – Accounting policies, changes in accounting estimates and errors
A municipality will have to include two accounting policies in the notes to the annual financial statements where an exemption has been applied.  The municipality will have to include the wording of the accounting policy that was used to derive the comparative figures (2005/06) as well as the accounting policy used for the current financial year (2006/07).  

Secondly, the municipality will have to include the disclosures relating to the 2005/06 and 2006/07 accounting policies in the notes to the annual financial statements. 

The International Audit Standard (ISA) on opening balances, ISA 510 states that if an entity had a modified audit opinion in the prior year and the entity has not addressed root cause of the modification in the current year the entity may be faced with the same audit opinion.  To address this issue, the following principle has been established:

(a) If the municipality received a qualification in the 2005/06 financial year for not complying with a standard or aspect within a standard (at all) and the standard or aspect within the standard has now been exempt, the municipality should amend its 2005/06 accounting policy to reflect the fact that it did not comply with the standard or aspect within the standard; or

(b) If a municipality attempted to comply with a standard or aspect within a standard that has now been exempt but was qualified, no amendment to the 2005/06 accounting policy is required.  The 2006/07 accounting policy should state that the policy has been amended to be in line with the exemption.

In both instances the municipality need not amend the 2005/06 comparatives but must include the information as presented in the 2005/06 annual financial statements.  

5.2
GAMAP 17 – Property, plant and equipment (including IAS 36/AC 128 – Impairment of assets)
No exemptions were granted for the recognition and measurement of assets as the transitional provisions in GAMAP 17 were still in effect.  The transitional provisions relate to the initial recognition and measurement of property, plant and equipment (PPE), meaning that a municipality has three years to identify, measure and recognise its PPE in its annual financial statements.  Once an asset is recognised and disclosed in the annual financial statements all provisions within the standard apply to the asset thereafter. The transitional provisions do not relate to any subsequent measurement and disclosure requirements.

Exemptions have however been granted for some subsequent measurement requirements in the standard. 

5.3
GAMAP 12 – Inventories
If a municipality has already recognised items such as residential houses as inventory in 2005/06 it should not reclassify these items as property, plant and equipment unless it does not meet the definition of inventory.  The municipality should continue to account for the items as inventory in accordance with GAMAP 12.  This is not a deviation from the exemption.

The exemption is granted where the municipality is uncertain as to the appropriate classification of assets that were not previously recognised in the annual financial statements or where they were inappropriately classified as PPE in the 2005/06 financial statements.

5.4
IAS 40 (AC 135) - Investment property
The municipality takes advantage of this exemption when it has included an asset in its asset register and has recognised the item as property, plant and equipment but the municipality is uncertain as to whether it should rather be recognised as investment property.  Some municipalities have spent most of its resources identifying the assets that it owns and determining a value based on historical records or other methods and has not completed the process of identifying which of these assets are investment properties in terms of the definition in IAS 40 (AC 135).

In such instances, the municipality is exempted from IAS 40 (AC 135) and should continue to recognise the asset as PPE with a discussion in the note to PPE indicating that PPE may contain items that meet the definition of investment property.

If the municipality has identified its investment property and recognizes the property in terms of the requirements of IAS 40 (AC 135) it is not seen as a deviation from the exemption.       

5.5
IAS 38 (AC 129) - Intangible assets
It is important to note that a municipality may not de-recgonise any intangible assets that were previously recognised in the annual financial statements of a municipality.  The municipality must continue to apply the standard in respect of these items provided that they continue to meet the definition of an intangible asset in terms of IAS 38 (AC 129). However, the impairment exemption applies to any recognised intangible assets.

This exemption applies to items not previously recognised but should have been accounted for as intangible assets.  The municipality has been granted extra time to identify, recognise and measure these items for inclusion in the 2008/09 financial statements.  

In addition, the standard only applies software and website costs incurred during the exemption period provided that the criteria for capitalisation or recognition as an intangible asset have been met.

5.6
IAS 19 (AC 116) – Employee benefits
Where a municipality did not recognise any defined benefit obligation nor any plan assets in its 2005/06 annual financial statements the municipality need only amend the accounting policy stating that the plan is accounted for as a defined contribution plan.  The municipality should disclose the contributions made to the scheme in the notes to the annual financial statements for the 2006/07 financial year.  If possible the municipality should indicate the amount that was contributed during 2005/06.

If the municipality recognised a defined benefit obligation and any plan assets in its annual financial statements, the municipality must include the amount and the disclosures as comparatives in the 2006/07 financial year.  The figures for 2006/07 will be limited to the contributions to the scheme.

5.7
IFRS 5 (AC 142) – Non-current assets held for sale and discontinued operations
A municipality must account for any discontinued operations that took place during 2006/07 in accordance with this standard.

5.8
IAS 14 (AC 115) – Segment reporting and IFRS 8 (AC 145) – operating segments
These standards are not appropriate for the public sector and should therefore not be applied by municipalities for financial reporting purposes.

5.9
IAS 11 (AC 109) – Construction contracts
This standard was exempted as it would probably not be relevant at a municipal sphere.  

5.10
IFRS 3 (AC 140) – Business combinations
This standard was exempted as it does not appropriately deal with similar arrangements in the public sector.   

5.11
IAS 20 (AC 134) – Accounting for government grants and disclosure of government assistance
Where a municipality receives a non-monetary asset as a government grant, if should account for the asset in terms of GAMAP 17 paragraph 25 or GAMAP 12 paragraph 8.  The credit leg of this transaction should recognised in accordance with paragraph 26 of IAS 20/AC 134 unless the municipality has created a government grant or donations and public contributions reserve. 
6.
ADDITIONAL DISCLOSURES TO BE INCLUDED IN THE ANNUAL FINANCIAL STATEMENTS 
The Gazette includes a list of additional disclosures to be included in the annual financial statements of a municipality where the exemptions have been applied.  
These requirements are:

(i) the accounting policies applied for the 2006/07 (and 2007/08) financial year after taking the exemptions and the above table into account;  

(ii) per accounting policy affected by an exemption for the 2006/07 (and 2007/08) financial year, the fact that the policy has been amended because of an exemption including a brief discussion on how the policy was amended;  

(iii) the fact that the comparatives (e.g. the 2005/06 accounting policies and disclosures) may not be consistent with the accounting policies applied and information presented and disclosed in the 2006/07 year due to the application of the exemptions;

(iv) a discussion on the progress made by the municipality in complying with the exemptions (similar to the information required in the annual implementation plans);

(v) a narrative explanation of the extent to which the information in the annual financial statements would need to be adjusted for full compliance with the exemptions (municipalities are not required to quantify amounts by which the annual financial statements should be adjusted);

(vi) any other relevant information concerning the exemptions that may enhance the usefulness of the annual financial statements (to be included in the notes or the management report).

The requirement of paragraph (i) - (iii) should be included in the accounting policies of the municipality while information required in terms of paragraph (iv) – (vi) should either be included in an annexure to the annual financial statements or in the Municipal Manager’s report.
7.
Reporting against the budget of a municipality 

GRAP 1 requires an entity to report on whether an entity utilised its resources in accordance with the entity’s budget through the following paragraphs:

“When the financial statements and the budget are on the same basis of accounting, a comparison with the budgeted amounts for the reporting period shall be included in the financial statements.” [paragraph .12]
“Reporting against budgets may be presented in various different ways, including the use of a columnar format for the financial statements, with separate columns for budgeted amounts and actual amounts.  A column showing any variances form the budget or appropriation may also be presented.” [paragraph .13]
“Where the financial statements and the budget are not on the same basis of accounting, a reconciliation between the statement of financial performance and the budget shall be included in the financial statements. [paragraph .14]

Compliance with the above paragraphs is possible where a municipality includes an appendix of actual versus budget revenue and expenditure to the annual financial statements.  Annexure B to the Application of accounting standards issued by the Office of the Accountant General in July 2007 provides an illustration on the format of the appendix.
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A. Effective Standards of GRAP:

	Standard

	GRAP 1
	Presentation of financial statements

	GRAP 2
	Cash flow statements

	GRAP 3
	Accounting policies, changes in accounting estimates and errors


B. Effective Standards of GAMAP:
	Standard

	GAMAP 4
	Effects of changes in foreign exchange rates

	GAMAP 9
	Revenue

	GAMAP 6
	Consolidated financial statements and accounting for controlled entities

	GAMAP 7
	Accounting for investments in associates

	GAMAP 8
	Financial reporting of interests in joint ventures

	GAMAP 12
	Inventories

	GAMAP 17
	Property, plant and equipment 

	GAMAP 19
	Provisions, contingent liabilities and contingent assets


C. Effective Statements of SA GAAP:

	Standard
	Effective date

	IFRS 1

(AC 138)
	First-time Adoption of International Financial Reporting Standards
	1 January 20041

	IFRS 2

(AC 139)
	Share-based Payment
	1 January 2005

	IFRS 3

(AC 140)
	Business Combinations
	31 March 2004

	IFRS 4

(AC 141)
	Insurance Contracts
	1 January 20051

	IFRS 5

(AC 142)
	Non-current Assets Held for Sale and Discontinued Operations
	1 January 2005

	IFRS 6

(AC 143)
	Exploration for Evaluation of Mineral Resources
	1 January 2006

	IFRS 7

(AC 144)
	Financial Instruments:  Disclosures
	1 January 2007

	IFRS 8

(AC 145)
	Operating Segments
	1 January 2009

	IAS 1

(AC 101)
	Presentation of Financial Statements
	1 January 20051

	IAS 2

(AC 108)
	Inventories
	1 January 2005

	IAS 7

(AC 118)
	Cash Flow Statements
	1 January 1994

	IAS 8

(AC 103)
	Accounting Policies, Changes in Accounting Estimates and Errors
	1 January 2005

	IAS 10

(AC 107)
	Events after the Reporting Date
	1 January 2005

	IAS 11 

(AC 109)
	Construction Contracts
	1 January 1995

	IAS 12

(AC 102)
	Income Taxes
	1 January 19981

	IAS 16

(AC 123)
	Property, Plant and Equipment
	1 January 20051

	IAS 17

(AC 105)
	Leases
	1 January 2005

	IAS 18

(AC 111)
	Revenue
	1 January 1995

	IAS 19

(AC 116)
	Employee benefits
	1 January 1999


	IAS 20

(AC 134)
	Accounting for Government Grants and Disclosure of Government Assistance
	1 January 1984

	IAS 21

(AC 112)
	The Effects of Changes in Foreign Exchange Rates
	1 January 20051

	IAS 23

(AC 114)
	Borrowing Costs
	1 January 2009

	IAS 24

(AC 126)
	Related Party Disclosures
	1 January 20051

	IAS 26

(AC 126)
	Accounting and Reporting by Retirement Benefit Plans
	1 January 1998

	IAS 27

(AC 132)
	Consolidated and Separate Financial Statements
	1 January 2005

	IAS 28

(AC 110)
	Investments in Associates
	1 January 2005

	IAS 29

(AC 124)
	Financial Reporting in Hyperinflationary Economies
	1 January 1990

	IAS 31

(AC 119)
	Interests in Joint Ventures
	1 January 2005

	IAS 32

(AC 125)
	Financial Instruments:  Presentation
	1 January 2005

	IAS 33

(AC 104)
	Earnings Per Share
	1 January 2005

	IAS 34

(AC 127)
	Interim Financial Reporting
	1 January 1999

	IAS 36

(AC 128)
	Impairment of Assets
	31 March 2004

	IAS 37

(AC 130)
	Provisions, Contingent Liabilities and Contingent Assets
	1 January 1999

	IAS 38

(AC 129)
	Intangible Assets
	31 March 2004

	IAS 39

(AC 133)
	Financial Instruments:  Recognition and Measurement
	1 January 20051

	IAS 40

(AC 135)
	Investment Property
	1 January 2005

	IAS 41

(AC 137)
	Agriculture 
	1 January 2003


Interpretations of SA GAAP Statements

	Interpretations
	Effective date

	IFRIC 1

(AC 434)
	Changes in Existing Decommissioning, Restoration and Similar Liabilities
	1 September 2004

	IFRIC 2

(AC 435)
	Members’ Shares in Co-operative Entities and Similar Instruments
	1 January 2005

	IFRIC 4

(AC 437)
	Determining whether an Arrangement contains a Lease
	1 January 20061

	IFRIC 5

(AC 438)
	Rights to Interests Arising from Decommissioning, Restoration and Environmental Rehabilitation Funds
	1 January 2006

	IFRIC 6

(AC 439)
	Liabilities arising from Participating in a Specific Market – Waste Electrical and Electronic Equipment
	1 December 2005

	IFRIC 7

(AC 440)
	Applying the Restatement Approach under IAS 29 Financial Reporting in Hyperinflationary Economies 
	1 March 2006

	IFRIC 8

(AC 441)
	Scope of IFRS 2
	1 May 2006

	IFRIC 9 

(AC 442)
	Reassessment of Embedded Derivatives
	1 June 2006

	IFRIC 10

(AC 443)
	Interim Financial Reporting and Impairment
	1 November 2006

	IFRIC 11

(AC 444)
	IFRS 2 – Group and Treasury Share Transactions
	1 March 2007

	IFRIC 12

(AC 445)
	Service Concession Arrangements
	1 January 2008

	IFRIC 13
	Customer Loyalty Programmes
	1 July 2008

	IFRIC 14
	IAS 19 – The Limit on a Defined Benefit Asset, Minimum Funding Requirements and their Interaction
	1 January 2008

	SIC 7

(AC 407)
	Introduction of the Euro
	1 June 1998

	SIC 10 

(AC 410)
	Government Assistance – No specific Relation to Operating Activities
	1 August 1998

	SIC 12

(AC 412)
	Consolidation – Special Purpose Entities
	1 July 19991

	SIC 13

(AC 413)
	Jointly Controlled Entities – Non-monetary Contributions by Venturers
	1 January 1999

	SIC 15

(AC 415)
	Operating Leases – Incentives
	1 January 1999

	SIC 21

(AC 421)
	Income Taxes – Recovery of Revalued Non-Depreciable Assets
	15 July 2000

	SIC 25

(AC 425)
	Income Taxes – Changes in the Tax Status of and Entity or Shareholders
	15 July 2000

	SIC 27

(AC 427)
	Evaluating the Substance of Transactions Involving the Legal form of a Lease
	31 December 2001

	SIC 29

(AC 429)
	Service Concessions:  Disclosures
	31 December 2001

	SIC 31

(AC 431)
	Revenue – Barter Transactions involving Advertising services
	31 December 2001

	SIC 32

(AC 432)
	Intangible Assets – Website costs
	25 March 2002

	AC 501
	Accounting for “Secondary Tax on Companies (STC)”
	1 January 2004

	AC 502
	Substantively Enacted Tax Rates and Tax Laws
	February 2006

	AC 503
	Accounting for Black Economic Empowerment Transactions
	1 May 2006



 Separate effective dates have been set for subsequent amendments made to the standard
� Separate effective dates have been set for subsequent amendments made to the standard.





[image: image4.wmf] 

[image: image5.wmf] 

1

