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PREFACE

The principal objectives of this module on Advanced Financial Accounting is to help students
acquainted with the advanced concepts of Financial Accounting in a good manner. Firms of
different nature use basic concepts and theories of financial accounting for financial report
purpose.

This course comprises the broad and advanced level of understandings. This is clearly depicted in
the curriculum of department of Accounting and Finance, Arba Minch University. Accordingly,
this module is concentrated on relevant concepts and theories related to the discipline and it

discusses as well as illustrates each component in most comprehensive and explanatory manner.

Under the module, there are seven chapters which are presumed important to achieve the intended
learning objectives. The Over view of accounting for joint ventures and Public enterprises,
Accounting for Sales Agencies and principal; Branches and Head office, Installment and
Consignment contracts, Business Combinations (Mergers and Acquisitions), Consolidations,
Foreign Currency Accounting and  Segment Reporting and Interim Reporting are the chapters

encompassed in the module.
After completion of the course Advanced Financial Accounting, learners will be able to:

» Understand the concept and basics of Joint Venture Businesses, Public
Enterprise and Privatization.

Know the system of Accounting for Sales agents and Principals.

Have general overview of Branches and Head Office Accounting system.
Identify the Installment and Consignment Contracts.

Identify the method for business Combination and Consolidation.

Equipped with overview of Foreign Currency Accounting.

vV V.V V V VY

Identify the mechanism of Segment and Interim Reporting of Companies.
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CHAPTER ONE
OVERVIEW OF ACCOUNTING FOR JOINT VENTURES AND
PUBLIC ENTERPRISES
Learning Objectives:

After the completion of this chapter, you will be able to

Define joint venture;

Identify features of joint ventures;

Sort the types of joint ventures and their accounting treatments;

Account different types of joint ventures;

Define what public enterprises are and differentiate them from private businesses,
List and explain briefly the basic characteristics of public enterprises,

Identify the factors behind the creation of public enterprises,

Define the term privatization and describe the most common privatization modalities,
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List and explain the benefits and risks of privatization

1.1 ACCOUNTING FOR JOINT VENTURES
1.1.1 Nature of Joint Venture Businesses

A joint venture is a contractual arrangement whereby two or more parties undertake an economic
activity that is subject to joint control. Joint ventures can take the form of jointly controlled
operations, jointly controlled assets, or jointly controlled entities.
Joint control is the contractually agreed sharing of control over an economic activity, and exists
only when the strategic, financial and operating decisions relating to the activity require the
unanimous consent of the parties sharing control (the venturers).
Joint ventures may take different forms and structures; however, they all share the following
characteristics:

a. acontractual arrangement exists between the parties involved in the venture; and

b. the contractual arrangement establishes joint control
In the absence of guidance in the IFRS for SMEs an entity is permitted (but is not required) to
consider the guidance in full IFRSs. Following is a summary of the guidance in IAS 31 Interests
in Joint Ventures (as issued at 9 July 2009) on the characteristics of joint ventures. The contractual

arrangement may be evidenced in a number of ways, for example by a contract between the



venturers or minutes of discussions between the venturers. In some cases, the arrangement is
incorporated in the articles or other by-laws of the joint venture. Whatever its form, the contractual
arrangement is usually in writing and deals with such matters as:
a. the activity, duration and reporting obligations of the joint venture;
b. the appointment of the board of directors or equivalent governing body of the joint venture
and the voting rights of the venturers;
c. capital contributions by the venturers; and
d. the sharing by the venturers of the output, income, expenses or results of the joint venture.
The contractual arrangement establishes joint control over the joint venture. Such a requirement
ensures that no single venturer is in a position to control the activity unilaterally. Therefore, in
evaluating whether an entity has joint control over a venture it must be ascertained:
v"whether the entity and another party together have control (1) over the economic activity
that is the subject of the venture; and
v Whether the entity and that other party have contractually agreed to exercise joint control
of the economic activity that is the subject of the venture.
Only if both characteristics are satisfied (ie existence of a contractual arrangement and joint

control) is the venture a joint venture.

The contractual arrangement may identify one venturer as the operator or manager of the joint
venture. The operator does not control the joint venture but acts within the financial and operating
policies that have been agreed by the venturers in accordance with the contractual arrangement
and delegated to the operator. If the operator has the power to govern the financial and operating
policies of the economic activity, it controls the venture and the venture is a subsidiary of the

operator and not a joint venture.

1.1.2 Back Ground Of Joint VVenturers

Joint Ventures can be with a company of same industry or can be of some other industry, but with

a combination of both, they will generate a competitive advantage over other players in the market.

In short, when two or more organizations join hands together for creating synergy and gain a
mutual competitive advantage, the new entity is called a Joint VVenture. It can be a private company,

public company or even a foreign company.



Mokveld Marketing Joint Ventures was registered in 1993 after the reorganization of Mokveld
Compressor gaz Engineering Joint Ventures, which was set up in 1991. The main initiators of the
creation of the joint venture were Ministry of gas industry of the USSR (later RAO Gazprom) and
Mokveld Valves bv, Gouda, the Netherlands. The basic idea of the creation of the joint venture
was the necessity of organizing systemic supply of high-efficiency valves manufactured by
Mokveld Valves bv for to be constructed and reconstructed facilities of Soviet Union gas
transportation system, which, at that time, was being developed at a high rate involving the most

advanced achievements of domestic and world science and engineering.

The city of Sumy was selected as location for the joint venture not coincidentally. From 1983 until
1990 extensive work on technical upgrade of domestic valve industry was being carried out on the
base of Sumy Frunze Machine-Building Science and Production Association Joint Stock Company
and VNIlkompressormash All-USSR Scientific Research Institute. Therefore, Mokveld Marketing
JV was staffed by leading specialists from these companies, and Mr. Yu.L. Rukhlov, Chief
Designer of VNIlkompressormash institute, who had managed the works on the creation of up-to-
date ball and check valves for gas and oil facilities of the USSR, was offered a position of General

Manager.

1.1.3 Accounting for Investment in Joint Venture Businesses

The objective of general purpose financial statements of a small or medium-sized entity is to
provide information about the entity’s financial position, performance and cash flows that is useful
for economic decision-making by a broad range of users (eg owners who are not involved in
managing the business, potential owners, existing and potential lenders and other creditors) who
are not in a position to demand reports tailored to meet their particular information needs. The
objective of IFRS Section 15 Investments in Joint Ventures is to prescribe the financial reporting
requirements for investments in joint ventures. A joint venture is a contractual arrangement

whereby two or more parties undertake an economic activity that is subject to joint control.

1.1.3.1 Types of Joint Venture
a. Jointly controlled operations;

b. Jointly controlled assets; or

c. Jointly controlled entities.
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The main issues that arise in relation to Section 15 are identification of jointly controlled
operations, jointly controlled assets and jointly controlled entities and the measurement of

investments in joint ventures.

a) Jointly Controlled Operations

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 venture 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

and any expenses incurred in common are shared among the venturers.

Examples — jointly controlled operation

v’ Entity A researches and develops drugs. Entity B manufactures drugs and promotes them

commercially. Entities A and B enter into a contractual arrangement whereby they equally
participate in the results of research and development and the commercial promotion of a
particular drug that is yet to be invented.
In accordance with the contractual arrangement entity A undertakes the research and
development activities and entity B undertakes the manufacturing and commercial
activities. The entities share all costs and revenues arising from the jointly controlled
operation.

v' Entities A and B have joint control over the specified research, development,
manufacturing and commercial activities—it is a joint venture (jointly controlled
operation). Each venturer (i.e. entities A and B) is required to account for its interest in the
jointly controlled

v Entities A and B enter into a contractual arrangement whereby they combine their
operations, resources and expertise to manufacture, market and distribute aircraft. Different
parts of the manufacturing process are carried out by each of the venturers. Each venturer
bears its own costs and takes a share of the revenue from the sale of the aircraft, such share

being determined in accordance with the contractual arrangement.
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% In respect of its interests in jointly controlled operations, a venturer shall recognize in its
financial statements:
a. The assets that it controls and the liabilities that it incurs, and
b. The expenses that it incurs and its share of the income that it earns from the
Sale of goods or services by the joint venture.

Example — accounting for a jointly controlled operation
Because the scale of the project exceeded the capacity of entities A and B individually, they
tendered jointly for a public contract with a government to construct a motorway between two
cities. Following the tender process the government awarded the contract jointly to entities A and
B. In accordance with the contractual arrangements entities A and B are jointly contracted with
the government for delivery of the motorway in return for $14 million (2) (a fixed price contract).
In 2010, in accordance with the agreement between entities A and B:

% entities A and B each used their own equipment and employees in the construction activity

¢ entity A constructed three bridges needed to cross rivers on the route at a cost of $4 million

% entity B constructed all of the other elements of the motorway at a cost of $6 million.

% entities A and B shared equally in the $14 million jointly invoiced to (and received from)

the government
The arrangement is a jointly controlled operation. Entities A and B have retained control of the
assets they use to perform the contract requirements and are responsible for their respective
liabilities. They meet their respective contractual obligations by providing construction services to
the government.
Entities A and B recognize in their financial statements their own property, plant and equipment
and operating assets and their share of any liabilities resulting from the joint arrangement (such as
performance guarantees). They also recognize the income and expenses associated with providing
construction services to the government.
The venturers account for their interests in the joint venture (jointly controlled operation) as
follows
Entity A—in 2010
Construction costs $4, 000,000

Cash $4, 000,000
(To recognize the construction costs incurred in 2010)
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Dr Cash $7, 000,000
Cr revenue $7, 000,000
(To recognize the construction revenue earned in 2010).

Entity B—in 2010
Dr Construction costs $6, 000,000
Cr Cash $6, 000,000
(To recognize the construction costs incurred in 2010).

Cash $7, 000,000
Revenue $7, 000,000
(To recognize the construction revenue earned in 2010).

b) Jointly Controlled Assets

Some joint ventures involve the joint control, and often the joint ownership, by the venturers of
one or more assets contributed to, or acquired for the purpose of, the joint venture and dedicated

to the purposes of the joint venture.

Example—jointly controlled asset
Entities A and B are independent oil production companies. They enter into a contractual
arrangement to control and operate an oil pipeline jointly.
Each venturer uses the pipeline to transport its own product in return for which it bears an agreed
proportion of the expense of operating the pipeline.
The two entities A and B have joint control over the oil pipeline—it is a joint venture (jointly
controlled asset). Each venturer (ie entities A and B) is required to account for its interest in the
jointly controlled pipeline. In respect of its interest in a jointly controlled asset, a venturer shall
recognize in its financial statements:
a. its share of the jointly controlled assets, classified according to the nature of the assets;
b. any liabilities that it has incurred;
c. its share of any liabilities incurred jointly with the other venturers in relation to the joint
venture;
d. any income from the sale or use of its share of the output of the joint venture, together with
its share of any expenses incurred by the joint venture; and

e. Any expenses that it has incurred in respect of its interest in the joint venture.

13



Example — accounting for a jointly controlled asset

On 1 January 2010 entities A, B, C, D and E (the venturers) jointly buy a jet aircraft for $10 million
cash. The venturers are registered as equal joint owners of the aircraft. They enter into an
agreement whereby the aircraft is at the disposal of each venturer for 70 days each year. The
aircraft is in maintenance for the remaining days each year. The venturers may decide to use the
aircraft, or, for example, lease it to a third party. Decisions regarding maintenance and disposal of

the aircraft require the unanimous consent of the venturers.

The contractual arrangement is for the expected life (20 years) of the aircraft and can be changed
only if all of the venturers agree. The residual value of the aircraft is nil. In 2010 the venturers
each paid $100,000 to meet the joint costs of maintaining the aircraft (eg hangar rental and aviation
license fees). In 2010 each venturer also incurred costs of running the aircraft when they made use
of the aircraft (eg entity A incurred costs of $50,000 on pilot fees, aviation fuel and landing costs).
In 2010 entity A also earned rental income of $10,000 by renting the aircraft to others. The jet
aircraft is a jointly controlled asset. The joint venture is a way to share the costs of having access
to an aircraft. Each venturer owns a share of the aircraft and benefits from having the aircraft at its
disposal for some days each year. Each venturer would recognize its interest in the jointly
controlled asset in accordance with paragraph 15.7. For example, in 2016 entity A would record

its interest as follows:

1 January 2016
Property, plant and equipment (interest in an aircraft) $2,000,000
Cash $2,000,000

(To recognize the purchase of an ownership-interest in a jointly controlled aircraft).

In 2016
Cash $10,000
Profit or loss (rental income) $10,000
(To recognize income earned in renting to others the use of the aircraft in 2016).
Aircraft operating expenses $150,000
Cash $150,000

(To recognize the costs of running an aircraft in 2016).

14



Depreciation expense $100,000
Accumulated depreciation (interest in an aircraft) $100,000

(To recognize depreciation of an ownership-interest in a jointly controlled aircraft)

c¢) Jointly Controlled Entities
The formation of a jointly controlled entity is a transaction in which the ownership interest in the

venture is exchanged for whatever consideration is received from the participating venturers. If all the
venturers provide cash for ownership interest in the joint venture, the accounting for preparation of
the opening balance sheet of this enterprise is fairly simple. If the venturers contribute only non-
monetary assets (assets other than cash) or cash plus some non-monetary assets, the fair market value
of each non-monetary asset needs to be estimated. An independent appraisal of the non-monetary
assets may be required in cases where their values are not apparent from other sources. After
preparation of the opening balance sheet of the jointly controlled entity, normal accounting in
accordance with the generally accepted accounting principles in the country of operation is applied to
the future transactions

Section 15 requires an entity to choose one of the following three models to account for its

investments in jointly controlled entities:

a. The cost model, in accordance with which the investment in a joint venture is measured at
cost (including transaction costs) less any accumulated impairment losses. However, an
investor using the cost model is required to use the fair value model for any investment in
a jointly controlled entity for which a published price quotation exists.

b. the equity method, in accordance with which the investments in a jointly controlled entity
is initially recognized at the transaction price (including transaction costs) and adjusted
thereafter for the post-acquisition change in the investor’s share of profit or loss and other
comprehensive income of the jointly controlled entity.

c. The fair value model, in accordance with which the investment in a jointly controlled entity
is initially recognized at the transaction price (excluding transaction costs).

After initial recognition, at each reporting date, the investment in the jointly controlled entity is
measured at fair value. Changes in fair value are recognized in profit or loss.

However, an investor using the fair value model is required to use the cost model for any
investment in a jointly controlled entity for which it is impracticable to measure fair value reliably

without undue cost or effort.
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Examples — cost model

On 1 January 2010 entities A and B each acquired 30 per cent of the ordinary shares that carry
voting rights at a general meeting of shareholders of entity Z for $300,000. Entities A and B
immediately agreed to share control over entity Z.

For the year ended 31 December 2010 entity Z recognized a profit of $400, 000.

On 30 December 2010 entity Z declared and paid a dividend of $150, 000 for the year 2010. At 31
December 2010 the fair value of each venturers’ investment in entity Z is $425,000. However,
there is no published price quotation for entity Z.

Entities A and B (the venturers) must each recognize dividend income of $45,000 (ie 30% x
$150,000 dividend declared by entity Z) in profit or loss for the year ended 31 December 2010.
At 31 December 2010 the venturers must report their investments in entity Z (a jointly controlled
entity) at $300,000 (ie cost). Each venturer must also consider whether there are any indicators
that its investment is impaired and, if so, conduct an impairment test in accordance with Section
27 Impairment of Assets. In this case there would not be any impairment loss because the fair value
($425,000) less costs to sell of the investment exceeds its carrying amount ($300,000).

» Fair value model
When an investment in a jointly controlled entity is recognized initially, a venturer shall measure
it at transaction price. Transaction price excludes transaction costs.
At each reporting date, a venturer shall measure its investments in jointly controlled entities at
fair value, with changes in fair value recognized in profit or loss, using the fair valuation guidance
in paragraphs 11.27-11.32. A venturer using the fair value model shall use the cost model for any
investment in a jointly controlled entity for which it is impracticable to measure fair value reliably
without undue cost or effort.
Examples — fair value model
On 1 January 2010 entities A and B each acquired 30 per cent of the ordinary shares that carry
voting rights at a general meeting of shareholders of entity Z for $300,000. Entities A and B
immediately agreed to share control over entity Z.
For the year ended 31 December 2010 entity Z recognized a profit of $400, 000.
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On 30 December 2010 entity Z declared and paid a dividend of $150, 000 for the year 2010. At 31
December 2010 the fair value of each venturer’s investment in entity Z is $425, 000. However,
there is no published price quotation for entity Z.
In determining profit or loss for the year ended 31 December 2010 entities A and B must each:
e Recognize dividend income of $45,000 (ie 30% x $150,000 dividend declared by entity
Z);(7) and
e Recognize the increase in the fair value of its investment in entity Z of $125,000 (ie
$425,000 fair value at 31 December 2010 less $300,000 carrying amount on 1 January
2010).
At 31 December 2010 entities A and B must each report their investment in entity Z (a jointly
controlled entity) at its fair value of $425, 000.

Quick Check

Define the term joint venture

Identify the types of joint ventures
What differs one joint venture from the other one?

YV V VYV

What is the difference between joint venture and partnership business?

1.2 ACCOUNTING FOR PUBLIC ENTERPRISE IN ETHIOPPIA

Meaning of Public Enterprises
The term public enterprise is used widely, but there is no single, generally accepted definition that

attaches to the term. Yet if we are to make any headway in discussing the accountability
environment of Public Enterprises it is important to understand what is being referred to. This is
because Public Enterprises are hybrids. They have features of both private and public sector
organizations. Like private companies, they engage in commercial activity with the goal of profit-
making, often in competition with other private sector compares Like public sector agencies, they
are required to execute government policies, often in the form of delivering noncommercial
services (or ‘community service obligations’). In theory, then, there are choices to be made about

adopting primarily public or private styles of accountability regulation for these entities.

17



1.2.1 Rationales for Creation of Public Enterprise
There is no single rationale that explains the creation of all Public Enterprises. As a general

proposition, however, it is safe to say that a public enterprise will be created when Government
wishes to conduct some form of commercial enterprise at arm’s length from the usual departmental
structures and processes.
What this means is that the question why are Public Enterprises created breaks down into two more
particular questions: ‘why does Government want to engage in that particular commercial
activity?’ and ‘why must it be conducted in the form of a public enterprise?
Governments became involved in Commercial areas for several reasons:

e The private sector was seen as incapable of delivering the required products or services,

e The community considered it appropriate that government should own a firm that operated

as a natural monopoly; or

e The government wanted to fulfill a community service obligation (CSO).

1.2.2 Characteristics of Public Enterprises
The international center for public enterprise (ICPE) identified six essential elements charactering

the public dimension and the enterprise dimension of public enterprises.

1. Public purposes: A public enterprise is created for attaining broad Scio- economic
development objectives and thus has a public mission

2. Public Ownership: Ownership of the enterprise is by the government or public authority.(
could be marked 51% or more ownership position)

3. Public control: As the enterprise is owned by the government it is subjected to public
control.

4. Field of activity of Business character: The enterprise operates in a sphere of activity
which has business character.

5. Marketing of output: It is assumed that the enterprise will have to sell or market its output,
not provide output freely.

6. Investment and Return: It involves a capital investment and expected return to investor.

Accordingly, there is the concept of profitability or surplus

To a considerable extent, the accountability problem for Public Enterprises stems from the fact
that they are hybrid organizations; they have features of both private and public sector

organizations like private companies, they engage in profit-seeking commercial activity, often in
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competition with private sector businesses. Like public sector agencies, they are required to
execute government policies, often in the form of delivering non-commercial services (or
‘community service obligations’). We need, however, to go further than listing examples. We need
to understand why a particular organization might be included in, or omitted from, such a list. A
review of the recent literature suggests that the following three characteristics are considered to be
essential in classifying an organization as a public enterprise:
I.  its principal function is to engage in commercial activities in the private sector
ii. itis controlled by government, and
iii. it has an independent legal existence from government and the executive

I. Commercial Activities
The term ‘commercial activities’ refers to ‘the sale of goods or services for financial return in an
open market, that is, in a market where the consumers of the gods or services are not limited to
government-funded bodies.
It should be noted that not all Public Enterprises engage in commercial activities in the same way.
Some are monopoly suppliers of goods or services (such as Ethiopian Telecommunications
Corporation (ETC), Ethiopian Electric Power Corporation (EEPCO), Ethiopian Air Lines (EAL)
etc), while others (such as Meta Abo Brewery) operate in competitive markets with private sector
companies. Commercial activity need not be the only activity of a public enterprise but it will be
its principal activity. It allows that Public Enterprises will often be required to discharge
community service obligations (that is, provide goods or services at subsidized or less than market
prices and which might, therefore, not be provided if the public enterprise operated on a purely
commercial basis).
Il. Government Control
There are also variations on the second factor-Government control. The question of control ties at
the heart of accountability.
Control is a nebulous term-it can be exercised generally or in relation to specific issues;

e it can be exercised permanently or intermittently;

e it can come from inside the public enterprise or be imposed from outside,

e it can be actual or potential (sometimes control is exercised by the threat or potential

of actual control), and

e it can be a combination of these factors
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Two methods of control that have been used in relation to Public Enterprises are:

e the appointment of government officers to the board of management, or

e direct ownership
Some Public Enterprises are controlled by virtue of being wholly owned by the government. Other
Public Enterprises are partly owned by private sector interests, often as a step towards the hill
privatization of the entity.
In partly-owned Public Enterprises there is a question about the level of ownership which is
necessary to give the government control over the entity.
There are no precise answers to this question. As we move along the scale from 100 per cent
ownership though 50 per cent to minority government ownership we encounter entities which are
more properly regarded as private, although the point at which this happens will vary depending
on the company.
One attempt at a categorical answer is relying on a test which is similar to that found in the FASB
statements for defining the relationship of holding company to subsidiary company.
That is, the Government is said to control a public enterprise if the Government:

e controls the composition of the Public Enterprises board of directors

e can cast, or control the casting of, more than one half of the maximum number of votes

that might be cast at a general meeting of the company, or

e holds more than one-half of the issued shares in the public enterprise
However, there are other standards of control that might be used. For example, we could borrow
the control threshold which is used in regulating company takeovers, and say that anything over a

20 per cent ownership of voting shares constitutes effective control.

I11. Independent Legal Existence
Ethiopian Public Enterprises Proclamation No. 25/1992 in article 7 has put legal personality and
Liability of public enterprises. According to this article, sub (1), a public enterprise shall have legal
personality stating in sub (2) that it may not be held liable beyond it total assets. It is important to
stress that the formal independence of a public enterprise will not be negated by the level of control
which government exercises over the public enterprise.
This legal independence has a double edge:

e Onthe one hand it offers the advantage that the public enterprise can operate with some

degree of organizational, operational and budgetary independence from Government
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e On the other hand, it creates a barrier to the usual mechanisms of parliamentary
accountability and control, necessitating the creation of special accountability

mechanisms which will be examined later

Public Enterprises and Accountability
The accountability problems which are posed by Public Enterprises arise from the tension between
the first two characteristics: Public Enterprises are public bodies which engage in private sector
activity. The difficulties in devising and applying appropriate accountability mechanisms arise

from the tension between the last two characteristics.

The legal independence of Public Enterprises has two consequences. On the one hand, it offers the
advantage that a public enterprise can operate with some degree of organizational, operational and
budgetary independence from government; On the other hand, it creates a barrier to the usual
mechanisms of parliamentary accountability and control, necessitating the creation of special

accountability mechanisms.

The concept of accountability itself gives rise to a number of questions which must be answered
in the particular context of Public Enterprises. For example, what conduct satisfies the criterion of
accountability. To whom should accountability be provided? When should accountability be
provided? Paragraphs that follow will find answers to these questions.

Regarding the first question, different criteria which can be used in assessing whether a public
enterprise is being ‘accountable’ A public enterprise might be said to be accountable if it provides
accurate information about its financial (and possibly its performance) Activities when it is
required to do so. Here the demands of accountability and commercialization are likely to conflict
because a public enterprise may want to keep commercially sensitive information confidential
rather than disclosing it in a public Parliamentary forum. This problem is exacerbated if, on a
stronger view of accountability, a public enterprise is required to explain or just’ its actions to

Parliament.

Secondly, there is an issue as to when the accountability requirements should apply. Should they
apply before significant policy or resource decisions are made, during the time policies are being
implemented and resources are being used, or after these events? Different accountability

timeframes will apply depending upon who the accountability audience is, and on the method by
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which that accountability is conveyed. For example, accountability of Public Enterprises to the
public will be after the event, while accountability to the portfolio Minister will require disclosures
of policies before they are implemented by the public enterprise. Making these accountability
choices with regard to Public Enterprises creates a dilemma. The dictates of commercialization,
particularly where the entity is required to compete in a private sector& market, will demand that
certain issues be kept confidential, and that the entity should be allowed greater freedom than other

governmental entities from parliamentary accountability mechanism.

The existing accountability framework for Public Enterprises is constructed from a number of
different but interlocking mechanisms. This multiple approach has the advantage of covering
different aspects of public enterprise operations but it also has the disadvantage of possible
inconsistency and lack of cohesion. Not all of these accountability mechanisms involve the
Parliament directly. Indeed, it is more accurate to say that Parliamentary control over Public

Enterprises is most often indirect and after the event.

One of the principal methods for ensuring the accountability of Public Enterprises has been to
locate them within the general structure of ministerial responsibility to Parliament. In simple terms,
this means that staff in a public enterprise is accountable to management who are in turn
accountable to the board of directors. The directors are accountable to Parliament for the
performance of Public Enterprises in that portfolio. The Auditor-General also has a role in public
enterprise accountability, serving as an important public symbol for the public nature of public

enterprise activity. There are, however, limitations on this role.

In general, the key public enterprise accountability mechanisms tend to rely on executive
monitoring and to under-emphasize the role of Parliamentary control and accountability. This is
consistent with the three-pronged requirements of commercialization, corporatization and
privatization whether it is consistent with the requirements of public and parliamentary

accountability debatable.

Accounting for Public Enterprises
The accounting equations; Assets= Liabilities + Capital, could be applicable to the public
enterprise. The enterprise is a legal economic entity. Most of assets and liabilities are the same as

the private corporate entity. The capital section has a difference.
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In a public enterprise;
1. There is no capital stock account: there is only one capital account i.e. paid up capital
2. No paid in capital in excess of par account: there are no shareholders. The money is coming
from government
3. Retained earnings in the context of accumulated profits or residual income or other
receivables may exist.
4. No dividend to shareholders because no shareholders, however, in the sense of return on

investment some amount may be transferred to legal reserves.

Quick Check

» What is public enterprise?

» What is the similarity and differences between public enterprise and
private business organizations?

» Why public enterprise?

» What differs accounting for public enterprise from other business
organizations?

1.3 PRIVATIZATION
Privatization can be defined as the act of reducing the role of government, or increasing the role

of the private sector, in an activity or in the ownership of assets.

The privatization process covers not only the ownership and management transfer of a Public
Enterprise to the private sector through sales, but also other forms of privatization such as lease
arrangements, management contracts, cutbacks in government activities, denationalization,
deregulation etc. Thus, privatization is basically the transfer of government owned assets to the

private sector

1.3.1 Public Enterprises and Need for Privatization
In principle, public enterprises (PEs) could operate in much the same way as private enterprises,

maximizing or at least concentrating on profits. In practice, however, PEs are rarely pure profit
maximizes. This is partly due to the greater weight attached to social objectives rather than

financial objectives.
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The assertion that the state is relatively inefficient in production, distribution and financial sector
is rather without proof; the issue that the private sector is relatively more efficient in this area of
activities is inconclusive. Theoretically, with the prevalence of competitive market, a public
enterprise, allowed fully to operate competitively in the market is likely to perform as efficient as
the corresponding private sector enterprise in that same market.

Generally, the change of ownership from state to private may not necessarily improve the
efficiency and profitability of enterprises. But in practice, the new private owners, pushed by the
need for more profit and survival in the competitive environment, could invest more on new
technologies, make managers accountable for bad performance, as a result inefficiencies could be

minimized and profitability improved.

1.3.2 Objectives of Privatization

Different stakeholders are to view the objectives of privatization differently. Economists, civil
servants and others tend to view privatization from different point of view. Here we will focus on
the economic objectives of privatization as seen by economists.
The economists’ case for privatization rests on the expectation that it will enhance efficiency in
the supply of a product or service and expect privatized firms to be more efficient than state owned
ones. Privatization is designed to substitute the single objective of maximizing profits for the
typically mixed objectives of public enterprises, and focuses on the task of raising revenue and
lowering costs. In general, the main objectives of privatization often include the following:

e Achieving wider share ownership,

e Introducing more competition,

e Changing the public-private sector mix,

e Improving the performance of public enterprises, and

e Reducing the frequent political interference in the day-to-day activities of public

enterprises.

Thus, privatization is widely expected to improve the financial and operating performance. There
are several reasons to expect improved performance in a privatized firm. The first is the issue of

objectives. A privately owned company knows that it will not survive if it is consistently
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unprofitable; lenders will not lend and new equity will not be raised. Pursuing of commercial
success is a prerequisite for survival. Profitability is usually a good measure of success.

Related to objective is the issue of accountability. The obligation of the company to account its
Board for commercial performance, and the obligation of the Board to account to equity owners

for returns on, and enhancement of the value of, that equity, is powerful force.

1.3.3 Benefits and Risks of Privatization

1.3.3.1 Benefits of Privatization
The major benefits of privatization can be summarized as follows:
Greater Efficiency and Productivity of Enterprises - It has been argued that the main benefits
of privatization would come from the greater efficiency and productivity of enterprises after
privatization. Freed from government control with its set of incompatible objectives, privatized
firms can focus on being competitive to produce, at low cost and acceptable quality. This would
lead to more efficient use of resources and improve economic output.
Increased Competition in the Economy - Governments sees privatization as a way to increase
competition in the economy, and thereby a private sector that is more flexible, more responsive to
customers, and more efficient than the public alternatives.
Revenue to the Government - The government would generate revenue from both the sale of
assets in public enterprises as well as from increased tax revenues from restructured and more
productive enterprises.
Capital Market Development - Privatization is also believed to have an impact on capital market
development, which is a key to economic growth.
Means of Foreign Direct investment (FDI) - Privatization has also a positive impact on attracting
foreign direct investment. Many countries that are privatizing would like to attract strategic foreign
investor into a public enterprise because such investor can bring capital, new technology, new

export market access, and professional management to the enterprise.

1.3.3.2 Risks of Privatization
Some of the risks associated with privatization can be summarized as follows:
Monopolistic tendency - Privatization alone without the introduction of competition may simply
transform a state monopoly into a private monopoly. The privatized firm may pursuit profits more
vigorously, but that pursuit if it took the form of increased prices could worsen allocate efficiency.
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Possibility of Failure — If undertaken without careful preparation, and change in major policy
elements such as the labor, the trade, the finance and the pricing policy, privatization can cause
some firms to fail needlessly. If the transfer of enterprises is made to a private owner with no
Vision, Plan and entrepreneurial skill, it will result in unnecessary closure of the privatized firms.
The vision, the capacity and potential of the private sector to run the firms to be privatized are

necessary preconditions to realize the promises of privatization.

1.3.4 Privatization Modalities
Privatization can be achieved through a number of transactions involving money or not (vouchers).
These transactions are called Modalities, which in simple word mean methods of privatization.
Selection of modality depends on the characteristics of the enterprise as well as the objectives of
the government. Some enterprises may have identifiable needs (investment, management, market,
etc.) while others could be managed by any body. The government may want to spread ownership,
empower local investor, go out of operation while retaining ownership, etc. The major types of

modalities used throughout the world include the following.

Voucher Method - This method also called mass privatization or non-sale distribution method

may not raise revenue but it can reduce the level of required subsidies.

Sale of PE shares to the Public - The ownership of the PE is transferred from the public sector to
the private sector through partial or total sales of shares. Partial sale of shares refers to cases where
the government decides to sell part of its shareholdings to the public at large. The remaining shares
may be retained in view of controlling or influencing decisions. Total sales (complete divestiture)
involve the outright sale of all shares to a single buyer, to the public or to the workers and

management of the PE to be privatized.

Sale of PE Shares to Workers and Management - The selling of shares of the company to its
workers and management through direct give way, leveraged buyout or some combination of the
two.

Cut Backs in PE’s Activities - Cut backs in PE activities are another approach to privatization.
The encouragement of private capital to participate in the economy as well as the restriction of

PE’s activities will enhance competition and the efficient use of resources.
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Deregulation - Deregulation refers to the removal of specific monopoly rights and other protective
privileges given to PEs. In order to influence the stability of prices or other regulatory purposes
the government usually gives special powers and privileges to certain government units.

The restriction as well the removal of their special privileges will enhance the free entry and exit

of enterprises in the market and ultimately ensure competition.

Liquidation and Withdrawal - This method is used in cases where no combination of new
investment, ownership, and operational changes exist which would give the enterprise a positive
net present value in terms of future cash flows. Therefore, in cases where PEs are chronic money
losers and their financial investigation reveal that their long-term viability are at stake, liquidation
is taken as an option. Other forms of privatization include: joint ventures, management contract
for fee, lease arrangements, restitution of property to former owners, debt-equity swaps, and
franchising, etc.

Quick Check

Explain Privatization

What are the objectives of privatization?

How do you associate privatization to public enterprises?
What are the modalities of privatization?

YV V VY

Do you think privatization is important?
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A joint venture is often defined ass a contractual arrangement involving the co-operative
efforts and the utilization of the resources of two or more ventures to accomplish an agreed
—upon goals

A joint venture differs from a partnership in that it is limited to carrying out a single project,
such as production of a motion picture or construction of a building

Considering the nature of joint venture arrangements, joint ventures can be classified as
jointly controlled operations jointly controlled assets and jointly controlled entities. On the
other hand, we can classify joint ventures also as small and large joint ventures

A joint venture does not file income tax. The venturers report the income from the joint
venture on their personal tax filings.

The complexity of modern business, the emphasis on good organization and strong internal
control, the importance of income taxes, the extent of government regulation and the need
for preparation and retention of adequate accounting records are strong arguments for
establishing a separate set of accounting records for every corporate joint venture of large
size and long duration

Joint control is a situation in which no one party alone has the power to control its strategic
operation, investing, and financing decisions, but two or more parties together can do so,
and each of the parties sharing control (joint ventures) must consent.

A joint venture is just one of a number of business arrangements which investors can use.
It is suitable as an intermediate structure to test a business relationship or where the parties
do not want to enter into more permanent and restrictive business arrangement. Investors
should consult with their advisors to determine which arrangement is more suitable for
their business.

A joint venture differs from a limited liability partnership in that it generally is limited to
carrying out a single project. Joint ventures may be credited for such purposes as to develop
a tract of land, sell agricultural products, explore for natural resources, or undertake
construction project.

A corporate joint venture is a corporation owned and operated by a small group of joint
ventures as a separate business enterprise. The investment in the common stock of a

corporate joint venture is accounted for by the equity method of accounting. Supplementary
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disclosure of assets, liabilities, and results of operations of the corporate joint venture is
made in a note to the financial stamens of each venture if the investment in the venture is
material.

Either the equity method of accounting or the proportionate share method of accounting
may be used for an investment in an unincorporated joint venture. In the propitiate share
method of accounting, the investor recognizes in its accounting records its share of each

asset, liability, revenue, and expense of the joint venture.

REVIEW QUESTIONS

Part I: Multiple Choices: Choose the best answer from the following Alternatives

1.

The following alternatives show why government engages in commercial areas except:

A

B.
C.
D.

The community considered it appropriate that government should own a firm that
operated as a natural monopoly.

The private sector was seen as capable of delivering the required products or services
The government wanted to fulfill a community service obligation.

The private sector was seen as incapable of delivering the required products or services

Of the following which one is not the characteristic of public enterprises?

A. Investment and return D. Public purpose
B. Public control E. All F. None

C. Public ownership

Which one is part of the contractual agreement in joint venture?

A. The income or expense sharing by the venturers

B. The duration and reporting obligations of the joint venture

C. The appointment of the board of directors or equivalent governing body of the joint
venture

D. Capital contributions by the venturers

E. All F. None
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4. Of the following one indicates the difference between public enterprises and private
businesses. Identify it.
A. In public enterprises there is no capital stock account except paid up capital
B. In private business no paid in capital in excess of par account because the money is
coming from government
C. Retained earnings in the context of accumulated profits in the case of public
enterprises.
D. No dividend to shareholders because no shareholders.
E. All F.None
5. One is not the objective of privatization among the following alternatives. Identify it.
A. Changing the public-private sector mix
B. Increasing the frequent political interference in the day-to-day activities of public
enterprises.
C. Introducing more competition
D. Improving the performance of public enterprises
E. All F. None
6. Which one is not among the benefits of privatization?
A. It means of attracting foreign direct investment.
B. Greater efficiency and productivity of enterprises
C. Decreased competition in the economy
D. Increase in government revenue
E. All F. None
7. All are privatization modalities except:
A. Franchising D. debt-equity swaps,
B. Management contract for fee. E. All F. None
C. Lease arrangements.
8. Of the following which one is not considered as public enterprises in Ethiopia?
A. Ethio telecom E. All F. None
B. Ethiopian Electric Service
C. Ethiopian Airlines

D. Commercial Bank of Ethiopia
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CHAPTER TWO
ACCOUNTING FOR SALES AGENCIES AND PRINCIPAL.:
BRANCHES, DIVISION AND HEAD OFFICE
Objectives:

At the end of this chapter, you will be able to:

> Differentiate among sales agency, branch and divisions

» Account for sales agency transactions

» Account for shipments made at home office cost; at price that exceeds the home
office’s cost
Prepare working paper for combined financial statements
Prepare combined financial statements for Home Office and Branches

Comprehend the basic procedures for reconciliation of reciprocal accounts

YV V V V

Record transactions between branches

2.1 DISTINGUISHING BETWEEN AGENCIES, BRANCHES AND DIVISIONS

This chapter distinguishes between sales agency and branch operations, describes accounting
procedures for branch operations, and illustrates procedures for combining home office and branch
financial statements in the preparation of financial statements for the business entity as a whole.
a. Sales Agency
A technical distinction is commonly made between sales agencies and branches. A branch office
usually has more autonomy and provides a greater range of services than a sales agency does,
although the degree differs with the individual company. Sales agencies are established to display
merchandise and to take customers' orders, but they don't stock merchandise to fill customers'
orders or pass on customer credit. The sales agency is not a separate accounting or business entity.
Ordinarily, the only accounting records required for sales agencies are for cash receipts and
disbursements, which are handled in essentially the same manner as petty cash systems. The
central accounting system of the business maintains records of sales made through agency
operations and related cost of sales and other expenses.
b. Branches
By contrast, branch operation stocks merchandise, makes sales to customers, passes on customer

credit, collects receivables, incurs expenses, and performs other functions normally associated
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with the operations of a separate business enterprise. Such activities are accounted for through
separate branch accounting systems that parallel the systems of independent businesses except in
the manner of accounting for ownership equities and in recording transactions between branches
and the main office of the enterprise.
c. Division

Division is a business segment or a business enterprise which generally has more autonomy than
a branch. Division may be as separate company or may not be a separate company. If the division
IS not a separate company, the accounting procedures are the same as Branch. If the division is a

separate company (subsidiary company), the financial accounting requires consolidation.

Differences among Sales Agency, Branch and Division

Characteristics Sales Agency | Branch Division

¢ Degree of Autonomy No autonomy | Moderate Very high

¢ Set of accounting records Not required | Required by Home | Required by the
Office and Branch Division

¢ Transactions approved by Principal Branches Division

¢ Accounting Entity No Yes Yes

¢ Legal Entity No No May or May not

Quick Check

» What does it mean sales agent?
» What differs sales agent from branch and division?

2.2 ACCOUNTING SYSTEM FOR A SALES AGENCY AND BRANCHES

A) Accounting System for A Sales Agency
The term sales agency sometimes is applied to a business unit that performs only a small portion
of the functions traditionally associated with a branch. For example, a sales agency usually caries
samples of products but does not have an inventory of merchandise. Orders are taken from
customers and transmitted to the home office, which approves the customers' credits and ship the
merchandise directly to customers. The agency's accounts receivable are maintained at the home

office, which also performs the collection function. An imprest cash fund generally is maintained
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at the sales agency for the payment of operating expenses. Sales agencies do not require complete
accounting systems to account for their limited activities. Ordinarily, cash receipts and
disbursements records are sufficient for accounting at agency location. Records for sales agency
operations must be maintained in the central accounting system of the enterprise. The amount of
data accumulated by the enterprise for agency operations may be limited to records of cash and
display merchandise at agency offices, on the one hand, or comprise relatively complete asset and
income data, on the other.
If detailed information for a sales agency is not deemed necessary, the following entries may
suffice to account for agency operations.
1. Creation of an agency working capital fund or establishment of imprest fund:
Agency working capital/Agency imprest fund XXX
Cash XXX
(To record transfer of cash to sales agency)
2. Transfer of sample inventory to sales agency:
Sample inventory - agency XXX
Merchandise Inventory (or purchases) XXX
(To transfer display merchandise to sales agency)

3. Replenishment of agency working capital/imprest fund at month or year-end:

Salaries expense XXX
Utilities expense XXX
Advertising expense XXX
Miscellaneous expense XXX

Cash XXX

(To record expenses incurred by sales agency and replenishment of agency working
capital/imprest fund)
4. Adjustment of agency sample inventory at month or year-end:
Advertising expense XXX
Sample inventory - agency XXX
(To adjust agency sample inventory to net realizable value and to charge the write-

down to advertising expense)
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With regard to cost of sales (or cost of goods sold), when the perpetual inventory system is used,
shipment to customers of the agency are debited to Cost of Sales (CGS) account maintained for
each sales agency. When the periodic system is used, a shipment of goods sold by an agency may
be recorded by a debit to Cost of Sales (CGS) of a specific sales agency and a credit to Shipment
to Agencies. This journal entry is recorded only at the end of an accounting period if a
memorandum record is maintained during the period listing the cost of goods shipped to fill sales
orders received from agencies. At the end of the period the Shipment to Agencies ledger account
is offset against the total of beginning inventories and purchases to measure the cost of goods
available for sale for the home office in its own operations. Office furniture or other assets located
at sales agency may be carried in a separate ledger account by the home office, or control over
such assets may be achieved by use of a subsidiary ledger with a complete record for each asset

showing cost, location, and any other relevant information.

Journal entries for an expanded agency recordkeeping system follow. The entries identify plant
assets of the sales agency (Arba Minch Sales Agency) separately. They also show sales, cost of
sales (CGS), and expense information on an agency basis, perpetual inventory system is assumed.

1. Purchase of Arba Minch sales agency land and buildings:
Land - Arba Minch sales agency XXX
Building - Arba Minch sales agency xxx
Cash XXX
Purchase of facilities for sales agency.
2. Creation of a sales agency working capital fund/establishment of agency imprest fund:
Arba Minch sales agency working capital/imprest fund XXX
Cash XXX
To record transfer of cash to Arba Minch sales agency.
3. Transfer of display merchandise to sales agency:
Arba Minch sales agency sample inventory Xxxx
Merchandise inventory XXX

To record transfer of sample merchandise to sales agency
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4. Payment of salaries to employees of sales agency:
Salaries expense- Arba Minch sales agency xxx
Cash XXX
To record payment of salaries to sales agency employees
5. Sales orders from sales agency are filled and customers are billed:
Accounts receivable XXX
Sales- Arba Minch sales agency XXX
To record credit sales made through Arba Minch sales agency.
Cost of sales (CGS)- Arba Minch sales agency XXX
Merchandise inventory XXX
Cost of merchandise delivered to customers of sales agency.
6. Replenishment of agency's working capital fund/imprest fund at year end:
Advertising expense- Arba Minch sales agency XXX
Utilities expense- Arba Minch sales agency XxX
Other expenses- Arba Minch sales agency  xxx
Cash XXX
To record replenishment of sales agency working capital/imprest fund
7. Depreciation recorded on sales agency buildings:
Depreciation expense- Arba Minch sales agency XXX
Accumulated depreciation- Arba Minch sales agency XXX

To record depreciation on sales agency buildings

8. Sample merchandise at sales agency adjusted to reflect shop wear:
Advertising expense- Arba Minch sales agency XXX
Arba Minch sales agency sample inventory Xxxx

To record adjustment of sample inventory to realizable value

9. Closing revenue and expense accounts to a separate income summary account:

Sales-Arba Minch sales agency XXX
Cost of sales (CGS)- Arba Minch sales agency XXX
Advertising expense- Arba Minch sales agency XXX
Utilities expense- Arba Minch sales agency XXX
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Other expenses- Arba Minch sales agency XXX

Depreciation expense- Arba Minch sales agency XXX
Salaries expense- Arba Minch sales agency XXX
Income summary- Arba Minch sales agency XXX (assuming NI)

To close revenue and expense accounts to a separate income summary ledger account
for sales agency
10. Closing revenue and expense accounts:
Income summary- Arba Minch sales agency XXX
Income summary XXX
To close net income of sales agency to income summary ledger account

The entries illustrated are examples of how an accounting system can be expanded to provide
separate information for agency operations. Accumulation of such information is both practical

and inexpensive even when an enterprise has a large number of sales agency operations.

B) Accounting System for A Branch

Branch accounting involves segmenting the accounting system of an enterprise into separate
accounting systems for home office and branch operations. The home office records constitute the
central accounting unit for the enterprise, and branch records constitute adjunct accounting system
for each branch operation. Separate home office and branch systems are used for accounting and
internal reporting purposes, but the separate financial statements of the home office and branches
have to be combined into a single set of financial state