GAMAP 105


GAMAP 105 ACCOUNTING FOR INVESTMENTS IN ASSOCIATES AND SUBSIDIARIES

The provisions of this statement should be read in conjunction with GAMAP 000 - FRAMEWORK FOR THE PREPARATION AND PRESENTATION OF FINANCIAL STATEMENTS.

Statements of Generally Accepted Municipal Accounting Practice are not intended to apply to immaterial items.
Scope

.01
This statement should be applied in accounting by an investor for investments in associates and subsidiaries.  The statement is sub-divided into two sections to facilitate the identification of the differing methods for accounting for investments in associates and accounting for investments in subsidiaries 

Definitions

.02
The following terms are used in this statement with the meanings specified:

An associate is an enterprise in which the investor has significant influence and which is neither a subsidiary nor a joint venture of the investor.

Significant influence is the power to participate in the financial and operating policy decisions of the investee but is not control over those policies.

Control (for the purpose of this statement) is the power to govern the financial and operating policies of an enterprise so as to obtain benefits, either economically or in the form of service provision, from its activities.

A subsidiary is an enterprise that is controlled by another enterprise (known as the parent).

An enterprise is a private company, a company not for gain established in terms of Section 21 of the Companies Act or a trust.

A joint venture is a contractual arrangement whereby two or more parties undertake an economic activity that is subject to joint control.

The equity method is a method of accounting whereby the investment is initially recorded at cost and adjusted thereafter for the post acquisition change in the investor's share of net assets of the investee.  The income statement reflects the investor's share of the results of operations of the investee. 

The cost method is a method of accounting whereby the investment is recorded at cost.  The income statement reflects income from the investment only to the extent that the investor receives distributions from accumulated net profits of the investee arising subsequent to the date of acquisition.

SECTION ONE : ACCOUNTING FOR INTERESTS IN ASSOCIATES

Significant influence

.03
If an investor holds, directly or indirectly through subsidiaries, 20% or more of the voting power of the investee, it is presumed that the investor does have significant influence, unless it can be clearly demonstrated that this is not the case. Conversely, if the investor holds, directly or indirectly through subsidiaries, less than 20% of the voting power of the investee, it is presumed that the investor does not have significant influence, unless such influence can be clearly demonstrated.  A substantial or majority ownership by another investor does not necessarily preclude an investor from having significant influence.

.04
The existence of significant influence by an investor is usually evidenced in one or more of the following ways:

(a)
representation on the board of directors or equivalent governing body of the investee,


(b)
participation in policy making processes,


(c)
material transactions between the investor and the investee,


(d)
interchange of managerial personnel, or


(e)
provision of essential technical information.

Equity method

.05
Under the equity method, the investment is initially recorded at cost and the carrying amount is increased or decreased to recognise the investor's share of the profits or losses of the investee after the date of acquisition.  Distributions received from an investee reduce the carrying amount of the investment. Adjustments to the carrying amount may also be necessary for alterations in the investor's proportionate interest in the investee arising from changes in the investee's equity that have not been included in the income statement. Such changes include those arising from the revaluation of property, plant, equipment and investments, from foreign exchange translation differences and from the adjustment of differences arising on business combinations.
Cost method

.06
Under the cost method, an investor records its investment in the investee at cost.  The investor recognises income only to the extent that it receives distributions from the accumulated net profits of the investee arising subsequent to the date of acquisition by the investor. Distributions received in excess of such profits are considered a recovery of investment and are recorded as a reduction of the cost of the investment.

Consolidated financial statements

.07
An investment in an associate should be accounted for as an investment in consolidated financial statements under the equity method.  It should be noted that the preparation of consolidated financial statements does not obviate the need for financial statements of the municipality.

.08
The investor has a measure of responsibility for the associate's performance which performance may be monetary or in the form of service provision and, as a result, the return, whether measured from a monetary or service provision perspective, on its investment,.  The investor accounts for this stewardship by extending the scope of its consolidated financial statements to include its share of results of such an associate and so provides an analysis of operations and investment from which more useful ratios can be calculated.  The application of the equity method provides more informative reporting of the net assets and net operations of the investor.

.09
An investment in an associate is only accounted for using the cost method when the investment is acquired and held exclusively with a view to its disposal in the near future.

.10
An investor should discontinue the use of the equity method from the date that it ceases to have significant influence in an associate but retains, either in whole or in part, its investment.  The carrying amount of the investment at that date should be regarded as cost thereafter.

Financial statements of the investor

.11
An investor that has investments in associates may not issue consolidated financial statements because it does not have subsidiaries.  It is appropriate that such an investor provides the same information about its investments in associates as those enterprises that issue consolidated financial statements.  This information will include the assets, liabilities (including contingent liabilities and guarantees), the investor’s share of the equity and profit or loss of the associate.

Application of the equity method

.12
Many of the procedures appropriate for the application of the equity method are similar to the consolidation procedures used in accounting for investments in subsidiaries.  (Refer to paragraphs .23-.29.)  Furthermore, the broad concepts underlying the consolidation procedures used in the acquisition of a subsidiary are adopted on the acquisition of an investment in an associate.  This however would not permit proportionate consolidation by including each line item of the associate’s income statement in the corresponding municipality’s income statement item.

.13
An investment in an associate is accounted for under the equity method from the date on which it falls within the definition of an associate.  On acquisition of the investment any difference (whether positive or negative) between the cost of acquisition and the investor’s share of the fair values of the net identifiable assets of the associate is accounted for in accordance with the investor’s accounting policy on goodwill. Appropriate adjustments to the investor's share of the surpluses or deficits after acquisition are made to account for depreciation of the depreciable assets, based on their fair values.  In addition adjustments may be made to the investor’s share of the surpluses or deficits after acquisition for the difference between the cost of the investment and the investor’s share of the fair values of the net identifiable assets in line with the investor’s accounting policy on the treatment of goodwill.

.14
The most recent available financial statements of the associate are used by the investor in applying the equity method; they are usually drawn up to the same date as the financial statements of the investor.  When the reporting dates of the investor and the associate are different, the associate often prepares, for the use of the investor, statements as at the same date as the financial statements of the investor.  When it is impracticable to do this, financial statements drawn up to a different reporting date may be used.  The consistency principle dictates that the length of the reporting periods, and any difference in the reporting dates, are consistent from period to period.

.15
When financial statements with a different reporting date are used, adjustments are made for the effects of any significant events or transactions between the investor and the associate that occur between the date of the associate's financial statements and the date of the investor's financial statements.

.16
The investor's financial statements are usually prepared using uniform accounting policies for like transactions and events in similar circumstances. In many cases, if an associate uses accounting policies other than those adopted by the investor for like transactions and events in similar circumstances, appropriate adjustments are made to the associate's financial statements when they are used by the investor in applying the equity method.  If it is not practicable for such adjustments to be calculated, that fact is generally disclosed.

.17
If, under the equity method, an investor's share of deficits of an associate equals or exceeds the carrying amount of an investment, the investor discontinues including its share of further deficits.  The investment is reported at nil value.  Additional deficits are provided for to the extent that the investor has incurred obligations or made payments on behalf of the associate to satisfy obligations of the associate that the investor has guaranteed or otherwise committed.  If the associate subsequently reports surpluses, the investor resumes including its share of those surpluses only after such share of the surpluses equals the share of net deficits not recognised.

.18
The carrying amount of an investment in an associate should be reduced to recognise a decline, other than temporary, in the value of the investment, such reduction being determined and made for each investment individually.

.19
When there is a decline, other than temporary, in the value of an investment in an associate, the carrying amount is reduced to recognise the decline.  As many investments in associates are of individual importance to the investor, the carrying amount is determined for each associate individually.

Contingencies

.20
In accordance with the statement on contingencies and events occurring after the balance sheet date, the investor discloses:

(a)
its share of the contingencies and capital commitments of an associate for which it is also contingently liable, and

(b)
those contingencies that arise because the investor is severally liable for all the liabilities of the associate.

Disclosure

.21
In addition to the disclosure required by paragraph .11, the following disclosures should be made:

(a)
An appropriate listing and description of significant associates including the name, the nature of business, the proportion of ownership interest and, if different, the proportion of voting power held.

(b)
The methods used to account for such investments.

(c)
The carrying value of the investment for each significant associate.

(d)
Summarised financial information in regard to assets, liabilities and the results of operations of significant associates presented individually or in aggregate.

(e)
The investor’s share of cumulative post acquisition reserves or deficits of associates.

(f)
Gross amount of loans made to the associate or received from the associate by the investor.

(g)
Accounting periods for which the financial statements of the associate have been prepared where they are different from that of the investor.

(h)
Total market value of listed investments in associates and the total council’s valuation of investments in unlisted associates.

(i)
Distributions received from or accrued in respect of associates.

(j)
Gains or losses on sale of shares or other dilutions in associates by the investor.

.22
Investments in associates accounted for using the equity method should be classified in accordance with the statement on presentation of financial statements and disclosed as a separate item in the balance sheet.  The investor's share of the surpluses or deficits of such investments should be disclosed as a separate item in the income statement.  The investor's share of any separately disclosable items within surplus or deficit from ordinary activities, extraordinary items and prior year adjustments should also be separately disclosed.

SECTION TWO : ACCOUNTING FOR INVESTMENTS IN SUBSIDIARIES

Method of accounting

.23
Consolidated financial statements will be an aggregation of the municipality’s income statement, balance sheet and cash flow statement, with that of its subsidiaries adjusted for transactions between the municipality and its subsidiaries.

.24
When a local authority is responsible for incorporating a subsidiary, the investment made by the municipality should be offset against the capital or equity of the subsidiary.  Changes to the subsidiary’s capital or equity will be recognised in the consolidated income statement, excluding reserves arising from the revaluation of the subsidiary’s property, plant and equipment.  These changes are accounted for in terms of the principles relating to the equity method set out in paragraph .05

.25
When a local authority acquires a subsidiary, in other words purchases ownership from a third party, the difference between the purchase consideration and the capital or equity of the subsidiary acquired (the net asset value) will either represent a discount or a premium on acquisition.  The purchase price in the municipality’s accounting records is offset against the equity or capital of the subsidiary at acquisition and either a premium or discount included in the consolidated balance sheet as an asset or non-distributable reserve respectively.

.26
Changes to the subsidiary’s capital or equity subsequent to acquisition will be recognised in the consolidated income statement, excluding reserves arising from the revaluation of the subsidiary’s property, plant and equipment.

.27
Where there are other investors in a municipality’s subsidiaries, the equity or capital at acquisition is pro-rated between the municipality and outside shareholders based on the percentage of ownership as are changes in capital or equity subsequent to acquisition.  The interest of outside shareholders in the capital or equity of subsidiaries is reflected in the consolidated financial statements.  In respect of the consolidated surplus or deficit for the year, the total of the municipality and its subsidiaries is shown in the consolidated income statement.  The percentage share of outside shareholders of current period’s net surplus or deficit is disclosed on the face of the balance sheet.

.28
Outside shareholders share of losses or deficits are limited to their share of the net assets of the subsidiary.  Thereafter, further losses or deficits are attributed to the municipality.  Subsequent profits or surpluses are only allocated to outside shareholders once such profits or surpluses exceed their share of net deficits or losses not previously recognised.

.29
The carrying value of a subsidiary is determined after increasing the cost of the original investment made by the municipality by its share of changes to capital or equity subsequent to acquisition.  The profit or loss on disposal of a subsidiary is determined by the difference between the proceeds on disposal and the carrying value.  The profit or loss is recognised in the financial statements of the municipality.

Disclosure

.30
In addition to the disclosure required by paragraphs .23, .27 and .29, the following disclosures should be made in the financial statements of the municipality.

(a)
An appropriate listing and description of subsidiaries including the name, the nature of business, the proportion of ownership interest and, if different, the proportion of voting power held.

(b)
Summarised financial information in regard to assets, liabilities and the results of operations of significant associates presented individually or in aggregate.

(c)
Gross amount of loans made to the associate or received from the associate by the investor.

(d)
Distributions received from or accrued in respect of subsidiaries.

(e)
Gains or losses on sale of shares or other dilutions in subsidiaries by the investor.

(f)
Fees paid by the subsidiary to councillors or management of the municipality as members of the governing body of the subsidiary.

(g)
Fees charged for administration of the subsidiary.

.31
The requirements of paragraph .20 will also apply to investments in subsidiaries.

.32
The information that is required to be included in the municipality’s financial statements will also need to be made in the consolidated financial statements referred to in paragraph .23.
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