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Nature of municipal accounting

Section B1

1.
Introduction

Historically, municipalities used to prepare financial statements based on the basis of fund accounting, whilst municipal entities used to apply the 
Standards of Generally Accepted Accounting Practice (GAAP) being used by the private sector.  This manual provides an interpretation of the standards, summarise the content thereof and provides illustrations of the key concepts contained in the various standards.  This is a living document and will further evolve following experience and specific needs identified from the use of the manual to a comprehensive manual on municipal accounting.  
Fund accounting is a much specialised basis of accounting with limited use outside local government.  Users of financial statements of municipalities (other than those within local government) usually had limited knowledge and experience in interpreting and analysing these financial statements, e.g. banks, rating agencies, etc.  As a result it was almost impossible to compare the financial statements of municipalities with other organisations and entities.

Due to the significant differences between the accounting bases used by municipalities and municipal entities, it was impossible to prepare meaningful consolidated financial statements.
The implementation of the Municipal Finance Management Act (MFMA), Act No 56 of 2003 brought about significant reforms in the way municipalities and municipal entities record and present financial transactions and events in their financial statements.  The Minister of Finance in terms of section 177 of the MFMA exempted municipalities and municipal entities from compliance in certain respects for section 122(2) and (3) of the Act on 29 June 2007.  These exemptions are explained in the paragraphs 2 (b) and (d).
In terms of the phased-in approach to implementing the MFMA, high capacity municipalities had to prepare Generally Recognised Accounting Practice (GRAP)/ Generally Accepted Municipal Accounting Practice (GAMAP) financial statements for the 2005/2006 financial year.  In terms of the exemptions granted compliance with specific sections of GRAP, GAMAP and IAS’s has been granted up to 2007/08.  
The implementation date for medium capacity municipalities is further delayed until the 2008/2009 financial year and for low capacity municipalities until the 2009/2010 financial year.  Medium capacity municipalities must prepare and submit their financial statements for the 2006/07 and 2007/08 financial years using the same basis of accounting applied for the 2005/06 financial year and low capacity municipalities for the 2006/07, 2007/08 and 2008/09 financial years using the same basis of accounting applied as for the 2005/06 financial year.

The exemptions are compulsory unless prior approval had been obtained from National Treasury, in writing prior to 15 August of the financial year.  The preparation of consolidated financial statements in terms of Section 122 (2) of the MFMA has been exempted for high, medium and low capacity municipalities.  

Municipal entities must, in respect of the 2006/07, 2007/08 and 2008/09 financial years, prepare and submit their annual financial statements using the same basis of accounting applied in the 2005/2006 financial year.  Municipalities entities must comply with any new standards prescribed in terms of section 91 (b) of the PFMA and which apply to municipal entities.  Municipal entities may not deviate from these requirements unless the entity has consulted and agreed with its parent municipality and the relevant treasury before 31 July of the year concerned.

Throughout this handbook reference is made to municipalities only, however as municipal entities are also required to comply with GRAP/GAMAP, all references to municipalities should be read to include municipal entities as well. 
2.
Background 

Section 216(1)(a) of the Constitution requires the National Treasury to introduce Generally Recognised Accounting Practice (GRAP).  To give effect to this provision, the Minister of Finance established the Accounting Standards Board (ASB) in terms of the section 87(1) of the Public Finance Management Act (Act 1 of 1999).  Section 122(3) of the Municipal Finance Management Act (MFMA) requires municipalities and municipal entities to prepare financial statements in accordance with GRAP, with this requirement being phased in as stated in paragraph 2 (c) hereunder.

a)
The Accounting Standards Board

In terms of section 89(1) of the PFMA, the primary functions of the Accounting Standards Board (ASB) are to:

· set standards of generally recognised accounting practice for the financial statements of departments, public entities, constitutional institutions, municipalities and boards, commissions, companies, corporations, funds or other entities under the ownership control of a municipality; and Parliament and provincial legislatures;
· prepare and publish directives and guidelines concerning the standards set above;
· recommend to the Minister of Finance effective dates of implementation of these standards for the different categories of institutions to which the standards apply; and 
· perform any other function incidental to advancing financial reporting in the public sector.
There are thus clear roles of responsibilities for the ASB, the National Treasury and the Auditor-General, which can be summarised as follows:

· the ASB sets the accounting standards; 
· National Treasury assist in the implementation of the standards by, for example, developing the appropriate formats, making recommendations and regulating the approach to implementation, providing guidance and rendering support for implementation, including training; and
· the Auditor-General audits annual financial statements in line with the standards and the formats.

In August 2002, the ASB began the process of reviewing and approving Statements of Generally Accepted Municipal Accounting Practice and developing new GRAP standards.  GAMAP was considered as interim standards for municipalities and municipal entities until the national standards of GRAP have been developed and approved by the ASB. 
The previous/old GAMAP standards were primarily based on SA GAAP as at 30 November 1997, which at that point in time was considered fair presentation.  Fair presentation evolves over time and will continue to evolve in the future.  The GAMAP standards revised, together with the GRAP standards, which have been approved by the Minister of Finance in the last year, do not completely constitute fair presentation in terms of International Public Sector Accounting Standards and will undergo further enhancements (see below for the standards approved by the ASB as at 30 April 2007).

b)
GAMAP and GRAP Standards 
The 3 GRAP and 8 GAMAP standards are the minimum standards to be complied with by municipalities.  In the event that a municipality has transactions not covered in these accounting standards, the procedures mentioned in paragraphs 7 to 12 of GRAP 3 (which deals with accounting policies, changes in accounting estimates and errors) must be followed, refer to Section B5.  

In preparing 
GRAP/GAMAP financial statements municipalities must comply with the following accounting standards, refer to the exemptions as indicated for the 2006/07 and 2007/08 financial periods in [brackets], also refer to Section B0:

GRAP Standards
· Preface to Standards of Generally Recognised Accounting Practice

· GRAP 1:  Presentation of Financial Statements – refer to Section B3.
· GRAP 2:  Cash Flow Statements – refer to Section B2.
· GRAP 3:  Accounting Policies, Changes in Accounting Estimates and Errors – refer to Section B5.
[Exemption:  Identification and impact of GRAP standards that have been issued but are not yet effective and changes to accounting policies – paragraphs 14, 19, 30 and 31]
GAMAP Standards
· GAMAP 4:  Effects of Changes in Foreign Exchange Rates – refer to Section B6.
· GAMAP 6:  Consolidated Financial Statements and Accounting for Controlled Entities – refer to Section B7.
· GAMAP 7:  Accounting for Investments in Associates – refer to Section B7.
· GAMAP 8:  Financial Reporting of Interests in Joint Ventures – refer to Section B7.
· GAMAP 9:  Revenue – refer to Section B8.
[Initial measurement of fair value discounting all future receipts using an imputed rate of interest.  SAICA Circular 09/06 and paragraph 12]
· GAMAP 12:  Inventories – refer to Section B9
[Exemption:  The entire standard as far as it related to immovable capital assets inventory that is accounted for in terms of GAMAP 17.]
[Exemption: The entire standard to the extent that it relates to water stock that was not purchased by the municipality]
· GAMAP 17:  Property, Plant and Equipment – refer to Section B10.
[Exemption: Review of useful life of items of PPE recognised in the annual financial statements – paragraphs 59 – 61 and 77]

[Exemption: Review of depreciation method applied to PPE recognised in the annual financial statements – paragraphs 62 and 77]

[Exemption: Impairment of non-cash generating assets – paragraphs 64 to 69 and 75(e)(v) – (vi)]

[Exemption: Impairment of cash-generating assets – paragraphs 63 and 75(e)(v) – (vi)]
· GAMAP 19:  Provisions, Contingent Liabilities and Contingent Assets – refer to Section B11.
Guidance on the interpretation and practical implementation of these standards are provided in Section B of this handbook as indicated.  

c)
Timing and implementation by category

All municipalities are required to prepare and submit their financial statements to the Auditor-General within 2 months of year end, by 31 August.  Further, for those municipalities that must prepare consolidated set of financial statements, this must be submitted within 3 months by 30 September in terms of section 122 of the MFMA.  

The table below shows the timing for preparation of consolidated annual financial statements and compliance with the accounting standards in terms of gazette 26510 and 26511 dated 25 June 2004 and 1 July 2004, respectively.

Applicable dates for preparation of consolidated annual financial statements

	Capacity
	Applicable financial years

	High 
	2004/2005 further exempted to 2008/09

	Medium 
	2005/2006 further exempted to 2008/09

	Low 
	2006/2007 further exempted to 2009/10


Applicable dates for compliance with GRAP
	Capacity
	Applicable financial years

	High 
	2005/2006 with exemptions as per Government Gazette 522, Annexure

	Medium 
	2006/2007 further exempted to 2008/09

	Low 
	2007/2008 further exempted to 2009/10


d)
Mandatory and encouraged accounting policies

Compliance with the above accounting standards and exemptions is mandatory for high capacity municipalities.  Medium and low capacity municipalities will be required to comply with the standards, which would be applicable at that time, for the financial years ending 30 June 2009 and 30 June 2010, respectively.  The requirements of future standards and amendments will be reflected in the specimen annual financial statements and implementation guide, published annually by the National Treasury.

Although, compliance with emerging accounting standards is encouraged in the specimen annual financial statements, it is exempt for High Capacity Municipalities in terms of the Annexure to the Government Gazette.  
The Basis for Preparation for the Annual Financial Statements of Municipalities and Municipal entities issued by National Treasury – June 2007 provide the basis for preparation to be included in the annual financial statements of municipalities and municipal entities.  This document should be read in conjunction with Government Gazette No 30013, notice 522 -  dated 29 June 2007, Circular 18 dated 23 June 2005 and Circular 36 dated 11 July 2006.  The categories include the following possibilities (please refer to the referenced document for detail content and wording to be used):

· High capacity municipalities (for the 2006/07 and 2007/08 financial years)
1.
Basis of preparation paragraph where the municipality takes advantages of the exemptions and adheres to exemption conditions
2.
Basis for preparation paragraph where the municipality DOES NOT take advantage of the exemptions or does not adhere to exemption conditions
· Medium capacity municipalities (for the 2006/07 and 2007/08 financial years)
3.
Basis for preparation paragraph where the municipality takes advantages of the exemption and adhered to exemption conditions.

4.
Basis for preparation paragraph where the municipality DOES NOT take advantage of the exemptions or does not adhere to exemption conditions
· Low capacity municipalities (for the 2006/07 and 2007/08 financial years)
5.
Basis for preparation paragraph where the municipality adhered to exemption conditions

6.
Basis for preparation paragraph where the municipality DOES NOT take advantage of the exemption or does not adhere to exemption conditions
· Municipal entities (for the 2006/07, 2007/08 and 2008/09 financial years)
7.
Basis of preparation paragraph where the municipal entity is subject to the Companies Act, No 61 of 1973 in addition to the Municipal Finance Management Act, No 53 of 2003

8.
Basis for preparation paragraph where the municipal entity is only subject to the Municipal Finance Management Act, No 53 of 2003 but previously adopted SA GAAP, i.e. 2004/05

9.
Basis of preparation paragraph where the municipal entity is only subject to the Municipal Finance Management Act, No 52 of 2003 but previously adopted GRAP/GAMAP, i.e. 2004/05

Municipalities should apply their mind to transactions and events that are not covered by the existing GRAP and GAMAP standards.  In addition to the standards listed above, the Accounting Standards Board issued the following standards that have been approved but are not yet effective:
· GRAP 6:  Consolidated and Separate Financial Statements

· GRAP 7:  Investments in Associate

· GRAP 8:  Interest in Joint Ventures

· GRAP 9:  Revenue from Exchange Transactions

· GRAP 11:  Construction Contracts

· GRAP 12:  Inventories

· GRAP 13:  Leases

· GRAP 16: Investment Property
· GRAP 17:  Property, Plant and Equipment

· GRAP 18: Segment Reporting

· GRAP 100:  Non-current Assets held for Sale and Discontinued Operations

· GRAP 101:  Agriculture

· GRAP 102:  Intangible Assets

Municipalities and municipal entities are encouraged to implement these standards where possible.  As these standards are not yet effective, municipalities need not comply with the disclosure requirements, but should consult these standards in formulating their accounting policies.
Where a municipality cannot comply with the relevant standards, or part thereof, a written application for exemption, as stipulated in section 177(1)(b) of the MFMA, should be made to the National Treasury. Such an application must be fully motivated, providing, amongst others, the reasons for non-compliance and advising timeframes and milestones towards achieving full compliance.  The written application must be signed by both the municipal manager and the Mayor.  In the case of a municipal entity, the accounting officer of the entity must also sign the application.  Applications should be sent to The National Treasury, Chief Director: Local Government, Private Bag X115, Pretoria, 0001.

e)
Guidance on issues not covered by GAMAP
Given the nature of municipal operations and the diversity of the transactions and events entered into be municipalities and municipal entities, situations may occur where a material transaction or event is not dealt with by any of the GRAP/GAMAP standards issued to date.  In such cases, reference should be made to the hierarchy of additional guidance included in GRAP 3.  The
 Accountant-General clarified the practical application of this hierarchy in his practice note issued on 
6 October 2006.  
Where municipalities have any events or transactions that are not covered by either the mandatory or encouraged accounting policies as set out in the specimen financial statements, municipalities must draft appropriate accounting policies setting out how they recognise and measure such transactions, balances and events in line with paragraphs 7, 11 and 12 of GRAP 3: Accounting policies, changes in accounting estimates and errors.
Municipalities seeking guidance in determining appropriate accounting policies and disclosures might result in the Municipality applying GRAP, GAMAP, IAS/AC IPSAS and GRAP statement not yet effective.    
The
 
table below provides a list of available sources where the items are not covered by the scope of effective GRAP/GAMAP standards.  
The reference included in brackets indicates the GRAP equivalent approved but not yet effective.  The exemptions granted by the Minister of Finance for high capacity municipalities for the 2006/07 and 2007/08 financial years, as discussed above are included in [brackets].  
	Reference
	Title

	IAS 10
	Events After Balance Sheet Date

	IAS 11

	Construction Contracts

[Exemption:  Entire standard]

	IAS 12
	Income Taxes

	IAS 17
IPSAS 13
 [GRAP 13]
	Leases
[Exemption: Recognising operating lease payments/receipts on a straight line basis if the amounts are recognised on the basis of the cash flows in the lease agreement.  (SAICA Circular 12/06 paragraphs 8 – 11 and paragraphs 33, 34, 50, 51 of IAS 17/AC105]

	IAS 14
	Segment Reporting

[Exemption: Entire standard]

	IAS 19
	Employee Benefits

Amendment to IAS 19, Employee Benefits Actuarial Gains and Losses, Group Plans and Disclosure

[Exemption:  Defined benefit accounting as far as it related to defined benefit plans accounted for as defined contribution plans and defined benefit obligation disclosed by narrative information – paragraphs 29, 48 – 119, 120A(c) – (q)] 

	IAS 20
	Accounting for Government Grants and Disclosure of Government Assistance

[Exemption:  Entire standard excluding paragraph 24 and 26, replaced by paragraph 08 of GAMAP 12, paragraph 25 of GAMAP 17 and paragraphs 42 – 46 of GAMAP 9]

	IAS 22
	Business Combination

	IAS 23

	Borrowing Costs

	IAS 24
	Related Parties

	IAS 32
	Financial Instruments:  Disclosure and Presentation

	IAS 35
	Discounting Operations

	IAS 36
	Impairment of Assets

[Exemption:  The entire standards]

	IAS 38
	Intangible Assets

[Exemption:  The entire standard except for the recognition, measurement and disclosure of computed software and website costs (SIC 32/AC 432) and all other costs are expensed.]

	IAS 39  [GRAP 101
	Financial Instruments:  Recognition and Measurement

· Amendment to IAS 39:  Financial Instruments:  Recognition and Measurement Transition and Initial Recognition of Financial Assets and Financial Liabilities

· Amendment to IAS 39:  Financial Instruments:  Recognition and Measurement Cash Flow Hedge Accounting for Forecast Intragroup Transactions

· Amendment to IAS 39:  Financial Instruments:  recognition and Measurement the Fair Value Group Option
[Exemption: Initially measuring financial assets and financial liabilities at fair value.  SAICA circular 09/06, paragraph 43, AG 79, AG 64 and AG 65 of IAS 39/AC 133]

	IAS 40
	Investment Property

[Exemption: The entire standards to the extent that the property is accounted for in terms of GAMAP 17]

[Exemption: Disclosure of the fair value of investment property if the cost model is applied and where the municipalities has recognised the investment property in terms of this standard [paragraphs 79(e)(i) – (iii)]

	IAS 41  [GRAP 101]
	Agriculture

	IPSAS 14
 
	Events After the Reporting Date

	IPSAS 16
  [GRAP 16]
	Investment Property

	IPSAS 21
	Impairment of Non-Cash Generating Assets

	IFRS 3 (AC 140)
	Business Combinations

[Exemption:  Entire standard]

	IFRS 5 (AC 142)
	Non-current assets held for sale and discontinued operations

[Exemption:  Classification, measurement and disclosure of non-current assets held for sale [paragraphs 6-14, 15-29 (in so far as it related to non-current assets held for sale), 38-42]

	IFRS 8 (AC 145)
	Operating segments

[Exemption:  Entire standards]



� Generally Accepted Accounting Practice documents (called standards) published by the SAICA, after approval by the APB.  GAAP Standards are internationally also published by the International Accounting Standards Board (IASB).  The IASB currently issues International Financial Reporting Standards (IFRSs).  South African Standards of GAAP conforms with relevant IASs and IFRSs.  





Statements of GAAP are those standards that have always been applied in South Africa for the purposes of the preparation of the financial statements for the South African entities (e.g. Schedule 2 public entities as listed in the PFMA, Companies formed in terms of Companies Act of 1973, listed and unlisted companies while IFRS is the internationally recognised standards which are used by all the countries in the world in preparation of the financial statements, thus the financial statements prepared on this basis can be compared to any other entity’s financial statements in another country which has adopted this standards





Statements of GAAP is the exact replica of the IFRS, as the two standards has been harmonised by the Accounting Practices Board of SAICA over the past few years to be identical, this is also  represented by the dual numbering system  (i.e AC/IAS & IFRS prefaces) used to refer to both the IFRS and the Statement of GAAP number. As the SA GAAP has been changed  in order to be the same with the IFRS, there were certain accounting standards which were not exactly identical thus, in order for an entity to  start applying IFRS, they will need to apply the principles of IFRS 1 (AC138)  in ensuring that the financial statements are translated correct to IFRS.





� For the 2006/07 and 2007/08 financial year only high capacity municipalities.


� The Accountant-General in his Practice Note dated 4 October 2006 provided additional guidance in applying the hierarchy provided in paragraph .12 of GRAP 3.  In applying the hierarchy it is presumed that the following conclusion will be reached:


a.	The International Public Sector Accounting Standards (IPSAS) are not up-to-date with the latest enhancements made to the International Accounting Standards (IAS) and SA GAAP.  Selecting accounting policies from IPSAS will result in the presentation of information that is not consistent with local and international best practices. 


b.	The only public sector specific IPSAS on Impairment of Non-Cash Generating Assets is effective for annual period beginning on or after 1 January 2006.  This standard is therefore not applicable for the 2005/06 financial year.  No other public sector specific standards exist at this point in time.


c.	Additional Standards of GRAP have not been prescribed by the Minister of Finance despite the Accounting Standards Boards (ASB) having approved such standards, and “early” application of these standards by public sector entities is not encouraged.


d.	Due to the fact that the principles in the IAS/IFRS statements and SA GAAP statements are fully harmonised it is recommended that public entities only consider the SA GAAP statements.





� There is no requirement to comply with the guidance set out in this table to claim compliance with GRAP/GAMAP.


� Refer to footnote 1 for the hierarchy suggested by the Accountant-General in his Practice Note dated 4 October 2006.  


� IPSAS 11 – not revised as part of the improvement project.  In terms of the guidance issued by National Treasury the IAS/AC equivalent should be applied.  [The Accountant-General in his Practice Note dated 4 October 2006]


� IPSASB issued revised IPSAS as part of its improvements project, which was undertaken to converge these standards with the equivalent International Financial Reports Standards issued by the International Accounting Standards Board, where appropriate for the public sector.  The revised IPSAS are effective for reporting periods beginning on or after 1 January 2008.


� IPSAS 5 – not revised as part of the improvement project.  In terms of the guidance issued by National Treasury the IAS/AC equivalent should be applied.  [The Accountant-General in his Practice Note dated 4 October 2006]


� Refer to footnote 3.


� Refer to footnote 3. 





�Comment 1.


�Is footnote 2 technical correct, given section 7 and 11 of GRAP 3?  [Amanda Botha]


�Outstanding to be included at the end of the project.
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