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Preface    

 

The purpose of this book is to set out the principles and conceptual issues of International 
Financial Reporting Standards (IFRS). In addition, the book includes schematic summaries 
of the accounting and disclosure requirements of the applicable accounting standards.   

From an academic point of view, the publication targets second-year students in the 
professional accounting programmes at SAICA-accredited universities in South Africa. In 
addition, the needs of second- and third-year students at other institutions have also been 
considered. We hope that this publication will assist such students in their endeavour to 
obtain a thorough knowledge of the accounting standards that are discussed.  

This publication focuses on certain core accounting standards specifically relevant to the 
level of students the publication is aimed at. For these accounting standards we attempt to 
discuss them on a fundamental, yet thorough, basis. This publication is therefore not an 
attempt at a comprehensive review of the entire series of International Financial Reporting 
Standards; it is rather an in-depth discussion of certain accounting standards, limited in 
some instances to specific sections of those standards. This edition is also updated to 
include the requirements of IFRS 15, Revenue from Contracts with Customers. 

We trust that the users of this publication will gain a thorough grasp of those sections of 
the accounting standards discussed in this publication. 

THE AUTHORS 
Pretoria 

November 2015 
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ENHANCING QUALITATIVE CHARACTERISTICS 
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Over time  Similar events 
or transactions       

           

ELEMENTS OF FINANCIAL STATEMENTS 

RECOGNITION CRITERIA 

CONCEPTS OF CAPITAL AND CAPITAL MAINTENANCE 

3333    BackgroundBackgroundBackgroundBackground    

3.13.13.13.1    What is a What is a What is a What is a fffframework?ramework?ramework?ramework?    
A framework serves as a general frame of reference for a specific area of enquiry. It should 
provide a theoretical background against which practical problems can be tested. In 
accounting terms, a framework is a set of theoretical concepts and principles that serve as 
the basis for developing new reporting practices and evaluating current practices. 

 A framework provides guidance to preparers of financial reports regarding which 
business, economic and other events should be accounted for and how these events should 
be measured and communicated to users. 

3.23.23.23.2    Recent developmentsRecent developmentsRecent developmentsRecent developments    
During 1989, the then International Accounting Standards Committee (IASC) issued a 
statement entitled Framework for the Preparation and Presentation of Financial Statements, 
which was formally adopted in 2001 by its successor body, the International Accounting 
Standards Board (IASB) as the Framework. This document is based on the American 
Financial Accounting Standards Board’s (FASB) conceptual framework.   

The FASB and the IASB (the Boards) were engaged in a joint project to revise their 
conceptual frameworks in order to refine, update, complete and converge them into  
a common framework that can be used for the development of new standards, as well as  
for the revision of existing ones. An important objective is for the standards to be 
principles-based, implying that standards may not be a collection of conventions, but 
should be based on fundamental concepts. In order to result in coherent financial 
accounting and reporting, the fundamental concepts need to constitute a framework that is 
sound, comprehensive, and internally consistent.  

This project was divided into eight phases (A–H) of which Phase A–D received priority 
attention. Phase A – Objectives and Qualitative Characteristics was finalised in 2010, and 
published as chapter 1 and 3 of The Conceptual Framework for Financial Reporting 2010 
(Conceptual Framework).  



4   Introduction to IFRS – Chapter 1
 

The Conceptual Framework 2010 contains the following: 
� Chapter 1: The objective of general purpose financial reporting. 
� Chapter 2: The reporting entity (to be added). 
� Chapter 3: Qualitative characteristics of useful financial information. 
� Chapter 4: The Framework (1989): The remaining text. 
Chapters 1 and 3 replaced the relevant paragraphs in the Framework for the Preparation 
and Presentation of Financial Statements of 1989 (Framework). Chapter 2 will be added 
once Phase D is completed. Comments and feedback that were received on the exposure 
draft (ED) for Phase D – Reporting Entity (ED 278) (issued in 2010) have been considered. 
A new exposure draft, The Conceptual Framework for Financial Reporting, was issued in 
2015. In this ED, guidance on the reporting entity is proposed, based on the feedback 
received on the 2010 ED. Chapter 4 will be changed once Phases B – Elements and 
Recognition, and Phase C – Measurement have been completed. Currently chapter 4 is still 
word for word the remaining text of the Framework.  

The joint project was suspended in 2010. The framework project resumed in 2011, but is 
now an IASB-only project. Once the entire conceptual framework project is completed, the 
IASB will have a complete single and comprehensive document which will be called The 
Conceptual Framework for Financial Reporting. The intended publication date of the revised 
Conceptual Framework is in 2016. 

Although the Framework has already been partially replaced by chapters in the 
Conceptual Framework, the International Financial Reporting Standards (IFRS), and 
specifically the older standards, are still based on the concepts contained in the Framework 
and have not yet been updated to be in line with the updates in the new Conceptual 
Framework. These standards will therefore, in many instances, still refer to the concepts 
and principles contained in the old Framework. Therefore both the Framework and the 
Conceptual Framework form the basis of this chapter. 

As is the case today, once the Conceptual Framework has been completed, some existing 
IASB financial reporting standards will inevitably conflict with these concepts in the 
conceptual framework. Accounting standards will probably not immediately be changed to 
reflect the new Conceptual Framework, because standards assume hierarchical priority over 
concepts; hence priority will still be given to standards. It is expected, however, that such 
conflicts will gradually disappear as new principles-based standards are developed. 

What are the main objectives behind the worldwide drive for establishing a conceptual 
framework? Since financial statements are published by a wide variety of bodies around the 
world, often for a variety of reasons, different interpretations by both preparers and users 
of such statements may render them incomparable and lead to a loss of the credibility of 
financial statements and the accounting process as a whole. The conceptual framework is 
therefore an attempt to assist standard-setters such as the IASB to harmonise accounting 
practices, standards and procedures and to ensure that accounting standards that are 
published by accounting bodies are inherently consistent, as they will then theoretically all 
conform to the conceptual framework. An important further objective of the conceptual 
framework is to provide a basis for reducing the number of alternative accounting 
treatments. 
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Part 1: The Conceptual Framework for Financial Reporting 2010Part 1: The Conceptual Framework for Financial Reporting 2010Part 1: The Conceptual Framework for Financial Reporting 2010Part 1: The Conceptual Framework for Financial Reporting 2010    
 

4444    ScopeScopeScopeScope        

 The Conceptual Framework for Financial Reporting 2010 (Conceptual Framework) 
deals with: 
� the objective of financial reporting; 
� the qualitative characteristics of useful financial information; 
� the definition, recognition and measurement of the elements from which financial 

statements are constructed; and 
� concepts of capital and capital maintenance.  

The Conceptual Framework is applicable to general-purpose financial reports of all 
commercial, industrial and business reporting entities, whether in the public or private 
sector. Special purpose financial reports such as prospectuses and financial statements for 
tax purposes fall outside the scope of the Conceptual Framework, although aspects of the 
Conceptual Framework may be applied to particular relevant situations.  

 The Conceptual Framework has as its specific goal the provision of assistance to: 
� the IASB in the development of future International Financial Reporting Standards (IFRS) 

and in its review of existing IFRS; 
� the IASB in promoting harmonisation of regulations, accounting standards and procedures 

relating to the presentation of financial statements by providing a basis for reducing the 
number of alternative accounting treatments permitted by IFRS; 

� national standard setters in the developments of national standards; 
� preparers in the application of IFRS; 
� auditors in the formation of their opinion as to the compliance with the requirements of 

IFRS; and 
� users in their understanding and interpretation of IFRS. 

 

 The Conceptual Framework is not an accounting standard and does not override any 
formal accounting standard, such as the International Accounting Standards (IASs) or 
International Financial Reporting Standards (IFRSs). It does not have the same authority as 
an IFRS; where there is a conflict between the Conceptual Framework and a specific 
standard, the standard will always prevail. 

The “financial statements” to which the Conceptual Framework applies include a balance 
sheet, an income statement, a statement of changes in equity, cash flow statement and 
explanatory notes. Supplementary schedules, such as financial information about industrial 
and geographical segments are also included, but not reports by directors, statements by 
the chairman, management analyses, etc. 

The Conceptual Framework as well as the Framework has not been updated with the new 
terminology that is contained in the revised IAS 1, issued in 2007 and again in 2011 and 
2012 (see chapter 2). 
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5555    The The The The objectiveobjectiveobjectiveobjective    of general purpose financial reportingof general purpose financial reportingof general purpose financial reportingof general purpose financial reporting    
 

 According to the Conceptual Framework paragraph OB2, the objective of general 
purpose    financial reportingfinancial reportingfinancial reportingfinancial reporting    is:    

� to provide    financial informfinancial informfinancial informfinancial informationationationation    about the reporting entity;  
� that is    usefulusefulusefuluseful to existing and potential investors, lenders and other creditors. 

The Conceptual Framework, therefore, established the objective of financial reporting and 
not just of financial statements. Financial statements are an integral part of financial 
reporting but the scope of the objective is now broader compared to what it was in the past. 

The user group identified as “potential investors, lenders and other creditors” refer to those 
users who provide resources to a reporting entity but are not in the position to demand 
specific information from the entity. They have to rely on the general purpose financial 
reports as their main source of information. In general, these mentioned users will require 
information to support decisions about whether to buy, sell or hold their equity and/or debt 
instruments in the reporting entity. This information includes but is not limited to the 
expected returns linked to those instruments, for example dividends, repayments of capital 
and interest or the movement of market prices. Because the payment of these expected 
returns is linked to the future cash flow situation of an entity, the users need information to 
help them assess the prospects for future net cash inflows of an entity. Information about 
the resources of the entity, claims against the entity and management’s ability to manage 
these resources and claims will provide valuable information regarding the future cash flow 
position of the reporting entity. The concerns of stakeholders, such as the directors of a 
company or its management, who are in a position to obtain more information than those 
that are published in the annual financial statements, are therefore not primarily addressed. 

Making use of estimates, judgements and models, rather than exact calculations, is an 
inherent part of preparing financial information.  

 The main purpose of the Conceptual Framework is to establish certain conceptsconceptsconceptsconcepts that 
underlie those estimates, judgements and models. Compliance with these concepts is the 
goal of the IASB as well as the preparers of financial reports. 

Information is usually provided in the following components of financial statements (IAS 1 
terminology in brackets): 

Balance sheet (Statement of financial position) 
A balance sheet portrays the economic resources of an entity, the claims against these 
resources and the impact of transactions, events and circumstances on these resources and 
claims against resources as well as the liquidity and solvency of the entity. This information 
is useful for predicting the entity’s ability to generate cash and cash equivalents, plus the 
amounts, timing, and uncertainty of its future cash flows, as well as how successful the 
entity is likely to be in the raising of finance. Information on liquidity and solvency is used to 
predict the ability of the entity to meet its commitments when they become due. Such 
information helps investors, lenders and other creditors to identify the entity’s financial 
strengths and weaknesses and indicates the cash flow potentials of some economic 
resources and the cash needed to satisfy most creditors’ claims. 
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Income statement (Statement of profit or loss and other comprehensive income) 
An income statement provides information on the financial performance of the entity during 
a specified period. Investors, lenders and other creditors often use historic information to 
predict future trends. While investment and credit decisions are based on the particular 
party’s prediction of future events, such as the ability to generate cash flows from its existing 
resource base, they are also at least based on the entity’s historic performance. Information 
on the variability of performance and the different components of income in a particular 
period is also provided in the income statement. 

Cash flow statement (Statement of cash flows) 
The cash flow statement provides information on the changes in financial position in order 
to assess the entity’s investing, financing and operating activities and the way in which the 
entity acquires and distributes cash and cash equivalents. It also casts light on the entity’s 
ability to generate cash and cash equivalents and its needs to utilise cash flows.  

Statement of changes in equity 
The statement of changes in equity provides information about changes in the structure of 
the entity’s equity, capital transactions and dividends paid, and other distributions made to 
owners.  

Notes and supplementary schedules 
The notes and supplementary schedules provide information necessary for a better 
understanding of the financial statements. Such information includes statements on the 
accounting policies applied, risks and uncertainties affecting the entity and resources and 
obligations not recognised in the financial statements. 

Interrelationship of component parts 
A close relationship exists between the various component parts of financial statements. 
Each component part reflects different aspects of the same transactions and events. No 
single statement will, in itself, provide all the necessary information to the users of the 
statements. 

According to the Conceptual Framework, the financial performance of an entity should be 
reflected by the concept of accrual accounting. Accrual accounting requires that 
transactions are recorded for accounting purposes when they occur, and not when the cash 
is received or paid. Therefore, not only the movement of cash is shown, but also its 
expected future movement, be it through the future payment of an obligation of the entity 
or the future collection of amounts due to the entity. Hence, the type of information that is 
useful in economic decision-making is supplied to the users of financial statements. 

Example 1.1: Accrual accountingExample 1.1: Accrual accountingExample 1.1: Accrual accountingExample 1.1: Accrual accounting    
During March 20.11 a company purchased inventory on credit. The company has a policy of 
settling creditors after 60 days. According to the accrual basis of accounting, the company 
must account for the purchase transaction in March 20.11, not when the actual cash flow 
occurs when settling the creditor 60 days later.  

The users of financial reports would also need information on whether the reporting entity 
has made efficient and effective use of the resources provided to the entity via the 
respective equity and/or debt investments. This is commonly referred to as the 
stewardship concept.  

Should the general purpose financial reports not comply with the users’ information 
needs, they need to consider information from other sources, including the conditions of the 
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general economic environment in which the reporting entity operates, political events and 
industry and company related matters. 

Because there are so many different users of financial reports with different individual 
needs, it will never be possible to satisfy all their needs through one set of financial reports. 
The IASB, in developing financial reporting standards, has as its objective the provision of 
information that will meet the need of the maximum number of users. 

    Example 1.2:Example 1.2:Example 1.2:Example 1.2:    Differences in information needsDifferences in information needsDifferences in information needsDifferences in information needs    
The shareholders will often require information that differs substantially from the 
information required by the creditors, although certain overlapping informational needs will 
exist. There are also other categories of users such as investors and employees, each with 
their own information requirements but with certain overlapping needs. To meet the needs 
of each of these groups in a single set of financial reports is not an easy task. 

6666    The reporting entityThe reporting entityThe reporting entityThe reporting entity    

The reporting entity is the topic of chapter 2 of the Conceptual Framework. However, this 
chapter still has to be added. The reporting entity refers to an entity that chooses, or is 
required, to present general purpose financial reports. 

7777    Qualitative characteristics of useful financial informationQualitative characteristics of useful financial informationQualitative characteristics of useful financial informationQualitative characteristics of useful financial information    

To achieve the above-mentioned objectives of financial reporting, the information contained 
in the financial reports must have certain qualitative characteristics. The qualitative 
characteristics are the attributes that increase the usefulness of the information provided in 
the financial reports. 

The qualitative characteristics apply not only to financial information included in the 
financial statements, but also to financial information provided in other ways. As mentioned 
in section 5 above, financial reports provide information on the reporting entity’s economic 
resources, claims against the reporting entity and the effects of any transactions or events 
that results in a change to those claims and resources. This information is referred to as the 
economic phenomena in the Conceptual Framework. 

 Following from the objective of financial reporting, information provided in the 
financial reports needs to be    usefulusefulusefuluseful    to its users. For information to be useful, it needs to be 
both relevant and faithfully represented. The usefulness of financial information is further 
enhanced when it is comparable, verifiable, timely and understandable (Conceptual 
Framework paragraph QC4). The Conceptual Framework therefore distinguishes between    
fundamentalfundamentalfundamentalfundamental and    enhancingenhancingenhancingenhancing    qualitative characteristics. 

7777.1.1.1.1    FundamentalFundamentalFundamentalFundamental    qualitative characteristicsqualitative characteristicsqualitative characteristicsqualitative characteristics    
The fundamental qualitative characteristics are: 
� relevance; and 
� faithful representation. 

7777....1.11.11.11.1    RelevanceRelevanceRelevanceRelevance    
Relevant information is information that is useful and has the ability to influence the 
economic decisions of users by helping them to evaluate past, present or future events, or 
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confirming or correcting their past evaluations. Such information can enable users to make 
more accurate forecasts about specific events, or can supply feedback on previous 
expectations. Relevant information, therefore, has one or both of the characteristics of 
predictive value or confirmatory value. 

The relevance of information is established by reference to the nature and the 
materiality of the information concerned. In certain instances the nature of the 
information alone is sufficient to determine its relevance – for example, where information, 
irrespective of its materiality, can affect the decisions of the user. 

Materiality plays an important role when evaluating the relevance of information. 
Information is considered to be material if its omission or misstatement could influence the 
decisions of users based on this information. Information may be relevant in accordance 
with the laid-down measures, but if it is not material, then its relevance diminishes. 
Materiality provides a threshold or cut-off point for relevance. This means that the 
materiality of an item is measured in terms of its importance in relation to the overall 
assessment of the financial statements. It is also generally accepted that materiality refers 
to individual items. This implies that a series of similar non-material items that may be 
material in total will be assessed on an individual basis. Two or more similar and material 
items may not be offset against each other with the net result that they become a  
non-material item.  

The following should be considered in the assessment of the materiality of an element in 
the financial statements: 
� Material items affect the evaluation of, or decisions made about, the financial 

statements. 
� The disclosure of material items increases the usefulness of the financial statements. 
� The materiality of an item is assessed in terms of the financial statements as a whole. 

    Example 1.3: MaterialityExample 1.3: MaterialityExample 1.3: MaterialityExample 1.3: Materiality    
The following examples were given in the previous ED 216.51QC to illustrate the application 
of the concept of materiality: 
A misclassification of an asset as equipment that should have been classified as plant may 
not be material because it does not affect classification on the statement of financial 
position; the line item “plant and equipment” is the same regardless of the misclassification. 
However, a misclassification of the same amount might be material if it changed the 
classification of an asset from plant or equipment to inventory. 
An error of R10 000 in the amount of uncollectible receivables is more likely to be material if 
the total amount of receivables is R100 000 than if it is R1 000 000. Similarly, the 
materiality of such an error also may depend on the significance of receivables to an entity’s 
total assets and of uncollectible receivables to an entity’s reported financial performance. 

7777.1.1.1.1.2.2.2.2    Faithful representationFaithful representationFaithful representationFaithful representation    
Financial reports represent economic events and transactions (economic phenomena) in 
words and numbers (Conceptual Framework paragraph QC12). For financial reports to be 
useful the financial information contained in them must not only be relevant, it must also be 
a faithful representation of the events it purports to represent.  

All items that impact on the financial position and/or results of an entity should, therefore, 
be represented in the financial statements in an appropriate manner. Most financial 
information is subject to the risk of not being entirely faithfully representative in that it does 
not necessarily portray what it purports to portray. This could be the case where, for 
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instance, it is difficult to measure a particular element of the financial statements (say, an 
asset), perhaps as a result of the nature of such an element. Goodwill generated internally 
over time is given as an example; brands fall in the same category. In such cases, entities 
often do not recognise them in the financial statements. Alternatively, they are recognised, 
but the risks surrounding their measurement are disclosed appropriately. 

In SFAC 2, which forms part of the FASB conceptual framework, faithful representation is 
illustrated with an analogy to road maps that are useful to travellers. Such “. . . maps use 
‘. . . symbols bearing no resemblance to the actual countryside, yet they communicate a 
great deal of information about it . . .’ Just as the lines on a road map represent roads and 
rivers in the real world, the descriptions and amounts in financial statements represent the 
cash, property, payables, sales, and salaries of a real-world entity. And just as a map-maker 
would impair the usefulness of a road map by adding roads or bridges where none exist or 
leaving out roads that do exist, an accountant who adds imaginary items to financial 
statements or leaves out real-world economic resources, obligations, or events would impair 
their representational faithfulness, and ultimately their decision-usefulness.” (Storey, Reed K 
and Sylvia Storey, FASB Special Report, The Framework of Financial Accounting Concepts and 
Standards, p 105, January 1998, quoted in Revisiting the Concepts, May 2005, International 
Accounting Standards Board and Financial Accounting Standards Board by Halsey G Bullen, 
FASB Senior Project Manager and Kimberley Crook, IASB Senior Project Manager). 

The Conceptual Framework indicates that the following three characteristics would ensure 
faithful representation: 
� completeness; 
� neutrality; and 
� free from error. 
These characteristics are now explained further. 

Completeness 
Information included in the financial reports is complete when it includes all the information 
that a user would need to be able to understand the economic events or transactions being 
presented. This should include all necessary descriptions and explanations. Material 
omissions can render information false and misleading and therefore not be a fair 
representation. Not providing all the relevant information is, therefore, equivalent to 
providing misleading information. 

    Example 1.4: Effect of not providing complete informationExample 1.4: Effect of not providing complete informationExample 1.4: Effect of not providing complete informationExample 1.4: Effect of not providing complete information    
Where an entity is involved in a law-suit and the legal advisors of the entity are of the opinion 
that the case against them will probably not succeed, a provision would not be recognised. 
Although no provision will be created in the financial statements, stakeholders would want 
to be alerted as soon as possible    to this state of affairs, in order for them to make 
appropriate economic decisions. Not disclosing the circumstances surrounding the law-suit 
in the financial statements would render such financial statements incompleteincompleteincompleteincomplete and 
therefore not a faithful representation. The facts about the law-suit should, therefore, be 
disclosed in the notes to the financial statements. 

Neutrality 
Reliable information should be neutral in that it should not present information in a manner 
that will achieve a predetermined result. A neutral presentation is without bias when 
selecting or presenting financial information. Neutral information will increase the ability of 
the information to make a difference in the economic decisions of its users. 
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Free from error 
Faithful representation of information does not imply that the information is absolutely 
accurate. It does, however, imply that the description of the event and/or transaction 
(economic phenomena) is free from error and that the process followed to provide the 
reported information was also without errors. An example of this would be the scenario 
where an estimate of an unobservable value cannot be determined to be accurate or not 
accurate. The estimate can still be faithfully represented if the amount is clearly described 
as being an estimate together with all the uncertainties surrounding its measurement.  

7777.1.1.1.1.3.3.3.3    Applying the fundamental qualitative characteristicsApplying the fundamental qualitative characteristicsApplying the fundamental qualitative characteristicsApplying the fundamental qualitative characteristics    
For information to be useful, it must be both relevant and faithfully represented. 
Users cannot make good decisions on either a faithfully represented irrelevant event or 
transaction, or an unfaithfully represented relevant event or transaction. However, a faithful 
representation by itself does not necessarily result in useful information (Conceptual 
Framework paragraph QC16). If something is not considered relevant then the view taken is 
that the item does not really need to be disclosed, perhaps regardless of whether it can be 
faithfully represented. However, if an event or transaction is considered to be relevant to 
the users of the financial statements, it would be important to present the information 
faithfully.  

The Conceptual Framework suggests in paragraph QC18 the following steps as the most 
efficient and effective process when applying the fundamental qualitative characteristics: 
Step 1: identify an economic phenomenon that has the potential to be useful to users; 
Step 2: identify the type of information about that phenomena that would be most relevant 

if it is available and can be faithfully represented; 
Step 3: determine whether that information is available and can be faithfully represented. 
Once this process has been followed, the process ends and the relevant information is 
presented faithfully in the financial report. Should any of the steps be impossible to 
perform, the process is repeated from the start.   

7777....2222    Enhancing qualitative characteristicsEnhancing qualitative characteristicsEnhancing qualitative characteristicsEnhancing qualitative characteristics    
The usefulness of information that is already relevant and faithfully represented can further 
be enhanced by applying the following enhancing qualitative characteristics to it: 
� comparability; 
� verifiability; 
� timeliness; and 
� understandability. 
These characteristics are now explained further. 

Comparability 
In order to meet their decision-making needs, users of financial information should be given 
comparable information that enables them to identify trends over time and between similar 
companies. 
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 Comparability in the accounting treatment should be consistent for: 
� the same items over time; 
� the same items in the same period; and 
� similar items of different but similar companies over time and in the same period. 

The Conceptual Framework paragraph QC23 states that, “(C)omparability is not uniformity. 
For information to be comparable, like things must look alike and different things must look 
different. Comparability of financial information is not enhanced by making unlike things 
look alike any more than it is enhanced by making like things look different.”  

One of the main reasons for the disclosure of accounting policies in financial statements is 
to assist readers of such statements to compare the financial statements of different 
entities. The accounting policy notes indicate how specific items have been treated; hence it 
is possible to compare such treatment with the treatment of similar items in different 
entities. The financial statements of different but similar entities can therefore be 
appropriately analysed in order to evaluate a particular entity’s performance relative to the 
performance of its peers. The comparative amounts included in the financial statements 
constitute the most visible example of comparability.  

It is undesirable to permit alternative accounting methods for the same transactions or 
events, because comparability and other desirable qualities such as faithful representation 
and understandability may be diminished. Nevertheless, comparability should not be 
pursued at all costs. Where new accounting standards are introduced, or when the 
application of a more appropriate accounting policy becomes necessary, the current 
accounting policy should be changed. In such circumstances, there are measures to ensure 
the highest possible degree of comparability, but absolute and complete comparability are 
sometimes not achieved. 

Verifiability 
Verifiability is a characteristic of financial information that enables users to confirm that the 
presented information does in fact faithfully present the events or transactions it purports to 
present. When different knowledgeable and independent observers can reach consensus on 
whether a specific event or transaction is faithfully represented, the information would be 
deemed verifiable. Direct verification is exemplified by the counting of cash to verify a cash 
balance. Indirect verification can be represented by the confirmation of inputs used to 
calculate the closing balance on inventories by physically counting the quantities and 
recalculating the cost value by using the same valuation methods used by the reporting 
entity (for example first-in, first-out or weighted average).   

Timeliness 
Information will be able to influence the decision of users when it is reported timely. Usually 
older information is less useful although some information could still be useful over a longer 
period of time when it is used for purposes of identifying and assessing certain trends.  

Understandability 
To achieve the stated objective of financial reporting, the financial statements should be 
understandable to the average user who has a reasonable knowledge of business and a 
willingness to study the information with the necessary diligence. This does not mean, 
however, that information should be excluded from the financial statements simply because 
it may be too complex for certain readers to understand. 
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7777....2.12.12.12.1    Applying the enhancing qualitative characteristicsApplying the enhancing qualitative characteristicsApplying the enhancing qualitative characteristicsApplying the enhancing qualitative characteristics    
According to the Conceptual Framework paragraph QC33, the application of the enhancing 
qualitative characteristics should be maximised to the extent possible. It is, however, very 
important to note that the enhancing characteristics cannot make information useful if it is 
not already relevant and faithfully represented. 

7777....2.22.22.22.2    The cost constraint on useful financial reportingThe cost constraint on useful financial reportingThe cost constraint on useful financial reportingThe cost constraint on useful financial reporting    
A pervasive constraint on the presentation of financial information is the cost involved in 
supplying the information. Where the costs of preparing the information exceed the benefits 
to be derived from the supply of the information, the information will not be reported, even 
though it may meet all the qualitative characteristics of useful information.   

8888    The 1989 Framework: The remaining textThe 1989 Framework: The remaining textThe 1989 Framework: The remaining textThe 1989 Framework: The remaining text    

8888.1.1.1.1    Underlying aUnderlying aUnderlying aUnderlying assumptionssumptionssumptionssumption    
Going concern is an assumption that the entity will continue to operate in the foreseeable 
future. Hence it is assumed that the entity has neither the intention nor the need to liquidate 
or curtail its operations materially. Should this assumption not be valid, elements of financial 
statements should be measured at liquidation values and provision would possibly have to 
be made for liquidation costs. The financial statements would, therefore, appear different 
from financial statements that were drawn up under the going concern assumption. 

8888....2222    The elements of financial statementsThe elements of financial statementsThe elements of financial statementsThe elements of financial statements    
The qualitative characteristics are applicable to all information contained in the financial 
statements. The following elements of the financial statements will be considered separately: 
� assets; 
� liabilities; 
� equity; 
� income; and 
� expenses. 
The first three elements, i.e. assets, liabilities and equity, relate to the financial position 
of an entity as set out in the balance sheet. The last two elements, i.e. income and 
expenses, relate to the performance of an entity as set out in the income statement. The 
definition and recognition criteria for each of the above elements are discussed below. At 
this stage, however, it is appropriate to note that the underlying substance of elements 
needs to be considered, not merely their legal form – a notion that is called substance over 
form. The Conceptual Framework cites, in paragraph 4.6, the example of finance leases to 
illustrate this phenomenon. Although finance leases are legally construed as leases, their 
substance is such that they are not treated as typical leases, but are capitalised and treated 
as assets acquired from borrowing proceeds.  
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8.28.28.28.2.1.1.1.1    AssetsAssetsAssetsAssets        
    

 An asset of an entity is: 
� a resource; 
� that is under the control of the entity; 
� that is expected to result in future economic benefits flowing to the entity; and 
� that originated as a result of past events. 

 
Assets are generally scarce resources that are exhausted in economic activities such as 
consumption, production and exchange. Certain assets have a physical form, although this 
is not a requirement for qualification as an asset. Goodwill and patents are examples of 
non-physical or intangible assets. They qualify as assets if future economic benefits are 
expected to flow from them to the entity and if they are controlled by the entity. 

The requirement that an item should be under the control of an entity to qualify as an 
asset can be achieved through the legal ownership of the item, but this may not be a 
conclusive indication of control. Control may also be exercised when access to the particular 
economic benefits of the asset is restricted, for example, through a secret formula or 
process. According to paragraph 4.12 of the Conceptual Framework, assets such as 
receivables and property, are associated with a legal right, for instance, the right of 
ownership. The right of ownership is, however, not essential for qualification as an asset. 
Should an entity control the benefits that are expected to flow from a leased property, such 
property qualifies as an asset. An item may, therefore, meet all the requirements of the 
definition of an asset even where legal control is absent, for example, where by keeping 
acquired know-how a secret, an entity controls the benefits that are expected to flow from 
it.  

The common characteristic of all assets is that they represent future economic benefits 
that will eventually result in the inflow of cash or cash equivalents. Assets are either used to 
produce goods or services for resale or for own use in the production process. These goods 
or services satisfy the needs of customers; consequently, they are prepared to pay for them 
and hence contribute to the cash flow of the entity. Through this process, economic benefits 
are generated for the entity. Such economic benefits may flow to the entity in a number of 
ways. The following examples of how assets may be employed are given in paragraph 4.10 
of the Conceptual Framework. Assets may be: 
� used singly or in combination with other assets in the production of goods or services to 

be sold by the entity; 

    Example 1.5: Used in production of goodsExample 1.5: Used in production of goodsExample 1.5: Used in production of goodsExample 1.5: Used in production of goods    
A manufacturing entity put raw materials worth R5 000 into the production process. 

� exchanged for other assets;  

    Example 1.6: Exchanged for other aExample 1.6: Exchanged for other aExample 1.6: Exchanged for other aExample 1.6: Exchanged for other assetsssetsssetsssets    
A company exchanged an idle machine for another company’s delivery vehicle.  

� used to settle a liability, or 
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    Example 1.7: Used to settle a liabilityExample 1.7: Used to settle a liabilityExample 1.7: Used to settle a liabilityExample 1.7: Used to settle a liability    
A company paid Dlamini Bank R5 000 cash (asset) in full and final settlement of an 
outstanding short-term loan (liability). 

� distributed to the owners of the entity. 

    Example 1.8: Distribution to the owners of the entityExample 1.8: Distribution to the owners of the entityExample 1.8: Distribution to the owners of the entityExample 1.8: Distribution to the owners of the entity    
A company paid its shareholders an interim dividend of R10 000 in cash (asset). 

Assets are usually obtained through the closing of transactions, either through purchase or 
through production using resources obtained through other transactions. Other events, such 
as inheritance, or property received from government as part of a programme to encourage 
economic growth in an area, or the discovery of mineral deposits, may also result in the 
acquisition of assets.  

Assets, therefore, result from past transactions or other past events. It is important to 
note, though, that transactions or events that are expected to occur in the future do not in 
themselves give rise to assets. An intention to purchase an asset does not, of itself, 
constitute the acquisition of an asset.  

According to paragraphs 4.13 and .14 of the Conceptual Framework, a close association 
exists between the incurring of expenditure and the generating of assets. These two do not, 
however, necessarily coincide. Therefore, when an entity incurs expenditure, this may 
indicate the possible inflow of future economic benefits, but it is not conclusive proof that 
an asset has been acquired. Also, where expenditure has not been incurred, it does not 
automatically follow that an asset has not been acquired. Items that have been inherited or 
donated to the entity may indeed meet all the requirements of the definition of an asset. 

8.28.28.28.2.2.2.2.2    LiabilitiesLiabilitiesLiabilitiesLiabilities        

 A liability of an entity is: 
� a present obligation; 
� arising from past events; and  
� the settlement of which is expected to result in an outflow from the entity of resources 

embodying economic benefits. 

The most distinctive characteristic of liabilities is that they represent a present obligation for 
a particular entity. The obligation may be legally enforceable but may also be the result of 
normal business practice, or flow from a desire to maintain healthy business relationships or 
to act in an equitable manner. Should an entity, for example, decide to rectify faults in its 
products even after the warranty period has expired, a liability may be created for amounts 
that are expected to be expended in respect of goods already sold. 

According to paragraph 4.16 of the Conceptual Framework, a distinction should however be 
made between a present obligation and a future commitment. A present obligation is not 
necessarily created by a decision of management to acquire assets at a future date. Normally, 
an obligation only arises when an asset is delivered or an irrevocable agreement has been 
entered into to acquire the asset. The irrevocable nature of the agreement commits the entity 
to an outflow of resources to another party. Since liabilities result from past transactions or 
other past events, the purchase of goods and services usually gives rise to a liability (trade 
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payables). Similarly, the receipt of a bank loan results in an obligation to repay the loan and a 
liability is thus created. Future rebates by the entity based on annual purchases may also be 
recognised as liabilities, since the sale of the goods in the past gave rise to the liability. 

Although, in certain instances, an estimate of the amount of the obligation may be 
required, this does not in itself disqualify the item as a liability. The establishment of the 
precise amount of the obligation is not a prerequisite. As a result, provisions also qualify 
as liabilities. 

The sacrifice of resources with economic benefits can take place in a number of ways, for 
instance through: 
� the payment of cash;  

    Example 1.9: Payment of cashExample 1.9: Payment of cashExample 1.9: Payment of cashExample 1.9: Payment of cash    
A company paid R10 000 cash to creditors.  

� the transfer of other assets;  

    Example 1.10: Transfer of other assetsExample 1.10: Transfer of other assetsExample 1.10: Transfer of other assetsExample 1.10: Transfer of other assets    
Due to a cash flow problem, a company agreed with a creditor that it would transfer 
inventory to the creditor in settlement of an outstanding amount. 

� the provision of services;  

    Example 1.11: Rendering of a serviceExample 1.11: Rendering of a serviceExample 1.11: Rendering of a serviceExample 1.11: Rendering of a service    
In exchange for a fax machine, an accountant offered to complete the supplier’s tax return. 

� the replacement of one obligation with another; or 

    Example 1.12: Replacement of one liability with anotherExample 1.12: Replacement of one liability with anotherExample 1.12: Replacement of one liability with anotherExample 1.12: Replacement of one liability with another    
A company’s bankers offered to consolidate an outstanding balance on a short-term loan 
with the outstanding balance on the mortgage bond over the company’s buildings.  

� the conversion of an obligation into equity. 

    Example 1.13: Conversion of an obligation into equityExample 1.13: Conversion of an obligation into equityExample 1.13: Conversion of an obligation into equityExample 1.13: Conversion of an obligation into equity    
Due to cash flow problems, a company agreed with a creditor that it would issue preference 
shares at market value to the creditor in settlement of all outstanding amounts. 

According to paragraph 4.17 of the Conceptual Framework, an obligation may also be 
extinguished by other means, such as a creditor waiving or forfeiting its rights.  
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8.28.28.28.2.3.3.3.3    EquityEquityEquityEquity    

 Equity is defined in paragraph 4.4 of the Conceptual Framework as the residual 
interest in the assets of the entity after deducting all its liabilities; in other words, equity is 
the difference between the assets and liabilities of an entity. This is referred to as the 
accounting equation (E = A – L). 

The amount of equity is, therefore, dependent on the amount of assets and liabilities, not on 
the market value of the entity’s shares. Any correspondence between the market value of the 
entity’s shares and the value of its equity is usually purely coincidental. Similarly, the amount 
that could be raised by disposing of either the net assets on a piecemeal basis or the entity as 
a whole on a going concern basis bears little relationship to the value of an entity’s equity. 

Equity can be subdivided into contributions by owners – for example, share capital and 
retained earnings – and other reserves. The creation of such reserves may sometimes be 
mandated by law to protect the capital base of the entity and to provide creditors with some 
protection from the effects of losses. Not all reserves are, however, created because of legal 
requirements; some may be established upon a decision by the entity’s governing body. The 
existence and size of these reserves should be disclosed to users. Sub-classifications of this 
nature are useful indicators of legal or other restrictions on the ability of the entity to 
distribute equity or utilise it in some other way. They also serve as an indication that different 
categories of equity holders may have differing rights regarding the receipt of dividends or the 
repayment of capital. Transfers between the various categories of reserves are appropriations 
of retained earnings, rather than expenses. 

Not all business activities are, however, performed through companies. Such activities 
are often undertaken through close corporations, sole proprietorships, partnerships and 
trusts, as well as through various other types of government business undertakings. The 
definition of equity (and the other aspects of the Conceptual Framework that deal with 
equity) also applies to such entities, although the legal and regulatory framework within 
which they operate may differ from that applying to companies. For example, in such other 
entities, there may be few, if any, restrictions on the distribution to owners or other 
beneficiaries of amounts included in equity.  

8.28.28.28.2.4.4.4.4    IncomeIncomeIncomeIncome    

 Income is described in paragraph 4.25 of the Conceptual Framework as:  
� increases in economic benefits during the accounting period;  
� in the form of inflows or enhancements of assets (normally debtors or cash); 
� or decreases of liabilities; and 
� that result in increases in equity other than those relating to contributions from equity 

participants. 

Income can be divided into revenue, i.e. income that arises in the normal course of 
business activities that is referred to by a variety of different names, such as sales, fees, 
interest, dividends, royalties and rent, and gains, i.e. other items that meet the 
requirements of the definition of income and may, or may not, arise in the course of the 
ordinary activities of an entity. 

Since gains also represent increases in economic benefits, they are no different from 
revenue and are therefore not regarded as being a separate element of financial 
statements. A surplus on the disposal of non-current assets, for example, will be described 
as a gain. 
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Unrealised gains, such as those arising on the valuation of marketable securities and 
those resulting from increases in the carrying amount of long-term assets are also income, 
but their possible inclusion in the income statement is dependent on the approach taken in 
respect of capital maintenance (refer to section 8.4). Gains are usually disclosed separately 
in the income statement or notes thereto in order to facilitate the making of economic 
decisions. They are often reported after deduction (net) of related expenses. 

The receipt of income may lead to the enhancement of various kinds of assets, such as 
cash, receivables, and goods and services received in exchange for goods and services 
supplied. The settlement of liabilities may also lead to income, for example where goods 
and services are provided to a lender to settle an outstanding loan. 

8.28.28.28.2.5.5.5.5    ExpensesExpensesExpensesExpenses    

 Expenses are defined in paragraph 4.25 of the Conceptual Framework as:  
� decreases in economic benefits during the accounting period;  
� in the form of outflows or depletion of assets; 
� or incurrences of liabilities (normally trade creditors); and 
� that result in decreases in equity other than those relating to distributions to equity 

participants. 

Expenses include losses as well as those expenses that arise in the course of the ordinary 
activities of the entity. Examples of the latter include the cost of sales, wages and 
depreciation, and they usually result in an outflow or depletion of assets such as cash and 
cash equivalents, inventories, property, plant and equipment.  

Losses also meet the definition of expenses and may, or may not, arise in the course of 
the ordinary activities of the entity. Since they represent decreases in economic benefits, 
they are no different from other expenses and are, therefore, not regarded as being a 
separate element of the financial statements. Examples of losses are those resulting from 
disasters such as fire and flood, as well as those arising from the disposal of non-current 
assets. Losses may also be unrealised, for example, those arising from changing foreign 
currency exchange rates. Losses are usually disclosed separately in the income statement or 
notes thereto in order to facilitate the making of economic decisions. They are often 
reported net of related income. 

8888....3333    Recognition of the elements of financial statementsRecognition of the elements of financial statementsRecognition of the elements of financial statementsRecognition of the elements of financial statements    

In order to be recognised as an element of the balance sheet or income statement, an item 
should, firstly, meet the definition of an element of financial statements and, secondly, 
satisfy the criteria for recognition described below. The failure to recognise items that 
should have been recognised is not rectified by disclosure of the accounting policies used or 
by notes or explanatory material.  

 To be recognised as an element in the financial statements: 
� an item must meet the definitiondefinitiondefinitiondefinition of one of the elements of financial statements;  
� it should be probablprobablprobablprobableeee that future economic benefits associated with the item will flow to or 

from the entity; and 
� it must have a cost or value that can be measured reliablymeasured reliablymeasured reliablymeasured reliably. 

Materiality considerations should be taken into account when assessing whether an item 
meets the above criteria and, therefore, qualifies for recognition in the financial statements. 
Because elements are interrelated, an element that is recognised, for example, as an asset, 
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automatically requires the recognition of another element as, for example, income or a 
liability.  

8.38.38.38.3.1.1.1.1    The probabiliThe probabiliThe probabiliThe probability of future economic benefitty of future economic benefitty of future economic benefitty of future economic benefitssss    
Probability refers to the degree of uncertainty surrounding the likelihood that the future 
economic benefits associated with the item will flow to or from the entity. The concept 
reflects the uncertainty that characterises the environment in which an entity operates. 
According to paragraph 4.40 of the Conceptual Framework, assessments of the degree of 
uncertainty attaching to the flow of future economic benefits are made on the basis of the 
evidence available when the financial statements are prepared. It cites the example of a 
receivable that, in the absence of any evidence to the contrary, is recognised as an asset 
when it is probable that it will be paid. However, since some degree of non-payment is 
normally considered probable for a large population of receivables, an expense, 
representing the expected reduction in economic benefits (such as an allowance for 
expected credit losses), is also recognised. 

8.38.38.38.3.2.2.2.2    Reliability of measurementReliability of measurementReliability of measurementReliability of measurement    
Before an item can be recognised in the financial statements, it must be capable of being 
measured reliably. Measurement is the process by which the amount at which an item will 
be reflected in the financial statements is established. In many cases, this amount must be 
estimated. However, the use of reasonable estimates is an essential part of the preparation 
of financial statements; it does not undermine their reliability. In circumstances where a 
reasonable estimate cannot be made, the item is not recognised in either the balance sheet 
or the income statement. The example of expected proceeds from a lawsuit is given in 
paragraph 4.41 of the Conceptual Framework. Such proceeds may meet the definitions of 
both asset and income, as well as the probability criterion for recognition, but if it is not 
possible for the claim to be measured reliably, it should not be recognised as an asset or as 
income. However, the existence of the claim should be disclosed in the notes, explanatory 
material or supplementary schedules.  

The following measurement bases are identified in paragraph 4.55 of the Conceptual 
Framework: 
� Historical cost. Assets should be recorded at the amount paid, or the fair value of the 

consideration given, to acquire the assets at the time of their acquisition. Liabilities 
should be recorded at the amount of proceeds received in exchange for the obligation, 
or in some circumstances (for example, income taxes), at the amounts of cash or cash 
equivalents expected to be paid to satisfy the liability in the normal course of business 
(Conceptual Framework, paragraph 4.55(a)). 

� Current cost. Assets are carried at the amount of cash or cash equivalent that would 
have to be paid if the same or an equivalent asset was acquired currently. Liabilities are 
carried at the undiscounted amount of cash or cash equivalent that would be required to 
settle the obligation currently (Conceptual Framework, paragraph 4.55(b)). 

� Realisable (settlement) value. Assets are carried at the amount of cash or cash 
equivalent that could currently be obtained by selling the asset in an orderly disposal. 
Liabilities are carried at their settlement values; that is, the undiscounted amounts of 
cash or cash equivalent expected to be paid to satisfy the liabilities in the normal course 
of business (Conceptual Framework, paragraph 4.55(c)). 

� Present value. Assets are carried at the present discounted value of the future net 
cash inflows that the item is expected to generate in the normal course of business. 
Liabilities are carried at the present discounted value of the future net cash outflows that 
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are expected to be required to settle the liabilities in the normal course of business 
(Conceptual Framework, paragraph 4.55(d)). 

Fair value is a measurement basis frequently used in IFRS; however, this basis is not 
mentioned in the Conceptual Framework. Fair value is defined in IFRS as “the price that 
would be received to sell an asset or paid to transfer a liability in an orderly transaction 
between market participants” (refer to IFRS 13).  

One of the difficulties encountered with the above list of measurement bases is that no 
guidance is provided on how to choose between the different bases, or how to address 
subsequent measurement in the case of, for instance, revaluation, impairment and 
depreciation. Furthermore, could recognition and derecognition criteria differ in certain 
circumstances? 

A question that arises fairly often is what the level of aggregation or disaggregation 
should be during the measurement process. Should items be grouped at a certain level of 
aggregation, or disaggregated and measured individually?  

There are many similar questions to be asked with regard to measurement issues, 
probably one of the most vexing problems surrounding the Conceptual Framework. Phase C 
– Measurement of the framework project is expected to address all measurement related 
issues and will replace these related paragraphs once completed. 

    Example 1.14: Measurement criteriaExample 1.14: Measurement criteriaExample 1.14: Measurement criteriaExample 1.14: Measurement criteria    
Under historical cost, an asset purchased is recorded at the cash amount paid for the asset 
at the acquisition date. If the asset was received for no consideration (for example, received 
as a donation), the asset is recorded at the amount that would have to be paid for an 
equivalent asset, thus the current cost of the asset. If a discount bond is purchased, all the 
future cash flows attributable to the bond are discounted at market rates of interest to 
calculate the current value (present value) at which the bond is recorded. 
The historic cost basis is currently the most commonly adopted method, and is sometimes 
used in combination with other methods such as realisable value. Inventories, for example, 
are usually carried at the lower of cost and net realisable value. The measurement basis that 
is used is usually dependent on the capital maintenance approach that is adopted. 

8888.3.3.3.3.3.3.3.3    Recognition of assetsRecognition of assetsRecognition of assetsRecognition of assets    
An asset is recognised as an element of the financial statements when it is probable that 
economic benefits will flow to the entity and the cost or valuation of the asset can be 
measured reliably. Where expenditure has been incurred in circumstances that raise doubts 
about whether economic benefits will flow to the entity beyond the current period, the 
amount will be recognised as an expense. Paragraph 4.45 of the Conceptual Framework 
states that “(T)his treatment does not imply either that the intention of management in 
incurring expenditure was other than to generate future economic benefits for the entity or 
that management was misguided. The only implication is that the degree of certainty that 
economic benefits will flow to the entity beyond the current accounting period is insufficient 
to warrant the recognition of an asset.” 

8.38.38.38.3.4.4.4.4    RecognitionRecognitionRecognitionRecognition    of liabilitiesof liabilitiesof liabilitiesof liabilities    
A liability is recognised when it is probable that economic benefits will flow from the entity 
when an obligation is settled. The amount of the benefit to be given up should be capable 
of reliable measurement. IAS 37 provides meaningful guidance on the recognition issues of 
liabilities.  

8.38.38.38.3.5.5.5.5    Recognition of incomeRecognition of incomeRecognition of incomeRecognition of income    
Income is recognised when an increase in economic benefits through an increase in assets 
or a decrease in liabilities has arisen for the entity, and it can be measured reliably. Income 
is therefore recognised simultaneously with the increase of an asset or the decrease of a 
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liability (for example, the net increase in assets arising from a sale of goods or services, or 
the decrease in liabilities arising from the waiver of a debt payable; Dr xxx, Cr Income). In 
practice, it is normally required that revenue should be earned before it is recognised. This 
is merely an application of the recognition criteria of the Conceptual Framework and is 
intended to restrict income recognition to those items that can be measured reliably and 
have a sufficient degree of certainty. The basis for the recognition of income is often called 
the realisation concept.  

8.38.38.38.3.6.6.6.6    Recognition of expensesRecognition of expensesRecognition of expensesRecognition of expenses    
Expenses are regarded as the decline in economic benefits resulting from a decrease in an 
asset, or the increase of a liability, that can be measured reliably. Expenses are therefore 
recognised simultaneously with the increase of a liability or the decrease of an existing asset 
(for example, the accrual of employee entitlements or the depreciation of equipment; 
Dr Expense, Cr xxx).  

When expenditure produces no future economic benefits or when future economic 
benefits do not qualify for recognition in the balance sheet as an asset, such expenditure is 
recognised immediately in the income statement. Also, when a liability is incurred without 
the recognition of an asset, an expense is recognised, for instance when a liability under a 
product warranty arises. 

    Example 1.15: Example of asset/expenseExample 1.15: Example of asset/expenseExample 1.15: Example of asset/expenseExample 1.15: Example of asset/expense    
The definition of expenses encompasses losses as well as those expenses that arise in the 
course of the ordinary activities of an entity. However, expenses incurred with the 
expectation of future economic benefit should be classified as assets if the definition and 
recognition criteria of an asset are satisfied.  
For example, entities undertake research and development activities to benefit from them in 
the long term. During the initial phase of a research project the future benefits are uncertain 
and the research and development costs will be recognised as an expense. During the final 
phase of the project there is reasonable certainty about the expected benefits; therefore the 
costs should be recognised as an asset. 

8888....4444    Concepts of capital and capital maintenanceConcepts of capital and capital maintenanceConcepts of capital and capital maintenanceConcepts of capital and capital maintenance    

 Two different concepts of capital are identified in the Conceptual Framework: 
� a financial concept of capital; and 
� a physical concept of capital. 

According to the financial concept of capital, capital is equal to the net assets or equity of 
an entity. In terms of the physical concept of capital, capital is equal to the production 
capacity of an entity – for example, the number of units produced per day. 

Presumably the choice between the different concepts of capital (and capital 
maintenance) is based on the needs of the users, but the Conceptual Framework gives 
scant further guidance in this regard. In South Africa, most entities adopt a financial 
concept of capital, but should the main consideration of users be to maintain operating 
capacity, the physical concept of capital is selected. 
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Capital maintenance is once again linked to the concepts of capital: 
� In terms of the financial concept of capital, capital is maintained if net assets at the 

beginning of a period are equal to net assets at the end of that period after excluding 
any distributions to or contributions by the owners of the entity. Put differently, the 
financial concept of capital states that profit is only earned if net assets at the end of a 
period exceed the net assets at the beginning of that period. Measurement is done in 
nominal monetary units (without taking inflation into account) or in units of constant 
purchasing power. 

 Should capital be measured using nominal monetary units, profit represents an 
increase in the nominal monetary capital over a period. Increases in the values of assets 
held during a period are known as holding gains, but nevertheless remain profits from a 
conceptual point of view. 

 Should capital be measured in units of constant purchasing power, profit is 
represented by an increase in invested purchasing power over a period. Consequently, 
only the portion of the increase in the prices of assets exceeding the general level of 
price increases would represent profits. The rest are considered to be capital 
maintenance adjustments and form part of equity, not profits. 

� In terms of the physical concept of capital, capital is maintained if the physical 
production capacity of an entity at the beginning of a period is equal to the physical 
production capacity at the end of the period. Consequently, profit under the physical 
concept of capital is only earned if the physical production capacity at the end of a 
period exceeds the physical production capacity at the beginning of the period. As in the 
case of the financial concept of capital, contributions by and distributions to owners are 
excluded. Measurement takes place on a current cost basis. 

 All price changes in the assets and liabilities of the entity are considered to be changes in 
the measurement of the physical production capacity of the entity. These changes are 
consequently accounted for as capital maintenance adjustments against equity, and are 
not recognised as profits. 

 It is clear from the earlier arguments that the concepts of capital maintenance are 
related to the capital that an entity strives to maintain and that it also serves as a point 
of departure for the measurement of profit. 

Part 2:Part 2:Part 2:Part 2:    The The The The FrameworkFrameworkFrameworkFramework    for the Preparation and Presentation of Financial for the Preparation and Presentation of Financial for the Preparation and Presentation of Financial for the Preparation and Presentation of Financial 
Statements 1989 Statements 1989 Statements 1989 Statements 1989     

 
9999    ScopeScopeScopeScope        

The scope of the Framework for the Preparation and Presentation of Financial Statements 
(Framework) is the same as that of the Conceptual Framework. Refer to section 4 above for 
a detailed discussion. 

10101010    Users of Users of Users of Users of financialfinancialfinancialfinancial    statementsstatementsstatementsstatements    

One of the biggest difficulties encountered in the formulation of any framework is that the 
results of the accounting process, i.e. the financial reports, are used by a wide range of 
users, each with different objectives, although there are overlapping informational needs 
too.   

The following users can be identified: 
� Investors, i.e. the suppliers of risk capital, who require information on the inherent risk 

and return on their investment. Financial statements are often the most important 
source of information for investors when they make decisions on whether to buy, sell or 
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hold shares. Since their decisions relate to the amounts, timing, and uncertainties of 
cash flows, they are interested in the entity’s ability to generate net cash inflows. Equity 
investors view the entity as a source of cash in the form of dividends (or other cash 
distributions) and increases in the prices of shares or other ownership interests. The 
perception of the entity’s ability to achieve these goals affects the prices of their equity 
interests and is, therefore, of primary concern to this category of investors. 

� Employees, who require information about the stability, profitability and growth of their 
employer, and on the employment opportunities that the employer offers. They would 
want to be satisfied that the employer will be able to afford both the remuneration 
payable to its employees, and the agreed retirement benefits. 

� Lenders, who require information to assess the likelihood that capital and interest 
payments will be met as scheduled. They are, therefore, interested in the solvency and 
liquidity of the entity. 

� Suppliers, and other trade creditors, who require information to assess whether 
amounts owing to them will be paid timeously. They are interested in the amounts, 
timing, and uncertainty of an entity’s future cash flows since they view the entity as a 
source of cash in the form of interest, repayments of borrowings, and increases in the 
prices of debt securities. 

� Customers, who require information to assess whether the entity will continue to exist 
in the foreseeable future. Customers view the entity as a source of goods or services 
and they are, therefore, interested in assessing the entity’s ability to continue to provide 
such goods or services. This is particularly true where customers have a long-term 
involvement with or even dependency on the entity. 

� Government and its agencies, which require, inter alia, information for the levying of 
taxes and statistical information for policy decisions. 

� The public, who require information on several aspects, such as the contribution of the 
particular entity to the economy, the creation of work opportunities, patronising local 
suppliers, paying taxes, and making charitable contributions. Financial reports may also 
assist members of the public by providing information about the trends and recent 
developments in the entity’s prosperity and the range of its activities, as well as the 
entity’s ability to continue to undertake such activities. The entity’s environmental 
sustainability practices have of late become of major concern to the public. 

The Framework follows an investor-centred approach by suggesting that the information 
needs of other users will be largely satisfied by providing the information that the investors, 
as providers of capital, require. 

11111111    The objectives and components of finaThe objectives and components of finaThe objectives and components of finaThe objectives and components of finannnncial statementscial statementscial statementscial statements    
 

 According to the Framework, the objective of financial statementsfinancial statementsfinancial statementsfinancial statements is: 
� the provision of information on the fifififinancial positionnancial positionnancial positionnancial position, performanceperformanceperformanceperformance and change in change in change in change in financial financial financial financial 

positionpositionpositionposition of an entity over time; 
� to a wide range of users of financial statements; and 
� that is usefulusefulusefuluseful in making economic decisions.  

Financial statements should, however, not be regarded as the only source of information 
when making economic decisions. The Framework, in paragraph 13, cites as reasons for this 
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that financial statements largely portray the financial effects of past events and that they do 
not necessarily provide non-financial information. To a large extent, we concur with this 
statement, but it should also be pointed out that the current body of IFRS requires a far 
greater measure of both future information and non-financial information to be included in 
financial statements compared to the situation in 1989, when the Framework was first 
published. The trend towards the provision of more future-oriented information in financial 
statements, coupled with the provision of more non-financial information, is likely to 
continue. 

The notion of stewardship currently manifests itself in concepts such as corporate 
governance and accountability and has assumed major importance during recent times, 
following the publication of the King Reports in South Africa and similar publications in 
major Western countries. The emergence of “shareholder activism”, implying that 
shareholders no longer merely accept all statements made by management, but rather seek 
more information of a higher quality, also has profound implications for financial 
statements. 

Financial statements should, therefore, contain information: 
� that is useful to current and potential investors, including creditors and other users, who 

make rational decisions on their investments and the supply of credit to the entity. The 
information should be understandable to those with a reasonable understanding of 
business and a willingness to study the information with the necessary diligence; 

� about the manner in which management performs its stewardship function; and 
� that is useful to directors and management when making decisions that affect the 

owners of the entity. 
The above information is usually provided in the following components of financial statements 
(IAS 1 terminology in brackets): 
� balance sheet (statement of financial position); 
� income statement (statement of profit or loss and other comprehensive income); 
� cash flow statement (statement of cash flows); 
� statement of changes in equity; 
� notes and supplementary schedules; and 
� interrelationship of component parts. 
Refer to section 5 above for a detailed discussion of each of these components of financial 
statements. 

12121212    Underlying assumptionsUnderlying assumptionsUnderlying assumptionsUnderlying assumptions    
 

 Two assumptions underlie the financial statements, i.e.:  
� accrual basis; and 
� going concern.  

12121212.1.1.1.1    The accrual basisThe accrual basisThe accrual basisThe accrual basis    
Refer to section 5 above for a detailed discussion of accrual accounting. 

12121212.2.2.2.2    The going concern assumptionThe going concern assumptionThe going concern assumptionThe going concern assumption    
Refer to section 8.1 above for a detailed discussion of the going concern assumption. 
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13131313    The The The The qualitativequalitativequalitativequalitative    characteristicscharacteristicscharacteristicscharacteristics    of financial statementsof financial statementsof financial statementsof financial statements    
 

 The principal qualitative characteristics identified in the Framework are: 
� understandability; 
� reliability; 
� relevance; and 
� comparability. 

It is important to note that many of these characteristics are the same as those identified in 
the Conceptual Framework. Where the Framework and the Conceptual Framework agree, 
the Framework is referenced to the applicable section of the Conceptual Framework where 
it has already been discussed.  

13.113.113.113.1    UnderstandabilityUnderstandabilityUnderstandabilityUnderstandability    
Refer to section 7.2 above for a detailed discussion of understandability. 

13131313....2222    RelevanceRelevanceRelevanceRelevance    
Relevant information is information that is useful and influences the economic decisions of 
users by helping them to evaluate past, present or future events, or confirming or 
correcting their past evaluations. Refer to section 7.1.1 above for a detailed discussion of 
relevance. 

The relevance of information is established by reference to the nature and the 
materiality of the information concerned. 

13.313.313.313.3    ReliabilityReliabilityReliabilityReliability    
Reliability means that the users of financial statements should be able to rely on information 
as faithfully representing the economic circumstances and events that it purports to 
represent. This is necessary in order for the information to be useful. The term “reliability” 
does not mean “absolute accuracy” but rather refers to information that the user can trust. 

Information is reliable when it does not contain material errors and is free from bias. 

 Reliable information will, inter alia: 
� be faithfully represented (refer to section 7.1.2 above for a detailed discussion); 
� reflect the substance rather than the formsubstance rather than the formsubstance rather than the formsubstance rather than the form of events; 
� be neutral (refer to section 7.1.2 above for a detailed discussion); 
� be prudentprudentprudentprudent in instances of uncertainty; and 
� be complete (refer to section 7.1.2 above for a detailed discussion). 

Reliable information will reflect the substance, rather than the legal form, of the 
transactions or events. For example, where all the formalities for the disposal thereof have 
been completed at the reporting date, property will be reflected as an asset in the books of 
the buyer even though legal title may not yet have passed to the buyer. Conversely, the 
legalities may indicate that a sale has taken place, but if the “seller” substantially still enjoys 
the benefits of ownership, a sale is not recognised.  

Preparers of financial information do have to contend with the uncertainties that 
inevitably surround many events, such as the collectability of doubtful receivables, and may 
therefore exercise prudence in the preparation of the financial statements. Prudence is the 
exercise of caution when making judgements under conditions of uncertainty. This has been 
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interpreted to imply that where uncertainty exists, the outcome selected will result in the 
least-favourable outcome being reflected. Where recoverability is in doubt, for example, 
all affected debts are better treated as irrecoverable. A degree of caution is exercised in the 
making of judgements regarding the elements that are included in financial statements so 
that the values of assets are not overstated, nor are the values of liabilities understated. 
Users of financial statements are thus provided with a sense of comfort that the financial 
statements portray a situation that is eventually not likely to turn out worse than expected. 

Unfortunately, the prudence concept is prone to misuse and it is suggested that it is 
sometimes indeed misused in practice. As a result, the neutrality of information is often lost. 
Prudence is a function of uncertainty. In any other circumstances, its use is unwarranted 
and, in fact, contrary to the characteristic of reliability that is fundamental to accounting 
disclosure. 

    Example 1.Example 1.Example 1.Example 1.16161616::::    Abuse of the prudence conceptAbuse of the prudence conceptAbuse of the prudence conceptAbuse of the prudence concept    
The financial year end of Tigon (Pty) Ltd is 31 December 20.11. It provides refreshments 
that are served to the passengers on domestic flights of a number of airlines. One of Tigon 
(Pty) Ltd’s clients, Fright Air, a substantial debtor of Tigon (Pty) Ltd, experienced a major 
airport disaster on 15 January 20.12, as a result of which it is likely that Tigon (Pty) Ltd’s sales 
for 20.12 will be materially impaired. For the year ended 31 December 20.11, Tigon (Pty) Ltd 
shows a record profit. Tigon (Pty) Ltd’s financial director would like to “make provision” in the 
financial statements for the year ended 31 December 20.11 for the decrease in sales during 
20.12. He is convinced that it would be a “prudent” approach, as there is uncertainty about 
the extent to which Tigon (Pty) Ltd’s profits will be affected. 
This is an example of how the prudence concept is sometimes abused. Since there is no 
uncertainty on 31 December 20.11 regarding the financial results for the year ended 
31 December 20.11, the prudence concept does not apply. It would however be appropriate 
to disclose information regarding this event in the notes to the financial statements to 
ensure completeness of financial reporting. 

 

13131313.4.4.4.4    ComparabilityComparabilityComparabilityComparability    
Refer to section 7.2 above for a detailed discussion of comparability. 

14141414    InteractionInteractionInteractionInteraction    between qualitative characteristics with the objective of between qualitative characteristics with the objective of between qualitative characteristics with the objective of between qualitative characteristics with the objective of 
financial reporting and confinancial reporting and confinancial reporting and confinancial reporting and constraintsstraintsstraintsstraints    

Trade-offs between relevance and reliability are often called for. In paragraph 32 of the 
Framework, it is stated that “(i)nformation may be relevant but so unreliable in nature or 
representation that its recognition may be potentially misleading. For example, if the validity 
and amount of a claim for damages under a legal action are disputed, it may be inappropriate 
for the entity to recognise the full amount of the claim in the balance sheet, although it may 
be appropriate to disclose the amount and circumstances of the claim.” There are many 
who question this trade-off, particularly in respect of financial statement measures that 
reflect fair values rather than historical costs. It is presumed that historical costs are not as 
relevant as fair values, but they are more reliable. In such cases, it is often argued that the 
trade-off between relevance and reliability should favour historical costs rather than fair 
values, i.e. that reliability should override relevance. From their respective positions, 
preparers of financial statements are invariably in favour of reliability as the dominating 
characteristic, while investors, on the other hand, often favour relevance. 
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 A balance should be found between relevance and reliability in order to increase the 
usefulness of financial information. For example, information that cannot be supplied 
timeously may be more reliable, but will probably be less relevant. 

Conversely, it is sometimes necessary to report on information before all aspects of a 
transaction are known, in order to supply the information timeously. With such disclosure, 
the reliability of information may well be endangered. Achieving fair presentation may, as a 
result, often require a balancing act between several conflicting characteristics. 

15151515    Elements of financial statementsElements of financial statementsElements of financial statementsElements of financial statements    

Chapter 4 of the Conceptual Framework is word for word the remaining text of the 
Framework. The sections on the elements of financial statements, the recognition criteria 
and the concepts of capital and capital maintenance, is therefore referenced to the relevant 
sections above where they have already been discussed in detail.  
Refer to section 8.2 above for a detailed discussion of the elements of financial statements. 

16161616    Recognition criteriaRecognition criteriaRecognition criteriaRecognition criteria    

Refer to section 8.3 above for a detailed discussion of the recognition criteria of the 
elements of financial statements. 

17171717    Concepts of capital and capital maintenanceConcepts of capital and capital maintenanceConcepts of capital and capital maintenanceConcepts of capital and capital maintenance    

Refer to section 8.4 above for a detailed discussion of the concepts of capital and capital 
maintenance. 
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18181818    SchemaSchemaSchemaSchematic tic tic tic representationrepresentationrepresentationrepresentation    of the of the of the of the FrameworkFrameworkFrameworkFramework        

 
Users   Decision-makers and their characteristics 

and assumed levels of knowledge 
  

  
Assumptions i.r.o. 

financial  
statements 

 Underlying 
assumption: 
Accrual basis 

 General purpose 
financial  

statements 

 Underlying  
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Going concern 

 

  
 Decision usefulness enhanced by 

qualitative characteristics 
 

  

     
Qualitative 

characteristics 
 Understandability  Relevance Reliability  Comparability 

    
  Timeliness 

in conflict 
   

    

       
Components of 

qualitative 
characteristics 

 Predictive 
value  Confirmation 

value  Faithful 
representation  Neutrality Consistency 

           
  
  

Other  
considerations 

 Nature  Materiality Substance 
over form 

 Completeness  Prudence   

   

    
 Over time  Similar events or transactions 

   
      

 Disclosure  Disclose  
accounting policy

 Measurement 

Part 3:Part 3:Part 3:Part 3:    Main differences between the Main differences between the Main differences between the Main differences between the Conceptual FrameworkConceptual FrameworkConceptual FrameworkConceptual Framework    and the and the and the and the 
FrameworkFrameworkFrameworkFramework 

The following serves as a high level summary of the most important differences between 
the Conceptual Framework and the Framework. It is not intended to be a complete list. 

19191919    ObjectiveObjectiveObjectiveObjective    of financial statements/financial reportingof financial statements/financial reportingof financial statements/financial reportingof financial statements/financial reporting    

The Conceptual Framework establishes the objective of financial reporting and not just of 
financial statements. Therefore the scope of the Conceptual Framework is broader than that 
of the Framework. 
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20202020    Qualitative characteristicsQualitative characteristicsQualitative characteristicsQualitative characteristics    

The Conceptual Framework distinguishes between the fundamental qualitative 
characteristics that are most critical and the enhancing qualitative characteristics that are 
less critical but still highly desirable (Conceptual Framework paragraph BC3.8). The 
Framework does not make this distinction.  

The Conceptual Framework uses the term faithful representation instead of the term 
reliability that is used in the Framework. 

The concept of substance over form is no longer part of the component of faithful 
representation in the Conceptual Framework. The reasoning behind deleting it is supported 
by the IASB’s basis of conclusion that faithful representation by itself implies that financial 
information represents the substance of an economic event rather than merely its legal 
form. Should a legal form that differs from the economic substance of an event or 
transaction be presented, it will no longer result in faithful representation. Consequently, 
the concept of substance over form would be redundant. 

The qualitative characteristics contained in the Conceptual Framework also no longer 
refer to prudence or conservatism as an aspect of faithful representation. The IASB’s basis 
of conclusion is that including either would be inconsistent with the concept of neutrality. 
The general consensus of the IASB is that understating assets or overstating liabilities in 
one period frequently leads to the overstatement of financial performance in a subsequent 
period. This is a result that cannot be described as either prudent or neutral. 

Part 4:Part 4:Part 4:Part 4:    The The The The Exposure DraftExposure DraftExposure DraftExposure Draft: : : : TTTThe Conceptual Frameworkhe Conceptual Frameworkhe Conceptual Frameworkhe Conceptual Framework    for Financial Reportingfor Financial Reportingfor Financial Reportingfor Financial Reporting 

The following represents a schematic representation of the history and content of the 
Conceptual Framework: 

1989  
Framework 

2010  
Framework 

2013 Discussion 
Paper 

2015  
Exposure Draft 

Objective Objective  Objective 

Qualitative 
Characteristics 

Qualitative 
Characteristics 

 Qualitative 
Characteristics 

Elements Elements Elements Elements 

Measurement Measurement Measurement Measurement 

Recognition Recognition Recognition Recognition 

  Derecognition Derecognition 

  Presentation &  
Disclosure 

Presentation &  
Disclosure 

   Reporting Entity 

 2010 Exposure Draft: 
Reporting Entity   

(Source: IASB snapshot, 2015) 

The Discussion Paper (DP) A Review of the Conceptual Framework (issued in 2013), was 
the first step towards revising the Conceptual Framework. It was designed to obtain views 
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and comments from parties with an interest in financial reporting. The IASB considered the 
feedback and comments received on the DP in the development of the ED (issued in 2015). 

The ED, as part of the objective, proposes to place more emphasis on the importance of 
providing information to assess management’s stewardship of the entity’s resources. It is 
also proposed that, as part of the qualitative characteristics, the notion of prudence be re-
introduced. It is furthermore proposed that it is explicitly stated that a faithful 
representation reports the substance of a transaction and not merely the legal form. In 
addition, it is also proposed to clarify that measurement uncertainty is a factor that 
influences relevance.  

As part of the elements, new definitions for assets and liabilities are proposed. New 
definitions are included for economic resource and present obligation. Definitions of income 
and expense will need to be updated, based on the new asset and liability definition. The 
definition of equity will remain the same. 

The existing Conceptual Framework provides little guidance on measurement and when a 
particular measurement basis should be used. The ED, as part of measurement, proposes 
the inclusion of different measurement bases and the factors to consider when selecting a 
basis.  

The ED proposes updated recognition criteria based on the qualitative characteristics of 
useful financial information and the cost/benefit constraint. The existing Conceptual 
Framework does not address derecognition, although this was addressed in some recent 
IFRSs. The ED introduces guidance on when assets and liabilities should be derecognised.  

The ED includes proposals on presentation and disclosure. The IASB also launched a 
Disclosure Initiative, to further develop the presentation and disclosure concepts included in 
the Conceptual Framework. This initiative includes implementation projects and research 
projects.   

Currently there is no principle in IFRS to determine which items of income or expense 
should be presented in profit or loss and which in other comprehensive income (OCI). 
Neither is there a principle for whether and when items previously recognised in OCI should 
be recycled into profit or loss. The ED proposes to provide conceptual guidance on whether 
to present income and expenses in profit or loss or in other comprehensive income. 

Finally, the ED proposes to determine the boundary of a reporting entity that has one or 
more subsidiaries, on the basis of control. 

Part 5:Part 5:Part 5:Part 5:    Applying the theoryApplying the theoryApplying the theoryApplying the theory    

21212121    Answering of theory questionsAnswering of theory questionsAnswering of theory questionsAnswering of theory questions    

 The following approach is recommended in the answering of theory/discussion 
questions: 
� Identify the relevant theoryrelevant theoryrelevant theoryrelevant theory in the Conceptual Framework/Framework/IFRS. 
� Apply Apply Apply Apply the information given in the question to each component of the theory.  
� Draw a conclusionconclusionconclusionconclusion based on the discussion. 

Questions based on the Conceptual Framework/Framework focus primarily on the 
recognition of an element. Therefore, you are normally required to discuss the definition 
and recognition criteria of the relevant element. However, the specific question should 
be read carefully to identify exactly what is required. The question may require that only the 
definition of the relevant element be discussed, in which case it is then unnecessary to 
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discuss the recognition criteria. Calculations are not normally required in a recognition 
question, but are generally required in a question relating to the measurement of an 
element. The question, the given information, and the mark allocations, should be studied 
carefully to determine to what extent calculations are required. 

    Example 1.17: Answering of a theory questionExample 1.17: Answering of a theory questionExample 1.17: Answering of a theory questionExample 1.17: Answering of a theory question    
On 28 December 20.11, a company accounted for an invoice received from the municipality 
relating to electricity usage amounting to R1 500. The company’s year-end is 31 December. 
Bank statements indicated that the electronic transfer to the municipality in settlement of 
this account was only made on 10 January 20.12. Discuss whether the company may 
recognise the transaction in the 20.11 financial year in terms of the Conceptual Framework. 
Suggested solutionSuggested solutionSuggested solutionSuggested solution::::    
Theory:Theory:Theory:Theory:    
Recognition criteria:Recognition criteria:Recognition criteria:Recognition criteria:    
In terms of the Conceptual Framework, the following recognition criteria must be met before 
a transaction can be recognised in the financial statements: 
� the element must meet the definition of an element of financial statements; 
� it must be probable that economic benefits associated with the item will flow to/from 

the entity; and 
� the amount of the item can be measured reliably. 

This economic event will have a debit and credit leg in the journal in which it is recognised 
once the recognition criteria has been met. 
Definition of eDefinition of eDefinition of eDefinition of element of financial statements: Expenseslement of financial statements: Expenseslement of financial statements: Expenseslement of financial statements: Expenses    
� a decline in economic benefits during the accounting period;  
� through the decrease of assets; 
� or increase of liabilities;  
� which leads to a decrease in equity, other than in the form of distributions to equity 

participants. 

Definition of eDefinition of eDefinition of eDefinition of element of financial statements: Liabilitieslement of financial statements: Liabilitieslement of financial statements: Liabilitieslement of financial statements: Liabilities    
� a current obligation; 
� as a result of past events; and 
� the settlement of which is expected to result in an outflow from the entity of resources 

embodying economic benefits. 
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    Example 1.17: Answering of a theory question (continued)Example 1.17: Answering of a theory question (continued)Example 1.17: Answering of a theory question (continued)Example 1.17: Answering of a theory question (continued)    

ApplicationApplicationApplicationApplication::::    
The electricity account is applicable to the 20.11 accounting period (the electricity has 
already been used) and the invoice is currently payable (current obligation). 
Assets (cash) are decreased by the electronic transfer in the 20.12 financial year, which 
leads to a decrease in economic benefits.  
The definition of a liability has, therefore, been met. 
Economic benefits have declined during the accounting period as liabilities were increased. 
Recognising the expense in the 20.11 financial year will lead to a decrease in profits which 
will decrease equity (retained earnings).  
The amount does not represent a distribution to equity participants. 
Probability and reliable measurement: 
� It must be probable that the economic benefits associated with the item will flow from 

the entity (electronic transfer is made on 10 January 20.12). 
� The amount of the item must be measured reliably (invoice amount is known – R1 500). 

Conclusion:Conclusion:Conclusion:Conclusion:    
The transaction complies with the definitions of an expense and a liability, as well as all the 
recognition criteria. In accordance with the concept of accrual accounting, the Conceptual 
Framework requires that the expense and liability must be recognised in the 20.11 financial 
year. Therefore an expense (income statement) and a liability (creditor on balance sheet) are 
recognised. 

22222222    Short and sweetShort and sweetShort and sweetShort and sweet    

 The Conceptual Framework: 
� Is aimed at the preparation of generalgeneralgeneralgeneral----purpose financial purpose financial purpose financial purpose financial reportsreportsreportsreports. 
� Has as specific objective the rendering of support to: 

 – the IASB; 
 – other standard-setters; 
 – preparers; 
 – auditors; and 
 – users. 
� Sets the following as the objective of financial reportingobjective of financial reportingobjective of financial reportingobjective of financial reporting: 
 – the provision of financial information about the reporting entity; 
 – that is useful to existing and potential investors, lenders and other creditors. 
� Identifies the following underlying assumptionunderlying assumptionunderlying assumptionunderlying assumption in the preparation of financial statements: 
 – going concern. 
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    (continued)(continued)(continued)(continued)    
� Identifies the following fundamental qualitative characteristicsfundamental qualitative characteristicsfundamental qualitative characteristicsfundamental qualitative characteristics of financial statements: 
 – relevance; and 

– faithful representation. 
� Identifies the following enhancing qualitative characteristicsenhancing qualitative characteristicsenhancing qualitative characteristicsenhancing qualitative characteristics of financial statements: 
 – comparability; 
 – verifiability; 
 – timeliness; and 
 – understandability. 
� Discusses the definitionsdefinitionsdefinitionsdefinitions of the following elementselementselementselements of financial statements: 
 – assets; 
 – liabilities; 
 – equity; 
 – income; and 
 – expenses. 
� Identifies the recognition criteriarecognition criteriarecognition criteriarecognition criteria of the abovementioned elements. 
� Discusses the concepts of capital and capital maintenancecapital and capital maintenancecapital and capital maintenancecapital and capital maintenance. 
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1111    EvaluationEvaluationEvaluationEvaluation    criteriacriteriacriteriacriteria    

� Explain and apply the objectives and components of financial statements. 
� Explain and apply the general features in the preparation of financial statements. 
� Explain and apply the structure and content of financial statements. 
� Present financial statements in accordance with International Financial Reporting 

Standards (IFRS). 
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2222    Schematic representation of IAS 1Schematic representation of IAS 1Schematic representation of IAS 1Schematic representation of IAS 1    

PRESENTATION OF FINANCIAL STATEMENTS 
  

Purpose of  
IAS 1 

 Prescribes the basis for preparation of general purpose financial statements. 
Sets out minimum requirements for presentation as well as guidelines for 

structure and content of financial statements. 
   

Objective of 
financial  

statements 

 To provide useful information about the financial position, financial performance 
and cash flows of an entity to a wide range of users for making economic  

decisions. 
   

Complete set 
of financial  
statements 

 Structure and content 

  

Statement of 
financial  

position (SFP) 

 � Assets and liabilities should be presented as either current or non-
current, unless presentation is based on liquidity. 

� Certain line items should be presented on the face of the SFP (for 
example property, plant and equipment, inventories, provisions, etc.). 

� Certain information should be presented either on the face of the SFP or 
in the notes (for example sub-classifications of line items and details 
regarding share capital). 

 

  

Statement of 
profit or loss 

and other 
comprehensive 

income 
(SPLOCI) 

 � All income and expense items recognised in a period are presented as 
either: 
– a single statement of profit or loss and other comprehensive income; 

OR 
– two separate statements (one displaying profit or loss and the other 

displaying other comprehensive income together with profit or loss as 
an opening amount). 

� Expenditure items should be classified either by their function or their 
nature. 

� Specific line items are required to be presented in the profit or loss section 
(for example revenue, finance cost, tax expense, etc.). 

� The nature and amount of material items to be presented either on the 
face of the SPLOCI or separately in the notes. 

� Other comprehensive income items to be classified as either: 
– items that will not be classified subsequently to profit or loss; OR 
– items that will subsequently be reclassified to profit or loss. 

� Items of other comprehensive income must be presented as either: 
– net of related tax effects; OR 
– before related tax effects, with one amount shown for the aggregate 

amount of income tax relating to those items. 
� Reclassification adjustments relating to components of other 

comprehensive income need to be disclosed, either on the face, or in the 
notes. 

� The notion of extraordinary items has been abandoned. 

 

 



Presentation of financial statements   37
 

Statement of 
changes in 

equity 

 � Reconciliation of equity at the beginning of the reporting period with 
equity at the end of the reporting period. 

� Includes: 
– total comprehensive income for the period; 
– effect of retrospective restatements; and 
– transactions with owners in their capacity as owners (for example issue 

of shares, dividends paid). 
� Dividends paid and the related dividends per share should be presented 

either on the face, or in the notes. 

 

   

Statement of 
cash flows 

 
� Refer to chapter 4.  

   

Notes 

 � Basis of preparation of the financial statements. 
� Specific accounting policies applied. 
� Present information required by IFRS not already presented elsewhere. 
� Supporting information for items presented in the financial statements. 
� Additional information on items not presented in the financial statements. 
� Sources of estimation uncertainty. 
� Disclosures regarding capital. 

 

   

General  
features  
for the 

presentation  
of financial  
statements 

 � Fair presentation and compliance with IFRSs. 
� Financial statements are prepared on the going concern assumption. 
� Items recognised on the accrual basis – when items satisfy the definitions 

and recognition criteria of the Conceptual Framework. 
� Materiality and aggregation – present each material class of similar items 

separately. 
� Offsetting – not allowed unless required/permitted by an IFRS. 
� Frequency of reporting – at least annually. 
� Comparative information – in respect of preceding period for all amounts 

presented. 
� Consistency of presentation – retain presentation and classification 

between periods. 

3333    BackgroundBackgroundBackgroundBackground    

 The aim of IAS 1 is to set out the following:  

� structure and content of financial statements,  
� overall requirements for presentation,  
� underlying assumptions. 
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This Standard provides guidance on the overall presentation by setting out the basic 
requirements for general purpose financial statements. It therefore forms the minimum 
basis when preparing financial statements. This Standardfollows the Conceptual Framework 
for Financial Reporting (Conceptual Framework), through presentation of the elements 
(assets, liabilities, equity, income and expenses) in a useful manner to the users. Items with 
shared characteristics will be aggregated and also separated from items with different 
characteristics.  

General purpose financial statements should ensure comparability with the entity’s 
financial statements of previous periods as well as with other entities. Other IFRSs set out 
specific disclosure requirements which should be added to the basic general purpose 
financial statements as required by IAS 1, Presentation of Financial Statements.  

The financial statements of specialised institutions, such as banks and similar financial 
institutions, should fulfil the requirements of IAS 1, as well as the specific requirements for 
their presentation that have been laid down elsewhere.  

Due to the revision of IAS 1, the International Financial Reporting Standards (IFRS) 
terminology for the components of financial statements was revised to more closely reflect the 
function of those statements as described in the Conceptual Framework (refer to chapter 1). 
This new terminology can also differ from the terms that are still widely being used in 
practice: 

Old terminology Revised terminology (IAS 1) 

� Balance sheet 
� Income statement 
� Statement of changes in equity 
� Cash flow statement 

� Statement of financial position 
� Statement of profit or loss and other  

comprehensive income 
� Statement of changes in equity  
� Statement of cash flows 

Although the scope of IAS 1 applies to all general purpose financial statements, the 
terminology is more suited to profit-oriented entities. It may therefore be necessary to 
amend descriptions and line items in the financial statements when IAS 1 is applied to  
non-profit organisations and entities other than companies, such as sole traders, 
partnerships and close corporations. 

 General purposeGeneral purposeGeneral purposeGeneral purpose    financial statementsfinancial statementsfinancial statementsfinancial statements are those statements that are intended to 
satisfy the needs of the group of interested parties who are not in a position to demand that 
financial statements should be specifically compiled for their purposes. 

Shareholders and creditors are examples of interested parties who must depend on general 
purpose financial statements. In contrast, members of management can ensure that 
management information is compiled in such a way that their needs are adequately 
addressed. IAS 1 attempts to serve the interests of the former group. 

IAS 1 applies to financial statements in documents such as prospectuses and annual 
reports, but not to condensed interim financial statements falling under the scope of IAS 34, 
Interim Financial Reporting. It also applies to both separate and consolidated financial 
statements in accordance with IFRS 10, Consolidated Financial Statements. 

While IAS does deal with the disclosure of information in the financial statements, it is 
important to emphasise that complete disclosure can never correct inappropriate accounting 
treatment. 
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4444    Objective and components of financial statementsObjective and components of financial statementsObjective and components of financial statementsObjective and components of financial statements    

 The objective of financial statements is to provide information about the:  
� financial position,     
� financial performance,,,, and     
� cash flows  

of an entity that is useful to a wide range of users when making economic decisions. 

A complete set of financial statements comprises (IAS 1.10): 
� a statement of financial position as at the end of the period; 
� a statement of profit or loss and other comprehensive income for the period; 
� a statement of changes in equity for the period; 
� a statement of cash flows for the period;  
� notes to the financial statements, including a summary of significant accounting policies;  
� comparative information in respect of the preceding period; and 
� a statement of financial position as at the beginning of the earliest comparative period 

when an entity applies an accounting policy retrospectively or makes a retrospective  
re-statement of items in its financial statements, or when items in the financial 
statements were reclassified. 

An entity may use titles for the components of financial statements other than those used in 
IAS 1. The Standard acknowledges that preparers of financial statements do provide 
additional information, such as a value added statement and environmental reports, if 
required by users. A financial overview of the entity’s activities can also be provided to include 
the following information:  
� the main factors that influenced the performance of the entity in the current period and 

may do so in future periods;  
� the entity’s policy regarding the maintenance and enhancement of performance, as well 

as its policy in respect of dividends; 
� the sources of funding and the policies in respect of gearing and risk management; 
� the strengths and resources of the entity that are not reflected in the statement of 

financial position; and 
� the changes in the environment within which the entity functions, how it reacts to the 

changes and the effect thereof on its performance; 
The content and format of these reports, however, fall outside the scope of IAS 1. 
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5555    General featuresGeneral featuresGeneral featuresGeneral features    

 The following general features for the presentation of financial statements are 
identified in IAS 1.15 to .46: 
� fair presentation and compliance with IFRSs; 
� going concern; 
� accrual basis of accounting; 
� materiality and aggregation; 
� offsetting; 
� frequency of reporting; 
� comparative information; and 
� consistent presentation. 

5555.1.1.1.1    Fair presentation and compliance with IFRSsFair presentation and compliance with IFRSsFair presentation and compliance with IFRSsFair presentation and compliance with IFRSs    

5555.1.1.1.1.1.1.1.1    Fair presentationFair presentationFair presentationFair presentation    
The concept of fair presentation is not new to accounting literature, yet it is one that is, by 
its very nature, one of the most difficult to apply. IAS 1.15 states that financial statements 
should fairly present the financial position (referring to the statement of financial position), 
financial performance (referring to the statement of profit or loss and other comprehensive 
income) and cash flows (referring to the statement of cash flows) of an entity.  

 IAS 1 states that fair presentation fair presentation fair presentation fair presentation is achieved by faithful representationfaithful representationfaithful representationfaithful representation of the effects 
of transactions, other events and conditions in accordance with the definitions and recognition 
criteria for assets, liabilities, equity, income and expenses as set out in the Conceptual 
Framework. 

Certain of the concepts of the Conceptual Framework are employed in an attempt to 
describe this rather difficult term of fair presentation. These concepts are: 
� faithful representation; 
� definitions of elements (assets, liabilities, equity, income and expenses) of financial 

statements, and 
� recognition criteria for elements of financial statements. 

Faithful representation refers to that characteristic of financial reports that will reassure 
users of such reports that they can rely on the information contained therein to faithfully 
represent the economic circumstances and events that they purport to represent or would 
reasonably be expected to represent. Users of financial statements are assured that all 
items that impact on the financial position, financial results and cash flow of an entity are 
represented appropriately. At a practical level, this means that, for instance, the item 
“inventories” in the statement of financial position actually represents those units and only 
those units that qualify for inclusion as inventory (and would therefore meet the definition of 
assets), appropriately recognised and measured in accordance with the relevant 
Standards.  
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 Fair presentationFair presentationFair presentationFair presentation is usually accomplished by complying with the Standards and 
Interpretations of the IASB, and when in accordance with the definitions and recognition 
criteria for assets, liabilities, equity, income and expenses as set out in the Conceptual 
Framework. Each set of financial statements should state that it complies with IFRS, unless 
compliance with all all all all applicable IFRSs as well as each applicable approved Interpretation has 
not been achieved. 

IFRSs include all the Standards of the IFRS series and the IAS series and all applicable 
Interpretations, IFRIC or the SIC series. 

5555.1.2.1.2.1.2.1.2    NonNonNonNon----compliance withcompliance withcompliance withcompliance with    IFRSsIFRSsIFRSsIFRSs    

 IAS 1 recognises that there may be rare circumstancesrare circumstancesrare circumstancesrare circumstances where compliance with a 
particular requirement of a Standard or Interpretation may be misleading and in conflict with 
the objectives of financial statements as set out in the Conceptual Framework. In such 
extremely rare cases, the entity shall depart from the requirement in the Standard if the 
relevant regulatory framework requires or does not otherwise prohibit such a departure. 

When assessing whether a specific departure is necessary, consideration is given to the 
following: 
� why the objective of financial statements is not achieved in the particular circumstances; 

and 
� the way in which the entity’s circumstances differ from those of other entities which 

follow the requirement. There is a rebuttable presumption that if other entities in similar 
circumstances comply with the requirement, the entity’s compliance with the requirement 
would not be so misleading that it would conflict with the objective of financial 
statements set out in the Conceptual Framework. The entity departing from the 
particular requirement will, therefore, have to motivate and justify the departure. 

Where departure from a requirement in IFRSs is deemed necessary in order to achieve fair 
presentation and where the regulating authority permits departure from a requirement in a 
standard, the following must be disclosed (IAS 1.20): 
� the fact that management has concluded that the financial statements fairly present the 

entity’s financial position, financial performance and cash flows; 
� the fact that the financial statements comply in all material respects with applicable 

Standards and Interpretations except for the departure in question; 
� the Standard or Interpretation from which the entity has departed;  
� the nature of the departure, including the treatment that the standard would require; 
� the reason why the treatment would be so misleading in the circumstances that it would 

conflict with the objective of financial statements as set out in the Conceptual 
Framework; 

� the treatment adopted; and 
� the financial impact of the departure on each item in the financial statements that would 

have been reported in complying with the requirement, for each period presented. 
If an entity departed from a Standard or Interpretation in a previous year and the departure 
still affects amounts recognised in the financial statements, the information in the last five 
bullet points above must be disclosed. 



42   Introduction to IFRS – Chapter 2 
 

Should management conclude that compliance with a requirement in a Standard or an 
Interpretation would be misleading, but the regulatory authority under which the entity 
operates prohibits departure from the requirement, the entity is required to reduce the 
perceived misleading aspects to the maximum extent possible by disclosing (IAS 1.23): 
� the title of the Standard or Interpretation requiring the entity to report information 

concluded to be misleading; 
� the nature of the requirement; 
� the reason why management has concluded that complying with that requirement is 

misleading and in conflict with the objective of financial statements as set out in the 
Conceptual Framework; and 

� for each period presented, the adjustments to each item in the financial statements that 
management has concluded would be necessary to achieve fair presentation. 

In assessing fair presentation, the management of a reporting entity should also consider the 
definitions of elements and recognition criteria in the Conceptual Framework, as discussed 
in chapter 1. 

    Example 2.1:Example 2.1:Example 2.1:Example 2.1:    Definitions of elements and recognition criteriaDefinitions of elements and recognition criteriaDefinitions of elements and recognition criteriaDefinitions of elements and recognition criteria    

A claim for damages to the amount of R2 million has been instituted against a newspaper 
company following the publication of an allegedly defamatory report. On the advice of the 
company’s lawyers, a decision was made to provide for the amount of the claim in its financial 
statements, since it is probable that judgment will be in favour of the plaintiff. The company 
wishes to fairly present this matter in its financial statements. Consider the following 
questions: 
Question 1Question 1Question 1Question 1: Which elements of the financial statements (if any) are involved? 
Answer 1Answer 1Answer 1Answer 1: Firstly, a liabilityliabilityliabilityliability, since a present obligationpresent obligationpresent obligationpresent obligation (probable that judgment will be in 
favour of the plaintiff) exists, resulting from a past eventpast eventpast eventpast event (the publication of the report), the 
settlement of which will result in the outflow of economic benefitsoutflow of economic benefitsoutflow of economic benefitsoutflow of economic benefits (payment of the claim).    
Secondly, an expenseexpenseexpenseexpense, since an outflow of assets (payment of the claim) following the raising 
of a liability will result in a decrease in equity (not related to distributions to equity participants). 

Question 2Question 2Question 2Question 2: What are the recognition criteria for liabilities and expenses?    
Answer 2Answer 2Answer 2Answer 2: The items must: 
� meet the definition of a liability and an expense; 
� probably lead to the outflow of future economic benefits from the entity; and 
� have a cost or value that can be measured reliably. 

Question 3Question 3Question 3Question 3: Do the liability and expense meet the recognition criteria stated above? 
Answer 3Answer 3Answer 3Answer 3: Yes, since the items meet the definitions of a liability and an expense respectively, 
it is probable that future economic benefits associated with them (cash) will flow from the 
entity and the items can be measured reliably (R2 million). 
ConclusionConclusionConclusionConclusion: The claim for damages should be recognised in the financial statements as a 
liability (provision) and an expense respectively and measured at R2 million. 

CommentCommentCommentComment:    
� Since IAS 37, Provisions, Contingent Liabilities and Contingent Assets addresses this 

issue, disclosure should be made in terms of that Standard (refer to chapter 15).    
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5555.2.2.2.2    Going concernGoing concernGoing concernGoing concern    

 In terms of this concept, it is assumed that the entity will continue to exist in the continue to exist in the continue to exist in the continue to exist in the 
forforforforeeeeseeable futureseeable futureseeable futureseeable future. More specifically, it means that the statement of profit or loss and other 
comprehensive income and statement of financial position are drafted on the assumption 
that there is no intention or need to cease or materially curtail operations. 

When management assesses whether the going concern assumption is appropriate, it takes 
all appropriate information for at least 12 months from the end of the reporting period into 
account. The existence of material uncertainties about the possibility of a going concern 
problem should be disclosed. The financial history, circumstances and access to financial 
resources are also considered. 

This concept has an effect on the valuation of assets and liabilities. If the entity is no 
longer a going concern, consideration should be given to the use of the liquidation valuation 
method, while provision should also be made for liquidation expenses. These facts, with the 
basis used and the reason why the entity is no longer a going concern, should be disclosed.  

5555.3.3.3.3    Accrual basisAccrual basisAccrual basisAccrual basis    
Financial statements (except the statement of cash flows) are prepared on an accrual basis. 

 This implies that transactions are accounted for when they occurwhen they occurwhen they occurwhen they occur, not when cash is 
received or paid. 

In terms of the accrual concept, only the value that has been earned during a specified 
period may be recognised in profit calculations, irrespective of when the revenue (for 
example cash) was received. In addition, only the cost that has been incurred within the 
same specified period may be recognised as expenses in the profit calculation, irrespective 
of when payment took place.  

5555.4.4.4.4    Materiality Materiality Materiality Materiality and aggregationand aggregationand aggregationand aggregation    

 According to IAS 1.29 each materialmaterialmaterialmaterial class of similar items should be presented 
sepsepsepsepaaaaratelyratelyratelyrately in the financial statements.  

Materiality is established with reference to both the nature nature nature nature and the sizesizesizesize of an item. 

Items of a dissimilar nature or function should be presented separately unless they are 
immaterial. For example, a single event that leads to 85% of the inventories being written 
off, is shown separately, and not merely aggregated with other instances of routine asset 
write-offs.  

A line item may not be sufficiently material to be disclosed in the statement of profit or 
loss and other comprehensive income, but it can be sufficiently material to be included in 
the notes to the financial statements. A user of the financial statements usually regards an 
item as being material if its non-disclosure may lead to a different decision.  

Individual items belonging to the same category (nature) are aggregated even though they 
may all be of large amount (size); items belonging to different categories are not aggregated. 
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5555.5.5.5.5    OffsettingOffsettingOffsettingOffsetting    

 IAS 1.32 to .35 states that: 
� Assets and liabilities may not be offset against one another, except when such offsetting is 

required or permitted by a Standard or Interpretation.  
� Income and expenditure items should likewise not be offset against one another, except 

when a Standard or Interpretation requires or permits it. 
� Offsetting of profits, losses and related expenditure is allowed when these amounts are not 

material and concern the same items. 
� Offsetting is permitted where set-off is required to reflect the substance of the transaction 

or event (amounts are aggregated and indicated on a net basis) 

Examples of offsetting are the sale of equipment as well as gains and losses in respect of 
foreign currency, in which event only the net amount of the gains or losses is included in 
the profit or loss section of the statement of profit or loss and other comprehensive income. 
When income and expenditure are offset against one another, the entity should, in the light 
of the materiality thereof, nevertheless consider disclosing the amounts that were offset 
against one another in the notes to the financial statements.  

Assets measured net of valuation allowances, such as obsolescence allowances on 
inventories and allowance for credit losses on receivables, are not regarded as 
offsetting. 

Gains and losses on the disposal of other non-current assets, including investments, are 
reported by deducting the carrying amount of the asset and related selling expenses from 
the proceeds on disposal. Expenditure related to a provision that is recognised in 
accordance with IAS 37, Provisions, Contingent Liabilities and Contingent Assets and 
reimbursed under a contractual arrangement with a third party (for example, a supplier’s 
warranty agreement) may be netted against the related reimbursement (refer to 
chapter 15). 

5555.6.6.6.6    Frequency of reportingFrequency of reportingFrequency of reportingFrequency of reporting    

 Financial statements should be published at least annuallyat least annuallyat least annuallyat least annually. 

In exceptional cases, in which an entity’s reporting date changes with the result that the 
financial statements are presented for a period shorter or longer than one year, the 
following additional information should be provided: 
� the reason why the reporting period is not one year; and 
� the fact that the amounts in the various components of the financial statements 

(statements of profit or loss and other comprehensive income, statement of cash flows, 
statement of changes in equity and the related notes) are not comparable. 

5555.7.7.7.7    Comparative informationComparative informationComparative informationComparative information    

 All numerical informationnumerical informationnumerical informationnumerical information in financial statements should be accompanied by a 
comparative amount for the previous period unless a Standard or Interpretation permits 
otherwise (IAS 1.38).  

Even narrative and descriptive informationnarrative and descriptive informationnarrative and descriptive informationnarrative and descriptive information should be accompanied by comparative 
information if it is necessary for the understanding of the current period’s financial 
statements. 
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It is of vital importance that users of financial statements should be able to discern trends in 
financial information. Consequently, comparative information should be structured in such a 
way that the usefulness of the financial statements is enhanced.  

When presenting comparative information, an entity shall present as a minimum 
(IAS 1.38A): 
� two statements of financial position; 
� two statements of profit or loss and other comprehensive income; 
� two separate statements of profit or loss (if presented); 
� two statements of cash flows; 
� two statements of changes in equity; and 
� related notes. 

In addition to the above minimum requirements, an entity may present additional 
information. This additional information needs to consist of a full set of financial statements 
but must be prepared in accordance with IFRSs (IAS 1.38C, and .38D). 

An entity must present a third statement of financial position as at the beginning 
of the preceding period (this is in addition to the minimum comparative financial 
statements required, as mentioned above) under the following circumstances: 
� the retrospective application of a change in accounting policy; 
� the retrospective restatement of items in financial statements; or 
� the reclassification of items in financial statements. 
This additional statement of financial position is only required if the application, restatement 
or reclassification is considered to have a material effect on the information included in 
the statement of financial position at the beginning of the preceding period. The date of this 
third statement of financial position should be the beginning of the preceding period, 
regardless of whether earlier periods are being presented. IAS 8, Accounting Policies, 
Changes in Accounting Estimates and Errors, lists the full disclosure requirements when an 
entity changes an accounting policy or corrects an error. 

Where a change in disclosure is made in the current period, comparatives should be 
amended accordingly wherever possible, for instance by reclassifying the comparative 
amounts. The following disclosure is called for in such cases: 
� the nature of the reclassification; 
� the amount of each item or class of items that is reclassified; and 
� the reason for the reclassification. 
However, where such reclassifications are impracticable, they need not be made, but the 
following should be disclosed: 
� the reasons why they were not changed; and 
� the nature of the changes that would have been effected had the comparatives indeed 

been restated. 
IAS 1.7 has introduced the notion of impracticability. IAS 1 defines a requirement as 
impracticable when an entity cannot apply it after making every reasonable effort to do so. 
For example, the data may not have been collected in the prior period in a way that allows for 
reclassification. Clearly, the preferred treatment is to reclassify wherever possible. 
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5555.8.8.8.8    Consistency of presentationConsistency of presentationConsistency of presentationConsistency of presentation    

  There should be consistency of accounting treatment of like items within each 
accounting period, and from one period to the next. Consistency has two aspects:  
� consistency over time, and  
� consistency of disclosure. 

IAS 1.45 states that the presentation and classification of items in the financial statements 
should be retained from one period to the next, unless: 
� a significant change in the nature of the operations has taken place; or 
� upon a review of its financial statement presentation, it was decided that the change in 

presentation or classification is necessary for more appropriate disclosure; or 
� a Standard or an Interpretation requires a change in presentation. 
In such circumstances comparative amounts should be restated. 

Where a Standard requires or permits separate categorisation or measurement of items, a 
different, allowed, alternative accounting policy may be applied to each category. This policy 
should then be consistently applied, unless the circumstances described in the previous 
paragraph are present. Where separate categorisation of items is not allowed or permitted 
by a Standard, the same accounting policy should be applied to all similar items. For 
example, in IAS 2, Inventories, separate classifications of inventories and separate 
disclosure of the different classifications are allowed. Consequently, a separate cost 
allocation method may be employed for each separate classification of inventory. 

6666    Structure and contentStructure and contentStructure and contentStructure and content    

 Information may be disclosed on the face of the statement of financial position, 
statement of profit or loss and other comprehensive income, statement of changes in equity or 
in the notes. IAS 1 together with other standards identify specifically which disclosures 
should be on the face of the financial statements. 

6666.1.1.1.1    Identification of financial statementsIdentification of financial statementsIdentification of financial statementsIdentification of financial statements    
Financial statements should be clearly distinguished and identified separately from other 
information that forms part of the annual report. The following information should be indicated 
prominently, preferably on each page of the financial statements (IAS 1.51): 
� the name of the reporting entity or any other form of identification, as well as any 

change since the previous reporting date, to the name of the reporting entity; 
� whether the financial statements cover an individual entity or a group of entities; 
� the date of the end of the reporting period or period covered by the report, 

whichever is applicable to the particular financial statements; 
� the relevant component of the financial statements, for example statement of cash 

flows or statement of financial position; 
� the currency used in the financial statements; and 
� the level of precision of the amounts presented, for example that the amounts have 

been rounded off to the nearest thousand or million. 
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    ExampleExampleExampleExample    2.2:2.2:2.2:2.2:    Identification of financial statementsIdentification of financial statementsIdentification of financial statementsIdentification of financial statements    
Siegetown LtdSiegetown LtdSiegetown LtdSiegetown Ltd1    
Statement of financial positionStatement of financial positionStatement of financial positionStatement of financial position4    as at 28 February 20.as at 28 February 20.as at 28 February 20.as at 28 February 20.131313133        
    CompanyCompanyCompanyCompany2    

 20.1320.1320.1320.13    20.1220.1220.1220.12    
 R’000R’000R’000R’0005  R’000R’000R’000R’000    

1 Name of the reporting entity 
2 Whether information is for single company or group of entities 
3 Date of the end of the reporting period 
4 The component of the financial statements 
5 The currency used and precision of amounts presented 

 

 

The structure of financial statements can be illustrated as follow: 

  Statement of profit 
or loss and other 
comprehensive 

income 

 Statement of 
changes in equity 

  

  Profit or loss section 
(P/L) 

*income/expenses: 
revenue, cost of sales, 
other income, other 

expenses 

 

Retained earnings 

  

       

Choice to 
present as 
one or two 
separate 

statements 

 Other comprehensive 
income section(OCI) 

*items not reclassified 
to P/L: 

revaluation surplus,  
remeasurement of 

defined benefit plan, 
credit risk component 
for liabilities held at 
fair value through 

profit or loss 
*items reclassified to 

P/L: 
cash flow hedge, 

exchange difference 
on foreign operations 

 

Recognise directly in 
equity:  

mark-to-market 
reserve, revaluation 
surplus, cash flow 

hedge reserve 

 

 
 
 

Statement 
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position 
 

Assets – 
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Equity 
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dividends, 

share capital issues, 
transfers between 
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6666.2.2.2.2    Statement of financial positionStatement of financial positionStatement of financial positionStatement of financial position    
According to IAS 1.60 an entity should present current and non-current assets, and current 
and non-current liabilities, as separate classifications on the face of its statement of financial 
position, except when a presentation based on liquidity provides information that is reliable 
and more relevant. When this exception applies, all assets and liabilities should be 
presented broadly in order of liquidity. For some entities, such as financial institutions, a 
presentation of assets and liabilities in increasing or decreasing order of liquidity provides 
information that is reliable and more relevant than a current/non-current presentation, 
because the entity does not supply goods or services within a clearly identifiable operating 
cycle.  

An entity is permitted to present some of its assets and liabilities using a current/ 
non-current classification and others in order of liquidity when this provides information that 
is reliable and more relevant. The need for a mixed basis of presentation may arise when an 
entity has diverse operations (IAS 1.64).  

Disclosure of the expected realisation of assets and liabilities is also useful, as it allows 
users to assess the liquidity and solvency of the entity. 

6666.2.1.2.1.2.1.2.1    Current assetCurrent assetCurrent assetCurrent assets and current liabilitiess and current liabilitiess and current liabilitiess and current liabilities    

 An asset is classified under current assets current assets current assets current assets if it satisfies the following criteria 
(IAS 1.66): 
� it is expected to be realised in, or is intended for sale or consumption in, the entity’s normal 

operating cycle;  
� it is held primarily for the purpose of being traded; 
� it is expected to be realised within 12 months after the end of the reporting period; orororor 
� it is cash or a cash equivalent unless it is restricted from being exchanged or used to settle a 

liability for at least 12 months after the end of the reporting period. 

All other assets, including tangible, intangible and financial assets, are classified as  
non-current assets. 

The operating cycle of an entity is the average time that elapses from the acquisition of raw 
material or inventories until it has been sold and converted into cash. The operating cycle of 
a manufacturer of clothing will possibly be one season (three months), while that of a trader 
in groceries will probably be one month. If the operating cycle cannot be determined reliably, 
it is accepted to be 12 months. 

    Example Example Example Example 2222.3:.3:.3:.3:    Operating cycleOperating cycleOperating cycleOperating cycle    

Months 

           1                          2                          3                            4                             5 
 
 
 
 
     Inventories                                      Inventories sold           Debtor 
     purchased                                       on credit                     payment 
 
 
                                            Operating cycle 
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 A liability is classified as current current current current lllliabilities iabilities iabilities iabilities if it satisfies the following criteria (IAS 1.69): 
� it is expected to be settled in the entity’s normal operating cycle; 
� it is held primarily for the purpose of being traded; 
� it is due to be settled within 12 months after the end of the reporting period; orororor 
� the entity does not have an unconditional right to defer settlement of the liability for at least 

12 months after the end of the reporting period. 

All other liabilities are classified as non-current liabilities. Certain liabilities, such as trade 
payables, are part of the working capital of the entity and are classified as current liabilities 
even if it is settled more than 12 months after the end of the reporting period. Other current 
liabilities include financial liabilities held for trading, bank overdrafts, dividends payable, 
income taxes, and the current portion on non-current financial liabilities.  

Note that the same normal operating cycle applies to the classification of an entity’s 
assets and liabilities. When the entity’s normal operating cycle is not clearly identifiable, its 
duration is assumed to be 12 months. 

An entity classifies its financial liabilities as current when they are due to be settled within 
12 months after the end of the reporting period, even if: 
� the original repayment term was for a period longer than 12 months; and  
� an agreement to refinance, or to reschedule payments, on a long-term basis is 

completed after the end of the reporting period and before the financial statements are 
authorised for issue (IAS 1.72).  

 The determining factor for classification of liabilities as current or non-current is whether 
the conditions existed at conditions existed at conditions existed at conditions existed at end of the reporting periodend of the reporting periodend of the reporting periodend of the reporting period. Information that becomes available 
after this date is not adjusted, but may qualify for disclosure in the notes in accordance with 
IAS 10, Events after the Reporting Period (refer to chapter 6). 

If an entity expects, and has the discretion, to refinance or roll over an obligation for at 
least 12 months after the end of the reporting period under an existing loan facility, it 
classifies the obligation as non-current, even if it would otherwise be due within a shorter 
period. However, when refinancing or rolling over the obligation is not at the discretion 
of the entity (for example, there is no agreement to refinance), the potential to refinance 
is not considered and the obligation is classified as current (IAS 1.73). ED 351 proposes to 
amend the term “discretion” to “right” as discussed above, this clarifies that the 
classification between current and non-current liabilities is based on the existing rights at 
the end of the reporting period.  

If an entity breaches an undertaking under a long-term loan agreement on or 
before the end of the reporting period with the effect that the liability becomes payable 
on demand, the liability is classified as current. This applies even if the lender has agreed, 
after the end of the reporting period and before the authorisation of the financial 
statements for issue, not to demand payment as a consequence of the breach. The 
liability is classified as current because, at the end of the reporting period, the entity does 
not have an unconditional right to defer its settlement for at least 12 months after that 
date (IAS 1.74). 

However, the liability is classified as non-current if the lender agreed by the end of the 
reporting period to provide a period of grace ending at least 12 months after the end of the 
reporting period within which the entity can rectify the breach and during which the lender 
may not demand immediate repayment (IAS 1.75).  



50   Introduction to IFRS – Chapter 2 
 

The following diagram gives an indication of the classification of liabilities in circumstances 
where a long-term refinancing agreement has been concluded or is being contemplated: 

 

If, for loans classified as current liabilities, the following events occur between the end of the 
reporting period and the date the financial statements are authorised for issue, those events 
qualify for disclosure as non-adjusting events in accordance with IAS 10, Events after the 
Reporting Period: 
� refinancing on a long-term basis; 
� rectification of a breach of a long-term loan agreement; or 
� the receipt from the lender of a period of grace to rectify a breach of a long-term loan 

agreement ending at least 12 months after the end of the reporting period (IAS 1.76).  

6666.2.2.2.2.2.2.2.2    Items Items Items Items presentedpresentedpresentedpresented    on the statement of financial positionon the statement of financial positionon the statement of financial positionon the statement of financial position    
IAS 1 does not prescribe the format or order of items to be presented on the statement of 
financial position. The statement of financial position should however, present at least the 
following items: 
� property, plant and equipment; 
� investment property; 
� intangible assets; 
� financial assets (excluding investments accounted for using the equity method, trade 

and other receivables and cash and cash equivalents); 
� investments accounted for using the equity method; 
� biological assets; 
� inventories; 
� trade and other receivables; 
� cash and cash equivalents; 
� total assets classified as held for sale and assets included in disposal groups in 

accordance with IFRS 5, Non-current Assets Held for Sale and Discontinued Operations; 

Current liability 

Reclassify as 
non-current 

liability 

Concluded after 
the end of the 

reporting period 

Concluded before
the end of the  

reporting period 
Long-term 
refinancing 
agreement? 

Current 
liability 

Discretion
of entity? 

Expected

YESNO 
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� trade and other payables; 
� liabilities and assets for current tax; 
� deferred tax liabilities and deferred tax assets; 
� provisions; 
� financial liabilities (excluding trade and other payables and provisions); 
� liabilities included in disposal groups classified as held for sale in accordance with 

IFRS 5; 
� issued capital and reserves attributable to the owners of the parent; and 
� non-controlling interests, presented within equity. 
Assets held for sale, or assets and liabilities forming part of discontinued operations, are 
included as separate line items on the statement of financial position. Additional line items, 
headings and subtotals should also be presented on the face of the statement of financial 
position when such presentation is relevant to an understanding of the entity’s financial 
position. When an entity presents current and non-current assets, and current and  
non-current liabilities as separate classifications on the face of its statement of financial 
position, it should not classify deferred tax assets (liabilities) as current assets (liabilities) 
(IAS 1.56).  

Line items are included if the size, nature or function of an item or the composition of 
similar items is such that separate disclosure is appropriate to the understanding of the 
financial position of the entity and to supplying information necessary to understand the 
financial position. The descriptions and order of the items or aggregation of separate items 
are adapted in accordance with the nature of the entity and its transactions. For example, a 
financial institution will provide information that is relevant to its operations. 

The following criteria are applied in deciding whether an item should be disclosed 
separately: 
� the nature and liquidity of the assets, leading to a distinction between, for example, 

long-term assets and liabilities; tangible and intangible assets; monetary and  
non-monetary items, and current assets and liabilities; 

� the function of the relevant items, leading to a distinction between, for example, 
operating assets and financial assets; and 

� the amount, nature and settlement date of liabilities, leading to a distinction between, 
for example, long-term liabilities and trade creditors and provisions. 

6666.2.3.2.3.2.3.2.3    Items Items Items Items presentedpresentedpresentedpresented    on on on on thethethethe    statement of financial positionstatement of financial positionstatement of financial positionstatement of financial position, statement of changes in , statement of changes in , statement of changes in , statement of changes in 
equityequityequityequity    or in the notesor in the notesor in the notesor in the notes    

Sub-classifications of items presented (see above), appropriately classified are provided in 
either the statement of financial position or in the notes.  

For share capital, in particular, the following are disclosed for each class (IAS 1.79): 
� the number of shares authorised; 
� the number of shares issued and fully paid; 
� the number of shares issued but not fully paid; 
� the par value per share, or that the shares have no par value; 
� a reconciliation of the number of shares outstanding at both the beginning and the end 

of the period; 
� the rights, preferences and restrictions applicable to each category, including restrictions 

on the distribution of dividends and the repayment of capital; 
� the shares in the entity held by the entity or its subsidiaries or associates; and 
� the shares reserved for issuance under options and sales contracts, including the terms 

and amounts thereof. 
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Furthermore, a description of the nature and purpose of each reserve that forms part of 
equity. Entities without share capital, for example partnerships and trusts, should disclose, 
to the extent applicable, information equivalent to the above. Movements during the 
accounting period in each category of equity interest and the rights, preferences and 
restrictions attached to each category of equity interest should be duly disclosed.  

    Example 2.Example 2.Example 2.Example 2.4444::::    Presentation of the statement of financial positionPresentation of the statement of financial positionPresentation of the statement of financial positionPresentation of the statement of financial position    
The following is the trial balance of Ngwenya Ltd, a company with a 31 December year end. 
The information will be used to prepare a statement of financial position. 

Ngwenya LtdNgwenya LtdNgwenya LtdNgwenya Ltd    
Trial balance on 31 December 20.Trial balance on 31 December 20.Trial balance on 31 December 20.Trial balance on 31 December 20.13131313    

  DDDDrrrr        CrCrCrCr     
  RRRR    RRRR     
 Advertising costs 29 600  
 Delivering costs 44 200  
 Income tax expense 687 190  
 Profit on expropriation of land  400 000  
 Dividends paid 160 000  
 Dividends received  14 000  
 Rental received  6 000  
 Cost of sales 2 093 200  
 Interest paid 78 600  
 Salaries 356 000  
 Administrative personnel 187 600   
 Sales agents 168 400  

 Stationery 22 000   
 Sales  4 022 400  
 Depreciation 69 800  
 Delivery vehicles 53 400   
 Office buildings 16 400  

 Bank 1 313 610   
 Debtors 90 000  
 Property, plant and equipment 713 600  
 Retained earnings (1.1.20.13)  600 000  
 Creditors  61 000  
 Current portion of long-term borrowings  40 000  
 Long-term borrowings  404 000  
 Revaluation surplus (ignore the tax effect) (20.12: Rnil)  50 000  
 Issued ordinary share capital  150 000  
 Preference share capital  100 000  
 Inventories (20.12 – R160 400) 189 600  

 Raw materials (20.12 – R43 000) 46 000   
 Consumables (20.12 – R8 400) 10 000  
 Work-in-progress (20.12 – R57 800) 71 200  
 Finished goods (20.12 – R51 200) 62 400  
    
  5 847 400  5 847 400  
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    Example 2.Example 2.Example 2.Example 2.4444::::    Presentation of the statement of financial positionPresentation of the statement of financial positionPresentation of the statement of financial positionPresentation of the statement of financial position    (conti(conti(conti(continnnnued)ued)ued)ued)    

Ngwenya LtdNgwenya LtdNgwenya LtdNgwenya Ltd    
Statement of financial position as at 31 December 20.Statement of financial position as at 31 December 20.Statement of financial position as at 31 December 20.Statement of financial position as at 31 December 20.13131313    

AssetsAssetsAssetsAssets RRRR        
NonNonNonNon----currentcurrentcurrentcurrent    aaaassetsssetsssetsssets      
Property, plant and equipment 713 600  
  713 600  
Current assetsCurrent assetsCurrent assetsCurrent assets      
Inventories 189 600  
Trade receivables 90 000  
Cash and cash equivalents 1 313 610  
  1 593 210  
Total assetsTotal assetsTotal assetsTotal assets     2 306 810  
Equity Equity Equity Equity andandandand    liabilitiesliabilitiesliabilitiesliabilities      
Share capital (150 000 + 100 000) 250 000  
Retained earnings (600 000 (opening balance) + 1 061 810 (refer to 
Example 2.5 for the statement of profit or loss and other comprehensive 
income ) – 160 000 (dividends paid)) 

 
 

1 501 810 

 

Other components of equity (Revaluation surplus) 50 000  
Total equityTotal equityTotal equityTotal equity     1 801 810  
NonNonNonNon----currentcurrentcurrentcurrent    liabilitiesliabilitiesliabilitiesliabilities      
Long-term borrowings 404 000  
  404 000  
Current liabilitiesCurrent liabilitiesCurrent liabilitiesCurrent liabilities       
Trade payables 61 000  
Current portion of long-term borrowings 40 000  
  101 000  
Total liabilitiesTotal liabilitiesTotal liabilitiesTotal liabilities     505 000  
Total equity and liabilitiesTotal equity and liabilitiesTotal equity and liabilitiesTotal equity and liabilities     2 306 810  
      

6666.3.3.3.3    Statement of Statement of Statement of Statement of profit or loss and other profit or loss and other profit or loss and other profit or loss and other comprehensive incomecomprehensive incomecomprehensive incomecomprehensive income    
All income and expense items recognised in a period should be presented in either a single 
statement of profit or loss and other comprehensive income or in two separate statements, 
where one statement displays the items of profit or loss (statement of profit or loss) and the 
other displays the items of other comprehensive income together with the total profit or loss 
as an opening amount. 

The statement of profit or loss and other comprehensive income therefore consists of the 
following two sections: 
� profit or loss for the year; and 
� other comprehensive income for the year. 
In addition to the above, the statement of profit or loss and other comprehensive income 
should also present: 
� profit or loss; 
� total other comprehensive income; and 
� comprehensive income for the period, being the total of profit or loss and other 

comprehensive income. 
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On the face of the statement of profit or loss and other comprehensive income (or on the 
statement of profit or loss) profit or loss for the year should be allocated as follows: 
� attributable to owners of the parent; and 
� attributable to non-controlling interests. 
On the face of the statement presenting comprehensive income total comprehensive 
income for the year should be allocated as follows: 
� attributable to owners of the parent; and 
� attributable to non-controlling interests. 
All income and expense items are recognised in profit or loss for a specific accounting 
period, unless a standard requires or permits otherwise. This implies that the effect of 
changes in accounting estimates is also included in the determination of profit or loss.  

Only in a limited number of circumstances may particular items be excluded from profit or 
loss for the period: these circumstances include the correction of errors and the effect of 
changes in accounting policies in terms of IAS 8, Accounting Policies, Changes in Accounting 
Estimates and Errors (IAS 8.14 to .31 and .41 to .48).  

There are a number of items (including reclassification adjustments) that meet the 
Conceptual Framework’s definitions of income or expense but are excluded from the 
determination of profit or loss and presented separately as items of other comprehensive 
income. Examples of items of other comprehensive income include the following: 
� revaluation surpluses and deficits against existing revaluation surpluses; 
� remeasurements of defined benefit plans; 
� gains and losses arising from the translation of the financial statements of a foreign entity; 
� gains or losses on remeasuring equity instruments classified as financial assets at fair 

value through other comprehensive income; 
� gains and losses on cash flow hedges;  
� changes in credit risk based on changes in fair value for liabilities held at fair value 

through profit or loss; and 
� share of other comprehensive income of associates or joint ventures. 
The profit or loss section of the statement of profit or loss and other comprehensive income 
may be presented in two ways: either by classifying income and expenditure in terms of the 
functions that give rise to them or by classifying income and expenditure in terms of their 
nature (IAS 1.99). Note that expenses are sub-classified in terms of frequency, potential 
for gain or loss and predictability.  

When income and expenditure are classified in terms of the functions that give rise to 
them, additional information of the nature of the expenditure should be provided in the 
notes to the statement of profit or loss and other comprehensive income, including 
� depreciation; 
� amortisation; and 
� employee benefit expense. 
The reason why the above additional disclosure is required in the case of a presentation of 
income and expenditure in terms of their function is that the nature of expenses is useful in 
predicting future cash flows. The method selected should be the one most suitable to the 
entity, depends on historical and industry factors, and should be consistently applied. 
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6666.3.1.3.1.3.1.3.1    Information to be presentedInformation to be presentedInformation to be presentedInformation to be presented    in the profit or loss section or the statement of profit or in the profit or loss section or the statement of profit or in the profit or loss section or the statement of profit or in the profit or loss section or the statement of profit or 
losslosslossloss    

In addition to items required by other IFRSs, the profit or loss section or the statement of 
profit or loss should include the following line items (IAS 1.82): 
� revenue; 
� gains and losses arising from the derecognition of financial assets measured at 

amortised cost; 
� finance cost; 
� share of after-tax profits or losses of associates and joint ventures accounted for using 

the equity method; 
� when a financial asset is reclassified so that it is measured at fair value, any gain or loss 

arising from a difference between the previous carrying amount and its fair value at the 
reclassification date;  

� a single amount for the total of discontinued operations (see IFRS 5, Non-current Assets 
Held for Sale and Discontinued Operations); and 

� income tax expense. 
Additional line items, headings and subtotals should be added where it is required by a 
Standard or where it is in the interest of fair presentation, for example in the case of a 
material item or when such presentation is relevant to an understanding of the entity’s 
financial performance. Factors considered include materiality and the nature of the 
components of income and expenses. Descriptions are adapted to suit the activities of the 
reporting entity. It is important to note that the notion of extraordinary items has been 
abandoned and no disclosure whatsoever of such an item is allowed. 

6666.3.2.3.2.3.2.3.2    Information to be presented in the other comprehensive sectionInformation to be presented in the other comprehensive sectionInformation to be presented in the other comprehensive sectionInformation to be presented in the other comprehensive section    
The other comprehensive section shall present line items for all other comprehensive 
income items, classified by nature, grouped into the following categories, in accordance with 
other IFRSs: 
� items that will not subsequently be reclassified to profit or loss; and 
� items that will subsequently be reclassified to profit or loss when specific conditions are 

met. 
An entity should also disclose the amount of income tax relating to each item of other 
comprehensive income, including reclassification adjustments, in the statement of profit or 
loss and other comprehensive income or in the notes. 

Each item of other comprehensive income is shown: 
� net of the related tax effects; or 
� before the related tax effect with a separate line item for the aggregate amount of 

income tax relating to those items. 
When an entity presents an amount showing the aggregate tax amount, this tax amount 
should also be grouped into items that will subsequently not be reclassified to profit or loss 
and those that will subsequently be reclassified to profit or loss. 

Reclassification adjustments are amounts that are reclassified to profit or loss in the 
current period that were previously recognised in other comprehensive income (in the 
current or previous periods). These adjustments may be presented in the statement of 
profit or loss and other comprehensive income or in the notes. When presented in the 
notes, the items of other comprehensive income are presented after any related 
reclassification adjustments. 
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6666.3..3..3..3.3333    Information to be presented in the statement(s) of profit or Information to be presented in the statement(s) of profit or Information to be presented in the statement(s) of profit or Information to be presented in the statement(s) of profit or loss and other loss and other loss and other loss and other 
comprehensive income or in the notescomprehensive income or in the notescomprehensive income or in the notescomprehensive income or in the notes    

Items of such material size, nature or incidence that the users of financial statements 
should be specifically referred to them to ensure that they are able to assess the 
performance of the entity should be disclosed separately. The following are examples of 
items that will probably require specific separate disclosure in particular circumstances 
IAS 1.98: 
� the write-down of inventories to net realisable value (or of property, plant and 

equipment to the recoverable amount) as well as the reversal of such write-downs; 
� the restructuring of the activities of an entity, and the reversal of any provisions for the 

cost of restructuring; 
� the disposal of property, plant and equipment; 
� the disposal of investments; 
� discontinued operations; 
� the settlement of litigation; and 
� other reversals of provisions. 

    Example 2.Example 2.Example 2.Example 2.5555::::    Presentation of the Presentation of the Presentation of the Presentation of the statement of profit or loss and other costatement of profit or loss and other costatement of profit or loss and other costatement of profit or loss and other commmmprehensive prehensive prehensive prehensive 
incomeincomeincomeincome    
The following is an example of the presentation of a single single single single statementstatementstatementstatement of profit or loss and 
other comprehensive income in which income and expenditure are presented in terms of 
their functionfunctionfunctionfunction    ((((““““cost  of sales” method)cost  of sales” method)cost  of sales” method)cost  of sales” method) using the trial balance given in Example 2.4:    

Ngwenya LtdNgwenya LtdNgwenya LtdNgwenya Ltd    
Statement of Statement of Statement of Statement of profit or loss and other profit or loss and other profit or loss and other profit or loss and other cocococomprehensive income for the year ended mprehensive income for the year ended mprehensive income for the year ended mprehensive income for the year ended 

31313131    December 20.December 20.December 20.December 20.13131313    
 RRRR     
RevenueRevenueRevenueRevenue    4 022 400  
Cost of sales (2 093 200)  
Gross profit 1 929 200  
Other income (400 000 + 14 000 + 6 000) 420 000  
Distribution costs (168 400 + 53 400 + 44 200 + 29 600) (295 600)  
Administrative expenses (187 600 + 16 400 + 22 000) (226 000)  
Other expenses –   
Finance costs (78 600)  
Profit before taxProfit before taxProfit before taxProfit before tax    1 749 000  
Income tax expense (687 190)  

Profit for the yearProfit for the yearProfit for the yearProfit for the year    1 061 810  
 

Other comprehensive incomeOther comprehensive incomeOther comprehensive incomeOther comprehensive income::::      
Items that will not be rItems that will not be rItems that will not be rItems that will not be reclassified to profit or loss:eclassified to profit or loss:eclassified to profit or loss:eclassified to profit or loss:   
Revaluation surplus 50 000  
Income tax relating to items that will not be reclassified (ignored) –  
Other comprehensive income for the year, net of taxOther comprehensive income for the year, net of taxOther comprehensive income for the year, net of taxOther comprehensive income for the year, net of tax    50 000  
Total comprehensive income for the year Total comprehensive income for the year Total comprehensive income for the year Total comprehensive income for the year     1 111 810  
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    Example 2.5: Presentation of the statement of profit or loss and other comprehensive Example 2.5: Presentation of the statement of profit or loss and other comprehensive Example 2.5: Presentation of the statement of profit or loss and other comprehensive Example 2.5: Presentation of the statement of profit or loss and other comprehensive 
income (continued)income (continued)income (continued)income (continued)    
The following is an example of the presentation of a single statementsingle statementsingle statementsingle statement of profit or loss and 
other comprehensive income in which income and expenditure are presented according to 
their nnnnaaaatureturetureture: 

Ngwenya LtdNgwenya LtdNgwenya LtdNgwenya Ltd    
Statement of profit or loss and other comprehensive incomeStatement of profit or loss and other comprehensive incomeStatement of profit or loss and other comprehensive incomeStatement of profit or loss and other comprehensive income    for the year ended for the year ended for the year ended for the year ended 

31313131    December 20.December 20.December 20.December 20.13131313    
 RRRR     
RevenueRevenueRevenueRevenue    4 022 400  
Other income (400 000 + 14 000 + 6 000) 420 000   
Changes in inventories of finished goods and work in progress 
(57 800 + 51 200 – 71  200 – 62 400) 24 600 

 

Raw materials and consumables used 
(43 000 + 8 400 – 46 000 – 10 000 + 2 093 200 – 160 400 + 189 600) (2 117 800)

 

Employee benefits expense (356 000)  
Depreciation and amortisation expense (69 800)  
Other expenses (29 600 + 44 200 + 22 000) (95 800)  
Finance costs (78 600)  
Profit before taxProfit before taxProfit before taxProfit before tax    1 749 000  
Income tax expense (687 190)  
Profit for the yearProfit for the yearProfit for the yearProfit for the year    1 061 810  
Other comprehensive incomeOther comprehensive incomeOther comprehensive incomeOther comprehensive income::::      
Items that will not beItems that will not beItems that will not beItems that will not be    reclassified to profit or loss:reclassified to profit or loss:reclassified to profit or loss:reclassified to profit or loss:   
Revaluation surplus 50 000  
Income tax relating to items that will not be reclassified –  

Other comprehensive income for the year, net of taxOther comprehensive income for the year, net of taxOther comprehensive income for the year, net of taxOther comprehensive income for the year, net of tax    50 000  
Total comprehensive income for the year Total comprehensive income for the year Total comprehensive income for the year Total comprehensive income for the year     1 111 810  
   

6666.4.4.4.4    StatemStatemStatemStatement of changes in equityent of changes in equityent of changes in equityent of changes in equity    
A statement of changes in equity forms part of the financial statements. Essentially, what is 
required is a reconciliation of equity at the beginning of the reporting period with equity 
at the end of the reporting period. 

6666....4444....1111    InfInfInfInformation to be presented in the statement of changes in equityormation to be presented in the statement of changes in equityormation to be presented in the statement of changes in equityormation to be presented in the statement of changes in equity    
The statement should include the following: 
� total comprehensive income for the period, showing separately the total amounts 

attributable to owners of the parent and to non-controlling interests; 
� the effect of retrospective application or restatement as a result of changes in 

accounting policy and the correction of errors for each component of equity (refer to  
IAS 8, Accounting Policies, Changes in Accounting Estimates and Errors); and 

� for each component of equity, a reconciliation between the carrying amount at the 
beginning and the end of the period, separately disclosing movements resulting from:  

 –  profit or loss; 
 –  other comprehensive income; and 
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 –  transactions with owners in their capacity as owners, showing contributions by and 
distributions to owners separately, and including the following:  

  • issue of shares; 
  • buy back of shares;  
  • dividends paid; and  
  • transfers between reserves.  

6666....4444....2222    InformationInformationInformationInformation    to be presentedto be presentedto be presentedto be presented    in the statement of changes in equity or in the notesin the statement of changes in equity or in the notesin the statement of changes in equity or in the notesin the statement of changes in equity or in the notes    
An entity shall present:  
� an analysis of each item of other comprehensive income; 
� dividends paid for the period; and  
� dividends per share (IAS 1.106A and 107). 

    Example 2.Example 2.Example 2.Example 2.6666::::    Presentation of statPresentation of statPresentation of statPresentation of statement of changes in equityement of changes in equityement of changes in equityement of changes in equity    
The following information relates to Tiger Ltd for the year ended 31 December 20.13: 
1. The balances of the capital accounts and reserves of Tiger Ltd on 31 December 20.12 were 

as follows: 
 RRRR     
Ordinary share capital (1 550 000 shares) 2 350 000  
Redeemable preference share capital (200 000 shares) 200 000  
Revaluation surplus –  
Retained earnings 1 200 000  

2. On 1 January 20.13 Tiger Ltd’s property was revalued upwards by R50 000. 
3. On 31 March 20.13 100 000 ordinary shares were issued at R1,20 each. 
4. On 30 June 20.13 the total preference share capital was redeemed. Shares were not 

issued to fund this redemption. 
5. On 15 July 20.13 a material error amounting to R32 000 (net amount) relating to the 

year ended 31 December 20.12 was discovered. This error was corrected during 20.13 
(increase in net profit), by restating the 20.12 amounts. 

6. Profit for the year amounted to R92 000. Dividends amounting to R35 000 were declared 
and paid by Tiger Ltd on 31 December 20.13. It is the accounting policy of Tiger Ltd to 
present dividend per share in the statement of changes in equity. 

7. The revaluation surplus is realised through the use of the asset. The revaluation resulted 
in an increase in the annual depreciation charge of R5 000. 
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    Example 2.Example 2.Example 2.Example 2.6666::::    Presentation of statement of changes in equityPresentation of statement of changes in equityPresentation of statement of changes in equityPresentation of statement of changes in equity    (continued)(continued)(continued)(continued)    
    

TigerTigerTigerTiger    LtdLtdLtdLtd    
Statement of changes in equity for the year ended 31Statement of changes in equity for the year ended 31Statement of changes in equity for the year ended 31Statement of changes in equity for the year ended 31    DecemberDecemberDecemberDecember    20.20.20.20.13131313    

    

 Share Share Share Share     
capcapcapcapiiiitaltaltaltal    
R’000R’000R’000R’000    

RevaluRevaluRevaluRevaluaaaation tion tion tion 
susususurrrrplusplusplusplus    
R’000R’000R’000R’000    

Retained Retained Retained Retained 
earningsearningsearningsearnings    

R’000R’000R’000R’000    

    
TotalTotalTotalTotal    

R’000R’000R’000R’000    

    

Balance at 31Balance at 31Balance at 31Balance at 31    December 20.December 20.December 20.December 20.12121212    2 550 – 1 200 3 750  
Correction of error    – – 32 32  

Restated balance 2 550 – 1 232 3 782  
Changes in equity for 20.Changes in equity for 20.Changes in equity for 20.Changes in equity for 20.13131313        
Total comprehensive income – 50 92 142  
 Profit for the year – – 92 92  
 Other comprehensive income – 50 – 50  

Dividends – – (35) (35)  
Issue of ordinary share capital 120 – – 120  
Redemption of preference shares (200) – –  (200)  
Realisation of revaluation surplus to 
retained earnings 

 
– 

 
(5) 

 
5 – 

 

Balance at 31Balance at 31Balance at 31Balance at 31    December 20.December 20.December 20.December 20.13131313    2 470 45 1 294 3 809  

       20.20.20.20.13131313    
RRRR 

 

Dividend per share (35 000/1 650 000)   0,02  
(2,12 cent) 

 

6666.5.5.5.5    Notes Notes Notes Notes     
The notes to the financial statements provide additional information on items that 
appear in the financial statements in order to ensure fair presentation. The notes are 
presented systematically with cross-references to the financial statements. The following is 
the usual sequence in which the notes are presented: 
� a statement that the financial statements comply with International Financial Reporting 

Standards; 
� a statement in which the basis of preparation and accounting policies are set out; 
� supporting information on items that appear in the statement of financial position, 

statement of profit or loss and other comprehensive income, statement of changes in 
equity or statement of cash flows; 

� additional information on items that do not appear in the statement of financial 
position, statement of profit or loss and other comprehensive income, statement of 
changes in equity or statement of cash flows; and 

� other disclosures, such as contingencies, commitments and disclosures of a financial and 
a non-financial nature, for example, financial risk management target. 

The sequence may vary according to circumstances. In some cases, for instance, the notes 
on accounting policies are presented as a separate component of financial statements.  
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6666.5.1.5.1.5.1.5.1    Accounting policiesAccounting policiesAccounting policiesAccounting policies    
The notes on accounting policy should disclose the following: 
� the measurement basis used in the compilation of the financial statements, for 

example historical cost, current cost, net realisable value, fair value, and recoverable 
amount. Where more than one measurement basis is used, for instance when particular 
classes of assets are revalued, an indication of only the categories of assets and 
liabilities to which each measurement basis applies, is given; and 

� each specific accounting policy matter that is relevant to an understanding of the 
financial statements. Management has to decide whether disclosure of a particular 
accounting policy would assist users in understanding how transactions, other events 
and conditions are reflected. Disclosure of accounting policies is especially important 
where the Standards allow alternative accounting treatments, for example whether an 
entity applies the cost model or the fair value model of IAS 40, Investment Property, to 
its investment property. 

Accounting policies relating to at least the following, but not limited thereto, should be 
disclosed: 
� revenue recognition; 
� consolidation principles; 
� application of the equity method of accounting for investments in associates or joint 

ventures; 
� business combinations; 
� joint arrangements; 
� recognition and depreciation/amortisation of tangible and intangible assets; 
� capitalisation of borrowing costs and other expenditure; 
� construction contracts; 
� investment properties; 
� financial instruments and investments; 
� leases; 
� inventories; 
� taxes, including deferred taxes; 
� provisions; 
� employee benefit costs; 
� foreign currency entities and transactions; 
� definition of business and geographical segments and the basis for the allocation of 

costs between segments; 
� government grants; and 
� definition of cash and cash equivalents. 
Each entity is expected to disclose the accounting policies that are applicable to it, even if 
the amounts shown for current and prior periods are not material – the accounting policy 
may still be significant. For example, an entity that is subject to income taxes would disclose 
the accounting policies on income taxes, including those pertaining to deferred taxes and 
tax assets. Accounting policies relevant to foreign exchange are disclosed in the case of an 
entity with offshore transactions, and when a business combination has occurred, the 
policies on goodwill and non-controlling interests are disclosed.  

In its choice of appropriate accounting policy, the management of an entity often makes 
judgements when formulating a particular policy, for instance when determining whether 
financial assets should be classified as at amortised cost or not. In order to enable the users 
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of financial statements to better understand the accounting policies and to be able to make 
comparisons between entities, those judgements that have the most significant effect on 
the amounts of items recognised in the financial statements are disclosed in the summary of 
significant accounting policies (when accounting policies are disclosed in a separate 
summary) or in the notes to the financial statements (IAS 1.122). Some of these 
judgements are required disclosures in terms of other Standards.  

6666.5.2.5.2.5.2.5.2    Sources of estimation uncertaintySources of estimation uncertaintySources of estimation uncertaintySources of estimation uncertainty    

 In the determination of the carrying amounts of certain assets and liabilities, it is 
often necessary for management to estimate the effects of uncertain future events. 
Management has to make certain assumptions about these uncertain future events in order 
to be able to determine the carrying amounts of assets and liabilities that are influenced by 
such events. 

The following are examples of items that are influenced by such uncertain future events 
that management are called upon to assess: 
� the absence of recent market prices in thinly traded markets used to measure certain 

assets; 
� the recoverable amount of property, plant and equipment; 
� the rate of technological obsolescence of inventories; 
� provisions subject to the effects of future litigation or legislation; and 
� long-term employee-benefit liabilities, such as pension obligations. 
Factors that should be taken into account in making the judgement on the carrying amounts 
of these items include assumptions about future interest rates, future changes in salaries, 
the expected rate of inflation and discount rates. Disclosure of estimations is, however, not 
required if assets and liabilities are measured at fair value based on a quoted price in an active 
market for an identical asset or liability. It is also not necessary to disclose information on 
budgets and forecasts.  

In order to enhance the relevance, reliability and understandability of the information 
reported in the financial statements, entities are required to disclose (IAS 1.125 and .129): 
� information regarding key assumptions about the future (such as interest rates, future 

changes in salaries and the expected rate of inflation); and  
� other sources of measurement uncertainty at the end of the reporting period that 

have a significant risk of causing a material adjustment to the carrying amounts of 
assets and liabilities within the next reporting period. In respect of such assets and 
liabilities, details should be disclosed about: 

 – the nature of the asset or liability; 
 – the nature of the assumption or estimation uncertainty; and 
 – their carrying amounts as at the end of the reporting period, for example: 
 • the sensitivity of carrying amounts to the methods, assumptions and estimates 

underlying their calculation, including the reasons for the sensitivity; 
 • the expected resolution of an uncertainty and the range of reasonably possible 

outcomes within the next reporting period in respect of the carrying amounts of the 
assets and liabilities affected; and 

 • an explanation of changes made to past assumptions concerning those assets and 
liabilities, if the uncertainty remains unresolved; 
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� when it is impracticable to disclose the effects of key assumptions or other sources 
of measurement uncertainty, the entity discloses: 

 – the nature and carrying amount of the asset or liability affected; and 
 – a statement that it is reasonably possible, based on existing knowledge, that changes 

in conditions within the next reporting period may require a material adjustment to 
the carrying amount of the asset or liability affected. 

In certain IFRSs, disclosures of estimates are already required, for example, the major 
assumptions about future events which affect classes of provisions (IAS 37, Provisions, 
Contingent Liabilities and Contingent Assets) and the disclosure of significant assumptions 
when measuring the fair values of assets and liabilities that are carried at fair value 
(IFRS 13, Fair Value Measurement).  

Note that IAS 1 defines impracticability as instances when the entity cannot apply a 
requirement after making every reasonable effort to do so. Note further that key sources of 
estimate uncertainty should not be confused with the judgements of management made in 
the process of selecting an accounting policy (which is disclosed in terms of paragraph 122). 

    Example 2.Example 2.Example 2.Example 2.7777::::    Disclosure of key sources of estimation uncertaintyDisclosure of key sources of estimation uncertaintyDisclosure of key sources of estimation uncertaintyDisclosure of key sources of estimation uncertainty    
Zero Ltd guarantees to its clients that it will exchange any electrical appliance sold by it for 
cash within a year of purchase, should the appliance become faulty within that period. The 
company makes provision for returns and refunds in its financial statements, i.e. a liability is 
created for the expected amount of the refunds. 
The key assumptionkey assumptionkey assumptionkey assumption    in this case is that a certain volume of the appliances sold will indeed 
become faulty within a year of sale and will therefore be returned by the customers for the 
cash refund. The measurement uncertaintymeasurement uncertaintymeasurement uncertaintymeasurement uncertainty at the date of the statement of financial position 
is: what would the amount of the refunds be? A possible solution to this measurement 
problem may be to express the amount of refunds paid in the last reporting period as a 
percentage of sales in the previous year. If this calculation is performed for a number of prior 
years and the percentage remains relatively stable, the company is reasonably certain that 
by providing this percentage of last year’s sales, some of the measurement uncertainty is 
removed.  
The following will be discloseddiscloseddiscloseddisclosed in the notesnotesnotesnotes to the financial statements: 

“The company guarantees that it will refund the original selling price to a customer 
within one year of purchase of any electrical appliance, should it become faulty within 
that year. Based on experience during the last 10 years, 1% of sales during a previous 
year is normally returned for refund. A liability of 1% of sales has therefore been 
created for such occurrences. This assumption has been made for the past 10 years. 
There has been no significant deviation from this percentage over that period.” 

6666.5.3.5.3.5.3.5.3    Capital disclosureCapital disclosureCapital disclosureCapital disclosure    
The purpose of the capital disclosure is to enable users to assess the objectives, policies and 
processes of the entity relating to the management of its capital (IAS 1.134). The following 
should be disclosed:  
� The entity discloses qualitative information on: 
 –  how it manages its capital; 

–  any external capital requirements (such as regulatory or legislative requirements); and 
 –  a performance assessment on the meeting of its objectives. 
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� The quantitative information disclosed includes: 
 –  the level of capital; 
 –  the definition applied to capital; 
 – changes during the previous period; and 
 – the extent of compliance to externally imposed capital requirements.  
Note that IAS 1 does not specifically require quantification of externally-imposed capital 
requirements. The disclosure focuses instead on the extent of compliance to such 
externally-imposed requirements. If an entity does not comply with such requirements, the 
consequences of non-compliance should be disclosed. This assists users to evaluate the risk 
of breaches of capital requirements. 

Although some industries may also have specific capital requirements, IAS 1 does not 
require disclosure of such requirements because of the different practices among industries 
that will affect the comparability of the information. Similarly, an entity may have internally 
imposed capital requirements. IAS 1 also does not require disclosure of such capital targets, 
or the extent or consequences of any non-compliance. 

6666.5.4.5.4.5.4.5.4    DividendsDividendsDividendsDividends    
In accordance with IAS 1.107, the entity must disclose the amount of dividends 
recognised as distributions to equity holders, as well as the dividends per share, in the 
statement of changes in equity or in the notes to the financial statements.  

In addition, IAS 1.137 requires that the entity should disclose the amount of dividends 
proposed or declared before the financial statements are authorised for issue but after the 
end of the reporting period, and the related dividend per share, in the notes to the financial 
statements. In terms of the definition of a liability in the Conceptual Framework, a dividend 
declared after the end of the reporting period may not be recognised as a liability, because 
no current obligation exists at the end of the reporting period, yet such declaration provides 
useful information to users and should therefore be disclosed.  

The entity should also disclose any cumulative preference dividends that may be in 
arrears and have therefore not been recognised in the financial statements. 

6666.5..5..5..5.5555    Other disclosuresOther disclosuresOther disclosuresOther disclosures    
The following additional information should be provided, unless it is already contained in the 
information that is published with the financial statements: 
� the domicile of the entity; 
� the legal form of the entity; 
� the country of incorporation; 
� the address of the registered office (or principal place of business, if it is different from 

the registered office); 
� a description of the nature of the entity’s operations and its principal activities; 
� the name of the parent and the ultimate parent entity of the group; 
� if it is a limited life entity, details regarding length of its life; 
� the fact that the financial statements comply with IFRS, but only if they comply with all 

the requirements of each applicable Standard and Interpretation; 
� when the provisions of a Standard are applied before its effective date, that fact should 

be disclosed; 
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� when management is aware of material uncertainties that may cast doubt on the entity’s 
ability to continue as a going concern, those uncertainties should be disclosed; 

� when the financial statements are not prepared on a going concern basis, that fact 
should be disclosed, stating also the basis on which the financial statements are 
prepared and the reasons why the entity is not considered to be a going concern; and 

� when it is impracticable to reclassify comparative amounts in accordance with a change 
in presentation in the current year, the reason for not reclassifying and the nature of the 
changes that would have been made if amounts were reclassified, should be disclosed. 

7777    Short and Short and Short and Short and sweetsweetsweetsweet    

 The purpose of IAS 1 is to outline the structure, contentstructure, contentstructure, contentstructure, content and general considerations 
applicable to the preparation of general purpose general purpose general purpose general purpose financial statementsfinancial statementsfinancial statementsfinancial statements, and also to discuss 
certain underlying concepts. 
� IAS 1 is applicable to general purpose financial statements. 
� The objective of financial statements is to provide information about the financial position, 

performance and cash flows of an entity. 
� This information is presented in the statement of financial position, statement of profit or 

loss and other comprehensive income, statement of changes in equity, statement of cash 
flows and the notes. 

� The following general features of the presentation of financial statements are identified in 
IAS 1: 

 – fair presentation and compliance with IFRSs; 
 – going concern; 
 – accrual basis of accounting; 
 – materiality and aggregation; 
 – offsetting; 
 – frequency of reporting; 
 – comparative information; and 
 – consistency of presentation. 
� IAS 1, along with other standards, identifies specific items that must be presented in the 

financial statements. 
� A distinction must be made in the statement of financial position between those items that 

are current and those that are non-current. 
� A distinction is made between those items included in the profit or loss section and those 

items included in the other comprehensive income section of the statement of profit or loss 
and other comprehensive income. 

� An entity’s accounting policies must be disclosed along with any key assumptions made 
when determining the carrying amount of certain items in the financial statements. 
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InventoriesInventoriesInventoriesInventories    
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1111    EvaluationEvaluationEvaluationEvaluation    criteriacriteriacriteriacriteria    

� Know and apply the definitions. 
� Calculate historical cost. 
� Apply the various cost formulas to measure the cost of inventories. 
� Calculate the net realisable value of inventories. 
� Present and disclose inventories in the annual financial statements. 
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2222    Schematic representation of IAS 2Schematic representation of IAS 2Schematic representation of IAS 2Schematic representation of IAS 2    
 
 INVENTORIES 

SCOPE 
 

 Include: Exclude:  

 � held for sale in the ordinary course of 
business 

� in the process of production for such sales 
� consumables to be used in the production 

of goods and services for sale 

� financial instruments
� biological assets to point of harvest 

 Partially exclude: 
� mineral and mineral products 
� commodity brokers 
� producers of agricultural and forest 

products after harvest 

 

     

  Measure at lower of cost and net realisable value 
(Note the exclusions as well as the fact that certain inventories are disclosed  

at fair value less costs to sell rather than at net realisable value.) 

  

   

Cost 
Cost by using either 
� FIFO; 
� Weighted average; 
� Specific identification, only where 

goods have been manufactured for 
specific purposes and are normally 
not interchangeable;  

or 
� Standard costs; 
� Retail method, only if the results 

approximate of the lower of costs and 
NRV. 

  Net realisable value 
(The estimated selling price in the 
ordinary course of business less costs of 
completion and less costs necessary to 
make the sale.) 
� Based on reliable evidence of 

expected realisation values available 
at the time of making the estimates. 

� Write-down by item or by group of 
similar items; applied consistently. 

� Where inventories are being kept in 
terms of a firm sales contract, still to 
be delivered, NRV based on 
contracted price. 

� In the case of materials, no write-
down to NRV from cost takes place if 
materials form part of finished goods 
that are expected to realise their cost 
or more. 

  

   

        

Costs of purchasing  Conversion costs Other costs 
� Cost price; 
� Import duties and other 

taxes; 
� Any other directly 

attributable costs of 
acquisition less rebates, 
discounts and subsidies on 
purchases. 

 

 � Variable production 
overheads; 

� Fixed production 
overheads allocated 
based on normal 
capacity of production 
facilities; 

� Excludes abnormal 
spillage. 

 � To bring the 
inventories to their 
present location and 
condition. 

� Expenses incurred in 
respect of the design 
of a specific product 
for a particular 
customer 

� Normally excluding 
selling administrative 
expenses, and 
sometimes storage, 
and interest related 
expenses. 
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3333    BackgroundBackgroundBackgroundBackground    

Inventories represent a material portion of the assets of numerous entities. The valuation, 
as well as the disclosure of inventories, can have a significant impact on determining and 
presenting the financial position and results of operations of entities.  

 The objective of IAS 2 is to prescribe: 
� how the cost of inventories is determined; and 
� which useful and understandable information is provided in the financial statements. 

IAS 2 does not apply to the following categories of inventories: 
� agricultural produce at the point of harvest, and biological assets related to agricultural 

activity (refer to IAS 41); and 
� financial instruments (refer to IAS 32, IFRS 9 and IFRS 7). 
IAS 2 applies only partially to certain inventories, as the measurement requirements do 
not apply to: 
� Producers of agricultural and forest products, agricultural produce after harvest, and 

minerals and mineral products. These inventories are measured at net realisable value in 
accordance with well-established practices in those industries. When such inventories 
are measured at net realisable value, changes in that value are recognised in profit or 
loss in the period of the change.  

� Commodity broker-traders who measure their inventories at fair value less costs to sell. 
With such inventories, changes in fair value less costs to sell are recognised in profit or 
loss in the period of the change.  

 Note the difference between net realnet realnet realnet realisable valueisable valueisable valueisable value and fair value less costs to sellfair value less costs to sellfair value less costs to sellfair value less costs to sell:  
� Net realisable value is an entity-specific amount realised from the sale of inventories in the 

ordinary course of business by that entity. 
� Fair value less costs to sell is not entity-specific. Fair value reflects the price that would be 

received to sell the same inventories in an orderly transaction between market participants 
(IFRS 13.9). 

4444    Nature of inventoriesNature of inventoriesNature of inventoriesNature of inventories    
 

 Inventories include all assets, both tangible (have physical substance) and intangible 
(have no physical substance), that: 
� are held for sale in the ordinary course of business, for example fuel at a petrol station and 

sweets sold by a café; 
� are in the process of production for such sale, for example a furniture manufacturer’s partly 

completed piece of furniture (work in progress); and  
� are consumed during the production of saleable goods or services, for example materials 

such as rivets used during the manufacture of a bus, or supplies such as shampoo used in a 
hair salon. 
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The decision whether a certain item is classified as inventories or not, relates to its 
purpose to the entity.  

    Example Example Example Example 3333.1: Classification based on purpose.1: Classification based on purpose.1: Classification based on purpose.1: Classification based on purpose 
Take for example a motor vehicle. Should the entity be a motor vehicle dealer where the 
motor vehicle is used by the financial manager for travelling purposes, the vehicle would be 
classified as an item of property, plant and equipment. If the motor vehicle is placed in the 
showroom, so that it can be sold to the public, then it is classified as inventories. From this, 
it is evident that neither the item itself nor the entity in which it is being utilised determines 
whether it should be classified as inventories or not; instead, the determining factors are the 
above-mentioned criteria, referred to in IAS 2.6. 

5555    Measurement of inventoriesMeasurement of inventoriesMeasurement of inventoriesMeasurement of inventories    
 

 Inventories are measured at the lower of cost and net realisable value. 

The measurement of inventories for financial reporting entails the following steps: 
� determining of the cost; 
� applying a cost allocation technique to measure the cost of inventories; 
� determining the net realisable value; and 
� recording the lower of cost and net realisable value in the financial statements. 
Each of these aspects is now discussed. 

6666    Cost of inventoriesCost of inventoriesCost of inventoriesCost of inventories    

6.16.16.16.1    IntroductionIntroductionIntroductionIntroduction    

 The historical cost of inventories includesincludesincludesincludes: 
� purchasing costs; 
� conversion costs; and 
� other costs incurred in bringing inventories to their present location and condition. 

The cost of inventories excludes: 
� abnormal spillage of raw materials, labour and other production costs during the 

production process in bringing the inventories to their present location and condition*; 
� fixed production overhead costs that are not allocated to production on the grounds that 

normal capacity (instead of actual capacity) was used as the basis of allocation. The 
portion not allocated is written off as an expense*; 

� storage costs, unless such costs are necessary in the production process prior to a 
further production stage; 

� administrative expenses not related to the location and condition of the inventories; and  
� selling expenses (IAS 2.16). 
* Note that while these items are excluded from measuring the cost of inventories, they 

are included in cost of sales. 
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 It is important to emphasise that IAS 2 relates directly to inventories and indirectly to 
cost of sales. This is reflected in the standard’s name, i.e. “Inventories”, and not “Cost of 
sales”. Therefore, although abnormal spillage and under- or over-allocated fixed overheads 
are excluded from the closing inventories, they are included in cost of sales (refer to 
Examples 3.2 and 3.4). 

 

    Example Example Example Example 3333.2: Cost of .2: Cost of .2: Cost of .2: Cost of inventoriesinventoriesinventoriesinventories    and cost of salesand cost of salesand cost of salesand cost of sales    
Bakker Ltd purchased wooden planks for R100. An employee, who is paid an hourly wage of 
R20, normally takes one hour to make a desk from the wood. A particular employee was, 
however, engaged in a strike in an attempt to secure higher wages, and took four hours to 
manufacture a desk (he was therefore involved in the strike for the equivalent of three 
hours). In the manufacturing process, the employee used 40 nails costing a total of R5. 
The cost of inventories cost of inventories cost of inventories cost of inventories is calculated as follows: RRRR   

Wooden planks 100 (purchasing costs) 
Wages (normal capacity – 1 hour) 20 (conversion costs) 
Nails 5 (conversion costs) 

Cost of inventory manufactured 125 
The additional R60 (R20 × 3 hours) wages paid to the employee is abnormal, and is 
excluded from the cost of inventories.  
When the inventories are sold, the cost of the above inventories will be transferred to cost of cost of cost of cost of 
salessalessalessales. The cost of sales would then be calculated as follows: 
 RRRR   

Cost of inventories transferred (sold) 125 
Abnormal spillage (wages – 3 hour) 60 

Cost of sales (in statement of profit or loss and other  
comprehensive income) 

 
185 

 

   

6.1.16.1.16.1.16.1.1    Purchasing costsPurchasing costsPurchasing costsPurchasing costs    
These costs include the following: 
� purchase price of finished goods or raw materials; 
� import duties and other taxes, other than those subsequently recoverable from the taxing 

authorities, such as VAT if the buyer is registered for VAT purposes; 
� transport costs; 
� handling costs; and 
� other costs directly attributable to the acquisition of the inventories. 
From these costs the following are deducted if included: 
� trade discounts; 
� cash and settlement discounts; and 
� rebates and other similar items such as subsidies on purchases.   
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    Example Example Example Example 3333.3: Cost of purchase.3: Cost of purchase.3: Cost of purchase.3: Cost of purchase        
Reneben Ltd purchased 10 office desks for resale. The supplier agreed to supply the desks 
at R200 per desk. The supplier grants a 10% early settlement discount provided that the 
invoice is settled within 30 days. Reneben Ltd has contracted a furniture removal company 
to collect the furniture from the supplier in Durban and deliver it to the showroom in 
Gauteng. The removal company charged the entity a non-refundable R400 for delivery of the 
10 desks. A goods-in-transit insurance was taken out with the entity’s insurance brokers 
covering any damage to the desks while in transit, limited to the value of the original 
invoiced purchase price paid. The premium in respect of this insurance was R100. En route 
to Gauteng, an attempt was made to hijack the delivery truck, and one of the desks was 
irreparably damaged. A claim was submitted to the insurance company. The entity is not a 
registered VAT vendor, and has a policy of claiming all discounts available to it. 
The cost of inventories after delivery would be calculated as follows:    
 RRRR      
Purchase price (10 × R200) 2 000  
Allowance for settlement discount (R2 000 × 10%) (200)  

 1 800  
Delivery costs 400  
Insurance 100  
Goods returned at cost (R1 800/10 desks) (180)  

Cost of inventories purchased 2 120  
   

6.1.26.1.26.1.26.1.2    Conversion costsConversion costsConversion costsConversion costs    
These are costs incurred in converting raw materials into finished products ready for sale. 
Conversion costs include the following: 
� direct labour; 
� variable production overhead costs; and 
� fixed production overhead costs based on normal capacity. 
IAS 2 defines normal capacity as the production expected to be achieved on average over a 
number of periods or seasons under normal circumstances, taking into account the loss of 
capacity resulting from planned maintenance. The cost of normal spillage also forms part of 
conversion costs. For a detailed discussion of fixed production overhead costs refer to 
section 6.2. 

    Example Example Example Example 3333.4: Conversion costs.4: Conversion costs.4: Conversion costs.4: Conversion costs    
Cerlon Ltd manufactures product Topaz for resale. Purchases of raw materials are made at 
the start of every week and amount to 800 tons per week (which equals normal capacity). 
Purchasing cost per ton of raw material is R75. In addition to this, customs duties of R5 per 
ton and carriage of R10 per ton are incurred to transport the materials to the factory. 
Further information in respect of product Topaz for the year ended 31 December 20.11: 

Variable production overheads  R25 per ton 
Fixed production overheads R16 000 per week 

One ton of raw material produces one ton of finished goods. Closing inventories of finished 
goods on hand at 31 December 20.11 amounted to 200 tons. Inventories are valued in 
accordance with the first-in, first-out method. Product Topaz is sold for R200 per ton. The 
entity was incorporated at the beginning of the current financial period and was operational 
for 50 weeks during the year. No raw materials were on hand at the end of the financial 
period. 
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    Example Example Example Example 3333.4: Conversion costs.4: Conversion costs.4: Conversion costs.4: Conversion costs    (continued)(continued)(continued)(continued)    
     

� Cost of inventoriesinventoriesinventoriesinventories would be calculated as follows: RRRR     
Purchase cost paid to supplier 75  
Customs duties   5  
Carriage  10  
Variable production costs  25  
Fixed production overheads – based on normalnormalnormalnormal capacity (R16 000 per 
week/800 tons per week)  

 20  

Unit price per ton 135  

Closing inventories: 200 tons × R135 per ton 27 000  

� Cost of salesCost of salesCost of salesCost of sales would be calculated as follows: R’000R’000R’000R’000     
Production for the year: (50 weeks × 800 tons) 40 000 tons  
Opening inventories –  
Manufacturing costs 5 400  

Purchase cost paid to supplier (40 000 × 75) 3 000  
Customs duties (40 000 × 5)   200  
Carriage (40 000 × 10)  400  
Variable production overheads (40 000 × 25)  1 000  
Fixed production overheads (40 000 × 20) or (16 000 × 50) 800  

Closing inventories: 200 tons × R135 per ton (27)  

Cost of sales 5 373  
  

The production process may sometimes produce two or more products simultaneously, such 
as in a chemical process. These are called joint products. If the costs of conversion of the 
joint products cannot be identified separately, a rational and consistent allocation basis 
should be used. The relative sales value of the products, either at the stage in production 
where they originate, or at the stage of completion, may be appropriate. 

    Example Example Example Example 3333.5: Joint products.5: Joint products.5: Joint products.5: Joint products    
Material, labour and overhead costs incurred to produce 150 litres of chemicals amount to 
R1 500. One third (1/3) of this output is in the form of bathroom cleaner, and the remainder 
is in the form of kitchen cleaner. 
The cost of the various joint products in inventories is calculated as follows: RRRR     
Bathroom cleaner (R1 500 × 1/3) 500  
Kitchen cleaner (R1 500 × 2/3)  1 000 

Total inventories on hand 1 500  
 

If the production process results in a main product and a by-product, the value of the 
latter is usually immaterial. Consequently, no cost is usually allocated to the by-product and 
the by-product is often carried at its net realisable value – this is an exception to the 
application of the net realisable value rule (refer to section 9.3). The net realisable value of 
the by-product is deducted from the joint costs of the main product. 
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    Example Example Example Example 3333.6: Main and by.6: Main and by.6: Main and by.6: Main and by----productsproductsproductsproducts    
A pharmaceutical entity uses two raw materials, X and Y, in equal portions in a chemical 
process that produces two main products, Headeze and Headache, and a by-product (Calc), 
which is sold to fertiliser manufacturers. Costs to sell are immaterial. One production cycle 
produces: 
Headeze: 3 000 litres; Headache: 1 000 litres; Calc: 2 000 litres 
The sales price for Headeze is R25.00 per litre, for Headache R15.00 per litre and for Calc 
R1.50 per litre. The total cost of production is R60 000 per cycle. You may assume that the 
value of the Calc inventories is immaterial. 
The cost price of the main products and the by-product can be calculated as follows: 
SaSaSaSales value:les value:les value:les value:    RRRR        PercentagePercentagePercentagePercentage   
Headeze  3 000 × 25,00 75 000  83,33%  
Headache  1 000 × 15,00 15 000  16,67%  

  90 000  100,00%  
Calc 2 000 × 1,50 3 000    

  93 000    

The cost of production of the joint main products is allocated on the basis of sales value. The 
net realisable value of the by-product is deducted from the main products. 

 Allocation of costsAllocation of costsAllocation of costsAllocation of costs: GrossGrossGrossGross     
   RRRR    
 Headeze (60 000 – 3 000) × 83,33% 47 500 
 Headache (60 000 – 3 000) × 16,67% 9 500 
 Calc  3 000 

 Total cost 60 000  

CommeCommeCommeCommentntntnt: 
� By-products that are not material maymaymaymay be measured at net realisable value. This may 

result in by-products being valued at above cost if NRV is higher than actual cost. This is 
a departure from the basic rule that inventories should be valued at the lower of cost and 
NRV. It seems, however, that the objective of IAS 2 is to provide an expedient and cost-
effective solution, and to recognise a generally accepted practice in the valuing of  
by-products (refer to section 9.3). 

 

The the costs incurrend by service providers are measured at the costs of their 
production, which usually consist of labour and other costs of personnel directly engaged in 
providing the service. The costs of supervisory personnel and attributable overheads are 
also included. These costs are not classified as inventory. IFRS 15, Revenue from Ccontracts 
from Customers  requires that these costs should be classified as contract cost and should 
be amortised to profit or loss on a systematic basis (IFRS 15.99). Salaries and other costs 
relating to sales and general administrative personnel are not included; they are recognised 
as expenses in the period in which they are incurred.  
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6.1.36.1.36.1.36.1.3    Other costsOther costsOther costsOther costs    
Included in these costs are all the other costs incurred in bringing the inventories to the 
present location and condition. Examples are: 
� costs of designing products for a particular customer; 
� borrowing costs relating to inventories where substantially long ageing periods are required, 

as in the case of wine; and 
� necessary storage costs in the production process (for example when units need to be 

freezed during the manufacturing process). 
Where an entity purchases inventories on deferred settlement terms and the 
arrangement effectively contains a financing element, that element is recognised as interest 
expense over the period of the financing and is, therefore, not included in the cost of the 
inventories (IAS 2.18). This element would normally be the difference between the 
purchase price for normal credit terms and the amount actually paid for the inventories. 

    Example Example Example Example 3333....7777: Deferred settlement terms: Deferred settlement terms: Deferred settlement terms: Deferred settlement terms    
A supplier agrees to supply inventories with a cash price of R10 000, but since payment is 
deferred beyond the normal settlement terms of 30 days, the purchaser will be expected to 
pay R12 000 at settlement 12 months after delivery. The difference of R2 000 represents 
interest costs in the statement of profit or loss and other comprehensive income, recognised over 
a period of 12 months.  

 

 The general rule applicable when determining the cost of the inventories is, therefore, 
that all costs incurred in bringing the inventories to their present location and condition are 
included. The theoretical basis for this is that allallallall costs of inventories in the statement of 
financial position are carried forward to the following accounting period until the related 
revenue is generated. 

6.26.26.26.2    AllocatAllocatAllocatAllocatiiiion of overhead costson of overhead costson of overhead costson of overhead costs    
The determination of cost can be subject to manipulation in practice, especially in respect of 
the allocation of production and other overhead costs, and the application of cost formulas. 
The choice of cost formulas may result in significantly different outcomes that impact on the 
profit for the year and the earnings per share. 

Overheads are sometimes also referred to as indirect costs. For the purposes of this 
discussion, a distinction is made between production overhead costs and other overhead 
costs: 
� Production overhead costs are those costs incurred in the manufacturing process, which 

do not form part of the direct raw material or direct labour costs – for example, indirect 
materials and labour, rates and taxes of a factory, depreciation on production machinery, 
administration of a factory, etc. 

� Other overhead costs that do not relate to the production process and are normally 
incurred in running the operations of the entity – for example, office rental, salaries of 
administrative personnel, selling and marketing costs, etc. These items are often referred 
to as “expenses”. 

The main distinction is that the former costs are included in the cost of the inventories, 
while the latter expenses are included only in exceptional instances.  
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6.2.16.2.16.2.16.2.1    Production overhead costsProduction overhead costsProduction overhead costsProduction overhead costs    

 The general principle is that only those production overheads involved in bringing the 
inventories to their present location and condition should be included in the costs. 
Therefore, both fixed overheads, which remain constant regardless of production, and 
variable overheads, which change in direct relation to production, are included. Other 
overhead costs are, however, omitted and expensed. 

Variable overhead costs can be allocated to inventories with reasonable ease, as the 
costs are normally directly related to the production volumes. The number of units 
manufactured serves as the basis for allocating such costs. 

Fixed production overhead costs are not allocated directly to a product with the same 
ease. IAS 2.13 provides the following guidelines in this respect: 
� The normal capacity of the production plant is used as the basis for allocation and not 

the actual production levels. Normal capacity can refer to either the average normal 
production volume over a number of periods, or to the maximum production which is 
practically attainable. IAS 2 adopts the former. 

� The actual capacity may only be used when it approximates normal capacity. 
� The interpretation of the concept “normal capacity” is determined in advance and should be 

applied consistently, unless other considerations of a permanent nature result in increasing 
or decreasing production levels. 

� If the production levels are particularly high in a certain period, the fixed overhead 
recovery rate should be revised, to ensure that inventories are not measured above cost 
(allocate based on actual capacity). 

� If the production levels are lower than normal capacity, the fixed overhead recovery rate 
is not adjusted (allocate based on normal capacity), and the under-recovered portion is 
charged directly to the statement of profit or loss and other comprehensive income, 
forming part of the cost of sale expense. 

 Assume the fixed overhead recovery rate based on normal capacity is R10 per unit 
and R1 000 000 fixed overhead costs were incurred, but 250 000 units were produced 
instead of the normal capacity of 100 000 units. If allocation is done on 250 000 units × 
R10 per unit, R2 500 000 will be allocated to cost of inventories, although only R1 000 000 
was actually incurred. During times of high production, the allocation is therefore based on 
actual capacity; therefore, 250 000 units × R1 000 000 /250 000 = R1 000 000 allocated 
to cost of inventories. 

The large measure of judgement involved in the calculations may result in numerous 
practical problems arising from the allocation of fixed overhead production costs. 
Nevertheless, it is imperative that a regulated allocation of both variable and fixed 
production costs be included in the costs of inventories in order to achieve the best possible 
measurement of the inventory. 

6.2.26.2.26.2.26.2.2    Other overhead costsOther overhead costsOther overhead costsOther overhead costs    
Costs that are not related to the production function of an entity, such as those of 
personnel, research and development, financial management, and marketing, are part of 
the other overhead costs. They form a significant part of the expenses of an entity and 
without these functions there can be no successful production. The relationship between the 
production function and the other functions is an indirect connection and, therefore, other 
overhead costs do not normally form part of the cost of inventories. This stipulation is based 
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on the premise that such costs cannot be seen as being directly related or necessary in 
bringing inventories into their present location or condition.  

Certain exceptions to the above-mentioned rule exist, namely: 
� Other overhead costs that clearly relate to bringing inventories to their present location 

and condition, for example design costs, research and development, etc. 
� Borrowing costs which have been capitalised in respect of inventories where long ageing 

processes are required to bring them to their saleable condition, for example wine and 
spirits. 

� Storage costs that are necessary in the production process prior to the further 
production stage, for example the maturation of cheese or when freezing is needed 
during the production process. 

    Example Example Example Example 3333....8888: Allocation of overheads: Allocation of overheads: Allocation of overheads: Allocation of overheads    
The normal capacity of an entity is 50 000 units per annum. The raw materials cost is R50 
per unit, and direct labour is R25 per unit. Variable production overheads are R15 per unit, 
and fixed production overheads incurred amount to R980 000. The closing balance of 
finished goods is 15 000 units. Assume there is no opening balance. Calculate the cost of 
sales in the statement of profit or loss and other comprehensive income if actual production 
of the company is:  
(1) 70 000 units per year (very high level of production); or 
(2) 40 000 units per year. 

Suggested solutionSuggested solutionSuggested solutionSuggested solution    
(1) Cost of inventories calculation if actual production is 70 000 units per year    

Cost per unitCost per unitCost per unitCost per unit    RRRR        
Raw material 
Direct labour 
Variable production overheads 
Fixed production overheads (980 000/70 000) 

50 
25 
15 
14 

 

Total cost per unit 104  

Cost of inventories (finished products sold)Cost of inventories (finished products sold)Cost of inventories (finished products sold)Cost of inventories (finished products sold)    
Opening balance finished goods 
Transferred from work in progress (70 000 × 104) 
Closing balance finished goods (15 000 × 104) 

 
– 

7 280 000
(1 560 000) 

 

Cost of inventories (sold) 5 720 000  

Fixed production overheadsFixed production overheadsFixed production overheadsFixed production overheads    
Incurred 
Allocated (70 000 × 14)  

 
980 000

(980 000) 

 

Under-/over-recovery –  
Cost of salesCost of salesCost of salesCost of sales    
Cost of inventories (finished goods sold) 

 
5 720 000
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    Example Example Example Example 3333....8888: Allocation of overheads (continued): Allocation of overheads (continued): Allocation of overheads (continued): Allocation of overheads (continued)    
      

(2) Cost of inventories calculation if actual production is 40 000 units per year            
Cost per unitCost per unitCost per unitCost per unit    RRRR        
Raw material 
Direct labour 
Variable production overheads 
Fixed production overheads (980 000/50 000) 

50,00 
25,00 
15,00 
19,60 

 

Total cost per unit 109,60  
  
CCCCost of inventories (finished products sold)ost of inventories (finished products sold)ost of inventories (finished products sold)ost of inventories (finished products sold)    
Opening balance finished goods 
Transferred from work in progress (40 000 × 109,60) 
Closing balance finished goods (15 000 × 109,60) 

– 
4 384 000 

(1 644 000)

 

Cost of inventories (sold) 2 740 000  
Fixed productiFixed productiFixed productiFixed production overheadson overheadson overheadson overheads    
Incurred 
Allocated (40 000 × 19,60) 

980 000 
(784 000)

 

Under allocation 196 000  
Cost of salesCost of salesCost of salesCost of sales    
Cost of inventories (finished goods sold) 
Fixed production overheads under-allocated  

 
2 740 000 

196 000 

 

Cost of sales 2 936 000  
   

The principles regarding the allocation of production overhead costs can be presented 
diagrammatically: 

    

   TOTAL OVERHEAD COSTS   

       
        
 Production overheads  Other overheads  

        
        
       Variable Fixed    

        
        
        
 Always allocated based 

on actual levels of 
production 

Allocation based on  
normal capacity (note the 

exceptions) 

Allocated in  
exceptional 
cases only 

 

       
 Basic principle:  Are they related (and necessary) to bringing the inventories to their 

present location and condition? 
 

    



Inventories   77
 

6.36.36.36.3    General ledger accountsGeneral ledger accountsGeneral ledger accountsGeneral ledger accounts    

    Example Example Example Example 3333....9999: General ledger of manufacturing concern: General ledger of manufacturing concern: General ledger of manufacturing concern: General ledger of manufacturing concern    
The purpose of this example is to reinforce basic principles through the use of a double 
entry system. Assume the perpetual inventories system is applicable. The year end of the 
company is 31 December 20.12. 
The following information relates to the inventories and production for the current year: 
Opening inventories: 
Raw materials R600 
Work in progress (WIP) R1 000 
Finished goods R1 000 
Production costs incurred during the year: 
Labour  R300 
Fixed and variable overheads R120 
Raw materials purchased R200 
Overheads of R20 could not be allocated to inventories as the production level was below 
normal capacity. 
Closing inventories (at cost): 
Raw materials R300 
Work in progress (WIP) R1 000 
Finished goods R600 
The net realisable value of the finished goods amounted to R450. Asume for this example 
that the net realisable value of the other inventories was higher than cost (the net realisable 
value of the other inventories would also have been lower than cost). 

General legder accounts:General legder accounts:General legder accounts:General legder accounts:    

Labour (Allocated)Labour (Allocated)Labour (Allocated)Labour (Allocated) 

  Bank (1) 300  31.12.20.12 WIP (2) 300  
    300    300  

(1) Paid labour in respect of current year’s production. 
(2) Transfer allocated production costs to WIP account – closing entry. 

Overheads (Fixed and variable cost allocated to production)Overheads (Fixed and variable cost allocated to production)Overheads (Fixed and variable cost allocated to production)Overheads (Fixed and variable cost allocated to production) 

  Bank (3) 
120

 31.12.20.12 WIP 
CoS 

(4) 
(5) 

100 
20 

 

    120    120  

(3) Paid overheads (fixed and variable) in respect of the year’s production. 
(4) Transfer allocated production overhead (actual production × a rate per unit) to WIP 

account. 
(5) Under-allocated production overheads allocated to cost of sales (not cost of 

inventories). 
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    Example Example Example Example 3333....9999: General ledger of manufacturing concern: General ledger of manufacturing concern: General ledger of manufacturing concern: General ledger of manufacturing concern    (continued)(continued)(continued)(continued)    

Raw materialsRaw materialsRaw materialsRaw materials 

 01.01.20.12 Balance (6) 600  WIP (8) 500  
  Bank (7) 200 31.12.20.12 Balance (9) 300  
    800    800  

  01.01.20.13 Balance b/d 300      
(6) Raw materials on hand at beginning of the year (opening inventories). 
(7) Purchase of raw materials – apply purchase cost principles (excl VAT, discounts, etc.). 
(8) Transfer raw materials to WIP account – closing entry. 
(9) Raw materials on hand at end of the period (closing inventories) = SFP amount. 

WWWWork in progress (WIP)ork in progress (WIP)ork in progress (WIP)ork in progress (WIP) 

 01.01.20.12 Balance (10) 1 000  Finished products (12) 900  
 Labour (2) 300  31.12.20.12 Balance (11) 1 000  
 Overheads (4) 100    
 Raw materials (8) 500    
   1 900    1 900  

 01.01.20.13 Balance b/d 1 000      
(10) WIP on hand at beginning of the year (opening inventories). 
(11) WIP on hand at end of the year (closing inventories) = SFP amount. 
(12) Transfer WIP to finished products. 

Finished productsFinished productsFinished productsFinished products 

 01.01.20.12 Balance (13) 1 000  Cost of 
inventories sold 

(15) 1 300  

 WIP (12) 900  31.12.20.12 Balance (14) 600  
   1 900    1 900  

 31.12.20.12 Balance b/d 600  31.12.20.12 Cost of sales (16) 150  
 Balance (17) 450  
   600    600  

 01.01.20.13 Balance b/d 450      
(13) Finished products on hand at beginning of the year (opening inventories). 
(14) Finished products on hand at end of the year (closing inventories) = Cost price, 

amount in the SFP. 
(15) Transfer cost of inventories sold to cost of inventories sold account. Note that, in 

practice, this step could be skipped and the amount transferred directly to cost of sales. 
(16) NRV of finished products is R450, therefore the balance of R600 must be written 

down to R450. This is done through a credit entry of R150 (600 – 450). 
(17) New balance of the finished products on hand is R450, i.e. the NRV, because 

inventories must be shown in the statement of financial position at the lower of cost 
or NRV. The R150 represents the write-off to NRV. 
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    Example Example Example Example 3333....9999: General ledger of manufacturing concern: General ledger of manufacturing concern: General ledger of manufacturing concern: General ledger of manufacturing concern    (continued)(continued)(continued)(continued)    

Cost of inventories soldCost of inventories soldCost of inventories soldCost of inventories sold    

  Finished 
products 

(15) 1 300  31.12.20.12 Cost of sales (18) 1 300  

    1 300    1 300  

(18) Cost of inventories sold closes off to cost of sales. 

Cost of salesCost of salesCost of salesCost of sales    

 31.12.20.12 Cost of 
inventories sold 

(18) 1 300  31.12.20.12 Profit and loss (19) 1 470  

 31.12.20.12 Overheads (5) 20     
 31.12.20.12 Finished 

products 
(16) 150   

 
 

    1 470    1 470  

(19) Cost of sales closes off to the statement of profit or loss and other comprehensive 
income. This amount represents the line item in the statement of profit or loss and 
other comprehensive income. It represents the cost of inventories sold (units sold × 
allocated costs per unit) as well as all other costs directly related to inventories (for 
example: write-down to NRV). 

Note:::: Those entries without specific dates generally take place during the course of a year 
and do not represent a single transaction. Both the perpetual and the periodic inventories 
recording systems will result in the same cost for sales. 

7777    Application of cost allocation techniques and costApplication of cost allocation techniques and costApplication of cost allocation techniques and costApplication of cost allocation techniques and cost    formulasformulasformulasformulas    

 Other than the actualactualactualactual cost of inventories (that was discussed above), various 
techniques can be used to calculate the cost of inventories. The following are possibilities: 
� standard cost; and 
� the retail method. 

7.17.17.17.1    Standard costStandard costStandard costStandard cost    
This method involves working with expected costs, based on normal levels of operations and 
operating efficiency measures and entails the application of predetermined information. This 
method allows management to monitor and control costs. Standard costs can be used for 
convenience as long as the inventories values determined in this way approximate actual 
cost. A regular review, and change where necessary, is required of the standard costs 
where conditions change, for example in times of rising costs. 

7.27.27.27.2    RetaiRetaiRetaiRetaillll    methomethomethomethodddd    
This method is particularly suitable for trading entities that do not maintain complete 
records of purchases and inventories. Inventories values are determined at the end of the 
reporting period by determining the selling price of the inventories, which is reduced by the 
average profit margin, to determine the approximate cost of the trading inventory.  
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    Example Example Example Example 3333.1.1.1.10000: Retail method: Retail method: Retail method: Retail method    
The trading inventories of a sports shop valued at selling price amounted to R980 000 on a 
particular date. If the owner normally adds a mark-up of 25% to the cost price of his 
products, the retail method is applied as follows to calculate the approximate cost of the 
inventories: 

 
R980 000 × 

100 
 = R784 000 

 
 125  

 

This method can be applied only if the profit margins of homogenous groups of products 
are known. If certain inventories items are marked at reduced selling prices as a result of 
special offers, the profit margins on these items are determined individually. As with 
standard costs, this basis may be applied only if the results obtained approximate cost. 

7.37.37.37.3    Cost formulasCost formulasCost formulasCost formulas    

 According to IAS 2.23 to .27, the number of items left in closing inventories and their 
unit cost, therefore the cost of inventories, is determined by using one of the following cost 
formulas: 
� first-in, first-out (FIFO); 
� weighted average costs; or 
� specific identification. 

7.3.17.3.17.3.17.3.1    FirstFirstFirstFirst----in, firstin, firstin, firstin, first----out (FIFO)out (FIFO)out (FIFO)out (FIFO)    
FIFO values inventories in accordance with the assumption that the entity will sell the items 
of inventories in the order in which they were purchased; i.e. first the old inventories items 
and then the new items. The “oldest” prices are debited first to cost of sales in the 
statement of profit or loss and other comprehensive income. This method is normally 
appropriate to interchangeable items of large volumes and is currently the most popular 
method used by listed companies in South Africa. 

    ExampleExampleExampleExample    3333.1.1.1.11111: : : : FIFOFIFOFIFOFIFO    
Assume that an entity purchases 100 units at R16 each, and purchases a further 300 units 
at R16,50 each. At year end there are 320 units on hand. These inventories would be 
valued as follows: 

   R  
 20 at R16 320  
 300 at R16,50 4 950  

 320  5 270  

The purchases and the sales can also be reflected as follows: 
   R  
 100 at R16 1 600  
 300 at R16,50 4 950
 (80) at R16 (1 280)

 320  5 270  
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7.3.27.3.27.3.27.3.2    Weighted average methodWeighted average methodWeighted average methodWeighted average method    
The word “weighted” refers to the fact that the number of items is taken into account when 
calculating cost. The weighted average is calculated either after each purchase or 
periodically, depending on the circumstances. This basis, just as in the case of FIFO, is 
appropriate to interchangeable inventories usually of large volumes.  

    Example Example Example Example 3333.1.1.1.12222: Weighted average: Weighted average: Weighted average: Weighted average    
Assume an entity purchases 100 units at R16 each, and a further 300 units at R16,50 each. 
The average price is not R16,25 [(R16 + R16,50) ÷ 2]. It should be weighted as follows: 

   RRRR     
 100 at R16 1 600  
 300 at R16,50 4 950  

 400  6 550  

Weighted average price = R16,375 (R6 550/400) 
Assuming that all inventories sales took place after the above-mentioned purchase 
transactions and resulted in a closing inventories on hand at year end of 320 units, closing 
inventories would be valued at: 320 × R16,375 = R5 240. The units sold will be debited to 
costs of sales at the weighed average price of R16,375: 80 × R16,375 = R1 310. 
 

7.3.37.3.37.3.37.3.3    SpecificSpecificSpecificSpecific    identificationidentificationidentificationidentification    
According to IAS 2, this method allocates costs to separately identified items of inventories. 
It is particularly appropriate for items acquired or manufactured for a specific project, and 
for items that are normally not interchangeable. This basis, generally not suitable for large 
volumes of interchangeable items, should not be used as a means of manipulating profits. 

From the above-mentioned discussion it is clear that a variety of valuation bases exist to 
determine the costs of inventories. These valuation bases necessarily result in different 
operating results and different statement of financial position amounts. 

IAS 2.25 requires that the same cost formula be used for inventories having the same 
nature and use to the entity. Where the nature or use of groups of items differs from 
others, the application of different formulas is allowed. This means that if a group of 
companies owns materials with different uses, they may be measured by using different 
cost formulas. Where inventories are similar in nature and use and held in different 
geographical locations, different cost formulas may not be applied. Where different metals 
are, for example, fused in a production process, the average method is appropriate. 
However, where inventories are used on an item-for-item basis in the production process, 
the FIFO formula is more appropriate.  

    Example Example Example Example 3333.1.1.1.13333: : : : Application of cost formulas for perpetual and periodic Application of cost formulas for perpetual and periodic Application of cost formulas for perpetual and periodic Application of cost formulas for perpetual and periodic inventoriesinventoriesinventoriesinventories        
recording systemsrecording systemsrecording systemsrecording systems    
A Ltd has incurred the following inventories transactions during the month of October 20.12: 
  UnitsUnitsUnitsUnits    R/UR/UR/UR/U  
01.10 Opening balance 200 20
05.10 Purchases 300 24
20.10 Purchases 150 30
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    Example Example Example Example 3333.1.1.1.13333: : : : Application of cost formulas for perpetual and periodApplication of cost formulas for perpetual and periodApplication of cost formulas for perpetual and periodApplication of cost formulas for perpetual and periodic ic ic ic inventoriesinventoriesinventoriesinventories        
recording systemsrecording systemsrecording systemsrecording systems    (continued)(continued)(continued)(continued)    

  UnitsUnitsUnitsUnits    R/UR/UR/UR/U    
02.10 Sales 120 40 
15.10 Sales 200 48 
25.10 Sales 150 50 
The cost price of inventories is determined using:  
(1) the FIFO method  
(2) the weighted average method. 
FirstFirstFirstFirst––––in, firstin, firstin, firstin, first----out method:out method:out method:out method:    
31.10 Inventories on hand (200 – 120 + 300 – 200 + 150 – 150) = 180 units 
   R  
Cost price  150 × 30 4 500 (from the purchase of 150 units at R30/unit) 
 30 × 24 720 (left from the purchase of 300 units at R24/unit)

 180  5 220  

CommentCommentCommentComment: 
� Both the perpetual and the periodic inventories recording systems result in the same 

cost for inventories. 
Weighted average method:Weighted average method:Weighted average method:Weighted average method:    
Perpetual inventories recording system:Perpetual inventories recording system:Perpetual inventories recording system:Perpetual inventories recording system: 
31.10 Inventories on hand 180 units   
    

UnitsUnitsUnitsUnits    
    Cost price Cost price Cost price Cost price   

per unitper unitper unitper unit    
    Total Total Total Total     

cost pricecost pricecost pricecost price    
   R  R 
01.10 Opening balance 200  20   
02.10 Sales (120)  20   

  80      
05.10 Purchases 300  24   
  380  23,16*    
15.10 Sales (200)  23,16   

  180     
20.10 Purchases 150  30   
  330  26,27**    
25.10 Sales (150)  26,27   

Closing inventories 180  26,27  4 729  
     

*80 × 20 = 1 600  
 300 × 24 = 7 200  
 380   8 800  

8 800/380 = R23,16  
** 180 × 23,16 = 4 169  
 150 × 30 = 4 500  
 330   8 669  
8 669/330 = R26,27  
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    Example Example Example Example 3333.1.1.1.13333: : : : Application of cost formulas for perpetuaApplication of cost formulas for perpetuaApplication of cost formulas for perpetuaApplication of cost formulas for perpetual and periodic l and periodic l and periodic l and periodic inventoriesinventoriesinventoriesinventories        
recording systemsrecording systemsrecording systemsrecording systems    (continued)(continued)(continued)(continued)    
Periodic inventories recording system:Periodic inventories recording system:Periodic inventories recording system:Periodic inventories recording system:    
 

  
UnitsUnitsUnitsUnits    

    Cost price Cost price Cost price Cost price 
per unitper unitper unitper unit    

    TotalTotalTotalTotal    
cost pricecost pricecost pricecost price    

   R  R  
Opening balance 200  20  4 000  
Purchases 300  24  7 200  
Purchases 150  30  4 500  
 650    15 700  

Weighted average cost price (R15 700/650) R24,15     
Closing inventories (180 × R24,15) 4 347  

CommentCommentCommentComment: 
� The cost of inventories calculated using the weighted average method differs under the 

perpetual and periodic inventories recording systems, as different averages are used. 
The average may be calculated on a periodic basis, or as each additional shipment is 
received (IAS 2.27). 

 

8888    Determining net realisable valueDetermining net realisable valueDetermining net realisable valueDetermining net realisable value    

 Net realisable valueNet realisable valueNet realisable valueNet realisable value (NRV) is the estimated selling price which could be realised in 
the normal course of business less the estimated costs to be incurred in order to complete 
the product and to make the sale. 

Such estimates will take account of changes in prices and cost changes after the period 
under review, in accordance with the requirements of IAS 10 to the extent that events 
confirm conditions existing at the end of the reporting period. As the determination of this 
value entails the use of estimates, an element of judgement is involved, and caution should 
be exercised when making use of estimates. It may often be difficult to determine the net 
realisable value of a product due to a lack of information regarding the costs necessary to 
make the sale. In such cases, the current replacement value can be used as a possible 
solution (especially for raw materials) (refer to IAS 2.32). After having taken everything into 
consideration, estimates of the NRV should be based on the most reliable information 
available at the time of making the estimate. 

The diagram below illustrates net realisable value. 

  
 NET REALISABLE VALUE   

      

      
Estimated selling price in the 
normal course of business 

Less Costs to make the sale, namely: 
� Costs to complete the inventories 

    � Trade and other discounts  
allowed 

� Advertising 
� Sales commission 
� Packaging costs 
� Transport costs 
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9999    Lower of cost and net realisable valueLower of cost and net realisable valueLower of cost and net realisable valueLower of cost and net realisable value    

9.19.19.19.1    General rule General rule General rule General rule     
In accordance with IAS 2, inventories are valued at cost at the end of a reporting period 
and are carried over to the following accounting period. This cost should, however, not 
exceed the net amount, which, according to estimates, will be realised from the sales. The 
definition of an asset, in terms of the Conceptual Framework for Financial Reporting 
(Conceptual Framework) is a resource under control of an entity as result of a past event, 
from which future economic benefits will flow. The NRV represents the future economic 
benefits. Should the cost exceed the NRV, it implies that the inventories are expected to be 
sold for an estimated loss. The cost is then reduced to the net realisable value and the 
write-off is recognised and shown as a loss (within cost of sales) in the profit or loss secion 
of the statement of profit or loss and other comprehensive income. If such inventories are 
still unsold at the end of the following reporting period, the cost is compared with the latest 
NRV, and the carrying amount is adjusted accordingly. 

Inventories are written down to net realisable value on an item-by-item basis, or (where 
appropriate) a group-by-group basis. In cases where items relate to the same product 
range, and have similar purposes or end uses and are marketed in the same geographical 
area, they cannot be evaluated separately; the items belonging to the range are grouped 
together when assessing NRV. It should be noted that “finished goods” or “inventories of 
shoes” are probably not product ranges. 

    Example Example Example Example 3333.1.1.1.14444: Net realisable value (continues Example : Net realisable value (continues Example : Net realisable value (continues Example : Net realisable value (continues Example 3333.4).4).4).4)    
An entity manufactures product Topaz for resale. The manufacturing cost per ton is R135. 
Finished products are sold for R140 per ton. Sales expenses amount to R15 per ton, and 
delivery costs amount to R5 per ton. Closing inventories on hand for the year ended 
31 December 20.11 amounts to 2 000 tons. 
NRV per ton NRV per ton NRV per ton NRV per ton ––––    Product Topaz:Product Topaz:Product Topaz:Product Topaz: RRRR 
Selling price 140  
Selling expenses (15)  
Delivery costs (5)  

NRV 120  

Carrying amount of closing inventories is measured at the lower of cost or NRV. Therefore (in 
this instance), it is measured at an NRV of R120 per ton. Carrying amount of inventories at 
31 December 20.11: 
 2 000 tons closing inventories × R120 NRV = R240 000. 
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    Example Example Example Example 3333.1.1.1.14444: Net realisable value (continues Example : Net realisable value (continues Example : Net realisable value (continues Example : Net realisable value (continues Example 3333.4).4).4).4)    (continued)(continued)(continued)(continued)     
    Journal entriesJournal entriesJournal entriesJournal entries    DrDrDrDr    CrCrCrCr        
    PerpetualPerpetualPerpetualPerpetual (note: inventories (SFP) will have a balance at the cost 

prior to this journal) 
RRRR    RRRR        

    31 December 20.1131 December 20.1131 December 20.1131 December 20.11      
 Cost of sales (P/L) 30 000  

Inventories (SFP) ((2 000 × R135) – R240 000)  30 000  
 Write-down of inventories   

    PeriodicPeriodicPeriodicPeriodic      
 A separate journal is not recorded, as the inventories value is 

determined and correctly put through as the closing inventories 
  

    31 December 20.1131 December 20.1131 December 20.1131 December 20.11      
 Inventories (SFP) 240 000  

Closing inventories (Cost of Sales – P/L)  240 000  
 Recognition of closing inventories   
    

A new assessment of net realisable value is made in each financial year. Indicators of 
possible adjustments to net realisable value may include: 
� damaged inventories; 
� wholly or partially obsolete inventories; 
� a decline in selling prices; 
� increases in estimated costs to complete the incomplete goods/or work in progress; and 
� increases in selling costs. 

    Example Example Example Example 3333.1.1.1.15555: : : : Net realisable value per item and per groupNet realisable value per item and per groupNet realisable value per item and per groupNet realisable value per item and per group    
The following schedules reflect the inventories values of an entity on 31 December 20.13: 
 CostCostCostCost    Net Net Net Net     

realisable realisable realisable realisable   
valuevaluevaluevalue    

Lowest Lowest Lowest Lowest     
valuevaluevaluevalue    

per itemper itemper itemper item    

 

    R’000R’000R’000R’000        R’000R’000R’000R’000      R’000R’000R’000R’000    
Wall tilesWall tilesWall tilesWall tiles       
Hand-painted 6 000 7 500  6 000 
Normal process 10 000 9 000  9 000 

 16 000 16 500  15 000  
BricksBricksBricksBricks       
A-Type 48 000 36 000  36 000 
B-Type 53 000 58 000  53 000 
C-Type 16 000 20 000  16 000 

 117 000 114 000  105 000  

According to IAS 2.29, inventories can be valued as follows: 
Item-by-item: R15 million + R105 million = R120 million or 
Per group (if conditions were met): R16 million + R114 million = R130 million 
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    Example Example Example Example 3333.1.1.1.15555: : : : Net realNet realNet realNet realisable value per item and per groupisable value per item and per groupisable value per item and per groupisable value per item and per group    (continued)(continued)(continued)(continued)    
CommentCommentCommentComment: 
� A comparison of the total cost (R133 million) of the inventories with the total net 

realisable value (R130,5 million) is not permitted by IAS 2, because unrealised profits 
and losses may not be netted against each other. 

 

When there is clear evidence of an increase in net realisable value because of changed 
economic circumstances or because the circumstances that previously caused inventories to 
be written down below cost no longer exist, the amount of the write-down is reversed, but 
the amount of the reversal is limited to the amount of the original write-down, as 
inventories may not be restated above their original cost. The new carrying amount is again 
the lower of the cost and the (revised) net realisable value. This may, for example, occur 
when an item of inventories that is carried at net realisable value, because its selling price 
has declined, is still on hand in a subsequent period and its selling price has now increased. 

    Example Example Example Example 3333.1.1.1.16666: R: R: R: Reversal of net realisable valueeversal of net realisable valueeversal of net realisable valueeversal of net realisable value    
On 31 December 20.12, the end of the financial period, Protea Ltd had inventories of bricks 
on hand with a cost of R117 000. On this date these inventories were written down to the 
net realisable value of R114 000. On 31 December 20.13, half of these bricks are still on 
hand. The net realisable value of these bricks has been estimated at R60 000. The closing 
inventories on hand at the end of the 20.13 financial period is calculated as follows: 
 RRRR      
Remaining bricks on hand on 31 December 20.13 @ original NRV (R114 000/2) 57 000  

Original cost of bricks on hand on 31 December 20.13 (R117 000/2) 
Revised NRV of bricks on hand on 31 December 20.13 
Reversal of previous write-down (R58 500 – R57 000) (limited to original cost) 

58 500 
60 000 

1 500 

 

Revised carrying amount of closing inventories on 31 December 20.13 58 500  
   

9.29.29.29.2    Firm sales contractsFirm sales contractsFirm sales contractsFirm sales contracts    

If the inventories are being held in terms of a binding sales contract, in terms of which the 
inventories will be delivered at a later date, the NRV of these inventories should be based 
on the contract price. If the contract quantities are less than the total inventories for this 
particular item, the NRV of the surplus inventories is based on normal selling prices. Any 
expected losses on firm sales contracts in excess of the inventories quantities held are dealt 
with by IAS 10. If inventories quantities are less than quantities required for firm purchase 
contracts, onerous contracts may arise and the provisions of IAS 37 apply. 

    ExampExampExampExample le le le 3333.1.1.1.17777: : : : Firm sales contractsFirm sales contractsFirm sales contractsFirm sales contracts    
Inventories on hand at year end are 200 units at a cost of R15 each. The units can be sold 
for R16 each. Commission on sales of all units is paid to sales personnel at 10% of the gross 
selling price. The entity has a contract to supply a customer with 40 of these units at R19 
each (before the deduction of commission). The value of inventories on hand at year end is 
calculated as follows: 
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    Example Example Example Example 3333.1.1.1.17777: : : : Firm sales contractsFirm sales contractsFirm sales contractsFirm sales contracts    (continued)(continued)(continued)(continued)    
 RRRR      
40 units at fixed contract price: 
 Cost: R15 × 40 units 

 
600 

 

 NRV: [R19 – (R19 × 10%)] × 40 units 684  
 Or [R19 × 90%] × 40 units   
160 units at general selling price:    
 Cost: R15 × 160 units 2 400  
 NRV: [R16 – (R16 × 10%)] × 160 units 2 304  
 Or [R16 × 90%] × 160 units   
Total carrying amount at lower of cost or NRV:   
 40 at cost (contracted) – no write-down necessary 600  
 160 at NRV (general sales) – write-down of R96 necessary 2 304  
 2 904  
   

9.39.39.39.3    ExceptionsExceptionsExceptionsExceptions    
One exception to the general rule that inventories be valued at the lower of cost and net 
realisable value is mentioned in IAS 2.32. In accordance with this stipulation, raw materials 
or supplies that will be incorporated in the finished product are not written down below cost 
if  the finished product is expected to realise the cost or more. In our opinion, IAS 2 gives 
insufficient guidance in cases where the finished product sells at less than the cost. By 
implication it appears that the raw materials and other supplies should be written down to 
NRV in these cases.  

    Example Example Example Example 3333.1.1.1.18888: : : : NRV of raw materialsNRV of raw materialsNRV of raw materialsNRV of raw materials    
  

An entity uses a single raw material to manufacture a finished product. Three units of the 
raw material are used to produce one unit of the finished product. The cost per unit of raw 
material is R200. The total cost to manufacture one finished product is R1 500 (including 
the raw material). At year end, there are 300 units of raw material and 500 units of finished 
products on hand. There were no incomplete goods. Due to market competition, the raw 
material can presently be sold for R60 per unit. The net selling price of the finished product 
is R1 200 on 31 December 20.11. The carrying amount of inventories is calculated as 
follows: 
Finished products:      
Finished product per unit: RRRR     
Cost of inventories 1 500  
Net realisable value 1 200  
Write-down to NRV 300  
Finished products @ NRV – 31 December 20.11 (500 × R1 200) 600 000  

Total write-down (included in cost of sales) (500 × R300) 150 000  
Raw materials:   
NRV if completed 1 200  
Cost to complete: Production costs excluding raw materials (1 500 – 3 × R200) (900)  
NRV of three units of raw materials  300  
NRV per unit of raw materials (300/3) 100  
Cost of raw material inventory (300 × 200) 60 000  

NRV of raw material inventory – 31 December 20.11 [300 × R100)] 30 000  

Total write-down (included in cost of sales) (60 000 – 30 000) 30 000  
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    Example Example Example Example 3333.1.1.1.18888: : : : NRV of raw materialsNRV of raw materialsNRV of raw materialsNRV of raw materials    (continued)(continued)(continued)(continued)    
  

Using the information given above, with the exception that the NRV of the finished goods 
should be R1 600 per unit, the following situation would occur:
 RRRR     
Finished products:   
Finished products  – 31 December 20.11 (500 × R1 500) (not written down) 750 000  
Raw material:   
NRV if completed 1 600  
Cost to complete: Production costs excluding raw materials (1 500 – 3 × R200) (900)  
NRV of three units of raw materials  700  
NRV per unit (700/3) 233  
   
Raw material inventory:   
Cost (300 × 200) 60 000  
NRV (300 × 233) 69 900  
Raw material at cost – 31 December 20.11 [300 × R200] (not written down) 60 000  
   
CommentCommentCommentComment:      
� From the above example it is clear that raw materials are not adjusted if the 

finished products are sold at an amount higher that the cost. 
  

 

Caution should be applied in cases where the NRV of the raw material component drops 
below the cost, particularly where the raw materials form a significant part of the finished 
product. This could mean that the selling price of the finished product will also have to drop, 
particularly in cases where the selling price of a product reacts sensitively to changes in the 
cost of the raw material components. 

A further exception to the general rule stated in IAS 2.14 relates to by-products. As 
mentioned previously, by-products are the inevitable result of a production process directed 
at the production of another (primary) product. The costs of the primary product, which 
consist of raw material, labour and allocated production overhead costs, are allocated to the 
primary product in total. The by-product normally has no cost price and should be valued at 
net realisable value, as long as this value is deducted from the lower of cost or NRV of the 
primary product (refer to Example 3.6). 

A further exception exists in respect of inventories acquired for the construction of plant 
and equipment. In this case, the principle that applies is that such inventories are written 
down only as the plant and equipment depreciate, after the costs of the inventories have 
been incorporated into the cost of the plant and equipment. 

10101010    Recognition of expenseRecognition of expenseRecognition of expenseRecognition of expense    

The carrying amount of the inventories is recognised as an expense when the inventories 
are sold and the revenue is recognised. The sales and corresponding expenses may be 
recognised throughout the period if the entity uses a perpetual inventories system. The 
expense is recognised only at the end of the period if a periodic inventories system is used. 

Any write-down of inventories to NRV for damages, obsolescence or fluctuations in costs 
or selling prices forms part of the cost of sales expense and is written off directly to the 
statement of profit or loss and other comprehensive income. These write-downs are, 
however, disclosed separately in the notes that form part of the financial statements. It is 
important to distinguish between write-downs that should be disclosed and inventories 
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losses that do not have to be disclosed separately. Inventories losses arise typically when 
the physical inventories on hand differs from the inventories records. 

Where write-downs of inventories are reversed due to subsequent increases in NRV, the 
amount is recognised as a reduction in the cost of sales expense in the statement of profit 
or loss and other comprehensive income. The reversal of any write-downs should also be 
disclosed separately. 

    Example Example Example Example 3333....19191919: : : : Composition of the cost of sales exComposition of the cost of sales exComposition of the cost of sales exComposition of the cost of sales expensespensespensespenses    
The cost of sales expenses of a manufacturing entity may include the following expenses: 
Cost of inventories (finished products sold) (calc 1) (allocated costs) xxx xxx  
Abnormal spillage of raw material, labour and other production costs 
(not allocated) xxx xxx 

 

Under- or over-allocation of fixed production overheads (not allocated) (calc 4) xxx xxx  
Inventories write-downs (inventories losses) xxx xxx  
Inventories write-downs to NRV xxx xxx  
Recovery of NRV write-down (xx xxx)  
Cost of sales xxx xxx  
(1) Cost of inventories (finished products sold)  
Opening inventories (finished products) xxx xxx  
Transferred from work in progress (calc 2)    xxx xxx  
Closing inventories (finished products) (xx xxx)  
Cost of inventories (sold) xxx xxx  
(2) Work in progress  
Opening inventories (work in progress) xxx xxx  
Raw materials (calc 3) xxx xxx  
Direct labour xxx xxx  
Variable production overheads (allocated) xxx xxx  
Fixed production overheads (allocated) xxx xxx  
Closing inventories (work in progress) (xx xxx)  

Transferred to finished products xxx xxx  
(3) Raw materials  
Opening inventories xxx xxx  
Purchases  xxx xxx  

Cost xxx xxx  
Other purchase costs xxx xxx  

Abnormal spillage (xxx xxx)  
Closing inventories (xx xxx)  
Transferred to work in progress xxx xxx  
  
(4) Under-/over-allocated fixed production overheads   
Fixed production overheads incurred xxx xxx  
Allocated (actual units produced × rate based on normal capacity) (xxx xxx)  
Under-/over-allocation of fixed production overheads xxx xxx  
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11111111    DisclosureDisclosureDisclosureDisclosure    

The disclosure requirements regarding inventories are prescribed as follows by IAS 2 
paragraphs 36 to 39: 
� accounting policy pertaining to the measurement and cost formula used. 
� the total carrying amount of inventories in classifications suitable for the entity, for 

example: 
 – materials (materials and spares included); 
 – finished goods; 
 – merchandise shown under appropriate subheadings; 
 – consumable goods (including maintenance spares); 
 – work in progress (including the inventories of a service provider); and 
 – work in progress – construction work. 
� the carrying amount of inventories carried at fair value less costs to sell, as provided by 

commodity broker-traders; 
� the amount of inventories recognised as cost of sales during the period; 
� the amount of any write-down of inventories recognised as an expense in cost of sales; 
� if such a write-down is reversed in a subsequent period, the amount reversed and the 

circumstances which resulted in the reversal; and 
� the carrying amount of any inventories pledged as security. 
Note that the disclosure of the carrying amount of inventories carried at net realisable value 
is not required, but that the amount of any write-down of inventories should be disclosed, 
typically in the note on profit before tax. Note also that the disclosure of the carrying 
amount of inventories carried at fair value less costs to sell is required, for instance in the 
case of commodity broker-traders. 

In terms of IAS 1, the profit or loss section of the statement of profit or loss and other 
comprehensive income may be drafted according to the nature or the function of expenses. 
In accordance with the functional approach, the cost of sales will be disclosed as a line 
item. The disclosure requirements of IAS 2 will be met, provided that separate disclosure of 
write-downs and the reversals of write-downs and their circumstances are provided. 

Entities using the nature of expenses approach will disclose operating costs such as raw 
materials, labour costs, other operating costs, and the net movement in finished goods and 
work in progress, where applicable. To comply with IAS 2, the cost of such expenses will 
have to be disclosed elsewhere in the financial statements. The disclosure of the cost of 
sales expense does allow for the calculation of the gross profit margin, but the calculation 
may not support comparison to other entities as the composition of the amounts may differ. 
  



Inventories   91
 

    Example 3.2Example 3.2Example 3.2Example 3.20000: Comprehensive example: Comprehensive example: Comprehensive example: Comprehensive example    
Inyati Ltd’s inventories consist of the following: 
 
 

Opening Opening Opening Opening   
inventoriesinventoriesinventoriesinventories    

    
R’000R’000R’000R’000    

  Closing Closing Closing Closing     
inventoriesinventoriesinventoriesinventories  

    
R’000R’000R’000R’000    

    Net Net Net Net   
realisable realisable realisable realisable 

valuevaluevaluevalue    
R’000R’000R’000R’000    

    

Raw materials 35 000 15 000  14 500  
Work in progress 15 000 25 500  20 000  
Finished goods 40 000 20 500  30 000  
Packaging materials 1 750 1 600  1 450  
The following information for the year ended 31 December 20.12 is available: 
 R’000R’000R’000R’000        
Revenue 275 000  
Administrative expenses 75 000  
Raw material purchases 90 000  
Transport costs – raw materials 250  
Variable production overhead costs 50 250  
Fixed production overhead costs 41 500  
Selling expenses 2 750  
Inyati Ltd values raw materials and work in progress according to the FIFO method.  
Finished goods and consumables are valued using the weighted average method. Fixed 
production overhead costs are allocated at R40 per unit based and the normal capacity 
1 million units were produced. 

Inyati LtdInyati LtdInyati LtdInyati Ltd    
Statement of financial position as atStatement of financial position as atStatement of financial position as atStatement of financial position as at    31 December 31 December 31 December 31 December 20.1220.1220.1220.12 

AssetsAssetsAssetsAssets    
Current assetsCurrent assetsCurrent assetsCurrent assets    
Inventories 

NoteNoteNoteNote  
 

3 

R’000R’000R’000R’000    
 

62 450 

    

Inyati LtdInyati LtdInyati LtdInyati Ltd    
Statement of pStatement of pStatement of pStatement of profit or loss and other comprehensive incomerofit or loss and other comprehensive incomerofit or loss and other comprehensive incomerofit or loss and other comprehensive income    for the year ended for the year ended for the year ended for the year ended     

31 December 31 December 31 December 31 December 20.1220.1220.1220.12 
 R’000R’000R’000R’000      
RevenueRevenueRevenueRevenue    275 000  
Cost of sales (211 150)  

Gross profit 63 850  

Inyati LtdInyati LtdInyati LtdInyati Ltd    
Notes for the year endedNotes for the year endedNotes for the year endedNotes for the year ended    31 December 31 December 31 December 31 December 20.1220.1220.1220.12 

1.1.1.1.    Accounting policyAccounting policyAccounting policyAccounting policy    
1.11.11.11.1    InventoriesInventoriesInventoriesInventories    
 Inventories are valued at the lower of cost and net realisable value using the following 

valuation methods: 
 Raw materials and work in progress: first-in, first-out method.
 Finished goods and consumables: weighted average method.
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 Example 3.2Example 3.2Example 3.2Example 3.20000: Com: Com: Com: Comprehensive example (continued)prehensive example (continued)prehensive example (continued)prehensive example (continued) 
2.2.2.2.    Profit before taxProfit before taxProfit before taxProfit before tax 
 Profit before tax includes the following item: R’000R’000R’000R’000        
 Consumables written off to net realisable value (1 600 – 1 450) 150  
3.3.3.3.    InventoriesInventoriesInventoriesInventories      
 Raw materials 15 000  
 Work in progress 25 500  
 Finished goods 20 500  
 Consumables 1 450  
 62 450  

CalculationsCalculationsCalculationsCalculations   
 
InventoriesInventoriesInventoriesInventories    

Raw Raw Raw Raw     
matermatermatermateriiiialsalsalsals  

R’000R’000R’000R’000    

  Work in Work in Work in Work in     
progressprogressprogressprogress    

R’000R’000R’000R’000    

    Finished Finished Finished Finished   
goodsgoodsgoodsgoods    
R’000R’000R’000R’000    

    

Opening inventories 35 000 15 000  40 000  
Plus purchases/transfers received 90 000 110 250 190 000   
Plus other costs 250 *90 250 –  
Less transfers/sales (110 250)  (190 000)  (209 500)  
Closing inventories 15 000 25 500 20 500  
* 50 250 000 + (40 × 1 000 000)     
Cost of salesCost of salesCost of salesCost of sales        
 R’000R’000R’000R’000   
Finished goods 209 500  
Fixed production overhead costs – under-recovery (41 500 – 40 000) 1 500  
Consumables written off to net realisable value (1 600 – 1 450) 150  

 211 150  
CommentCommentCommentComment:   
� Raw materials, work in progress and other supplies held for use in the production of 

inventories are not written down below cost if the finished products in which they will be 
incorporated are expected to be sold at or above cost. The consumables are however 
written down to their net realisable value. 

    

12121212    Short and sweetShort and sweetShort and sweetShort and sweet    

 The objective of IAS 2 is to prescribe the recognition and measurement criteria and 
the presentation and disclosure requirements for inventories. 
� Inventories generally include all assets held for sale, assets being manufactured for sale, 

and any consumables used in the manufacturing or service delivery process. 
� Inventories are initially measured at cost. 
� Cost consists of purchasing costs, conversion costs and other costs (all costs required to 

bring the item to its place and condition for sale). 
� Conversion costs include production overheads, of which the fixed component is usually 

allocated to inventories based on normal capacity. 
� These costs may be determined with reference to actual costs, standard costs, or by utilising 

the retail method. 
� The cost formulas are: FIFO, weighted average and specific identification. 
� Subsequently, inventories are measured at the lower of cost or NRV. 
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1111    EvaluationEvaluationEvaluationEvaluation    criteriacriteriacriteriacriteria        

� Understand the concept “cash flow items” and be able to distinguish it from “non-cash 
flow items”. 

� Understand and explain the purpose of a statement of cash flows. 
� Prepare a statement of cash flows, with notes, from practical information according to 

both the direct and indirect method. 
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2222    Schematic Schematic Schematic Schematic rerererepresentation of IAS 7presentation of IAS 7presentation of IAS 7presentation of IAS 7    
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 

Elements of cash flow 
� Cash flows are divided into three categories: 

(1)  
Operating activities 

� Chief revenue-producing 
activities; 

� Cash effect of  
transactions that are 
used in determining 
profit or loss; 

� Calculated in one of two 
ways: 

 – indirect method; or 
 – direct method. 

(2) 
Investing activities 

� Activities which relate to 
the acquisition and  
disposal of: 

 – long-term assets; 
 – other investments. 
� Distinguish between 

maintenance of  
operating capacity and 
increase in operating 
capacity. 

(3) 
Financing activities 

� Activities that result in 
changes in size and 
composition of the  
borrowings and equity  
capital; 

� Includes: 
 – raising new  

borrowings;  
 – repayment of existing 

borrowings; and 
 – issuing and 

redemption of 
capital. 

Cash and cash equivalents
� Cash consists of cash on hand and demand deposits. 
� Cash equivalents consist of short-term (<3 months) highly liquid investments that are readily 

convertible to known amounts of cash. 

Objective of a statement of cash flows
� To provide useful information in respect of the historical changes in cash and cash equivalents. 
� Enables the users to formulate an opinion and make a better estimate of the cash performance 

of an entity. 

Specific aspects 
� Interest and dividends paid and received are disclosed separately. 
� Taxation paid is normally shown as cash flows relating to operating activities. 
� Deferred tax is not a cash flow. 
� The cash flow effect of VAT is disclosed under “cash generated from operating activities”. 
� Information relating to investing and financing activities is reflected at gross rather than net 

amounts. 
� Unrealised foreign exchange gains and losses do not represent cash flows. 
� Realised foreign exchange gains and losses are viewed as cash flows. 
� Repayments of a capitalised finance lease are divided between capital and interest portions: 

 – Interest = classified as operating activities. 
 – Capital = classified as financing activities. 
� Cash flows per primary segment should be disclosed under each category of cash flows. 
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3333 BackgroundBackgroundBackgroundBackground 

In terms of IAS 1.9 and .10, a statement of cash flows is one of the components of financial 
statements prepared by entities that provide information about the financial position, 
performance and changes in financial position of such entities. A statement of cash flows 
must be presented in accordance with IAS 7, Statement of Cash Flows. 

 For the purpose of cash flows, the activities of an entity are categorised into three 
main classes: operating activitiesoperating activitiesoperating activitiesoperating activities (activities that are revenue-producing), investing activitiesinvesting activitiesinvesting activitiesinvesting activities 
(activities that are needed to support the income-generating process, for example investing 
in fixed and other long-term assets), and financing activitiesfinancing activitiesfinancing activitiesfinancing activities (activities that have as their 
objective the organising of the financing requirements of the entity, for example obtaining 
loans and issuing shares)(IAS 7.10). 

Investing and financing transactions that do not require the use of cash or cash equivalents 
will not appear in the statement of cash flows (IAS 7.43). 

 Non-cash transactions are not included in the statement of cash flows. Only if there 
was an inflow or outflow of cash or cash equivalents, will the amount be included in the 
statement of cash flows.  

Where an asset, for example, is acquired via mortgage bond financing, no cash changes 
hands and the transaction is therefore not reflected in the statement of cash flows. This also 
applies where assets are exchanged, shares are issued to acquire another entity, or where 
liabilities are converted to equity. These transactions are, however, disclosed in the notes to 
the financial statements so that all relevant information is supplied to the users of the 
financial statements.   

In reality, the statement of cash flows basically represents a summary of the movement 
of the cash and bank balances (cash and cash equivalents) of the entity for the period 
under review. “Cash” refers to cash on hand and demand deposits, and “cash equivalents” 
refers to highly liquid investments that are readily convertible to known amounts of cash 
and are subject to insignificant risk of changes in value. 

4444    Objective of Objective of Objective of Objective of aaaa    statement of cash flowsstatement of cash flowsstatement of cash flowsstatement of cash flows    

 The objective of the statement of cash flows is to provide useful information in 
respect of the historical changes in cash and cash equivalents.  
The statement of cash flows enables the users of financial statements to formulate an 
opinion and make a better estimate of the cash performance of an entity. 

The users may find the information obtained from the statement of cash flows useful for the 
following purposes: 
� to formulate an opinion about the risk profile of an entity by paying particular attention 

to the ability of the entity to: 
 – pay interest and dividends; 
 – make capital repayments on borrowed funds; and 
 – access the appropriate sources of financing to finance the activities of the entity; 
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� to forecast the cash that may be available in the future to finance expansions; 
� to determine which sources of cash have been used to finance operating and investing 

activities; 
� to evaluate whether the entity is capable of generating sufficient cash flows from 

operating activities so that a part thereof can be ploughed back into the entity; 
� to evaluate the timing and certainty of generated cash in order to assess the ability of 

the entity to adapt to changing circumstances; 
� to enhance the comparability of operating results of entities by eliminating the effect of 

different accounting policies; and 
� to determine the relationship between the profitability and cash flows of the entity. 
The provision of cash flow information is primarily aimed at more effectively informing users 
about the liquidity and solvency of the entity. This information is of the utmost importance 
as a cash deficit could result in financial failure. A statement of cash flows could timeously 
recognise possible problems in this regard, as it provides quality information regarding the 
timing and amounts of the cash flows of an entity. 

IAS 7 is applicable to all entities, even financial institutions where cash is viewed as 
inventories of the entity. To accommodate financial institutions such as banks and 
investment companies, IAS 7 allows certain cash flows to be reported on a net basis. 

 Remember that the financial statements (except the statement of cash flows) are 
prepared on an accrual basis, for example accounting for transactions when they occur. 
However, the statement of cash flows presents the actual actual actual actual cash receiptscash receiptscash receiptscash receipts and cash paymentscash paymentscash paymentscash payments 
of the transactions for the period. 

5555    Elements of Elements of Elements of Elements of the statement of the statement of the statement of the statement of cash flowscash flowscash flowscash flows    
 
 

 Cash flows in the statement of cash flows are categorised as follows: 
� cash flows from operating activitiesoperating activitiesoperating activitiesoperating activities; 
� cash flows from investing actinvesting actinvesting actinvesting activitiesivitiesivitiesivities;;;; and 
� cash flows from financing activitiesfinancing activitiesfinancing activitiesfinancing activities. 

There is a mathematical relationship between these three categories in that cash 
retained from operating activities plus the cash proceeds of financing activities is used in 
investing activities. Conversely, cash retained from operating activities may be utilised for 
both investing and financing activities. Other combinations also exist. 

IAS 7 does not prescribe a specific format for the statement of cash flows. Instead, it 
suggests that the format most appropriate for the particular entity be used to reflect the 
cash flows from operating, financing and investing activities.  
 

 The format of the statement of cash flows can be summarised as follows: 
� Cash flows from operating activities; 
� add/subtract:add/subtract:add/subtract:add/subtract: cash flows from investing activities;  
� add/subtract:add/subtract:add/subtract:add/subtract: cash flows from financing activities; 
� equals:equals:equals:equals: net movement in cash and cash equivalents. 
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Cash flows originating from one transaction may be classified under two activities 
(IAS 7.12). For example, the repayment of a loan is disclosed under financing activities, 
while the payment of interest relating to the loan is disclosed under operating activities. 
Furthermore, items such as interest and dividends may be disclosed under operating, 
investing, or financing activities (IAS 7.31). 

5555....1111    Cash flows from operating activitiesCash flows from operating activitiesCash flows from operating activitiesCash flows from operating activities    

 Operating activities are the principal revenuerevenuerevenuerevenue----producingproducingproducingproducing activities of the entity, and 
include other activities that do not constitute investing activities or financing activities 
(IAS 7.14).   

The cash generated from operating activities (or conversely, the cash deficit from operating 
activities) is generally the cash effect of transactions and other events that are used in 
determining profit or loss. This represents the difference between the cash received from 
customers during the period and cash paid in respect of goods and services. Cash flows 
from operating activities include the following (IAS7.14): 
� cash receipts from the sale of goods and the rendering of services; 
� cash receipts from royalties, fees, commissions and other revenue; 
� cash payments to suppliers for goods and services; 
� cash payments to and on behalf of employees (such as contributions to pension funds); 
� cash payments or refunds of income taxes (unless they can be specifically linked with 

financing and investing activities); and 
� cash receipts and payments from contracts held for dealing or trading purposes, since 

such contracts constitute the inventories of the particular entity.  

 The amount for cash flows from operating activities enables the users of the financial 
statements to evaluate the cash component of the normal operating activities for the period, 
and in doing so to gauge the quality of the earnings. 

It also gives an indication of the extent to which the operations of the entity have generated 
sufficient cash flows to repay loans, maintain the operating capability of the entity, pay 
dividends and make new investments without having to resort to external sources of 
financing. Cash generated from operations is calculated in one of two ways, namely: 
� the indirect method; or 
� the direct method, 
and is disclosed as such in the statement of cash flows (see IAS 7.18). 

Although IAS 7.19 encourages entities to use the direct method to report cash flows from 
operating activities, no prescriptive guidance is given in IAS 7 about the circumstances 
under which the respective methods must be used. This situation calls for the application of 
consistency in terms of IAS 8, Accounting Policies, Changes in Accounting Estimates and 
Errors. 

If a standard allows a choice of accounting policy, but is silent on the manner of 
exercising that choice, one is chosen and applied consistently. Here the entity must choose 
between the direct or indirect method, and this method must be applied consistently from 
year to year. 
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5555....1111.1.1.1.1    The indirect methodThe indirect methodThe indirect methodThe indirect method    

 In terms of the indirect methodindirect methodindirect methodindirect method (IAS 7.20), cash generated cash generated cash generated cash generated fromfromfromfrom    operatioperatioperatioperatingngngng    activitiesactivitiesactivitiesactivities is 
determined by adjusting profit or loss for the effects of: 
� non-cash items;   
� changes in working capital (inventories, operating receivables and payables); and 
� all other items for which the cash effects are investing or financing cash flows. 

In terms of the indirect method, profit before tax is adjusted for:  
� non-cash items such as: 
 – depreciation charges; 
 – impairment losses;  
 – gains or losses on disposal of property, plant and equipment;  
 – unrealised foreign exchange gains or losses; 
 – fair value adjustments; 
 – undistributed profits of associates/joint ventures; and 
 – non-controlling interests.  
� changes in working capital, in other words changes in current assets and current 

liabilities. This will include:  
 – inventories; 
 – receivables;  
 – payables; 
 – provisions;  
 – accumulated income; 
 – income received in advance; and 
 – expenses payable and prepaid expenses.  
� amounts disclosed separately as components of cash flows from operating activities 

which include: 
– interest paid; 
– interest received; and 
– investment income. 

Taxation and dividends payable are excluded, as these are dealt with separately in the 
statement of cash flows (see section 6.1 and 6.2). In addition, cash at bank, cash on hand 
and cash equivalents such as money market instruments are also excluded from the 
calculation, as these represent the opening and closing balances respectively of the 
statement of cash flows (see section 5.5).  

Alternatively, cash flows from operating activities may be disclosed under the indirect 
method as being the difference between revenue (excluding investment income) and 
expenses (excluding non-cash expenses and interest charges); and changes in working 
capital (IAS 7.20).  
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5555....1111.2.2.2.2    The direct methodThe direct methodThe direct methodThe direct method    

 In accordance with the direct methoddirect methoddirect methoddirect method (IAS 7.18(a)), cash generated cash generated cash generated cash generated fromfromfromfrom    operationsoperationsoperationsoperations is 
disclosed as being the difference between the following two items: 
� gross cash receipts from customers; and 
� gross cash paid to suppliers and employees. 

Only the major classes of gross cash receipts and payments are disclosed in accordance 
with this method. These two amounts cannot be obtained directly from the profit or loss 
section of the statement of profit or loss and other comprehensive income, and therefore 
provide additional useful information which can be used in estimating future cash flows.  

The amounts are determined by either referring to the entity’s accounting records or 
making the necessary additional calculations. For a trader, these “additional calculations” 
entail adjusting sales and cost of sales for changes in inventories, receivables, payables and 
other non-cash items, and other items for which the cash effects are investing or financing 
cash flows. 

    Example Example Example Example 4444.1: Indirect and direct method.1: Indirect and direct method.1: Indirect and direct method.1: Indirect and direct method    
The following example illustrates the difference between the indirect and direct methods: 
Indirect methodIndirect methodIndirect methodIndirect method    
Cash flows from operating activities RRRR   
Profit before tax 250 000  
Adjustments for:   
– Depreciation 15 000  
– Gain on disposal of equipment (2 500)  
– Investment income (5 000)  
– Finance costs 20 000  
Net changes in working capital 3 000  

Cash generated from operations 280 500  

DDDDirect methodirect methodirect methodirect method    
Cash flows from operating activities RRRR   
Cash receipts from customers 950 000  
Cash paid to suppliers and employees (669 500)  
Cash generated from operations 280 500  
   

5555....2222    Cash flows from investing activitiesCash flows from investing activitiesCash flows from investing activitiesCash flows from investing activities    

 Investing activities are activities that relate to the acquisition and disposal of long-
term assets and other investments, which do not fall within the definition of cash 
equivalents.   

In terms of IAS 7.16, only expenditures that result in a recognised asset in the statement 
of financial position qualify for classification as investing activities. The following are 
examples of cash flows arising from investing activities: 
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� cash payments to acquire property, plant and equipment, including capitalised 
development costs and self-constructed property, plant and equipment, intangible assets 
and other long-term assets; 

� cash receipts from the disposal of property, plant and equipment, intangible assets and 
other long-term assets; 

� cash payments or receipts to acquire or dispose of equity or debt instruments of other 
entities and interests in joint ventures; 

� cash advances and loans to or from other parties, or their repayment; and 
� cash receipts or payments for futures contracts, forward contracts, options and swap 

contracts, except where these are held for speculative purposes or if they are classified as 
financing activities. 

Cash flows of a hedging instrument are disclosed in the statement of cash flows in the same 
way as the hedged item (IAS 7.16). 

It should be remembered that movements in property, plant and equipment and 
investments may not, in all instances, result in a flow of cash. Amongst such non-cash 
transactions are internal transactions such as revaluations, impairments, the scrapping of 
assets and routine depreciation charges. Certain external transactions such as the purchase 
of assets financed by a mortgage bond, by the issue of shares or a finance lease will not 
result in cash flows. 

    Example Example Example Example 4444.2: Assets acquired without cash outflow or indirect cash flows .2: Assets acquired without cash outflow or indirect cash flows .2: Assets acquired without cash outflow or indirect cash flows .2: Assets acquired without cash outflow or indirect cash flows     
Case 1: Case 1: Case 1: Case 1: Asset acquired, financed Asset acquired, financed Asset acquired, financed Asset acquired, financed bybybyby    a mortgage bonda mortgage bonda mortgage bonda mortgage bond    
A Ltd purchased a piece of land on 1 December 20.14 for R600 000 and financed this 
transaction by way of a mortgage bond. 
The journal entry to account for this transaction would be as follows: 

  DrDrDrDr  CrCrCrCr      
  RRRR  RRRR      
    1 December 1 December 1 December 1 December 20.1420.1420.1420.14       
 Land 600 000  

Mortgage bond 600 000  
 Recognise asset financed by way of mortgage bond  

This journal entry illustrates that no direct cash flows took place at acquisition of the asset 
as the land was purchased by means of a mortgage bond. 
At 31 December 20.14, the following line items will appear in the financial statements of 
A Ltd in respect of the above transaction: 

Extract from the Extract from the Extract from the Extract from the statement of financial position statement of financial position statement of financial position statement of financial position as at as at as at as at     
31 December 31 December 31 December 31 December 20.1420.1420.1420.14 

AssetsAssetsAssetsAssets    RRRR        
NonNonNonNon----current assetscurrent assetscurrent assetscurrent assets      
Property, plant and equipment 600 000  
Equity and liabilitiesEquity and liabilitiesEquity and liabilitiesEquity and liabilities      
NonNonNonNon----current liabilitiescurrent liabilitiescurrent liabilitiescurrent liabilities      
Mortgage bond 600 000  
For the purposes of the statement of cash flows, this transaction would have no cash flowno cash flowno cash flowno cash flow 
effect (it is neither an investing activity nor a financing activity) and the fact that the asset 
was acquired by way of a mortgage bond will be disclosed in the notes to the financial 
statements. 
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    Example 4.2: Assets acquired without cash outflow or Example 4.2: Assets acquired without cash outflow or Example 4.2: Assets acquired without cash outflow or Example 4.2: Assets acquired without cash outflow or indirect cash flows (contiindirect cash flows (contiindirect cash flows (contiindirect cash flows (continnnnued)ued)ued)ued)    
Case 2: Asset acquCase 2: Asset acquCase 2: Asset acquCase 2: Asset acquired in exchange for shares issuedired in exchange for shares issuedired in exchange for shares issuedired in exchange for shares issued    
On 1 December 20.14, A Ltd acquired a machine with a fair value of R500 000 in exchange 
for 100 000 ordinary shares with a fair value of R500 000. 
The journal entry to account for this transaction would be as follows: 

 DrDrDrDr  CrCrCrCr    
1 December 1 December 1 December 1 December 20.1420.1420.1420.14    RRRR  RRRR  
Machine at cost  500 000  

Share capital  500 000 
Recognise asset acquired in exchange for shares issued at fair 
value in terms of IAS 16 (Property, Plant and Equipment) 

  

From the above journal entry, it is clear that there was no cash flow involved in this 
transaction. 
At 31 December 20.14, the following line items will appear in the financial statements of 
A Ltd in respect of the above transaction: 

Extract from the Extract from the Extract from the Extract from the statement of financial position statement of financial position statement of financial position statement of financial position as at as at as at as at     
31 December 31 December 31 December 31 December 20.20.20.20.14141414    

AssetsAssetsAssetsAssets    RRRR    
NonNonNonNon----current assetscurrent assetscurrent assetscurrent assets     
Property, plant and equipment 500 000 
Equity and liabilitiesEquity and liabilitiesEquity and liabilitiesEquity and liabilities     
Share capital 500 000 
When the statement of cash flows is prepared, it must be borne in mind that an increase in 
property, plant and equipment took place that did notdid notdid notdid not result in a cash outflowcash outflowcash outflowcash outflow. Similarly, 
there would be an increase in share capital that did notdid notdid notdid not result in a cash inflowcash inflowcash inflowcash inflow. These asset 
and equity movements for the year must thus be excluded from the amounts that will be 
presented in the financing and investing sections of the statement of cash flows. The fact 
that there was no direct cash flow involved with the purchase of the asset is disclosed in the 
notes to the financial statements. 
Case 3: Asset acquired under a finance lease agreementCase 3: Asset acquired under a finance lease agreementCase 3: Asset acquired under a finance lease agreementCase 3: Asset acquired under a finance lease agreement    
A Ltd entered into a finance lease agreement with Bank B on 1 December 20.14 to acquire 
a machine. The fair value of the machine, as well as the present value of the minimum lease 
payments, amounted to R400 000 on 1 December 20.14. 
The journal entry to account for this transactions is as follows: 
  DrDrDrDr  CrCrCrCr    
 1 December 1 December 1 December 1 December 20.1420.1420.1420.14 RRRR  RRRR    
 Machine under finance lease 400 000
 Finance lease liability 400 000 
 Recognise asset acquired by way of a finance lease agreement 
in terms of IAS 17 (Leases) 

This journal entry clearly illustrates that the transaction has no cash flow implications. 
At 31 December 20.14, the following line items will appear in the financial statements of 
A Ltd in respect of the above transaction: 
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    Example Example Example Example 4444.2: Assets acquired without cash out.2: Assets acquired without cash out.2: Assets acquired without cash out.2: Assets acquired without cash outflow or indirect cash flowsflow or indirect cash flowsflow or indirect cash flowsflow or indirect cash flows    (conti(conti(conti(continnnnued)ued)ued)ued)    
Extract from the Extract from the Extract from the Extract from the statement of financial position statement of financial position statement of financial position statement of financial position as at as at as at as at     

31 December 31 December 31 December 31 December 20.1420.1420.1420.14    
AssetsAssetsAssetsAssets    RRRR  
NonNonNonNon----current assetscurrent assetscurrent assetscurrent assets     
Property, plant and equipment 400 000 
Equity and liabilitiesEquity and liabilitiesEquity and liabilitiesEquity and liabilities     
NonNonNonNon----current liabilitiescurrent liabilitiescurrent liabilitiescurrent liabilities     
Finance lease liability 400 000 
For the purpose of preparing the statement of cash flows, it must be borne in mind that 
there is an increase in property, plant and equipment that did notdid notdid notdid not result in a cash oucash oucash oucash outtttflowflowflowflow. 
The same applies in respect of the increase in the finance lease obligation, as it did notdid notdid notdid not 
result in a cash inflowcash inflowcash inflowcash inflow. The increase in property, plant and equipment and increase in 
finance lease obligation are excluded from the amounts that will be presented in the 
financing and investing sections of the statement of cash flows. 

It is important to the users of financial statements to evaluate whether or not the entity’s 
reinvestment (i.e. the amount ploughed back) is sufficient to achieve the following 
objectives: 
� the maintenance of operating capacity; and 
� the increase in operating capacity. 

 For this reason, a distinction must be made as far as practically possible between 
investing activities to replacereplacereplacereplace property, plant and equipment (maintaining operating 
capacity), and the cash used in investing activities to expexpexpexpandandandand investments in property, plant 
and equipment (purchasing additional items to increase operating capacity) (IAS 7.51). 

The major classes of gross cash receipts and payments arising from investing activities are 
shown in the statement of cash flows. An exception to this rule in respect of “gross” 
presentation is discussed later in this chapter (refer to section 6.4). 
 

    Example Example Example Example 4444....3333: : : : InvestingInvestingInvestingInvesting    section of the statement of cash flowssection of the statement of cash flowssection of the statement of cash flowssection of the statement of cash flows    
The following is an illustration of the possible line items that will appear in the investing 
activities section of the statement of cash flows: 

Extract from the statement of cash flowsExtract from the statement of cash flowsExtract from the statement of cash flowsExtract from the statement of cash flows    of A Ltd for the year endedof A Ltd for the year endedof A Ltd for the year endedof A Ltd for the year ended        
31313131    DecemberDecemberDecemberDecember    20.1420.1420.1420.14 

    RRRR    
Cash flows from Cash flows from Cash flows from Cash flows from investinginvestinginvestinginvesting    activitiesactivitiesactivitiesactivities 100 000  
Purchase of property, plant and equipment to maintain operations:   
Replacement of equipment (50 000)  
Purchase of property, plant and equipment to expand operations:   
Additions to property (120 000)  
Purchase of investments (60 000)  
Proceeds from disposal of investments 200 000  
Proceeds from disposal of equipment 130 000  
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5555....3333    Cash flows from financing activitiesCash flows from financing activitiesCash flows from financing activitiesCash flows from financing activities    

 Financing activities are activities that result in changes in the size and composition of 
the borrowings and contributed equity. They include raising new borrowings, the repayment 
of existing borrowings and the issuing and redemption of shares or other equity instruments. 

In IAS 7.17, the following examples of cash flows arising from financing activities are 
given (cash proceeds and/or payments): 
� proceeds from the issuing of shares or other equity instruments; 
� payments to acquire shares of the entity or redeem them; 
� proceeds from the issuing of debentures, loans, notes, bonds, mortgages and other 

short- and long-term borrowings; 
� proceeds or repayments in respect of amounts borrowed; and 
� payments by a lessee to reduce the liability resulting from a finance lease. 
 
The principal classes of gross cash receipts and gross cash payments arising from financing 
activities are shown in a statement of cash flows. An exception to this rule is discussed later 
in this chapter (refer to section 6.4.). 

    Example Example Example Example 4444....4444: Financing section of the statement of cash flows: Financing section of the statement of cash flows: Financing section of the statement of cash flows: Financing section of the statement of cash flows    
The following is an illustration of the possible line items that will appear in the financing 
activities section of the statement of cash flows: 

Extract from the statement of cash flowsExtract from the statement of cash flowsExtract from the statement of cash flowsExtract from the statement of cash flows    of A Ltd for the year endedof A Ltd for the year endedof A Ltd for the year endedof A Ltd for the year ended        
31313131    DecemberDecemberDecemberDecember    20.1420.1420.1420.14 

    RRRR        
Cash flows from financing activities:Cash flows from financing activities:Cash flows from financing activities:Cash flows from financing activities:    (150 000)  
Ordinary shares issued 100 000  
Redemption of redeemable preference shares (200 000)  
Repayment of mortgage bond (300 000)  
Long-term loan obtained during the year 400 000  
Finance lease repayments (150 000)  

 

5.5.5.5.4444    Cash and cash equivalentsCash and cash equivalentsCash and cash equivalentsCash and cash equivalents    

 Cash consists of cash on hand and demand deposits, while cash equivalents consist 
of short-term highly liquid investments that are readily convertible to known amounts of 
cash that are subject to insignificant risk of changes in value (IAS 7.6). 

Short-term is usually viewed as three months or less from date of acquisition. Equity 
investments are usually not classified as cash equivalents, while bank overdrafts normally 
would be. Bank borrowings are generally considered to be financing activities. Cash 
movements between cash and cash equivalents are not reflected separately as they are part 
of the normal cash management activities of the entity to which the statement of cash flows 
reconciles. 

The reporting entity discloses the accounting policy for determining cash and cash 
equivalents, and discloses the components and a reconciliation of the components to the 
equivalent items, in the statement of financial position (IAS 7.45 and .46).  
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5.55.55.55.5    Net increase or decrease in cash and cash equivalentsNet increase or decrease in cash and cash equivalentsNet increase or decrease in cash and cash equivalentsNet increase or decrease in cash and cash equivalents    
In this single line, the net cash result of the operating, investing and financing activities is 
aggregated. This amount is used to reconcile the cash and cash equivalents at the 
beginning of the year with cash and cash equivalents at the end of the year as reported in 
the statement of financial position. 

    Example Example Example Example 4444....5555: Reconciliation between cash and cash e: Reconciliation between cash and cash e: Reconciliation between cash and cash e: Reconciliation between cash and cash equivalents at the beginning quivalents at the beginning quivalents at the beginning quivalents at the beginning and and and and 
end of the yearend of the yearend of the yearend of the year    
The following is an extract from the statement of financial position of P Ltd, as it appears in 
the published financial statements for the year ended 31 December 20.14: 
 20.20.20.20.14141414  20.20.20.20.13131313        
AssetsAssetsAssetsAssets    RRRR  RRRR        
Current aCurrent aCurrent aCurrent assetsssetsssetsssets       
Cash and cash equivalents – 150 000  
Equity and liabilitiesEquity and liabilitiesEquity and liabilitiesEquity and liabilities       
Current liabilitiesCurrent liabilitiesCurrent liabilitiesCurrent liabilities       
Overdrawn bank account (100 000) –  
The following extract from the statement of cash flows for the year ended 
31 December 20.14 illustrates the reconciliation between cash and cash equivalents at the 
beginning and the end of the year as it would appear at the bottom of the statement of cash 
flows: 
 

 

    Example Example Example Example 4444....5555: Reconciliation between cash and cash equivalents at the beginning : Reconciliation between cash and cash equivalents at the beginning : Reconciliation between cash and cash equivalents at the beginning : Reconciliation between cash and cash equivalents at the beginning and and and and 
end of the yearend of the yearend of the yearend of the year    (continu(continu(continu(continued)ed)ed)ed)    

Extract from the statement of cash flowsExtract from the statement of cash flowsExtract from the statement of cash flowsExtract from the statement of cash flows    for the year ended for the year ended for the year ended for the year ended     
31 December 20.31 December 20.31 December 20.31 December 20.14141414 

 RRRR      
Cash flows from operating activities* 300 000  
Cash flows from investing activities* (350 000)  
Cash flows from financing activities* (200 000)  
Net decrease in cash and cash equivalents# (250 000)  
Cash and cash equivalents at the beginning of the year 150 000  

Cash and cash equivalents at the end of the year (100 000)  

* Note that a complete statement of cash flows would have several line items under the above
sections of cash flows from operating activities, investing activities and financing activities. 

# (–100 000 (bank overdraft) – 150 000 = –250 000. 

 

6666    SpecificSpecificSpecificSpecific    aspectsaspectsaspectsaspects    

6666.1.1.1.1    Interest and dividendsInterest and dividendsInterest and dividendsInterest and dividends    
Payments to the suppliers of finance (interest) and amounts received from investments 
(dividend income) are disclosed separately in the statement of cash flows. Accrued and 
unpaid amounts are not included as there is no cash flow from these items; hence the 
necessary adjustments must be made to the amounts reflected in the statement of profit or 
loss and other comprehensive income and statement of financial position. 
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 In terms of IAS 7.31, cash flows associated with interest and dividends paid and 
received must be disclosed separately, on a consistent basis, as operating, investing, or 
financing activities. 

Since there is no consensus regarding the classification of these items as operating, 
investing, or financing activities, consistency in the treatment of these items is encouraged. 

Some argue that these items are the fruits of financing and/or investing activities and 
should therefore be disclosed under operating activities. Alternatively, it may be argued that 
dividends and interest received are the result of investing activities, and that dividends and 
interest paid are the result of financing activities, therefore the items should be disclosed 
accordingly. Interest and dividends are treated as operating activities in this chapter.  

 Dividends paid to shareholders or any other distributions to owners are also disclosed 
separately under cash flows from operating activities. 

6666.2.2.2.2    TaxationTaxationTaxationTaxation    
As the principle of the statement of cash flows is to show the flow of cash and cash 
equivalents, the proper “matching” of cash inflows with the relevant cash outflows cannot 
always occur. This is particularly true of taxation, where the taxation arising from items 
reflected in the current statement of cash flows is shown only in the next statement of cash 
flows, as the taxation is only paid after the date of the current statement of cash flows. For 
this reason, it is difficult to envisage that the taxation cash flows related to items reflected 
in the statement of cash flows can be matched against the relevant items. 

To illustrate this point suppose that the sale of depreciable assets results in the 
recoupment of tax allowances and thus is a taxation expense. In the profit or loss section of 
the statement of profit or loss and other comprehensive income, the taxation expense can 
be linked with the gain on disposal of the asset, and be disclosed as such. In the statement 
of cash flows, this would not be possible, as the actual taxation paid is reflected in the 
statement of cash flows of the present year, even though the proceeds from the disposal of 
the asset are reflected under investing activities in the current year’s statement of cash 
flows. 

 For this reason, IAS 7.35 and .36 states that taxes paid are normally shown as cash 
flows relating to operating activities, but where practical to identify the nature, classify 
accordingly as investing or financing activities.  

 

 The taxation charges in the statement of profit or loss and other comprehensive 
income include, in many cases, an amount in respect of deferred taxation. The annual charge 
for deferred taxation is not a flow of cash and must therefore not be reflected in the statement 
of cash flows. 

6666.3.3.3.3    ValueValueValueValue----added tax (VAT)added tax (VAT)added tax (VAT)added tax (VAT)    
The treatment of VAT in a statement of cash flows is not addressed in IAS 7. However, if it 
is considered that the cash flow from VAT gives no indication of the level of activity of the 
entity itself, and that the entity is actually acting as an “agent” of the South African 
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Revenue Service (SARS), it is clear that the cash flow effect of VAT must be disclosed 
separately in the statement of cash flows under the section “cash flow from operating 
activities”. 

    Example Example Example Example 4444.6.6.6.6: : : : Treatment of VATTreatment of VATTreatment of VATTreatment of VAT    
S Ltd is a registered vendor for VAT purposes and all purchases and sales are subject to VAT 
of 14%. The following summary was obtained from the general ledger of S Ltd: 
ReconsReconsReconsReconstruction of important accountstruction of important accountstruction of important accountstruction of important accounts    

 ReceivablesReceivablesReceivablesReceivables     SalesSalesSalesSales     

  RRRR        RRRR         RRRR     
 Balance 

Sales        J1  
22 650 

109 440 
Bank 
Balance 

113 790
18 300

  Receivables J1 96 000  

  132 090  132 090      

 InventoriesInventoriesInventoriesInventories     PayablesPayablesPayablesPayables     

  RRRR        RRRR      RRRR            RRRR     
 Balance 21 850 Cost of sales 62 400  Bank 70 201 Balance 27 500  
 Purchases J2 60 150 Donations 300  Balance 25 870 Purchases  J2 68 571  
   Balance 19 300      

  82 000  82 000   96 071  96 071  

 VAT control accountVAT control accountVAT control accountVAT control account          

  RRRR        RRRR          
 Balance 100 Sales     J1 #13 440     
 Purchases J2 *8 421 Balance 80     
 Bank 4 999      

  13 520  13 520      

 * = 14% × 60 150 (VAT on purchases) = 8 421 or 68 571 × 14/114 = 8 421  
 # = 14% × 96 000 (VAT on sales) = 13 440 or 109 440 × 14/114 = 13 440  
 The company uses the direct method to calculate the cash generated from operations. 

Assume that other operating expenses amounted to R8 594.    
 

 CalculationsCalculationsCalculationsCalculations  

 1.1.1.1.        Cash receipts from customers (net of VAT)Cash receipts from customers (net of VAT)Cash receipts from customers (net of VAT)Cash receipts from customers (net of VAT)  
   RRRR      
 Sales  96 000    
 Decrease in receivables  3 816    

 �  Gross decrease (22 650 – 18 300)  4 350    
 �  VAT included therein (14/114 × 4 350)  (534)  

      
   99 816   
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    Example Example Example Example 4444.6: .6: .6: .6: Treatment of VAT (continued)Treatment of VAT (continued)Treatment of VAT (continued)Treatment of VAT (continued)    

2.2.2.2.        Cash payments to suppliers and employees (net of VAT)Cash payments to suppliers and employees (net of VAT)Cash payments to suppliers and employees (net of VAT)Cash payments to suppliers and employees (net of VAT) 

 

       
   RRRR  
 Cost of sales  62 400   
 Other expenses  8 594 
 Decrease in inventories (19 300 + 300 – 21 850)  (2 250)
 Decrease in payables  1 430 
 �  Gross (25 870 – 27 500)  1 630   
 �  VAT included therein (14/114  × 1 630)  (200)  
   
   70 174   

3.3.3.3.        Cash flow from VATCash flow from VATCash flow from VATCash flow from VAT     
   RRRR  
 Inflow from receivables receipts (14/114 × 113 790*)  13 974   
 Outflow from payables payments (14/114 × 70 201*)  (8 621)
 Outflow from control account*  (4 999)
 Net inflow  354   

 * Refer to amounts in the general ledger accounts.  

 The cash flow generated from operations will be disclosed as follows in the statement of cash
flows: 

 

 S LtdS LtdS LtdS Ltd    
Statement of cash flows for the year ended 31 March Statement of cash flows for the year ended 31 March Statement of cash flows for the year ended 31 March Statement of cash flows for the year ended 31 March 20.1420.1420.1420.14 

(Direct method) 

 

   RRRR  
 Cash flCash flCash flCash flows from operating activitiesows from operating activitiesows from operating activitiesows from operating activities       
 Cash receipts from customers (1)  99 816
 Cash payments to suppliers and employees (2)  (70 174)
 VAT cash inflow (3)*  354
 Cash generated from operations  29 996   

 * The cash flow from VAT may also be presented in the tax note to the statement of cash 
flows if the indirect method is used. 

 

6666.4.4.4.4    Gross figuresGross figuresGross figuresGross figures    

 In terms of IAS 7.21, information relating to investing and financing activities is 
reflected at gross rather than at net amounts. 

This reduces the potential loss of important information as a result of disclosing net figures. 
Expenditure on new investments is therefore shown separately from the proceeds on 
disposal of investments, and the repayment of borrowings is shown separately from newly-
obtained borrowings. 

The following exceptions to the general rule are, however, permitted by IAS 7.22 and .23: 
� cash receipts and payments on behalf of customers, when these cash flows reflect the 

cash flows of the customer rather than the cash flows of the entity; for example  
 – the acceptance and repayment of demand deposits of a bank;  
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 – funds held for customers by an investment entity; and 
 – rent collected on behalf of and paid over to, the owners of properties; and 
� cash receipts and payments for items of which the turnover is quick, the amounts are 

large, and the maturities are short, for example:  
 – capital amounts in respect of credit card customers; and  
 – the purchase and disposal of investments and short-term borrowings. 

6666.5.5.5.5    Foreign currency casForeign currency casForeign currency casForeign currency cash flowsh flowsh flowsh flows    
Foreign currency transactions are converted into the reporting entity’s functional currency 
(Rand) for disclosure in the statement of cash flows. Only if such transactions result in a 
flow of cash, will the cash flow be translated at the exchange rate applicable on the date of 
the transaction, and disclosed as such (IAS 7.25). A weighted average rate may also be 
used if it approximates the actual rate. 

 Unrealised gains and losses on foreign exchange transactions do not represent cash 
flows and will therefore not be reflected in the statement of cash flows. Only the actual cash 
flows in the functional currency are therefore shown.  

There is one exception to this rule: where cash and cash equivalents are held in foreign 
currency at the end of a period, or are payable in foreign currency, these items are 
translated at the exchange rate ruling on the reporting date. This results in an associated 
foreign exchange gain or loss on the reporting date. In order to reconcile the cash and cash 
equivalents at the beginning and the end of the current reporting period, this foreign 
exchange gain or loss will appear in the statement of cash flows. IAS 7.28 requires that this 
difference be reported separately from cash flows from operating activities, investing 
activities and financing activities. 

 Realised foreign exchange gains and losses are viewed as cash flows. 

Unrealised exchange differences – in other words, differences arising due to translations on 
the reporting date – are simply added back, i.e. exchange losses relating to payables will be 
adjusted against payables. Only translation differences relating to cash and cash equivalents 
are not added back – they are disclosed separately in the statement of cash flows. 
 

 Example Example Example Example 4444.7: Foreign currency transacti.7: Foreign currency transacti.7: Foreign currency transacti.7: Foreign currency transactionononon 
A Ltd has entered into a number of foreign currency transactions. Indicate how the 
transactions will be treated in the statement of cash flows for the year ended 30 September 
20.14: 
Transaction 1: Purchased inventories from abroad on 1 September 20.14 for FC5 000. Paid 

creditor on 15 October 20.14.
Transaction 2: Obtained a long-term loan from abroad of FC15 000 on 1 September 20.14. 

Interest is payable quarterly in arrears at 5% per annum. 
Transaction 3: Purchased machinery from abroad for FC10 000 on 15 September 20.14 

and took out forward exchange cover on the same day for payment on 
30 September 20.14. 
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    Example Example Example Example 4444.7: Foreign currency transaction.7: Foreign currency transaction.7: Foreign currency transaction.7: Foreign currency transaction    (continued)(continued)(continued)(continued)    
Transaction 4: A foreign currency (FC) bank account is used to deposit any receipts in 

foreign currency. The account had a balance of FC500 000 on 
1 September 20.14. Only one amount was deposited into the account during 
the year – a customer deposited FC100 000 on 30 September 20.14. The 
balance on 30 September 20.14 thus amounts to FC600 000. 

The following exchange rates apply: 
  Spot rateSpot rateSpot rateSpot rate    Forward Forward Forward Forward 

raterateraterate    
 

 20.1420.1420.1420.14    FC1 = RFC1 = RFC1 = RFC1 = R  FC1 = RFC1 = RFC1 = RFC1 = R   
 1 September 2,00   
 15 September 2,20 2,30  
 30 September 2,25   
 Average rate for September 2,18   

 Transaction 1Transaction 1Transaction 1Transaction 1  
 The cash flow takes place on 15 October 20.14, when the creditor is paid and the

transaction is then reflected in operating activities. At 30 September 20.14, the creditor (a
monetary liability) is remeasured and an exchange difference is recognised:

 

  RRRR     
 1 September (FC5 000 × 2,00)  10 000   
 30 September (FC5 000 × 2,25) 11 250   
 Exchange loss (1 250)  
 The exchange currency loss is reflected in the profit or loss section of the statement of profit

or loss and other comprehensive income as unrealised, and is added back to profit for the
year as a non-cash item under the indirect method. No flow of cash is therefore recognised
in the statement of cash flows for the year ended 30 September 20.14.

 

 Transaction 2Transaction 2Transaction 2Transaction 2  
 A cash flow takes place when the loan is obtained on:  
 1 September 20.14: FC15 000 × 2,00 = R30 000  
 The cash flow is shown under financing activities as a loan obtained of R30 000. At

30 September 20.14, the loan is remeasured, the interest accrued and an exchange
difference is recognised in the statement of profit or loss and other comprehensive income
(profit or loss): 

 

 Capital: RRRR  
 1 September 30 000   
 30 September (FC15 000 × 2,25) 33 750   
 Exchange loss (3 750)  
 Interest: 30 September 5% × FC15 000 × 1/12 × 2,18 = R136  

 The interest is not yet paid as interest is paid quarterly; therefore no cash flow is shown in
interest paid under operating activities for the year. The expense in the statement of profit
or loss and other comprehensive income (profit or loss) is raised via the creditor. As the
unrealised exchange loss is also a non-cash transaction, the amount is added back against
profit for the year in the statement of cash flows.    

 

 Transaction 3Transaction 3Transaction 3Transaction 3  
 Investing activities reflect the acquisition of machinery:  
 15 September: FC10 000 × 2,20 = R22 000     
 Financing activities reflect the payment of the creditor:  
 30 September: FC10 000 × 2,30 = R23 000     
 The exchange difference of R1 000 (R23 000 – R22 000) is realised and is not adjusted

against profit for the year in the statement of cash flows. The forward cover contract of
15 September does not result in a flow of cash and is therefore not shown in the statement
of cash flows.    
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    Example Example Example Example 4444.7: Foreign currency transaction.7: Foreign currency transaction.7: Foreign currency transaction.7: Foreign currency transaction    (continued)(continued)(continued)(continued)    

CommentCommentCommentComment:    

 

 � If the creditor in transaction 3 was paid after the reporting date, the acquisition of
the machinery would only be reflected net of the creditor, while the unrealised exchange
difference is added back to profit for the year as a non-cash flow item. It is recommended
that the acquisition be disclosed in the notes to the statement of cash flows. 

 

 Transaction 4Transaction 4Transaction 4Transaction 4  
 The reconciliation between the opening and closing balances of cash and cash equivalents

will be as follows:  
 

   RRRR    
 Opening balance (FC500 000 × 2,00)  1 000 000   
 Closing balance (FC600 000 × 2,25)  1 350 000   

 Total movement for the year  350 000   

 Exchange differences (FC500 000 × (2,25 – 2,00)  125 000   
 Change in cash and cash equivalents (FC100 000 × 2,25)  225 000   

 IAS 7.28 requires the movement in cash and cash equivalents and related exchange
differences to be disclosed separatelyseparatelyseparatelyseparately. 

 

6666.6.6.6.6    Finance leasesFinance leasesFinance leasesFinance leases    
When the lessee repays a capitalised finance lease, the payments are divided between 
capital and interest portions.  

 The capital portion is the repayment of a loan that is classified under financing 
activities, while the interest is shown with other interest cash flows, probably under 
operating activities. 

When a finance lease is initially capitalised there is no flow of cash and therefore no entry in 
the statement of cash flows (refer to Example 4.2). The transaction may, however, be 
reflected in the notes to the statement of cash flows. 

6666.7.7.7.7    Segment informationSegment informationSegment informationSegment information    
IAS 7 encourages the disclosure of cash flows per primary segment in the notes for 
operating, investing and financing activities. Such disclosure improves the predictive value 
of information to users. 
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7777    Comprehensive eComprehensive eComprehensive eComprehensive examplexamplexamplexample    

 Example Example Example Example 4.4.4.4.8888: Comprehensive example: Comprehensive example: Comprehensive example: Comprehensive example     
The following are the draft annual financial statements of Alfa Ltd for the year ended 
30 June 20.14: 

Alfa LAlfa LAlfa LAlfa Ltdtdtdtd    
Statement of Statement of Statement of Statement of profit or loss and otherprofit or loss and otherprofit or loss and otherprofit or loss and other    comprehensivecomprehensivecomprehensivecomprehensive    income for the year ended income for the year ended income for the year ended income for the year ended     

30 June 30 June 30 June 30 June 20.1420.1420.1420.14 
   20.1420.1420.1420.14                  20.120.120.120.13333     
   R’000R’000R’000R’000                    R’000R’000R’000R’000     
RevenueRevenueRevenueRevenue      4 830     4 643   
Cost of sales   (2 898)    (3 186)  
Gross profit   1 932      1 457   
Other income   660     20   

– Gain on disposal of land   660     –   
– Reduction in allowance for credit losses   –    20  
Distribution costs   (390)     (125)  
Other expenses   (480)    (360)  

–  Audit fees   100     90   
–  Depreciation –  machinery   220    210  

–  furniture   20    20  
–  Allowance for credit losses   100    –  
–  Loss on disposal of machinery   20    –  
–  Interest paid   20    40  
         
Profit before taxProfit before taxProfit before taxProfit before tax      1 722      992   
Income tax expense   (500)    (100)  
Profit for the yearProfit for the yearProfit for the yearProfit for the year      1 222      892   
Other comprehensive incomeOther comprehensive incomeOther comprehensive incomeOther comprehensive income            

Revaluation of property   2 000    –  
Total comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the year      3 222     892  
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    Example 4.Example 4.Example 4.Example 4.8888: C: C: C: Comprehensive example (continued)omprehensive example (continued)omprehensive example (continued)omprehensive example (continued)    

Alfa LtdAlfa LtdAlfa LtdAlfa Ltd    
Statement of financial position as at 30 June Statement of financial position as at 30 June Statement of financial position as at 30 June Statement of financial position as at 30 June 20.1420.1420.1420.14 

 20.1420.1420.1420.14                    20.120.120.120.13333      
 R’000R’000R’000R’000                  R’000R’000R’000R’000      
AssetsAssetsAssetsAssets          
NonNonNonNon----current assetscurrent assetscurrent assetscurrent assets          
Property, plant and equipment   4 920      2 000     

Land at fair value   4 000      1 240     
Machinery   800      660     
Cost price  1 600     1 400    
Accumulated depreciation  (800)    (740)   

Furniture   120      100     

Cost price  200     160    
Accumulated depreciation  (80)    (60)   
           
Current assetsCurrent assetsCurrent assetsCurrent assets      8 680      6 600     

Inventories 3 200    2 800    
Trade and other receivables 4 400   3 600    
Cash on deposit 600   200    
Bank 480    –    
       
Total assetsTotal assetsTotal assetsTotal assets      13 600      8 600     
Equity and liabilitiesEquity and liabilitiesEquity and liabilitiesEquity and liabilities          
Share capital – ordinary shares 3 350   1 500   
Retained earnings 690   700   
Other components of equity       

Revaluation surplus 2 000   –   
Total equityTotal equityTotal equityTotal equity      6 040     2 200    
NonNonNonNon----current liabilitiescurrent liabilitiescurrent liabilitiescurrent liabilities       
Long-term borrowings 2 200   2 000   
Current liabilitiesCurrent liabilitiesCurrent liabilitiesCurrent liabilities    5 360   4 400   

Trade and other payables 2 800   3 200   
Short-term borrowings 1 200  200   
Tax payable: South-African Revenue Service (SARS) 150  100   
Shareholders for dividends 1 200  800   
Unclaimed dividends 10  –   
Bank overdraft –  100   

Total liabilitiesTotal liabilitiesTotal liabilitiesTotal liabilities   7 560     6 400    
Total equity and liabilitiesTotal equity and liabilitiesTotal equity and liabilitiesTotal equity and liabilities      13 600     8 600    
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    Example 4.Example 4.Example 4.Example 4.8888: Co: Co: Co: Comprehensive example (continued)mprehensive example (continued)mprehensive example (continued)mprehensive example (continued)    

Alfa LtdAlfa LtdAlfa LtdAlfa Ltd    
Statement of changes in equity for the year ended 30 June Statement of changes in equity for the year ended 30 June Statement of changes in equity for the year ended 30 June Statement of changes in equity for the year ended 30 June 20.1420.1420.1420.14    

 
Share Share Share Share   
capcapcapcapiiiitaltaltaltal  

Revaluation Revaluation Revaluation Revaluation 
susususurrrrplusplusplusplus    

Retained Retained Retained Retained 
earearearearnnnningsingsingsings    TotalTotalTotalTotal    

    

    R’000R’000R’000R’000      R’000R’000R’000R’000        R’000R’000R’000R’000      R’000R’000R’000R’000        
Balance at 30 June 20.1Balance at 30 June 20.1Balance at 30 June 20.1Balance at 30 June 20.12222        1 500  –  640  2 140   
ChangesChangesChangesChanges    in equity for 20.1in equity for 20.1in equity for 20.1in equity for 20.13333       
       
Ordinary dividend     (832)  (832)  
Total comprehensive income for the year     892  892  

Profit for the year    892  892  
Other comprehensive income   –  –  

           
Balance at 30 June 20.1Balance at 30 June 20.1Balance at 30 June 20.1Balance at 30 June 20.13333    1 500  –  700  2 200  
Changes in equity for Changes in equity for Changes in equity for Changes in equity for 20.1420.1420.1420.14        
Ordinary shares issued  1 850      1 850  
       
Ordinary dividend     (1 232)  (1 232)  
Total comprehensive income for the year   2 000  1 222  3 222  

Profit for the year    1 222  1 222  
Other comprehensive income  2 000   2 000  

           
Balance at 30 June Balance at 30 June Balance at 30 June Balance at 30 June 20.1420.1420.1420.14     3 350  2 000  690   6 040  

Additional informationAdditional informationAdditional informationAdditional information 

(1) Land at a cost price of R540 000 was sold during the year and new piece of land was 
purchased. This was not done to replace the land that was sold. 

(2) On 31 October 20.13, machinery with a cost price of R400 000 was purchased to 
replace existing machinery which was sold on 1 July 20.13 and originally cost 
R200 000. 

(3) Depreciation on machinery and furniture is calculated at 15% per annum and 10% per 
annum respectively, using the straight-line basis. 

(4) On 1 July 20.13, furniture with a cost price of R40 000 was purchased to replace 
existing furniture. 

(5) Ignore any deferred tax implications. 
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    Example 4.Example 4.Example 4.Example 4.8888: Comprehe: Comprehe: Comprehe: Comprehensive example (continued)nsive example (continued)nsive example (continued)nsive example (continued)    

The statement of cash flows using the indirect method will be as follows: 

Alfa LtdAlfa LtdAlfa LtdAlfa Ltd    
SSSStatement of cash flowstatement of cash flowstatement of cash flowstatement of cash flows    for the year ended 30 June for the year ended 30 June for the year ended 30 June for the year ended 30 June 20.1420.1420.1420.14    

(Indirect method)
 NoteNoteNoteNote        R’000R’000R’000R’000    
Cash flows from operating activitiesCash flows from operating activitiesCash flows from operating activitiesCash flows from operating activities            (1 550)   
Profit before tax    1 722    
Adjusted for:      
Gain on disposal of land   (660)    
Depreciation (220 + 20)   240    
Increase in the allowance for credit losses   100    
Loss on disposal of machinery    20    
Interest paid   20    
Operating profit before changes in working capital    1 442    
Changes in working capital   (1 700)    
Increase in inventories (3 200 – 2 800)*    (400)   
Increase in trade and other receivables (4 400 + 100 – 3 600)   (900)   
Decrease in trade and other payables (2 800 – 3 200)*   (400)   
       
Cash generated from operations    (258)    
Interest paid   (20)    
Taxation paid (4)   (450)    
Dividends paid (800 + 1 232– 1 210 (1 200 + 10))   (822)    
Cash flows from investing activitiesCash flows from investing activitiesCash flows from investing activitiesCash flows from investing activities    (520)   
Investments to maintain operating capacity    (440)    
Replacement of machinery (given)    (400)    
Replacement of furniture (200 – 160)  (40)    
Investments to expand operating capacity    (80)    
Additions to land (1 240 – 540 + 2 000 – 4 000)    (1 300)    
Proceeds on disposal of land (540 + 660)  1 200    
Proceeds on disposal of machinery (– 740 – 220 + 800 + 200 – 20) or (5)  20    
      
Cash flows from financing activitiesCash flows from financing activitiesCash flows from financing activitiesCash flows from financing activities      3 050   
Proceeds from long-term borrowings ((2 200 + 1 200) – (2 000 + 200))    1 200   
Proceeds from issue of share capital (3 350 – 1 500) 2   1 850   
     
Net increase in cash and cash equivalentsNet increase in cash and cash equivalentsNet increase in cash and cash equivalentsNet increase in cash and cash equivalents    980   
Cash and cash equivalents at beginning of yearCash and cash equivalents at beginning of yearCash and cash equivalents at beginning of yearCash and cash equivalents at beginning of year 1  100   

Cash and cash equivalents at eCash and cash equivalents at eCash and cash equivalents at eCash and cash equivalents at end of yearnd of yearnd of yearnd of year 1   1 080   
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    Example 4.Example 4.Example 4.Example 4.8888: Comprehensive example (continued): Comprehensive example (continued): Comprehensive example (continued): Comprehensive example (continued)    

Notes to the financial statementsNotes to the financial statementsNotes to the financial statementsNotes to the financial statements (limited to cash flow items) 
1.1.1.1. Cash and cash equivalentsCash and cash equivalentsCash and cash equivalentsCash and cash equivalents 
 Cash and cash equivalents consist of cash on deposit and bank account balances. 

Cash and cash equivalents included in the statement of cash flows, comprise the 
following statement of financial position amounts: 

 20.1420.1420.1420.14      20.20.20.20.13131313    
 R’000R’000R’000R’000        R’000R’000R’000R’000  
 Cash on deposit 600 200
 Bank balances 480 (100) 

 1 080 100  
2.2.2.2. Issuing of share Issuing of share Issuing of share Issuing of share capitalcapitalcapitalcapital 
 20.1420.1420.1420.14  
 During the year, additional share capital was issued as follows: R’000R’000R’000R’000  
 1 850 000 ordinary shares (assumption) 1 850 
The statement of cash flows using the direct methoddirect methoddirect methoddirect method will differ from the one using the indirect 
method in one respect only, i.e.: “Cash generated from operations” will be reflected as follows: 

    
Alfa LtdAlfa LtdAlfa LtdAlfa Ltd    

Statement of cash flows for the year ended 30 June Statement of cash flows for the year ended 30 June Statement of cash flows for the year ended 30 June Statement of cash flows for the year ended 30 June 20.1420.1420.1420.14    
(Direct method) 

     R’000R’000R’000R’000    
Cash receipts from customers (1)  3 930  

Cash paid to suppliers and employees (2) (4 188) 
Cash generated from operations  (258)  

 Calculations:     
 (1) Cash receipts from customers:Cash receipts from customers:Cash receipts from customers:Cash receipts from customers:   
 Revenue 4 830  
 (Increase)/decrease in trade receivables (3 600 – 100 – 4 400) (900)  

  3 930    

    
 (2) Cash paid to suppliers and employCash paid to suppliers and employCash paid to suppliers and employCash paid to suppliers and employees:ees:ees:ees:   
 Cost of sales (2 898)  
 Increase/(decrease) in trade payables (3 200 – 2 800) (400)  
 (Increase)/decrease in inventories (2 800 – 3 200) (400)  
 Distribution costs (390)  
 Expenses (480)  
 Adjustments for non-cash items:    
 Depreciation (220 + 20) 240  
 Allowance for credit losses 100  
 Loss on disposal of machinery 20  
 Adjustment for items discloses separately:   
 Interest paid 20  

  4 188    
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    Example 4.Example 4.Example 4.Example 4.8888: Comprehensive example (continued): Comprehensive example (continued): Comprehensive example (continued): Comprehensive example (continued)    

(4)(4)(4)(4)    SARS 

        R’000R’000R’000R’000        R’000R’000R’000R’000        
 Bank (Balancing amount) 450 Opening balance 100  
 Closing balance 150 Income tax – Statement of profit or loss 500  
  600  600  
      

(5)(5)(5)(5) Proceeds on disposal of machinery: R’000R’000R’000R’000 
Carrying amount of machine on date of disposal (calculated below) 40  
Loss on disposal of machine (given – statement of profit or loss) (20)  

Proceeds on disposal of machine – to disclose in statement of cash flows 20  

Carrying amount of machine on date of disposal (1 July 20.13) 40  
Cost (given) 200  
Accumulated depreciation (–740 – 220 + 800) (160)  

   
    CommentCommentCommentComment:     

    * When the inventory balance increases from the prior year, it is an indication that the
company purchased more inventory in the current year; therefore there will be a cash
outflow in the statement of cash flows. 

* Alternatively, when the trade payables balance decreases from the prior period, it is an
indication that the company settled more of their outstanding debt in the current year, as
opposed to obtaining more credit from their suppliers. Therefore there will be a cash
outflow in the statement of cash flows. The counter-arguments will also hold.    

    

             

8888    DisclosureDisclosureDisclosureDisclosure    

The following are disclosed separately in terms of IAS 7: 
� Cash flows from operating activities are shown using either the direct method or the 

indirect method. In both cases, the disclosure of the following is required: 
 – the cash flow generated by operations. In terms of the direct method, this is merely the 

difference between cash receipts from customers and cash paid to suppliers and 
employees. In accordance with the indirect method, this constitutes a reconciliation of 
the profit before tax as reflected in the profit or loss section of the statement of profit 
or loss and other comprehensive income with the cash generated by operations; and 

 – interest paid, dividends and taxation, except in cases where interest paid and 
dividends are shown as part of investing and financing activities. 

� Cash flows from investing activities, distinguishing as far as possible between the 
main categories, gross cash receipts and gross cash payments except where gross 
disclosure is not required. 

� Cash flows from financing activities, distinguishing as far as possible between the 
main categories, gross cash receipts and gross cash payments, except where gross 
disclosure is not required. 

The following additional disclosure is recommended in appropriate circumstances: 
� the policy followed in determining the composition of cash and cash equivalents; 
� the components of cash and cash equivalents; 
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� a reconciliation between the amounts of cash and cash equivalents in the statement of 
cash flows and the corresponding items in the statement of financial position; 

� information on non-cash financing and investing transactions; 
� the amount of the undrawn borrowing facilities available for future operating activities and 

to settle capital commitments, with an indication of any limitations on the use of such 
facilities; 

� the cash flow amount resulting from the operating, investing and financing activities of 
each reportable  segment (IFRS 8, Operating Segments); and 

� the aggregate amount of cash flows that represent increases in operating capacity, 
separately from those cash flows that are required to maintain operating capacity. 

9999    Short and sweetShort and sweetShort and sweetShort and sweet    

 The objectiveobjectiveobjectiveobjective of IAS 7 is to prescribe the presentation of the statements of cash 
flows. 
� The objective of the statement of cash flows is to provide useful information about the 

historical changes in cash and cash equivalents. 
� The statement of cash flows represents a summary of the movement of the cash and 

bank balances for the period under review. 
� Cash flows are categorised as follows: 

 – cash flows from operating activities; 
 – cash flows from investing activities; and 
 – cash flows from financing activities. 

� There is a mathematical relationship between these three categories: 
Cash flows from operating activities 

+/– 
Cash flows from investing activities 

+/– 
Cash flows from financing activities 

= 
Net movement in cash and cash equivalents 

� OperatiOperatiOperatiOperating activitiesng activitiesng activitiesng activities are the principal revenue-producing activities of the entity. 
� Investing activitiesInvesting activitiesInvesting activitiesInvesting activities relate to the acquisition and disposal of long-term assets and other 

investments. 
� Financing activitiesFinancing activitiesFinancing activitiesFinancing activities result in changes in the size and composition of the borrowings and 

contributed equity of the entity. 
� NonNonNonNon----cash transactionscash transactionscash transactionscash transactions are notnotnotnot included in the statement of cash flows. 
� Statements of cash flows are presented either according to the indirect methodindirect methodindirect methodindirect method or 

according to the direct method.direct method.direct method.direct method. 
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Accounting policies, changes in accounting Accounting policies, changes in accounting Accounting policies, changes in accounting Accounting policies, changes in accounting 

estimatesestimatesestimatesestimates,,,,    and errorsand errorsand errorsand errors    
IAS 8 

Contents 

1 Evaluation criteria ..........................................................................................  119 
2 Schematic representation of IAS 8 ..................................................................  120 
3 Background ..................................................................................................  120 
4 Accounting policies ........................................................................................  121 
 4.1 Selection of accounting policies ............................................................  121 
 4.2 Consistency of accounting policies ........................................................  122 
 4.3 Changes in accounting policies .............................................................  122 
5 Changes in accounting estimates ....................................................................  132 
 5.1 Disclosure requirements .......................................................................  133 
6 Errors ...........................................................................................................  134 
 6.1 Prior period errors ...............................................................................  135 
 6.2 Material prior period errors ...................................................................  135 
 6.3 Disclosure ...........................................................................................  136 
7 Impracticability of retrospective application and retrospective restatement ........  141 
8 Schematic overview .......................................................................................  144 
9 Short and sweet ............................................................................................  145 

1111    EvaluationEvaluationEvaluationEvaluation    criteriacriteriacriteriacriteria    

� Define and explain an accounting policy and prepare the policy note; explain the change 
in accounting policy, and the accounting treatment thereof, and apply the disclosure 
requirements. 

� Explain what is implied by a change in accounting estimates and how the change is 
accounted for, and apply the disclosure requirements relating to these items. 

� Identify errors, record them, and apply the disclosure requirements. 
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2222    Schematic representation of Schematic representation of Schematic representation of Schematic representation of IAS 8IAS 8IAS 8IAS 8    
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

3333    BackgroundBackgroundBackgroundBackground    

 

 IAS 8, Accounting Policies, Changes in Accounting Estimates and Errors specifically 
prescribes the criteria for selecting and changing accounting policies, together with the 
accounting treatment and disclosure of such changes as well as changes in accounting 
estimates and corrections of prior period errors in the entity’s financial statements. The 
objective of IAS 8 is to enhance the relevance and reliability of an entity’s financial 
statements, which are important concepts contained in The Conceptual Framework for 
Financial Reporting (Conceptual Framework) (refer to chapter 1). 

If no standard or  
interpretation exists, 
management should apply 
its judgement. 

Accounting policies are only changed if: 
� required by an accounting standard or 

interpretation; or 
� the change will provide more relevant  

and reliable information. 

Accounting policy changes 
must be applied in terms of 
the transitional provisions of 
a new accounting standard, 
or retrospectively 
(including all comparative 
periods shown and their 
opening balances). 

Changes in accounting policy 
should be appropriately 
disclosed. 

Changes in estimates Prior period errors 

Changes are applied 
prospectively, i.e. 
current reporting period 
and future periods (where 
appropriate). 

Corrections are made 
retrospectively as if the 
error was never made. 
Restate comparative periods 
and opening balances, where 
appropriate.  

Changes in estimates 
should be appropriately 
disclosed, including the 
effect of the change on 
future reporting periods 
(where appropriate).  

Corrections must be  
appropriately disclosed. Note 
that only corrections of prior 
period errors are disclosed.  

Accounting  
policies 

Initial decision Determined by 
accounting standards and 
interpretations. 

Application of 
accounting 
policy should 
be consistent 
from period to 
period and for 
all similar 
transactions. 
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4444    Accounting policAccounting policAccounting policAccounting policiesiesiesies    

 Accounting policies are defined in IAS 8.5 as the specific principles, bases, 
conventions, rules and practices adopted by an entity in preparing and presenting financial 
statements. These principles, bases, conventions, rules and practices are found in the 
standards and interpretations of the International Accounting Standards Board 
(International Financial Reporting Standards (IFRS)). 

IAS 8 addresses the selection, adoption and consistent application of accounting policies 
and the required and voluntary changes in accounting policies.  

4444.1.1.1.1    Selection of accounting policiesSelection of accounting policiesSelection of accounting policiesSelection of accounting policies    
Management should select and apply an entity’s accounting policies so that the financial 
statements comply with all the requirements of each applicable standard and interpretation.  

 Accounting policies prescribed by the standards need not be applied when the effect 
of applying them is immaterial. However, it is inappropriate to allow, or leave uncorrected, 
immaterial departures from IFRSs to achieve a particular presentation of an entity’s 
financial position, financial performance or cash flows (IAS 8.8). 

Where there is no specific IFRS that applies to a specific transaction or event, management 
should use its judgement to develop and apply accounting policies to ensure that the 
financial statements provide information that is (IAS 8.10): 
� relevant to the decision-making needs of users, and 
� reliable, in that the financial statements: 
 – present fairly the financial position, financial performance and cash flows of the 

entity; 
 – reflect the economic substance of transactions, events and conditions, and not merely 

the legal form; 
 – are neutral, i.e. free from bias; 
 – are prudent; and 
 – are complete in all material aspects. 
In making this judgement, management must refer to, and consider the applicability of, the 
following sources (IAS 8.11) (in descending order):  
� the requirements and guidance in standards and interpretations dealing with similar and 

related issues; and  
� the definitions, recognition criteria and measurement concepts for assets, liabilities, income 

and expenses in the Conceptual Framework. 
Management may also consider the most recent pronouncements of other  
standard-setting bodies that use a similar framework to develop accounting standards, other 
accounting literature and accepted industry practices, to the extent that these do not 
conflict with the sources above (IAS 8.12). 
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4444.2.2.2.2    Consistency of accounting policiesConsistency of accounting policiesConsistency of accounting policiesConsistency of accounting policies    
IAS 1.45 states that the presentation and classification of items in the financial statements 
should be retained from one period to the next, unless: 
� a significant change in the nature of the entity’s operations has taken place, or it was 

decided, upon a review of its financial statements, that another presentation or 
classification would be more appropriate; or 

� a standard or interpretation requires a change, 
and in such circumstances, comparative amounts must be reclassified. 

 

 IAS 8.13 requires that accounting policies must be applied consistently for similar 
transactions, other events and conditions, unless a standard or interpretation specifically 
requires or permits categorisation of items for which different policies may be appropriate. 

There must be consistent accounting treatment of similar items within each accounting 
period, and from one period to the next. Consistency has two aspects: consistency over 
time and consistency across similar items. 

If a standard or interpretation requires or permits categorisation of items, an appropriate 
accounting policy is selected and applied consistently to each category. For example, 
different accounting policies may be chosen for different categories of property, plant and 
equipment in terms of IAS 16, Property, Plant and Equipment. Once the appropriate policy 
has been chosen, however, it is applied consistently to the particular category. Where 
separate categorisation of items is not allowed or permitted by a standard, the same 
accounting policy must be applied to all similar items. 

4444.3.3.3.3    Changes in accounting policiesChanges in accounting policiesChanges in accounting policiesChanges in accounting policies    
Changes in accounting policies are not expected to occur often. One of the enhancing 
qualitative characteristics of financial statements in the Conceptual Framework is, after all, 
comparability, requiring that the financial statements of the same entity of one year can be 
compared to the results in subsequent years in order to identify trends. If changes in 
accounting policies take place too often, this goal is negated. 

 A change in accounting policy can take place in terms of IAS 8.14 only if: 
� it is required by a standard or an interpretation; or 
� the change results in the financial statements providing reliablereliablereliablereliable and more relevantmore relevantmore relevantmore relevant 

information about the effects of transactions, other events or conditions on the entity’s 
financial position, financial performance or cash flows. 

If an entity enters into a new type of transaction, or transactions that differ in substance 
from those previously entered into, a new accounting policy must be adopted. This does not 
constitute a change in accounting policy (IAS 8.16). The initial adoption of a policy to carry 
assets at revalued amounts constitutes a change in accounting policy (IAS 8.17), but must be 
accounted for in accordance with IAS 16, Property, Plant and Equipment or IAS 38, Intangible 
Assets and not in accordance with IAS 8. 
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 IAS 8 requires that changes in accounting policy must be applied retrospectivelyretrospectivelyretrospectivelyretrospectively, 
unless the transitional provisions of a standard prescribed otherwise. In extraordinary 
circumstances, where it is not practicable to apply the policy retrospectively, the policy may 
be applied prospectively. 

The following diagram explains changes in accounting policy: 

 Change in Accounting Policy 
IAS 18.14 to .27 

 

    
      

Initial application of a new 
standard or interpretation  

(paragraphs 7 and 14(a)) 

 Voluntary change to  
achieve reliable and more 

relevant information 
(paragraphs 10, 14(b) and 

19(b)) 
     

Apply transitional provisions in 
standard or interpretation  

(paragraph 19(a)) 

   

    

If there are no transitional 
provisions  

(paragraph 19(b)) 

  

     
     
    
 Apply retrospectively (as if new 

policy had always been applied) 
(paragraph 22) 

 

    
 If application is impracticable or 

partially impracticable 
 (paragraph 23) 

 

    
      
Cumulative effect of the change 
in accounting policy is known 

(paragraph 24) 

 
Cumulative effect is not  
known (paragraph 25) 

     
Apply new policy to carrying 

amount of assets and liabilities  
as at the beginning of the earliest 

period practicable for 
retrospective application  

 
Apply new policy  

prospectively from earliest  
date practicable 



124   Introduction to IFRS – Chapter 5 
 

4444.3.1.3.1.3.1.3.1    Change in accounting policy Change in accounting policy Change in accounting policy Change in accounting policy due todue todue todue to    the initial application of a the initial application of a the initial application of a the initial application of a standardstandardstandardstandard    or or or or 
interpretationinterpretationinterpretationinterpretation    

 If the change in accounting policy is necessary due to the adoption of a new standard 
or interpretation, the treatment follows the transitional provisions contained in the 
respective standard (IAS 8.19(a)). Where no transitional provisions are given, a retrospective 
change in accounting policy shall be effected (IAS 8.19(b)). This entails the adjusting of the 
opening balances of each affected component of equity for the earliest (and each) prior period 
presented, as if the new accounting policy had always been applied (IAS 8.22). When the 
amount of the adjustment against opening retained earnings cannot be reasonably 
determined, only a prospective change in accounting policy will be effected. The latter will 
now be discussed further. 

There is an exemption clause in IAS 8 that allows comparative amounts not to be restated if 
doing so is not practicable in terms of IAS 8.23 to .27. When it is impracticable to 
calculate the period-specific effects of applying the change in policy to comparatives, the 
entity applies the new accounting policy to the carrying amounts of assets and liabilities at 
the beginning of the earliest period presented where retrospective application is possible 
(which may be the current period). A corresponding adjustment is made to the opening 
balances of each affected component of equity for that period. 

If it is impracticable to calculate the cumulative effect of the change in accounting 
policy at the beginning of the current period in respect of all prior periods, the entity will 
apply the policy prospectively from the earliest date from which it is practicable to 
determine the cumulative effect. This implies that in certain instances the cumulative effect 
of changes in accounting policies will only be recognised partially, if it is impracticable to 
recognise it fully (i.e. it is not possible to calculate it). 

4444.3.2.3.2.3.2.3.2    Voluntary changeVoluntary changeVoluntary changeVoluntary change    in accounting policyin accounting policyin accounting policyin accounting policy        

  When the management of an entity decides voluntarily to adopt a new accounting 
policy in terms of IAS 8.14(b), the change of policy is applied retrospectivelyretrospectivelyretrospectivelyretrospectively. A policy is only 
changed voluntarily if it results in reliable and more relevant information about the 
transactions, events or conditions reported in the financial statements.  

If, however, it is impracticable, the comparatives need not be restated retrospectively. In 
such instances, the new accounting policy is applied prospectively, subject to the 
requirement addressed above in section 4.3.1. The reason for not applying the policy 
retrospectively must be stated in the notes to the financial statements. 

A voluntary change can lead to misuse. It is, for example, possible that certain changes in 
accounting policies can be adopted in practice with the particular aim of manipulating the 
reported profit figures. Only by applying professional judgement and ensuring that the financial 
statements comply with the qualitative characteristics of financial statements as per the 
Conceptual Framework, can such manipulation be prevented. 
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4444.3.3.3.3.3.3.3.3    Retrospective Retrospective Retrospective Retrospective application of a application of a application of a application of a change in accounting policychange in accounting policychange in accounting policychange in accounting policy    

 A retrospectiveretrospectiveretrospectiveretrospective application of a change in accounting policy results in financial 
statements that are adjusted to show the new accounting policy being applied to events and 
transactions as if the new accounting policy had always been in useas if the new accounting policy had always been in useas if the new accounting policy had always been in useas if the new accounting policy had always been in use. This implies that the 
financial statements, including the comparative amounts, must be adjusted to reflect the 
new policy. 

If the change in accounting policy affects periods prior to the comparative period, a 
cumulative adjustment is made to the opening balance of the retained earnings in the 
comparative year, or the earliest period presented if more than one year’s comparative 
amounts are given. Note that IAS 8 allows for partial recognition, subject to the limitations 
on retrospective application, as discussed earlier. 

4444.3.4.3.4.3.4.3.4    Prospective Prospective Prospective Prospective application of a application of a application of a application of a change in accounting policychange in accounting policychange in accounting policychange in accounting policy    

 A prospectiveprospectiveprospectiveprospective application of a change in accounting policy means that the new policy 
is applied to transactions, events and conditions that occur afterafterafterafter the date of implementation 
of the new policy. Retrospective adjustments are not made, as is in the case of a 
retrospective change in accounting policy, and the comparative amounts are not changed, 
nor are any adjustments made to retained earnings. The new policy is applied only to new 
transactions, events and conditions. 

Prospective application of changes in accounting policy should only be used when the 
amount of the adjustment to the opening balance of the affected assets, liabilities and 
equity cannot be determined reliably or if the transitional provisions of a new standard 
specify such treatment.  

4444.3.5.3.5.3.5.3.5    DisclosureDisclosureDisclosureDisclosure    
Disclosures regarding changes in accounting policies need only be presented in the year of 
the change, and not in subsequent periods.  

The revised IAS 1, Presentation of Financial Statements has introduced a requirement to 
include a third statement of financial position as at the beginning of the preceding period 
whenever an entity: 
� retrospectively applies an accounting policy; 
� makes a retrospective restatement of items in its financial statements; or 
� when it reclassifies items in its financial statements; and 
such adjustments have a material effect on the information in the statement of financial 
position at the beginning of the preceding period (IAS 1.40A).  

In the above circumstances, an entity is required to present, as a minimum, three 
statements of financial position. A statement of financial position must be prepared as at: 
� the end of the current period; 
� the end of the preceding period; and  
� the beginning of the preceding period.    
Disclosure in terms of IAS 8 (see below) is specifically required, but the notes related to the 
opening statement of financial position as at the beginning of the preceding period are not 
required. 
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The disclosures in respect of a change in accounting policy are the following: 

4.3.5.14.3.5.14.3.5.14.3.5.1    Initial adoption of Initial adoption of Initial adoption of Initial adoption of standardstandardstandardstandard////interpretationinterpretationinterpretationinterpretation    (IAS 8.28)(IAS 8.28)(IAS 8.28)(IAS 8.28)    
When a change in accounting policy results from the initial application of a standard or an 
interpretation, the following must be disclosed: 
� the title of the standard or interpretation; 
� when applicable, that the change in accounting policy is made in accordance with its 

transitional provisions; 
� the nature of the change in accounting policy; 
� when applicable, a description of the transitional provisions; 
� when applicable, the transitional provisions that may have an effect on future periods; 
� for the current period and each prior period presented, to the extent practicable, the 

amount of the adjustment 
 – for each financial statement line item affected; and 
 – for basic and diluted earnings per share, if presented; 
� the amount of the adjustment relating to periods before those presented, to the extent 

practicable; and 
� if retrospective application is impracticable for a particular prior period, or for periods 

before those presented, the circumstances that led to the existence of that condition and 
a description of how and from when the change in accounting policy has been applied. 

4.3.5.24.3.5.24.3.5.24.3.5.2 Voluntary changeVoluntary changeVoluntary changeVoluntary change    (IAS 8.29)(IAS 8.29)(IAS 8.29)(IAS 8.29)    
With a voluntary change in accounting policy, the following must be disclosed: 
� the nature of the change in accounting policy; 
� the reasons why applying the new accounting policy provides reliable and more relevant 

information; 
� for the current period and each prior period presented, to the extent practicable, the 

amount of the adjustment 
 – for each financial statement line item affected; and 
 – for basic and diluted earnings per share, if presented. 
� the amount of the adjustment relating to periods before those presented, to the extent 

practicable; and  
� if retrospective application is impracticable for a particular prior period, or for periods 

before those presented, the circumstances that led to the existence of that condition and 
a description of how and from when the change in accounting policy has been applied. 

4444.3.5.3.3.5.3.3.5.3.3.5.3    New New New New standardstandardstandardstandard////interpretationinterpretationinterpretationinterpretation    not yet appliednot yet appliednot yet appliednot yet applied    
When the IASB issues a new or revised standard or interpretation, it will specify an effective 
future date for it. When an entity has not applied a new standard or interpretation that has 
already been issued but is not yet effective, the entity must disclose 
� this fact; and 

� known or reasonably estimable information relevant to assessing the possible impact 
that application of the new standard or interpretation will have on the entity’s financial 
statements in the period of initial application. The information should include the title of 
the standard or interpretation, the nature of the proposed changes in policy, the date by 
which the application of the standard or interpretation is required, the expected 
application date of the entity and a discussion of the expected impact of the initial 
application or (if not known) a declaration to that effect. 
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 The following is a suggested work method when dealing with current and current and current and current and 
retrosperetrosperetrosperetrospecccctive adjustmentstive adjustmentstive adjustmentstive adjustments to the financial statements and the resultant disclosure in the 
notes when an entity accounts for a change in achange in achange in achange in accounting policyccounting policyccounting policyccounting policy: 
� CalculateCalculateCalculateCalculate the current and retrospective cumulativecumulativecumulativecumulative and period specificperiod specificperiod specificperiod specific effects with due 

consideration to the possible impracticability in certain scenarios (refer to section 7 
below). 

� Write the applicable journalsjournalsjournalsjournals to account for the current and retrospective application of 
the new accounting policy. 

� Change the actual amounts in the financial statementsfinancial statementsfinancial statementsfinancial statements by applying these journals to 
each individual line item affected. 

� DiscloseDiscloseDiscloseDisclose the effect of the changes to each financial statement line item in the notes to 
the financial statements. 

 

    Example 5.1: Change in accounting policyExample 5.1: Change in accounting policyExample 5.1: Change in accounting policyExample 5.1: Change in accounting policy    
Bokke Ltd, a company incorporated on 1 January 20.16, decided to change its policy for the 
valuation of inventories from the first-in, first-out method to the weighted average method. 
The company’s financial year ends on 31 December. The following information (prior to 
accounting for any changes in policies) was extracted from the statement of profit or loss 
and other comprehensive income and the statement of changes in equity for the year ended 
31 December: 
  20.1820.1820.1820.18        20.1720.1720.1720.17        
  RRRR      RRRR      
RevenueRevenueRevenueRevenue     1 600 000  1 300 000  
Cost of sales  (800 000)  (520 000)  
Other expenses  (520 000)  (498 000)  

Profit before taxProfit before taxProfit before taxProfit before tax     280 000  282 000  
Income tax expense – current  (89 000)  (102 200)  
Profit for the yearProfit for the yearProfit for the yearProfit for the year     191 000  179 800  
Other comprehensive incomeOther comprehensive incomeOther comprehensive incomeOther comprehensive income     –  –  
Total comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the year     191 000  179 800  
      
Dividends declared and paid (statement of changes in equity)  20 000  10 000  

The information regarding the change in accounting policy in respect of inventories is as follows: 
Inventories (closing balances)    20.1820.1820.1820.18      20.1720.1720.1720.17      20.1620.1620.1620.16    
 RRRR   RRRR     RRRR    
Weighted average (new method) 220 000  280 000  240 000 
First-in, first-out (old method) 180 000  275 000  260 000 
Retained earnings at the beginning of the year, before taking any change in accounting 
policy into account, amounted to R24 000 in 20.17 and R193 800 in 20.18.  
Ignore any income tax consequences of the change in accounting policy. 
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    Example 5.1Example 5.1Example 5.1Example 5.1: Change in accounting policy (continued): Change in accounting policy (continued): Change in accounting policy (continued): Change in accounting policy (continued)    
Calculate the retrospective and current cumulative and period specific effect of the change Calculate the retrospective and current cumulative and period specific effect of the change Calculate the retrospective and current cumulative and period specific effect of the change Calculate the retrospective and current cumulative and period specific effect of the change 
in accounting policy:in accounting policy:in accounting policy:in accounting policy:    
In order to understand the following calculation it is important to understand the link between 
inventories and cost of sales (COS). Cost of sales is calculated as: 

Opening inventories + Purchases Opening inventories + Purchases Opening inventories + Purchases Opening inventories + Purchases ––––    Closing inventoriesClosing inventoriesClosing inventoriesClosing inventories    
The total amount of purchases will not change as a result of the change in accounting policy, 
but the change in the value of any closing inventories balance will directly influence the 
calculation of cost of sales. 
 CumulCumulCumulCumulaaaativetivetivetive    

    
20.1620.1620.1620.16    

Period Period Period Period 
spspspspeeeecific cific cific cific 
20.1720.1720.1720.17    

CumCumCumCumuuuulativelativelativelative  
    

20.1720.1720.1720.17    

Period Period Period Period 
specific specific specific specific 
20.1820.1820.1820.18    

CumulCumulCumulCumulaaaativetivetivetive    
    

20.1820.1820.1820.18    

    

 RRRR  
SFPSFPSFPSFP    

RRRR    
P/LP/LP/LP/L    

RRRR    
SFPSFPSFPSFP    

RRRR    
P/LP/LP/LP/L    

RRRR    
SFPSFPSFPSFP    

 

First-in, first-out (old) (260 000) (275 000) (180 000)  
Weighted average (new) 240 000  280 000  220 000  

Difference per SFP (20 000) 5 000  40 000  

Increase in P/L  25 0001 35 0002  
      
(1) COS = (opening inventories – R20 000) + purchases – (closing inventories + R5 000)  

= total decrease in COS of R25 000. When COS decreases, profit for the year increases. 
(

(2) COS = (opening inventories + R5 000) + purchases – (closing inventories + R40 000) 
= total decrease in COS of R35 000. When COS decreases, profit for the year increases. 

(

  
Journal entries to account for the change in accounting polJournal entries to account for the change in accounting polJournal entries to account for the change in accounting polJournal entries to account for the change in accounting poliiiicy:cy:cy:cy:    
The full cumulative and period-specific effect for all comparative periods are available as is 
evident from the calculation above, therefore the amounts in the financial statements for 
the year ended 31 December 20.17 (comparative period) can be restated for the cumulative 
effect of the change in accounting policy on all prior periods, assuming that the comparative 
period can be re-opened for purposes of processing these journals. Full retrospFull retrospFull retrospFull retrospective ective ective ective 
applapplapplappliiiicationcationcationcation is therefore practicable. 

      DrDrDrDr            
RRRR                

CrCrCrCr    
RRRR    

    

    Journal 1Journal 1Journal 1Journal 1    
1 January 20.171 January 20.171 January 20.171 January 20.17    

            

 Retained earnings – opening balance (Equity) 20 000   
 Inventories (SFP) 20 000  
 Restate the opening balance of the earliest period presented 

for the cumulative effect of the change in accounting policy 
(change in the 20.16 closing inventories balance) 

 
 

    Journal 2Journal 2Journal 2Journal 2    
31 December 20.1731 December 20.1731 December 20.1731 December 20.17 

 
 

 Inventories (SFP) 25 000   
 Cost of sales (P/L) 25 000  
 Account for the period-specific and cumulative effect of 20.17   
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    Example 5.1: Change in accounting policy (continued)Example 5.1: Change in accounting policy (continued)Example 5.1: Change in accounting policy (continued)Example 5.1: Change in accounting policy (continued)    

    Journal 3Journal 3Journal 3Journal 3    
31 December 20.1831 December 20.1831 December 20.1831 December 20.18    

DrDrDrDr              
RRRR                

CrCrCrCr  
RRRR    

    

 Inventories (SFP) 35 000   
  Cost of sales (P/L)  35 000  
 Account for the period–specific and cumulative effect of 20.18    

CommentsCommentsCommentsComments: 
� The cumulative effect of jnl 1 and 2 is an increase in the inventories balance of R5 000 

at the end of 20.17, which is in line with the calculations above. 
� The cumulative effect of jnl 1, 2 and 3 is an increase in the inventories balance of 

R40 000 at the end of 20.18, which is in line with the calculations above.    

Restate the line items in the financial statements for the effect of the change in accounRestate the line items in the financial statements for the effect of the change in accounRestate the line items in the financial statements for the effect of the change in accounRestate the line items in the financial statements for the effect of the change in accountttting ing ing ing 
policy:policy:policy:policy:    

Bokke LtdBokke LtdBokke LtdBokke Ltd    
Statement of profit or loss and other comprehensive income for the year endedStatement of profit or loss and other comprehensive income for the year endedStatement of profit or loss and other comprehensive income for the year endedStatement of profit or loss and other comprehensive income for the year ended        

31313131    December 20.18December 20.18December 20.18December 20.18    
   20.1820.1820.1820.18    20.1720.1720.1720.17        
      RRRR    RRRR        
RevenueRevenueRevenueRevenue    1 600 000  1 300 000  
Cost of sales  (765 000)3  (495 000)4  

Gross profit   835 000  805 000  
Other expenses (520 000)  (498 000)  
Profit before tax Profit before tax Profit before tax Profit before tax      315 0005  307 0006  
Income tax expense (89 000)  (102 200)  
Profit for the yearProfit for the yearProfit for the yearProfit for the year     226 000  204 800  
Other comprehensive income Other comprehensive income Other comprehensive income Other comprehensive income     –  –  

Total comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the year     226 000  204 800  

Calculations:Calculations:Calculations:Calculations:    
(3) R800 000 – R35 000 (jnl 3) = R765 000 
(4) R520 000 – R25 000 (jnl 2) = R495 000 
(5) R280 000 + R35 000 = R315 000 
(6) R282 000 + R25 000 = R307 000    
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    Example 5.1: Change in accounting policy (continued)Example 5.1: Change in accounting policy (continued)Example 5.1: Change in accounting policy (continued)Example 5.1: Change in accounting policy (continued)    

Bokke LtdBokke LtdBokke LtdBokke Ltd    
Extract from the statement of financial position as at 31 December 20.18Extract from the statement of financial position as at 31 December 20.18Extract from the statement of financial position as at 31 December 20.18Extract from the statement of financial position as at 31 December 20.18    

   20.1820.1820.1820.18    
RRRR    

20.1720.1720.1720.17  
RRRR    

    

AssAssAssAssetsetsetsets       
CurrentCurrentCurrentCurrent  assetsassetsassetsassets       
Inventories  220 0007 280 0008  
   
Equity and LiabilitiesEquity and LiabilitiesEquity and LiabilitiesEquity and Liabilities   
EquityEquityEquityEquity   
Retained earnings 404 800 198 800  

    Calculations:Calculations:Calculations:Calculations:    
(7) R180 000 (old balance) – R20 000 (jnl 1) + R25 000 (jnl 2) + R35 000 (jnl 3) = 

R220 000 (cumulative balance) 
(8) R275 000 (old balance) – R20 000 (jnl 1) + R25 000 (jnl 2) = R280 000 (cumulative 

balance) 

Bokke LtdBokke LtdBokke LtdBokke Ltd    
Statement of changes in equity for the year ended 31Statement of changes in equity for the year ended 31Statement of changes in equity for the year ended 31Statement of changes in equity for the year ended 31    December 20.18December 20.18December 20.18December 20.18 

 NoteNoteNoteNote    RetainedRetainedRetainedRetained        
 earningsearningsearningsearnings      
 R     
Balance at 31 DecembBalance at 31 DecembBalance at 31 DecembBalance at 31 December 20.16er 20.16er 20.16er 20.16    24 000  
Change in accounting policy (jnl 1) 2 (20 000)  
Restated balance  4 000  
Movements in equity for 20.17Movements in equity for 20.17Movements in equity for 20.17Movements in equity for 20.17    
Total comprehensive income for the year – restated 204 800  

Profit for the year – restated  204 800  
Other comprehensive income –  

Dividends  (10 000)  
Balance at 31 December 20.17Balance at 31 December 20.17Balance at 31 December 20.17Balance at 31 December 20.17     198 800  
Movements in equity for 20.18Movements in equity for 20.18Movements in equity for 20.18Movements in equity for 20.18            
Total comprehensive income for the year 226 000  

Profit for the year   226 000  
Other comprehensive income for the year –  

Dividends  (20 000)  
Balance at 31 December 20.18Balance at 31 December 20.18Balance at 31 December 20.18Balance at 31 December 20.18     404 800  
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    Example 5.1: Change in accounting policy (continued)Example 5.1: Change in accounting policy (continued)Example 5.1: Change in accounting policy (continued)Example 5.1: Change in accounting policy (continued)    

Disclose the effect of the change in accounting policy in the notes:Disclose the effect of the change in accounting policy in the notes:Disclose the effect of the change in accounting policy in the notes:Disclose the effect of the change in accounting policy in the notes:    
Bokke LtdBokke LtdBokke LtdBokke Ltd    

Notes for the year ended 31 December 20.18Notes for the year ended 31 December 20.18Notes for the year ended 31 December 20.18Notes for the year ended 31 December 20.18    
1111....    Accounting policyAccounting policyAccounting policyAccounting policy    
1.11.11.11.1    InventoriesInventoriesInventoriesInventories    

Inventories are valued at the lower of cost and net realisable value according to the 
weighted average method. This represents a change in accounting policy (refer to note 
2).    

2222....    Change in accounting policyChange in accounting policyChange in accounting policyChange in accounting policy    
During the year, the company changed its policy for the valuation of inventory from the 
first-in, first-out method to the weighted average method. Due to the inventory turnover, 
this will result in a more reliable presentation of information (reason). The change in 
policy has been accounted for retrospectively and the comparative amounts have been 
appropriately restated. The effect of the change is as follows: 

  20.1820.1820.1820.18      20.1720.1720.1720.17      1 Jan 20.171 Jan 20.171 Jan 20.171 Jan 20.17        
  RRRR      RRRR      RRRR      

Decrease in cost of sales  (35 000)12 (25 000)10 –  
Increase in profit for the year *  35 000 25 000 –  
Increase in total comprehensive income *  35 000 25 000 –  
      
Increase (Decrease) inventories  40 00013 5 00011 (20 000)9  
Increase (Decrease) in current and total 
assets * 

 40 000 5 000 (20 000)   

Increase (Decrease) in total equity *  40 000 5 000 (20 000)   
Increase (Decrease) in retained earnings  40 000 5 000  (20 000)**  

Increase in basic earnings per share   xx xx   
Increase in diluted earnings per share   xx xx   
CommentsCommentsCommentsComments:     

(9) Refer to jnl 1. This represents the cumulative effectcumulative effectcumulative effectcumulative effect at the beginning of the earliest 
period presented. 

(10) Refer to jnl 2. This represents the periodperiodperiodperiod----specific effectspecific effectspecific effectspecific effect in 20.17.
(11) This represents the cumulative effectcumulative effectcumulative effectcumulative effect on closing inventories in 20.17, which is the 

result of jnl 1 and 2. 
(12) Refer to jnl 3. This represents the periodperiodperiodperiod----specific effectspecific effectspecific effectspecific effect in 20.18.
(13) This represents the cumulative effectcumulative effectcumulative effectcumulative effect on closing inventories in 20.18, which is the 

result of jnl 1, 2 and 3. 
 According to IAS 8.29(c), an entity must disclose, for the current and each prior period 

presented, the amount of the adjustment as a result of the change in an accounting 
policy, for each financial statement line item affectedeach financial statement line item affectedeach financial statement line item affectedeach financial statement line item affected and for basic and diluted EPSbasic and diluted EPSbasic and diluted EPSbasic and diluted EPS (if 
presented).  

* These line items are not directly affected by the journal entries, but will automatically 
change as a result thereof. 

** Disclosure in terms of IAS 8.29(d). 
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5555    Changes in accounting estimatesChanges in accounting estimatesChanges in accounting estimatesChanges in accounting estimates    
 

 As professional judgement is often used in the drafting of financial statements, it is 
possible that the exercise of judgement may prove to have been incorrect at a later date. This 
does not imply, however, that an error was made. The preparer of the financial statements 
merely used the information available atatatat    the date of the date of the date of the date of the the the the estimateestimateestimateestimate with reasonable care, in 
order to come to a conclusion that was proved over time to be incorrect. 

An example is the estimate of the useful life of a depreciable asset. On the date of 
acquisition of a depreciable asset, the expected useful life should be estimated, based on 
the facts available at that date. If the estimate proves to be incorrect at a later stage due to 
changes in circumstances, new information or more experience, steps are taken to correct 
the estimate. The correction of the estimate is called a “change in accounting estimate”, 
and it takes place continually. The financial statements are not less accurate as a result of 
the changes in estimates.  

 A change in accounting estimates is an adjustment of either: 
� the ccccarrying amountarrying amountarrying amountarrying amount of an asset or a liability; or  
� the amount of the periodic consumptionperiodic consumptionperiodic consumptionperiodic consumption of an asset. 

Examples of the adjustment of the carrying amount of an asset or liability are: 
� the estimates involved in determining the recoverable amount of an asset (e.g. value in 

use or net realisable value); 
� the estimates involved in determining the balance of a provision (e.g. a provision for 

environmental restoration); 
� the expected future taxable profits in determining the balance of a deferred tax asset 

(refer to section 7.6); and 
� an adjustment in the current year for the over- or under-provided taxation of the 

previous year. 

Estimates relating to the periodic consumption of an asset are made for the residual value, 
pattern of economic benefits and useful life of the asset. 

 Changes in accounting estimates affect only the current period or the current and 
future periods. This implies that changes in estimates are recognised prospeprospeprospeprospecccctivelytivelytivelytively in the 
periods affected by the change. 

An example of a change in estimate that affects only the current period is a change in an 
allowance for expected credit losses (adjustment of the carrying amount of receivables). 
Such a change in estimate is merely included in the profit or loss of the current period and, 
if material, is disclosed as an item requiring specific disclosure in terms of IAS 8, unless it is 
impracticable to do so. Even if the item does not have a material effect on the results of the 
current period, but is expected to have a material effect in the future, the item should be 
disclosed separately as an item requiring disclosure in the current period in terms of IAS 8, 
unless estimating it is impracticable.  
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An example of an item that affects both the current and future periods is a change in the 
useful life, residual value, or depreciation method of a depreciable asset. The change of 
estimate applicable to the current period is included in the profit or loss. Once again, if the 
amount is material in relation to the results of the current period or is expected to have a 
material effect on future periods, the item will be disclosed in accordance with the specific 
disclosure requirements of IAS 8, unless estimating it is impracticable, in which instance this 
fact is disclosed in the financial statements. 

A change of estimate made in the current period need not again be disclosed separately 
in future periods.  
In the exceptional instance where it is not possible to distinguish whether a transaction, 
event or condition is a change in estimate or a change in accounting policy, IAS 8 suggests 
that it should be treated as a change in estimate. An Exposure Draft (ED) is currently being 
drafted as part of the Disclosure Initiative of the IASB, aimed to clarify the distinction 
between changes in accounting policies and changes in estimates. 

5555.1.1.1.1    Disclosure requirementsDisclosure requirementsDisclosure requirementsDisclosure requirements    
The following must be disclosed in respect of material changes in accounting estimates: 
� the nature of the change; 
� the amount of the change; and 
� the effect on future periods (if practicable to estimate) – or else a statement that the 

future effect is impracticable to estimate. 

    Example Example Example Example 5.25.25.25.2: Change in accounting : Change in accounting : Change in accounting : Change in accounting estimateestimateestimateestimate    
Palm Ltd bought a new machine at a total cost of R400 000 on 1 January 20.14. 
Management decided to base the calculation of depreciation on the following estimates: 

  Residual value: R50 000 
  Total useful life: 10 years 
  Pattern of benefits: Straight line. 

Annual depreciation was then recognised as R35 000 ((R400 000 – R50 000)/10). 
The carrying amount of the machine at 1 January 20.16 amounted to R330 000 
(R400 000 – R35 000 – R35 000). 
During 20.16, management reviewed the estimatesreviewed the estimatesreviewed the estimatesreviewed the estimates for calculating depreciation on this 
machine. The estimates were changed to the following: 

  Residual value: R55 000 
  Total useful life: Seven years (thus five years remaining from 1 January 20.16) 
  Pattern of benefits: Straight line. 

Annual depreciation would now be recognised as R55 000 ((R330 000 – R55 000)/5). This 
will be recognised as depreciation (debit) in the statement of profit or loss and other 
comprehensive income. This amount will be disclosed in the note accompanying profit 
before tax. The amount will also be recognised as accumulated depreciation (credit), 
affecting the machine’s carrying amount. The accumulated depreciation will be taken into 
account in the statement of financial position in the line item property, plant and equipment 
and will be disclosed in the note accompanying this line item. 
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    Example 5.2: Change in accounting estimate (continued)Example 5.2: Change in accounting estimate (continued)Example 5.2: Change in accounting estimate (continued)Example 5.2: Change in accounting estimate (continued)    
�  After a change in estimate, depreciation is calculated as follows: 
 Newest carrying amount (at the beginning of the year in which the estimate changed) 

minus newest residual value, is the new depreciable amount. This amount is depreciated 
according to the newest depreciation method (that reflects the newest pattern of 
consumption), based on the newest rates (newest remaining useful life, newest 
diminishing balance rate/percentage). 

The effecteffecteffecteffect of the change in accounting estimate for the current year, to be disclosed, 
amounts to R20 000 increase (R55 000 new depreciation – R35 000 previously). 
The effecteffecteffecteffect of the change in accounting estimate for the future periods, to be disclosed, 
amounts to R25 000 decrease (R245 000 old depreciable amount – R220 000 new 
depreciable amount). 
  OLD: R330 000 carrying amount beginning – R35 000 depreciation 20.14 = R295 000 
carrying amount end – R50 000 residual value = R245 000 depreciable amount at the end 
of 20.14, representing depreciation of future periods. 
  NEW: R330 000 carrying amount beginning – R55 000 new depreciation 20.14 = 
R275 000 carrying amount end – R55 000 residual value = R220 000 depreciable amount 
at the end of 20.14, representing depreciation of future periods. 

CommentCommentCommentComment: 
The calculation of the new depreciation is based on the carrying amoucarrying amoucarrying amoucarrying amount of the asset as at nt of the asset as at nt of the asset as at nt of the asset as at 
the beginning of the current yearthe beginning of the current yearthe beginning of the current yearthe beginning of the current year, taking the new estimatesnew estimatesnew estimatesnew estimates into account. This will ensure 
that the change in accounting estimate is recognised prospectiveprospectiveprospectiveprospective for the currentcurrentcurrentcurrent year. 
 

6666    ErrorsErrorsErrorsErrors    

 Errors can arise in respect of the recognition, measurement, presentation or 
disclosure of elements of financial statements. Financial statements do not comply with 
IFRSs if they contain either material errors, or immaterial errors made intentionally to 
achieve a particular presentation of an entity’s financial position, financial performance or 
cash flows. 

 

Errors discovered in the current period (and relating to the current period) are corrected 
before the financial statements are authorised for issue and therefore do not require special 
treatment or disclosure. Errors are, however, sometimes not discovered until a subsequent 
period, and are called prior period errors. These may need special treatment, depending 
on the materiality thereof. 
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6.16.16.16.1    Prior period errorsPrior period errorsPrior period errorsPrior period errors    

 Prior period errors are omissions from, and misstatements in, the entity’s financial 
statements for one or more prior periods arising from a failure to use (or misuse of) reliable 
information that was available when the financial statements for those periods were 
authorised for issue and could reasonably be expected to have been obtained and taken 
into account in the preparation and presentation of those financial statements. Such errors 
include the effects of mathematical mistakes, mistakes in applying accounting policies, 
oversights or misinterpretations of facts, and fraud. 

An example of an error made in the application of an accounting policy is the incorrect 
application of the calculation of the recoverable amount of an asset that is possibly impaired 
as required by IAS 36, Impairment of Assets. According to IAS 36, the recoverable amount 
of an asset is the higher of its value in use and its fair value less costs of disposal. Should 
an entity have used the lower of the two amounts when calculating the impairment loss in 
a prior period, the resultant impairment loss would have been incorrect and it would 
constitute an error that should be corrected retrospectively in accordance with IAS 8. 

 It is important to note that a change in an accounting estimate is not a correction of 
an error, as a change in estimate results from new information, more experience or a 
change in circumstances, whereas the correction of an error relates to information that was 
available in prior periods. A change in estimate is inherent in accounting and will therefore 
not result in financial statements that are incorrect or unreliable, as is the case with errors. 
For example, a gain or loss recognised on the outcome of a contingency is a change in 
estimate (based on new information), and not an error. 

6666.2.2.2.2    MaterMaterMaterMaterial prior period errorsial prior period errorsial prior period errorsial prior period errors    

 Prior period omissions or misstatements of items are materialmaterialmaterialmaterial if they could, individually 
or collectively, influence the economic decisions of users taken on the basis of the financial 
statements. Materiality depends on the sizesizesizesize and/or naturenaturenaturenature of the omission or misstatement 
judged in the surrounding circumstances. The size or nature of the item, or a combination of 
both, could be the determining factor. An entity should correct material prior period errors 
retrospectivelyretrospectivelyretrospectivelyretrospectively in the first set of financial statements authorised for issue after the discovery 
of the error. 

By the retrospective restatement or correction of an error, an entity corrects the 
recognition, measurement and disclosure of amounts of the relevant element of the 
financial statements as if the prior period error had never occurred. Retrospective 
correction of a material prior period error involves (IAS 8.42): 
� restating the comparative amounts for the prior period(s) presented in which the error 

occurred; or 
� if the error occurred before the earliest prior period presented, restating the opening 

balances of assets, liabilities and equity for the earliest prior period presented. 
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When a retrospective correction of a material prior period error is required, it may happen 
that it is impracticable to determine either the period-specific effects (i.e. the effect for a 
specific period) or the cumulative effect of the error (IAS 8.43 to .45). Should the 
impracticability relate to period-specific effects, the earliest period for which retrospective 
restatement is practicable should be determined. The necessary adjustment must then be 
made against the opening balance of each affected component of equity for that specific 
period, after which restatement will commence from that period onwards. If it is impracticable 
to determine the cumulative effect of the error at the beginning of the current period, 
comparative information should be restated prospectively from the earliest date 
practicable. The cumulative restatement of assets, liabilities and equity arising before that 
specific date is then disregarded. Note that the above treatment is identical to the treatment 
of a change in accounting policy where retrospective application of such a change is 
impracticable.  

The definition of materiality and the alignment thereof across standards is under 
consideration as part of the Disclosure Initiative of the IASB.  

6666.3.3.3.3    DisclosureDisclosureDisclosureDisclosure    
Disclosure in respect of the correction of prior period errors will only be presented in the 
year in which the correction is made, and not in subsequent periods. The following 
information regarding the correction of errors should be disclosed in the financial 
statements: 
� the nature of the prior period error; 
� for each prior period presented, to the extent practicable, the amount of the correction 
 – for each financial statement line item affected; and  
 – for basic and diluted earnings per share, if presented; 
� the amount of the correction at the beginning of the earliest prior period presented (i.e. 

the cumulative correction against the opening balance of retained earnings);  
� if retrospective restatement is impracticable for a particular prior period, the circumstances 

that led to the existence of that condition and a description of how and from when the 
error has been corrected.  

The requirement of IAS 1 to present a third statement of financial position (as discussed 
above in section 4.3.5) also applies where a prior period error was restated retrospectively. 

 The following is a suggested work method when dealing with retrospective retrospective retrospective retrospective 
restatements and correctionsrestatements and correctionsrestatements and correctionsrestatements and corrections to the financial statements and the resultant disclosure in the 
notes when an entity accounts for a prior period errorprior period errorprior period errorprior period error: 
� CalculateCalculateCalculateCalculate the retrospective cumulativecumulativecumulativecumulative and period specificperiod specificperiod specificperiod specific effects with due consideration 

to the possible impracticability in certain scenarios (refer to section 7 below). The effect 
will be the differencedifferencedifferencedifference between what was done (incorrectly) and what should have been 
done (correctly). 

� Write the applicable journalsjournalsjournalsjournals to account for the retrospective restatement to correct the 
prior period error. These journals account for the differencedifferencedifferencedifference. 

� Change the actual amounts in the financial statementsfinancial statementsfinancial statementsfinancial statements by applying these journals to 
each individual line item affected. 

� DiscloseDiscloseDiscloseDisclose the effect of the restatements to each financial statement line item of the 
comparative periods in the notes to the financial statements. 
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    Example 5.3: Change in estimate, correction of error and reclassificExample 5.3: Change in estimate, correction of error and reclassificExample 5.3: Change in estimate, correction of error and reclassificExample 5.3: Change in estimate, correction of error and reclassificaaaationtiontiontion    
The following information was obtained from the draft statement of profit or loss and other 
comprehensive income and draft statement of changes in equity of Londolozi Ltd for the 
year ended 31 December 20.16. These financial statements for the year ended 
31 December 20.16 have not been issued yet. 
 NotesNotesNotesNotes    20.1620.1620.1620.16      20.1520.1520.1520.15        
     R’000R’000R’000R’000        R’000R’000R’000R’000        
RevenueRevenueRevenueRevenue    1 2 510 2 030  
Cost of sales  (1 250)  (1 035)  
Other expenses 2 (910)  (770)  
Other income (investment income)   3 85 120  
Finance costs  (30)  (25)  
Profit before tax Profit before tax Profit before tax Profit before tax      405 320  
Income tax expense  (75)  (60)  
Profit for the yearProfit for the yearProfit for the yearProfit for the year     330 260  
Other comprehensive incomeOther comprehensive incomeOther comprehensive incomeOther comprehensive income     – –  
Total comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the year     330 260  

     
Ordinary dividend paid (statements of changes in equity) 4 70 90  
Retained earnings beginning of the year  355 185  
AdditionaAdditionaAdditionaAdditional informationl informationl informationl information    
1. Revenue consisted of the following: 
 20.1620.1620.1620.16      20.1520.1520.1520.15        
 R’000R’000R’000R’000      R’000R’000R’000R’000        

Selling of goods 1 400 1 285  
Services rendered 870 745  
Profit on expropriation of land 110 –  
Other sundry income 130 –  

 2 510 2 030  

2. The following items are included in other expenses: 
 20.1620.1620.1620.16        20.1520.1520.1520.15      
 R’000R’000R’000R’000        R’000R’000R’000R’000        

Depreciation – equipment 15  25  
Staff cost 150  120  
Distribution costs 172  135  
Administrative expenses 183  170  
Assume that the depreciation and staff costs are correctly classified as “other
expenses”. During 20.16, the accountant realised that the distribution costs and
administrative expenses should be presented separately in the statement of profit or
loss and other comprehensive income, in accordance with the format in IAS 1,
Presentation of Financial Statements. 

3. A dividend of R80 000 received for the 20.16 financial year has yet to be recorded. 
4. Ordinary dividends of R55 000 declared have yet to be accounted for in the 20.16 

financial year. 

 

  



138   Introduction to IFRS – Chapter 5 
 

    Example 5.3: Change in estimExample 5.3: Change in estimExample 5.3: Change in estimExample 5.3: Change in estimate and correction of error (coate and correction of error (coate and correction of error (coate and correction of error (connnntinued)tinued)tinued)tinued)    
5. The management of the company told you that the accounting estimate in respect of 

the depreciation of equipment has changed and was accounted for, due to the previous 
pattern of depreciation differing from the actual pattern of economic benefits from 
depreciable assets. The reducing-balance method is applied from 20.16 at 20% per 
annum, instead of the straight-line method over five years. According to the reducing-
balance method, the depreciation for the 20.16 financial year was calculated as 
follows: 

 R’000R’000R’000R’000     
 Balance beginning of the year – carrying amount of asset 75  
 Depreciation for the year (75 000 × 20%) (15)  
 Balance end of the year 60  

 The original cost of the equipment was R125 000. The estimated current residual 
value was insignificant and this estimate has remained unchanged. 

 

6. During the 20.15 financial year, the following error occurred: An investment in shares 
purchased at a fair value of R75 000 was incorrectly recognised as an administrative 
expense. The investment was classified as at fair value through profit or loss, but the 
fair value of the investment remained unchanged until the end of the 20.16 financial 
year. This error has not yet been corrected. It is possible to open the accounting system 
of the 20.15 financial year for purposes of correcting this error. 

7. Ignore the tax effects of any adjustments. 

 

Journal entries to account for the correction of the prior period error and the reclassification:Journal entries to account for the correction of the prior period error and the reclassification:Journal entries to account for the correction of the prior period error and the reclassification:Journal entries to account for the correction of the prior period error and the reclassification:  

    DrDrDrDr  CrCrCrCr      
    RRRR    RRRR      
Journal 1Journal 1Journal 1Journal 1    
31 31 31 31 December 20.15December 20.15December 20.15December 20.15    

          

Investments (SFP) 75 000   
Administrative expenses (P/L)  75 000  

Correction of prior period error    

Journal 2Journal 2Journal 2Journal 2    
31 December 20.1531 December 20.1531 December 20.1531 December 20.15    

   

Distribution costs (P/L) 135 000   
Administrative expenses (P/L) 170 000   

Other expenses (P/L)  305 000  
Reclassification of expense items    

CommentCommentCommentComment:     
 

� The corrections in the preceding journals were made against the line items of profit or 
loss as it was possible to open the accounting system of the 20.15 financial year. If this was 
not the case, the corrections in respect of the preceding year would have been made against 
the opening balance of retained earnings as at 1 January 20.16. 
� The R110 000 and R130 000 (Note 1) should not be included in the Revenue line item. No 
journal entry is however required as these amounts can still be moved to another line item for 
presentation purposes. The financial statements for the 20.16 year have not been issued yet. 
� The journals for the dividend received (Note 3) and the dividend declared (Note 4) will still 
be recorded in the current year (20.16). There is therefore no correction of error that needs to 
be accounted for.    
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    Example 5.3: Change in estimate and correction of error (continued)Example 5.3: Change in estimate and correction of error (continued)Example 5.3: Change in estimate and correction of error (continued)Example 5.3: Change in estimate and correction of error (continued)    
Restate the line items in the financial statementRestate the line items in the financial statementRestate the line items in the financial statementRestate the line items in the financial statements for the effect of the cos for the effect of the cos for the effect of the cos for the effect of the corrrrrection of the error rection of the error rection of the error rection of the error 
and the reclassification:and the reclassification:and the reclassification:and the reclassification:    

Londolozi LtdLondolozi LtdLondolozi LtdLondolozi Ltd    
Statement of profit or loss and other comprehensive income for the year endedStatement of profit or loss and other comprehensive income for the year endedStatement of profit or loss and other comprehensive income for the year endedStatement of profit or loss and other comprehensive income for the year ended    

31313131    DecemberDecemberDecemberDecember    20.1620.1620.1620.16 
 NotesNotesNotesNotes  20.1620.1620.1620.16    20.1520.1520.1520.15        
  R’000R’000R’000R’000  R’000R’000R’000R’000        
RevenueRevenueRevenueRevenue (20.16: 2 510 – 110 – 130) (20.15: 2 030)  2 270 2 030  
Cost of sales   (1 250) (1 035)  

Gross profit  1 020 995  
Other income 
(20.16: 110 + 130 + 85 + 80 (div)) (20.15: 120) 

 
405

 
120 

 

Distribution costs (20.15: jnl 2)  (172) (135)  
Administrative expenses (20.15: 170 jnl 2 – 75 jnl 1)  (183) (95)  
Other expenses (20.16: 910 – 172 – 183) 
(20.15: 770 – 135 jnl 2 – 170 jnl 2) 

  
(555) 

 
(465) 

 

Finance costs  (30) (25)  

Profit before taxProfit before taxProfit before taxProfit before tax    3 485 395  
Income tax expense  (75) (60)  
Profit for the yearProfit for the yearProfit for the yearProfit for the year     410 335  
Other comprehensive incomeOther comprehensive incomeOther comprehensive incomeOther comprehensive income     – –  
Total comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the year     410 335  
    
AssetsAssetsAssetsAssets       
NonNonNonNon----currentcurrentcurrentcurrent    assetsassetsassetsassets       
Investments (20.15: xxx + 75 (jnl 1))   xxx xxx  

Londolozi LtdLondolozi LtdLondolozi LtdLondolozi Ltd    
SSSStatement of changes in equity for the yeartatement of changes in equity for the yeartatement of changes in equity for the yeartatement of changes in equity for the year    endedendedendedended    31 December 20.1631 December 20.1631 December 20.1631 December 20.16    

 NotesNotesNotesNotes     Retained Retained Retained Retained 
earningsearningsearningsearnings    

    

  R’000R’000R’000R’000        
Balance at Balance at Balance at Balance at 1111    January 20.15January 20.15January 20.15January 20.15     185  
Movements in equity for 20.15Movements in equity for 20.15Movements in equity for 20.15Movements in equity for 20.15     
Total comprehensive income for the year – restated  335  

Profit for the year – restated 4 335  
Other comprehensive income  –  

Dividends  (90)  
Balance atBalance atBalance atBalance at    31313131    December 20.15December 20.15December 20.15December 20.15     430  
Movements in equity for 20.16Movements in equity for 20.16Movements in equity for 20.16Movements in equity for 20.16     
Total comprehensive income for the year  410  

Profit for the year   410  
Other comprehensive income  –  

Dividends (70 + 55)   (125)  
Balance at Balance at Balance at Balance at 31313131    December 20.16December 20.16December 20.16December 20.16     715  
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    Example 5.3: Change in estimate and correction of error (continued)Example 5.3: Change in estimate and correction of error (continued)Example 5.3: Change in estimate and correction of error (continued)Example 5.3: Change in estimate and correction of error (continued)    
Disclose the effect of the correction of the prior period error and the reclaDisclose the effect of the correction of the prior period error and the reclaDisclose the effect of the correction of the prior period error and the reclaDisclose the effect of the correction of the prior period error and the reclasssssification in the sification in the sification in the sification in the 
notes:notes:notes:notes:    

Londolozi LtdLondolozi LtdLondolozi LtdLondolozi Ltd    
Notes for the year endedNotes for the year endedNotes for the year endedNotes for the year ended    31 December 2031 December 2031 December 2031 December 20.16.16.16.16    

3.3.3.3.    Profit before taxProfit before taxProfit before taxProfit before tax 
The following items are included in profit before tax: 20.1620.1620.1620.16 20.1520.1520.1520.15    
Income/(Income/(Income/(Income/(ExpensesExpensesExpensesExpenses))))    R’000R’000R’000R’000 R’000R’000R’000R’000    
Staff costs (150) (120)  
Profit on expropriation of land  110 –  
Depreciation (15) (25)  
A change in the method of writing-off depreciation (from the straight-line method to the 
reducing-balance method) resulted in a change in estimate, which decreased depreciation 
on equipment for the year by R10 000. The effect on future periods is an increase of R10 000 
in the depreciation expense. (see calculations) 
4.4.4.4.    Prior period errorPrior period errorPrior period errorPrior period error    
Correction of an investment that was incorrectly accounted for as an administrative expense. 
The comparative amounts have been appropriately adjusted. The effect of this error on the 
results of 20.15 is as follows:    
 20.1520.1520.1520.15    
 R’000R’000R’000R’000    
Decrease in administrative expenses (jnl 1) (75)  
Increase in profit for the year * 75  
Increase in total comprehensive income *  75  
   
Increase in investments (jnl 1) 75  
Increase in total assets * 75  
Increase in total equity * 75  
Increase in retained earnings * 75  
   
Increase in basic earnings per share * xxx  
Increase in diluted earnings per share * xxx  
CommentCommentCommentComment: 
� According to IAS 8.49(b), an entity shall disclose for each prior period presented, the 

amount of the correction for each financial statement line item affectedfor each financial statement line item affectedfor each financial statement line item affectedfor each financial statement line item affected as well as the 
effect on basic and diluted earnings per share (if presented). This prior period error note 
therefore has to indicate the effect of the correcting journal entry on all the financial 
statement line items and not only those directly affected as a result of the journal entry 
written. The line items indicated with a * are those items that are not directly affected by 
the journals. 

� There is no 20.15 opening balance column in this note, as the prior period error only 
occurred during the 20.15 year. 

5.5.5.5.    ReclassificationReclassificationReclassificationReclassification    
A portion of other expenses were reclassified to distribution costs and administrative 
expenses during the current and comparative financial years. The comparative amounts 
have been restated accordingly as follows:    
 20.1520.1520.1520.15    
 R’000R’000R’000R’000    
Decrease in other expenses (jnl 2) (305)  
Increase in distribution costs (jnl 2) 135  
Increase in administrative expenses  (jnl 2) 170  
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    Example 5.3: Change in estimate and correctionExample 5.3: Change in estimate and correctionExample 5.3: Change in estimate and correctionExample 5.3: Change in estimate and correction    of error (continued)of error (continued)of error (continued)of error (continued)    

Calculations:Calculations:Calculations:Calculations: 
Change in accounting estimateChange in accounting estimateChange in accounting estimateChange in accounting estimate  
Effect of change in estimate on Effect of change in estimate on Effect of change in estimate on Effect of change in estimate on current and current and current and current and future periodsfuture periodsfuture periodsfuture periods    

   

     R’000R’000R’000R’000        
Depreciation new – depreciation old (25 000 – 15 000) = effect on 
current year depreciation 

 10  

    
Depreciable amount – old basis (125 000/5 × 2)  50  
Depreciable amount – new basis (75 000 – 15 000)  60  
Increase in depreciation in future periods  10  
    

7777    Impracticability of retrospective applicationImpracticability of retrospective applicationImpracticability of retrospective applicationImpracticability of retrospective application    and retrospective restatementand retrospective restatementand retrospective restatementand retrospective restatement    

The retrospective application for changes in accounting policies or the restatement of 
amounts for errors cannot be achieved in all circumstances. In certain instances it is 
impracticable to restate comparatives, as the information of previous periods is unavailable, 
not collected or the information is not available in a format that allows for restatement. 
IAS 8 defines “impracticable” as when an entity cannot apply a requirement after making 
every reasonable effort to do so. This includes: 
� the effects of retrospective application (change in accounting policy) or retrospective 

restatement (prior period errors) are not determinable; 
� the retrospective application or retrospective restatement requires assumptions about 

what managements intent was in a prior period; and 
� the retrospective application or retrospective restatement requires significant estimates 

of amounts and it is not possible to objectively distinguish information about those 
estimates that: 

 – provides evidence of circumstances that existed at the initial date the amounts were 
recognised, measured or disclosed; and 

 – would have been available when the financial statements were authorised for issue, 
from other information. 

Consequently, the determination of estimates such as fair values of assets that are not 
based on market values of recognised securities exchanges is probably impracticable to 
determine. It is important to note that when determining the estimates, the information 
available on the date of the transaction, event or condition should be considered in the 
measurement, but the benefits of hindsight should not be considered. For example, the 
classification of a financial asset may not be changed if, with the knowledge of hindsight, it 
was found that management changed the classification in subsequent years. 
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    Example 5.4: Impracticability of retrospective Example 5.4: Impracticability of retrospective Example 5.4: Impracticability of retrospective Example 5.4: Impracticability of retrospective restatementrestatementrestatementrestatement    
Bella Ltd was incorporated on 1 January 20.11. On this date, Bella Ltd purchased an 
equipment item at a total cost of R2 250 000. The asset’s estimated residual value is 
insignificant. The asset is depreciated on the straight-line method over its estimated useful 
life of 15 years. All estimates were revised annually and it was deemed that no change was 
necessary in any financial year. At the end of each year an impairment loss was recognised 
on this asset. The asset was every time written down to its fair value. The value in use of the 
asset was never calculated and costs of disposal were never taken into account. The current 
financial year end is 31 December 20.16. The error in the calculation of the recoverable 
amount and the resultant impairment loss was only discovereddiscovereddiscovereddiscovered in the current financial year. 
Ignore any tax implications.  
The folloThe folloThe folloThe followwwwing information is available:ing information is available:ing information is available:ing information is available: 

 20.1520.1520.1520.15    
Comparative Comparative Comparative Comparative     

yearyearyearyear    

20.1420.1420.1420.14  
End of 20.14 is End of 20.14 is End of 20.14 is End of 20.14 is 

opening balance of opening balance of opening balance of opening balance of 
comparative comparative comparative comparative year year year year 

(20.15)(20.15)(20.15)(20.15)    

    

Carrying amount at beginning of financial year 
(based on incorrect recoverable amount) 1 402 500  1 602 000  

 

Less: depreciation for the year  
(1 402 500/11); (1 602 000/12) 

 
(127 500) 

 
(133 500) 

 

Carrying amount before impairment loss  1 275 000  1 468 500   
Less: impairment loss (45 000) (66 000)  

Recoverable amount at end of financial year  
(based on fair value) 1 230 000  1 402 500  

 

CORRECT recoverable amount a 1 245 000   ? b  

� Fair value less costs of disposal  
  (1 230 000 – 18 000) 1 212 000 

?  

� Value-in-use 1 245 000 ?  

a Based on the higher ofhigher ofhigher ofhigher of fair value less costs of disposal and value in use (IAS 36.6). 
b  It is not possible to go back to previous years and determine the cash flows, discount 

rates and related costs of disposal in order to calculate the correct recoverable amount. 
The correct recoverable amount could be calculated for the first time at the end of the 
20.15 financial year. Therefore the cumulative effect of the error is only determinable at 
the end of the comparative year (20.15). It is, however, not possible to calculate the 
correct impairment loss that should be recognised in profit or loss of the 20.15 financial 
year, as the cumulative effect of the error is the result of incorrect impairment losses and 
resultant depreciation recognised in all previous years. The full cumulative effect of the 
error cannot be recognised in one year’s profit or loss. Full retrospective restatement is Full retrospective restatement is Full retrospective restatement is Full retrospective restatement is 
therefore not possible as the prior year’s periodtherefore not possible as the prior year’s periodtherefore not possible as the prior year’s periodtherefore not possible as the prior year’s period----specific effect is notspecific effect is notspecific effect is notspecific effect is not    known. known. known. known.     
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    Example 5.4: Impracticability of retrospective Example 5.4: Impracticability of retrospective Example 5.4: Impracticability of retrospective Example 5.4: Impracticability of retrospective restatement restatement restatement restatement (continued)(continued)(continued)(continued)    

Journal entry to account for the correction of the prior period error:Journal entry to account for the correction of the prior period error:Journal entry to account for the correction of the prior period error:Journal entry to account for the correction of the prior period error:    
Since the period-specific effect of the 20.15 comparative year cannot be determined, the 
opening balances of the 20.16 financial year is the earliest period for which retrospective 
restatement is practicable (refer to IAS 8.44). The following journal entry will therefore be 
applicable: 

                                        DrDrDrDr                            CrCrCrCr        
    1 January 20.161 January 20.161 January 20.161 January 20.16                      RRRR                                      RRRR      
 Property, Plant and Equipment (SFP)  

(R1 245 000 – R1 230 000) 
15 000   

Retained earnings – opening balance (Equity)c  15 000  
 Correction of error at the beginning of the year    

c Previous years’ adjustments should have been made to all previous impairment losses 
and all previous depreciation amounts (had the information been available to do these 
adjustments). The effect of previous years’ incorrect impairment losses and depreciation 
would have accumulated in retained earnings. Since the period specific effect could not 
be determined, the full cumulative effect is adjusted against retained earnings. 

In calculating the depreciation for the 20.16 financial year, the entity will start with the 
cocococorrrrrectrectrectrect carrying amount of R1 245 000 and depreciate that over the remaining useful life of 
10 years. If, at the end of the year, there is an indication of possible impairment, the entity 
will test for impairment by calculating the recoverable amount (being the higher of fair value 
less costs of disposal and value in use) and compare that to the correctcorrectcorrectcorrect carrying amount at 
the end of the year.  

Restate the line items in the financial statements for the effect of the coRestate the line items in the financial statements for the effect of the coRestate the line items in the financial statements for the effect of the coRestate the line items in the financial statements for the effect of the corrrrrection of the prior rection of the prior rection of the prior rection of the prior 
period error:period error:period error:period error:    

Bella LtdBella LtdBella LtdBella Ltd    
Statement of changes in equity for the year ended 3Statement of changes in equity for the year ended 3Statement of changes in equity for the year ended 3Statement of changes in equity for the year ended 31 December 20.161 December 20.161 December 20.161 December 20.16 

 NoteNoteNoteNote    RetainedRetainedRetainedRetained        
  earningsearningsearningsearnings      
  R    

    Balance at 31 December 20.15Balance at 31 December 20.15Balance at 31 December 20.15Balance at 31 December 20.15     xxx  
 Correction of prior period error (jnl 1) 5 15 000  

 Restated balance  xxx + 15 000  
    Movements in equity for 20.16Movements in equity for 20.16Movements in equity for 20.16Movements in equity for 20.16       
 Total comprehensive income for the year  xxx  

Profit for the year   xxx  
Other comprehensive income  xxx  

 Dividends  (xxx)  
    Balance at 31 December 20.16Balance at 31 December 20.16Balance at 31 December 20.16Balance at 31 December 20.16     xxx  
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    Example 5.Example 5.Example 5.Example 5.4444: Impracticability of retrospective : Impracticability of retrospective : Impracticability of retrospective : Impracticability of retrospective restatement restatement restatement restatement (continued)(continued)(continued)(continued)    

Disclose the effect of Disclose the effect of Disclose the effect of Disclose the effect of the prior period error in the notes:the prior period error in the notes:the prior period error in the notes:the prior period error in the notes:    

Bella LtdBella LtdBella LtdBella Ltd    
Notes for the year ended 31 December 20.16Notes for the year ended 31 December 20.16Notes for the year ended 31 December 20.16Notes for the year ended 31 December 20.16    

5.5.5.5.    Prior period errorPrior period errorPrior period errorPrior period error    
The carrying amount of Property, Plant and Equipment has been restated for the effect of a 
prior period error. The recoverable amount of the item was incorrectly calculated as its fair 
value without comparing it to its value in use and using the higher of fair value less costs of 
disposal and value in use. The effect of the error could not be restated retrospectively, 
because the cash flows, discount rates and related costs of disposal needed to calculate the 
correct recoverable amount were not available for prior periods. The cumulative effect could 
be calculated for the first time on 31 December 20.15. This effect was accounted for by 
adjusting the opening balances of assets and equity in the current financial year.    

CommentsCommentsCommentsComments: 
� The disclosure requirements for a prior period error, (IAS 8.49), require that the amount 

of the correction for each financial statement line item affected for each prior prior prior prior periodperiodperiodperiod 
presentedpresentedpresentedpresented should be disclosed. Due to the impracticability of full retrospective 
adjustment in this example, none of the prior period amounts have been adjusted. 
Consequently there are no line items to disclose. The statement of changes in equity for 
the year ended 31 December 20.16 (see above) as well as the opening balance in the 
Property, Plant and Equipment note will, however, indicate the amount of the adjustment 
as a restatement to opening retained earnings and the opening carrying amount of 
equipment, which will be then be cross-referenced to this note. 

� If the period-specific effect for the financial year ended 31 December 20.15 could have 
been determined, the correcting journal entries would have adjusted the amounts 
included in the financial statements for the year ended 31 December 20.15, provided 
that the accounting system can be re-opened for purposes of processing these journals. 
The prior period error note would then have indicated the effect of the correction on all 
applicable line items in the financial statements of the prior period presented. 

 

8888    Schematic overviewSchematic overviewSchematic overviewSchematic overview        

 

For retrospective application and retrospective restatement, where practicable and if the 
comparative period accounting records can be opened for purposes of adjusting journal 
entries, an adjusting journal will be prepared to account for the CUMULATIVE effect of the 
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retrospective adjustment on all years before the comparative period. This adjusting journal 
will adjust the opening balances of the comparative period. An adjusting journal is then 
prepared to account for the PERIOD SPECIFIC effect of the comparative period. As a result 
of the accounting process, these two adjusting journals will automatically adjust the closing 
balances of the comparative period. It is therefore not necessary to prepare another 
adjusting journal to adjust those closing balances. The closing balances of the comparative 
period will be brought down as the opening balances for the current period. In the current 
period, a journal will be prepared to account for the effect of the change in accounting 
policy in the current period or to correctly account for the current period amounts of the 
item previously accounted for incorrectly. The adjusted opening balances and the journal for 
the current period, will automatically influence the closing balances of the current period 
(closing balance = opening balance ± current year movement). No additional journal is 
required to change the closing balances The effect of the changes to each line item of the 
comparative amounts (including the opening balances), in the financial statements of the 
current reporting period, should be disclosed in a note for both changes in accounting 
policies and corrections of prior period errors. The effect of the changes to each line item of 
the current period, in the financial statements of the current reporting period, should be 
disclosed in a note for changes in accounting policies. 

For changes in estimates, a journal will be prepared to correctly account for the items in 
the current period, based on the newest estimates. No adjusting journals will be prepared 
for the comparative period. The effect of the change in estimate on the current period and 
the effect on all future periods, will be disclosed in a note. 

9999    Short and sweetShort and sweetShort and sweetShort and sweet    

 The objective of IAS 8 is to prescribe the accounting treatment of changes in 
accounting policies, changes in estimates and corrections of prior period errors. 
� Accounting policies are the specific principles, bases, conventions, rules and practices 

applied in preparing financial statements. 
� Changes in accounting policies are only permissible if: 

 – they are required by a standard or interpretation (IFRS); or 
 – they result in relevant and more reliable information.  

� The change in accounting policy must be applied retrospectivelyretrospectivelyretrospectivelyretrospectively.  
� A change in estimate is an adjustment of the carrying amount of an asset or liability, 

resulting from reassessing the expected future economic benefits and obligations 
associated with the asset or liability. 

� Changes in accounting estimates result from new information or new developments and 
are not corrections of errors. 

� A change in estimate must be applied prospectivelyprospectivelyprospectivelyprospectively. 
� Prior period errors are omissions from, and misstatements in financial statements in 

prior periods arising from the failure to use (or misuse of) reliable information that was 
available at the time. Examples include mathematical mistakes and mistakes in applying 
accounting policies. 

� All material prior period errors must be corrected retrospectiveretrospectiveretrospectiveretrospectivelylylyly. 
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1111    EvaluationEvaluationEvaluationEvaluation    criteriacriteriacriteriacriteria    

� Know and apply the definitions. 
� Distinguish between events after the reporting period that are adjusting events and 

those that are non-adjusting events. 
� Understand the implications of events after the reporting period on the going concern 

basis used in the preparation and presentation of annual financial statements. 
� Present and disclose the events after the reporting period for inclusion in the annual 

financial statements of an entity. 
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2222    Schematic Schematic Schematic Schematic rerererepresentation of IAS 10presentation of IAS 10presentation of IAS 10presentation of IAS 10    

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

3333    BackgroundBackgroundBackgroundBackground    

IAS 10, Events after the reporting period, is based on The Conceptual Framework for 
Financial Reporting (Conceptual Framework). 

Whereas provisions, contingent liabilities and contingent assets are applicable when 
uncertainty exists about the outcome of specific circumstances, events after the reporting 
period deal with situations of certainty.  

 IAS 10 concerns information that becomes known after the reporting period that 
clarifies uncertainties that existed at the end of the reporting period, or that originated after 
the reporting period. 

Objective 
� Prescribe the accounting treatment of events after the reporting period. 

Events after the reporting period 
� Those favourable or unfavourable events that occur between the end of the reporting period 

and the date the financial statements are authorised for issue. 

Adjusting events
� Provide further evidence of conditions 

that existed at the end of the reporting 
period; 

� Irrespective of, whether or not, the fact 
was actually known at the end of the 
reporting period; 

� Inclusion in the financial statements as 
adjustments to assets and liabilities and 
accompanying income and expense 
items. 

Non-adjusting events
� Events that are indicative of conditions 

that arose after the reporting period; 
� Unrelated to conditions that existed at 

the end of the reporting period; 
� Disclose in note if fair presentation could 

be affected: 
 – nature of events; 
 – financial effect or a statement that 

the financial effect can not be 
determined. 

Specific issues 
� The following specific issues are dealt with in the statement: 

Dividends 
� Declared after the reporting period but 

before the date of authorisation; 
� No current obligation on reporting date; 
� Disclose in note: 

 – dividend declared; 
 – dividend per share. 

Going concern
� Events emerge after the reporting 

period that indicates that the going 
concern concept no longer applies; 

� Financial statements are redrafted; 
� Exception with regard to non-adjusting 

events. 
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Events after the reporting period can assist us in the appropriate accounting treatment of 
uncertain events that existed at the end of the reporting period, because they provide us 
with hindsight. 

The following example is often used to illustrate the situation described above: Suppose 
that the financial position of a material debtor of AB Ltd is uncertain at the end of the 
reporting period as a result of the debtor’s deteriorating financial position. Because the 
uncertainty existed at the end of the reporting period, the principles of impairment in 
respect of financial instruments carried at amortised cost should be applied when deciding 
on the appropriate accounting treatment. An allowance for credit losses (not a provision in 
terms of IAS 37, but an allowance for impairment) for the amount of the loss that AB Ltd is 
likely to suffer will probably be created at the end of the reporting period. Suppose, 
however, that the debtor is indeed declared insolvent before the annual financial statements 
are finalised and it becomes apparent that AB Ltd will lose the full amount owed by the 
debtor. This knowledge already allows AB Ltd to write the full amount off at reporting date. 
The event after the reporting period, i.e. the insolvency of the debtor, clarifies the 
uncertainty that existed at the end of the reporting period and can thus assist in the 
decision about the correct accounting treatment. The situation would have been different if 
the insolvency only occurred after the financial statements had already been authorised for 
issue. Then, unfortunately, the event that clarified the uncertainty that existed at the end of 
the reporting period occurred too late to assist in the decision about the appropriate 
accounting treatment at the end of the reporting period. Applying only the principles of 
impairment in IAS 39 would then have to be sufficient.  

The previous illustration can be adjusted to illustrate a different aspect of events after the 
reporting period. Suppose that the material debtor is declared insolvent after the reporting 
period, but not as a result of a deteriorating financial position that existed at the end of 
AB Ltd’s reporting period. A natural disaster destroyed the only asset of the debtor, which 
was unfortunately not insured, leaving the debtor unable to pay. The event that occurred 
after the reporting period in respect of the debtor was the disaster, but this event does not 
clarify any uncertainty at the end of the reporting period – there was no uncertainty at the 
end of the reporting period! The consequence of the disaster that befell the debtor after the 
reporting period of AB Ltd is usually not recognised for accounting purposes on the 
reporting date.  

Furthermore, when the value of an investment depreciates after the reporting period, the 
value of this investment is not adjusted at the end of the reporting period as it is probable 
that the decline in the value does not refer to circumstances that existed at the end of the 
reporting period.  

The above variations of the event that occurred after the reporting period illustrate the 
two categories of events after the reporting period that are discussed in IAS 10, i.e. 
adjusting events and non-adjusting events. 

 Events after the reporting period are those favourable or unfavourable events that 
occur between the end of the reporting period and the date the financial statements are 
authorised for issue. Two types of events can be identified, i.e.: 
� those that provide additional evidence of the conditions that existed at the end of the 

reporting period (adjusting events); and 
� those that are indicative of conditions that arose after the end of the reporting period  

(non-adjusting events). 
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These two categories require different accounting treatments. The alternatives are: 
� inclusion in the financial statements as adjustments to assets and liabilities and the 

accompanying income and expense items; or  
� no accounting recognition; or 
� disclosure in the notes. 

 Events that provide additional information on the conditions that existed at at at at the the the the 
reporting reporting reporting reporting datedatedatedate    are included as adjustments to the amounts in the financial statements. 

The words “. . . conditions that existed at the end of the reporting period. . .” should be 
interpreted carefully. Assume that the conditions in the first example above still pertain: the 
insolvency of a debtor after the reporting period should be provided for in the statements, if 
the financial position of the debtor was already considered doubtful at the end of the 
reporting period, irrespective of whether or not the fact was actually known at the 
end of the reporting period. If, however (as in the second example above), a 
catastrophe affected the debtor after the reporting period, resulting in the debtor being 
declared insolvent, the catastrophe does not refer to conditions that prevailed at the end of 
the reporting period, and therefore an allowance for credit losses for such an event or a 
write-off in the financial statements would not be appropriate. If, however, as in the second 
example, the non-provision in the financial statements affects fair presentation or 
contributes to the going concern concept no longer being applicable, the event should be 
treated accordingly, i.e. through disclosure or by adopting the procedures that are 
appropriate when an enterprise is no longer a going concern. In the case of the entity no 
longer being a going concern, an adjustment is usually required to the amounts of the 
assets and liabilities. These adjustments are, however, made in terms of rules that differ 
from those applicable to events after the reporting period. 

 Events that refer to conditions that arise after the reporting period require no 
accounting recognition, except when the going concern concept no longer applies as a result 
of the event. Such material events that are not recognised, but whose non-disclosure may 
affect the economic decisions of users that are based on these financial statements, should 
however, be disclosed in the notes. 

The notes include, for each material category: 
� the nature of the event; and 
� an estimate of the financial effect, or a statement to the effect that such an estimate 

cannot be made. 

The following examples of non-adjusting events, listed in IAS 10.22, are so important 
that the events will normally lead to disclosure: 
� a large business amalgamation or, conversely, the sale of a subsidiary after the reporting 

period; 
� discontinuation of operations, sale of assets or liabilities as a result of operations that are 

being discontinued, conclusion of binding agreements on the sale of such assets, or the 
payment of such liabilities; 

� substantial purchase or sale of assets, or expropriation of major assets by the 
government; 

� destruction of a major plant after the reporting period; 
� plans for restructuring; 
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� large ordinary share transactions and potential share transactions after the reporting 
period, except for capitalisation and bonus issues, and share splits or reverse share splits; 

� abnormal changes in the value of assets or exchange rates after the reporting period; 
� changes in tax rates or tax legislation that were promulgated after the reporting period 

and that will have a major impact on the figures for tax and deferred tax reflected in the 
financial statements; 

� conclusion of material commitments or contingent liabilities, for instance the provision of 
material warranties; and 

� litigation as a result of events that occurred after the reporting period.  

4444    Date of authorisation of the Date of authorisation of the Date of authorisation of the Date of authorisation of the issueissueissueissue    of financial statementsof financial statementsof financial statementsof financial statements    

 Events after the reporting period deal with situations that occur between the end of 
the reporting period and the date at which the financial statements are authorised for issue. 
This is the date at which the board of directors approve the financial statements. 

In practice, it may be difficult to ascertain the specific date, because approval of the 
financial statements often occurs in terms of a process (an internal procedure). It may 
therefore happen that management (that may include a number of board members) 
approves the financial statements in the first round and then refers them to the audit 
committee. After approval by the audit committee, the statements are referred to the full 
board that will approve the financial statements and refer these to the supervisory board, 
comprising non-executive directors. Thereafter the statements could be lodged with a 
regulatory authority, for example the Registrar of Companies or the Financial Services 
Board, while they are simultaneously dispatched to the shareholders for the purposes of the 
annual general meeting. 

In all cases, the date that is used for the purposes of IAS 10, is the date at which the full 
board authorises the statements for issue, even if a supervisory board of non-executive 
directors subsequently still has to peruse the statements. 

 The date on which authorisation for issue was given, together with an indication of the 
identity of the authorising body, should be disclosed in the financial statements by means of 
a note. 

This is important information for the users of financial statements, because it gives an 
indication of the date until which information was included in the financial statements. 

In terms of IAS 10.17, if the owners of the entity have the power to change the financial 
statements after they have been issued, this fact should be disclosed. Such a note will 
probably rarely appear, because corporations and other entities are usually governed by a 
statute and IFRSs which deal with such eventualities. 

5555    DividendsDividendsDividendsDividends    

 Because final dividends are usually declared after the end of the reporting period, but 
before the financial statements are authorised for issue, such declaration qualifies as an 
event after the reporting period. 
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The following question arises: Is it an adjusting event or a non-adjusting event? To 
qualify as an adjusting event, it has to provide additional information about circumstances 
that existed at the end of the reporting period. It could be argued that the “circumstances” 
referred to represent the net profit for the period from which the dividend is declared and 
that the declaring of final dividends therefore qualifies as an adjusting event.  

 However, IAS 10.12 states that such a declaration should be regarded as a non-
adjusting event. It is also stated clearly that a liability in respect of such a dividend should 
not be recognised in the period to which the financial statements relate, as no current 
obligation to pay the dividend existed at the end of the reporting period. 

The dividend is nevertheless disclosed, because users of financial statements need the 
information to enable them to thoroughly evaluate the financial position and results of the 
entity.  

The following should be disclosed in the notes to the financial statements: 
� the amount of dividends proposed or declared before the financial statements were 

authorised for issue but not recognised as a distribution to equity holders during the 
period; and  

� the related amount per share. 

6666    Going concernGoing concernGoing concernGoing concern    
 

 In at least one instance, non-adjusting events after the reporting period can lead to 
the adjustment of the financial statements, namely when the going concern concept no 
longer applies. The going concern concept is described in the Conceptual Framework (refer to 
chapter 1). 

However, the rules that apply in these circumstances are not the same as those that pertain 
to events after the reporting period. The general principles governing financial reporting will 
then apply, namely that (among other things) the financial statements should be a fair 
representation of the financial position, financial results and changes in the financial position 
of an entity. 

Suppose that an event occurs after the reporting period and that, although it does not 
refer to circumstances that existed at the end of the reporting period, it nevertheless 
requires the adjustment of the values of assets and liabilities, because the entity will no 
longer be able to exist as a going concern and will have to be liquidated. This is important 
information that should be disclosed to the users of the financial statements, because its 
omission would mean that misleading information on the financial position and results of the 
entity was being presented.  

IAS 10.14 therefore requires that financial statements should not be prepared on the 
basis of a going concern if the entity plans to go into liquidation, or cease its commercial 
activities, or if there is no realistic alternative but to close down the entity. Events after the 
reporting period that could reinforce such a conclusion could be the deteriorating financial 
position of the entity after the reporting period.  

Redrafting financial statements that are not prepared in accordance with the going 
concern concept normally requires the valuation of assets at liquidation values and the 
recognition of possible liquidation costs. 

When financial statements are prepared in accordance with liquidation principles, specific 
additional disclosures in terms of IAS 1.25 are required. Refer to chapter 2 for an 
explanation of this matter.  
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7777    ExamplesExamplesExamplesExamples    

In the schematic exposition below, position (1) represents the first day of the financial year 
of Alpha  Ltd, i.e. 1 January 20.13; position (2) represents the last day of the financial year 
(reporting date), i.e. 31 December 20.13, and position (3) the date of the authorisation of 
the financial statements for issue, i.e. 31 March 20.14. The dotted lines A to E represent 
conditions that should probably be accounted for, where the beginning of the dotted line 
represents the commencement of the condition and the end of the dotted line represents 
the final achievement of clarity on all uncertainty, and confirmation that the condition 
should have been accounted for at its commencement, if no uncertainties had existed. 
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Assume that each of the dotted lines A to E refers to a material debtor who is experiencing 
financial problems. Whereas it is uncertain at the outset whether the debt will be recovered 
(start of the dotted line), it becomes certain that the debtor is insolvent and that the 
account should therefore be written off (end of the dotted line). 

7777.1.1.1.1    Case ACase ACase ACase A    
Case A does not present a problem. Because the uncertainty about the possible recovery of the 
debt is resolved before the end of the reporting period, the write-off can take place in 20.13. 

7777.2.2.2.2    Case BCase BCase BCase B    

Case B is an uncertain situation that exists at the end of the reporting period 
(31 December 20.13) and the outcome of the situation will only become known at a later 
date. In this example, uncertainty exists about the collectability of the debt prior to the end 
of the reporting period. The final confirmation of the irrecoverability of the debt is only 
received after the end of the reporting period. This information can be used to report the 
irrecoverability of the debt at 31 December 20.13, notwithstanding the fact that the final 
confirmation of irrecoverability was only received after this date. In terms of the criteria for 
recognition of items in the financial statements (refer to chapter 2), this treatment is 
correct, because the item meets the requirements of an element in the financial statements 
(an asset decreased and an expense was created); it is probable that the economic benefit 
associated with the item will be lost, and the item can be measured reliably. The loss 
allowance for credit losses should therefore be reviewed and updated with the new lifetime 
expected credit losses. The expected credit loss model is described in IFRS 9, Financial 
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Instruments (refer to chapter 18). Case B may, however, also be an event after the 
reporting period. If the possible irrecoverability of the debt was not known on 31 December 
20.13, but only became known once the threatening insolvency had become known (end of 
the dotted line), Alpha Ltd could still have made the entry before 31 December 20.13 as 
additional information was obtained concerning the circumstances that already existed at 
the end of the reporting period.  

 Events after the reporting period therefore take place after the reporting date; they 
either provide additional proof of uncertain circumstances that already existed at the end of 
the reporting period (as in Case B), although the uncertain events need not have been 
known at the end of the reporting period, or they refer to circumstances that only arose after 
the reporting period (as in Case C). 

The words “conditions that existed at the end of the reporting period” are unfortunate.  

 “Conditions” refers to uncertain circumstances at the end of the reporting period, not 
to the existence of assets. 

To use an example: the destruction of uninsured stock as a result of floods after the 
reporting period does not refer to conditions that existed at the end of the reporting period 
and therefore cannot be accounted for at the end of the reporting period. This does not 
mean, however, that the event can never be recognised, but only that it should not be 
treated under the rules pertaining to adjusting post-reporting period events. The treatment 
of the event will eventually take place under either the general rules aimed at achieving fair 
presentation, or the rules applicable when the going concern concept no longer applies. 

If the uncertain circumstances were known at the end of the reporting period, the rules 
applicable to impairment losses on financial instruments would have applied. If not, the 
write-offs would have taken place in accordance with the rules applicable to events after the 
reporting period. 

7777.3.3.3.3    Case CCase CCase CCase C    
Case C is classified as an event that occurred after the reporting period, because it did 
indeed take place after the end of the reporting period. But it differs from Case B, because 
the uncertain events arose only after the reporting period, whereas in Case B, the events 
arose before the end of the reporting period. Alpha Ltd’s debtor now encountered problems 
only after the reporting period. It is therefore apparent that there are two categories of 
events: those presenting additional information on uncertain conditions that existed at the 
end of the reporting period (Case B) and those that only arose after the reporting period. 
Events such as those in Case C should not be recognised in the current financial year, 
because they do not refer to conditions that existed at the end of the reporting period. The 
circumstances should, however, be disclosed to users in a note, if the fair presentation of 
the financial statements is likely to be affected by non-disclosure, or if the going concern 
concept is no longer applicable and the financial statements are therefore not qualitatively 
reliable. (Refer to chapter 2.)  

7777.4.4.4.4    Case DCase DCase DCase D    
As Case D does not refer to circumstances that existed prior to the end of the reporting 
period, it is not recognised in the current financial year. As with Case C, disclosure in a note 
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should be considered, but greater circumspection is required than with Case C, because the 
confirmed event in Case C took place prior to the authorisation of the financial statements, 
and the concept of reliability (refer to chapter 2) is therefore applicable. In Case D, 
however, this does not apply. 

7777.5.5.5.5    Case ECase ECase ECase E    
Case E refers to circumstances that already existed prior to the end of the reporting period. 
There is no fundamental difference between this Case and Case B. The only difference is 
that, in Case B, the event that took place after the reporting period enables us to account 
correctly for the circumstances. In Case E, however, this benefit is not available and the 
principles applicable to the expected credit loss model as described in IFRS 9, Financial 
Instruments are applied. 

    Example Example Example Example 6666.1: Events after the reporting period.1: Events after the reporting period.1: Events after the reporting period.1: Events after the reporting period    
In all the examples mentioned below, the end of the reporting period of Beta Ltd is 
31 December 20.13, and the annual financial statements are authorised for issue on 
30 March 20.14. 
No recognition No recognition No recognition No recognition     
On 15 February 20.14, half of the inventories of Beta Ltd were destroyed by a fire, which 
resulted in a loss of R250 000 to the company. Of the inventories destroyed, R120 000 was 
on hand on 31 December 20.13. Because the event does not refer to a condition that 
existed at the end of the reporting period, it will not be provided for in the financial year 
ended 31 December 20.13. If, however, the loss of R250 000 has been so material that its 
non-disclosure would influence the decisions of the users of the financial statements, 
disclosure could be required. If the company was no longer a going concern as a result of 
the loss, the loss should be provided for, but not in accordance with the rules governing 
events after the reporting period. 

Extract from the notes for the year ended 31 DExtract from the notes for the year ended 31 DExtract from the notes for the year ended 31 DExtract from the notes for the year ended 31 Deeeecember cember cember cember 20.1320.1320.1320.13    
37.37.37.37.        Events after the reporting periodEvents after the reporting periodEvents after the reporting periodEvents after the reporting period    
On 15 February 20.14, half of the inventories of the entity were destroyed by a fire. The 
amount of the loss of inventories is estimated at R250 000. 
RecogniseRecogniseRecogniseRecognise    
On 5 January 20.14, one of Beta Ltd’s significant debtors was liquidated. On 
31 December 20.13, the carrying amount of debtors in the financial records of Beta Ltd 
included an amount of R600 000 relating to this debtor. Beta Ltd will only be entitled to a 
liquidation dividend of R100 000. Closer investigation revealed that the debtor had been 
experiencing financial difficulties for quite some time, but this was covered up by means of 
inappropriate accounting practices. The conditions that led to the weakened financial 
position of the debtor already existed on 31 December 20.13, although Beta Ltd only came 
to know of it five days later. This event should therefore be recognised in the financial 
statements for the year ended 31 December 20.13 as an adjusting post-reporting period 
event.  
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    Example Example Example Example 6666.1: Events after the reporting period.1: Events after the reporting period.1: Events after the reporting period.1: Events after the reporting period    (continued)(continued)(continued)(continued)    
Extract from the financial statements of Beta Ltd for the year ended 31 December Extract from the financial statements of Beta Ltd for the year ended 31 December Extract from the financial statements of Beta Ltd for the year ended 31 December Extract from the financial statements of Beta Ltd for the year ended 31 December 20.1320.1320.1320.13    

Extract from tExtract from tExtract from tExtract from the statement of profit or loss and other comprehensive income for the year he statement of profit or loss and other comprehensive income for the year he statement of profit or loss and other comprehensive income for the year he statement of profit or loss and other comprehensive income for the year 
ended 31ended 31ended 31ended 31    DeceDeceDeceDecemmmmberberberber    20.1320.1320.1320.13 

Other expenses (xxx + (600 000 – 100 000)) XXX  
Profit before tax (xxx – 500 000) XXX  

Extract from the statement of financial position as at 31 December Extract from the statement of financial position as at 31 December Extract from the statement of financial position as at 31 December Extract from the statement of financial position as at 31 December 20.1320.1320.1320.13 
Current assetsCurrent assetsCurrent assetsCurrent assets    XXX  
Trade debtors (xxx – 500 000) XXX  
Total assets XXX  

Extract from the notes for the year ended 31 December Extract from the notes for the year ended 31 December Extract from the notes for the year ended 31 December Extract from the notes for the year ended 31 December 20.1320.1320.1320.13    
Note (first example)Note (first example)Note (first example)Note (first example)    
On 31 December 20.13, Beta Ltd has an investment of R10 million in a listed company. On 
15 January 20.14, the market value of the investment was R6 million. On 15 March 20.14, 
the market value showed no sign of recovery. As the event does not refer to circumstances 
that existed at the end of the reporting period, it is categorised as a non-adjusting event. The 
loss of R4 million appears to be material and should therefore be disclosed as follows in the 
financial statements: 
37.37.37.37.        Events after the reporting periodEvents after the reporting periodEvents after the reporting periodEvents after the reporting period 
The market value of the investment of R10 million in a listed company declined to R6 million 
during January 20.14. The investment has not yet shown any sign of recovery, and the 
company could consequently suffer a loss of R4 million. 
Note (second example)Note (second example)Note (second example)Note (second example)    
Before the end of the reporting period (31 December 20.13) the board of directors of 
Charlie Ltd proposed a dividend of R100 000, subject to approval at the annual general 
meeting. The annual general meeting was held on 25 March 20.14 and the proposed 
dividends were declared at that meeting. The financial statements were authorised for issue 
on 30 March 20.14. 
As no obligating event had taken place by 31 December 20.13, there is no obligation and 
recognition of a liability at year end – the obligating event is the approval by the 
shareholders at the annual general meeting. The disclosure is as follows: 

Extract from the notes for the year ended 31 December Extract from the notes for the year ended 31 December Extract from the notes for the year ended 31 December Extract from the notes for the year ended 31 December 20.1320.1320.1320.13    
38.38.38.38.        Dividends declared after reporting periodDividends declared after reporting periodDividends declared after reporting periodDividends declared after reporting period 
An ordinary dividend of R100 000 related to 20.13, was proposed before the reporting date 
and declared after the reporting date at the annual general meeting held on 
25 March 20.14. The related dividend per share is Rxx,xx. 



Events after the reporting period   157
 

8888    Short and sweetShort and sweetShort and sweetShort and sweet    

 The objective of IAS 10 is to prescribe the accounting treatment of events that occur 
after the end of the reporting period. 
� These favourable and unfavourable events occur between the end of the reporting 

period and the date of authorisation for issue. 
� The end of the reporting period (reporting date) is the financial year end of the entity. 
� Authorisation date is the date at which the full board of directors approves the financial 

statements for issue. 
� Two types of events are identified: 

 – adjusting events; and 
 – non-adjusting events. 
� Adjusting events provide further evidence of conditions that existed at the end of the 

reporting period. 
� Non-adjusting events are indicative of conditions that arose after the reporting period. 
� Adjusting events are included in the financial statements. 

� Non-adjusting events require no accounting recognition, but are disclosed in the notes, 
when material. 

� Dividends declared after the reporting period are classified as non-adjusting events and 
are only disclosed in a note to the financial statements. 

� EXCEPTION: Events that emerge after the reporting period, and indicate that the going 
concern concept no longer applies, necessitate the redrafting of the financial 
statements. 
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Income taxesIncome taxesIncome taxesIncome taxes    
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1111    EvaluationEvaluationEvaluationEvaluation    criteria criteria criteria criteria     

� Understand how current tax is calculated and recognised. 
� Understand why profit before tax differs from taxable income. 
� Calculate over- and under-provisions of current tax and prepare the disclosure in the 

notes to the statement of profit or loss and other comprehensive income. 
� Understand why deferred tax is recognised as a result of temporary differences. 
� Account for the effect of temporary differences when calculating deferred tax according 

to the reporting date balance approach. 
� Understand and correctly account for the effect of tax rate adjustments when 

determining deferred tax. 
� Apply the principles for the recognition and measurement of current tax and deferred 

tax. 
� Present and disclose income taxes in the financial statements of an entity. 
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2222    Schematic Schematic Schematic Schematic rererereprepreprepresentation of IAS 12sentation of IAS 12sentation of IAS 12sentation of IAS 12    
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

    

3333    Background Background Background Background     

IAS 12, Income Taxes is applicable to: 
� South African taxes that are levied on taxable profits; 
� foreign taxes levied on taxable profits obtained from foreign sources; and  
� tax on distributions to the reporting entity withheld by subsidiaries, associates and joint 

ventures (IAS 12.2). 

 The objectiveobjectiveobjectiveobjective is to ensure that the appropriate amountappropriate amountappropriate amountappropriate amount of tax is disclosed in the 
financial statements of an entity.  

The tax expense (income) in the statement of profit or loss and other comprehensive 
income comprises both current tax and deferred tax (IAS 12.6). IAS 12 therefore prescribes 
the accounting treatment of both current and deferred tax. Current tax will be discussed in 
the next section, while deferred tax will be explained in the sections following later. 

Objective
� To ensure that the appropriate amount of tax is disclosed in the financial statements of an 

entity. 
� To prescribe the recognition, measurement and disclosure of income taxes. 

Line item in the statement of profit or loss and other 
comprehensive income 

Total of the taxes incurred by the entity on its profits: 
� Current tax 
� Deferred tax 
� Capital gains tax 

Current tax  
� Current tax 
 = taxable income × tax rate. 
� Taxable income is calculated according 

to the Income Tax Act. 
� The difference between taxable income 

and profit before tax relates to non-
taxable, non-deductible and temporary 
differences. 

� Current tax is an estimate that is 
subject to change once the final tax 
assessment is received. 

� Corrections to this estimate are shown 
as under- or over-provisions in the tax 
expense of the current period. 

Deferred tax 
� Deferred tax is recognised for 

temporary differences. 
� Temporary differences are differences 

between the tax base of an asset or 
liability and its carrying amount. 

� Current year adjustment = movement 
in the balance of deferred tax. 

� To account for deferred tax, a reporting 
date balance approach is followed. 

� A deferred tax liability represents 
income tax payable in the future when 
the carrying amount of assets and 
liabilities are recovered/settled. 

� A deferred tax asset represents 
amounts deductible in the future when 
the carrying amount of assets and 
liabilities are recovered/settled.  

� The deferred tax balance is adjusted for 
a change in tax rate. 
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The principal issue in accounting for incomes taxes is how to account for the current and 
future tax consequences of items in the financial statements. The accounting profit is 
determined by applying IFRSs, while the taxable income is determined by applying the 
Income Tax Act. The purpose of this text is not to explain all aspects of the Income Tax Act, 
but rather to explain the accounting treatment of taxation in the financial statements. The 
taxable income is normally calculated by adjusting the accounting profit for the reporting 
period with certain items that are treated differently for tax purposes. The current tax 
expense (/payable) is then based on the taxable income for the applicable year. This 
approach is illustrated in the examples that will follow. 

 The amount of tax that is payable by an entity in a specified accounting period is often 
out of proportion to the reported profit for the period. The reason for this difference is that 
the basis used for establishing the accounting profit (IFRSs) often differs from the rules used 
to determine the taxable profits (Income Tax Act). 

These differences mainly arise from the following circumstances: 
� The carrying amount of assets in the accounting records differs from the tax base of the 

assets, or amounts are expensed for accounting purposes in a particular period and 
deducted for tax purposes in a different period. 

� The carrying amount of assets is not deductible for income tax purposes, and accounting 
expenses are not deductible for income tax purposes. 

� The carrying amount of liabilities in the accounting records differs from the tax base 
thereof. 

� The carrying amount of liabilities in the accounting records is not deductible for tax 
purposes. 

� Income that is not taxable, or income that is recognised for accounting purposes in a 
specific accounting period and taxed for tax purposes in another. 

� Tax losses that are set off against taxable income in later years, thereby disturbing the 
relationship between the accounting profit and the taxable income. 

� Adjustments relating to the correction of errors and/or changes in accounting policies 
that are either taken into account in different periods for tax and accounting purposes, 
or are excluded because they are neither taxable nor deductible. 

The abovementioned items are commonly known as non-taxable, non-deductible and 
temporary differences. They are discussed in more detail later in this chapter. The  
non-taxable and non-deductible differences are never accounted for in the financial 
statements or are never taken into account in determining the taxable income (for example, 
dividends that are not taxable). These differences are merely explained in the financial 
statements (normally in the tax rate reconciliation in the note for the income tax expense). 
Deferred tax is recognised on the other (temporary) differences. The accounting treatment of 
current tax is discussed below, while a detailed discussion of deferred tax will follow later. 
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4444    Recognition and measurement of current taxRecognition and measurement of current taxRecognition and measurement of current taxRecognition and measurement of current tax    

4.14.14.14.1    Current income tax on companiesCurrent income tax on companiesCurrent income tax on companiesCurrent income tax on companies    

 Current income tax is the amount of income tax payable (recoverable) in respect of 
the taxable profit or tax loss of a company or close corporation for a tax period (IAS 12.5). 
Unpaid current tax for the current period and preceding periods is recognised as a current 
liability. Where the tax for the current and previous periods is paid in advance, a current 
asset is recognised (IAS 12.12). 

 

Overview of current tax: 

Current tax  

     

Amount of income tax payable on taxable profit for a period based on tax law 

    

Measurement:  
R 

Recognition: Dr 
R 

Cr 
R 

Accounting profit xx Current tax expense xx 
Add back:    Liability   xx 
Accounting items  
(e.g., depreciation) 

xx Tax expense usually in 
P/L, but recognises tax 
consequence where item 
was recognised 

(P/L, OCI, Equity) 

  

Include tax treatment  
(e.g., tax allowance) 

xx   

Taxable profit xx   

Current tax @ 28% xx    
     

Current tax liabilities or assets for the current and preceding periods must be assessed at 
the amount that is expected to be paid to or recovered from SARS using the tax rates and 
tax laws that have been enacted or substantively enacted at the reporting date (IAS 12.46). 
The taxable income of an entity is determined by applying the Income Tax Act.  

 The taxable income is normally calculated by adjusting the accounting profit for the 
reporting period with certain items that are treated differently for tax purposes. The current tax 
expense (payable) is then based on the taxable income for the applicable year. 

There may be various non-taxable and non-deductible differences that are never accounted 
for in the financial statements or are never taken into account in determining the taxable 
income (e.g. dividends that are not taxable, donations that are not deductible, etc.). As a 
result of these differences, the income tax expense may not be in line (28%) with the 
accounting profit.  
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 Consequently, the non-taxable, non-deductible differences and other non-temporary 
differences are explained in the financial statements (normally in the tax rate reconciliationtax rate reconciliationtax rate reconciliationtax rate reconciliation 
in the note for the income tax expense). 

Deferred tax is recognised on the other (temporary) differences between the 
accounting and tax treatments of items, as is indicated in the sections following later. 

The amount of current tax remains an accounting estimate, which may change once the 
tax return is finally received. At the end of its financial period, an entity must submit its 
income tax return to SARS. After reviewing the tax return, SARS issues a tax assessment 
indicating the final taxable amount of the entity and the tax payable by the entity. This 
amount may differ from the estimate of the entity due to, for example, certain amounts 
claimed as a deduction by the entity which may perhaps not be allowed by SARS. 

 The correction of the accounting estimate takes place in the period in which the tax 
return is received and is shown as an under- or overprovision of current tax in the tax 
expense of the current year. This correction of the current income tax expense of a 
preceding year must, in terms of IAS 12.80(b), be disclosed separately. 

For accounting purpose, the current income tax in respect of a transaction or event is 
treated in the same manner as the relevant transaction or event (IAS 12.58). This implies, 
for example, that current tax will be charged directly to profit or loss in cases in which the 
underlying transaction or event is accounted for in profit or loss. Similarly, the current tax 
will be charged directly to other comprehensive income in cases in which the underlying 
transaction or event is accounted for in other comprehensive income. A similar treatment 
applies to deferred tax. 

The examples and summary below highlight the following important aspects in respect of 
current tax: 
� calculation of taxable income; 
� calculation of current tax payable; 
� the process of paying companies tax; 
� provisional tax payments; and 
� under- and over-provisions of current tax. 

    Example 7.1: Taxable income Example 7.1: Taxable income Example 7.1: Taxable income Example 7.1: Taxable income     
The profit before tax of TX Ltd is R300 000. This amount was calculated after taking the 
following items into account: 
 RRRR    
Depreciation on property, plant and equipment (PPE) 60 000 
Dividends received 12 000 
Profit on sale of asset 10 500 
Loss on sale of asset 15 000 
Speeding fine 1 350 
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    Example 7.1: Taxable income (continued)Example 7.1: Taxable income (continued)Example 7.1: Taxable income (continued)Example 7.1: Taxable income (continued)    
The following information is also available:   
 RRRR        
Tax allowance on PPE 90 000  
Recoupment on sale of asset 18 000  
Scrapping allowance on sale of asset 12 000  
   
Calculate taxable income and current tax paCalculate taxable income and current tax paCalculate taxable income and current tax paCalculate taxable income and current tax payyyyable:able:able:able:            
Profit before tax 300 000  
Less:Less:Less:Less:    NonNonNonNon----taxable items (exempt income)taxable items (exempt income)taxable items (exempt income)taxable items (exempt income)    (12 000)  

� Dividends received (12 000)  
Plus:Plus:Plus:Plus:    NonNonNonNon----deductible itemsdeductible itemsdeductible itemsdeductible items    1 350  
� Speeding fines (not s 11(a)) 1 350  

Temporary differences (19 500)  
Depreciation on PPE 60 000  
Tax allowance on PPE (90 000) 
Profit on sale of asset (10 500) 
Recoupment on sale of asset 18 000
Loss on sale of asset 15 000
Scrapping allowance on sale of asset (12 000) 
   
Taxable income 269 850  
Current tax payable = R269 850 × 28% = R75 558 
Journal entry:Journal entry:Journal entry:Journal entry: 
 DrDrDrDr  CrCrCrCr        
 RRRR    RRRR        
Income tax expense (P/L) 75 558   

Current tax payable/SARS (SFP) (current liability)  75 558  
Recognition of current tax payable   
     
CommCommCommCommentsentsentsents: 
� Deferred tax will be recognised on the temporary differences above, as will be explained 

later. It was already included in this example for the sake of completeness. 
� The effect of the non-taxable and non-deductible differences are explained in the tax rate 

reconciliation in the notes in the financial statements, as is illustrated in example 7.4 
below. 
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Penalties and interest paid in respect of tax payments are not included in the tax expense of 
an entity. These items do not fall under the scope of IAS 12 as it does not represent a tax 
levied on taxable profit. These items would probably be presented as “other expenses” in the 
statement of profit or loss and other comprehensive income. Companies are provisional tax 
payers and are required to make provisional tax payments in terms of the Income Tax 
Act. Provisional payments are merely advance payments of the company’s estimated 
liability for normal tax for a particular year of assessment.  

SUMMARY OF PROVISIONAL TAX PAYMENTS 
Assume that the company’s reporting date is 30 June 20.17. The following provisional 
payments will be made: 

Payment Payable Date Amount 

First provisional tax 
payment, termed  
“1st 20.17”. 

Six months after 
commencement of 
tax year. 

31 December 20.16 Based on estimated 
taxable income for the 
year, not less than “base 
amount”. 50% of total 
payable. 

Second provisional tax 
payment, termed 
 “2nd 20.17”. 

At end of reporting 
period. 

30 June 20.17 Based on estimated 
taxable income for the 
year. Total payable less 
first payment. 

Third provisional tax 
payment, termed 
 “3rd 20.17”. 

Usually six months 
after the end of 
the tax year. 

31 December 20.17 Final payment to settle 
full outstanding current 
tax liability. 

 

    Example 7.Example 7.Example 7.Example 7.2222: Provisional tax payments : Provisional tax payments : Provisional tax payments : Provisional tax payments     
Tax Ltd estimates its taxable income for the year, at the time of the first provisional 
payment, as R120 000. At the time of the payment of the second provisional payment, 
new information came to light, and the adjusted estimate of taxable income for the year 
amounted to R150 000. The current tax rate is 28%. 
First provisional payment = R16 800 (R120 000 × 28 % × 50%) 
Second provisional payment = R25 200  
(R150 000 × 28%) – R16 800 (first provisional payment) 
Total provisional payments made = R42 000 (R16 800 + R25 200) 

The journal entry to account for both provisional payments is as follows: 
Dr  Current tax payable/SARS (SFP) 
 Cr  Bank (SFP)    

 Recognition of provisional tax paid  

CommentCommentCommentComment:    
� The current tax payable/SARS account is debited with these payments as they are 

considered to be prepayments of the company’s tax liability.    
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    Example 7.Example 7.Example 7.Example 7.3333: The process of paying companies tax: The process of paying companies tax: The process of paying companies tax: The process of paying companies tax    
The different stages involved in calculating companies tax, together with the applicable 
accounting entries, are illustrated below: 
First provisionalFirst provisionalFirst provisionalFirst provisional    paymentpaymentpaymentpayment (accept 1st payment is R30 000) 
J1J1J1J1  DrDrDrDr    CrCrCrCr  
 RRRR    RRRR  
Current tax payable/SARS (SFP) (current liability) 30 000  

Bank (SFP) 30 000 
Recognition of first provisional payment  

 Second provisional paymentSecond provisional paymentSecond provisional paymentSecond provisional payment (accept 2nd payment is R20 000)  
    J2J2J2J2    DrDrDrDr    CrCrCrCr    

 RRRR    RRRR  
Current tax payable/SARS (SFP) (current liability) 20 000  

Bank (SFP)  20 000 
Recognition of second provisional payment  

 Recording final tax liabilityRecording final tax liabilityRecording final tax liabilityRecording final tax liability     
The taxable income is calculated at the same time as the annual financial statements are 
finalised. The current tax payable is calculated as follows, assuming that the taxable income 
for the year amounted to R200 000 and the tax rate is 28%: 
Current tax (R200 000 × 28%) = R56 000  
The liability is recorded as follows:  
 DrDrDrDr  CrCrCrCr  
J3J3J3J3  RRRR  RRRR    
Income tax expense (P/L) 56 000  

Current tax payable/SARS (SFP)(current liability) 56 000 
 Recognition of current tax payable  

At this point in time (reporting date) the current tax payable account will appear as follows: 
Current tax payable/SARSCurrent tax payable/SARSCurrent tax payable/SARSCurrent tax payable/SARS    

  RRRR        RRRR        
 J1 Bank (1st provisional 

payment) 
J2 Bank (2nd provisional 

payment) 

30 000 
 

20 000 

J3 Income tax expense 56 000  

 Balance c/o 6 000*   
  56 000 56 000  

   Balance b/d 6 000  
* This balance is disclosed as a separate line item under current liabilities in the statement of 

financial position as “Current tax payable”. 
It is clear from the abovementioned general ledger account that the company only made 
provisional tax payments to SARS to the amount of R50 000. The company’s total tax liability is, 
however, R56 000. A further payment (third payment) of R6 000 must still be made and is 
therefore still outstanding at reporting date. 
Final (third) tax paymentFinal (third) tax paymentFinal (third) tax paymentFinal (third) tax payment – Actual tax payable according to tax assessment issued by SARS less 
the first and second provisional payments. This third payment is due within six months after the 
end of the year of assessment/financial year. 
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    Example 7.Example 7.Example 7.Example 7.3333: The process of paying companies tax (continued): The process of paying companies tax (continued): The process of paying companies tax (continued): The process of paying companies tax (continued)    
In the example above, SARS will issue the following tax assessment: 
 RRRR        
Total tax payable 56 000  
Less:Less:Less:Less: Provisional tax payments  
1st payment (30 000)  
2nd payment (20 000)  
Total amount outstanding 6 000  

 DrDrDrDr    CrCrCrCr    
 RRRR  RRRR    
Current tax payable/SARS (SFP) (current liability) 6 000  

Bank (SFP)  6 000 
Recognition of final tax payment   

The third payment will be recorded as follows: 
After this payment, the balance on the current tax payable account is Rnil. 

 

    Example 7.Example 7.Example 7.Example 7.4444: Comprehensive example : Comprehensive example : Comprehensive example : Comprehensive example ––––    current tax current tax current tax current tax     
Didi Ltd’s profit before tax for the year ended 31 March 20.14 amounted to R345 000. This 
amount is calculated after taking into account a donation to the value of R15 000 made to 
the SPCA. This donation is not deductible for tax purposes. 
On 31 March 20.13, the financial manager estimated that an amount of R18 000 was owed to 
SARS. Unfortunately, the SARS did not allow a specific amount as a deduction and on 
15 May 20.13, SARS issued the following assessment: 
 RRRR      
Total tax payable in respect of 20.13 125 250  
Less:Less:Less:Less: Provisional tax payments (1st and 2nd payments) during 20.13 105 000  
Amount outstanding in respect of 20.13 20 250  
The amount of R20 250 was paid on 1 June 20.13. As the financial manager estimated the 
outstanding tax at the end of 20.13 at R18 000, there will be an under-provision to the 
value of R2 250 in the 20.13 financial statements. 
 RRRR      
Tax payable on 31 March 20.13 according to financial manager 18 000  
Tax payable according to tax assessment – 20.13 20 250  

The amount under-provided by the financial manager for 20.13 2 250  
The following provisional payments were made in respect of the current year (20.14): 
 RRRR      
28 September 20.13 45 000  
29 March 20.14 54 000  
A tax rate of 28% is applicable. 
The only temporary difference relates to an item of plant. Depreciation for the year ended 
31 March 20.14 amounted to R4 250, while a tax allowance of R10 000 was claimed. Deferred 
tax for the current year increased with R1 610 (credit). The balance on the deferred tax account 
on 1 April 20.13 was R10 500 (credit) (carrying amount of R107 500 and tax base of R70 000). 
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    Example 7.Example 7.Example 7.Example 7.4444: Comprehensive example : Comprehensive example : Comprehensive example : Comprehensive example ––––    current tax (continued)current tax (continued)current tax (continued)current tax (continued)    
 RRRR      
Calculating current tax for 20.14:         
Profit before tax 345 000   
Plus:Plus:Plus:Plus: Donation (non-deductible expense) 15 000   
    360 000   
Temporary difference:Temporary difference:Temporary difference:Temporary difference:      
Depreciation 4 250   
Tax allowance (10 000)  
Taxable income 354 250   

Current tax (R354 250 × 28%) 99 190   

General ledger accounts: 

Current tax paCurrent tax paCurrent tax paCurrent tax payyyyable/SARSable/SARSable/SARSable/SARS    
 1/6/.13 

28/9/.13 
29/3/.14 
 
31/3/.14 

Bank (final 20.13)
Bank (1st 20.14) 
Bank (2nd 20.14) 
 
Balance c/o 

(1) 
(3) 
(3) 

 
(4) 

20 250 
45 000 
54 000 

 
190 

1/4/.13 
15/5/.13 
 
 
31/3/.14 

Balance b/d 
I/tax expense 
(Under-provision 
20.13) 
I/tax expense 

(1)
(1)

 
 

(2)

18 000 
2 250 

 
 

99 190 

 

    119 440    119 440  

    Balance b/d  190  
    Income tax expenseIncome tax expenseIncome tax expenseIncome tax expense        

 31/3/.14 
15/5/.13 
 
31/3/.14 

SARS (20.14) 
SARS (Under-
provision – 20.13)
Deferred tax 

(2) 
(1) 

 
(5) 

99 190 
2 250 

 
1 610 

31/3/.14 Profit or loss  103 050 
 
 
 

 

   103 050    103 050  

    BankBankBankBank        
     1/6/.13 

28/9/.13 
29/3/.14 

SARS (3rd 20.13) 
SARS (1st 20.14) 
SARS (2nd 20.14) 

 
(3)
(3)

20 250 
45 000 
54 000 

 

        119 250  

    Deferred taxDeferred taxDeferred taxDeferred tax        
 31/3/.14 

 
Balance c/o 
 

 
 

12 110 
 

1/4/.13 
31/3/.14 

Balance b/d 
I/tax expense 

 
(5) 

10 500 
1 610 

 

   12 110    12 110  

   1/4/.14 Balance b/d  12 110  
Explanatory notes:Explanatory notes:Explanatory notes:Explanatory notes:    
(1) The amount outstanding according to the assessment for 20.13 is more than the 

recognised balance of R18 000 at reporting date; therefore there is an under-provision 
of R2 250 in respect of 20.13. 

(2) Total current tax recognised for 20.14. 
(3) Provisional tax payments for 20.14. 
(4) Balance payable at the end of 20.14. 
(5) Increase in balance of deferred tax. 
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    Example 7.Example 7.Example 7.Example 7.4444: Comprehensive example : Comprehensive example : Comprehensive example : Comprehensive example ––––    current tax (continued)current tax (continued)current tax (continued)current tax (continued)    

Disclosure:Disclosure:Disclosure:Disclosure:    
Didi LtdDidi LtdDidi LtdDidi Ltd    

Statement of Statement of Statement of Statement of profit or loss and other profit or loss and other profit or loss and other profit or loss and other comprehensive income for the yecomprehensive income for the yecomprehensive income for the yecomprehensive income for the year ended ar ended ar ended ar ended     
31 March 20.1431 March 20.1431 March 20.1431 March 20.14 

 NoteNoteNoteNote    RRRR        
Profit before taxProfit before taxProfit before taxProfit before tax    
Income tax expense 

 
10 

345 000 
(103 050)

 

Total comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the year     241 950  

Didi LtdDidi LtdDidi LtdDidi Ltd    
Statement of financial position as at 31 March 20.14Statement of financial position as at 31 March 20.14Statement of financial position as at 31 March 20.14Statement of financial position as at 31 March 20.14 

      RRRR                                    
Equity and liabilitiesEquity and liabilitiesEquity and liabilitiesEquity and liabilities       
NonNonNonNon----ccccurrent liabilitiesurrent liabilitiesurrent liabilitiesurrent liabilities       
Deferred tax 12 110  
Current liabilitiesCurrent liabilitiesCurrent liabilitiesCurrent liabilities       
Current tax payable/SARS 190  

Didi LtdDidi LtdDidi LtdDidi Ltd        
Notes for the year ended 31 March 20.14Notes for the year ended 31 March 20.14Notes for the year ended 31 March 20.14Notes for the year ended 31 March 20.14 

10.10.10.10.    Income tax expenseIncome tax expenseIncome tax expenseIncome tax expense    
Major components of tax expense: 
� Current 
� Under-provision in respect of previous year 
� Deferred 

RRRR                          

99 190
2 250
1 610

    

Tax expense   103 050  

The tax rate reconciliation# is as follows:  
Accounting profit 345 000  

Tax at the standard rate of 28% (R345 000 × 28%) 96 600  
Under-provision in respect of previous year 2 250  
Donation not deductible (R15 000 × 28%)  4 200  
Tax expense 103 050  

20.20.20.20.    Deferred tax liabilityDeferred tax liabilityDeferred tax liabilityDeferred tax liability  
Analysis of temporary differences:  
Capital allowances on plant (R10 500 + R1 610) 12 110  

Deferred tax liability 12 110  

CommentsCommentsCommentsComments:  

� Deferred tax will be recognised on the temporary difference above, as will be explained 
later. It was already included in this example for the sake of completeness.  

 

� The tax reconciliation# could also be done by reconciling the applicable tax rate to the 
effective tax rate (as percentages). 
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4.24.24.24.2    Capital gains tax on companiesCapital gains tax on companiesCapital gains tax on companiesCapital gains tax on companies    

 Capital gains tax (part of current tax) is payable on capital gains after 1 October 2001.  

The capital gain is calculated as the difference between the proceeds on disposal of an 
asset and the “base cost” of the asset as defined in the Income Tax Act. The inclusion rate 
of capital profits is currently 66,6% for companies. This means that the total gain on 
disposal of an asset may partly be taxable and partly exempt. If the portion is a loss, it may 
be set off against other capital gains during that financial year. If the sum of all the capital 
gains and losses for the financial year results in a capital gain, 66,6% thereof must be 
included in the company’s taxable income and subjected to tax at a rate of 28%. The effect 
is thus an effective tax of 18,648%.  

If the sum of all capital gains and losses for the financial year results in a capital loss, that 
loss must be carried forward to the following year of assessment.  

    Example 7.5:Example 7.5:Example 7.5:Example 7.5:    Capital gains tax Capital gains tax Capital gains tax Capital gains tax     
Green Ltd’s profit before tax for the year ended 28 February 20.16 amounted to R810 000. 
This amount is calculated after taking into account a profit on the disposal of land of 
R10 000. During the current year Green Ltd sold a piece of land (cost of R500 000) for 
R510 000. The inclusion rate for capital gains is 66,6%. The tax rate for companies is 28%. 
 RRRR      
Calculating current tax:Calculating current tax:Calculating current tax:Calculating current tax:            
Profit before tax 810 000         
Minus: Accounting profit on sale of land (10 000)     
Plus: Inclusion of capital gain at 66,6% (10 000 × 66,6%) 6 660   
Taxable income 806 660   

Current tax (R806 660 × 28%) 225 865   

Disclosure:Disclosure:Disclosure:Disclosure:    

Green LtdGreen LtdGreen LtdGreen Ltd        
Notes for the year ended 28 February 20.16Notes for the year ended 28 February 20.16Notes for the year ended 28 February 20.16Notes for the year ended 28 February 20.16 

10.10.10.10.    Income tax expenseIncome tax expenseIncome tax expenseIncome tax expense    
Major components of tax expense: 
� Current tax 

RRRR                          

225 865 

    

Tax expense  225 865  

The tax rate reconciliation is as follows:  
Accounting profit 810 000  

Tax at the standard rate of 28% (R810 000 × 28%) 226 800  
Portion of capital gains on disposal of land not taxed  
((R10 000 × 33,4%) × 28%)  (935)

 

Tax expense 225 865  
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5555    Nature of deferred taxNature of deferred taxNature of deferred taxNature of deferred tax    
Overview of deferred tax: 

Deferred tax 

     

Recovery or settlement of carrying amount of assets and liabilities will make future tax payments 
larger or smaller than they would have been if they had no tax consequence  

= recognised deferred tax, with limited exceptions 
     

Carrying  
   amount – Tax base = Temporary 

   difference 
 

      
     

Some temporary 
differences are exempt 

Taxable: 
Deferred tax 

liability 

Deductible: Deferred tax asset 
(to the extent probable that could utilise) 

       

Measurement: 
� Tax rate expected to apply when 

temporary differences reverse; 
� Based on manner in which carrying 

amount expected to be recovered or 
settled. 

 Recognition: 
Movement in deferred tax 
balance usually in P/L, but 
recognises tax consequence 
where item was recognised 
(P/L, OCI, Equity) 

 

Detailed disclosure 

 

As mentioned earlier, there may be various differences between the treatment of items for 
accounting and tax purposes. For example, an asset may be depreciated evenly over five 
years for accounting purposes, while it may be claimed as capital allowances over four years 
on a 40/20/20/20 basis for tax purposes. Furthermore, some cash receipts/expenditures 
may be recognised as income/expense in one year for accounting purposes, while it is 
taxable/deductible in a different period. These differences are accounted for by recognising 
deferred tax. Deferred tax arises as a result of differences between the carrying amounts of 
assets and liabilities presented in the statement of financial position determined in 
accordance with the International Financial Reporting Standards (IFRSs), and their carrying 
amounts (tax bases) determined in accordance with the Income Tax Act (referred to as 
temporary difference – see section below). Deferred tax is regarded as an 
obligation/asset that will be payable or recoverable at a future date when an entity recovers 
or settles it assets and liabilities at their carrying amounts. 
 

 A deferred tax liabilitydeferred tax liabilitydeferred tax liabilitydeferred tax liability is the amount of income tax payable in future periods in 
respect of taxable temporary differences (IAS 12.5). A deferred tax asset deferred tax asset deferred tax asset deferred tax asset is the amount of 
income tax that will be recoverable in future periods in respect of:  
� deductible temporary differences;  
� the carry-forward of unused tax losses; and  
� the carry-forward of unused tax credits (IAS 12.5). 



172   Introduction to IFRS – Chapter 7 
 

To account for deferred tax, a reporting date balance approach is followed. The 
deferred tax balance is recalculated at the end of each reporting period based on the 
temporary differences as at the reporting date. This recalculated balance is compared to the 
balance at the end of the previous reporting period, and the increase/decrease is normally 
recognised and presented in profit or loss as part of the income tax expense line item. 

It is inherent in the recognition of an asset or liability that an entity expects to recover or 
settle the carrying amount of that asset or liability (refer to the concept of the “future 
economic benefits” in the definitions of assets or liabilities in the Conceptual Framework for 
Financial Reporting). If it is probable that recovery or settlement of that carrying amount 
will make future tax payments larger (smaller) than they would be if such recovery or 
settlement were to have no tax consequences, IAS 12 requires an entity to recognise a 
deferred tax liability (deferred tax asset), with certain limited exceptions.  
The concept of deferred tax can simplistically be explained as follows (IAS 12.16 and .25): 

    Example 7.Example 7.Example 7.Example 7.6666: Basic explanation of the concept of deferred tax: Basic explanation of the concept of deferred tax: Basic explanation of the concept of deferred tax: Basic explanation of the concept of deferred tax    
A company bought an item of plantplantplantplant for R120 000 at the beginning of the year. Depreciation 
for the year amounted to R20 000 and the tax allowance amounted to R40 000. At the end 
of the year, the carrying amount is R100 000 (R120 000 – R20 000) and the tax base is 
R80 000 (R120 000 – R40 000). 
Following from the definition of an asset (see the Conceptual Framework), the company 
expects to receive future economic benefits of R100 000 from this asset. When it receives 
these benefits, the company will receive tax allowances of R80 000 in total. This implies that 
the company will have a taxable profit of R20 000 (R100 000 – R80 000) on which R5 600 
(R20 000 × 28%) tax would be payable. Thus the net future economic benefits are only 
R94 400 (R100 000 – R5 600). The company cannot then recognise an asset at R100 000 
from which net economic benefits of R94 400 are expected.  
To achieve the correct effect in the statement of financial position, the company would 
recognise a deferred tax liability of R5 600, resulting in an asset of R100 000 and a liability 
of R5 600. The net amount (R94 400) reflects the future expected benefits of R94 400, as 
calculated above. 
The company also recognised a liability liability liability liability for accrued leavefor accrued leavefor accrued leavefor accrued leave of R5 000 at the end of the year 
which will be settled in cash during the next year. The payment of the accrued leave will be 
deductible for tax purposes when paid in cash. 

Following from the definition of a liability (see the Conceptual Framework), the settlement of 
the liability will result in an outflow from the company of resources embodying economic 
benefits. When it settles the leave liability, the company will receive a tax deduction of 
R5 000. This implies that the company will save R1 400 (R5 000 × 28%) on the tax 
payment. Thus the net outflow of resources embodying economic benefits is only R3 600 
(R5 000 – R1 400). The company cannot then recognise a liability at R5 000 which will only 
result in an outflow of net economic benefits of R3 600.  
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    Example 7.Example 7.Example 7.Example 7.6666: Basic explanation of the concept of deferred tax (continued): Basic explanation of the concept of deferred tax (continued): Basic explanation of the concept of deferred tax (continued): Basic explanation of the concept of deferred tax (continued)    
To achieve the correct effect in the statement of financial position, the company would 
recognise a deferred tax asset of R1 400, resulting in a liability of R5 000 and an asset of 
R1 400. The net amount (R3 600) reflects the expected future net outflow of R3 600, as 
calculated above. 
CommentsCommentsCommentsComments:  
� The fundamental principle of IAS 12 is that an entity must recognise a deferred tax liability 

or asset whenever recovery or settlement of the carrying amount of an asset or liability 
would make futurefuturefuturefuture tax payments larger or smaller than they would be if such recovery or 
settlement were to have no tax consequences. 

� The recovery of the carrying amount of the plant will make future tax payments largerlargerlargerlarger (by 
R5 600) than they would be if such recovery were to have no tax consequences. Therefore, 
a deferred tax liabilityliabilityliabilityliability is recognised. 

� The settlement of the carrying amount of the liability for the accrued leave will make future 
tax payments smallersmallersmallersmaller (by R1 400) than they would be if such settlement were to have no 
tax consequences. Therefore, a deferred tax assetassetassetasset is recognised. 

 

The accrual concept (see the Conceptual Framework) requires that the effects of a 
transaction should be recognised in the periods in which it occurs, even if the resulting cash 
flow (and also tax effect) occurs in a different period. Therefore, the tax effect of a 
transaction should be recognised in the same period, even if the transaction is only taxed/ 
deducted in a different period for tax purposes. As such, the income tax expense consists of 
current tax and deferred tax. 

    Example 7.7: Deferred tax Example 7.7: Deferred tax Example 7.7: Deferred tax Example 7.7: Deferred tax as part of the income tax as part of the income tax as part of the income tax as part of the income tax expenseexpenseexpenseexpense    
A company’s profit before tax for two years amounted to R100 000 during each year. 
During year 1, the company recognised an expense and a provision for warranties of 
R10 000. This amount was paid in cash in year 2 and SARS only allowed the deduction in 
year 2. 
 

 Calculation of current tax:Calculation of current tax:Calculation of current tax:Calculation of current tax:    Year 1Year 1Year 1Year 1        Year 2Year 2Year 2Year 2    
  RRRR        RRRR      
 Accounting profit 100 000   100 000  
 Temporary differences 10 000   (10 000)  
 Reversal of accounting expense for warranties 10 000  –   
 Tax deduction for warranties paid –  (10 000)  
    
 Taxable income 110 000   90 000   

 Current tax (at 28%) 30 800   25 200   
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It is clear that the actual current tax is not 28% of the accounting profit (R28 000) due to 
the different treatment of the warranty expenses under IFRSs and the Income Tax Act. 
Under the concept of deferred tax as explained in the example above, a deferred tax asset 
of R2 800 will be recognised at the end of year 1 (the payment for the warranties is 
deductible in year 2). The deferred tax asset will again be reversed during year 2 as the 
temporary difference does not exist anymore at the end of year 2. 
The company’s profit or loss will then be as follows: 
 

  Year 1Year 1Year 1Year 1        Year 2Year 2Year 2Year 2    
  RRRR        RRRR      
 Profit before tax 100 000   100 000  
 Income tax expense (28 000)  (28 000)  
 Current tax (30 800) (25 200)  
 Deferred tax 2 800  (2 800)  
    
 Profit after tax 72 000   72 000   
     

CommentCommentCommentComment:    
� The recognition of deferred tax results in the tax expense being in line (28%) with the 

accounting profit. The tax effect of the transaction is recognised in the period in which the 
transaction occurs, even if the tax realises in a different period. 

� The recognition of deferred tax is only a book entry and does not influence the current tax 
payable to SARS. 

 

To calculate and recognise deferred tax, an entity basically needs to determine the 
following: 
� the carrying amount of the asset or liability; 
� the tax base thereof; 
� the difference between the carrying amount and the tax base and whether this 

temporary difference is taxable, deductible or exempt; 
� the applicable measurement of the deferred tax balance; and 
� the movement between the newly calculated deferred tax balance and the balance at 

the end of the preceding period. 

The resultant deferred tax movement is accounted for in the same way as the transaction or 
event was recognised. For example, if the transaction was recognised within profit or loss, 
the tax consequence is also recognised within profit or loss, and if the transaction was 
recognised within other comprehensive income, the tax consequence is also recognised 
within other comprehensive income. All these concepts are discussed in detail below. 

6666    Temporary differencesTemporary differencesTemporary differencesTemporary differences    

 In terms of IAS 12, the recognition of deferred tax, either as a deferred tax liability or 
as a deferred tax asset, is based on temporary differences.temporary differences.temporary differences.temporary differences. 
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Temporary differences are differences between the tax base of an asset or liability and its 
carrying amount in the statement of financial position (IAS 12.5). At the end of each 
reporting period, these differences are used to determine the deferred tax liability or asset 
in the statement of financial position.  
In the section on current tax above, some differences between the treatment of items for 
accounting and tax purposes were evident. Some of those differences related to items that are 
never taxable or deductible (such as dividends received or fines). The effect of such differences 
was that the tax expense was not equal to 28% of the accounting profit and they were 
disclosed in the tax rate reconciliation. As the word suggest, temporary differences however, 
relates to differences that are only of a temporary nature. For example, an item of plant may 
be depreciated differently (different amounts per period and over different periods) for 
accounting and tax purposes. However, the nature of the difference is only temporary, as the 
whole amount of the cost of the plant will be depreciated over time and the same total amount 
will be allowed as a tax allowance (albeit in different periods). Other items may only be 
taxed/deductible in a different period to the accounting treatment, but the same amount will be 
taken into account. Deferred tax is recognised on such temporary differences. 

The recognition of deferred tax can be explained schematically as follows: 

Carrying amount of asset/ 
liability LESS Tax base of 

asset/liability = Temporary difference 

    

Temporary difference MULTIPLIED 
BY Tax rate = 

Deferred tax balance 
(asset/liability) in statement  

of financial position 

    

Deferred tax balance 
(asset/liability) of Year 2 

LESS 

Deferred tax 
balance 

(asset/liability) 
of Year 1 

= 

Movement in deferred tax  
in statement of profit or  

loss and other 
comprehensive income  

or equity 

 

 Temporary differences are divided into two categories, namely taxabletaxabletaxabletaxable temporary 
differences and deductibledeductibledeductibledeductible temporary differences.... 

The fundamental principle that underlies the determination of all temporary differences is that 
an entity must recognise a deferred tax liability or asset whenever recovery or settlement of 
the carrying amount of an asset or liability would make future tax payments larger or smaller 
than they would be if such recovery or settlement were to have no tax consequences. 
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Temporary differences can be explained schematically as follows: 

 TEMPORARY DIFFERENCE   

   
   
   

 
TAXABLE 

temporary difference  
 

 
DEDUCTIBLE 

temporary difference  

     
     
Recognise deferred tax liability (income tax 
payable in future periods) 
Assets: Carrying amount > Tax base 
Liabilities: Carrying amount < Tax base 

 Recognise deferred tax asset (income tax 
recoverable in future periods)  
Assets: Carrying amount < Tax base 
Liabilities: Carrying amount > Tax base 

The chapter commences with a discussion and examples of the identification of the tax base 
of assets and liabilities, followed by a discussion of taxable temporary differences and 
deductible temporary differences. A number of temporary differences between the carrying 
amounts and tax bases of various assets and liabilities will first be discussed and illustrated 
individually in the following examples, after which all the taxable temporary differences from 
these example will be summarised in example 7.17 with the deductible temporary 
differences summarised in example 7.19. Thereafter, the current and deferred tax treatment 
for all these temporary differences will be presented in a comprehensive example (7.20) in 
order to illustrate the full tax effect of these temporary differences. 

6666.1.1.1.1    Tax baseTax baseTax baseTax base    
As already mentioned, temporary differences are differences that arise between the tax base 
and the carrying amount of assets and liabilities in the statement of financial position. It is 
therefore important to be able to determine the tax base of both assets and liabilities. 

 The tax base of an asset or a liability is the amount attributed to that asset or liability for 
tax purposes (IAS 12.5). 

The tax base can be explained schematically as follows: 

TAX BASE    
   

 ASSET    LIABILITY  

Amount deductible for tax purposes against 
future economic benefits (when carrying 
amount of the asset is recovered).  
If economic benefits are not taxable: tax base 
= carrying amount. 

 Carrying amount less amount deductible for 
tax purposes in future periods. 
Revenue received in advance: Carrying 
amount less revenue not taxable in future 
periods. 

6666.1.1.1.1.1.1.1.1    AssetsAssetsAssetsAssets    
The tax base of an asset is dependent on whether the future economic benefits arising from 
the recovery of the carrying amount of the asset are taxable, or not. If the future economic 
benefits are taxable, the tax base is the amount that will be deductible for tax purposes. 
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Where the economic benefits are not taxable, the tax base of the asset is equal to its 
carrying amount, for example trade receivables where the sales have already been taxed 
(IAS 12.7). 

The tax base of an asset can be explained schematically as follows: 

Is the future taxable income associated with the asset taxable? 

   

   

Yes 
(e.g. Property, plant and equipment) 

No 
(e.g. Trade receivables) 

   

   

Tax base 
= amount that will be deductible for tax 

purposes in the future 

Tax base 
= carrying amount 

 

    Example 7.Example 7.Example 7.Example 7.8888: Tax base of property, plant and equipment: Tax base of property, plant and equipment: Tax base of property, plant and equipment: Tax base of property, plant and equipment    
At the end of the reporting period, a company has plant with a cost of R200 000 and 
accumulated depreciation of R40 000. For tax purposes, the South African Revenue Service 
(SARS) has allowed a tax allowance of R50 000 on the plant. 
 Carrying amountCarrying amountCarrying amountCarrying amount    

RRRR    
Tax baseTax baseTax baseTax base    

RRRR    
Temporary differenceTemporary differenceTemporary differenceTemporary difference    

RRRR    
Plant * 160 000 150 000 10 000
* (R200 000 – R40 000); (R200 000 – R50 000) 

CommentsCommentsCommentsComments:    
� The profit generated by the plant as it is used (carrying amount recovered) will be taxable 

in the future, and if the plant is sold at a profit, the profit will also be taxable to the extent 
that it represents a recoupment of the tax allowances, and capital gains tax is also 
applicable. 

� The remaining tax base of the plant is deductible as a tax allowance and/or a scrapping 
allowance against taxable income in future periods.   
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    Example 7.Example 7.Example 7.Example 7.9999: Tax base of dividends r: Tax base of dividends r: Tax base of dividends r: Tax base of dividends reeeeceivableceivableceivableceivable    
A company recognises a debit account “Dividends receivable” in the statement of financial 
position for dividends of R60 000 receivable from a listed investment. Dividends are not 
taxable. 
 Carrying amountCarrying amountCarrying amountCarrying amount  

RRRR    
Tax baseTax baseTax baseTax base    

RRRR    
Temporary diffeTemporary diffeTemporary diffeTemporary differrrrenceenceenceence    

RRRR    
Dividends receivable 60 000 60 000 –

CommentCommentCommentComment:    
� When the dividend receivable is recovered (i.e. received in cash) the amount is not 

taxable. Therefore, the tax base of the asset equals the carrying amount. Thus no 
temporary difference arises. 

� No deferred tax will be recognised. As mentioned earlier, the fundamental principle is that 
deferred tax is only recognised if the recovery of the carrying amount of the asset (dividends 
receivable) will make future tax payments larger than they would be if such recovery were to 
have no tax consequences. The receipt of the dividend will have no tax effect in future. 

 
 

    Example 7.Example 7.Example 7.Example 7.10101010: Tax base of trade recei: Tax base of trade recei: Tax base of trade recei: Tax base of trade receivvvvablesablesablesables    
A company’s trade receivables balance at the end of the reporting period amounted to 
R86 000. 
 Carrying amountCarrying amountCarrying amountCarrying amount    

RRRR    
Tax baseTax baseTax baseTax base  

RRRR    
Temporary diffeTemporary diffeTemporary diffeTemporary differrrrenceenceenceence  

RRRR    
Trade receivables 86 000 86 000 –  

CommentCommentCommentComment:    
� When the carrying amount of the receivables is recovered (i.e. received in cash), the 

amount will not be taxable since it was already taxed when the revenue was recognised 
(sales). As the future economic benefits are not taxable, the tax base equals the carrying 
amount.   

  

    Example 7.Example 7.Example 7.Example 7.11111111: Tax base of capitalised d: Tax base of capitalised d: Tax base of capitalised d: Tax base of capitalised deeeevelopment costsvelopment costsvelopment costsvelopment costs    
A company capitalised development costs of R320 000 during the year. An amount of 
R50 000 was recognised as an amortisation expense. Assume SARS will allow the 
capitalised cost to be written off over a period of four years as a tax allowance. The 
temporary difference is calculated as follows at the end of the reporting period: 
 Carrying amountCarrying amountCarrying amountCarrying amount    

RRRR    
Tax baseTax baseTax baseTax base    

RRRR    
Temporary diffeTemporary diffeTemporary diffeTemporary differrrrenceenceenceence    

RRRR    
Development costs * 270 000 240 000 30 000 
* (R320 000 – R50 000); (R320 000 – (R320 000 × 25%))  

CommentsCommentsCommentsComments:    
� The development costs will generate taxable economic benefits as the carrying amount 

is recovered. 
� The balance of R240 000 of the tax base will be deductible for tax purposes over the 

remaining three years. 
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Some items are not recognised as assets in the statement of financial position, because 
they have already been written off as expenses, but these assets may still have a tax base 
that results in a temporary difference (IAS 12.9). 

    ExaExaExaExample 7.mple 7.mple 7.mple 7.12121212: Tax base of research costs: Tax base of research costs: Tax base of research costs: Tax base of research costs    
During the year, a company paid for research costs of R10 000 in cash and immediately 
wrote the expense off to the statement of profit or loss and other comprehensive income in 
terms of IAS 38. For tax purposes, these costs relate to a capital asset. Assume SARS allows 
research costs to be deducted over three years on a 50/30/20 basis. 
 Carrying amountCarrying amountCarrying amountCarrying amount  

RRRR    
Tax baseTax baseTax baseTax base  

RRRR    
Temporary diffeTemporary diffeTemporary diffeTemporary differrrrenceenceenceence    

RRRR    
Research costs (*) – 5 000 (5 000)
(*) (R10 000 – (R10 000 × 50%)) 

CommentCommentCommentComment:    
� The temporary difference arose from the fact that the total expense is not immediately 

deductible for tax purposes. The tax base is the amount that is deductible against future 
taxable income, namely (30% + 20%) × R10 000. 

 

6666.1.2.1.2.1.2.1.2    Liabilities and revenueLiabilities and revenueLiabilities and revenueLiabilities and revenue    received in advancereceived in advancereceived in advancereceived in advance    
The tax base of a liability is 
� the carrying amount (for accounting purposes), less any amount that will be deductible 

in future periods for tax purposes in respect of that liability (IAS 12.8).  
The tax base of revenue received in advance is  
� its carrying amount, less any amount of the revenue that will not be taxable (thus 

revenue already taxed or revenue that will never be taxed) in future periods (IAS 12.8). 

    Example 7.Example 7.Example 7.Example 7.13131313: Tax base of a long: Tax base of a long: Tax base of a long: Tax base of a long----term loan and interest accruedterm loan and interest accruedterm loan and interest accruedterm loan and interest accrued    
A company received a 12% long-term loan of R800 000 at the beginning of the year. At the 
end of the reporting period, no capital has been repaid and no interest has been paid. 
 Carrying amountCarrying amountCarrying amountCarrying amount    

RRRR    
Tax baseTax baseTax baseTax base  

RRRR    
Temporary differenceTemporary differenceTemporary differenceTemporary difference    

RRRR    
Loan (Capital) (800 000) (800 000) – 
Interest expense accrued (96 000) (96 000) – 

CommentsCommentsCommentsComments:    
� The repayment of the loan does not have tax implications; therefore nothing is to be 

deducted from the carrying amount. In terms of the definition, the carrying amount and 
the tax base are therefore the same (carrying amount of R800 000 lesslesslessless amount 
deductible in future, i.e. Rnil). 

� Interest is deductible for tax purposes as it is incurred (accrued). Thus there will be no 
future tax deduction (carrying amount of R96 000 lesslesslessless amount of Rnil deductible in 
future). 
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    Example 7.Example 7.Example 7.Example 7.14141414: Tax base of liabil: Tax base of liabil: Tax base of liabil: Tax base of liabiliiiitiestiestiesties    
A company recognised the following items at reporting date: 
Water and electricity accrual R1 250 
Leave pay accrual R4 500 
The leave pay accrual was created for the first time in the current year and SARS only allows 
the expense when it is paid in cash to employees.  

 Carrying amountCarrying amountCarrying amountCarrying amount  
RRRR    

Tax baseTax baseTax baseTax base  
RRRR    

Temporary diTemporary diTemporary diTemporary diffffferenceferenceferenceference    
RRRR    

Water and electricity accrual 
Leave pay accrual 

(1 250) 
(4 500) 

(1 250) 
– 

– 
(4 500) 

CommentsCommentsCommentsComments:       

� The water and electricity expense has already been allowed as a deduction for income 
tax purposes in the current year because the service has already been provided to the 
company. It is in the tax year in which the liability for the expenditure is incurred, and not 
in the tax year in which it is actually paid, that the expenditure is actually incurred for the 
purposes of s 11(a) of the Income Tax Act. Consequently, no further amounts will be 
deductible for tax purposes in future periods and the tax base is therefore equal to the 
carrying amount (carrying amount of R1 250 lesslesslessless amount of Rnil deductible in future). 

� The leave pay accrual is only deductible for tax purposes once it has been paid. The tax 
base is therefore R4 500 – R4 500 = Rnil or, the carrying amount lesslesslessless the amount that 
will be deductible for income tax purposes in future. 

 

 

    Example 7.Example 7.Example 7.Example 7.15151515: Tax base of revenue r: Tax base of revenue r: Tax base of revenue r: Tax base of revenue reeeeceived in advanceceived in advanceceived in advanceceived in advance    
At year end, a company created a current liability of R380 for subscriptions received in 
advance. The subscriptions received are taxed immediately as the company has received 
them in cash. 
 Carrying amountCarrying amountCarrying amountCarrying amount    

RRRR    
Tax baseTax baseTax baseTax base  

RRRR    
Temporary  diffeTemporary  diffeTemporary  diffeTemporary  differrrrenceenceenceence    

RRRR    
Subscriptions received in advance (380) – (380) 

CommentCommentCommentComment:    
� The tax base of the subscriptions received in advance is R380 – R380 = Rnil, or the 

carrying amount of the liability lesslesslessless any amount of the revenue that will not be taxable in 
future periods (i.e. the full amount in this instance). 
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    Example 7.Example 7.Example 7.Example 7.16161616: Tax base of allowance for credit losses on trade recei: Tax base of allowance for credit losses on trade recei: Tax base of allowance for credit losses on trade recei: Tax base of allowance for credit losses on trade receivvvvablesablesablesables    
A company’s trade receivables balance at the end of the reporting period amounted to 
R74 000 after an allowance for credit losses of R12 000. Assume SARS allows a deduction 
of 25% on credit losses. 
 Carrying amountCarrying amountCarrying amountCarrying amount  

RRRR    
Tax baseTax baseTax baseTax base    

RRRR    
Temporary diffeTemporary diffeTemporary diffeTemporary differrrrenceenceenceence  

RRRR    
    

Trade receivables  74 000  83 000   (9 000)   
Gross amount  86 000  86 000   –  
Allowance for credit losses *  (12 000)  (3 000)   (9 000)  
* (R12 000 × 25%)            

CommentsCommentsCommentsComments:    
        

� When the carrying amount of the receivables is recovered (i.e. received in cash), the 
amount will not be taxable since it was already taxed when the revenue was recognised. 
As the future economic benefits are not taxable, the tax base equals the carrying 
amount. 

� The carrying amount of the allowance is R12 000. The tax base of the allowance is 
R3 000 (carrying amount of R12 000 less amount of R9 000 deductible in future). The 
temporary difference is therefore 75% of the allowance, which is deductible against 
future taxable income when the full allowance realises. 

 

6666.2.2.2.2    Taxable Taxable Taxable Taxable temporary differencestemporary differencestemporary differencestemporary differences    

 Taxable temporary differences are those temporary differences that will result in 
taxable amounts in the determination of the taxable profit or tax loss for future periods when 
the carrying amount of the asset or liability is recovered or settled (IAS 12.5). 

A deferred tax liability is recognised in respect of all taxable temporary differences. 
There are, however, a few exceptions to this rule (IAS 12.15). 

Taxable temporary differences arise in respect of assets when the carrying amount is 
greater than the tax base. 

An inherent aspect of the recognition of an asset is that the carrying amount will be 
recovered in the form of economic benefits that will flow to the entity in future periods. 
Where the carrying amount of the asset exceeds the tax base, the amount of taxable 
economic benefits exceeds the amount that is deductible for tax purposes. The difference is 
a taxable temporary difference and the obligation to pay the resulting income tax in future 
periods is a deferred tax liability (refer to the temporary difference on the plant in 
example 7.6). As the entity recovers the carrying amount of the asset, the taxable 
temporary difference reverses and the entity recognises the taxable income, which will 
result in the payment of income tax (IAS 12.16). 
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    Example 7.Example 7.Example 7.Example 7.17171717: Taxable temporary diffe: Taxable temporary diffe: Taxable temporary diffe: Taxable temporary differrrrenceenceenceence    
 Taxable temporary differences will give rise to the recognition of a deferred tax liability in the

statement of financial position at year end. Using the temporary differences illustrated in
Examples 7.8 to 7.11 the recognition of a deferred tax liability will be as follows:  

 

   CarrCarrCarrCarryyyying ing ing ing 
amountamountamountamount    

TaxTaxTaxTax    
basebasebasebase    

    

Temporary Temporary Temporary Temporary 
diffediffediffedifferrrrencesencesencesences    

Deferred tax Deferred tax Deferred tax Deferred tax 
babababallllance ance ance ance ––––    

SFP @ 28%SFP @ 28%SFP @ 28%SFP @ 28%    

MovMovMovMoveeeementmentmentment    
to P/Lto P/Lto P/Lto P/L    
@ 28%@ 28%@ 28%@ 28%    

 

             Dr/(Cr)Dr/(Cr)Dr/(Cr)Dr/(Cr)  Dr/(Cr)Dr/(Cr)Dr/(Cr)Dr/(Cr)   
   RRRR  RRRR  RRRR  RRRR  RRRR   
 7.8 Plant   160 000 150 000 10 000 (2 800) 2 800  
 7.9 Dividends receivable 60 000 60 000 – – –  
 7.10 Trade receivables 86 000 86 000 – – –  
 7.11 Development costs 270 000 240 000 30 000 (8 400) 8 400  

     (11 200) 11 200  

 CommentsCommentsCommentsComments:        

 � Taxable temporary differences arise in respect of assets when the carrying amount is 
greater than the tax base. 

 

 � The entity will recognise a deferred tax liability of R11 200.  
   

In exceptional circumstances, taxable temporary differences arise in liabilities and revenue 
received in advance where the tax base is larger than the carrying amount.  

IAS 12.15 also identifies circumstances in which a temporary difference may exist but the 
deferred tax liability is not recognised. These exceptions include deferred tax liabilities that 
arise from temporary differences on 
� the initial recognition of goodwill (refer to comment below); or 
� the initial recognition of an asset or a liability in a transaction which 
 – is not a business combination and; 
 – at the time of the transaction, affects neither accounting profit nor taxable profit 

(tax loss). 

CommentCommentCommentComment: 
� Goodwill is not an allowable deduction for tax purposes and consequently the tax base of 

the goodwill is Rnil. Although this gives rise to a temporary difference between the 
carrying amount of goodwill and its tax base, this temporary difference is not recognised 
in terms of IAS 12.15 because of the interdependent nature of the relationship between 
the determination of goodwill and the calculation of any deferred tax thereon. Any 
deferred tax recognised will reduce the identifiable net assets of the subsidiary at 
acquisition, which in turn will increase the amount of goodwill.    

� It is important to note that it is only temporary differences that arise on initial recognitioninitial recognitioninitial recognitioninitial recognition 
of assets or liabilities that are exemptexemptexemptexempt from the recognition of deferred tax (refer to the 
next example for the temporary differences that arose on the initial recognition of the 
land and the administrative buildings for which no tax allowances can be claimed). 
Temporary differences arising from subsequent remeasurement of assets or liabilities 
(for example, revaluation of property, plant and equipment) are not exempt. 

� Furthermore, temporary differences arising from a business combinationbusiness combinationbusiness combinationbusiness combination are not exemptnot exemptnot exemptnot exempt 
and deferred tax shall be recognised on all such temporary differences. 
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    Example 7.Example 7.Example 7.Example 7.18181818: Exemption from recogni: Exemption from recogni: Exemption from recogni: Exemption from recognissssing a deferred tax liabilitying a deferred tax liabilitying a deferred tax liabilitying a deferred tax liability    
Tango Ltd is a manufacturing entity. Details of the property of Tango Ltd for the year ended 
31 December 20.19 are as follows: 
 LandLandLandLand    at at at at 

costcostcostcost    
RRRR    

BuildingBuildingBuildingBuilding        
at costat costat costat cost    

RRRR    

Date brought into Date brought into Date brought into Date brought into 
useuseuseuse    

    

Building useBuilding useBuilding useBuilding use    

Stand 502, Brenton   100 000    270 000  1 January 20.15  Administrative
Stand 503, Brenton   110 000    330 000  1 January 20.15  Manufacturing 
Stand 112, Sedgefield   50 000    180 000  1 January 20.15  Commercial 
Stand 844, Seaside   120 000     420 000   1 January 20.19  Residential 
   380 000    1 200 000     
    
1. Land is not depreciated. 
2. Tango Ltd depreciates buildings on a straight-line basis over 30 years. There are no 

residual values. 
3. The tax allowances are as follows: 

The South African Revenue Service does not allow a deduction on land or on the 
administrative building. A 5% building allowance on cost is claimable on the manufacturing 
building. 

 Tango Ltd can claim a 5% allowance on the commercial building in terms of 
section 13quin of the Income Tax Act, as the building is mainly used for the purpose of 
producing taxable income. 

 Tango Ltd can write off the cost of the apartment block (residential) over 20 years as a 
tax deduction as it qualifies in terms of section 13sex for the allowance. 

4. The deferred tax liability at 31 December 20.18 was R9 520. 
5. The tax rate is 28% and the carrying amount of all buildings will be recovered through 

use. 
The deferred tax balance at 31 December 20.19 will be determined as follows: 
 CarrCarrCarrCarryyyying ing ing ing 

amountamountamountamount    
    

TaxTaxTaxTax    
basebasebasebase    

    

Temporary Temporary Temporary Temporary 
differencedifferencedifferencedifference    

Deferred tax Deferred tax Deferred tax Deferred tax 
balance @ balance @ balance @ balance @ 

28%28%28%28%        
Dr/(Cr)Dr/(Cr)Dr/(Cr)Dr/(Cr)    

Movement Movement Movement Movement 
in P/L @ in P/L @ in P/L @ in P/L @ 

28%28%28%28%    
Dr/(Cr)Dr/(Cr)Dr/(Cr)Dr/(Cr)    

 

 RRRR    RRRR  RRRR  RRRR    RRRR     
Opening balance    (9 520)     
Land   380 000 – 380 000 Exempt   
Administration building   225 000 –  225 000 Exempt   
Manufacturing building   275 000  247 500   27 500  (7 700)    
Commercial building   150 000  135 000  15 000  (4 200)    
Residential building   406 000  399 000      7 000 (1 960)   
    (13 860) 4 340   
   

    Journal entriesJournal entriesJournal entriesJournal entries     DrDrDrDr    CrCrCrCr     
   RRRR    RRRR     
 Income tax expense (P/L)   4 340  
 Deferred tax (SFP)  4 340  
 Recognition of movement in deferred    tax for the current yeartax for the current yeartax for the current yeartax for the current year  
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    Example 7.Example 7.Example 7.Example 7.18181818: Exemption from recogni: Exemption from recogni: Exemption from recogni: Exemption from recognissssing a deferred tax liability (continued)ing a deferred tax liability (continued)ing a deferred tax liability (continued)ing a deferred tax liability (continued)    

CommentsCommentsCommentsComments:    
� The tax base of the landlandlandland is Rnil as SARS does not allow a deduction on land. However, 

the deferred tax has not been recognised, because the temporary difference arises from 
the initial recognition of an asset which is not a business combination and which, at the 
time of the transaction, affected neither the accounting profit nor the taxable profit 
(IAS 12.15). The temporary difference is exempt. (The same result for the deferred tax on 
land would be achieved if the tax base is measured at the cost of land, i.e. R380 000. 
IAS 12.51B assumes that the carrying amount of non-depreciable assets (measured 
using the revaluation model in IAS 16) will be recovered through sale. The cost of the 
land would be deductible against the proceeds when the land is sold. In this example, 
the land was not revalued.) 

� The carrying amount of the administration buildingadministration buildingadministration buildingadministration building is R225 000 (R270 000 – R45 000 
(R270 000/30 × 5)) and the tax base = Rnil. However, the deferred tax has not been 
recognised, because the temporary difference arises from the initial recognition of an 
asset which is not a business combination and which, at the time of the transaction, 
affected neither the accounting profit nor the taxable profit (IAS 12.15). The temporary 
difference is exempt. 

� The carrying amount of the manufacturing buildingmanufacturing buildingmanufacturing buildingmanufacturing building is R275 000 (R330 000 – R55 000 
(R330 000/30 × 5)). The tax base is R247 500 (R330 000 – R82 500 (R330 000 × 5% 
× 5)). 

� The carrying amount of the commercial buildingcommercial buildingcommercial buildingcommercial building is R150 000 (R180 000 – R30 000 
(R180 000/30 × 5)). The tax base is R135 000 (R180 000 – R45 000 (R180 000 × 5% 
× 5)). 

� In the first year, the entity depreciates the residential buildingresidential buildingresidential buildingresidential building by R14 000 
(R420 000/30). The tax base of the building is calculated as R399 000  
(R420 000 – R21 000 (R420 000 × 5%)). 

 

6666.3.3.3.3    Deductible temporary differencesDeductible temporary differencesDeductible temporary differencesDeductible temporary differences    

 Deductible temporary differences are those temporary differences that will result in 
amounts that are deductible in the determination of the taxable profit (tax loss) in future 
periods when the carrying amount of the asset or liability is recovered or settled (IAS 12.5). 

Deductible temporary differences are usually related to recognised liabilities. An inherent 
aspect of the recognition of a liability is that the carrying amount will lead to an outflow of 
economic benefits from the entity in future periods. Where the carrying amount of the 
liability is settled, that amount paid may possibly be deductible for tax purposes, resulting in 
the entity paying less tax. 

A deferred tax asset is recognised for all deductible temporary differences to the extent 
that it is probable that future taxable profits will be available against which the asset or the 
liability can be recovered or settled (IAS 12.24). IAS 12.28 indicates that it is probable that 
future taxable profits will be available for utilisation against a deductible temporary 
difference when: 
� sufficient taxable temporary differences relating to the same tax authority and the same 

taxable entity are expected to reverse in the same period as the deductible temporary 
differences; or 
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� sufficient taxable temporary differences relating to the same tax authority and the same 
taxable entity reverse in the periods in which a tax loss arising from the deferred tax 
asset can be carried forward. 

Where there are insufficient taxable temporary differences, the deferred tax asset is only 
recognised to the extent that (IAS 12.29): 
� it is probable that the entity will have sufficient taxable profits in the same periods in 

which the reversal of the deductible temporary differences occurs; or 
� there are tax planning opportunities available to the entity that will create taxable profit 

in the appropriate periods. 

 As with any other assets, deferred tax assets can only be recognised if it will have 
future economic benefits (refer to the definition of assets in the Conceptual Framework). The 
amount recognised for any deferred tax asset is therefore limited to the future economic 
benefits expected.  

Deferred tax assets can also arise from the carrying forward of both unused tax losses and 
unused tax credits. These types of deferred tax assets are described in the section “Unused 
tax losses and unused tax credits”. 

Deductible temporary differences arise in respect of liabilities and revenue received in 
advance when the carrying amount is larger than the tax base. When these 
economic resources flow from the entity, part (or all) of the amount may be deductible in 
the determination of taxable income in periods that follow the periods in which the liability 
is recognised. In such instances, a temporary difference arises between the carrying 
amount of the liability and the tax base. A deferred tax asset arises in respect of the 
income tax that will be recoverable in future periods when the liability or part thereof is 
allowed as a deduction in the determination of the taxable profit. 

    Example 7.Example 7.Example 7.Example 7.19191919: Deductible temporary differences : Deductible temporary differences : Deductible temporary differences : Deductible temporary differences     
Deductible temporary differences will give rise to the recognition of a deferred tax asset in 
the statement of financial position at the end of the reporting period. Using the temporary 
differences illustrated in Examples 7.12 to 7.16 and a tax rate of 28%, the deferred tax 
asset to be recognised will be calculated as follows: 

  Carrying Carrying Carrying Carrying 
amountamountamountamount    

Tax baseTax baseTax baseTax base  TempTempTempTempoooorary rary rary rary 
diffediffediffedifferrrrencesencesencesences  

DDDDeeeeferred tax ferred tax ferred tax ferred tax 
balance balance balance balance ––––    

SFP @ 28%SFP @ 28%SFP @ 28%SFP @ 28%    

MovMovMovMoveeeement ment ment ment 
to P/L to P/L to P/L to P/L 
@@@@  28%28%28%28%  

 

               Dr/(Cr)Dr/(Cr)Dr/(Cr)Dr/(Cr)  Dr/(Cr)Dr/(Cr)Dr/(Cr)Dr/(Cr)     
   RRRR    RRRR    RRRR  RRRR  RRRR     

7.12 Research costs – 5 000 (5 000) 1 400 (1 400)  
7.13 Loan (capital) (800 000) (800 000) – – –  
7.13 Interest expense 

accrued (96 000) (96 000) – – – 
 

7.14 Water and electricity 
accrual 

 
(1 250) (1 250)

 
– 

 
–

 
– 

 

7.14 Leave pay accrual (4 500) – (4 500) 1 260 (1 260)  
7.15 Subscriptions 

received in advance 
 

(380) – (380)
 

106 
 

(106) 
 

7.16 Trade receivables 
and allowance for 
credit losses 74 000 83 000 (9 000) 2 520 (2 520) 

 

     5 286 (5 286)  
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    Example 7.19: Deductible temporary differences (continued)Example 7.19: Deductible temporary differences (continued)Example 7.19: Deductible temporary differences (continued)Example 7.19: Deductible temporary differences (continued)    

CommentsCommentsCommentsComments:    
 

� Deductible temporary differences arise in respect of assets and expenses when the tax
base is larger than the carrying amount. 

� Deductible temporary differences also arise in respect of liabilities and revenue received
in advance when the carrying amount is larger than the tax base. 

� A deferred tax debit of R5 286 should be created if the debit balance will be recovered in
future by means of sufficient taxable profits being earned to utilise the benefit. 

  
 

    Example 7.Example 7.Example 7.Example 7.20202020: : : : Comprehensive example of temporary differencesComprehensive example of temporary differencesComprehensive example of temporary differencesComprehensive example of temporary differences    
Refer to all the temporary differences in example 7.8 to 7.16. The taxable temporary 
differences were summarised in example 7.17 and the deductible temporary differences 
were summarised in example 7.19. The taxable temporary differences resulted in a deferred 
tax liability of R11 200, while the deductible temporary differences resulted in a deferred tax 
asset of R5 286. The balance of the deferred tax account will thus be a net liability of 
R5 914 (11 200 – 5 286). Assume that the opening balance of deferred tax was Rnil. The 
movement in the balance for deferred tax of R5 914 (from Rnil) will be recognised as 
follows: 
 DrDrDrDr    CrCrCrCr    
 RRRR  RRRR    
Income tax expense (P/L) 5 914  

Deferred tax liability (SFP)  5 914 
Recognition of deferred tax on net taxable temporary differences   

The company’s profit before tax for the current year amounted to R800 000, after taking all 
the items from example 7.8 to 7.16 into account. The company’s current tax will be 
calculated as follows: 
 RRRR        
Calculating current tax:Calculating current tax:Calculating current tax:Calculating current tax:          
Profit before tax 800 000       
NNNNonononon----taxable/exempt itemstaxable/exempt itemstaxable/exempt itemstaxable/exempt items    (60 000)     
Accounting dividend income    (60 000)     
Dividends are exempt for tax purposes    –       
Temporary differences:Temporary differences:Temporary differences:Temporary differences:    (21 120)     
Accounting depreciation on the plant 40 000      
Tax allowance on the plant (50 000) 
Accounting amortisation of development costs 50 000  
Tax allowance for development costs (80 000) 
Accounting expense for research costs 10 000  
Tax deduction for research costs (5 000) 
Accounting expense for accrued leave 4 500  
Tax deduction for accrued leave in current year –     
Accounting income for subscriptions received in advance –     
Taxable income for subscriptions received in advance 380  
Accounting expense for credit losses 12 000  
Tax allowance for credit losses (3 000) 
  
Taxable income 718 880  

Current tax (R718 880 × 28%) 201 286  
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    Example 7.20: Comprehensive example of temporary differences (continued)Example 7.20: Comprehensive example of temporary differences (continued)Example 7.20: Comprehensive example of temporary differences (continued)Example 7.20: Comprehensive example of temporary differences (continued)    

DisclosureDisclosureDisclosureDisclosure of the income tax expense and the deferred tax liability in the notes will be as follows: 
10.10.10.10.    Income tax expenseIncome tax expenseIncome tax expenseIncome tax expense    
Major components of tax expense: 

RRRR                              

Current tax    201 286       
Deferred tax:    5 914     
  Capital allowances on plant  2 800      
  Development costs 8 400      
  Research costs (1 400)     
  Leave pay accrual (1 260)     
  Subscriptions received in advance (106)     
  Allowance for credit losses (2 520)     
       
Tax expense 207 200  

The tax rate reconciliation is as follows:  
Accounting profit 800 000  

Tax at the standard rate of 28% (R800 000 × 28%) 224 000  
Dividends exempt (R60 000 × 28%)  (16 800)  

Tax expense 207 200  

20.20.20.20.    Deferred tax liabilityDeferred tax liabilityDeferred tax liabilityDeferred tax liability  
Analysis of temporary differences:  
  Capital allowances on plant  2 800  
  Development costs 8 400  
  Research costs (1 400)  
  Leave pay accrual (1 260)  
  Subscriptions received in advance (106)  
  Allowance for credit losses (2 520)  
Deferred tax liability 5 914  

Comment:Comment:Comment:Comment:     
� All these differences are temporary differences, except for the dividend income as it is not 

taxable (and therefore explained as such in the tax rate reconciliation). Deferred tax was 
recognised in respect of all the other temporary differences. 

 

� The categories of temporary differences that resulted in the deferred tax liability must be 
disclosed (see the note for the deferred tax liability). Furthermore, the deferred tax expense 
in respect of all originating or reversing temporary differences should also be disclosed (see 
the note for the income tax expense where all the temporary differences are listed). In this 
example the amounts for the balance in the deferred tax liability and the movement 
recognised in the tax expense are the same as the opening balance for deferred tax was 
Rnil. 

 

  
In IAS 12.24, circumstances are identified in which a deferred tax asset may not be 
recognised. These exemptions include deferred tax assets which arise from 
� the temporary difference on the initial recognition of an asset or liability in a transaction 

which: 
 – is not a business combination; and 
 – at the time of the transaction, affects neither accounting profit nor taxable profit (tax 

loss). 
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Summary of temporary differences 

Item Calculation Temporary
difference 

Statement of  
financial position 

Assets 

CA > TB Taxable Deferred tax 
liability e.g. depreciation < tax allowance 

TB > CA Deductible Deferred tax 
asset e.g. depreciation > tax allowance 

Liabilities and 
revenue received  

in advance 

CA > TB 
e.g. Leave pay accrual allowed by 

SARS once paid 
Deductible Deferred tax 

asset 

TB > CA Taxable Deferred tax 
liability e.g. s 24C allowance 

 

    Example 7.Example 7.Example 7.Example 7.21212121: Comprehensive exam: Comprehensive exam: Comprehensive exam: Comprehensive example ple ple ple ––––    deferred taxdeferred taxdeferred taxdeferred tax    
Alpha Ltd owns a machine that is depreciated at 25% per annum on the straight-line basis. 
For tax purposes, a 40/20/20/20 allowance is applied. The reporting date of the company 
is 31 December. The tax rate is 28%. The profits before tax for each of the past four years, 
after taking into account depreciation, were as follows: 
20.11 R80 000     
20.12 R100 000     
20.13 R110 000     
20.14 R130 000     
Details of the machine are as follows: AccountingAccountingAccountingAccounting        TaxTaxTaxTax     
 RRRR      RRRR     
1 January 20.11 Cost 10 000  10 000  
31 December 20.11 Depreciation/tax allowance (2 500)  (4 000)  
 7 500  6 000  
31 December 20.12 Depreciation/tax allowance (2 500)  (2 000)  
 5 000   4 000  
31 December 20.13 Depreciation/tax allowance (2 500)  (2 000)  
 2 500  2 000  
31 December 20.14 Depreciation/tax allowance  (2 500)  (2 000)  
 –  –  
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    Example 7.Example 7.Example 7.Example 7.21212121: Comprehensive example : Comprehensive example : Comprehensive example : Comprehensive example ––––    deferred tax (continued)deferred tax (continued)deferred tax (continued)deferred tax (continued)    

Tax calculationTax calculationTax calculationTax calculation                            
 20.1120.1120.1120.11        20.1220.1220.1220.12        20.1320.1320.1320.13        20.1420.1420.1420.14     
 RRRR      RRRR      RRRR      RRRR     

Accounting profit 80 000  100 000  110 000  130 000   
Depreciation 2 500  2 500  2 500  2 500   
Tax allowance (4 000)  (2 000)  (2 000)  (2 000)  
Taxable income 78 500  100 500  110 500  130 500  
Current tax at 28% 21 980  28 140  30 940  36 540  
Deferred tax calculationDeferred tax calculationDeferred tax calculationDeferred tax calculation                            

 CarrCarrCarrCarryyyying ing ing ing 
amountamountamountamount 

Tax baseTax baseTax baseTax base      Temporary Temporary Temporary Temporary 
diffediffediffedifferrrrenceenceenceence  

    Deferred tax Deferred tax Deferred tax Deferred tax 
babababallllance in ance in ance in ance in 
SFP @ 28%SFP @ 28%SFP @ 28%SFP @ 28%    

    MovMovMovMoveeeement ment ment ment 
to P/L to P/L to P/L to P/L 
@@@@  28%28%28%28%    

 

                     Dr/(Cr)Dr/(Cr)Dr/(Cr)Dr/(Cr)      Dr/(Cr)Dr/(Cr)Dr/(Cr)Dr/(Cr)   
 RRRR      RRRR      RRRR      RRRR      RRRR     
20.11 7 500 6 000  1 500  (420)  420  

20.12 5 000 4 000  1 000  (280)  (140)  

20.13 2 500 2 000  500  (140)  (140)  

20.14 – –  –  –  (140)  
Journal entriesJournal entriesJournal entriesJournal entries     

        DrDrDrDr    CrCrCrCr     
     RRRR  RRRR     
    20.11 Income tax expense (P/L) 420   
              Deferred tax (SFP)  420  
    Recognition of movement in deferred tax for the current year    
    20.12 Deferred tax (SFP) 140   
              Income tax expense (P/L)  140  
    Recognition of movement in deferred tax for the current year    
    20.13 Deferred tax (SFP) 140   
              Income tax expense (P/L)  140  
    Recognition of movement in deferred tax for the current year    
    20.14 Deferred tax (SFP) 140   
              Income tax expense (P/L)  140  
    Recognition of movement in deferred tax for the current year    

The above information will be disclosed as follows in the financial statements: 
Statement of Statement of Statement of Statement of profit or loss andprofit or loss andprofit or loss andprofit or loss and    other other other other comprcomprcomprcompreeeehensive incomehensive incomehensive incomehensive income 
 NotesNotesNotesNotes 20.1120.1120.1120.11   20.1220.1220.1220.12   20.1320.1320.1320.13     20.1420.1420.1420.14   
  RRRR  RRRR  RRRR  RRRR  
Profit before taxProfit before taxProfit before taxProfit before tax  80 000  100 000  110 000  130 000  
Income tax expense  2 (22 400)  (28 000)  (30 800)  (36 400)  
Profit for the yearProfit for the yearProfit for the yearProfit for the year  57 600  72 000  79 200  93 600  
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    Example 7.Example 7.Example 7.Example 7.21212121: Comprehensive example : Comprehensive example : Comprehensive example : Comprehensive example ––––    deferred tax (continued)deferred tax (continued)deferred tax (continued)deferred tax (continued)    
Statement of financial positionStatement of financial positionStatement of financial positionStatement of financial position 
 20.1120.1120.1120.11      20.1220.1220.1220.12      20.1320.1320.1320.13        20.1420.1420.1420.14     
 RRRR      RRRR    RRRR      RRRR     
Equity and liabilitiesEquity and liabilitiesEquity and liabilitiesEquity and liabilities    
NonNonNonNon----current liabilitiescurrent liabilitiescurrent liabilitiescurrent liabilities 

    

Deferred tax 420 280 140  –  
Current liabilitiesCurrent liabilitiesCurrent liabilitiesCurrent liabilities       
Tax owing * 21 980 28 140 30 940  36 540  

CommentsCommentsCommentsComments:    
� * This would be the balance after the deduction of any provisional tax paid. Assume for the 

purposes of this illustration that no provisional tax was paid. 
� The tax expenses in years 20.11, 20.12 and 20.13 and 20.14 are in line with the profit 

before tax amount to which they relate. 
� The deferred tax liability (or asset) is calculated at each reporting date, and the change in 

the balance from the preceding year to the current year is reported in the profit or loss 
section of the statement of profit or loss and other comprehensive income. This is done as 
the item that created the temporary difference (annual depreciation differs from tax 
allowance) was recognised in profit or loss. 

Notes Notes Notes Notes     20.20.20.20.11111111        20.1220.1220.1220.12    20.1320.1320.1320.13    20.1420.1420.1420.14        
    RRRR        RRRR    RRRR  RRRR        

2.2.2.2.        Income tax expenseIncome tax expenseIncome tax expenseIncome tax expense        
Major components of tax expense     
Current tax expense 21 980  28 140   30 940  36 540  
Deferred tax expense 420  (140)  (140)  (140)  

Tax expense 22 400  28 000   30 800  36 400  
    

7777    Unused tax losses and unused tax creditsUnused tax losses and unused tax creditsUnused tax losses and unused tax creditsUnused tax losses and unused tax credits    

A deferred tax asset represents the income tax amounts that are recoverable in future 
periods in respect of: 
� deductible temporary differences; 
� the carry-forward of unused tax losses; and 
� the carry-forward of unused tax credits. 

 In terms of IAS 12.34, a deferred tax asset is recognised for the carry-forward of unused 
tax losses and credits to the extent that it is probableextent that it is probableextent that it is probableextent that it is probable that there will be taxable profit in future 
against which the unused tax losses and credits may be utilised. 

 
The requirements in respect of the creation of deferred tax assets resulting from deductible 
temporary differences also apply to unused tax losses and tax credits. However, where 
unused tax losses arise as a result of recent operating losses, it may indicate that future 
taxable profits may not be available in the future to utilise these tax losses (IAS 12.35). 
Other indications that future taxable profits may not be available are an entity’s history of 



Income taxes   191
 

unused or expired tax losses and credits, as well as management’s expectation of future 
operating losses. 

A deferred tax asset should only be created to the extent that it will be utilised in future 
by means of taxable temporary differences, or when acceptable evidence exists to indicate 
that sufficient taxable income will be available. In essence, the realisation of future taxable 
income is largely dependent on the future profitability of the entity. All the criteria for the 
recognition of a deferred tax asset developed in IAS 12 are aimed at establishing whether 
the entity will be profitable in future, or not.  

 If it is probable that the entity will not be profitable in future, the asset is treated as a 
contingent gain, which is not recognised until it is realised. 

It is apparent that a certain measure of professional judgement should be exercised in 
recognising deferred tax assets, especially in instances in which the amount of the taxable 
temporary differences is smaller than the amount of the deductible temporary differences. 
The probability that sufficient taxable income will be available to utilise the asset in future 
periods should be assessed. 

IAS 12.36 proposes the following criteria for assessing the probability that sufficient 
taxable profits will be generated in future in order that unused tax losses and credits may be 
utilised: 
� The entity has sufficient taxable temporary differences relating to the same tax authority 

and the same taxable entity to provide taxable amounts against which the unused tax 
losses or credits may be utilised. 

� It is probable that the entity will have taxable profits before the unused tax losses or 
credits expire. 

� The unused tax losses result from identifiable causes which are unlikely to recur. 
� The entity has tax planning opportunities available that will create taxable profit in the 

period in which the unused tax losses or credits may be utilised. 

 Deferred tax assets and liabilities are calculated separatelycalculated separatelycalculated separatelycalculated separately. All deferred tax liabilities are 
recognised, but deferred tax assets are only recognised to the extent that it is probable that 
taxable income will be available in future, i.e. when the unused tax losses and credits are 
utilised.  

 

In instances in which the deferred tax asset cannot be utilised fully, IAS 12 permits the 
partial recognition of the deferred tax asset, which is limited to the amount of expected 
future taxable profits. As the recognition of this asset is dependent on the future 
recognition of taxable income, the recognised and unrecognised deferred tax assets are 
reassessed at each year end date (IAS 12.37). Should circumstances change and it became 
probable that taxable profit will be available in future, the unrecognised portion of the 
deferred tax asset is recognised accordingly. An example of such changed circumstances is 
when the composition of the management of an entity changes, thereby changing its 
expectations regarding future taxable profit.  

The extent to which deferred tax assets are not recognised in the statement of financial 
position should be disclosed in a note to the statement of financial position (IAS 12.81(e)). 
The utilisation of previously unrecognised deferred tax assets in the current year should also 
be disclosed separately as a component of the tax expense (IAS 12.80(e), (f)). 
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    ExamplExamplExamplExample 7.e 7.e 7.e 7.22222222: Unrecognised d: Unrecognised d: Unrecognised d: Unrecognised deeeeferred tax assetferred tax assetferred tax assetferred tax asset    
Beta Ltd had a deductible temporary difference of R120 000 in Year 1 in respect of a 
provision. Management is of the opinion that there will be sufficient future taxable income 
available to utilise only only only only R30 000 of the deductible temporary difference. The accounting 
profit for Year 1 amounted to R500 000 and the current tax payable was R173 600 
((R500 000 + R120 000) × 28%). 
Assume that the deferred tax balance in Year 0 is Rnil, that there is no assessed tax loss 
carried forward, and that the tax rate is 28%. 
Beta Ltd will pass the following journal entry in Year 1Year 1Year 1Year 1: 
 DrDrDrDr  CrCrCrCr     
 RRRR  RRRR     
Deferred tax asset (SFP) (R30 000 × 28%) 8 400  

Tax expense (P/L)   8 400  
 Recognition of partial deferred tax asset for deductible temporary 

differences 
  

 The unrecognised asset is therefore: (R90 000 × 28% = R25 200)   
This unrecognised deferred tax asset is disclosed in the notes. 
In Year 2Year 2Year 2Year 2, the results of Beta Ltd are as follows: 
  RRRR   
Operating loss  (64 000)  
Reversing deductible temporary difference (relating to the provision)  (20 000)  
Tax loss  (84 000)  

The balance of the provision at the end of Year 2 is R100 000. Of the initial deductible 
temporary differences of R120 000 in Year 1, R20 000 has reversed, leaving a net balance 
of R100 000. 
The first step is to establish the amount of the deferred tax asset that should be raised: 
  RRRR   
Unused tax loss  84 000  
Deductible temporary difference (relating to the provision)  100 000  
  184 000  

Possible deferred tax asset (at tax rate of 28%)  51 520  

The second step, before a deferred tax asset may be recognised in the statement of financial 
position, is to establish to what extent the asset will realise in the future, in that sufficient 
future taxable income will be available when the deductible temporary difference reverses 
and the tax loss is utilised. 

 

If management decides that it is probable that there will be taxable profits amounting to 
R135 000 in the periods in which the asset realises, a deferred tax asset is created: 

 

R135 000 × 28% = R37 800 
The following journal entry is required: 
 DrDrDrDr  CrCrCrCr    
 RRRR  RRRR    
Deferred tax asset (SFP) (R37 800 – R8 400) 29 400  

 Tax expense (P/L)   29 400 
 Recognition of partial deferred tax asset and movement for 

the year 
  

 The unrecognised asset is therefore R13 720 ((R184 000 – R135 000) × 28%)) and is 
disclosed in the notes to the financial statements in terms of IAS 12.81(e), as follows: 
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    Example 7.Example 7.Example 7.Example 7.22222222: Unrecognised d: Unrecognised d: Unrecognised d: Unrecognised deeeeferred tax assetferred tax assetferred tax assetferred tax asset    (continued)(continued)(continued)(continued)    
 

The tax notesThe tax notesThe tax notesThe tax notes    will be disclosed as follows:will be disclosed as follows:will be disclosed as follows:will be disclosed as follows:     
  

    2.2.2.2.        Income tax expenseIncome tax expenseIncome tax expenseIncome tax expense        
  Year 1Year 1Year 1Year 1      Year 2Year 2Year 2Year 2        
  RRRR      RRRR        
 Major components of tax expense    
 Current tax (Year 1: given); (Year 2: assessed loss) 173 600  –  
 Deferred tax (see journals above) (8 400)  (29 400)  
 (Originating)/reversing of deductible temporary difference on 

provision (Year 1: 120 000 × 28%); (Year 2: 20 000 × 28%) (33 600)
 

5 600 
 

 Assessed loss (Year 2: 84 000 × 28%) –  (23 520)  
 Effect of unrecognised deferred tax asset  

(Year 1: 90 000 × 28%); (Year 2: movement of 25 200 – 13 720) 25 200 
 

(11 480)
 

     
 Tax expense 165 200  (29 400)  
    

Tax rate reconciliationTax rate reconciliationTax rate reconciliationTax rate reconciliation                
Accounting profit (/loss)  500 000  (64 000)  
Tax at standard rate of 28% 140 000  (17 920)  
Effect of unrecognised portion of deferred tax asset  
(Year 2: movement of 25 200 – 13 720) 25 200 

  
(11 480) 

 

Tax expense 165 200  (29 400)  

3.3.3.3.        Deferred taxDeferred taxDeferred taxDeferred tax    
 Year 1Year 1Year 1Year 1        Year 2Year 2Year 2Year 2        
 RRRR      RRRR        
Analysis of temporary differences:    
Provisions (120 000 × 28%); (100 000 × 28%) 33 600  28 000   
Assessed loss (84 000 × 28%) –  23 520   
Unrecognised deferred tax asset (90 000 × 28%); (49 000 × 28%) (25 200)  (13 720)  
Deferred tax asset recognised 8 400  37 800   
    
The company has deductible temporary differences of R49 000 (Year 1: R90 000) in respect 
of a provision and an assessed loss at the end of Year 2 for which no deferred tax asset was 
recognised, as sufficient future taxable income to utilise the full deductible temporary 
differences was not deemed probable (IAS 12.81(e)).

CommentCommentCommentComment:    
� The effect of the unrecognised deferred tax assets should be disclosed. Its effect on the 

tax expense and tax reconciliation should also be disclosed.
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    Example 7.Example 7.Example 7.Example 7.23232323: Unrecognised deferred tax asset realises: Unrecognised deferred tax asset realises: Unrecognised deferred tax asset realises: Unrecognised deferred tax asset realises    
Charlie Ltd had net deductible temporary differences of R55 000 for Year 1 which reversed 
in Year 2. This deductible temporary difference relates to provisions recognised in Year 1 
which would only have been tax deductible in Year 2 against any taxable income. The loss 
before tax is R5 000 in Year 1 and the profit before tax is R155 000 in Year 2. There is an 
existing credit balance of R9 800 on the deferred tax account at the end of Year 0 in respect 
of other temporary differences which did not reverse in Year 1 or Year 2. In Year 1, it did not 
appear probable that taxable income will be earned in Year 2 and thereafter. The tax rate is 
28%. 
    
Deferred taxDeferred taxDeferred taxDeferred tax    

TemporaryTemporaryTemporaryTemporary  
diffediffediffedifferrrrenceenceenceence    

DeferredDeferredDeferredDeferred    
taxtaxtaxtax    

Dr/(Cr)Dr/(Cr)Dr/(Cr)Dr/(Cr)    

Unrecognised Unrecognised Unrecognised Unrecognised   
deferred deferred deferred deferred     
tax assettax assettax assettax asset    

 RRRR  RRRR    RRRR    
Year 0 balance 35 000  (9 800)   –  
Movement Year 1 ((55 000 – 35 000) × 28%) (55 000)  9 800    5 600   
Year 1 balance 
Movement Year 2 

(20 000) 
55 000 

 –   
(9 800) 

  5 600 
(5 600) 

 

Year 2 balance 35 000  (9 800)   –  

Deferred tax accountDeferred tax accountDeferred tax accountDeferred tax account    
  

Tax expense1 

Balance c/f Year 1 

RRRR                             
9 800 

– 

 Year 1Year 1Year 1Year 1    
Opening balance 
 

RRRR                     
9 800 

 

 9 800   9 800  

Deferred tax accountDeferred tax accountDeferred tax accountDeferred tax account    
  

Balance c/f Year 2 
RRRR                             

9 800 
 Year 2Year 2Year 2Year 2    

Balance b/f 
Tax expense2 

RRRR                   
– 

9 800 

 

 9 800   9 800  
1  Temporary differences (R15 400 (55 000 × 28%) limited to R9 800) 
2  Temporary differences (R15 400 limited to R9 800) 

Now the statement of profit or loss and other comprehensive income reflects the following: 
 NotesNotesNotesNotes  Year 1Year 1Year 1Year 1      Year 2Year 2Year 2Year 2        
        RRRR      RRRR        
(Loss)/profit before tax(Loss)/profit before tax(Loss)/profit before tax(Loss)/profit before tax    (5 000) 155 000  
Income tax expense                                                               3    (4 200) (37 800)  
(Loss)/profit for the year(Loss)/profit for the year(Loss)/profit for the year(Loss)/profit for the year    (9 200)  117 200  
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    Example 7.Example 7.Example 7.Example 7.23232323: Unrecognised deferred tax asset realises: Unrecognised deferred tax asset realises: Unrecognised deferred tax asset realises: Unrecognised deferred tax asset realises    (continued)(continued)(continued)(continued)    
NotesNotesNotesNotes        
3.3.3.3.    Income tax expenseIncome tax expenseIncome tax expenseIncome tax expense        
Major components of tax expense    
Current  

((– 5 000 + 55 000) × 28%); ((155 000 – 55 000) × 28%) 14 000  28 000  
 

Deferred  (9 800)  9 800   
(Originating)/reversing deductible temporary differences  

(55 000 × 28%) (15 400)  15 400  
 

Deferred tax assets not recognised/(Previously unrecognised 
deferred tax asset utilised in current year) 5 600   (5 600) 

 

Tax expense 4 200  37 800   
Tax rate reconciliationTax rate reconciliationTax rate reconciliationTax rate reconciliation    
 Year 1Year 1Year 1Year 1 Year 2Year 2Year 2Year 2  
Accounting (loss)/profit (5 000) 155 000   
Tax at standard tax rate of 28% 

(R5 000 × 28%); (R155 000 × 28%) 
(1 400) 43 400   

Effect of unrecognised portion of debit balance on deferred tax 
asset/(Previously unrecognised deferred tax asset utilised in 
current year) 5 600 

  
 

(5 600) 

 

Tax expense 4 200  37 800   

3.3.3.3.    Deferred taxDeferred taxDeferred taxDeferred tax    
 Year 1Year 1Year 1Year 1     Year 2Year 2Year 2Year 2     
 RRRR                 RRRR                 

Analysis of temporary differences:           
Other taxable temporary differences 9 800  9 800   
Provisions (R55 000 × 28%); (Rnil × 28%) (15 400)  –  
Unrecognised deferred tax asset 5 600  –  
Deferred tax liability recognised –  9 800   

The company had deductible temporary differences in respect of a provision at the end of 
Year 1 for which no deferred tax asset was recognised, as sufficient future taxable income to 
utilise the full deductible temporary differences was not deemed probable (IAS 12.81(e)). 
CommentCommentCommentComment: 
� The deductible temporary difference in Year 1 would have resulted in a debit of R15 400 

to the deferred tax account. However, the probability of realisation was remote; therefore 
the debit was limited to the amount of the existing credit balance (R9 800). This resulted 
in an unrecognised deferred tax asset of R5 600, which should be disclosed. 

� At the end of Year 2, there is no unrecognised portion of the deferred tax asset left, and the 
portion that was unrecognised in the previous year now realises in the current year; 
therefore, it impacts on the tax rate reconciliation in Year 2. This example assumes that the 
company complies with the set-off requirements contained in IAS 12.71, and that the 
opening balance on deferred tax arose from a taxable temporary difference. 
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8888    Recognition and measurement of deferred taxRecognition and measurement of deferred taxRecognition and measurement of deferred taxRecognition and measurement of deferred tax    

 The general guideline for the recognitionrecognitionrecognitionrecognition of deferred tax is that it should be treated in 
the same manner as the accounting treatment of the underlying transaction or event 
(IAS 12.57). The movement in the deferred tax balances is recognised as income or 
expenses (included in profit or loss), if the transaction or event is recognised in profit or loss. 

In the preceding examples, the deferred tax effect was recognised against profit or loss (i.e. 
a debit or credit entry to the income tax expense). In those examples the items (e.g. 
property, plant and equipment and provisions) that gave rise to the deferred tax also relates 
to items recognised within profit or loss (e.g. depreciation, expenses for provision raised, 
etc.). The deferred tax must be recognised in other comprehensive income if the tax is 
related to an item which is recognised in other comprehensive income either in the same or 
in another period (IAS 12.61A). An example of this is the revaluation of property, plant and 
equipment. The deferred tax relating to the correction of a prior period error, which is 
corrected within equity, is recognised in equity. 

When deferred tax liabilities and assets are measured, the tax consequences of the 
manner in which the entity expects to recover or settle the carrying amount of its assets 
and liabilities must be considered (IAS 12.51). The manner in which assets are recovered 
and liabilities settled may influence the tax rate as well as the tax base of items 
(IAS 12.51A). If a non-depreciable asset is revalued under IAS 16, Property, Plant and 
Equipment, then IAS 12.51B requires that the deferred tax liability or asset that arises from 
such a revaluation is measured based on the tax consequences that will follow from 
recovering the carrying amount of that asset through sale (i.e. capital gains tax). 

    Example 7.2Example 7.2Example 7.2Example 7.24444: Deferred tax on revalued land: Deferred tax on revalued land: Deferred tax on revalued land: Deferred tax on revalued land    
Sigma Ltd acquired land at a cost of R800 000 on 1 July 20.10. The entity’s year end is 
31 December. The land was revalued to R950 000 on 31 December 20.12. Assume a tax 
rate of 28% and that 66,6% of capital gains is taxable. 
 

Carrying Carrying Carrying Carrying 
amountamountamountamount      Tax baseTax baseTax baseTax base    Temporary Temporary Temporary Temporary 

differencedifferencedifferencedifference      

DDDDeeeeferred ferred ferred ferred 
tax tax tax tax 

balance balance balance balance ––––    
SFP SFP SFP SFP 

Dr/(Cr)Dr/(Cr)Dr/(Cr)Dr/(Cr)    

 

 RRRR  RRRR      RRRR        RRRR   
Land at cost (non-depreciable asset)  800 000  800 000 – –  
Revaluation surplus 150 000  – 150 000  (27 972)  
Land at revaluation 950 000  800 000 150 000  (27 972)  
 
Journal entriesJournal entriesJournal entriesJournal entries DrDrDrDr  CrCrCrCr   
 RRRR  RRRR     

31 December 20.1231 December 20.1231 December 20.1231 December 20.12       
Land 150 000   

Revaluation surplus (OCI)   150 000  
Revaluation of land     
31 December 20.1231 December 20.1231 December 20.1231 December 20.12    
Revaluation surplus: Tax effect (OCI) 27 972   

Deferred tax liability (SFP) (150 000 × 66,6% × 28%)     27 972  
Recognition of deferred tax on revaluation of land    
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    Example 7.24: Deferred tax on revalued land (continued)Example 7.24: Deferred tax on revalued land (continued)Example 7.24: Deferred tax on revalued land (continued)Example 7.24: Deferred tax on revalued land (continued)    
CommentCommentCommentComment  
� Land is a non-depreciable asset revalued under IAS 16 and the deferred tax liability is

recognised on the basis that the carrying amount of land will be recovered through salethrough salethrough salethrough sale.
Therefore, the deferred tax is measured with reference to the capital gains tax
consequences. 

 

� The tax base of the land is the amount deductible in future. When the land is recovered
through sale (deemed), the cost would be deductible. Therefore, the tax base is equal to
the cost of R800 000. 

 

� Non-depreciable assets, e.g., land, will not lead to the recognition of deferred tax under
the cost modelcost modelcost modelcost model. The temporary difference that arises on initial recognition is exemptexemptexemptexempt in
terms of IAS 12.15, as the difference arises from the initial recognition of an asset in a
transaction which at the time of the transaction does not affect either the accounting
profit or the taxable profit.   

 

� If the non-depreciable asset is revalued in terms of IAS 16, the revaluation no longer
relates to the initial recognition of the asset and is therefore no longer an exempt
difference. 

 

       
 

  IAS 12.47 requires deferred tax assets and liabilities to be measuredmeasuredmeasuredmeasured at the tax rates 
that are expected to apply in the period when the asset is realised or the liability settled. 

This is based on tax rates and tax laws that have been enacted or substantively 
enacted at the reporting date. An accounting estimate is therefore made for the purpose of 
recognising the amount of deferred tax by referring to the information at reporting date. It 
follows that when the tax rates change, the deferred tax balance will be adjusted accordingly. 
The adjustment will be a change in the accounting estimate that will form part of the income tax 
expense in the statement of profit or loss and other comprehensive income of the current 
year, if the item that lead to the temporary difference was also recognised in profit or loss.  

When a new tax rate has already been announced by the tax authorities at the reporting 
date, the announced rate may be used in measuring the deferred tax assets and liabilities. 

    Example 7.Example 7.Example 7.Example 7.22225555: Change in the tax rate : Change in the tax rate : Change in the tax rate : Change in the tax rate     

Gamma Ltd had the following temporary differences for the years ended 
31 December 20.12 and 20.13: 
 20.1320.1320.1320.13      20.1220.1220.1220.12        
Property, plant and equipment RRRR    RRRR        
Carrying amount 150 000  200 000  
Tax base (80 000)  (120 000)  
Taxable temporary difference 70 000  80 000  
  
Tax rate 28%28%28%28%    29%29%29%29%        
The new rate of 28% was announced at the beginning of 20.13.     
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    Example 7.Example 7.Example 7.Example 7.25252525: Change : Change : Change : Change in the tax rate (continued)in the tax rate (continued)in the tax rate (continued)in the tax rate (continued)    

Deferred tax liabilityDeferred tax liabilityDeferred tax liabilityDeferred tax liability        RRRR        
31 December 20.12 (R80 000 × 29%)  23 200  
31 December 20.13 (R70 000 × 28%)  (19 600)  

Net change in statement of profit or loss and other comprehensive income  3 600  
  
Journal entryJournal entryJournal entryJournal entry    DrDrDrDr    CrCrCrCr        
31 December 20.1331 December 20.1331 December 20.1331 December 20.13    RRRR  RRRR      
Deferred tax (SFP) 3 600   

   Tax expense (P/L) 3 600  
Recognition of movement in deferred tax for the current year    
Because IAS 12.80(c) and (d) require the disclosure of the deferred tax expense or income
attributable to the creation or reversal of temporary differences, as well as disclosure of the
amount applicable to changes in the tax rate or changes in legislation, the following
calculation is required: 

 

 RRRR      
Movement in temporary differences for the year (R10 000 × 28%) (2 800)   
Tax rate change (R80 000 × 1%) OR (R23 200 × 1/29) (800)   
 (3 600)   

The note for the income tax expense will be presented as follows (assume that the 
accounting profit for 20.13 amounted to R300 000):  
NotesNotesNotesNotes  
2.2.2.2.        Income tax expenseIncome tax expenseIncome tax expenseIncome tax expense    
       20202020.13.13.13.13   
       RRRR   
Major components of tax expense    
Current tax expense 
[(R300 000 + R50 000 depreciation – R40 000 tax allowance) × 28%] 

 
86 800

 

Deferred tax expense  (3 600)  
Reversing temporary difference on property, plant and equipment 
(R10 000 × 28%)    

 (2 800)  

Effect of rate change (R80 000 × 1%) OR (R23 200 × 1/29)  (800)  
   
Tax expense   83 200  

The tax rate reconciliation is as follows: 
       20.1320.1320.1320.13   
       RRRR   
Accounting profit   300 000  

Tax at the standard rate of 28% (R300 000 × 28%)  84 000  
Effect of decrease in tax rate   (800)  
Tax expense   83 200  
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    Example 7.Example 7.Example 7.Example 7.25252525: Change in the tax rate (continued): Change in the tax rate (continued): Change in the tax rate (continued): Change in the tax rate (continued)    
IfIfIfIf the tax rate for 20.12 is 29%, and on 30 December    20.12, a tax rate change to 28% is 20.12, a tax rate change to 28% is 20.12, a tax rate change to 28% is 20.12, a tax rate change to 28% is 
announced for the 20.13announced for the 20.13announced for the 20.13announced for the 20.13 tax year, the deferred tax balance on 31 December 20.1220.1220.1220.12 is measured 
using the new tax ratenew tax ratenew tax ratenew tax rate at the reporting date (assume taxable temporary differences of R60 000 
on 31 December 20.11): 

    

Deferred tax liabilityDeferred tax liabilityDeferred tax liabilityDeferred tax liability    RRRR        
31 December 20.11 (R60 000 × 29%) (17 400)  
31 December 20.12 (R80 000 × 28%) 22 400    
Net change in statement of profit or loss and other comprehensive income for 
the year ended 31 December 20.12 (P/L) 

 
5 000 

 

The movement for the year ended 31 December 20.12 is disclosed as follows:  
Option 1Option 1Option 1Option 1: Adjust opening balance RRRR        
Movement in temporary differences for the year (R20 000 * × 28%) 5 600   
Tax rate change on opening balance (R60 000 × 1%) (600)   
Net change in statement of profit or loss and other comprehensive income (P/L)  5 000   

*  (R80 000 – R60 000)  
OROROROR     
Option 2Option 2Option 2Option 2: Adjust closing balance RRRR     
Movement in temporary differences for the year (R20 000 × 29%) 5 800  
Tax rate change on closing balance (R80 000 × 1%) (800)   

 5 000  

CommentsCommentsCommentsComments:    
� IAS 12 refers to tax rates enacted or substantively enacted at the reporting date that 

must be used in the measurement of deferred tax. If the new tax rate is announced prior 
to the reporting date, the new rate may provide a more accurate estimate of the tax rates 
that will apply in the periods when the assets realise or the liabilities are settled.    

� The inclusion of rate changes in the tax expense or income in the statement of profit or 
loss and other comprehensive income means that earnings per share for the current 
year will be influenced by adjustments to the deferred tax balance due to tax rate 
increases or decreases.    

 

9999    Dividend taxDividend taxDividend taxDividend tax    

 Dividend tax is a tax imposed on shareholders at a rate of 15% on receipt of 
dividends. 

 

The dividend tax is categorised as a withholding tax, as the tax is withheld and paid (on 
behalf of the shareholder) to SARS by the company paying the dividend and not the person 
liable for the tax (who is the benefitting owner of the dividend). Dividend tax is not a tax 
expense for the company declaring the dividend. 
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    Example 7.2Example 7.2Example 7.2Example 7.26666: : : : Dividend taxDividend taxDividend taxDividend tax    
Delta Ltd declared a cash dividend of R100 000 on 30 November 20.12. The dividend and 
the dividend tax was paid in cash on 12 December 20.12. 
Journal entriesJournal entriesJournal entriesJournal entries    
    DrDrDrDr    CrCrCrCr   
    RRRR    RRRR     
33330000    November 20.12November 20.12November 20.12November 20.12           
Dividend declared (Equity) 100 000  

Current liability: Shareholders for dividends (SFP)  85 000  
Current liability: SARS – Dividend tax payable (SFP)  15 000  

 Recognition of dividend declared   
12 December 20.1212 December 20.1212 December 20.1212 December 20.12   
Current liability: Shareholders for dividends (SFP) 85 000  
Current liability: SARS – Dividend tax payable (SFP) 15 000  

Bank  100 000  
 Payment of dividends to shareholders and dividend tax paid to SARS        

10101010    Presentation and disclosurePresentation and disclosurePresentation and disclosurePresentation and disclosure    

 An entity may only offset current tax assets and liabilities if: 
� it has a legally enforceable right to offset the recognised amounts; and  
� the entity intends to either settle on a net basis or to realise the asset and settle the liability 

simultaneously (IAS 12.71). 

The entity will, as a taxpayer, usually have the right of offset if the taxes are levied by the 
same tax authority and the tax authority permits the entity to make or receive a single net 
payment (IAS 12.72). This implies, inter alia, that an entity may not offset the current tax 
liability for local tax against the current tax asset from foreign tax in the statement of 
financial position.  

Deferred tax assets and liabilities shall only be offset if the entity (IAS 12.74) 
� has a legally enforceable right to offset current tax assets against current tax liabilities; 

and 
� the deferred tax assets and liabilities relate to income taxes levied by the same tax 

authority on either: 
 – the same taxable entity; or 
 – different taxable entities which intend to either settle current tax liabilities and assets 

on a net basis, or to realise the assets and settle the liabilities simultaneously, in each 
future period in which significant amounts of deferred tax liabilities or assets are 
expected to be settled or recovered. 

These conditions for offsetting allow an entity to offset deferred tax assets and deferred tax 
liabilities without requiring a detailed scheduling of the timing of the reversal of each 
temporary difference. However, where the entity has a net deferred tax asset after 
offsetting, the requirements for the recognition of a deferred tax asset must be met, i.e. 
there must be sufficient taxable profit in future periods in which the asset will be utilised. 
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10101010.1.1.1.1    SSSStatement of tatement of tatement of tatement of profit or loss and other profit or loss and other profit or loss and other profit or loss and other comprehensive incomecomprehensive incomecomprehensive incomecomprehensive income    and notesand notesand notesand notes    
IAS 12 requires that the tax expense and tax income related to profit or loss from ordinary 
activities to be presented in the profit or loss section in the statement of profit or loss and 
other comprehensive income (IAS 12.77), and that the following major components to be 
disclosed separately in the notes to the statement of profit or loss and other comprehensive 
income (IAS 12.79 and .80):  
� the current tax expense (income); 
� any adjustment recognised in the reporting period for the current tax of prior periods; 
� the amount of the deferred tax expense or income relating to the originating and 

reversal of temporary differences; 
� the amount of the deferred tax expense or income relating to changes in the tax rate or 

the imposition of new taxes; 
� the amount of the benefit arising from a previously unrecognised tax loss, tax credit or 

temporary difference of a prior period that is applied to reduce a current and/or deferred 
tax expense; 

� the deferred tax expense arising from the write-down and reversal of a previous  
write-down of a deferred tax asset where the asset is adjusted as a result of a change in 
the probability that sufficient taxable profits will realise in future periods; and 

� the amount of tax expense or income relating to those changes in accounting policies 
and errors that are included in profit or loss in accordance with IAS 8, because they 
cannot be accounted for retrospectively. 

The following additional information is required in addition to the statement of profit or loss 
and other comprehensive income (IAS 12.81): 
� a reconciliation of the relationship between tax expense (or income) and accounting 

profit in either a numerical reconciliation between tax expense (or income), and the 
product of the accounting profit multiplied by the applicable tax rate, or a numerical 
reconciliation between the applicable tax rate and the average effective tax rate; 

� an explanation of changes in the applicable tax rate(s) compared to the rate for the 
previous accounting periods; 

� the amount of deferred tax income or expense recognised in the statement of profit or 
loss and other comprehensive income for each type of temporary difference, unused tax 
loss and unused tax credit, if it is not apparent from the statement of financial position; 

� for discontinued operations, the tax expense related to 
 – the gain or loss on discontinuance; and 
 – the profit or loss from the ordinary activities of the discontinued operation, together 

with the comparatives amounts (Refer to IFRS 5); and 
� the tax effect of all the items presented in other comprehensive income must, in terms 

of IAS 1, be presented either in a note or on the face of the other comprehensive 
income section of the statement of profit or loss and other comprehensive income.  

10101010.2.2.2.2    Statement of financial position Statement of financial position Statement of financial position Statement of financial position and notesand notesand notesand notes    
The following must be disclosed (IAS 12.81): 
� the aggregate current and deferred tax relating to items that are charged or credited to 

equity in terms of IAS 12.62A; 
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� the amount and, where applicable, the expiry date of deductible temporary differences, 
unused tax losses and unused tax credits for which no deferred tax asset is recognised 
in the statement of financial position; 

� the amount of the deferred tax assets and liabilities recognised in the statement of 
financial position for each type of temporary difference, unused tax loss and unused 
tax credit, for each period presented; 

� the amount of income tax consequences of dividends declared or paid before the 
financial statements were authorised for issue, but not recognised as a liability; and 

� the amount and the nature of the evidence supporting the recognition of deferred tax 
assets, where utilisation of the deferred tax asset is dependent on future taxable profits 
in excess of profits arising from the reversal of existing taxable temporary differences 
and where the entity has suffered a loss in either the current or preceding period 
(IAS 12.82). 

    Example 7.2Example 7.2Example 7.2Example 7.27777: Comprehensive example : Comprehensive example : Comprehensive example : Comprehensive example ––––    current and deferred tax current and deferred tax current and deferred tax current and deferred tax     
The trial balance of Delta Ltd for the year ended 31 December 20.17 is as follows: 
CreditsCreditsCreditsCredits    NotesNotesNotesNotes    RRRR    RRRR    
Ordinary share capital  200 000  
Retained earnings (1 January 20.17)  2 416 910  
Long-term loan  500 000  
Bank overdraft  40 000  
Trade payables  246 000  
Revenue  10 500 000  
Dividends received  15 000  
Deferred tax (1 January 20.17)  62 090  
DebitsDebitsDebitsDebits       
Donations 15 000  
Research costs 3 35 000  
Interest paid 75 000  
Cost of sales 6 000 000  
Operating expenses (including depreciation) 2 040 000  
Land at cost 2 470 000  
Buildings at carrying amount 2 1 600 000  
Plant and machinery at carrying amount 1 630 000  
Prepaid insurance premium 25 000  
Trade receivables 4 380 000  
SARS (provisional payments made) 680 000  
Dividends paid (30 June 20.17) 30 000  

  13 980 000  13 980 000  
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    Example 7.27: ComprehenExample 7.27: ComprehenExample 7.27: ComprehenExample 7.27: Comprehensive example sive example sive example sive example ––––    current and deferred tax (continued)current and deferred tax (continued)current and deferred tax (continued)current and deferred tax (continued)    

Additional informationAdditional informationAdditional informationAdditional information    
1. The tax base of the plant and machinery on 31 December 20.17 is R364 000. 

Depreciation on plant and machinery for the current year is R170 000, and the tax 
allowance is R188 000. 

2. The SARS permits no allowance on the building, while Delta Ltd depreciates the 
building at R125 000 per annum. 

3. Assume the SARS allows research costs of a capital nature as a deduction at 25% per 
annum. 

4. Trade receivables in the trial balance comprise the following:    
 RRRR  
Receivables 430 000  
Allowance for credit losses (50 000)  
 380 000  

 The SARS permits a deduction of 25% on the allowance for credit losses. The allowance 
for credit losses for 20.16 was R35 000.  

5. The deferred tax balance on 1 January 20.17 arose as a result of a taxable temporary 
difference on plant and machinery of R248 000 and a deductible temporary difference 
on the allowance for credit losses of R26 250. 

6. Provision must still be made for current tax and deferred tax. The tax rate is 28%. 
Delta Ltd’s tax payable based on the tax return for 20.16 was R5 000 less than the 
amount provided for. 

The income tax notes to the financial statements of Delta Ltd for the year ended 
31 December 20.17 may be compiled as follows from the information provided: 
CalculationsCalculationsCalculationsCalculations 
1111.  Profit before taxProfit before taxProfit before taxProfit before tax RRRR  
Revenue 10 500 000  
Cost of sales (6 000 000)  

 4 500 000  
Other income: Dividends received 15 000  
 4 515 000  
Expenses:Expenses:Expenses:Expenses:   
Operating expenses (2 040 000)  
Donations (15 000)  
Research costs (35 000)  
Interest paid (75 000)  
Profit before tax 2 350 000  
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    Example 7.27: Comprehensive example Example 7.27: Comprehensive example Example 7.27: Comprehensive example Example 7.27: Comprehensive example ––––    current and deferred tax (continued)current and deferred tax (continued)current and deferred tax (continued)current and deferred tax (continued)    
2.2.2.2.        Current taxCurrent taxCurrent taxCurrent tax   
Profit before tax 2 350 000  
NonNonNonNon----deductible/nondeductible/nondeductible/nondeductible/non----taxable itemstaxable itemstaxable itemstaxable items    125 000  
Dividends received (15 000)  
Donations 15 000 
Depreciation – administration building 125 000 
Temporary differencesTemporary differencesTemporary differencesTemporary differences (5 500 × 28% = 1 540* ) (5 500)  
Depreciation – plant and machinery 170 000  
Tax allowances – plant and machinery (188 000)
Research costs – Accounting write off 35 000 
Research costs – Tax write off (35 000 × 25%) (8 750)
Allowance for credit losses (50 000 – 35 000) 15 000 
Doubtful debts (allowance for credit losses): 20.16 (35 000 × 25%)  8 750 
Doubtful debts (allowance for credit losses): 20.17 (50 000 × 25%)  (12 500)
Prepaid insurance premium (25 000)
   
Taxable income 2 469 500  

Current tax 28% 691 460  

* R1 540 = Movement on the deferred tax account for the current year (refer to deferred tax
calculation below). 

  

3.3.3.3.        Deferred taxDeferred taxDeferred taxDeferred tax    CarrCarrCarrCarryyyying ing ing ing 
amountamountamountamount    

Tax Tax Tax Tax 
basebasebasebase    

Temporary Temporary Temporary Temporary 
differencdifferencdifferencdifferenceeee    

Deferred Deferred Deferred Deferred     
tax @ 28%tax @ 28%tax @ 28%tax @ 28%    

Dr/(Cr)Dr/(Cr)Dr/(Cr)Dr/(Cr)    

Deferred tax Deferred tax Deferred tax Deferred tax 
movement in movement in movement in movement in   
P/L @ 28%P/L @ 28%P/L @ 28%P/L @ 28%    

1 January 20.171 January 20.171 January 20.171 January 20.17    RRRR    RRRR  RRRR  RRRR    RRRR  
Plant and machinery   248 000 (69 440)  
Allowance for credit losses   (26 250) 7 350   
   (62 090)  
31 December 20.1731 December 20.1731 December 20.1731 December 20.17       
Long-term loan (500 000) (500 000) – –  
Bank overdraft (40 000) (40 000) – –  
Trade payables (246 000) (246 000) – –  
Land 2 470 000  2 470 000 – –  
Buildings 1 600 000  – 1 600 000  Exempt  
Plant and machinery 630 000  364 000 266 000 (74 480) 1 540 
Prepaid insurance  

premium  
 

25 000  
 

– 25 000 (7 000) 
 

Trade receivables    
� Gross 430 000  430 000 –  
� Allowance for credit 

losses  
 

(50 000) (12 500) (37 500) 10 500  
 

Research costs* – 26 250 (26 250) 7 350   
 (63 630)  

 * R35 000 – R8 750          
 

 



Income taxes   205
  

    Example 7.27: Comprehensive example Example 7.27: Comprehensive example Example 7.27: Comprehensive example Example 7.27: Comprehensive example ––––    current and deferred tax (continued)current and deferred tax (continued)current and deferred tax (continued)current and deferred tax (continued)    

 Journal entriesJournal entriesJournal entriesJournal entries    DrDrDrDr    CrCrCrCr    
  RRRR    RRRR    
 Income tax expense (P/L) 691 460  
 Taxation payable to SARS (SFP) (Current liability) 691 460 
 Recognition of current tax payable for the year  
 Income tax expense (P/L) 1 540  
 Deferred tax (SFP) 1 540 
 Recognition of movement in deferred tax balance  

Delta LtdDelta LtdDelta LtdDelta Ltd    
Notes for the year ended 31 December 20.17Notes for the year ended 31 December 20.17Notes for the year ended 31 December 20.17Notes for the year ended 31 December 20.17    

4.4.4.4.        Income tax expenseIncome tax expenseIncome tax expenseIncome tax expense 
Major components of tax expense RRRR        
Current tax expense 686 460  
– Current year 
– Overprovision 20.16 

691 460  
(5 000) 

 

Deferred tax – current 1 540  
Allowances on plant and machinery (74 480 – 69 440) 5 040   
Prepaid insurance premium (7 000 – 0) 7 000   
Allowance for credit losses (7 350 – 10 500) (3 150)  
Research cost (0 – 7 350) (7 350)  
  
Tax expense 688 000  

Tax rate reconciliationTax rate reconciliationTax rate reconciliationTax rate reconciliation 
 RRRR  RRRR        
Accounting profit 2 350 000 2 350 000  

Tax rate 28%28%28%28% 28%28%28%28%                    
Tax at standard rate 658 000         
Tax effect of:         
Donations (R15 000 × 28%); (R4 200/R2 350 000 × 100)  4 200 0,18  
Buildings – depreciation   
(R125 000 × 28%); (R35 000/R2 350 000 × 100) 

35 000 1,49  

Overprovision of current tax (R5 000/R2 350 000) × 100)) (5 000) (0,21)  
Non-taxable income: Dividends received  
(R15 000 × 28%); (R4 200/R2 350 000 × 100) 

(4 200) (0,18)  

Income tax expense (R688 000/R2 350 000) 688 000 29,28   
6.6.6.6.        Deferred taxDeferred taxDeferred taxDeferred tax        
Analysis of temporary differencesAnalysis of temporary differencesAnalysis of temporary differencesAnalysis of temporary differences  RRRR    
Accelerated capital allowances for tax purposes (R266 000 × 28%) 74 480   
Prepaid expense (R25 000 × 28%) 7 000   
Allowance for credit losses (R37 500 × 28%) (10 500)  
Research costs (R26 250 × 28%) (7 350)  
Deferred tax liability 63 630   
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11111111    Short and sweetShort and sweetShort and sweetShort and sweet        

 The objective of IAS 12 is to prescribe the recognition, measurement and disclosure 
of income taxes. 
� IAS 12 ensures that the appropriate amountappropriate amountappropriate amountappropriate amount of tax is disclosed in the financial 

statements of an entity. 
� Current tax Current tax Current tax Current tax is payable on taxable income at the applicable tax rate. 
� Taxable income Taxable income Taxable income Taxable income is calculated according to the Income Tax Act. 
� Profit before taxProfit before taxProfit before taxProfit before tax is calculated according to IFRS. 
� Differences between taxable income and profit before tax: 

 – non-taxable/non-deductible differences: include in tax rate reconciliation; and 
 – temporary differences: recognise deferred tax. 
� Deferred tax is recognised on temporary diffetemporary diffetemporary diffetemporary differrrrencesencesencesences.... 
� Temporary differences are differences between the tax basetax basetax basetax base of an asset or liability and 

its carrying amountcarrying amountcarrying amountcarrying amount.... 
� The tax base of an asset or liability is the amount attributed to that asset or liability for 

tax purposes. 
� A deferred tax liability is recognised in respect of all taxabletaxabletaxabletaxable temporary differences (with 

a few exceptions). 
� A deferred tax asset is recognised for all deductibledeductibledeductibledeductible temporary differences (to the extent 

that it is probable that future taxable profits will be available against which the 
differences can be utilised). 

� Deferred taxDeferred taxDeferred taxDeferred tax is measured at the tax rates that are expected to apply in the period when 
the asset is realised or the liability settled. 
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1111    Evaluation criteriaEvaluation criteriaEvaluation criteriaEvaluation criteria    

� Know and apply the definitions.  
� Calculate the following amounts: 
 – cost price of assets purchased, exchanged or constructed; 
 – depreciation; 
 – depreciable amount; 
 – residual value; 
 – carrying amount; and 
 – revaluation surplus/deficit and revalued amount. 
� Account for all the above-mentioned items. 
� Present and disclose property, plant and equipment in the annual financial statements.  

2222    Schematic representation of IAS 16Schematic representation of IAS 16Schematic representation of IAS 16Schematic representation of IAS 16    
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
    
    
    
    
    
    
    
    

continued 

Recoverability of carrying amount 
The carrying amount should be tested for impairment in terms of IAS 36. 

Objective 
� To prescribe the accounting treatment for property, plant and equipment (PPE); 
� In particular addressing the timing of recognition of the assets, determining the 

carrying amount and the related depreciation. 

Recognition 
Items of PPE are recognised as assets on a component basis when it is probable that: 
� the future economic benefits associated with the assets will flow to the entity, and 
� the cost of the asset can be measured reliably.

Initial measurement 
Items of PPE are initially recognised at cost. 
� Cost includes all those costs incurred to bring the item of PPE to location and 

working condition for intended use. 
� If payment is deferred, interest at a market-related rate must be recognised. 
� If an asset is acquired in exchange for another, the cost of the new asset will be at 

fair value of the asset given up unless: 
 – the transaction lacks commercial substance, or 
 – the fair value of neither the asset received nor given up can be reliably 

measured, 
 in which case the cost of the new asset is measured at the carrying amount of the 

asset given up. 

Subsequent measurement 
Items of PPE are subsequently measured using one of two models: 
� The cost model: cost less accumulated depreciation and accumulated impairment 

losses; or 
� The revaluation model: revalued amount less accumulated depreciation and 

accumulated impairment losses since the last revaluation. 
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3333    Nature of PPE Nature of PPE Nature of PPE Nature of PPE     

 Property, plant and equipment (PPE) items are tangible assets, sometimes also called 
fixed assets, which are held for use in the production of goods, the supply of services, for 
rental to others, or for administrative purposes. They are expected to be used during more 
than one financial period. The intention is clearly to use these assets to generate revenue 
rather than to sell them. 

In order to be recognised as an asset, PPE must, in terms of the The Conceptual Framework 
for Financial Reporting (Conceptual Framework), be a resource controlled by the entity as a 
result of past events from which future economic benefits are expected to flow to the entity. 
When an entity controls an asset, it has the power to obtain the future economic benefits of 
the underlying resource and can restrict the access of others to the asset.  

The past event normally refers to the date of acquisition or the date of completion on 
which the asset becomes ready for its intended use. The future economic benefits that are 
expected to flow to the entity include the revenue from the goods sold or services rendered, 
as well as cost savings and other benefits resulting from the use of the asset. 

Revaluation  
� An increase in value is credited to equity 

via other comprehensive income in the 
statement of profit or loss and other 
comprehensive income as a revaluation 
surplus. Unless it represents a reversal of a 
previous decrease for the same asset 
recognised as an expense, in which case it 
is recognised as income in profit or loss. 

� A decrease in value is recognised as an 
expense in profit or loss, unless it 
represents a reversal of a previous increase 
of the same asset, in which case it is 
debited to revaluation surplus via other 
comprehensive income. 

� A revaluation surplus is realised to retained 
earnings either when the asset is disposed 
of or over its remaining useful life directly 
in the statement of changes in equity. 

Depreciation  
� Depreciation commences when the asset is 

available for use and continues until 
derecognised, even if idle. 

� Depreciable amount = cost less the residual 
value. 

� The method must reflect the pattern in which 
the asset’s benefits are consumed. 

� Methods include: 
 – straight line; 
 – reducing balance; 
 – sum of digits; or 
 – production unit. 
� Depreciation is recognised in the profit or 

loss section of the statement of profit or 
loss and other comprehensive income 
unless it is included in the carrying amount 
of another asset, for example manufactured 
inventories. 

Derecognition  
� The asset is removed from the statement of financial position on disposal or when 

withdrawn from use and there are no expected future benefits from its disposal. 
� The gain or loss on derecognition is recognised in the profit or loss section of the 

statement of profit or loss and other comprehensive income. 

Subsequent measurement 
Items of PPE are subsequently measured using one of two models: 
� The cost model: cost less accumulated depreciation and accumulated impairment 

losses; or 
� The revaluation model: revalued amount less accumulated depreciation and 

accumulated impairment losses since the last revaluation. 
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A class of property, plant and equipment is a grouping of assets of a similar nature and 
use in an entity’s operations. IAS 16 paragraph 37 lists the following examples of separate 
classes: 
� land;  
� land and buildings; 
� machinery; 
� ships; 
� aircraft;  
� motor vehicles;  
� furniture and fixtures; 
� office equipment. 

Land and buildings are normally purchased as a unit but recorded separately because 
of their difference in nature, i.e.: 
� Land normally does not have a limited life and is, therefore, not depreciated.  
� Buildings, by contrast, have a limited life and are, therefore, depreciated.  
Plant typically refers to the machinery and production line of a manufacturing concern. This 
asset has a limited life and is depreciated, often using depreciation methods such as the 
unit of production method.  

4444    BackgroundBackgroundBackgroundBackground    

PPE is normally a large proportion of the assets of an entity in the statement of financial 
position. IAS 16 deals with tangible long-term assets.  
IAS 16 excludes from its scope: 
� biological assets related to agricultural activity other than bearer plants;  
� mineral rights and mineral reserves such as oil, natural gas and similar non-regenerative 

resources (IAS 41, Agriculture); 
� property, plant and equipment classified as held for sale in accordance with IFRS 5, Non-

current Assets Held for Sale and Discontinued Operations; and 
� investment property (IAS 40, Investment Property). 
IAS 16 includes in its scope: 
� Bearer plants in agricultural activities; 
� PPE used in maintaining biological assets and mineral resources;  
� PPE acquired through finance lease agreements; and 
� investment property carried in terms of the cost model. 

 IAS 16 allows two alternative accounting treatments for PPE, without indicating any 
preference. After initial recognitioninitial recognitioninitial recognitioninitial recognition of an item of PPE at cost, the asset may either be shown: 
� at cost less accumulated depreciation and accumulated impairment losses (the cost the cost the cost the cost 

model)model)model)model); or  
� at a revalued amount, being the fair value of the asset on the date of revaluation less 

accumulated depreciation and accumulated impairment losses since the last revaluation 
(the revaluation modelthe revaluation modelthe revaluation modelthe revaluation model). 

An entity adopts one of the models as its accounting policy and applies the policy to a 
specific class of PPE.  

IFRS 13 provides guidance on how fair value should be measured. IFRS 13 falls 
outside the scope of this chapter. 
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5555    RecognitionRecognitionRecognitionRecognition    

 An item of PPE is recognised as an asset if it is probable that economic benefits 
associated with the item will flow to the entity and the cost can be measured reliably (refer 
to the Conceptual Framework). 

5.15.15.15.1    ComponentsComponentsComponentsComponents    
IAS 16 uses the general recognition principle contained in the Conceptual Framework for 
both initial and subsequent recognition of an item of property, plant and equipment. The 
identification of components forms the basis for the recognition and derecognition of PPE.  

 An entity must, where appropriate, identify the significant componentssignificant componentssignificant componentssignificant components of an item of 
PPE on initial recognition. IAS 16 does not prescribe what constitutes a unit or a part of PPE 
for the purposes of recognition and measurement. A measure of judgement is, therefore, 
always required in identifying such parts. 

 

    Example 8.1:Example 8.1:Example 8.1:Example 8.1:    Identification of componentsIdentification of componentsIdentification of componentsIdentification of components    
A company with a 31 December year end has one asset, a helicopter. The helicopter was 
acquired on 1 January 20.11 at a cost of R1 000 000. The following components and 
respective useful lives were identified and estimated on initial recognition: 
Engine of the helicopter:Engine of the helicopter:Engine of the helicopter:Engine of the helicopter:    
R300 000 (the engine can only be used for 30 000 flight hours before replacement) 
Remainder of the helicopter:Remainder of the helicopter:Remainder of the helicopter:Remainder of the helicopter:    
R700 000 (the helicopter, excluding the engine, is estimated to be available for use for 
10 years) 
During 20.11, 7 800 flight hours were undertaken.  
Depreciation for the year ended 31 December 20.11, per significant component, is 
calculated as follows:  
Depreciation on the engine: R300 000 × (7 800/30 000) = R78 000 
Depreciation on the remainder of the helicopter: R700 000 × 1/10 = R70 000 
The total depreciation on the helicopter for the year ended 31 December 20.11 is R148 000 
(78 000 + 70 000). 
Assume that on initial recognition, the remainder of the helicopter (excluding the engine) 
included, inter alia, five electronic components of R1 000 each. The entity estimates that 
the components will be replaced every three years.  
In such circumstances, it should be established on initial recognition whether the 
components are significant enough to be depreciated separately. In practice, cost efficiency 
will be a determining factor when the decision is made. 
If the components are significant, they will be depreciated over their separate useful lives as 
illustrated earlier.  
If the components are not significant, they will be treated as part of the remainder of the 
helicopter, be depreciated over a useful life of 10 years, and be derecognised when 
replaced. 

The same recognition rule is applied in determining both the costs that will initially be 
capitalised as part of the cost of the PPE item and the costs that are capitalised 
subsequently. As far as subsequent costs are concerned, the costs may result from 
additions to assets, replacement of a part thereof, or the maintenance or service thereof.  
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In terms of the general recognition principle as described in IAS 16.7, the normal  
day-to-day maintenance cost of an item is, however, recognised as an expense and is not 
capitalised to the asset. This expense is described as repairs and maintenance and consists 
mainly of the cost of labour, consumables and small spares. 

5.25.25.25.2    Spare parts and servicing equipmentSpare parts and servicing equipmentSpare parts and servicing equipmentSpare parts and servicing equipment    
The accounting treatments for spare parts and servicing equipment are described in 
IAS 16.8 as follows:  

Items such as spare parts, stand-by equipment and servicing equipment are recognised in 
accordance with this IFRS when they meet the definition of PPE. Otherwise, such items are 
classified as inventories. 

    Example 8.2: Spare partsExample 8.2: Spare partsExample 8.2: Spare partsExample 8.2: Spare parts    
During 20.11, Convent Ltd purchased a machine, machine A, for R400 000 and spare parts 
for R30 000. These spare parts can be used on any machine, not only machine A. In 
addition, a standby machine, which is reserved for use only during machine A’s down-time, 
was purchased for R200 000 (assume that the standby machine does not need a major 
installation in order to become operable). During 20.11, spare parts to the value of R20 000 
were used to repair various machines, including machine A. The spare parts and the standby 
machine will be accounted for as follows: 

 DrDrDrDr CrCrCrCr  
 RRRR    RRRR     
 Spare parts:Spare parts:Spare parts:Spare parts:      
 Treat as inventories:      
 Inventories (SFP) 30 000     
 Bank or liability (SFP) 30 000  
 Expensed as used:  
 Repairs and maintenance/cost of sales (P/L) 20 000  
 Inventories – spare parts (SFP) 20 000  

 Machine:Machine:Machine:Machine:  
 Machinery (SFP) 400 000  
 Bank or liability (SFP) 400 000  
 Expensed as used:  
 Depreciation (P/L) xx xxx  
 Accumulated depreciation (SFP) xx xxx  
 Standby machine:Standby machine:Standby machine:Standby machine:      
 Treat as PPE (capitalise)      
 Machinery (SFP) 200 000     
 Bank or liability (SFP) 200 000  

CommentCommentCommentComment: 
����    The standby machine will be depreciated from the date that it is available for use as 

intended by management, in accordance with the requirements discussed below, even if 
the machine is not actually used.    

    

5.35.35.35.3    Safety aSafety aSafety aSafety and environmental costsnd environmental costsnd environmental costsnd environmental costs    
Sometimes entities are obliged to acquire certain PPE items for safety or environmental 
purposes. Although such assets will not directly give rise to increased future economic 
benefits embodied in a specific asset itself, the entity is obliged to acquire such assets for 
increased future economic benefits from other assets. Consequently, these assets meet the 
general recognition criteria for assets and are therefore capitalised as assets.  
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The increased carrying amount of the original asset and related environmental assets 
must, in terms of IAS 36, be evaluated for impairment. An impairment loss may arise when 
the new environmental asset has not contributed to additional positive cash flows, while the 
carrying amount may have increased. 

If an entity acquires these types of safety or environmental assets voluntarily, the cost 
must be expensed, unless: 
� it increases the economic life of the related asset;  
� it is a constructive obligation because of industry practices; or  
� the cost increases the safety or environmental standards of the related asset. 

    Example 8.3: Safety equipmentExample 8.3: Safety equipmentExample 8.3: Safety equipmentExample 8.3: Safety equipment    
In 20.11, Tommy Ltd installed special filters at total cost of R6 000, as required by law, on a 
machine in order to prevent damage to the environment. Assume the filters are not 
separately identifiable components of the machine. The carrying amount of the machine at 
this date was R120 000, and the recoverable amount was R125 000. The recoverable 
amount will not increase after the installation of the filters, as no direct future economic 
benefits from the filters will flow to Tommy Ltd. The revised carrying amount of the machine 
will be calculated as follows: 
 RRRR     
Original carrying amount 120 000  
Filters 6 000  
Revised carrying amount 126 000  

The carrying amount of the machine must be tested for impairment in terms of IAS 36, as 
filters were capitalised from which no additional direct future economic benefits will flow. 

 

    RRRR     
Revised carrying amount 126 000  
Recoverable amount 125 000  
Impairment loss 1 000  

An impairment loss of R1 000 is recognised and allocated to the individual assets of the 
cash-generating unit in proportion to their carrying amounts. 
 R            
Machine (120 000/126 000 × 1 000) 952  
Filters (6 000/126 000 × 1 000) 48  
 1 000  

Refer to chapter 14 for a discussion on IAS 36.  

5.45.45.45.4    Replacement of components at regular intervalsReplacement of components at regular intervalsReplacement of components at regular intervalsReplacement of components at regular intervals    
Certain components of PPE items are replaced frequently. Examples of these types of 
components are: 
� the relining of a furnace; 
� the seats and galleys in an aircraft; and 
� the interior walls of a building such as an office block. 
Note that the main asset (like the furnace, aircraft and building) has a much longer useful 
life than the lining, seats, galleys and interior walls respectively. 
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 IAS 16.43 to .44 requires that the initially recognised cost of an item of PPE be 
allocated to its significant componentssignificant componentssignificant componentssignificant components, and that each component then be depreciated 
separately. The depreciation rates and useful lives used to depreciate the respective 
components of the asset may differ from those of the asset as a whole. 

The remaining part of the item of PPE, consisting of all the items that are not individually 
significant, represents a separate component.  

 When such a component is replaced, the cost of the replaced component is capitalised 
as part of the carrying amount of the item of PPE, provided the recognition criteria are met. 
The remaining carrying amount of the replaced component will be derecognised at that 
stage. 

If it is not possible to determine the carrying amount of the replaced component, (for 
instance where the part has not been depreciated separately), the cost of the new 
component may be used as an indication of what the original cost of the part would have 
been (IAS 16.70). If the component will be used until the end of the useful life of the asset, 
it is depreciated over the remaining useful life of the asset, or otherwise over the useful life 
of the component. It is therefore possible for a component of an asset to be recognised 
only subsequent to initial recognition once the replacement expenditure has been incurred. 

    Example 8.4: Replacement of componentsExample 8.4: Replacement of componentsExample 8.4: Replacement of componentsExample 8.4: Replacement of components    
Beta Ltd operates a furnace which cost R20 000 000 inclusive of R4 000 000 in respect of 
the cost of the lining of the furnace. The useful life of the furnace is 20 years. The furnace 
linings need to be replaced every five years, and the first replacement was made on 
1 January 20.12 at R5 000 000. The linings each have an estimated insignificant current 
residual value. The furnace was originally purchased on 2 January 20.7, and it was also 
available for use as intended by management on that date. The year end is 31 December. 
The following are applicable at 31 December 20.12: 
Carrying value of furnace (excluding lining) on 31 December 20.12Carrying value of furnace (excluding lining) on 31 December 20.12Carrying value of furnace (excluding lining) on 31 December 20.12Carrying value of furnace (excluding lining) on 31 December 20.12         
 RRRR     
Original cost including lining 20 000 000  
Lining (4 000 000)  

Furnace excluding lining 16 000 000  
Accumulated depreciation on the furnace (excluding lining) to  
31 December 20.11 (16 000 000/20 × 5) (4 000 000)  
Depreciation for 20.12 (16 000 000/20) (800 000)  

Carrying amount at 31 December 20.12 11 200 000  

Carrying amount of the lining as at 31 December 20.12Carrying amount of the lining as at 31 December 20.12Carrying amount of the lining as at 31 December 20.12Carrying amount of the lining as at 31 December 20.12         
 RRRR     
Cost of original lining 4 000 000  
Written off from 2 January 20.7 to 31 December 20.11 (4 000 000/5 × 5) (4 000 000)  
    –  

New lining capitalised on 1 January 20.12 5 000 000  
Depreciation (5 000 000/5) (1 000 000)  
Carrying amount at 31 December 20.12 4 000 000  
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    Example 8.4: Replacement of componentsExample 8.4: Replacement of componentsExample 8.4: Replacement of componentsExample 8.4: Replacement of components    
Depreciation Depreciation Depreciation Depreciation forforforfor    20.1220.1220.1220.12     
Furnace 800 000  
Lining 1 000 000  
Total 1 800 000  

CommentCommentCommentComment:    
� If, at initial recognition of the furnace, the lining was not identified as a separate 

component, but the R5 000 000 incurred to replace the lining now qualifies for recognition 
as an asset, then it would be necessary to derecognise the remaining carrying amount of 
the lining that was replaced. This carrying amount will therefore be based on the cost of the 
new lining, amounting to R5 000 000. Since the total cost of the furnace would be 
depreciated over 20 years and the lining component was not identified separately at initial 
recognition, it follows that the carrying amount of the replaced lining component at 
replacement date should be the following deemed amount: 

 

 RRRR     
Deemed cost 5 000 000  
Deemed accumulated depreciation (5 000 000/20 × 5) (1 250 000)  

Deemed carrying amount of old lining at date of derecognition 3 750 000  

The carrying amount of the furnace at 1 January 20.12 directly after replacement of the 
lining would therefore be as follows: 
 RRRR  
Cost of furnace 20 000 000  
Accumulated depreciation of furnace (20 000 000/20 × 5) (5 000 000)  
Derecognition of carrying amount of old lining (see above) (3 750 000)  
Capitalisation of new lining 5 000 000  

 16 250 000  
      

5.55.55.55.5    Major inspectionsMajor inspectionsMajor inspectionsMajor inspections    
Certain assets need regular major inspections for faults, regardless of whether or not the 
parts of the item are replaced – this is done to ensure that operations can continue 
effectively. An example of such an asset is an aircraft which, after every 5 000 hours’ flying 
time, needs a major inspection to ensure continued optimum operation. When the 
inspection occurs, the inspection cost is capitalised as a replacement against the asset, 
(provided the recognition criteria of the Conceptual Framework are met). The cost of the 
inspection is then depreciated over the estimated period until the next inspection. Any 
remaining carrying amount of the previous inspection which was not fully depreciated is 
derecognised once the new inspection occurs. 

On initial recognition, a part of the cost of the asset is allocated to inspection costs (as if 
the inspection was performed on the day of initial recognition). This component is then 
depreciated over the expected period to the next inspection. 

The cost of an inspection need not necessarily be identified when the asset is acquired or 
erected. The estimated cost of a future similar inspection may be used as an indication of 
the cost of what the current inspection component of the asset at acquisition was, if 
required. In this way, the amount that needs to be depreciated separately over the useful 
life of the remainder of the asset, can be estimated. 
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    Example 8.5: Inspection costsExample 8.5: Inspection costsExample 8.5: Inspection costsExample 8.5: Inspection costs    
Charlie Ltd acquired a machine on 2 January 20.11 that needs a major inspection every two 
years. The cost price of the machine is R2 000 000, and it is estimated that the cost of a 
major inspection will amount to R200 000. No inspection is done on acquisition but the 
separate component is identified. The useful life of the machine is estimated to be eight 
years, and the company has a 31 December year end.    
The depreciation and carrying amounts of the machine at 31The depreciation and carrying amounts of the machine at 31The depreciation and carrying amounts of the machine at 31The depreciation and carrying amounts of the machine at 31    December 20.11 and 20.12:December 20.11 and 20.12:December 20.11 and 20.12:December 20.11 and 20.12:    
    MMMMaaaachinechinechinechine      InspeInspeInspeInspecccctiontiontiontion  

compcompcompcompoooonentnentnentnent    
    *Total*Total*Total*Total   

 RRRR    RRRR        RRRR     
Cost (2 000 000 – 200 000) 1 800 000 200 000  2 000 000  
Depreciation 20.11:    
 Machine (1 800 000/8) (225 000) –  (225 000)  
 Inspection (200 000/2) – (100 000)  (100 000)  

Carrying amount at 31 December 20.11 1 575 000 100 000  1 675 000  
Depreciation 20.12 (225 000) (100 000)  (325 000)  

Carrying amount at 31 December 20.12 1 350 000 –  1 350 000  

* Note that the inspection component is not a separate asset, but forms part of the machine.     
If the inspection was done after 18 months instead of the originally estimated two years, 
and the actual cost of the first physical inspection amounted to R300 000, the disclosure in 
the PPE note for the year ended 31 December 20.12 will be as follows: 

Charlie LtdCharlie LtdCharlie LtdCharlie Ltd    
Notes for the year ended 31Notes for the year ended 31Notes for the year ended 31Notes for the year ended 31    December 20.12December 20.12December 20.12December 20.12    

13. Property, plant and equipment13. Property, plant and equipment13. Property, plant and equipment13. Property, plant and equipment      MachiMachiMachiMachinnnneryeryeryery      
      20.120.120.120.12222      
      RRRR    
Carrying amount at 1 January 20.11  –   
Additions  2 000 000   
Depreciation 20.11 (see above)  (325 000)   
Carrying amount at 31 December 20.11  1 675 000   

Cost 2 000 000   
Accumulated depreciation (325 000)   

Depreciation 20.12  
[(225 000 + (200 000/2 × 6/12) + (300 000/2 × 6/12)] 

  
(350 000) 

  

Derecognition of initial inspection cost (refer to the journal below) 
[200 000 – (100 000 + 50 000)] 

  
(50 000) 

  

Capitalisation of inspection cost incurred  300 000   

Carrying amount at 31 December 20.12  1 575 000   

Cost (2 000 000 – 200 000 + 300 000) 2 100 000   
Accumulated depreciation (325 000 + 350 000 – 100 000 – 50 000) (525 000)   

DrDrDrDr        CrCrCrCr     
30 June 20.1230 June 20.1230 June 20.1230 June 20.12        RRRR  RRRR  
Loss on derecognition (P/L)     50 000   
Accumulated depreciation (SFP)   150 000   

Machinery (SFP)   200 000          
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6666    MeasurementMeasurementMeasurementMeasurement        

 The general rule in respect of PPE items that qualify for recognition as assets is that 
these items are initially measured at cost. 

6.16.16.16.1    Initial cost Initial cost Initial cost Initial cost     

 The cost of PPE is the amount of cash or cash equivalent paid to acquire an asset at 
the time of its acquisition or completion of construction. It can also be the fair value of other 
forms of payments made to acquire the asset. Capitalisation of costs ceases as soon as the 
asset is in the condition and location necessary for it to be capable of operating in the 
manner intended by management.  

Items to be included in cost are the following: 
� The purchase price, including import duties and non-refundable purchase taxes, after 

the deduction of trade discounts and rebates. VAT paid on qualifying assets by a 
registered vendor is refundable and is therefore excluded. VAT forms part of the cost if 
the buyer is not registered for VAT or no input VAT can be claimed on the asset. 

� Any directly attributable costs of bringing the asset to the location and condition 
necessary for it to operate in the way management intended. Examples of such directly 
attributable costs are: 

 – the cost of employee benefits arising directly from the construction or acquisition of 
the item of PPE; 

 – the cost of site preparation; 
 – initial delivery and handling costs; 
 – installation and assembly costs; 
 – the cost of testing whether the asset is functioning properly, after deducting the net 

proceeds from selling any items produced while bringing the asset to that location and 
condition (such as samples produced when testing equipment). However, a clear 
distinction must be made between testing costs and initial operating losses (the latter 
may not be capitalised); and 

 – professional fees. 
� The initial estimate of the cost of dismantling, removing and restoring the site on which 

the asset is located. A related obligation would arise in this context when the item is 
acquired, or as a result of the use of the item for purposes other than the manufacturing 
of inventories during that period. 

The following items must not be capitalised: 
� costs of opening a new facility; 
� costs of introducing a new product or service (including costs of advertising and 

promotional activities); 
� costs of conducting business in a new location, or with a new class of customer 

(including costs of staff training); 
� administration and other general overhead costs; 
� costs incurred while an item capable of operating in the manner intended by management 

has yet to be brought into use or is operated at less than full capacity; 
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� initial operating losses, such as those incurred while demand for the item’s output 
grows; and 

� costs of relocating or reorganising part or all of an entity’s operations. 
Operations that relate to the construction or development of a PPE item, but that are not 
necessary to bring the item to the condition and location necessary for operation in the 
manner intended by management, are dealt with in IAS 16.21. Neither income nor 
expenditure that results from such incidental operations is capitalised to the asset; they 
are included in the profit or loss section of the statement of profit or loss and other 
comprehensive income under the appropriate classifications of income and expenses. If a 
building site is, for example, rented out as a parking area before commencement of 
construction on the site, the rental income (and related costs) will not be taken into account 
in determining the cost of the property, but will be included in relevant line items in the 
profit or loss section of the statement of profit or loss and other comprehensive income. 

IAS 16.22 deals with self-constructed assets and states inter alia that internal profits are 
eliminated in arriving at costs. Furthermore, abnormal wastage of materials, labour and other 
resources do not form part of the cost price of an asset. The principles of IAS 2 regarding 
the capitalisation of manufacturing costs must be followed. 

    Example 8.6: Determining the coExample 8.6: Determining the coExample 8.6: Determining the coExample 8.6: Determining the cost of PPEst of PPEst of PPEst of PPE    
Charlie Ltd purchased an imported machine for R2 400 000. Customs and import duties of 
R200 000 were levied on the import of this machine. Railage costs of R25 000 were 
incurred to transport the machine from Durban to Pretoria. Additional calibration devices, 
designed specifically for use with this machine, were installed on the machine to ensure it 
worked correctly under local conditions. These devices cost R30 000, and are not 
considered to be separate components of the machine. The machine was installed at a cost 
of R100 000. An advertising brochure was posted to all customers informing them of the 
new machine at a cost of R5 000. The cost of the machine will be calculated as follows: 
 RRRR     
Purchase price paid to supplier 2 400 000  
Customs and import duties 200 000  
Railage costs 25 000  
Calibration devices 30 000  
Installation costs 100 000  
Advertising –  
 2 755 000  

In addition, the entity manufactured another machine. Labour and production overhead 
costs (excluding depreciation) amounted to R200 000, excluding the abnormal portion of 
R10 000. This machine was manufactured using the imported machine referred to above for 
three months during the current financial period. The imported machine was ready for use as 
intended by management on 1 January 20.11. The accounting policy of the company is to 
depreciate machinery according to the straight line method. Management estimated that the 
imported machine would have a useful life of five years and no current residual value. The 
company has a 31 December year end. 
The cost price of the selfThe cost price of the selfThe cost price of the selfThe cost price of the self----constructed machine is calculated as follows:constructed machine is calculated as follows:constructed machine is calculated as follows:constructed machine is calculated as follows: 
 RRRR     
Labour and production overheads 200 000  
Abnormal overheads –  
Depreciation (2 755 000/5 × 3/12) 137 750  
  337 750  
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6.26.26.26.2    Dismantling, remDismantling, remDismantling, remDismantling, removal and restoration costsoval and restoration costsoval and restoration costsoval and restoration costs    

 IAS 16.16(c) states that the initial estimate of the costs of dismantling and removing 
the PPE item and restoring the site on which it is located will form part of the cost of the 
asset. However, the entity must have a present legal or constructive obligation (refer to 
IAS 37) to dismantle and remove the item in order to include such costs in the cost price of 
PPE. 

An entity applies IAS 2 to costs resulting from obligations for the dismantling and removing 
of an item of PPE (as well as for the restoring of the site on which the asset is situated) if 
the costs were incurred during a specific period in which the item of PPE was used to 
produce inventories. This implies that these costs will be capitalised to inventories, and not 
to the item of PPE. If the item of PPE is not used to produce inventories, the costs may be 
capitalised to PPE. The obligations for costs are measured in terms of IAS 37. 

    Example 8.7: Dismantling and removing costsExample 8.7: Dismantling and removing costsExample 8.7: Dismantling and removing costsExample 8.7: Dismantling and removing costs    
 RRRR   
A Ltd acquired an office building:      
Cost of construction as at 1 July 20.11 1 090 000  
Expected dismantling and removal costs at end of useful life of asset 120 000  
Applicable discount rate after tax (at 28%) 6,48%  
Useful life of office building 24 years  
The building is erected on rented premises, and the rental agreement requires dismantling 
of the building at the end of its useful life. The cost of the asset on 1 July 20.11 will be: 
 RRRR   
Cost of construction 1 090 000  
Expected dismantling and removal costs discounted to present value   
FV = R120 000; n = 24; i = 6,48/0,72 = 9; PV = ? (See IAS 37) 15 169  
Cost price of building 1 105 169  

Journal entries for dismantling and removal costsJournal entries for dismantling and removal costsJournal entries for dismantling and removal costsJournal entries for dismantling and removal costs     DrDrDrDr        CrCrCrCr     
Year 1Year 1Year 1Year 1   RRRR      RRRR     

 Office building (SFP) 15 169    
 Provision for dismantling and removal costs (SFP)  15 169  
 Finance cost (P/L) (15 169 × 9%) 1 365    
 Provision for dismantling and removal costs (SFP)  1 365  
    Year 2Year 2Year 2Year 2       
 Finance cost (P/L) [(15 169 + 1 365) × 9%] 1 488   

Provision for dismantling and removal costs (SFP)  1 488  
    Year 3 to 23Year 3 to 23Year 3 to 23Year 3 to 23       
 Entries similar to year 2 for years 3 to 23    
    Year 24Year 24Year 24Year 24       
 Finance cost (P/L) (110 092 × 9%) 9 908   
 Provision for dismantling and removal costs (SFP)  9 908  
 Provision for dismantling and removal costs (SFP) 120 000   

Bank (SFP)  120 000  
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    Example 8.7: Dismantling and removing costs (continued)Example 8.7: Dismantling and removing costs (continued)Example 8.7: Dismantling and removing costs (continued)Example 8.7: Dismantling and removing costs (continued)    
Amortisation tableAmortisation tableAmortisation tableAmortisation table                 
 Cap/InterestCap/InterestCap/InterestCap/Interest      BalanceBalanceBalanceBalance        
 RRRR        RRRR        
Year 1 1 365 16 534  
Year 2 1 488 18 022  
Year 24 9 908 120 000  
 

If the dismantling costs must be reassessed, the requirements of IFRIC 1 would be 
followed. These requirements are, however, beyond the scope of this chapter.  

6.36.36.36.3    Deferred settlement Deferred settlement Deferred settlement Deferred settlement     
When payment for an item of PPE is deferred beyond normal credit terms, its cost is the 
cash price equivalent of the amount actually paid. This treatment is required because the 
consideration is payable in cash in the future, resulting in a lower present value than the 
actual face value of the consideration. The difference between this amount and the total 
amount paid is recognised as a finance cost over the period of credit, unless it is capitalised 
in accordance with IAS 23 as borrowing costs. 

The total deferred settlement period will represent the abnormal credit term. For 
instance, if the normal credit term is 30 days and the entity will only have to pay after six 
months, the cash price equivalent of the asset will be calculated as the total amount 
payable reduced by interest for the whole six-month period. This is necessary since the 
creditor must be initially accounted for at its fair value. Fair value is calculated by 
discounting all future cash flows, at a market-related interest rate, back to the transaction 
date. 

    Example 8.8: Abnormal credit termsExample 8.8: Abnormal credit termsExample 8.8: Abnormal credit termsExample 8.8: Abnormal credit terms    
On 1 February 20.12, a company purchased an industrial stand at a cost of R15 000 000, 
of which R3 000 000 is attributable to the land and R12 000 000 to the factory building. 
The factory building has a useful life of 20 years. The transfer of ownership took place on 
30 June 20.12. The seller was willing to defer payment of the purchase price until 
31 December 20.12, whilst the normal credit term would be two months from date of 
transfer. On 31 December 20.12, the company obtained a long-term loan to the value of 
R15 000 000 at an interest rate of 18% per annum, and settled the purchase price. Interest 
was compounded bi-annually in arrears. On 1 July 20.12, the property became available for 
use. The property was not considered to be an investment property.  
In this case, it is normal practice for the purchase to take place when ownership is 
transferred, but payment is only made six months later. To determine the cost of the asset, 
the cash price equivalent has to be determined on 30 June 20.12. The interest cannot be 
capitalised in terms of IAS 23 because the property has already been brought into use on 
1 July 20.12. 
Calculation of cost of the fixed property: 
 RRRR     
Purchase price 15 000 000  
Interest (18% × 6/12 = 9%; 9/109 × 15 000 000) (1 238 532)  
Cash price equivalent (FV = 15 000 000; n = 1; i = 18/2 = 9; PV = ?) 13 761 468  
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    Example 8.8: Abnormal credit terms (continued)Example 8.8: Abnormal credit terms (continued)Example 8.8: Abnormal credit terms (continued)Example 8.8: Abnormal credit terms (continued)    
Journal entriesJournal entriesJournal entriesJournal entries        DrDrDrDr        CrCrCrCr     
30 June 20.1230 June 20.1230 June 20.1230 June 20.12    RRRR        RRRR     

 Land (SFP) (3/15 × 13 761 468) 2 752 294   
 Buildings (SFP) (12/15 × 13 761 48) 11 009 174   
 Creditors (SFP) 13 761 468  
 31 December 20.1231 December 20.1231 December 20.1231 December 20.12   
 Bank (SFP) 15 000 000   
 Long-term liability (SFP) 15 000 000  
 Finance costs (P/L) 1 238 532   

Creditors (SFP) 1 238 532  
 Creditors (SFP) 15 000 000   
 Bank (SFP) 15 000 000  
    Depreciation (P/L) (11 009 174/20 × 6/12)    275 229   
 Accumulated depreciation (SFP) 275 229  
    (The portion attributable to land, being R2 752 294, is not 

depreciable.)    
  

 

6.46.46.46.4    ExchangeExchangeExchangeExchange    of PPE itemsof PPE itemsof PPE itemsof PPE items    

 When PPE items are acquired in exchange for other assets, whether monetary,  
non-monetary or a combination of the two, the cost price of the item acquired is measured 
at fair value. When the fair values of both assets (acquired and given up) can be determined 
reliably, the fair value of the asset given upgiven upgiven upgiven up will be used (this is therefore the rule), unless 
the fair value of the asset acquired is more evident, in which case the fair value of the asset 
acquired is used. 

A gain or loss is recognised as the difference between the fair value and the carrying 
amount of the asset given up, where applicable. 

There are, however, two exceptions to the general rule that assets acquired in 
exchange transactions must be measured at fair value: 
� the first exception occurs when the exchange transaction lacks commercial substance; 

and 
� the second occurs when the fair values of both the asset that is acquired and the asset 

given up cannot be estimated reliably.  
In both these cases, the asset that is acquired is measured at the carrying amount of the 
asset given up, and no gain or loss is recognised. 

The reference to commercial substance is explained in IAS 16.25. In this regard, it is 
necessary to consider the definition of the entity-specific value of an asset. The  
entity-specific value is the present value of the cash flows that an entity expects from 
the continued use of the asset, plus the present value of its disposal at the end of its useful 
life. Note that the entity-specific value of an asset refers to after-tax cash flows, and any tax 
allowances on these assets must be included in the calculation. 

An entity determines whether an exchange transaction has commercial substance by 
considering the extent to which its future cash flows are expected to change as a result of 
the transaction. An exchange transaction has commercial substance if: 
� the configuration (risk, timing and amount) of the cash flows of the asset received 

differs from the configuration of the cash flows of the asset transferred; or 
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� the entity-specific value of the portion of the entity’s operations affected by the 
transaction changes as a result of the exchange; and 

� the difference in the above is significant relative to the fair value of the assets 
exchanged. 

    Example 8.9: Exchange of assetsExample 8.9: Exchange of assetsExample 8.9: Exchange of assetsExample 8.9: Exchange of assets    
Echo Ltd entered into the following exchange of assets transactions during the year ended 
31 December 20.13: 
Transaction 1Transaction 1Transaction 1Transaction 1    
A motor vehicle with a carrying amount of R120 000 in the records of Echo Ltd and a fair 
value of R140 000 was exchanged for a delivery vehicle of Delta Ltd, with a fair value of 
R142 000. The fair value of both vehicles can be readily determined, since an active market 
for similar used vehicles exists. 
Transaction 2Transaction 2Transaction 2Transaction 2    
A machine owned by Echo Ltd with a carrying amount of R150 000 is exchanged for another 
machine, which is carried at R145 000 in the records of Beta Ltd. The fair values of the two 
machines cannot readily be ascertained. 
Transaction 3Transaction 3Transaction 3Transaction 3    
A computer system with a carrying amount of R220 000 in the books of Echo Ltd is 
exchanged for a manufacturing plant with a carrying amount of R225 000 in the records of 
Charlie Ltd. The fair value of the computer system is virtually impossible to determine, as 
these items are seldom sold, but the following can be estimated reliably: 
 ProbabilityProbabilityProbabilityProbability    Fair valueFair valueFair valueFair value    
  RRRR   
Possibility 1 30% 200 000  
  2 10% 250 000  
  3 20% 230 000  
  4 40% 210 000  
The fair value of the manufacturing plant is R222 000, and is readily determinable and 
more clearly evident since an active market for these used assets exists. 
Transaction 4Transaction 4Transaction 4Transaction 4    
Echo Ltd exchanges a machine with a carrying amount of R1 700 000 for a similar machine 
of the same age and condition. The existing machine that is painted red is exchanged for the 
other machine that is painted blue, as the managing director likes blue-coloured machines. 
The fair values of the two machines are R1 720 000 and R1 750 000 respectively. Since the 
blue machines are more popular, they have a higher fair value. 
In each of the abovementioned transactions, determine the amount at which the new asset 
(acquired in the exchange) must be measured in the financial statements of Echo Ltd. 
Transaction 1Transaction 1Transaction 1Transaction 1    
The delivery vehicle will be measured at R140 000. Refer to IAS 16.26. 
Transaction 2Transaction 2Transaction 2Transaction 2    
The machine acquired in the exchange transaction will be measured at R150 000, which is 
the carrying amount of the machine given up – refer to IAS 16.24. 
Transaction 3Transaction 3Transaction 3Transaction 3    
The estimated fair value of the computer system given up is the following: 
[(200 000 × 30%) + (250 000 × 10%) + (230 000 × 20%) + (210 000 × 40%)] 
= R215 000 (refer to the first part of IAS 16.26).
The fair value of the item that is acquired is R222 000.
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    Example 8.9: Exchange of assets (continued)Example 8.9: Exchange of assets (continued)Example 8.9: Exchange of assets (continued)Example 8.9: Exchange of assets (continued)    
The manufacturing plant must be measured at R222 000 (its fair value) since it is more 
readily determinable than the fair value of the asset given up. Refer to the last part of 
IAS 16.26. 
Transaction 4Transaction 4Transaction 4Transaction 4    
This is an example of a transaction without commercial substance, as described in 
IAS 16.24. The transaction does not comply with any of the requirements of commercial 
substance, as specified in IAS 16.25. Consequently, the acquired blue machine will be 
reflected in the records of Echo Ltd at R1 700 000, i.e. the carrying amount of the red 
machine given up. 

6.56.56.56.5    Subsequent measurement Subsequent measurement Subsequent measurement Subsequent measurement     

 An entity will, after initial recognition, make a choice between the cost modelcost modelcost modelcost model 
(IAS 16.30) and the revaluation modelrevaluation modelrevaluation modelrevaluation model (IAS 16.31).  

In terms of the cost model, an item of PPE will, after initial recognition as an asset, be 
carried at its cost less any accumulated depreciation and accumulated impairment losses.  

In terms of the revaluation model an item of PPE will, after initial recognition, be 
carried at the revalued amount, provided its fair value can be measured reliably. The 
revalued amount referred to is the fair value on the date of revaluation less any 
accumulated depreciation and accumulated impairment losses since the revaluation date. 
Revaluations must be done on a regular basis to ensure that the carrying amount of the 
asset at the end of the reporting period does not differ substantially from the fair value at 
the end of the reporting period. If an item of property, plant and equipment is revalued, the 
entire class to which that asset belongs shall be revalued. 

Items of PPE are, therefore, disclosed at cost/revalued amount less accumulated 
depreciation and impairment losses. The same model must be used for all items of PPE in a 
specific category.  

    Example 8.10: Calculating the carrying amount of an assetExample 8.10: Calculating the carrying amount of an assetExample 8.10: Calculating the carrying amount of an assetExample 8.10: Calculating the carrying amount of an asset    
An entity has an item of property, plant and machinery on hand at 31 December 20.11, its 
year end. The accounting information relating to this asset is as follows: 
  RRRR 
� cost price  325 000 
� accumulated depreciation at beginning of year 150 000 
� depreciation for current financial year  50 000 
� impairment loss for current financial year  25 000 
� estimated current residual value  20 000 

The carrying amount at which the asset will be reflected in the financial statements will be 
calculated as follows: (325 000 – 150 000 – 50 000 – 25 000) = R100 000. 

CommentCommentCommentComment: 
����    Note that the residual value will be taken into account when calculating the depreciable 

amount for depreciation purposes.    
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Irrespective of whether the cost model or the revaluation model is used, aspects such as 
depreciation, depreciable and residual amounts, impairment, and useful life are important in 
the measurement process. These aspects are now discussed in detail. 

7777    Depreciation Depreciation Depreciation Depreciation     

7.17.17.17.1    Allocation of costAllocation of costAllocation of costAllocation of cost    

 IAS 16.6 and .50 state that depreciation is the systematic allocation of the 
depreciable amount of an asset over its useful life. Depreciable amountDepreciable amountDepreciable amountDepreciable amount refers to the cost of 
an asset, or another amount that replaces cost (for example revalued amount), less residual 
value. The residual valueresidual valueresidual valueresidual value of an asset is the estimated amount that the entity would currentlycurrentlycurrentlycurrently 
obtain from the disposal of the asset, after deducting the estimated costs of disposal, if the 
asset were already of the age and in the condition expected at the end of its useful life. 

 

    Example 8.11: Calculating the depreciable amount of an assetExample 8.11: Calculating the depreciable amount of an assetExample 8.11: Calculating the depreciable amount of an assetExample 8.11: Calculating the depreciable amount of an asset    
An entity has a machine with an historical cost of R50 000. The machine has an estimated 
current residual value of R5 000. Assume all amounts are material. The depreciable amount 
of that machine will be calculated as follows: 
 RRRR     
Historical cost (or revalued amount) 50 000  
Less:Less:Less:Less: Estimated current residual value (5 000)  
Depreciable amount 45 000  

CommentsCommentsCommentsComments: 
� The residual value is estimated at the time of acquiring the asset with reference to residual 

values of similar assets or previous experience. 
� If the residual value is immaterial – ignore for purposes of determining depreciable amount.    
����    If the residual value is material – reduce the historical cost by the amount of the residual 

value to determine the depreciable amount. 
  

The aim of depreciation is to allocate the depreciable amount (original cost or revalued 
amount less the residual value) of an asset over its useful life (the period during which the 
depreciable asset will be used) in relation to income generated by the asset. Consequently, 
the depreciable amount is recovered through use and the residual value is recovered 
through sale. 

In order to decide on the amount of depreciation allocated, three aspects should be 
considered, i.e.: 
� useful life;  
� expected residual value; and 
� method of depreciation. 

7.27.27.27.2    Useful lifeUseful lifeUseful lifeUseful life    
The following factors are considered when determining the useful life of an asset: 
� the expected use of the asset by the entity determined by referring to the asset’s 

expected capacity or physical production; 
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� the expected physical wear and tear, dependent on operating factors such as the 
number of shifts and the repairs and maintenance programme, as well as repairs and 
maintenance while not in use; 

� the technical or commercial obsolescence resulting from changes and improvements in 
production, or a change in the demand for the product or service output of the asset; and  

� legal and similar limitations on the use of the asset, such as maturity dates of related 
leases (normally finance leases). 

 The useful lifeuseful lifeuseful lifeuseful life of an asset is defined in terms of the asset’s expected utility to the 
entity, while the economic lifeeconomic lifeeconomic lifeeconomic life of an asset refers to the total life of an asset while in the 
possession of one or more owners. 

The asset management policy of an entity may involve the disposal of assets: 
� after a specified period; or  
� after the consumption of a certain portion of the economic benefits embodied in the 

asset prior to the asset reaching the end of its economic life. 
The useful life of the asset may therefore be shorter than its economic life. 

The estimate of the useful life of PPE is a matter of judgement based on the experience 
of the entity with similar assets. IAS 16.51 requires that the useful life must be reviewed 
annually. If, prior to the expiry of the useful life of an asset, it becomes apparent that the 
original estimate was incorrect in that the useful life is longer or shorter than originally 
estimated, an adjustment to the incorrect estimate must be made. This adjustment is not a 
correction of an error, as estimates are an integral part of accrual accounting, and may, by 
their very nature, be inaccurate. Adjustments to such estimates form part of the normal 
operating expense items, and may, at most, be disclosed separately in terms of IAS 8 if size 
or nature warrants such treatment. Changes in accounting estimates are not adjusted 
retrospectively; they are only adjusted prospectively in the current year and future periods. 

    Example 8.12: Change in estimate of useful lifeExample 8.12: Change in estimate of useful lifeExample 8.12: Change in estimate of useful lifeExample 8.12: Change in estimate of useful life    
Assume the following details for equipment of A Ltd on 31 December 20.11: 
 RRRR   
Cost (five-year useful life) 450 000  
Accumulated depreciation (450 000/5 × 2) (180 000)  
Carrying amount 270 000  

At the end of 20.12end of 20.12end of 20.12end of 20.12, the remaining useful life of the equipment was estimated at three 
years, and it is anticipated that neither this new useful life nor the residual value of the 
asset of Rnil will change. 
Taking the above into account, the depreciation for 20.11 to 20.13 will be as follows: 
20.11: R450 000/5 = R90 000 (no restatement of comparatives). 
20.12: R270 000/(3 + 1) = R67 500 (change applied from beginning of the year) 
 Change in estimate for 20.12: R67 500 (new) – R90 000 (old) = R22 500 

decrease in depreciation for the current year 
R22 500, as the total future depreciation is now R202 500 (67 500 × 3), whereas 
it would have been R180 000 (R90 000 × 2) before the change. 
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    Example 8.12: Change in estimate of useful lifeExample 8.12: Change in estimate of useful lifeExample 8.12: Change in estimate of useful lifeExample 8.12: Change in estimate of useful life    
 The cumulative effect of the change in estimate is an increase in depreciation of 

The cumulative effect of the change in estimate on future years can also be 
calculated as follows: 
Carrying amount (old) end 20.12 = R270 000 – R90 000 = R180 000 
Carrying amount (new) end 20.12 = R270 000 – R67 500 = R202 500 
R202 500 – R180 000 = R22 500 

20.13: Depreciation of R67 500 per annum will now be recognised 

7.37.37.37.3    UsefulUsefulUsefulUseful    life of land and buildingslife of land and buildingslife of land and buildingslife of land and buildings    
Land and buildings are divisible assets that must be treated separately for accounting 
purposes, even if they were acquired as a unit. These items are separated because land 
usually has an infinite useful life and is, therefore, not depreciated, while buildings have a 
finite useful life and are, therefore, depreciable assets. An increase in the value of the land 
on which a building was erected does not affect the useful life of the building. 

Depreciation may be provided for on land if it is subject to the exploration of minerals or 
a decrease in value due to other circumstances. For example, a dumping site that can only be 
utilised for a limited number of years will be subject to depreciation. If the cost of land 
includes restoration costs, a portion of the cost will have to be depreciated over the period 
of expected benefits. The value of land may also be affected adversely by considerations 
such as its location. In the latter circumstances, it may be necessary to write the value of 
the land down to recognise the decline in value. This would represent an impairment loss. 

7.47.47.47.4    ResidualResidualResidualResidual    valuevaluevaluevalue    

 In terms of IAS 16.6, the residual value of an asset is the estimated amount that the 
entity would currentlycurrentlycurrentlycurrently obtain from the disposal of the asset, after deducting the estimated 
costs of disposal, if the asset were already of the age and in the condition expected at the 
end of its useful life. 

Depreciation must be provided for on any asset with a limited useful life, even if the fair 
value of such an asset exceeds its carrying amount, provided the residual value does not 
exceed the carrying amount. However, if the residual value of an asset is equal to or 
exceeds its carrying amount at any time, no depreciation will be provided for on that asset 
unless and until the residual value declines below the carrying amount of the asset. 

In practice, the residual value is normally not significant, and will, therefore, not be 
material in the calculation of the depreciable amount.  

In terms of IAS 16.51, the residual value of any asset must be reviewed annually (at 
year end). The change in the residual value will be accounted for as a normal change in the 
accounting estimate, and consequently, depreciation for the current and future years will be 
recalculated. In view of this, depreciation amounts may vary on an annual basis. This rule 
applies to both the cost model and the revaluation model. 
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    Example 8.13: Reviewing of residual valueExample 8.13: Reviewing of residual valueExample 8.13: Reviewing of residual valueExample 8.13: Reviewing of residual value    
Foxtrot Ltd acquired an asset with a useful life of five years on 1 January 20.11 for an 
amount of R1 200 000. The estimated current residual value of the asset was R100 000 on 
the date of acquisition. The annual review of the asset’s residual value during the past three 
years produced the following residual values: 
 RRRR   
31 December 20.11 100 000  
31 December 20.12 50 000  
31 December 20.13 120 000  
The depreciable amount of the asset (taking into account the annual review of the residual 
value) for 20.11 to 20.13, and the depreciation amount for 20.11 (current year) and future 
years will be the following, assuming the useful life doesn’t change: 
  DepreciationDepreciationDepreciationDepreciation     
YearYearYearYear    CalculationCalculationCalculationCalculation    DepreciDepreciDepreciDepreciaaaable ble ble ble 

AmountAmountAmountAmount    
CuCuCuCurrrrrentrentrentrent    FollowingFollowingFollowingFollowing    

yearyearyearyear    
  RRRR  RRRR    RRRR    
20.11 Depreciable amount (1 200 000 – 100 000) 1 100 000 – – 
 Depreciation (1 100 000/5) – 220 000 220 000 
20.12 Depreciable amount 

(1 200 000 – 220 000 – 50 000) 
 

930 000 
 

– 
 

– 
 Depreciation (930 000/4) – 232 500 232 500 
20.13 Depreciable amount    
 (1 200 000 – 220 000 – 232 500 – 120 000) 627 500 – – 
 Depreciation (627 500/3) – 209 167 209 167 

CommentsCommentsCommentsComments: 
� Although the residual value was revised at the end of each year, the revised residual 

value is taken into account from the beginningbeginningbeginningbeginning of the respective year for the purposes of 
calculating depreciation.    

�    In terms of IAS 8, the nature of the change, and the amount and effect on future periods 
must be disclosed, if material.    

    

7.57.57.57.5    Depreciation methodsDepreciation methodsDepreciation methodsDepreciation methods    

 Depreciation is allocated from the date on which the asset is available for available for available for available for useuseuseuse (in the 
location and condition necessary for it to be capable of operating in the manner intended by 
management), rather than when it is commissioned or brought into use. 

It is, therefore, possible that depreciation on an asset could commence before it is 
physically brought into use, because it was available for use before the date on which it was 
commissioned. 

Depreciation on an asset must cease only when the asset is derecognised in terms of 
IAS 16, or when it is classified as available for sale in terms of IFRS 5. An asset is only 
derecognised when it is disposed of, or when no further economic benefits are expected 
from the asset – either from its use or its disposal. Depreciation does not cease when an 
asset becomes temporarily idle or even if it is retired from active use, unless the depreciable 
amount has been written off in total or the asset will not deliver future economic benefits. 
However, if the unit-of-production method (a usage method) is used to determine 
depreciation, depreciation may sometimes be zero. In addition, an interruption in the use of 
an asset will lead to a lower depreciation charge, as no units will be produced during the 
period that it is idle. 
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Because of the view that depreciation is the allocation of the depreciable amount of an 
asset or component over its useful life, it follows that the allocation must reflect the pattern 
in which the asset’s future economic benefits are expected to be consumed by the entity. 
For example, if the asset will generate more units at the beginning of its useful life than at 
the end thereof, a depreciation method must be selected that will result in larger  
write-downs at the beginning, and smaller write-downs at the end of its useful life.  

Depreciation may be calculated using a variety of methods, such as: 
� the straight-line method; 
� the diminishing balance method; or 
� the units of production method. 

7.5.17.5.17.5.17.5.1    StraightStraightStraightStraight----line methodline methodline methodline method    
The allocation of depreciation in fixed instalments is usually adopted when the income 
produced by the asset (or part of the asset) is a function of time rather than of usage, and 
where the repair and maintenance charges as well as the benefits are fairly constant. 

7.5.27.5.27.5.27.5.2    Diminishing balance methodDiminishing balance methodDiminishing balance methodDiminishing balance method    
This method of depreciation, where the amount allocated declines on an annual basis, is 
used when there is uncertainty about the amount of income that will be derived from the 
asset. They are also appropriate when the effectiveness of the asset is expected to decline 
gradually. It is often argued that the cost related to repairs and maintenance increases as 
an asset ages, and that depreciation in declining instalments results in the total debit for the 
cost of using the asset remaining fairly constant.  

The sum-of-the-digits method is also a diminishing balance method. 

7.5.37.5.37.5.37.5.3    Units of production methodUnits of production methodUnits of production methodUnits of production method    
The units of production method results in a charge based on the expected use or output of 
the assets, called production units. The units of production method probably provides the 
best approximation of the consumption of economic benefits contained in an asset. It has 
the added advantage of preventing the depreciation of assets while they have not been 
brought into use, as the depreciation charge will only arise when the asset is used to 
produce units. Because the asset has not yet been used, the production units are nil. It is, 
therefore, not an exception to the normal depreciation rules. Depreciation is still calculated 
from the date on which the asset is ready for its intended use; the result of the depreciation 
calculation is, however, nil. 

    Example 8.Example 8.Example 8.Example 8.14: Depreciation methods14: Depreciation methods14: Depreciation methods14: Depreciation methods    
Alpha Ltd has the following equipment:  
Cost of equipment (1 January 20.13) R310 000  
Residual value (unchanged over useful life) R10 000  
Useful life 5 years  
End of the reporting period 31 December  
The asset was available for use as intended by management on 1 January 20.13.
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    Example 8.14: Depreciation methods (continued)Example 8.14: Depreciation methods (continued)Example 8.14: Depreciation methods (continued)Example 8.14: Depreciation methods (continued)    

Using the allowed depreciation methods, the depreciation charge for Years 1 to 3 will be 
calculated as follows: 
StraightStraightStraightStraight----line method:line method:line method:line method: (310 000 – 10 000)/5 = R60 000 annually 
Diminishing balance method: Diminishing balance method: Diminishing balance method: Diminishing balance method: Assume a depreciation rate of 25%.
 RRRR     
Year 1: (310 000 – 10 000) × 25% = 75 000  
Year 2: (310 000 – 10 000) × 75% × 25% = 56 250  
Year 3: (310 000 – 10 000) × 75% × 75% × 25% = 42 188  

 
UnitUnitUnitUnits of production method:s of production method:s of production method:s of production method: Assume number of units per year = 8 000 (Year 1) + 6 000 
(Year 2) + 3 000 (Year 3) + 2 000 (Year 4) + 1 000 (Year 5) = 20 000 units over the useful 
life of the asset. 
Year 1: (310 000 – 10 000) × 8/20 = 120 000  
Year 2: (310 000 – 10 000) × 6/20 = 90 000  
Year 3: (310 000 – 10 000) × 3/20 = 45 000  

CommentsCommentsCommentsComments:  

� If the estimated residual value of the above equipment changes to R15 000, the original 
residual value of R10 000 will change to R15 000 in the calculation of depreciation, 
resulting in a change in depreciation in both the current and future periods.    

� The depreciation method used must be reviewed annually, and, in the event that the 
expectation varies significantly from the previous estimates, it must be recognised as a 
change in accounting estimate in terms of IAS 8.    

 

7.67.67.67.6    AccountingAccountingAccountingAccounting    treatmenttreatmenttreatmenttreatment    
Although depreciation is normally recognised as an expense in the profit or loss section of 
the statement of profit or loss and other comprehensive income, it may be capitalised as 
part of the cost of another asset. Examples of this treatment can be found in IAS 2 where 
inventories are manufactured, IAS 16 where assets are self-constructed and IAS 38 where 
intangible assets are developed. In the latter two examples, the depreciation/amortisation is 
capitalised to self-constructed assets. 

In all the above cases, amounts used for the useful life, the residual value and the 
depreciation method must be reviewed at least annually at each financial year end. If 
expectations differ from previous estimates, the changes shall be accounted for as a change 
in accounting estimate. A change in the useful life, the depreciation method or the residual 
value will thus result in a change in the depreciation charge for the current year and future 
periods. Disclosure of the nature and amount of the change in estimate (if material), as well 
as the effect on the current and future periods, is required in terms of IAS 8.39 and .40. 
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    Example 8.15: Change in depreciation methodsExample 8.15: Change in depreciation methodsExample 8.15: Change in depreciation methodsExample 8.15: Change in depreciation methods    
A company that operates a bus service determined on 1 January 20.11 that the appropriate 
depreciation method for a specific bus is the production unit methodproduction unit methodproduction unit methodproduction unit method. 
The bus was acquired for R750 000. The original estimated useful life was 150 000 
kilometres. During the first year of use, depreciation of R200 000 was accounted for. The 
bus therefore has a carrying amount of R550 000 at the end of the first year of use. 
In the second year of use, management decides that, due to safety requirements, the bus can 
only be used for a total term of three years, irrespective of the number of kilometres travelled. 
The appropriate depreciation method changes therefore to the straightstraightstraightstraight----line methodline methodline methodline method. 

 Carrying amount at the end of year 1  R550 000  
 Remaining useful life 2 years  
 Depreciation per annum on the straight-line method (550 000/2) R275 000  

CommentCommentCommentComment: 
� The change in the depreciation method is treated and disclosed as a change in estimate 

in terms of IAS 8, if material.    
The effect of the change in estimate is as follows: 
Current year: Increase in depreciation of R75 000 (275 000 – 200 000) 
Cumulative future effect: Decrease in depreciation of R75 000. 
{[750 000 – (200 000 × 2 years)] – [750 000 – 200 000 – 275 000]} 

Extract from the notes for the year ended 31 December 20.12Extract from the notes for the year ended 31 December 20.12Extract from the notes for the year ended 31 December 20.12Extract from the notes for the year ended 31 December 20.12    

ProfitProfitProfitProfit    before taxbefore taxbefore taxbefore tax    

Profit before tax is stated after taking the following into account: 
 ExpensesExpensesExpensesExpenses:::: RRRR    

 

 Depreciation 275 000  
During the year the depreciation method of the busses was revised from the production unit 
method to the straight-line method. This resulted in an increase in depreciation in the 
current year of R75 000, and a cumulative decrease in depreciation in the future of 
R75 000. 

 

8888    RevaluationRevaluationRevaluationRevaluation    

All property, plant and equipment items are initially measured at cost. On subsequent 
measurement, the entity may, however, choose to use either the cost model or the 
revaluation model. The revaluation model may, however, only be chosen for subsequent 
measurement of an item of PPE if the fair value of the asset can be measured reliably. If the 
fair value of the item under review cannot be measured reliably, the asset will be measured 
using the cost model.  

It is clear that PPE, especially those items with a very long useful life, will be significantly 
undervalued if only the cost model is used. If, for example, an asset’s price increases by 
15% per annum, the price will double in five years. Using the cost model will result in the 
original cost price being depreciated. It is therefore recommended that entities with such 
assets should revalue their assets periodically in order to: 
� ensure that the equity in the statement of financial position is not understated (limiting 

their ability to obtain loans); 
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� align the amount of depreciation written off on the asset to a greater extent with the 
real loss in value during a particular financial period, and, in doing so, facilitate the 
replacement of the asset without further debt; and 

� prevent the take-over of the entity. For instance, if the shareholders are not aware of 
the real value of the assets in an entity, they may more readily agree to the take-over of 
the entity at a lower price than if they have information on the real value of the assets 
and, therefore, on the real value of their shares at the time of the offer. 

The frequency of revaluations depends on the change in fair value of the items of PPE. 
Revaluations should be made with sufficient regularity to ensure that the carrying amount 
does not differ materially from the fair value at the end of the reporting period. 

The following should be considered when a revaluation is performed: 

  Revaluation   

    
 

  

  
 

 
 

Determine 
fair value 

Treatment of accumulated 
depreciation 

 Realisation of revaluation 
surplus 

Timing of 
revaluation 

 

8.18.18.18.1    Fair valueFair valueFair valueFair value    
The fair value of items of PPE subsequently measured under the revaluation model should 
be determined according to the requirements of IFRS 13. According to IFRS 13, there are 
three widely used valuation techniques to determine fair value. The three valuation 
techniques are as follows: 
� the market approach;  
� the cost approach; and 
� the income approach. 
The fair value of property is usually the market value, if it is assumed that the same type 
of business will be continued on the premises. These values are usually obtained from 
independent professional valuators.  

The same applies to plant and equipment, except that in this case the depreciated 
replacement cost rather than the market value is generally used. Gross replacement cost 
is the replacement cost of a similar new unused asset, whereas net replacement cost is 
the cost of a similar asset of the same age and/or condition. Net replacement cost reflects 
the service capacity of the asset in its current condition. 



232   Introduction to IFRS – Chapter 8 
  

    Example 8.16: Gross and net replacement costsExample 8.16: Gross and net replacement costsExample 8.16: Gross and net replacement costsExample 8.16: Gross and net replacement costs    
Chelsea Ltd acquired a machine for R100 000. The company estimated that the useful life 
of the asset is 10 years. The company adopts the policy to revalue property, plant and 
equipment at least every two years after initial recognition.  
At the end of year 2 the following revaluation was obtained: 
Gross replacement cost   R150 000 
The valuation represents the value of a similar asset if it were acquired now as new 
(unused). 
The net replacement cost of the machine can, therefore, be calculated as the gross 
replacement cost adjusted for the use (economic obsolescence) of the asset by the entity.  
If the gross replacement cost is adjusted by the number of years the asset has been used, 
the calculation will be as follows: 
Number of years already used (economic obsolescence) 2 years 
Remaining useful life  8 years 
Total original useful life  10 years 
Net replacement cost = R150 000 × 8/10 = R120 000 or 
Net replacement cost = R150 000 – (R150 000 × 2/10) = R120 000 
During a revaluation, an asset is revalued from the carrying amount to the net replacement 
cost. 
The revaluation surplus will be calculated as the difference between the net replacement 
cost and the carrying amount of the asset at the date of revaluation. Thus, the revaluation 
surplus will be calculated as follows: 
 RRRR      
Net replacement cost 120 000  
Carrying amount (R100 000 × 8/10) (80 000)  
Revaluation surplus 40 000  
 

8.28.28.28.2    Treatment of accumulated depreciationTreatment of accumulated depreciationTreatment of accumulated depreciationTreatment of accumulated depreciation    
IAS 16.35 allows alternative accounting treatments with regard to accumulated depreciation 
that may be used when recording the revaluation of an asset. The alternative accounting 
treatments of accumulated depreciation are: 
� restate with reference to observable market data;  
�  proportionately restate the accumulated depreciation; and  
� eliminate the accumulated depreciation against the gross carrying amount of the asset. 

With the proportionately restate treatment the gross replacement cost is regarded as the 
gross carrying amount while the net carrying amount of the asset is equal to the net 
replacement cost. With the elimination treatment the net replacement cost of the asset 
becomes the gross carrying amount, while the accumulated depreciation only include 
depreciation charges recognised after the date of revaluation.  

For the purposes of this chapter, only the elimination method will be considered. 

    Example 8.17: Treatment of accumulated depreciation at revaluationExample 8.17: Treatment of accumulated depreciation at revaluationExample 8.17: Treatment of accumulated depreciation at revaluationExample 8.17: Treatment of accumulated depreciation at revaluation    
The following information is available for Beta Ltd: 
Cost of buildings purchased on 1 January 20.11 R1 000 000  
Accumulated depreciation on 31 December 20.12 R40 000  
Useful life (straight-line method) 50 years  
End of the reporting period 31 December  
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    Example 8.17: Treatment of accumulated depreciation at revaluation (continued)Example 8.17: Treatment of accumulated depreciation at revaluation (continued)Example 8.17: Treatment of accumulated depreciation at revaluation (continued)Example 8.17: Treatment of accumulated depreciation at revaluation (continued)    
At the beginning of 20.13, the buildings were valued at a net replacement 
cost of R1 200 000. 

 
 
 

Elimination methodElimination methodElimination methodElimination method     RRRR    
 

Carrying amount at end of 20.12 (R1 000 000 – R40 000)  960 000  
Net replacement cost  1 200 000  
Revaluation surplus  240 000  

Journal entries:Journal entries:Journal entries:Journal entries:     DrDrDrDr        CrCrCrCr     
1 January 20.131 January 20.131 January 20.131 January 20.13     RRRR        RRRR   
Accumulated depreciation (SFP) 40 000   
 Buildings (SFP)  40 000  
Accumulated depreciation eliminated against gross carrying 
amount  

   

 Buildings (SFP) 240 000   
  Revaluation surplus (OCI)  240 000  
 Adjust balance to net replacement cost    
    OROROROR       
 Accumulated depreciation (SFP) 40 000   
 Buildings at revaluation (SFP) 1 200 000   
  Buildings at cost (SFP)  1 000 000  
  Revaluation surplus (OCI)  240 000  

    31 December 20.1331 December 20.1331 December 20.1331 December 20.13       
 Depreciation (P/L) (1 200 000/48) 25 000   
  Accumulated depreciation (SFP)  25 000  
 Depreciation for the year    

Beta LtdBeta LtdBeta LtdBeta Ltd    
Extract from PPE note for the year ended 31 December 20.13Extract from PPE note for the year ended 31 December 20.13Extract from PPE note for the year ended 31 December 20.13Extract from PPE note for the year ended 31 December 20.13 

 BuildingsBuildingsBuildingsBuildings     
   R  
Carrying amount at beginning of year   960 000  

Cost    1 000 000  
Accumulated depreciation   (40 000)  

Movements for the year:     
Revaluation surplus   240 000  
Depreciation   (25 000)  
Carrying amount at end of year   1 175 000  

Revalued amount    1 200 000  
Accumulated depreciation   (25 000)  

   

8.38.38.38.3    Realisation of rRealisation of rRealisation of rRealisation of revaluation surplusevaluation surplusevaluation surplusevaluation surplus    
Upon revaluation, the difference between the revalued amount and the carrying amount is 
recognised in the revaluation surplus via other comprehensive income, if an upwards 
revaluation occurred. The revaluation surplus is never subsequently reclassified to profit or 
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loss, but an entity may realise the revaluation surplus by making a direct transfer to 
retained earnings through the statement of changes in equity. The revaluation surplus 
may either be realised: 
� when the asset is retired or disposed of; or 
� as the asset is used. 
If the revaluation surplus is realised through use, the amount of the surplus transferred 
would be the difference between the depreciation based on the revalued carrying 
amount and the depreciation based on the asset’s original cost.  
  

 A revaluation surplus should be realised either onceonceonceonce----offoffoffoff through disposal, or gradgradgradgraduuuuallyallyallyally    
through usage in line with depreciation. The portion of a revaluation surplus that is realised 
through disposal or through the increased depreciation of an asset (usage) may be 
disclosed as realised, while the remaining balance (if any) remains “unrealised”. This realised 
portion will be transferred directly to retained earnings (not through other comprehensive 
income), in the statement of changes in equity.  

 

    ExaExaExaExample 8.18: Realisation of revaluation surplusmple 8.18: Realisation of revaluation surplusmple 8.18: Realisation of revaluation surplusmple 8.18: Realisation of revaluation surplus    
P Ltd adopted a policy to revalue property. The company owns a single building, acquired at 
a cost of R1 500 000 on 1 January 20.10. The useful life of the building was estimated as 
20 years on initial recognition, and has since remained unchanged. The year end of the 
company is 31 December. 
The company revalued the building to a net replacement cost of R2 000 000 on 
1 January 20.12. 
The revaluation surplus that will be created is calculated as follows: 
    RRRR        
Carrying amount of the building on 1 January 20.12 (1 500 000 × 18/20) 1 350 000  
Net replacement cost  2 000 000  

Revaluation surplus  650 000  

Depreciation for the year ended 31 December 20.12 is calculated on the net replacement cost. 
    RRRR      
Depreciation based on net replacement cost 
(2 000 000/18 years remaining useful life) 

 
111 111 

 

Depreciation based on the cost (if not revalued)
(1 500 000/20 years useful life) or (1 350 000/18 years) 

 
75 000 

 

Therefore additional depreciation as a result of revaluation 36 111  
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    Example 8.18: Realisation of revaluation surplusExample 8.18: Realisation of revaluation surplusExample 8.18: Realisation of revaluation surplusExample 8.18: Realisation of revaluation surplus    (continued)(continued)(continued)(continued)    
If the policy of the company is to realise the revaluation surplus through use, the additional 
amount will be transferred from the revaluation surplus to retained earnings on an annual 
basis, and the journal entry will be as follows: 
  DrDrDrDr        CrCrCrCr    
  RRRR        RRRR      
31 December31 December31 December31 December     
Revaluation surplus (Equity)  36 111   

  Retained earnings (Equity)  36 111  

CommentsCommentsCommentsComments: 
� When the building is finally derecognised, the remainder of the revaluation surplus will 

be transferred in a similar manner to retained earnings.    
����    If it is not the policy of the company to realise the revaluation surplus through use, the 

full amount of the revaluation surplus will be transferred to retained earnings on the date 
of derecognition.    

    

8.48.48.48.4    Subsequent revaluations and devaluationsSubsequent revaluations and devaluationsSubsequent revaluations and devaluationsSubsequent revaluations and devaluations    
If a specific asset’s carrying amount decreases as a result of a revaluation, this decrease 
must first be debited against a credit in the revaluation surplus related to that specific asset 
through other comprehensive income in the statement of profit or loss and other 
comprehensive income. Any excess of the write-down over the existing revaluation credit 
must be written off immediately to the profit or loss section of the statement of profit or 
loss and other comprehensive income. With a subsequent increase in the value of the 
specific asset, the profit or loss section of the statement of profit or loss and other 
comprehensive income must first be credited, but the amount credited to the profit or loss 
section must be limited to the amount of a previous write-down debited to this section. 
Thereafter, the remaining amount is credited to the revaluation surplus through other 
comprehensive income in the statement of profit or loss and other comprehensive income. 
Deficits of one item cannot be set off against surpluses of another, even if such items are from 
the same category. 

The revaluation surplus is unrealised, and must, therefore, be viewed and disclosed as 
part of equity, usually as a non-distributable reserve, in the statement of changes in equity. 
Thereafter, it may only be used to absorb subsequent revaluation deficits or impairment 
losses or for capitalisation issues. 

    Example 8.19: Revaluation movementsExample 8.19: Revaluation movementsExample 8.19: Revaluation movementsExample 8.19: Revaluation movements    
Brit Ltd is the owner of a plot. The plot is not depreciated and does not meet the 
requirements of investment property. The plot is valued according to the revaluation model. 

 RRRR  
 1 January 20.9  Carrying amount  150 000  
 1 January 20.10 Revalued amount  125 000  
 1 January 20.11 Revalued amount  135 000  
 1 January 20.12 Revalued amount  160 000  
 1 January 20.13 Revalued amount  145 000  
 Journal entriesJournal entriesJournal entriesJournal entries DrDrDrDr             CrCrCrCr  
 1 January 20.101 January 20.101 January 20.101 January 20.10 RRRR             RRRR  
 Revaluation deficit (P/L) 25 000   
 Land (SFP)  25 000  
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    Example 8.19: Revaluation movementsExample 8.19: Revaluation movementsExample 8.19: Revaluation movementsExample 8.19: Revaluation movements    (continued)(continued)(continued)(continued)    
 1 January 20.111 January 20.111 January 20.111 January 20.11    
 Land (SFP) 10 000   
 Revaluation surplus (P/L)  10 000  

 1 January 20.121 January 20.121 January 20.121 January 20.12    
 Land (SFP) 25 000   
 Revaluation surplus (P/L)  15 000  
 Revaluation surplus (OCI)  10 000  

 1 Janu1 Janu1 Janu1 January 20.13ary 20.13ary 20.13ary 20.13    
 Revaluation surplus (OCI) 10 000   
 Revaluation deficit (P/L) 5 000   
 Land (SFP)  15 000  

The statement of profit or loss and other comprehensive income will contain the following: 
 20.1320.1320.1320.13      20.1220.1220.1220.12      20.1120.1120.1120.11        20.1020.1020.1020.10        
(Profit or loss section)(Profit or loss section)(Profit or loss section)(Profit or loss section)    RRRR      RRRR        RRRR        RRRR        
Other (expenses)/income (5 000)  15 000  10 000  (25 000)  
(Other comprehensive income section)(Other comprehensive income section)(Other comprehensive income section)(Other comprehensive income section)            
(Loss)/Gain on revaluation  (10 000)  10 000  –  –  
The statement of changes in equity will  
contain the following: 
Revaluation surplusRevaluation surplusRevaluation surplusRevaluation surplus          
Balance at beginning of year 10 000 –  –  –  
Other comprehensive income (10 000) 10 000  –  –  
Balance at end of year – 10 000  –  –  
 

8.58.58.58.5    Timing of revaluationTiming of revaluationTiming of revaluationTiming of revaluation    
An aspect not considered in IAS 16 is the actual date of the revaluation within the 
accounting period. If the revaluation takes place during an accounting period, depreciation 
for the full period will be based on two different carrying amounts (the carrying amount 
before revaluation and the revalued amount). The disadvantage of such a practice is that 
the user of the financial statements cannot compare the depreciation with the carrying 
amount in the statement of financial position. It is therefore preferable that the revaluation 
takes place and be recorded at the beginning or at the end of the specific accounting 
period, or as close to either as possible.  

If a revaluation takes place at the beginning of the period, the depreciation for the 
period, as well as the carrying amount in the statement of financial position will be at price 
levels ruling at the beginning of the year. These amounts will therefore not be based on the 
most recent figures. If the revaluation takes place at the end of the period, the statement 
of financial position amount will be based on the most recent figures, but the depreciation 
for the full period will then be at the price level at the end of the period (the revaluation is 
accounted for as though it took place at the beginning of the year). All other expenses, by 
contrast, will be presented at price levels ruling during the whole reporting period. A 
revaluation at the end of the accounting period appears to be the better alternative from a 
statement of financial position perspective, but the disadvantage is that it increases the 
administrative responsibilities which are already aggravated by annual financial activities. 
For the purposes of this chapter, only revaluations at the beginning of the period will be 
considered.  
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    Example 8.20: Revaluation at beginning of yearExample 8.20: Revaluation at beginning of yearExample 8.20: Revaluation at beginning of yearExample 8.20: Revaluation at beginning of year    
The following information on plant and equipment is available in the records of Beta Ltd: 
Cost (1 January 20.10) R1 300 000  
Accumulated depreciation (1 January 20.13) R390 000  
Useful life 10 years  
Net replacement cost on date of revaluation R1 260 000  
End of the reporting period 31 December  
Accumulated depreciation is eliminated against the gross carrying amount of the asset on 
the date of revaluation. The revaluation surplus realises as the asset is used. 
Revaluation on 1 January 20.13 (beginning of year)Revaluation on 1 January 20.13 (beginning of year)Revaluation on 1 January 20.13 (beginning of year)Revaluation on 1 January 20.13 (beginning of year)    
 RRRR   
Cost 1 300 000  
Accumulated depreciation (R130 000 per year) (390 000)  
Carrying amount (1 January 20.13) 910 000  
  
 RRRR     
Net replacement cost (1 January 20.13) 1 260 000  
Revaluation surplus 350 000  

Depreciation for the year (1 260 000/7 years (10 – 3 years)) 180 000  
Carrying amount at 31 December 20.13 (1 260 000 – 180 000) 1 080 000  

BetaBetaBetaBeta  LtdLtdLtdLtd    
Extract from the PPE note for the year ended 31 December 20.13Extract from the PPE note for the year ended 31 December 20.13Extract from the PPE note for the year ended 31 December 20.13Extract from the PPE note for the year ended 31 December 20.13    

    Plant and Plant and Plant and Plant and 
equiequiequiequippppmentmentmentment    

  

        RRRR      
Carrying amount at beginning of year  910 000   
Cost  1 300 000   
Accumulated depreciation  (390 000)   
Movements for the year:     
Revaluation surplus  350 000   
Depreciation  (180 000)   

Carrying amount at end of year  1 080 000   
Revalued amount (910 000 + 350 000)  1 260 000   
Accumulated depreciation  (180 000)   

Beta LtdBeta LtdBeta LtdBeta Ltd    
Extract from the statement of profit or loss and other comprehensive Extract from the statement of profit or loss and other comprehensive Extract from the statement of profit or loss and other comprehensive Extract from the statement of profit or loss and other comprehensive 

income for the year ended 31 December 20.13income for the year ended 31 December 20.13income for the year ended 31 December 20.13income for the year ended 31 December 20.13    

   

    RRRR  
Profit for the yearProfit for the yearProfit for the yearProfit for the year     xxx    
Other comprehensive incomeOther comprehensive incomeOther comprehensive incomeOther comprehensive income    
Items that will not be reclassified to profit or loss:Items that will not be reclassified to profit or loss:Items that will not be reclassified to profit or loss:Items that will not be reclassified to profit or loss:    

    

Gain on revaluation  350 000    
Total comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the year     xxx    
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    Example 8.20: Revaluation at beginning of yearExample 8.20: Revaluation at beginning of yearExample 8.20: Revaluation at beginning of yearExample 8.20: Revaluation at beginning of year    

Beta LtdBeta LtdBeta LtdBeta Ltd    
Extract from the statement of changes in equity for the year ended Extract from the statement of changes in equity for the year ended Extract from the statement of changes in equity for the year ended Extract from the statement of changes in equity for the year ended 

31313131    December 20.13December 20.13December 20.13December 20.13    

     

    Revaluation Revaluation Revaluation Revaluation 
surplsurplsurplsurplusususus    

 

  RRRR      
Opening balance  –    
Total comprehensive income for the year     

Profit for the year 
Other comprehensive income 

 XXX  
350 000  

  

Transfer to retained earnings: realisation of surplus  
(refer to the journal below) 

  
(50 000) 

  

Closing balance  300 000    
     

DrDrDrDr    
RRRR    

    CrCrCrCr    
RRRR    

  

Revaluation surplus (Equity) [180 000 – 130 000] 50 000     
Retained earnings (Equity)  50 000      

In terms of IAS 8.17, the initial adoption of a policy to carry assets at revalued amounts 
represents a change in accounting policy, but is dealt with as a normal revaluation in 
accordance with IAS 16, rather than as a change in accounting policy in terms of IAS 8. The 
requirements of IAS 8 regarding changes in accounting policies are thus not applicable 
when the accounting policy for PPE is changed from the cost model to the revaluation 
model. 

8.8.8.8.6666    DepreciationDepreciationDepreciationDepreciation    and profits and losses and profits and losses and profits and losses and profits and losses     
The revaluation of an asset is required before increased depreciation can be written off. The 
carrying amount is the basis for the writing off of depreciation, and depreciation is, 
therefore, calculated on the revalued amount (less any residual value). 

Gains and/or losses on disposal are calculated with reference to the revalued amount or 
the written-down valuation and the net proceeds on disposal. An asset should not be 
revalued shortly before disposal in order to manipulate the gain or loss from the sale, unless 
the revaluation forms part of a systematic revaluation programme.  

PPE items must be revalued as a class (group) – for example, land, buildings or 
machinery – bearing in mind, however, the requirement that the financial statements should 
not be misleading. If, for example, it is not possible to revalue all items within a group 
simultaneously, internal valuations should, from time to time, be supported by independent 
valuations. However, it is still important to keep a record of the historical cost in order to 
comply with disclosure requirements. 
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9999    Impairments and compensation for lossesImpairments and compensation for lossesImpairments and compensation for lossesImpairments and compensation for losses    

 The carrying amount of an item of PPE is usually recovered on a systematic basis over 
the useful life of the asset through usage. If the use of an item or a group of similar items is 
impaired by (for example) damage, technological obsolescence or other economic factors, 
the recoverable amount of the asset may be less than its carrying amount. Should this be 
the case, the carrying amount of the asset is written down to its recoverable amount.  

To determine whether there has been a decline in the value of an item of PPE, an entity 
applies IAS 36. This standard explains how an entity must review the carrying amount of its 
assets, how the recoverable amount thereof is determined, and when and how an 
impairment loss is recognised or reversed (refer to chapter 14). 

The term “depreciation” must not be confused with the term “impairment”. By 
depreciating an asset, one is not necessarily attempting to find the true value of the asset. 
If a well-developed market exists for the particular item of PPE, thereby enabling a reliable 
second-hand value to be obtained, the carrying amount of the asset may well be adjusted 
upwards or downwards to reflect true market values in the statement of financial position. In 
practice however, such developed markets may exist only for certain types of vehicles. In 
standard accounting practice, “depreciation” refers to the systematic allocation of the 
purchase price of an asset to the statement of profit or loss and other comprehensive 
income in recognition of the fact that the asset has lost production potential over a period 
through use. The term “impairment” will thus be used when referring to the permanent 
diminution in value of an asset, which is recognised in the profit or loss section of the 
statement of profit or loss and other comprehensive income when the cost model is used. If 
the revaluation model is used, an impairment loss may be recognised in the revaluation 
surplus if such a surplus exists for the asset. 

 IAS 16.65 and .66 provide specific guidance on how to account for monetary or  
non-monetary compensation that an entity may receive from third parties for the impairment 
or loss of items of PPE. Often the monetary compensation received has to be used for 
economic reasons to restore impaired assets, or to purchase or construct new assets in 
order to replace the assets lost or given up. 

Examples of these may include: 
� reimbursement by insurance companies after an impairment or loss of items of PPE, due, 

for example, to natural disasters, theft or mishandling; 
� compensation by the government for items of PPE that are expropriated; 
� compensation related to the involuntary conversion of items of PPE, for example 

relocation of facilities from a designated urban area to a non-urban area in accordance 
with a national land policy; and 

� physical replacement in whole or in part of an impaired or lost asset. 
Specific guidance is provided on how to account for the essential elements of the 
abovementioned examples, namely:  
� impairments or losses of items of PPE; 
� related compensation from third parties; and 
� subsequent purchase or construction of assets. 
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The abovementioned instances are separate economic events, and are accounted for as 
follows: 
� Impairments of items of PPE must be recognised and measured in terms of the standard 

on impairment of assets (IAS 36). 
� The retirement or disposal of items of PPE must be recognised in terms of IAS 16. 
� Monetary or non-monetary compensation received from third parties for items of PPE 

that were impaired, lost, or given up must be included in the profit or loss section of the 
statement of profit or loss and other comprehensive income when receivable. 

� The cost of assets restored, purchased, or constructed as a replacement must be 
accounted for in terms of IAS 16. 

    Example 8.21: Compensation for the loss of PPEExample 8.21: Compensation for the loss of PPEExample 8.21: Compensation for the loss of PPEExample 8.21: Compensation for the loss of PPE    
On 1 January 20.11, a motor vehicle with a carrying amount of R150 000 was stolen. The 
company was fully insured; consequently, the insurance paid out R160 000 in cash on 
31 January 20.11. On 1 February 20.11, a new vehicle was purchased for R160 000 to 
replace the stolen one. The end of the reporting period is 31 December. Assume all amounts 
are material. 
The above information will be disclosed as follows in the notes for the year ended 
31 December 20.11. The company uses a “Profit before tax” note to disclose all disclosable 
income and expenses. 
 
ExtraExtraExtraExtracccct from the notes for the year ended 31 December 20.11t from the notes for the year ended 31 December 20.11t from the notes for the year ended 31 December 20.11t from the notes for the year ended 31 December 20.11 

Profit before taxProfit before taxProfit before taxProfit before tax    RRRR     
Profit before tax include the following:   
IncomeIncomeIncomeIncome      
Proceeds from insurance claim 160 000  
ExpensesExpensesExpensesExpenses      
Carrying amount of motor vehicle lost due to theft 150 000  

CommentCommentCommentComment:    
����    In terms of IAS 16.65 and .66, the insurance proceeds received when an asset is 

impaired, the loss of the asset, and the purchase of a replacement asset are all separate 
transactions and must be disclosed as such. In terms of IAS 1.86, the nature and 
amount of such items, if material, must be disclosed separately.    

    

10101010    DerecognitionDerecognitionDerecognitionDerecognition    

 An item of PPE is derecognised in the statement of financial position: 
� on disposal; or 
� when no future economic benefits are expected from its use or disposal. 

The above two criteria preclude the derecognition of an asset by mere withdrawal from use, 
unless the withdrawn asset can no longer be used or sold to produce any further economic 
benefits. 
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The gain or loss arising from the derecognition of an item of PPE will be determined as 
the difference between the net disposal proceeds (if any), and the carrying amount of the 
item on the date of disposal. This gain or loss shall be recognised in the profit or loss 
section of the statement of profit or loss and other comprehensive income (unless IAS 17 
requires otherwise on a sale and leaseback transaction where it is deferred). A gain is not 
revenue from the sale of goods and services (or assets) as outlined by IAS 18. 

The disposal of an item of property, plant and equipment may occur in a variety of ways 
(for example by sale, by entering into a finance lease, or by donation). In determining the 
date of disposal of an item, the following criteria should be considered: 
� the entity has transferred the significant risks and rewards of ownership of the goods to 

the buyer; 
� the entity retains neither continuing managerial involvement to the degree usually 

associated with ownership, nor effective control over the goods sold; 
� the amount of revenue can be measured reliably; 
� it is probable that the economic benefits associated with the transaction will flow to the 

entity; and 
� the costs incurred or to be incurred in respect of the transaction can be measured 

reliably. 
All the above conditions must be met before a disposal may be recognised. 

The consideration receivable on disposal of an item of property, plant and equipment is 
recognised initially at its fair value. If payment for the item is deferred, the consideration 
received is recognised initially at the cash price equivalent on the transaction date (being the 
present value of the right to receive cash in the future). The difference between the actual 
amount received and the cash price equivalent is recognised as interest income using the 
effective interest rate method, reflecting the effective yield on the asset. This principle is the 
reverse side of deferred settlement terms as discussed in section 6.3 above. 

Depreciation on an item of PPE ceases at the earlier of the date that the asset is classified 
as held for sale (or included in a disposal group that is classified as held for sale), and the 
date that the asset is derecognised. 

    Example 8.22: Disposal and withdrawal of assetsExample 8.22: Disposal and withdrawal of assetsExample 8.22: Disposal and withdrawal of assetsExample 8.22: Disposal and withdrawal of assets    
Lima Ltd entered into the following two transactions relating to items of PPE during the year 
ended 31 December 20.12: 
� Asset A, with a carrying amount of R210 000 on 1 January 20.12 and an original cost of 

R400 000, was sold for R220 000 on 30 June 20.12. The payment will only be received 
on 30 June 20.13. 

� Asset B, with a carrying amount of R480 000 on 1 January 20.12 and an original cost of 
R800 000, was withdrawn from use on 30 September 20.12 after environmental 
inspectors certified that the asset can no longer be used. The asset cannot be altered to 
secure further use which makes the sale thereof unlikely. The scrap value of the asset is 
negligible. 

Both these assets are depreciated at 20% per annum on a straight-line basis, and the 
current interest rate on asset financing is 10% per annum. Assume that the derecognition 
criteria have been adhered to in the case of Asset A, and that the disposal thereof was 
therefore recognised on 30 June 20.12. 
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    Example 8.22: Disposal and withdrawal of assets (continued)Example 8.22: Disposal and withdrawal of assets (continued)Example 8.22: Disposal and withdrawal of assets (continued)Example 8.22: Disposal and withdrawal of assets (continued)    
The profit or loss arising at derecognition of the two assets, as well as any other relevant 
profit or loss items, are as follows: 
    RRRR     
Asset AAsset AAsset AAsset A      
Proceeds on disposal (See IAS 16.72) 200 000  
(n = 1; FV = 220 000; i = 10%; Compute PV = 200 000)   
Carrying amount at disposal (210 000 – (400 000 × 20% × 6/12)) (170 000)  

Profit on sale of Asset A in profit or loss section of the statement of  
profit or loss and other comprehensive income 

 
30 000 

 

Interest received (200 000 × 10% × 6/12) 10 000  

Asset BAsset BAsset BAsset B      
Proceeds on withdrawal from use –  
Carrying amount at withdrawal (480 000 – (800 000 × 20% × 9/12)) (360 000)  

Loss on withdrawal to profit or loss section of the statement of profit or loss 
and other comprehensive income 

 
(360 000) 

 

  

11111111    DisclosureDisclosureDisclosureDisclosure    

In terms of IAS 16, the following information on PPE must be disclosed: 
� accounting policy: 
 – for each class of property, plant and equipment, the measurement basis used in 

establishing the gross carrying amount; 
 – depreciation methods for each class of PPE;  
 – useful lives or depreciation rates for each class of PPE; and 
 – information regarding revaluations (for example whether the revaluation surplus 

realises through use). 
� Statement of profit or loss and other comprehensive income and notes for each class of 

asset: 
 – Depreciation recognised as an expense or shown as a part of the cost of other assets 

during a period must be disclosed in terms of IAS 1. A breakdown between the 
different classes of assets is not required. The depreciation charge need not be split 
between amounts related to historical cost and revaluation amounts. 

 – The effect of material changes on the estimate (IAS 8) of: 
 • useful lives; 
 • residual values; 
 • dismantling, removal or restoration costs; and 
 • depreciation method. 
 – The amount of compensation received from third parties for the impairment, giving 

up, or loss of items of PPE must be disclosed in a note if not presented on the face of 
the statement of profit or loss and other comprehensive income. 

� Statement of financial position and notes: 
 – for each class of asset, the gross carrying amount and accumulated depreciation 

(including impairment losses) at the beginning and end of the period; 
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 – for each class of asset, a detailed reconciliation (see # below) of movements in the 
carrying amount (see $ immediately below) at the beginning and end of the period 
(layout illustrated below);  

 $ The carrying amount is the amount at which an asset is recognised in the statement 
of financial position after deducting the accumulated depreciation and impairment 
losses. This implies that accumulated depreciation and impairment losses must be 
combined when disclosing the opening and closing carrying amounts. 

 # The abovementioned reconciliation must contain the following: 
� the carrying amount at the beginning and end of the period; 
� additions; 
� acquisitions through business combinations; 
� increases or decreases in value arising from revaluations; 
� impairments, as well as reversals of impairment losses; 
� depreciation; 
� net exchange differences due to the translation of the financial statements of a 
 foreign operation from functional to presentation currency (if different), including 
 translation of a foreign operation into the presentation currency of the reporting 
 entity; and 
� other changes. 

Comparative amounts in respect of the reconciliation are required. 
 – amount incurred on PPE still under construction on which no depreciation has yet 

been provided; 
 – statement that PPE serves as security for liabilities: 
 • existence and amount of restrictions on title; and 
 • existence and amount of PPE pledged as security. 
 – the following carrying amounts of PPE can also be disclosed voluntarily: 
 • temporarily idle; and 
 • retired from active use and not classified as held for sale in terms of IFRS 5. 
 – where the cost model is used, the fair value of each class of PPE if it differs materially 

from the carrying amount. 
The following additional information regarding assets that have been revalued must be 
disclosed in terms of IAS 16: 
� statement of financial position, statement of profit or loss and other comprehensive 

income and notes: 
– the effective date of the last revaluation; 
– whether the revaluation was done independently; 

 – the carrying amount of each class of revalued PPE, had the cost model was used; and 
 – the revaluation surplus, including the movement, limitations on distributions to 

shareholders (in other words, whether the revaluation surplus is viewed as  
non-distributable or not).  
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    Example 8.23: Disclosure of accounting policy and notesExample 8.23: Disclosure of accounting policy and notesExample 8.23: Disclosure of accounting policy and notesExample 8.23: Disclosure of accounting policy and notes    
Notes to the finNotes to the finNotes to the finNotes to the financial statementsancial statementsancial statementsancial statements    

1.1.1.1.        Accounting policiesAccounting policiesAccounting policiesAccounting policies    
Property, plant and equipmentProperty, plant and equipmentProperty, plant and equipmentProperty, plant and equipment    
Plant and equipment is stated at cost, excluding the costs of day-to-day servicing, less 
accumulated depreciation and accumulated impairment in value. Costs include the cost of 
replacing part of such plant and equipment when that cost is incurred upon fulfilment of the 
recognition criteria. Land and buildings are measured at fair value less depreciation on 
buildings and impairment charged subsequent to the date of the revaluation. Depreciation is 
calculated on a straight-line basis over the useful life of the assets. 
The useful lives of the assets are estimated as follows: 

20.1320.1320.1320.13    20.1220.1220.1220.12    
Buildings  20 years 20 years
Plant and equipment  5 to 15 years 5 to 15 years
The carrying amounts of plant and equipment are reviewed for impairment when events or 
changes in circumstances indicate that they may not be recoverable. 
Following initial recognition at cost, land and buildings are carried at a revalued amount, 
which is the fair value at the date of the revaluation less any subsequent accumulated 
depreciation on buildings and subsequent accumulated impairment losses. 
Valuations are performed frequently enough to ensure that the fair value of a revalued asset 
does not differ materially from its carrying amount. 
Any revaluation surplus is credited to the revaluation surplus (which is included in the equity 
section of the statement of financial position) via other comprehensive income. However, if 
this reverses a revaluation decrease of the same asset previously recognised in profit or 
loss, the increase is recognised in profit or loss. A revaluation deficit is recognised in profit or 
loss, but a deficit directly offsetting a previous surplus on the same asset is offset against 
the surplus via other comprehensive income. 
An annual transfer from the revaluation surplus to retained earnings is made for the 
difference between depreciation based on the revalued carrying amount of the asset and 
depreciation based on the asset’s original cost. Additionally, accumulated depreciation as at 
the revaluation date is eliminated against the gross carrying amount of the asset, and the 
net amount is restated to the revalued amount of the asset. Upon disposal, any revaluation 
surplus relating to the particular asset being sold is transferred to retained earnings. 
An item of property, plant and equipment is derecognised upon disposal, or when no future 
economic benefits are expected from its use or disposal. Any gain or loss arising on 
derecognition of the asset (calculated as the difference between the net disposal proceeds 
and the carrying amount of the asset) is included in the statement of profit or loss and other 
comprehensive income in the year the asset is derecognised. 
The asset’s residual value, useful life and depreciation method are reviewed and adjusted, if 
appropriate, at each financial year end. 
When each major inspection is performed, its cost is recognised in the carrying amount of 
the plant and equipment as a replacement, if the recognition criteria are satisfied. 
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    Example 8.23: Disclosure of accounting policy and notes (continued)Example 8.23: Disclosure of accounting policy and notes (continued)Example 8.23: Disclosure of accounting policy and notes (continued)Example 8.23: Disclosure of accounting policy and notes (continued)    
2.2.2.2.        Property, plant and equipmentProperty, plant and equipmentProperty, plant and equipmentProperty, plant and equipment    Land and Land and Land and Land and 

builbuilbuilbuilddddingsingsingsings    
Plant and Plant and Plant and Plant and     

equiequiequiequippppmentmentmentment    
TTTTooootaltaltaltal     

31 December 20.1331 December 20.1331 December 20.1331 December 20.13    R’000R’000R’000R’000      R’000R’000R’000R’000        R’000R’000R’000R’000     
Carrying amount at beginning of year 9 933 15 878 25 811  
Cost 11 383 30 814  42 197  
Accumulated depreciation and impairment (1 450) (14 936)  (16 386)  
Movements for the year:   
Additions 4 519 10 307 14 826  
Disposals (2 674)  (3 193)  (5 867)  
Revaluation surplus 846 – 846  
Depreciation  (687)  (3 518)  (4 205)  
Carrying amount at end of year 11 937 19 474 31 411  
Cost or revalued amount 12 624 32 193  44 817  
Accumulated depreciation and impairment (687)  (12 719)  (13 406)  
   
31 December 20.1231 December 20.1231 December 20.1231 December 20.12        
Carrying amount at beginning of year 10 783 12 747 23 530  
Cost 14 887 24 654  39 541  
Accumulated depreciation and impairment  (4 104) (11 907)  (16 011)  
Movements for the year:   
Additions 1 587 6 235 7 822  
Disposals (2 032) – (2 032)  
Impairment losses – (301) (301)  
Depreciation  (405) (2 803) (3 208)  

Carrying amount at end of year 9 933 15 878 25 811  
Cost 11 383 30 814  42 197  
Accumulated depreciation and impairment  (1 450) (14 936)  (16 386)  
      
The R301 000 impairment loss represents the write-down of certain property, plant and 
equipment in the fire prevention segment to the recoverable amount. This has been 
recognised in the profit or loss section of the statement of profit or loss and other 
comprehensive income in the line item of “Cost of sales”. The recoverable amount was 
based on value in use. In determining value in use, the cash flows were discounted at a rate 
of 12,8% on a pre-tax basis.  
Revaluation of land and buildingsRevaluation of land and buildingsRevaluation of land and buildingsRevaluation of land and buildings       
The group engaged Chartered Surveyors & Co, an accredited independent valuer, to 
determine the fair value of its land and buildings. The date of the revaluation was 
30 November 20.13. 

 

If the land and buildings were measured using the cost model, the carrying amounts would 
be as follows: 

 

  20.1320.1320.1320.13      20.1220.1220.1220.12   
  R’000R’000R’000R’000    R’000R’000R’000R’000     
Cost  13 228  11 383  
Accumulated depreciation and impairment  (2 023)  (1 450)   
Net carrying amount  11 205  9 933  
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    Example 8.23: Disclosure of accounting policy and notes (continued)Example 8.23: Disclosure of accounting policy and notes (continued)Example 8.23: Disclosure of accounting policy and notes (continued)Example 8.23: Disclosure of accounting policy and notes (continued)    
The carrying value of plant and equipment held under finance leases and hire purchase
contracts at 31 December 20.13 was R1 178 000 (20.12: R1 486 000). Additions during
the year include R45 000 (20.12: R54 000) of plant and equipment held under finance
leases and hire purchase contracts. Leased assets and assets under hire purchase
contracts are pledged as security for the related finance lease and hire purchase liabilities.
(Alternatively, this information could be presented in a separate column in the PPE note
under a heading “Plant and equipment subject to finance lease”.) 

 

Land and buildings with a carrying amount of R4 805 000 (20.12: R2 305 000) are subject
to a first charge to secure two of the group’s bank loans. 

 

  

12121212    Comprehensive examples of costComprehensive examples of costComprehensive examples of costComprehensive examples of cost    and revaluation modelsand revaluation modelsand revaluation modelsand revaluation models    

    Example 8.24: Comprehensive example of cost model Example 8.24: Comprehensive example of cost model Example 8.24: Comprehensive example of cost model Example 8.24: Comprehensive example of cost model     
The following is an extract from the fixed asset register of Impala Ltd on 
31 December 20.12: 

 

Asset typeAsset typeAsset typeAsset type    Date of Date of Date of Date of     
pupupupurrrrchasechasechasechase    

CostCostCostCost    
    

RRRR    

Accumulated Accumulated Accumulated Accumulated 
deprecideprecideprecidepreciaaaationtiontiontion    

RRRR    

Useful lifeUseful lifeUseful lifeUseful life    

Land 
Buildings 
Vehicles 

1 January 20.12 
1 January 20.12 
1 January 20.12 

1 800 000 
2 500 000 
1 600 000 

    –
125 000 
200 000 

    –
20 years 
8 years 

Impala Ltd concluded the following asset transactions during the year ended 
31 December 20.13: 
� Land with a cost of R400 000 was sold unexpectedly on 1 March 20.13 for R325 000. 
� A stand was purchased for R350 000. The stand is used as an owner-occupied property. 
� Improvements amounting to R135 000 were effected to buildings on 1 January 20.13. 
� A vehicle (original cost – R160 000) was sold unexpectedly on 30 June 20.13 for R115 000. 

 

� The assets under consideration have no residual value, and this situation will remain 
unchanged until the end of their useful lives. 

� The manner in which assets are recovered is not expected to change. 
� On 1 January 20.13, Impala Ltd determined that the remaining useful life of the 
 buildings was 25 years. 
� The entity uses a “Profit before tax” note to disclose disclosable income and expenses. 
� Assume all amounts are material. 

Impala LtdImpala LtdImpala LtdImpala Ltd    
Extract from the statement of financial position as at 31 December 20.13Extract from the statement of financial position as at 31 December 20.13Extract from the statement of financial position as at 31 December 20.13Extract from the statement of financial position as at 31 December 20.13 

 NoteNoteNoteNote    RRRR    
AssetsAssetsAssetsAssets    
NonNonNonNon----current assetscurrent assetscurrent assetscurrent assets    
Property, plant and equipment 

 
 

3 

 
 

5 239 600 
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    Example 8.24: Comprehensive example of cost model (continued)Example 8.24: Comprehensive example of cost model (continued)Example 8.24: Comprehensive example of cost model (continued)Example 8.24: Comprehensive example of cost model (continued)    

Impala LtdImpala LtdImpala LtdImpala Ltd    
ExtractExtractExtractExtract    from the notes for the year ended 31 December 20.13from the notes for the year ended 31 December 20.13from the notes for the year ended 31 December 20.13from the notes for the year ended 31 December 20.13    

1.1.1.1.    Accounting policyAccounting policyAccounting policyAccounting policy    
    Property, plant and equipmentProperty, plant and equipmentProperty, plant and equipmentProperty, plant and equipment    
 Property, plant and equipment is stated at cost less accumulated depreciation and 

accumulated impairment. 
 Land is not depreciated. 
 Buildings and vehicles are depreciated on a straight-line basis over their expected 

remaining useful lives (at year end): 
 • Buildings – 24 years 
 • Vehicles – 6 years 
 Rates are considered appropriate for reducing the carrying amounts of the assets to 

estimated residual values (Rnil) over their expected useful lives. 
2.2.2.2.    Profit before taxProfit before taxProfit before taxProfit before tax    
 Profit before tax is stated after taking the following items into account:    

Expenses:Expenses:Expenses:Expenses:    
Loss on disposal of land (400 000 – 325 000) 
Loss on disposal of vehicles 
Depreciation 

RRRR    
75 000 
15 000 

290 400 

  

During the year, the remaining useful life of the buildings was revised. This 
resulted in a decrease in depreciation in the current year of R31 705, and a 
cumulative increase in depreciation in the future of R31 705. 

 
 

3.3.3.3.    Property, plant and Property, plant and Property, plant and Property, plant and equipmentequipmentequipmentequipment  
    
    

LandLandLandLand    
RRRR    

  BuildingsBuildingsBuildingsBuildings    
RRRR    

    VehiclesVehiclesVehiclesVehicles    
RRRR    

    TotalTotalTotalTotal  
RRRR    

    

Carrying amount at 
beginning of year 1 800 000 2 375 000

  
1 400 000 

  
5 575 000  

 

Cost 
Accumulated depreciation  

1 800 000
–

 2 500 000 
(125 000)

 1 600 000 
(200 000) 

5 900 000
(325 000) 

 

Movements for the year:     
Disposals (400 000)  – (130 000)  (530 000)  
Additions  350 000   135 000   –   485 000   
Depreciation –  (100 400) (190 000)  (290 400)  

Carrying amount at end of 
year 1 750 000 2 409 600

  
1 080 000 

  
5 239 600 

 

Cost 
Accumulated depreciation 

1 750 000
–

 2 635 000 
(225 400)

 1 440 000 
(360 000) 

5 825 000
(585 400) 

 

      
CalculationsCalculationsCalculationsCalculations 
BuildingsBuildingsBuildingsBuildings  RRRR     
Cost  2 500 000   
Accumulated depreciation  (125 000)  
Carrying amount at 31 December 20.8  2 375 000   
Additions   135 000   
  2 510 000  
Depreciation 31 December 20.9 (2 510 000/25)  (100 400)  

Carrying amount at 31 December 20.9  2 409 600   
   



248   Introduction to IFRS – Chapter 8 
  

    Example 8.24: Comprehensive example of cost model (continued)Example 8.24: Comprehensive example of cost model (continued)Example 8.24: Comprehensive example of cost model (continued)Example 8.24: Comprehensive example of cost model (continued)    
VehiclesVehiclesVehiclesVehicles     RRRR     
Cost  1 600 000  
Accumulated depreciation  (200 000)  
Carrying amount at 31 December 20.8  1 400 000  
Depreciation 30 June 20.9 (R200 000 × 6/12)  (100 000)  
Carrying amount at 30 June 20.9  1 300 000  
Disposals (160/8 × 6,5) (refer to the journal below)  (130 000)  
Depreciation 31 December 20.9  (90 000)  
Carrying amount at 31 December 20.9  1 080 000  

DrDrDrDr    
RRRR    

    CrCrCrCr    
RRRR    

 

30 June 20.1330 June 20.1330 June 20.1330 June 20.13       
Bank  115 000    
Accumulated depreciation 30 000    
(300 000 × 160 000/1 600 000)    
Loss on sale of vehicles (balancing) 15 000    

Cost  160 000  
Cost R160 000 – accumulated depreciation R30 000 =  
R130 000 carrying amount on disposal 

   

      
Calculation of balances:    
Accumulated depreciation closing balance: 
(200 000 + 100 000 + 90 000 – 30 000) 

  
360 000 

 

Cost: closing balance: 
(1 600 000 – 160 000) 

  
1 440 000 

 

Depreciation Depreciation Depreciation Depreciation ––––    change in accounting estimatechange in accounting estimatechange in accounting estimatechange in accounting estimate    
Old method [(2 375 000 + 135 000)/19] = R132 105 
New method = R100 400 
Difference (current year) (132 105 – 100 400) = R31 705 decrease 
Difference (future years): There is no residual value, therefore the carrying amount at year 
end represents the depreciable amount of future years. Difference in the depreciable 
amounts between the old and new methods is the cumulative future difference due to the 
change in estimate. 
Carrying amount (old) = R2 510 000 – R132 105 = R2 377 895 
Carrying amount (new) = R2 409 600 
Difference (2 409 600 – 2 377 895) = R31 705 increase  

 

    Example 8.25: Comprehensive example of revaluation modelExample 8.25: Comprehensive example of revaluation modelExample 8.25: Comprehensive example of revaluation modelExample 8.25: Comprehensive example of revaluation model    
Coastal Sparks (Pty) Ltd acquired the following machines at bargain prices: 
 Machine AMachine AMachine AMachine A        Machine BMachine BMachine BMachine B      
 RRRR        RRRR        
Invoice price  850 000  1 940 000  
Installation cost 50 000  60 000  
Test-run costs 300 000  400 000  

 1 200 000  2 400 000  
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    Example 8.25: Comprehensive example of revaluation model (continued)Example 8.25: Comprehensive example of revaluation model (continued)Example 8.25: Comprehensive example of revaluation model (continued)Example 8.25: Comprehensive example of revaluation model (continued)    
Machine A was available for use on 1 January 20.12, and Machine B on 1 July 20.12. 
Depreciation is provided for on a straight-line basis over five years with no residual value, 
and the situation will not change.    
Management decided to revalue both machines on 1 January 20.13. The net replacement 
costs on this date were as follows: 
Machine A R2 200 000 
Machine B R5 000 000 
It is the company’s policy to use machinery for production purposes and to only sell the 
machines under exceptional circumstances. It is also policy to transfer the realised 
revaluation surpluses to retained earnings on disposal of the assets. 
Changed market conditions unexpectedly forced management to sell Machine A for 
R3 000 000 on 31 December 20.13. The entity uses a “Profit before tax” note to disclose 
disclosable income and expenses. Assume all amounts are material. 
The accounting implications of the revaluation are as follows: 
CalculationsCalculationsCalculationsCalculations 
    Historical costHistorical costHistorical costHistorical cost        
    Machine AMachine AMachine AMachine A      Machine BMachine BMachine BMachine B        
 R’000R’000R’000R’000        R’000R’000R’000R’000     
Purchase price  1 200 2 400  
Depreciation (20% × 1 200) and (20% × 6/12 × 2 400) (240)  (240)  

31 December 20.12  960 2 160  
Revaluation  1 240 2 840  
 2 200 5 000  
Depreciation (2 200/4) and (5 000/4,5) (550)  (1 111)  

  1 650 3 889  
Sold (1 650)  –  
31 December 20.13 – 3 889  

The statement of profit or loss and other comprehensive income and related notes will contain 
the following items regarding machinery: 
 20.1320.1320.1320.13        20.1220.1220.1220.12      
Profit before taxProfit before taxProfit before taxProfit before tax    R’000R’000R’000R’000        R’000R’000R’000R’000        
Profit before tax includes the following:     
Income:Income:Income:Income:        
Profit on sale of machinery (3 000 – 1 650) 1 350 –  
Expenses:Expenses:Expenses:Expenses:       
Depreciation (1 661) (480)  
Other comprehensive incomeOther comprehensive incomeOther comprehensive incomeOther comprehensive income       
Items not reclassified through profit or lossItems not reclassified through profit or lossItems not reclassified through profit or lossItems not reclassified through profit or loss     

 Revaluation surplus 4 080 –  
The Property, plant and equipment note shows the following: 
 20.1320.1320.1320.13        20.1220.1220.1220.12      
 R’000R’000R’000R’000        R’000R’000R’000R’000        
MachineryMachineryMachineryMachinery       
Carrying amount at beginning of year 3 120 –  

�  Cost 3 600 –  
�  Accumulated depreciation (480) –  
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    Example 8.25: Comprehensive example of revaluation model (continued)Example 8.25: Comprehensive example of revaluation model (continued)Example 8.25: Comprehensive example of revaluation model (continued)Example 8.25: Comprehensive example of revaluation model (continued)    

Movements for the year: 20.1320.1320.1320.13        20.1220.1220.1220.12        

 R’000R’000R’000R’000        R’000R’000R’000R’000      
Additions –  3 600  
Depreciation (1 661)  (480)  
Revaluation (1 240 + 2 840) 4 080  –  
Disposal  (1 650)  –  

 Carrying amount at end of year 3 889  3 120  
�  Revalued amount/cost (20.13 only Machine B) 5 000 3 600  
�  Accumulated depreciation (20.13 only Machine B) (1 111)  (480)  

   

An extract from the statement of changes in equity will show 
the following: 

   

Revaluation surplusRevaluation surplusRevaluation surplusRevaluation surplus       
Balance at beginning of year  –  –  
Total comprehensive income (1 240 + 2 840) 4 080  –  
Realisation during period transferred to retained earnings 
(Machine A) (1 240)

 
– 

 

Balance at end of year  2 840 –  
 

13131313    Short and sweetShort and sweetShort and sweetShort and sweet    

 The objective of IAS 16 is to prescribe the accounting treatment for property, plant 
and equipment. 
� Items of PPE are recognised when they meet the recognition criteria for an asset as 

contained in the Conceptual Framework. 
� Property, plant and equipment is initially measured at cost. 
� Cost includes all costs incurred to initially acquire or construct the item and get it ready for 

its intended use, as well as any subsequent costs to add to or replace part thereof. 
� Property, plant and equipment is subsequently measured under either the revaluation 

model or the cost model. 
� The carrying amount is determined by subtracting depreciation and impairment losses from 

the historical cost or revalued amount. 
� Depreciation is calculated using one of the following methods: straight-line, reducing 

(diminishing) balance or production unit method. 
� The carrying amount must be tested for impairment per IAS 36, Impairment of Assets. 
� Property, plant and equipment is derecognised when disposed of, or withdrawn from use 

and no future economic benefits are expected from its use. 
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1111    Evaluation criteriaEvaluation criteriaEvaluation criteriaEvaluation criteria    

� Explain the difference between instalment sale agreements (ISAs), finance leases and 
operating leases. 

� Calculate the finance cost in respect of ISAs and finance leases in accordance with the 
effective interest rate method. 

� Calculate the unearned finance income and finance income in respect of ISAs and 
finance leases in accordance with the effective interest rate method. 

� Measure, record, present and disclose finance leases and operating leases in the annual 
financial statements of lessees and lessors. 
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� Measure, record, present and disclose ISAs in the annual financial statements of the 
buyer and the seller. 

Note:  VAT implications and sale and leaseback transactions are not discussed. 

2222    Schematic representation of Schematic representation of Schematic representation of Schematic representation of IAS 17IAS 17IAS 17IAS 17    
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Objective
� To prescribe the accounting treatments and disclosure applicable to finance leases/ISAs and 

operating leases. 

Accounting by lessor (operating lease) 
� Recognise the asset held for rental in the  

statement of financial position according to its 
nature. 

� Rent income must be recognised in profit or 
loss on a straight-line basis over the lease term 
except if another method is more accurately 
expected to reflect the time pattern of the  
benefits expected from the leased asset. 

Classification: Finance lease/ISA
Possible indicators: 
� Ownership transferred to the lessee at the 

end of the lease term. 
� Option to purchase. 
� Lease term represents most of the economic 

life of the asset. 
� Present value of the minimum lease 

payments amounts to at least substantially 
all of the fair value of the leased asset. 

� Specialised leased asset. 
� The lessee is entitled to cancel the lease; the 

lessor’s losses associated with the cancellation 
are borne by the lessee. 

� Gains or losses from fluctuations in the fair 
value of the residual fall to the lessee.  

� The lessee has the ability to continue to 
lease for a secondary period at a rent that is 
substantially lower than market rent. 

Classification: Operating lease 
� Leases not classified as finance 

leases are classified as 
operating leases. 

Classification
� Classification is made at inception of the lease. 
� Classification is influenced by the substance of the agreement, not the form. 
� Classify a lease as a finance lease if all the risks and rewards incident to the ownership of the 

asset are transferred by the lessor to the lessee. 
� All other leases are classified as operating leases. 

Accounting by lessee (Finance lease)
� At the beginning of the lease term recognise an asset and a liability at the lowest of 

the fair value of the asset or the present value of the minimum lease payments.  
� Payments are apportioned between finance costs and capital. 
� Depreciation must be provided for over the useful life of the asset in terms of IAS 16 or 

over the lease term if shorter than the useful life if there is uncertainty about whether 
ownership of the asset will be transferred at the end of the lease term. 

Accounting by lessor  
(Finance lease) 

� At the beginning of the lease 
term recognise a receivable in 
the statement of financial 
position measured at the net 
investment amount. 

� Subsequently recognise finance 
income in profit or loss over 
the lease term according to the 
effective interest rate method. 

Accounting by lessee  
(operating lease) 

� Rent expense must be recognised in 
the profit or loss on a straight-line 
basis over the lease term except if 
another method is more accurately 
expected to reflect the time pattern of 
the benefits expected from the leased 
asset. 



Leases   253
 

3333    Classification of leases and related definitionsClassification of leases and related definitionsClassification of leases and related definitionsClassification of leases and related definitions    

 IAS 17 deals with the accounting treatment for leases in the financial statements of 
both lessorslessorslessorslessors and lesseeslesseeslesseeslessees. The accounting treatment prescribed in IAS 17 also applies to 
other instalment sale agreements, such as hire-purchase agreements. Two types of leases 
are recognised namely, finance leases and operating leases. 

IAS 17 recognises a lease as an agreement conveying the right to use assets for an agreed 
period in exchange for a payment, or series of payments, by the lessee to the lessor. There 
are two categories of leases, namely a finance lease and an operating lease. 

 A finance leasefinance leasefinance leasefinance lease is a lease which, in effect, transfers substantially all the risks and 
rewards incidental to ownership of an asset from the lessor to the lessee. Title, or legal 
ownership, may or may not eventually be transferred. 
An operating leoperating leoperating leoperating leaseaseasease is a lease other than a finance lease. The lessee of this type of lease 
does not take on the owner’s responsibility with respect to the asset. The lessee generally 
uses the asset over a shorter period than the economic life of the asset, so that there could 
be a number of lessees during the economic life of the asset. 

The inception of the lease is the earlier of the date of the lease agreement and the date of 
commitment by parties to the principal provisions of the lease. At the inception date, the 
following are done: 
� The lease is classified as being either a finance or an operating lease. 
� In the case of a finance lease, the amounts to be recognised at the commencement of 

the lease term are determined. 
The commencement of the lease term is the date from which the lessee is entitled to 
exercise its right to use the asset and is also the date of initial recognition of the lease. 

The lease period is the period, which cannot be cancelled, during which the lessee 
agreed to lease the asset, as well as further periods for which the lessee has an option to 
continue to lease the asset, with or without further payments.  

The economic life of the asset thus refers to either the period over which an asset is 
expected to be economically usable by one or more users, or the number of production or 
similar units expected to be obtained from the asset by one or more users.  

Useful life refers to the estimated period over which economic benefits will be consumed 
by the entity. This period is determined by the lessee’s use of the asset for the period of the 
lease, or longer, depending on the conditions of the lease agreement. 

    Example 9.1: Finance lease and operating leaseExample 9.1: Finance lease and operating leaseExample 9.1: Finance lease and operating leaseExample 9.1: Finance lease and operating lease    

Finance leaseFinance leaseFinance leaseFinance lease    
The acquisition of a vehicle may, for instance, be financed by way of a finance leasefinance leasefinance leasefinance lease 
agreement. The essence of the agreement is that the lessee assumes all the risks incidental 
to ownership as he/she is responsible for the maintenance and upkeep of the vehicle. The 
finance lease agreement is merely a way of financing the vehicle by paying a number of 
instalments. At the end of the lease term, legal ownership is transferred to the lessee, or the 
lease may be extended at a nominal rental. 
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    Example 9.1: Finance lease and operating lease (continuedExample 9.1: Finance lease and operating lease (continuedExample 9.1: Finance lease and operating lease (continuedExample 9.1: Finance lease and operating lease (continued) ) ) )     
The terms of a lease agreementlease agreementlease agreementlease agreement stipulate, for example, that the initial lease period would be 
five years and the lease payments for this period amount to R6 000 per month. Thereafter, 
nominal lease payments of R1 per year, for a further three years, are required. The 
econoeconoeconoeconommmmic lifeic lifeic lifeic life of the vehicle and the useful lifeuseful lifeuseful lifeuseful life to the lessee are the same, i.e. eight years. 
One year after the commencement of the lease term, the economic life of the asset may still 
be eight years, but the useful life for the entity has now declined to seven years. This kind of 
agreement is referred to as a finance lease.    
Operating leaseOperating leaseOperating leaseOperating lease    
The scenario above may be contrasted to the situation where a motor vehicle is hired for a 
short period, say a few days, for instance from one of the motor vehicle hiring companies 
that are usually situated at airports. The purpose of such a transaction is not to acquire 
effective ownership of the vehicle, but merely to make use of it for a limited period. Over the 
economic life of the vehicle, a number of different users are expected to utilise the vehicle in 
the same way. This kind of agreement is referred to as an operating lease agreement. 

The most important differences between operating leases and finance leases are 
summarised as follows: 

Area of difference Operating lease Finance lease 

Payments not directly related to cost recover cost and interest 

Term usually shorter than economic life approximates economic life 

Renewal negotiable usually a nominal purchase 
option 

Cancellation negotiable usually not cancellable 

Ownership usually with the lessor usually transferred to the lessee 
at the end of the lease period 

Maintenance usually carried by lessor usually carried by lessee 

The following are examples of situations which would normally lead to a lease being 
classified as a finance lease: 
� The lease provides for the transfer of ownership of the asset to the lessee at the end of 

the lease term. 
� The lease contains an option for the lessee to purchase the leased asset at a price which 

is sufficiently lower than the fair value of the leased asset at the date the purchase 
option becomes exercisable. At the inception of the lease, the exercising of the option is 
therefore reasonably certain. 

� The lease term is for the major part of the economic life of the leased asset, even if title 
is not transferred. 

� At the inception of the lease, the present value of the minimum lease payments amounts 
to (at least) substantially the fair value of the leased asset. 

� The leased assets are of such a specialised nature that only the lessee can use them 
without major modifications being made. 

The following situations may, individually or in combination, also lead to a lease being 
classified as a finance lease (IAS 17.11): 
� The lessor’s losses as a result of the cancellation of the lease by the lessee are borne by 

the lessee. 
� Changes in the fair value of the residual accrue to the lessee. 
� The lessee may upon expiration of the lease agreement continue the lease at a rental 

which is substantially lower than market rent. 
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 Where substantially all the risks and rewards incidental to ownership of an asset have 
been transferred from the lessor to the lessee, the agreement is classified as a finance finance finance finance 
leaseleaseleaselease. If this is not the case, the agreement is classified as an operating leaseoperating leaseoperating leaseoperating lease. 

In terms of IAS 17.7, risks include the possibilities of losses from idle capacity or 
technological obsolescence, as well as of variations in return as a result of economic 
conditions. Rewards may be in the form of income generated by the asset and/or the 
appreciation in value or realisation of residual value. 

Because circumstances may differ between lessor and lessee, it is possible for a lease 
agreement to be classified as a finance lease by one party and as an operating lease by the 
other. 

 Whether or not a lease is a finance lease or an operating lease depends on the 
substance of the transaction, rather than the legal form of the contract. 

The classification of a lease as an operating or a finance lease is made at the inception of 
the lease and is adhered to, even if changes in estimates or changes in circumstances 
occur. However, if the parties agree to changes that would initially have resulted in a 
different classification, the revised agreement is considered to be a new agreement. The 
initial agreement is regarded as being cancelled, and a new agreement has been entered 
into. 

    Example 9.2: Classification as finance or operating leaseExample 9.2: Classification as finance or operating leaseExample 9.2: Classification as finance or operating leaseExample 9.2: Classification as finance or operating lease    
Chelsea Ltd (lessor) leased a manufacturing machine to Zoe Ltd (lessee). The fair value of 
the machine is R125 000 on the signing of the lease agreement. 
The lease agreement contained the following clauses: 
� Zoe Ltd would pay Chelsea Ltd 20 bi-annual instalments of R10 000 each. During the 

period, Zoe Ltd will be responsible for the maintenance and repair of the machine.  
� Ownership of the machine will not be transferred to Zoe Ltd at the end of the lease period. 
� The nature of the machine is such that only Zoe Ltd can use it without making substantial 

adjustments to the machine.  
� The expected life of the machine at inception of the lease is 10 years. 

A loan with a similar term to acquire a similar asset will bear interest at a nominal rate of 
10% per annum. 
In terms of IAS 17, it must be determined whether the material risks and rewards of 
ownership of the asset lie with the lessee or the lessor when the lease agreement is 
classified as an operating or a finance lease for accounting purposes. 
Although ownership of the asset does not pass to the lessee at the end of the lease, the 
following aspects, both individually and jointly, can be indicators that the risks and rewards 
vest in the lessee: 
� The lease term of 10 years equals the expected life of the asset. 
� The asset is of a specialised nature and can only be used by Zoe Ltd. 
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    Example 9.2: Classification as finance or operating leaseExample 9.2: Classification as finance or operating leaseExample 9.2: Classification as finance or operating leaseExample 9.2: Classification as finance or operating lease    (contin(contin(contin(continued)ued)ued)ued)    
� The present value of the minimum lease payment at commencement of the lease is 

R124 622 (PV if PMT = 10 000, n = 20, i = 10% (2 P/YR), FV = 0). This is very close to the 
fair value of R125 000 at commencement date.    

� Zoe Ltd also carries the risk of repairs and maintenance of the asset. 
Based on the above, the lease agreement must be treated as a finance lease for accounting 
purposes in terms of IAS 17.7 to .11. 

4444    Land and buildings Land and buildings Land and buildings Land and buildings     

Leases of land and buildings are classified as operating or finance leases by considering the 
factors discussed in section 3. However, land normally has an indefinite economic life, and 
title would generally not pass to the lessee, while buildings do not have an unlimited 
economic life, and title may pass to the lessee. Consequently the land and building elements 
are considered separately for the purposes of lease classification.  

 This results in the following: 
� A lease on land that will generally be classified as an operating lease. 
� A lease on buildings that may be classified as either a finance lease or an operating lease, 

subject to the economic substance of the transaction. 
An exception to the rule is where the lease will probably result in the title of both elements of 
the lease passing to the lessee by the end of the lease term, in which instance both are 
treated as finance leases. 

The minimum lease payments (including lump sum up-front payments) at the inception of 
the lease are allocated between the land and the building elements in proportion to their 
relative fair values at the inception of the lease.  

    Example 9.3: Land and buildings Example 9.3: Land and buildings Example 9.3: Land and buildings Example 9.3: Land and buildings ––––    finance or operating leasesfinance or operating leasesfinance or operating leasesfinance or operating leases    
Buildy Ltd leases land and buildings for a period of 25 years from Landi Ltd, at an annual 
rental of R200 000. The buildings have an economic life of 30 years and since the lease 
term is a major part of the economic life of the buildings, the lease of the buildings is 
classified as a finance lease. The land, on the other hand, has an indefinite economic life, 
resulting in its classification as an operating lease. At the inception of the lease, the fair 
value of the leasehold interest in the land is R288 000, and that of the buildings, R864 000. 
The annual rental of R200 000 needs to be allocated between the land and buildings based 
on the fair value of their respective leasehold interests. As a result, R50 000  
(288 000/(288 000 + 864 000) × 200 000) is allocated to the land and R150 000 
(864 000/(864 000 + 288 000) × 200 000) to the buildings.  
The following journal entries illustrate the accounting treatment of the above land and 
buildings: 
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    Example 9.3: Land and buildings Example 9.3: Land and buildings Example 9.3: Land and buildings Example 9.3: Land and buildings ––––    finance or operating leasesfinance or operating leasesfinance or operating leasesfinance or operating leases    (conti(conti(conti(continnnnued)ued)ued)ued)    
  DrDrDrDr    CrCrCrCr        
  RRRR  RRRR      
    Initial recognition:Initial recognition:Initial recognition:Initial recognition:     
 (Assume an interest rate implicit to the lease of 5% per 

annum) 
 

    Building componeBuilding componeBuilding componeBuilding component: (finance lease)nt: (finance lease)nt: (finance lease)nt: (finance lease)     
 Building (SFP) 2 114 091,68  

Finance lease liability (SFP) 2 114 091,68 
    Calculation of the present valueCalculation of the present valueCalculation of the present valueCalculation of the present value    (PV):(PV):(PV):(PV):  

PMT = 150 000, n = 25, i = 5%, FV = 0 
 

    Land component (operating lease)Land component (operating lease)Land component (operating lease)Land component (operating lease)::::      
 No initial recognition of an operating lease unless a 

premium that is equalised over the lease period is paid on 
initial recognition.  

 

    Accounting treatment when first instalment is paid after Accounting treatment when first instalment is paid after Accounting treatment when first instalment is paid after Accounting treatment when first instalment is paid after 
one year:one year:one year:one year:    

        
  

    Building component: (finance lease)Building component: (finance lease)Building component: (finance lease)Building component: (finance lease)            
 Finance lease liability (SFP) (150 000 – 105 704,58) 44 295,42  
 Finance costs (2 114 091 × 5%) (P/L) 105 704,58  

Bank (SFP) 150 000,00 

 Depreciation (2 114 091/25) (P/L) 84 563,64   
Accumulated depreciation (SFP) 84 563,64 

    Land component: (operating lease)Land component: (operating lease)Land component: (operating lease)Land component: (operating lease)      
 Operating lease expense (P/L) 50 000,00  

 Bank (SFP) 50 000,00 
  

In isolated instances, such a reliable proportionate allocation of fair value may not be 
possible. If the value of the land element is immaterial, the lease on land and buildings may 
be treated as a single unit that is classified according to the economic substance of the 
building element of the lease. 

5555    Finance leases in the financial statements of lesseesFinance leases in the financial statements of lesseesFinance leases in the financial statements of lesseesFinance leases in the financial statements of lessees    

 In the case of a finance lease, the substance of the transaction is often that the 
lessee will eventually acquire legal ownership of the asset. The instalments paid to the 
lessor are normally determined using the cash selling price of the asset plus the finance 
charges. The substance of the transaction is therefore that an asset is being acquired and 
financed over a period of time. Legally, the agreement is drafted as a lease agreement, to 
ensure that the lessee becomes the owner of the asset only at the end of the finance lease 
agreement. 

The accounting treatment of finance leases represents an application of the accounting 
concept of substance over form, i.e. the leased asset is accounted for as if the asset were 
acquired on the signing of the finance lease agreement, and a corresponding liability is 
recognised for the amount that is being financed. The legal form (a lease) would (for 
accounting purposes) be irrelevant in this decision. In capitalising the asset, what is thus 
being accounted for is the lessee’s rights to the asset, together with the lessee’s liability to 
make lease payments. 
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5.5.5.5.1111    Accounting treatmentAccounting treatmentAccounting treatmentAccounting treatment    

 The amount, at which a leased asset is capitalised, is: 
� the fair valuefair valuefair valuefair value of the leased asset at the inception of the lease term; or if lower, 
� the present valuepresent valuepresent valuepresent value of the minimum lease payments at that date.  

The amount at which the asset and liability are recognised (refer to IAS 17.21) is initially 
debited to non-current assets and credited to non-current liabilities. 
Finance lease payments comprise a capital portion and a portion relating to finance charges.  
The former is debited against liabilities and the latter will be expensed as finance costs in 
the profit or loss section of the statement of profit or loss and other comprehensive income.  
Any initial direct costs associated with the lease, are added to the amount at which the asset 
is capitalised.  

 

Initial direct costs are the incremental costs that can be directly attributable to the 
arrangement and negotiations of a lease, and, if incurred directly by the lessee, are added 
to the cost of the capitalised amount of the asset. 

In most instances the fair value of the asset is the cash price as determined in the lease 
agreement. This is the amount that the asset would be transferred for between 
knowledgeable and willing parties under normal trading conditions. IAS 17 uses the term 
fair value in a way that differs in some respects from the definition of fair value in IFRS 13, 
Fair Value Measurement. Therefore, when applying IAS 17 an entity measures fair value in 
accordance with IAS 17, not IFRS 13.  

The capitalised value of the leased asset must be depreciated in accordance with IAS 16. 
If there is no certainty that the lessee will acquire ownership of the leased asset by the end 
of the lease term, the asset must be fully depreciated over the shorter of the lease term and 
its useful life, since the lessee will use the asset only for the period of the lease – refer to 
the definition of “useful life” in section 3. The related lease liability is initially recognised as 
an amount equivalent to that of the capitalised value of the leased asset. 

Three aspects are therefore crucial when determining the amount at which the asset 
must be capitalised: 
� the lease term and commencement date;  
� the minimum lease payments; and 
� the interest rate. 

5.1.15.1.15.1.15.1.1    Lease term and commencement of the leaseLease term and commencement of the leaseLease term and commencement of the leaseLease term and commencement of the lease    

 The lease termlease termlease termlease term is the non-cancellable period for which the lessee has contracted to 
lease the asset together with any further terms for which the lessee has the option to 
continue to lease the asset, with or without further payment, which option at the inception of 
the lease it is reasonably certain that the lessee will exercise (IAS 17.4). 

A non-cancellable lease is a lease that is cancellable only: 
� upon the occurrence of some remote contingency; 
� with the permission of the lessor; 
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� if the lessee enters into a new lease for the same or an equivalent asset with the same 
lessor; or 

� upon payment by the lessee of an additional amount such that, at inception, 
continuation of the lease is reasonably certain. 

 The inception of the leaseinception of the leaseinception of the leaseinception of the lease is the earlier of the dates of the lease agreement or of a 
commitment by the parties to the principal provisions of the lease. 

5.1.25.1.25.1.25.1.2    Minimum lease paymentsMinimum lease paymentsMinimum lease paymentsMinimum lease payments    

 Minimum lease paymentslease paymentslease paymentslease payments are the payments that the lessee is required to make in 
terms of the finance lease, including any amounts guaranteed by the lessee or a related 
party to the lessor (guaranteed residual value). 

Where the lease agreement makes provision for a “bargain purchase option”, that is, an 
option to purchase the asset at a price which is expected to be sufficiently lower than the 
fair value at the date the option becomes exercisable so that, at the inception of the lease it 
is reasonably certain that the option will be exercised, the amount of the bargain purchase 
option also forms part of the minimum lease payments. Minimum lease payments exclude 
contingent rent, cost for services and taxes to be paid by the lessor or reimbursed to him. 

These items are reflected separately in the statement of profit or loss and other 
comprehensive income according to their nature. 

Contingent rent is the portion of the lease payment that is not fixed in amount, but is 
based on the future amount of something (such as sales or future market interest rates) 
that changes other than with the passage of time. 

The guaranteed residual value is merely a deferred lease payment which is payable 
together with the final “normal” payment, thus the accounting treatment is the same as for 
a lease payment. A guaranteed residual value will cause the “normal” lease payments to be 
less, resulting in the finance charges over the lease term being higher, since payment of a 
part of the liability is deferred. These residual value/”balloon payment” finance leases are 
well known in practice. Certain lessors of motor vehicles will even accept a residual value of 
up to 60%. The theory is that the residual value will be equal to (or less than) the 
estimated market value of the asset at the end of the lease term. This will enable the lessee 
or the lessor to sell the asset for that amount, (i.e. recover the residual value), and settle 
the balance of the liability using these proceeds. 

5.1.35.1.35.1.35.1.3 Interest rateInterest rateInterest rateInterest rate    

 The interest rate implicit in the leaseinterest rate implicit in the leaseinterest rate implicit in the leaseinterest rate implicit in the lease is the discount rate that, at inception of the 
lease, causes the total present value of the minimum lease payments as well as the 
unguaranteed residual value to be equal to the sum of: a) the fair value of the leased asset; 
and b) the initial direct cost incurred by the lessor. The lessor and lessee will therefore use 
the same intesame intesame intesame interrrrestestestest rate when accounting for the lease agreement. 

Whenever it is impracticable to determine this rate, the lessee’s incremental borrowing 
rate of interest is used. This is the rate at which the lessee could borrow the required funds 
to purchase the asset at the commencement of the lease if the same term and similar 
securities are assumed, or the rate of interest that the lessee would have to pay on a similar 
lease. 
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    Example 9.4: Accounting treatment of a finance leaseExample 9.4: Accounting treatment of a finance leaseExample 9.4: Accounting treatment of a finance leaseExample 9.4: Accounting treatment of a finance lease    
A Limited entered into a lease agreement with Z Ltd on 1 January 20.13. The lease 
agreement is classified as a finance lease in terms of IAS 17. The financial year end of 
A Limited is 31 December. 

The lease agreement has the following terms:The lease agreement has the following terms:The lease agreement has the following terms:The lease agreement has the following terms:    
Term: 5 years 
Instalments: R25 000, payable annually in arrears on 

31 December. 
Implicit interest rate: 12,0535% per annum 
The contract determines that A Ltd has an option to obtain ownership of the asset at the end 
of the term at a nominal amount. It is, however, uncertain on initial recognition whether the 
option will be exercised. 
If A Ltd does not pay the instalments as agreed, Z Ltd can recover the asset (therefore the 
asset serves as security for the agreement).  
The asset has a cash selling price of R105 000 at the commencement of the lease. At this 
date, the useful life is estimated at eight years. 
The journal entries to account for the finance lease are as follows: 

  DrDrDrDr    CrCrCrCr    
      RRRR    RRRR    
    Initial recognition on 1 January 20.Initial recognition on 1 January 20.Initial recognition on 1 January 20.Initial recognition on 1 January 20.13131313::::            
 Building (SFP) 90 000  

 Finance lease liability (SFP)  90 000 
    

 The asset and liability must on initial recognition be 
recorded at the fair value of the asset, or if lower 
than fair value, the present value of the minimum 
lease payments (IAS 17.20) 
Calculation of present value (PV): 
PMT = 25 000, n = 5, i = 12,0535%, FV = 0 
Therefore PV = R90R90R90R90    000000000000    (rounded) 
Fair value  = R105R105R105R105    000000000000    
The asset and liability must therefore be recognised 
initially at R90 000. 

  

 Accounting treatment once the first instalment is Accounting treatment once the first instalment is Accounting treatment once the first instalment is Accounting treatment once the first instalment is     
paid on 31paid on 31paid on 31paid on 31    December 20.December 20.December 20.December 20.13131313:::: 

  

 Finance lease liability (SFP) (25 000 – 10 848) 14 152  
 Finance cost (P/L) (90 000 × 12,0535%)  

(rounded) 
10 848  

 Bank (SFP)  25 000 
 Depreciation (P/L) (90 000/5)  18 000  

 Accumulated depreciation (SFP)  18 000 

 CommentCommentCommentComment:   
� In terms of IAS 17.28 the asset must be depreciated over the shortest period of its 

useful life or the lease term if there is uncertainty on initial recognition whether the 
ownership will transfer to the lessee at the end of the lease term. This is the correct 
treatment as the lessee will probably use the asset only during the lease period if he 
does not take ownership at the end of the lease term. 
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    Example 9.4: Accounting treatment of a finance lease (continued)Example 9.4: Accounting treatment of a finance lease (continued)Example 9.4: Accounting treatment of a finance lease (continued)Example 9.4: Accounting treatment of a finance lease (continued)    
If it is accepted that the information remains the same but that the instalments are paid in 
advance, the accounting treatment will be as follows: 

     DrDrDrDr    CrCrCrCr    
 Initial recognition on 1 January 20.Initial recognition on 1 January 20.Initial recognition on 1 January 20.Initial recognition on 1 January 20.13131313:::: RRRR RRRR 

 Building (SFP) 100 848  
Finance lease liability (SFP)  100 848 

The asset and liability are recorded at initial recognition at fair 
value of the asset, or if lower than fair value, the present value 
of the minimum lease payments  (IAS 17.20) 
Calculation of present value (PV): 
PMT = 25 000 (BGN), n = 5, i = 12,0535%, FV = 0 
Therefore PV = R100R100R100R100    848848848848    (rounded)    
Fair value  = R105R105R105R105    000000000000    
The asset and the liability are recognised initially at R100 848. 

  

 The accounting treatment when the first instalment is paid on The accounting treatment when the first instalment is paid on The accounting treatment when the first instalment is paid on The accounting treatment when the first instalment is paid on 
1 January 20.13 is as fo1 January 20.13 is as fo1 January 20.13 is as fo1 January 20.13 is as folllllows:lows:lows:lows: 
Finance lease liability (SFP)    25 000 25 000 

Bank (SFP)   

CommentCommentCommentComment:   

� The first payment has no interest component as there has been no time period between 
the initial recognition of the lease and the payment of the instalment. Interest accrues on 
a time basis. 

        DrDrDrDr    CrCrCrCr    
    31 December 20.31 December 20.31 December 20.31 December 20.13131313    (year end):(year end):(year end):(year end):    RRRR  RRRR    
 Depreciation (100 848/5) (P/L) 20 170  

Accumulated depreciation (SFP)  20 170 
 Finance cost (P/L) 

((100 848 – 25 000) × 12,0535%) 
 

9 142 
 

Accrued finance cost (SFP)  9 142 

 The interest is included in the instalment payable on 
1 January 20.14 and is accrued for the year ended 
31 December 20.13. 

  

    Accounting treatment when the second Accounting treatment when the second Accounting treatment when the second Accounting treatment when the second instalment is paid on instalment is paid on instalment is paid on instalment is paid on     
1 January 20.11 January 20.11 January 20.11 January 20.14444:::: 

  

 Accrued finance cost (SFP) 9 142  
 Finance lease liability (SFP) (25 000 – 9 142) 15 858  

Bank (SFP)  25 000 
   

 

 The asset, like other non-current assets, is depreciated over its useful life. If, however, 
there is no reasonable assurance that the lessee will obtain ownership at the end of the 
lease period, depreciation must be written off over the shorter of the lease term or the 
useful life (refer to the definition of “useful life” in section 3). 
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The allocation of the instalment between the capital and interest components is made using 
a discount factor, which is used in the determination of the capitalised value of the asset 
(the “effective interest rate method”). 

The cost of lease financing must be reflected in the statement of profit or loss and other 
comprehensive income in the accounting period in which the lease financing is used.  

Contingent rents shall be charged as expenses in the period they are incurred and do not 
impact on finance costs and other services and taxes paid as part of the lease payments. 

    Example 9.5: Accounting for a finance lease with a guaranteed rExample 9.5: Accounting for a finance lease with a guaranteed rExample 9.5: Accounting for a finance lease with a guaranteed rExample 9.5: Accounting for a finance lease with a guaranteed reeeesidual valuesidual valuesidual valuesidual value    
Assume that the cash price of an asset, which is also the fair value, is R2 611,99. A finance 
lease with the following conditions was entered into: 
� Finance lease payments, payable annually in arrears at the end of the reporting period, of 

R1 000 for three years. 
� The guaranteed residual value to be paid after three years amounts to R500.
� There is no unguaranteed residual value. 
� No initial direct costs were incurred by the lessor. 

Determine the discount factorDetermine the discount factorDetermine the discount factorDetermine the discount factor    
The discount factor is the percentage that will discount three annual payments of R1 000 
each and the guaranteed residual value of R500 to a present value of R2 611,99. This rate 
will represent the interest rate implicit in the lease arrangement. 
By using a financial calculator, this rate can be determined as 15%. [PV = – 2 611,99; n = 3, 
FV = 500; PMT = 1 000; Comp i] 
Determine the amount at which theDetermine the amount at which theDetermine the amount at which theDetermine the amount at which the    asset will be capitalisedasset will be capitalisedasset will be capitalisedasset will be capitalised    
This amount is the open market value of the asset at the commencement of the lease, and 
is R2 611,99. 
Draw up an amortisation tableDraw up an amortisation tableDraw up an amortisation tableDraw up an amortisation table    
The amortisation table will consist of the following: 
InstalmentInstalmentInstalmentInstalment    CapitalCapitalCapitalCapital    InterestInterestInterestInterest  BalanceBalanceBalanceBalance    
            R R R R     RRRR  RRRR  RRRR    
  2 611,99 
1 000,00 608,20 391,80 2 003,79 
1 000,00 699,43 300,57 1 304,36 
1 000,00 (paid last day) 804,36 195,64 500,00 
   500,00 (paid last day) 500,00  
CommentCommentCommentComment: 
� From the above, it is clear that, after subtracting the last capital portion of the last 

outstanding lease payment, a balance of R500 remains, which is equal to the 
guaranteed residual value. In reality, this means that the lessee has paid interest on the 
R500 outstanding capital from the first to the last day of the lease term. 
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    Example 9.5: Accounting for a finance lease with a guaranteed residual value Example 9.5: Accounting for a finance lease with a guaranteed residual value Example 9.5: Accounting for a finance lease with a guaranteed residual value Example 9.5: Accounting for a finance lease with a guaranteed residual value     
(conti(conti(conti(continnnnued)ued)ued)ued)    

The journal entries during the term of the lease will be as follows:The journal entries during the term of the lease will be as follows:The journal entries during the term of the lease will be as follows:The journal entries during the term of the lease will be as follows: 
  DrDrDrDr    CrCrCrCr    
  RRRR    RRRR  
Year 0 Asset (SFP) 2 611,99  
  Non-current liability (SFP) 2 611,99 
Year 1 Non-current liability (SFP) 608,20  
 Finance charges (P/L) 391,80  
  Bank (SFP) 1 000,00 
Year 2 Non-current liability (SFP) 699,43  
 Finance charges (P/L) 300,57  
  Bank (SFP) 1 000,00 

Year 3 Non-current liability (SFP) 804,36  
 Finance charges (P/L) 195,64  
  Bank (SFP) 1 000,00 

Year 3 Non-current liability (SFP) 500,00  
  Bank (SFP) 500,00 
 Payment of guaranteed residual value  

CommentCommentCommentCommentssss:  
� In practice it will be necessary to transfer the part of the non-current liability payable 

within one year, excluding interest, to current liabilities to comply with IAS 1. 
� Furthermore, the asset will be depreciated over its useful life in accordance with the 

entity’s normal depreciation policy.  
� The amortisation table presented above results in the charging of finance charges in a 

manner that reflects the extent and cost of the lease financing used in each accounting 
period.    

    

Finance lease instalments need not necessarily be equal and the instalments may vary 
annually. A company may negotiate variable finance lease instalments for cash flow 
reasons. For instance, if an entity is experiencing cash flow problems, it would initially prefer 
to pay lower finance lease instalments and pay higher instalments in the future when the 
cash flow of the company has improved. The following example will illustrate this: 

    Example 9.6: Uneven lease paymentsExample 9.6: Uneven lease paymentsExample 9.6: Uneven lease paymentsExample 9.6: Uneven lease payments    
An asset with a cash price of R17 000,00 is acquired under a finance lease agreement with 
the following terms: 
Finance lease payments payable 

1 January 20.11   R3 500,00 
1 January 20.12   4 880,00 
1 January 20.13   6 698,00 
1 January 20.14   9 079,00 

Interest rate per annum: 22% 
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    Example 9.6: Uneven lease paymentsExample 9.6: Uneven lease paymentsExample 9.6: Uneven lease paymentsExample 9.6: Uneven lease payments    (continued)(continued)(continued)(continued)    

Amortisation table 
InstalmentInstalmentInstalmentInstalment    Capital ***Capital ***Capital ***Capital ***    Interest *Interest *Interest *Interest *    BalancBalancBalancBalance **e **e **e **  

RRRR    RRRR  RRRR    RRRR    
   17 000,00 

3 500,00 3 500,00 – 13 500,00 
4 880,00 1 910,00 2 970,00 11 590,00 
6 698,00 4 148,20 2 549,80 7 441,80 
9 079,00 7 441,80 1 637,20 – 

* (13 500 × 22% = 2 970)/(11 590 × 22% = 2 549,80)/(7 441,80 × 22% = 1 637,20) 
** (13 500 + 2 970 – 4 880 = 11 590)/(11 590 + 2 549,80 – 6 698 = 7 441, 80) 
*** (4 880 – 2 970 = 1 910)/(6 698 – 2 549,80 = 4 148,20)/(9 079 – 1 637,20 = 7 
441,80) 

5.25.25.25.2 Initial Initial Initial Initial directdirectdirectdirect    costs costs costs costs     

 Initial direct costs incurred by the lessee to secure a lease agreement are added to 
the amount recognised as an asset in terms of the finance lease (refer to IAS 17.20). 

For instance, the lessee sends the draft lease agreement to his legal adviser to ensure that 
the contract is properly drawn up. The legal adviser charges the lessee R1 000, which 
constitutes initial direct costs. For accounting purposes, this amount will be capitalised 
against the asset. 

    Example 9.7: Initial direct cost and its effectExample 9.7: Initial direct cost and its effectExample 9.7: Initial direct cost and its effectExample 9.7: Initial direct cost and its effect    
Dirkos Ltd leases an asset under a finance lease agreement from 1 January 20.13, after 
incurring initial direct costs of R1 200. The details of the agreement are as follows: 
Lease term Three years 
Lease payments, annually in arrears R20 368 
Cash price of asset R60 000 (ignore VAT) (equal to fair value) 
There are no guaranteed or unguaranteed residual values.
No initial direct costs were incurred by the lessor.
Depreciation, straight-line  Four years, as asset passes to lessee after three years, but 

useful life is four years 
    DrDrDrDr        CrCrCrCr     
    RRRR        RRRR     
Journal entries:Journal entries:Journal entries:Journal entries:           
1 January 201 January 201 January 201 January 20....13131313           
Asset – capitalised finance lease (SFP) 60 000   

Finance lease liability (SFP)   60 000  
Capitalise finance lease    
Asset – capitalised finance lease (SFP) 1 200   

Bank/Creditors (SFP)   1 200  
Capitalise initial direct costs    
31 De31 De31 De31 December 20.cember 20.cember 20.cember 20.13131313       
Depreciation (61 200/4) (P/L) 15 300   

Accumulated depreciation (SFP)   15 300  
Write off depreciation for a full year    
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6666    Instalment sale agreements: The purchaserInstalment sale agreements: The purchaserInstalment sale agreements: The purchaserInstalment sale agreements: The purchaser’’’’s perspectives perspectives perspectives perspective    

 It has already been mentioned that IAS 17 also deals with the accounting treatment of 
hire purchase contracts. These contracts are often referred to as instalment sale agreements 
or ISAs. Legally, the ownership of an asset acquired under an instalment credit agreement is 
transferred from the seller to the purchaser, as in finance leases, where applicable, on 
payment of the last instalment. Unlike with a lease transaction the Act specifies a maximum 
repayment period for the agreement. Moreover, in the case of credit instalment sales there is 
no doubt as to the intention of both parties: the purchaser has the intention to obtain 
ownership, and the seller to sell the asset concerned. 

The accounting treatment for instalment sales is similar to that for finance leases. 

    Example 9.8: Illustration of the Example 9.8: Illustration of the Example 9.8: Illustration of the Example 9.8: Illustration of the accounting treatment of an ISAaccounting treatment of an ISAaccounting treatment of an ISAaccounting treatment of an ISA    
The following are the details of an instalment credit transaction (“hire purchase”) concluded 
by Alfa Ltd: 
Cash price of the machinery (equal to fair value) R165 790,12 
Deposit, payable immediately 25 % 
Commencement of lease 1 January 20.13 
Three instalments of R50 000,00 each are payable annually in arrears, with the first 
instalment payable on 31 December 20.13. 
No initial direct costs were incurred by the lessor.
Alfa earns income of R100 000,00 per annum before considering the above. Depreciation of 
25% on cost is charged. 
It can be indicated that the effective rate of interest amounts to 10% per annum:  
[PV = – (165 790,12 – 41 447,53); n = 3; PMT = 50 000; FV = 0; Comp i] 
The initial payment (deposit) amounts to R165 790,12 × 25% = R41 447,53. 
Amortisation tableAmortisation tableAmortisation tableAmortisation table    
DateDateDateDate    InstalmentInstalmentInstalmentInstalment    CapitalCapitalCapitalCapital  InterestInterestInterestInterest  BalanceBalanceBalanceBalance     
    RRRR    RRRR  RRRR    RRRR   
   165 790,12  
Deposit 1.1.20.13 41 447,53 41 447,53 – 124 342,59  
31.12.20.13 50 000,00 37 565,74 12 434,26 86 776,85  
31.12.20.14 50 000,00 41 322,31 8 677,69 45 454,54  
31.12.20.15 50 000,00 45 454,54 4 545,46 –  
 165 790,12 25 657,41   
               
Journal entriesJournal entriesJournal entriesJournal entries    DrDrDrDr    CrCrCrCr     
1 January 20.131 January 20.131 January 20.131 January 20.13    RRRR    RRRR     
Asset – capitalised ISA (SFP) 165 790,12   

ISA liability (SFP)  165 790,12  

 ISA liability (SFP) 41 447,53    
Bank (SFP)  41 447,53  

 31 December 20.131 December 20.131 December 20.131 December 20.13333        
Depreciation (P/L) 41 447,53    

Accumulated depreciation (SFP)  41 447,53  
 Finance charges (P/L) 12 434,26    
 ISA liability (SFP) 37 565,74   
 Bank (SFP)  50 000,00  
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7777    Disclosure: The lessee (finance leases) and the buyer (instalment sale Disclosure: The lessee (finance leases) and the buyer (instalment sale Disclosure: The lessee (finance leases) and the buyer (instalment sale Disclosure: The lessee (finance leases) and the buyer (instalment sale 
agreements)agreements)agreements)agreements)    

The following disclosure requirements apply to finance leases in terms of IAS 17.31: 
� for each class of asset, the net carrying amount at the end of the reporting period; 
� a reconciliation between the total future minimum lease payments at the end of the 

reporting period and their present value; 
� the total of future minimum lease payments at the end of the reporting period, and their 

present value, for each of the following periods: 
 – not later than one year; 
 – later than one year but not later than five years; and 
 – later than five years; 
� contingent rents recognised as an expense in the period; 
� the total of future minimum sublease payments expected to be received under  

non-cancellable subleases at the end of the reporting period; 
� a general description of the lessee’s significant leasing arrangements including, but not 

limited to, the following: 
 – the basis on which contingent rent payments are determined; 
 – the existence and terms of renewal or purchase options and escalation clauses; and 
 – restrictions imposed by lease arrangements; such as those concerning dividends, 

additional debt and further leasing. 
Furthermore, the disclosure requirements in IAS 16; IAS 36; IAS 38 and IAS 40 for the 
respective classes of assets must also be observed.  

    Example 9.9: Disclosure of an Example 9.9: Disclosure of an Example 9.9: Disclosure of an Example 9.9: Disclosure of an ISA ISA ISA ISA ––––    lesseelesseelesseelessee    

The information provided in Example 9.8 will be disclosed as follows: 
Alfa LtdAlfa LtdAlfa LtdAlfa Ltd    

Notes for the year ended 31 December 20Notes for the year ended 31 December 20Notes for the year ended 31 December 20Notes for the year ended 31 December 20.1.1.1.13333    
1.1.1.1.    Accounting policyAccounting policyAccounting policyAccounting policy    
1.11.11.11.1    Property, plant and equipmentProperty, plant and equipmentProperty, plant and equipmentProperty, plant and equipment    
 Property, plant and equipment is disclosed at cost less accumulated depreciation. 

Depreciation is written off on a straight-line basis over the estimated useful life of the 
assets. The following rate is applicable: 

 Machinery – 25% per year 

1.21.21.21.2    Instalment sale agreementInstalment sale agreementInstalment sale agreementInstalment sale agreement    
 Finance costs are recognised over the duration of the instalment sale agreement 

according to the effective interest rate method. 
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    Example 9.9: Disclosure of an Example 9.9: Disclosure of an Example 9.9: Disclosure of an Example 9.9: Disclosure of an ISA ISA ISA ISA ––––    lesseelesseelesseelessee    (co(co(co(continued)ntinued)ntinued)ntinued)    

2.2.2.2.    Profit before taxProfit before taxProfit before taxProfit before tax    
 The following has been taken into account in calculating profit before tax: 
 20.1320.1320.1320.13        
 RRRR        
 Depreciation (165 790 × 25%) 41 448  
3.3.3.3.    Property, plant and equipmentProperty, plant and equipmentProperty, plant and equipmentProperty, plant and equipment   
 Machinery Machinery Machinery Machinery 

under ISAunder ISAunder ISAunder ISA    
RRRR    

MachineryMachineryMachineryMachinery    
    

RRRR    

EquipmentEquipmentEquipmentEquipment    
    

RRRR    

TotalTotalTotalTotal    
    

RRRR    

    

Cost –  XX XX XXX  
Accumulated depreciation –  XX XX XX  
Carrying amount beginning of the year –  XXX XXX XXX  
Movements during the year 124 342 XXX XXX XXX  

Additions 165 790 XX XX XXX  
Depreciation (41 448) XX XX XXX  
    
Carrying amount end of the year 124 342 XXX XXX XXX  

Cost 165 790 XX XX XXX  
Accumulated depreciation (41 448) XX XX XXX  
     
The equipment under instalment sale agreement is encumbered by the agreement as indicated 
in note 4. 

4.4.4.4.    LongLongLongLong----term loanterm loanterm loanterm loan    
This loan is secured by machinery with a carrying amount of R124 342, held in terms of an 
instalment sale agreement as disclosed in note 3. The effective interest rate is 10% per 
year. The total liability is repayable in three annual payments of R50 000 (including finance 
costs) commencing on 31 December 20.13. 
Reconciliation of future minimum ISA payments with their present valueReconciliation of future minimum ISA payments with their present valueReconciliation of future minimum ISA payments with their present valueReconciliation of future minimum ISA payments with their present value 
Future minimum lease payments 100 000  

� not later than one year 50 000  
� later than one year but not later than five 50 000  
� later than five years –  

Less: Finance costs [8 677,69 + 4 545,45] (13 223)  
Present value 86 777  

� not later than one year 41 322  
� later than one year but not later than five 45 455  
� later than five years –  

  

8888    Finance leases in the financial statFinance leases in the financial statFinance leases in the financial statFinance leases in the financial stateeeements of lessorments of lessorments of lessorments of lessorssss    

8.18.18.18.1    Accounting treatmentAccounting treatmentAccounting treatmentAccounting treatment    

 Finance leases are accounted for according to the net investment methodnet investment methodnet investment methodnet investment method by the 
lessor, which means that the assets leased out under a finance lease are shown as 
receivables equal to the net investments in the leases. 
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This method aims to allocate the finance income received by the lessor on a systematic and 
rational basis over the finance lease period. The allocation is normally made on the basis of 
the pattern that reflects the constant periodic rate of return of the lessor on the net 
investment on the finance lease. 

At least two components that require disclosure must be identified separately, namely the 
gross investment and the unearned finance income. In addition, it is necessary to 
determine the net investment of the lessor. 

The gross investment (GI) is the total of: 
� the payments that the lessee is obliged or can be obliged to make in terms of the 

finance lease contract, excluding amounts recovered by the lessor acting as an agent 
(for example VAT), costs of services and contingent rent; and 

� any residual value guaranteed to the lessor by either the lessee or a party related to 
the lessee, or an independent third party who is financially able to meet the guarantee 
(guaranteed residual); and 

� the amount of the residual value of the finance lease asset the realisation of which is not 
assured or is solely guaranteed by a party related to the lessor and that accrues to the 
lessor (unguaranteed residual). 

 The net investmentnet investmentnet investmentnet investment can be described as the gross investment in the finance lease 
discounted at the interest rate implicit in the lease, resulting in the present value of the 
gross investment. This will be equal to the fair value of the asset delivered, plus direct costs.  

The interest rate implicit in the lease is the discount rate that, at inception of the lease, 
causes the total present value of the minimum lease payments as well as the unguaranteed 
residual value, to be equal to the sum of: a) the fair value of the leased asset; and b) the 
initial direct cost of the lessor. 

The unearned finance income (UFI) is the difference between the gross investment of 
the lessor and the net investment. As mentioned earlier, the net investment is calculated 
using the interest rate implicit in the lease, i.e. the discount rate that, at the inception of the 
lease, causes the aggregate present value of minimum lease payments and the 
unguaranteed residual value to be equal to the fair value, which is normally the cash selling 
price of the asset as well as initial direct costs (if any). 

To summarise: 
GI = FLP + GRV + URV 
NI = GI discounted at the interest rate implicit in the lease 
UFI = GI – NI 

where GI = gross investment; FLP = finance lease payments; GRV = guaranteed residual 
value; URV = unguaranteed residual value; NI = net investment; UFI = unearned finance 
income. 

Net investment method 
When using the net investment method, it is necessary to determine the net investment 
over and above the components of gross investment and unearned finance income as 
described above. 



Leases   269
  

    Example 9.10: FinExample 9.10: FinExample 9.10: FinExample 9.10: Finance lease by leance lease by leance lease by leance lease by lesssssorssorssorssors    
A lessor entered into a finance lease agreement for equipment on the following terms: 
� The lease term of the finance lease is five years from 1 January 20.13, with equal 

instalments of R25 981,62 payable at the beginning of each year. Each payment includes an 
amount of R2 000,00 for costs other than interest. No guaranteed or unguaranteed residual 
value is applicable. 

� The cost of the equipment is R100 000,00 with an estimated useful life of five years and no 
residual value. 

� No initial direct costs were incurred by the lessor. 
Through interpolation and/or the use of a financial calculator it can be shown that the 
effective interest rate is 10% per annum. 
(BGN; PV = –100 000; n = 5; PMT = 23 981,62 (25 981,62 – 2 000); FV = 0; Comp i) 
Calculate the gross investment Calculate the gross investment Calculate the gross investment Calculate the gross investment     
(R25 981,62 – R2 000,00) × 5 = R119 908,10 (no guaranteed or unguaranteed residual 
value) 
Calculate the net investmentCalculate the net investmentCalculate the net investmentCalculate the net investment    
The present value of the annual instalment of R23 981,62 (payable in advance) at 10% per 
annum over five years is R100 000,00 and this represents the net investment. 
Calculate the unearned finance incomeCalculate the unearned finance incomeCalculate the unearned finance incomeCalculate the unearned finance income    
The unearned finance income is the difference between the gross investment of 
R119 908,10 and the net investment of R100 000,00 and is equal to R19 908,10. 
Amortisation tableAmortisation tableAmortisation tableAmortisation table    
DateDateDateDate    InstalmentInstalmentInstalmentInstalment    CostCostCostCost    Interest, 10 %Interest, 10 %Interest, 10 %Interest, 10 %    CapitalCapitalCapitalCapital  BalanceBalanceBalanceBalance    
    (a)(a)(a)(a)    (b)(b)(b)(b)  (c)(c)(c)(c)  (d)(d)(d)(d)  (e)(e)(e)(e)    
    RRRR    RRRR  RRRR  RRRR  RRRR    
1 January 20.13    100 000,00 
1 January 20.13 25 981,62 2 000,00 – 23 981,62 76 018,38 
1 January 20.14 25 981,62 2 000,00 7 601,84 16 379,78 59 638,60 
1 January 20.15 25 981,62 2 000,00 5 963,86 18 017,76 41 620,84 
1 January 20.16 25 981,62 2 000,00 4 162,08 19 819,54 21 801,30 
1 January 20.17 25 981,62 2 000,00 2 180,32 21 801,30 – 
(a) Annual lease payment resulting in a return of 10% on the net investment. 
(b) Cost of services included in lease payments to be removed.
(c) 10% on the prior balance in (e) except for 1 January 20.13. On 1 January 20.13, no 

interest has accrued and the instalment represents only a capital redemption. 
(d) (a) minus (b) and (c) = capital redemption on instalment. 
(e) The prior balance less (d).
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    Example 9.10: Finance lease by leExample 9.10: Finance lease by leExample 9.10: Finance lease by leExample 9.10: Finance lease by lesssssorssorssorssors    (continued)(continued)(continued)(continued)    
    DrDrDrDr        CrCrCrCr     

    RRRR      RRRR   

Journal entries by the lessor will be as follows:Journal entries by the lessor will be as follows:Journal entries by the lessor will be as follows:Journal entries by the lessor will be as follows:          
 1 January 20.11 January 20.11 January 20.11 January 20.13333             
 Gross investment in finance lease (SFP) 119 908,10   
 Equipment (SFP) 100 000,00  
 Unearned finance income (SFP) 19 908,10  
 Cash (SFP) 25 981,62    
 Gross investment in finance lease (SFP)  23 981,62  
 Deferred costs (SFP)  2 000,00  
 31 December31 December31 December31 December    20.120.120.120.13333        
 Unearned finance income (SFP) 7 601,84    
 Finance income earned (P/L)  7 601,84  
 Deferred costs (SFP) 2 000,00    
 Cost recovered (P/L)  2 000,00  
 1 January 20.1 January 20.1 January 20.1 January 20.14141414        
 Cash (SFP) 25 981,62    
 Gross investment in finance lease (SFP)  23 981,62  
 Deferred cost (SFP)  2 000,00  

Assume that the asset is sold to the lessee for R5 000,00 
at the end of the lease term: 

 Cash (SFP) R5 000,00   
 Profit on sale of leased asset (P/L)  R5 000,00  

Journal entries by the lessee will be asJournal entries by the lessee will be asJournal entries by the lessee will be asJournal entries by the lessee will be as    follows: follows: follows: follows:     
 1 January 20.11 January 20.11 January 20.11 January 20.13333       
 Equipment (SFP) 100 000,00   
 Finance lease liability (SFP)  100 000,00  
 Finance lease liability (SFP) 23 981,62    
 Deferred cost (SFP) 2 000,00   
 Bank (SFP)  25 981,62  
 31 December 20.131 December 20.131 December 20.131 December 20.13333        
 Finance charges (P/L) 7 601,84    
 Finance charges accrued (SFP)  7 601,84  
 Expenses (P/L) 2 000,00    
 Deferred cost (SFP)  2 000,00  
 Depreciation (P/L) 20 000,00    
 Accumulated depreciation (SFP)  20 000,00  
 1 January 20.1 January 20.1 January 20.1 January 20.14141414        
 Finance charges accrued (SFP) 7 601,84    
 Deferred cost (SFP) 2 000,00   
 Finance lease liability (SFP) 16 379,78   
 Bank (SFP)  25 981,62  
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    Example 9.11: Finance lease with different year ends and payment datesExample 9.11: Finance lease with different year ends and payment datesExample 9.11: Finance lease with different year ends and payment datesExample 9.11: Finance lease with different year ends and payment dates        
C Ltd (lessor) leases an asset with a carrying amount of R220 000 to A Ltd in terms of a 
lease agreement that is classified as a finance lease for accounting purposes. C Ltd has a 
30 June year end. The terms of the lease agreement are as follows: 
� The agreement was signed by both parties on 1 January 20.13 and A Ltd started using the 

asset on this date. 
� A Ltd will make seven instalments of R50 000, payable annually in arrears on 31 December, 

to C Ltd. (The cash selling price of the asset on 1 January 20.13 is R 250 000, which is also 
equal to the fair value thereof). 

� There are no guaranteed or unguaranteed residual values. 
� No initial direct costs were incurred by the lessor. 

Assume that the terms of the agreement are market-related. 
The accounting treatment is as follows: 

        DrDrDrDr    CrCrCrCr     
        RRRR    RRRR     
 Initial recogInitial recogInitial recogInitial recognition on 1 January 20.nition on 1 January 20.nition on 1 January 20.nition on 1 January 20.13131313::::  
 Gross investment in lease (SFP) (50 000 × 7) 350 000  
 Unearned finance income (SFP) 

(350 000 – 250 000) 
100 000  

 Asset at carrying amount (SFP) 220 000  
 Profit on sale of asset (P/L) 30 000  

    At year end At year end At year end At year end ––––    30 Jun30 Jun30 Jun30 June 20.e 20.e 20.e 20.13131313::::       
 Interest rate calculation:  
 PMT = 50 000, n = 7, PV = 250 000, P/YR = 1, FV = 0  
 Comp i = 9,1961%  

 Unearned finance income (SFP) 11 495,17   
 Interest income (P/L)  

(250 000 × 9,19% × 6/12) 
11 495,17  

 As the interest accrues on a time basis, the interest for 
the six months between 1 January 20.13 and 30 June 
20.13 is recognised at year end, i.e. 30 June 20.13. 
When the unearned finance income account is reduced 
by R11 495,17, the net investment in the lease (asset) 
increases by R11 495,17 – this is how the 
accumulated income is reflected. 

 

    Accounting treatment when the first paAccounting treatment when the first paAccounting treatment when the first paAccounting treatment when the first payyyyment is made on ment is made on ment is made on ment is made on 
31313131    December 20.December 20.December 20.December 20.13131313::::    

            

 Unearned finance income (SFP) 11 495,17  
 Interest income (P/L) (250 000 × 9,19% × 6/12) 11 495,17  
 Interest income for the remaining six months  

(1 July 20.13 to 31 December 20.13) is recognised on 
31 December 20.13. 

 

 Bank (SFP) 50 000   
 Gross investment in lease (SFP) 50 000  

The above process is repeated for the accounting treatment of the remainder of the six 
instalments. 
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8888.2.2.2.2    Initial direct costsInitial direct costsInitial direct costsInitial direct costs    
Where a lessor incurs initial direct costs such as legal costs and commissions in negotiating 
and arranging a finance lease, the costs are included in the initial measurement of the net 
investment in the lease, and thus reduce the amount of finance income recognised over the 
lease term (see IAS 17.38).  

    Example 9.12: Accounting treatment of initial direct cost for finance lease by a leExample 9.12: Accounting treatment of initial direct cost for finance lease by a leExample 9.12: Accounting treatment of initial direct cost for finance lease by a leExample 9.12: Accounting treatment of initial direct cost for finance lease by a lesssssorsorsorsor    
On 1 January 20.13, Leasco Ltd leased a machine with a cost of R100 000, which is equal 
to the fair value, from Lessoco Ltd for a period of three years. The interest rate specified in 
the lease contract is 10% per annum, resulting in an annual instalment of R40 211. Initial 
direct costs incurred by the lessor, Lessoco Ltd, amounted to R5 000. Taking the principle 
set out in IAS 17.38 into account, it is clear that the implicit interest rate in the contract will 
no longer be 10%, because the interest rate implicit in the lease is the discount rate that 
would cause the present value of future minimum lease payments, (i.e. R40 211 × 3) and 
the unguaranteed residual value (i.e. Rnil), to be equal to the sum of the fair value of the 
lease asset (R100 000) and any initial direct costs of the lessor (R5 000). 
Using the above, the implicit interest rate is: 
(PV = – (100 000 + 5 000); n = 3; PMT = 40 211; FV = O; comp i = 7,274%) 
Using this interest rate, it can be established that the unearned finance income on the 
transaction is the following: 
 RRRR     
Gross investment (R40 211 × 3) 120 633  
Net investment (n= 3; i = 7,274%; PMT = 40 211; FV = 0; comp PV = ) (105 000)  

Unearned finance income (SFP)  15 633  

Journal entries to account for the lease in the books of Lessoco Ltd: Journal entries to account for the lease in the books of Lessoco Ltd: Journal entries to account for the lease in the books of Lessoco Ltd: Journal entries to account for the lease in the books of Lessoco Ltd:     
 DrDrDrDr        CrCrCrCr     
 RRRR        RRRR   

Gross investment (SFP) 120 633    
Unearned finance income (SFP)  15 633  
Asset (SFP)  100 000  
Bank (SFP) (initial direct costs)  5 000  

 

9999    Instalment sale agreements: Instalment sale agreements: Instalment sale agreements: Instalment sale agreements: TTTThe sellerhe sellerhe sellerhe seller’’’’s perspective s perspective s perspective s perspective     

In the case of instalment credit sales (“hire purchases”), the legal ownership of the asset 
under an instalment credit agreement (as is the case with most finance leases) transfers 
from the seller to the buyer on the payment of the last instalment. A difference between 
finance leases and the credit instalment agreement, however, is that in the case of the 
latter the repayment term is regulated by law. 

The accounting treatment for instalment credit agreements is the same as that for finance 
leases, and as a profit on the sale is usually realised here, the procedures for finance leases 
for manufacturers and traders are followed.  
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    Example 9.13: Instalment sale (credit) agreementExample 9.13: Instalment sale (credit) agreementExample 9.13: Instalment sale (credit) agreementExample 9.13: Instalment sale (credit) agreement    
A trader in motor vehicles sold a vehicle with a cost of R15 000 on 2 January 20.13 to a 
customer for R19 232 (fair value). The cash selling price is equal to the fair value of the 
asset. No initial direct costs were incurred by the lessor. A deposit of R5 000 was payable 
immediately, whereafter four equal instalments of R6 000, payable annually in arrears, were 
required. There were no guaranteed or unguaranteed residual values. The first instalment 
was payable on 31 December 20.13.  
It can be shown that the effective interest rate in this instance is 24,75%. 
(PV = (19 232 – 5 000); n = 4; PMT = 6 000; FV = O; comp i)
Amortisation tableAmortisation tableAmortisation tableAmortisation table    
YearYearYearYear    InstalmentInstalmentInstalmentInstalment        CapitalCapitalCapitalCapital        Interest Interest Interest Interest 

(24,75%)(24,75%)(24,75%)(24,75%)    
    BalanceBalanceBalanceBalance     

    RRRR        RRRR        RRRR      RRRR     
      19 232,00  
20.13 5 000,00  5 000,00  –  14 232,00  
20.13 6 000,00  2 477,58  3 522,42  11 754,42  
20.14 6 000,00  3 090,78  2 909,22  8 663,64  
20.15 6 000,00  3 855,75  2 144,25  4 807,89  
20.16 6 000,00  4 807,89  1 192,11  –  
   19 232,00  9 768,00    

Journal entries for 20.1Journal entries for 20.1Journal entries for 20.1Journal entries for 20.13333    DrDrDrDr        CrCrCrCr     
 2 January 20.12 January 20.12 January 20.12 January 20.13333    RRRR      RRRR     
 Gross investment in finance lease/ISA (SFP) 29 000,00    
 Cost of sales(P/L) 15 000,00    
  Inventory (SFP)  15 000,00  
  Sales (P/L)  19 232,00  
  Unearned finance income (SFP)  9 768,00  
 Bank (SFP) 5 000,00    
  Gross investment in finance lease/ISA (SFP)  5 000,00  

 31 December 20.131 December 20.131 December 20.131 December 20.13333       
 Bank (SFP) 6 000,00    
  Gross investment in finance lease/ISA (SFP)  6 000,00  
 Unearned finance income (SFP) 3 522,42    
  Finance income earned (P/L)  3 522,42  
      

10101010    ResidualResidualResidualResidual    valuesvaluesvaluesvalues    

 Two types of residual values can be identified, i.e. the guaranteed residual valueguaranteed residual valueguaranteed residual valueguaranteed residual value and 
the unguaraunguaraunguaraunguarannnnteed residual valueteed residual valueteed residual valueteed residual value. The guaranteed residual value is the same as a last lease 
payment and is treated as such for accounting purposes in all respects. 

The unguaranteed residual value can be compared to the residual value in the case of 
determining the depreciable amount of an asset: it is the estimated selling price of the asset 
at the end of its useful life. In other words, the unguaranteed residual value is the return 
the lessor expects to recover at the end of the lease term if he sells the asset, either to the 



274   Introduction to IFRS – Chapter 9
 

current lessee or to a third party. The important aspect to remember is that the lessor has 
no guarantee that the amount will be received – it is merely an estimate. 

    Example 9.14: Guaranteed residual values and unguaranteed residual valuesExample 9.14: Guaranteed residual values and unguaranteed residual valuesExample 9.14: Guaranteed residual values and unguaranteed residual valuesExample 9.14: Guaranteed residual values and unguaranteed residual values    
A Ltd entered into a lease agreement with B Ltd on 1 January 20.13. The lease agreement 
requires A Ltd to pay five annual instalments of R20 000 on 31 December to B Ltd in 
exchange for the use of the asset. The agreement determines further that A Ltd will 
guarantee a further payment of R50 000 to B Ltd at the end of the lease period. B Ltd 
expects to sell the asset at the end of the lease period for R75 000. The financial year end 
of all the companies in the Example is 31 December. 
Accounting treatment in the records of A Ltd (lessee): Accounting treatment in the records of A Ltd (lessee): Accounting treatment in the records of A Ltd (lessee): Accounting treatment in the records of A Ltd (lessee):     
The minimum lease payments include, per definition, the guaranteed residual for the lessee. 
The definition of guaranteed residual value for the lessee includes any amount that is 
guaranteed by the lessee or a related party to the lessee. In this Example, the amount is not 
guaranteed by A Ltd. The expected selling price is not guaranteed and is therefore not 
recognised by the lessee when the agreement is recorded for accounting purposes.  
The minimum lease payments consist of the annual payments of R20 000 each, as well as 
the R50 000 guaranteed residual value. These amounts will be discounted at the rate 
implicit to the lease, to the cash price of the asset. This asset and the corresponding liability 
are raised in the records of the lessee on initial recognition.  
AccoAccoAccoAccounting treatment in the records of B Ltd (lessor): unting treatment in the records of B Ltd (lessor): unting treatment in the records of B Ltd (lessor): unting treatment in the records of B Ltd (lessor):     
The minimum lease payments of the lessor include, per definition, the guaranteed residual 
value. The definition of the guaranteed residual value of the lessor includes any amount that 
is guaranteed by the lessee or a third party unrelated to the lessor. The amount of R50 000 
that is guaranteed by A Ltd is therefore the guaranteed residual value. 
The amount of R75 000 that B Ltd expects to receive from the sale of the asset at the end 
of the lease term is not guaranteed. It is therefore the unguaranteed residual value. 
The gross investment in the lease and the unearned finance income are raised in the 
records of the lessor on initial recognition. The gross investment in the lease included, per 
definition, the minimum lease payments and the unguaranteed residual value. In the case of 
the lessor, the annual instalments of R20 000 each and the R50 000 guaranteed residual 
value will be included in the minimum lease payments, and the payment of R75 000 will be 
the unguaranteed residual value. The gross investment in the lease will be discounted at a 
rate implicit to the gross investment in the lease.  
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    Example 9.15: Guaranteed and unguaranteed residual values Example 9.15: Guaranteed and unguaranteed residual values Example 9.15: Guaranteed and unguaranteed residual values Example 9.15: Guaranteed and unguaranteed residual values     
Scenario AScenario AScenario AScenario A    
Assume that the cash selling price of an asset is R50 000 (which is the same as its fair 
value) and the lease agreement includes a guaranteed residual value of R5 000 that will be 
received at the end of the lease term together with the last instalment. There are three 
instalments of R20 459 payable annually in arrears. The lease includes an option for the 
lessee to take transfer of ownership of the asset at the end of this period, but at the 
inception of the lease agreement there is no reasonable certainty that this will be the case. 
There is no unguaranteed residual value and the lessor did not incur any initial direct costs. 
The lessee has knowledge of this. The carrying amount of the asset in the lessor’s books 
was R50 000.  
The interest rate implicit in the lease is calculated as follows (and both the lessee and lessor 
will use this rate): 
PV = –50 000; FV = 5 000 + 0 = 5 000; PMT = 20 459; n = 3; i = ? Thus i = 15%.  
 
The amortisation table will be as follows: 

InstalmentInstalmentInstalmentInstalment    CapitalCapitalCapitalCapital    Interest (15%)Interest (15%)Interest (15%)Interest (15%)    Outstanding Outstanding Outstanding Outstanding BalanceBalanceBalanceBalance    
RRRR    RRRR    RRRR    RRRR    

  50 000 
20 459 12 959 7 500 37 041 
20 459 14 903 5 556 22 138 
20 459 17 138 3 321 5 000 

5 000 5 000 – – 
  50 000 16 377     

The R5 000 guaranteed residual value will be paid with the last instalment. 
Both the lessee and lessor will use the above amortisation table to account for the lease 
transaction. 

ScenarioScenarioScenarioScenario    BBBB    
Assume that all the information above still applies but now the lessorlessorlessorlessor estimates that there 
will be an unguaranteed residual of R2 000 at the end of the lease term. 
The interest rate implicit in the lease will be calculated from the lessor’s perspective as 
follows: 
PV = –50 000; FV = 5 000 + 2 000 = 7 000; n = 3, PMT = 20 459; i = ?. Thus i = 16,5%. 
Since the lessor will be receiving an additional amount of R2 000 (estimated), the return on 
the investment will be higher, as reflected by the interest rate implicit in the lease, which is 
now 16,5% compared to 15% above. 
As the lessee has knowledge of the unguaranteed residual value and the initial direct costs 
incurred by the lessor, the interest rate implicit in the lease as calculated at 16,5% can now 
be used to determine the present value of the future minimum lease instalments. If the 
lessee did not have knowledge of the unguaranteed residual value and the initial direct 
costs incurred by the lessor, the lessee would need to use its own incremental borrowing 
rate to calculate the present value of the future minimum lease instalments. 
The lessee will account for the above lease on initial recognition by determining the lower of 
the fair value of the asset and the present value of the future minimum lease instalments. 
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    Example 9.15: Guaranteed and unguaranteed residual valuesExample 9.15: Guaranteed and unguaranteed residual valuesExample 9.15: Guaranteed and unguaranteed residual valuesExample 9.15: Guaranteed and unguaranteed residual values    
Fair value = R50 000 (given) 
PV = R48 737 
(PMT = R20 459; FV = R5 000 (only guaranteed residual value); n = 3; i = 16,5%; PV = ?) 
��The value at which the asset must be capitalised and the lease liability raised is R48 737. 
The amortisation table of the lesseelesseelesseelessee using 16,5% will be as follows: 
    
InstalmentInstalmentInstalmentInstalment    CapitalCapitalCapitalCapital    Interest @ 1Interest @ 1Interest @ 1Interest @ 16,56,56,56,5%%%%  BalanceBalanceBalanceBalance     
 R RRRR    RRRR  RRRR     
  48 737  
20 459 12 417 8 042 36 320  
20 459 14 466 5 993 21 854  
20 459 16 854 3 605 5 000  
 43 737  17 640    

The initial journal entry of the lesseelesseelesseelessee    will be as follows: 
    DrDrDrDr        CrCrCrCr     

    RRRR    RRRR     
 Asset (SFP) 48 737   
 Finance lease liability (SFP) 48 737  
 Finance lease liability (SFP) 12 417    
 Finance costs (P/L) 8 042  
 Bank (SFP)  20 459  
 Depreciation (P/L) (48 737/3) 16 245   
 Accumulated depreciation (SFP) 16 245  

The amortisation table of the lessorlessorlessorlessor using 16,5% will be as follows: 
InstalmentInstalmentInstalmentInstalment    CapitalCapitalCapitalCapital    IntereIntereIntereInterest st st st atatatat    11116,56,56,56,5%%%%  BalanceBalanceBalanceBalance     
 RRRR    RRRR   RRRR  RRRR   

    50 000  
20 459 12 208  8 251 37 792  
20 459 14 223  6 236 23 569  
20 459 16 569  3 890 7 000  
 43 000  18 377    

The initial journal entry of the lessor lessor lessor lessor will be as follows: 
 DtDtDtDt  

RRRR    
  CCCCtttt    

RRRR    
 

Gross investment in finance lease (SFP) 
((3 × 20 459) + 7 000) 68 377

  

Asset (SFP) 
(NB: lessor is not a manufacturer/dealer) 

50 000  

Unearned finance income (SFP) 18 377  
 Bank (SFP) 20 459   
 Gross investment in finance lease (SFP) 20 459  
 Unearned finance income (SFP) 8 251   
 Finance income (P/L) 8 251  
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    Example 9.15: Guaranteed and unguaranteed residual valuesExample 9.15: Guaranteed and unguaranteed residual valuesExample 9.15: Guaranteed and unguaranteed residual valuesExample 9.15: Guaranteed and unguaranteed residual values    ((((continuedcontinuedcontinuedcontinued))))    

Scenario CScenario CScenario CScenario C 
In terms of IAS 17.41, the unguaranteed residual value must be reviewed regularly. Suppose 
that, after the receipt of the first instalment, the unguaranteed residual value is revised to 
R1 000. In terms of IAS 17.41, the recognition of income over the lease term is revised and 
any decreasedecreasedecreasedecrease in the amounts that were previously accrued is recognised immediately. The 
lessee will not be affected by any change to the unguaranteed residual value.  
This implies that the amortisation table of the lessor must be prepared as if the lower residual 
value had been known from the inception of the lease. 
The instalment that is receivable by the lessor will still amount to R20 459 per year. The lessor 
therefore now asks: What is the required return on an investment of R50 000, repayable in 
three annual instalments of R20 459 each, a guaranteed residual value of R5 000 and an 
unguaranteed residual value of R1 000? This is calculated as 15,76% [PV = –50 000; n = 3; 
PMT = 20 459; FV = 6 000 (1 000 + 5 000)]. The amortisation table is therefore redrafted 
accordingly. 
InstalmentInstalmentInstalmentInstalment        CapCapCapCapiiiitaltaltaltal    Interest Interest Interest Interest atatatat    

11115,765,765,765,76%%%%    
BaBaBaBallllanceanceanceance    

 R  RRRR      RRRR      RRRR     
   50 000  
20 459  12 580 7 879 37 420  
20 459  14 563 5 896 22 857  
20 459  16 857 3 602 6 000  

  44 000  17 377    

Before any adjustment to the unguaranteed residual value is made, the accounting records 
reflect the following (refer to scenario B): 

 Gross investment in Gross investment in Gross investment in Gross investment in financefinancefinancefinance    leaseleaseleaselease  

 Asset 
Unearned finance income 

50 000 
18 377 

 
 

Bank  
20 459 

 

Finance Finance Finance Finance IncomeIncomeIncomeIncome 
    Unearned finance income 8 251   

AssetAssetAssetAsset 
 Opening balance 50 000  Gross investment in finance 

lease 50 000 
 

Unearned finance iUnearned finance iUnearned finance iUnearned finance innnncomecomecomecome 
 Finance income 8 251  Gross investment in finance 

lease 18 377 
 

The balances of the accounts are therefore: 
Gross investment in finance lease (68 377 – 20 459) 47 918  
Unearned Finance Income (18 377 – 8 251) 10 126  
Should the unguaranteed residual value have been estimated at R1 000 from the outset, 
the accounting records would have reflected the following: 
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    Example 9.15: Guaranteed and unguaranteed residual valuesExample 9.15: Guaranteed and unguaranteed residual valuesExample 9.15: Guaranteed and unguaranteed residual valuesExample 9.15: Guaranteed and unguaranteed residual values    ((((continuedcontinuedcontinuedcontinued))))    

Gross Gross Gross Gross investmentinvestmentinvestmentinvestment    in finance leasein finance leasein finance leasein finance lease    
 Asset 

Unearned finance income 
50 000 
17 377 

 Bank 20 459  

FinanceFinanceFinanceFinance    IncomeIncomeIncomeIncome    
    Unearned finance income 7 879  

AssetAssetAssetAsset    
 Opening balance 50 000  Gross investment in finance 

lease 50 000
 

Unearned Unearned Unearned Unearned financefinancefinancefinance    incomeincomeincomeincome    
 Finance income 7 879  Gross investment in finance 

lease 
17 377  

The balances should therefore have been:  
 RRRR  
Gross investment in finance lease (67 377 – 20 459) 46 918  
Unearned finance income (17 377 – 7 879) 9 498  
The balance of unearned finance income must therefore be adjusted by R628 
(10 126 – 9 498) to R9 498, and the balance on the gross investment in finance lease 
account is adjusted by R1 000 (47 918 – 46 918). The following journal entry must be 
passed to effect these changes: 
 DrDrDrDr        CrCrCrCr   
 RRRR        RRRR   
Finance income (P/L) (balancing or R8 251 – R7 879) 372    
Unearned finance income (SFP) 628    

 Gross investment in finance lease (SFP)  1 000  
The adjustment of R372 represents the effect of the change in estimate of the residual 
value of R1 000. The effect of this on the finance income recognised in the current and 
future years must be disclosed as required by IAS 8. 

CommentCommentCommentComment    
� An aspect that is not dealt with in IAS 17, is the accounting treatment of cases where the 

unguaranteed residual value is estimated to have increased. Thus, if the unguaranteed 
residual value had increased from R2 000 to R3 000, NO cumulative/retrospective 
adjustments would be made by the lessor. 

 

11111111    Disclosure: The lessor (finance leases) and the seller Disclosure: The lessor (finance leases) and the seller Disclosure: The lessor (finance leases) and the seller Disclosure: The lessor (finance leases) and the seller     
(instalment sale agreement(instalment sale agreement(instalment sale agreement(instalment sale agreements)s)s)s)    

In terms of IAS 17.47, the following must be disclosed in addition to the disclosure 
requirements of IFRS 7: 
� a reconciliation between the gross investment in the lease at the end of the reporting 

period and the present value of minimum lease payments receivable at the end of the 
reporting period; 



Leases   279
 

� the gross investment in the lease and the present value of the minimum lease payments 
receivable at the end of the reporting period, for each of the following periods: 

 – not later than one year; 
 – later than one year but not later than five years; and 
 – later than five years; 
� unearned finance income; 
� the unguaranteed residual values accruing to the benefit of the lessor; 
� the accumulated allowance for uncollectible minimum lease payments receivable; 
� contingent rents recognised in income; and 
� a general description of the lessor’s significant leasing arrangements. 

    Example 9.16: Instalment sale agreement Example 9.16: Instalment sale agreement Example 9.16: Instalment sale agreement Example 9.16: Instalment sale agreement ––––    disclosuredisclosuredisclosuredisclosure    
The information provided in Example 9.13 will be disclosed as follows: 

Trader LtdTrader LtdTrader LtdTrader Ltd        
Extract from the sExtract from the sExtract from the sExtract from the statement of financial position as at 31 December 20.1tatement of financial position as at 31 December 20.1tatement of financial position as at 31 December 20.1tatement of financial position as at 31 December 20.13333 

    NotesNotesNotesNotes    20.1320.1320.1320.13        
        RRRR      
AssetsAssetsAssetsAssets      
NonNonNonNon----current assetscurrent assetscurrent assetscurrent assets      

ISA receivable 12 8 664  
Current assetsCurrent assetsCurrent assetsCurrent assets    

Current portion of ISA receivable 12 3 091  
Trader Ltd Trader Ltd Trader Ltd Trader Ltd     

Notes for the year endeNotes for the year endeNotes for the year endeNotes for the year ended 31 December 20.1d 31 December 20.1d 31 December 20.1d 31 December 20.13333    
12121212    ISA receivableISA receivableISA receivableISA receivable    
Reconciliation between gross investment in instalment sale agreement and the present 
value of the minimum instalment agreement payments: 
 20.1320.1320.1320.13        
 RRRR      
Total gross investment in ISA 18 000  

� not later than one year *6 000  
� later than one year but not later than five years (6 000 + 6 000) 12 000  
� later than five years –  

Unearned finance income (9 768 – 3 522) (6 246)  
Total present value of minimum ISA payments receivable 11 754  

� not later than one year 3 091  
� later than one year but not later than five years (3 856 + 4 808) 8 664  
� later than five years –  

   
Description of significant instalment sale agreement termsDescription of significant instalment sale agreement termsDescription of significant instalment sale agreement termsDescription of significant instalment sale agreement terms    
� The payments are subject to a 1% per annum escalation clause. 

The example does not supply sufficient information in this respect; therefore this is merely 
illustrative of a possible answer. 
* Represents R value of payments × number of outstanding payments. 



280   Introduction to IFRS – Chapter 9
 

12121212    Operating leases in the financial statements of lesseesOperating leases in the financial statements of lesseesOperating leases in the financial statements of lesseesOperating leases in the financial statements of lessees    

12.112.112.112.1    Accounting treAccounting treAccounting treAccounting treatment atment atment atment     

 A lease agreement is usually classified as an operating lease when the significant 
risks and benefits of ownership remain with the lessor.  
The lease payments of an operating lease are recognised as an expense on a straight-line 
basis over the lease term unless another systematic basis relates better to the time patime patime patime pattttternternterntern 
of benefits expected from the leased asset. 

In Circular 12/2006, it is stated that some South African companies erroneously assumed 
that accounting for rental expenses and income on the basis of cash flows related to the 
lease agreement represented “another systematic basis” that was “more representative of 
the time pattern of the user’s benefit”. These cash flows were therefore considered to be an 
appropriate basis for recognition as it was considered that the increased cash flows were in 
line with increased benefits from the use of the leased asset. For this reason, many 
companies chose a method other than the straight-line method to account for lease income 
or expenses. As the focus of IAS 17 is on the time pattern of benefits, cash flows are 
rarely an appropriate basis for recognising lease payments and receipts. 

Where the straight-line basis is used and cash flows are not equal, the difference between 
the cash flows and the expense in the statement of profit or loss and other comprehensive 
income will end up in the statement of financial position as an accrued or prepaid expense. 
This could arise where: 
� the lease payments are not spread evenly over the lease term; 
� the lessee is required to make payments prior to bringing the leased asset into use 

(upfront payments); 
� the lease shows the following characteristics: 
 – it involves an initial term which is significantly less than the period over which benefit 

is to be derived from the leased asset; and 
 – there is an option to renew the lease at lease payments which are either significantly 

less or more than the payments during the initial lease term; and 
 – renewal of the lease is reasonably assured. 

    Example 9.17: Equalisation Example 9.17: Equalisation Example 9.17: Equalisation Example 9.17: Equalisation of lease instalmentsof lease instalmentsof lease instalmentsof lease instalments    
The following information is available in respect of a machine acquired by Ashley Ltd from 
Longtom Ltd, in terms of an operating lease. The cash price of the machine is R70 000. The 
lease term is from 1 January 20.13 to 31 December 20.15. The monthly lease payment is 
R2 500 for the first 24 months and thereafter R250. The supplier has guaranteed that the 
machine will produce 2 500 000 products per year throughout the lease term. The lease 
agreement stipulated that the company could not enter into any other lease agreements 
without authorisation by the lessor. The operating lease will be accounted for as follows: 
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    Example 9.17: Equalisation of lease instalmentsExample 9.17: Equalisation of lease instalmentsExample 9.17: Equalisation of lease instalmentsExample 9.17: Equalisation of lease instalments    (continued)(continued)(continued)(continued)    
Equalisation of operating lease paymentsEqualisation of operating lease paymentsEqualisation of operating lease paymentsEqualisation of operating lease payments    [ (2 500 × 24) + (250 × 12) ] ÷ 36 = R1 750 
p.m. 
 RRRR        
Annual prepayment 1 January 20.13 to 31 December 20.14:       

For 12 months (1 750 × 12) 21 000  
Actually paid (2 500 × 12) 30 000  
Prepayment per annum 9 000  
   

 RRRR        
Shortfall 1 January 20.15 to 31 December 20.15:   

For 12 months (1 750 × 12) 21 000  
Actually paid (250 × 12) 3 000  
Shortfall 36 000  

        DrDrDrDr    CrCrCrCr      
        RRRR    RRRR      
    Journal entriesJournal entriesJournal entriesJournal entries              
    Year ended 31 December 20.Year ended 31 December 20.Year ended 31 December 20.Year ended 31 December 20.13131313          
 Operating lease expense (P/L) 21 000   
 Prepayment (SFP) 9 000   

 Bank (SFP) 30 000  
    Year eYear eYear eYear ended 31 December 20.nded 31 December 20.nded 31 December 20.nded 31 December 20.14141414      
 Operating lease expense (P/L) 21 000   
 Prepayment (SFP) 9 000   

 Bank (SFP) 30 000  
    Year ended 31 December 20.Year ended 31 December 20.Year ended 31 December 20.Year ended 31 December 20.15151515      
 Operating lease expense (P/L) 21 000   

 Bank (SFP) 3 000  
 Prepayment (SFP) 18 000  

   

As far as the straight-line accounting treatment is concerned, it must be borne in mind that 
a normal accounting average is used, i.e. lease payments are not discounted to reflect the 
time value of money. 

If the cash amount paid exceeds the equalised amount, we propose that the item be 
included in current assets in the statement of financial position, where it must be described 
as “prepaid lease payments”. If the cash amount paid is exceeded by the equalised 
expense, it is proposed that it be included under current liabilities and described as “accrued 
lease expense”.  

 An anomaly may arise in the case of contingent rentals, for instance where rentals 
have been made contingent on the inflation rate. Such rentals fall outside the definition of 
minimum lease payments and may therefore not be subject to straight-lining. A situation 
could therefore arise where agreed escalation would be the subject of straight-lining, while a 
contingency arrangement designed to compensate for the effects of inflation would escape 
such treatment. Circular 12/2006 confirms that contingent rentals are not included in the 
amount that is escalated. 
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    Example 9.18: Operating lease with contingent lease paymentsExample 9.18: Operating lease with contingent lease paymentsExample 9.18: Operating lease with contingent lease paymentsExample 9.18: Operating lease with contingent lease payments    
The following information is applicable to a machine leased by Hauser Ltd in terms of an 
operating lease. The lease term is three years. The lease payment is R1 000 per month. The 
operating lease payments will include a further 5% of the gross value of future revenue. The 
gross revenue for the three years of the lease term is as follows: 
Gross revenue year 20.13 R24 000 
Gross revenue year 20.14 R28 000 
Gross revenue year 20.15 R31 000 

    Journal entriesJournal entriesJournal entriesJournal entries           
  DrDrDrDr  CrCrCrCr      
    Year ended 20.Year ended 20.Year ended 20.Year ended 20.13131313    RRRR    RRRR        
 Operating lease expense (R1 000 × 12 months) (P/L) 12 000  

Bank (SFP) 12 000  
 Contingent rent expense (R24 000 × 5%) (P/L)  1 200  

Bank (SFP) 1 200  
    Year ended 20.Year ended 20.Year ended 20.Year ended 20.14141414     
 Operating lease expense (P or L) 12 000  

Bank (SFP) 12 000  
 Contingent rent expense (R28 000 × 5%) (P/L) 

Bank (SFP) 
1 400

1 400
 

    Year ended 20.Year ended 20.Year ended 20.Year ended 20.15151515     
 Operating lease expense (P or L) 12 000  

Bank (SFP) 12 000  
 Contingent rent expense (R31 000 × 5%) (P/L) 

Bank (SFP) 
1 550

1 550
 

   

Although IAS 17 does not specifically address initial direct costs, it appears logical to expense 
these amounts immediately, as operating lease payments are expensed by a lessee. 

    Example 9.19: Example 9.19: Example 9.19: Example 9.19: Operating lease direct costsOperating lease direct costsOperating lease direct costsOperating lease direct costs    
The following information is applicable to a property leased by Brit Ltd in terms of an operating 
lease. The original lease term is six years. The lease payments are R2 500 per month for the 
first four years en R1 500 per year for the final two years. Brit Ltd has the option to extend the 
lease term for a further two years at R1 000 per month. 10% of every lease payment is to cover 
the insurance premiums payable by the lessor. At inception of the operating lease term it is 
reasonably certain that Brit Ltd will exercise the option to extend the lease term by a further two 
years. 
Calculation of equalised annual lease expense 
Total amount actually paid or payable RRRR        
Years 1–4 R2 500 × 48 months 120 000  
Years 5–6 R1 500 × 24 months 36 000 
Years 7–8 R1 000 × 24 months 24 000 
 180 000  
Amount in respect of insurance premiums (R180 000 × 10%) (18 000)
Operating lease 162 000  

Lease term 8 years  
Annual equalised operating lease instalments (R162 000/8 years) 20 250 
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    Example 9.19: Example 9.19: Example 9.19: Example 9.19: Operating lease direct costs (continued)Operating lease direct costs (continued)Operating lease direct costs (continued)Operating lease direct costs (continued)    
Journal entriesJournal entriesJournal entriesJournal entries 

  DrDrDrDr  CrCrCrCr    
  RRRR  RRRR    
    Years 1Years 1Years 1Years 1––––4444            
 Insurance (P/L) (30 000 × 10%)  3 000   
 Operating lease expense (P/L) 20 250   
 Prepayments (balancing) (SFP) 6 750   
  Bank (SFP) (2 500 × 12) 30 000  

    Years 5Years 5Years 5Years 5––––6666      
 Insurance (P/L) (18 000 × 10%)  1 800   
 Operating lease expense (P/L) 20 250   
  Prepayments (balancing) (SFP) 4 050  
  Bank (SFP) (1 500 × 12) 18 000  
    Years 7Years 7Years 7Years 7––––8 8 8 8       
 Insurance (P/L) (12 000 × 10%)  1 200   
 Operating lease expense (P/L) 20 250   
  Prepayments (balancing) (SFP) 9 450  
  Bank (SFP) (1 000 × 12) 12 000  
 

12.212.212.212.2    DisclosureDisclosureDisclosureDisclosure    
In terms of IAS 17.35, the following shall be disclosed in addition to the disclosure 
requirements of IFRS 7: 
� the total of future minimum lease payments under non-cancellable operating leases for 

each of the following periods: 
 – not later than one year; 
 – later than one year but not later than five years; and 
 – later than five years; 
� the total of future minimum sublease payments expected to be received under  

non-cancellable subleases at the end of the reporting period; 
� lease and sublease payments recognised as an expense for the period, with separate 

amounts for minimum lease payments, contingent rents and sublease payments; 
� a general description of the lessee’s significant leasing arrangements including, but not 

limited to, the following: 
 – the basis on which contingent rent payments are determined; 
 – the existence and terms of renewal or purchase options and escalation clauses; and 
 – restrictions imposed by lease arrangements; such as those concerning dividends, 

additional debt and further leasing. 
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    Example 9.20: Example 9.20: Example 9.20: Example 9.20: Operating lease discosureOperating lease discosureOperating lease discosureOperating lease discosure    
The disclosure of the information provided above of Ashley Ltd (Example 9.17) will be as 
follows:  

Ashley Ltd Ashley Ltd Ashley Ltd Ashley Ltd     
Notes for the year ended 31 December 20.Notes for the year ended 31 December 20.Notes for the year ended 31 December 20.Notes for the year ended 31 December 20.13131313    

2.2.2.2.    Operating lease obligationsOperating lease obligationsOperating lease obligationsOperating lease obligations    
 The total of the future minimum lease payments covers the following periods: 

  RRRR        
� not later than one year (2 500 × 12) 
� later than one year but not later than five years (250 × 12) 
� later than five years 

30 000
3 000

–

 

  33 000  
 Description of significant leasing arrangementsDescription of significant leasing arrangementsDescription of significant leasing arrangementsDescription of significant leasing arrangements    
 The lease agreement stipulated that the company could not enter into any other lease 
 agreements without authorisation for the lessor. 
CommentsCommentsCommentsComments:    
� The prepayment of R18 000 is disclosed in the statement of financial position under 

non-current assets – Prepayments (and in 20.14 under current assets) and does not 
have to be separately disclosed. 

� Note that the actual cash amountsactual cash amountsactual cash amountsactual cash amounts paid    and not the equalised amounts are used in 
note 2. 

 

13131313    Operating leases in the financial statements of leOperating leases in the financial statements of leOperating leases in the financial statements of leOperating leases in the financial statements of lesssssorssorssorssors    

13.113.113.113.1    Accounting treatmentAccounting treatmentAccounting treatmentAccounting treatment    

 The asset subject to an operating lease is treated by the lessor as either a 
depreciable asset or a non-depreciable asset, depending on the nature of the asset. Lease 
income is recognised as income over the lease term on a straight-line basis, even if the cash 
is not received evenly, unless another systematic allocation basis is more representative of 
the timing pattern of earnings from the lease. 

Expenses, including depreciation, incurred to generate the lease income are written off 
against income. The depreciation policy for depreciable leased assets will be consistent with 
the lessor’s normal depreciation policy for the type of asset subject to the lease. 

The initial direct costs incurred by lessors in negotiating and arranging an operating lease 
shall be added to the carrying amount of the leased asset and be recognised over the lease 
term on the same basis as lease income. 

    Example 9.21: Operating lease, initial direct cost and the lessorExample 9.21: Operating lease, initial direct cost and the lessorExample 9.21: Operating lease, initial direct cost and the lessorExample 9.21: Operating lease, initial direct cost and the lessor    
Init Ltd acquired equipment at a cost of R600 000 and leases it to Tial Ltd for a period of 
five years under an operating lease. The equipment has a useful life of 15 years and no 
residual value. The initial direct costs incurred by Init Ltd in arranging the lease amounted to 
R12 000. 
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    Example 9.21: Operating lease, initial direct cost andExample 9.21: Operating lease, initial direct cost andExample 9.21: Operating lease, initial direct cost andExample 9.21: Operating lease, initial direct cost and    the lessorthe lessorthe lessorthe lessor    (co(co(co(connnntinued)tinued)tinued)tinued)    
The amount of R12 000 must be capitalised to the cost of the equipment, leading to a 
depreciable amount of R612 000. Of the total of R612 000, R600 000 must be depreciated 
over 15 years at R40 000 per annum, while the remainder of R12 000 must be expensed 
over five years at R2 400 per annum. The annual depreciation expense in the first five years 
will therefore be R42 400 per year; thereafter it will reduce to R40 000 per year. 

13.213.213.213.2    Land and buildingsLand and buildingsLand and buildingsLand and buildings    
Although land and buildings may qualify as finance leases, the circumstances are usually 
such that the lease will rather be an operating lease. 

The land must, as far as possible, be treated separately from the buildings, unless the 
property portion is immaterial if based on the open market values at the commencement of 
the lease. In such an instance, the lease must be treated as if it pertains to the building 
entirely. 

As land has an infinite useful life, the lessee cannot take over substantially all risks and 
rewards associated with ownership, unless the ownership passes to the lessee at the end of 
the lease. Such a lease is typically an operating lease and any premium paid on such property 
represents a prepayment of lease instalments that will be recovered over the lease term.  

Many leased buildings have a useful life far exceeding the period of the lease. In addition, 
these types of leases often contain terms whereby the lease instalments are adjusted to 
market-related rates. In cases where ownership is not expected to transfer and the lease 
instalments are regularly adjusted, the lessor retains a substantial portion of the risks and 
rewards associated with ownership, and the leases are seen as operating leases. 

    Example 9.22: Operating lease: Land and buildingsExample 9.22: Operating lease: Land and buildingsExample 9.22: Operating lease: Land and buildingsExample 9.22: Operating lease: Land and buildings    
P Ltd leases a property with a factory building to H Ltd for a period of four years. The lease 
agreement is viewed in terms of IAS 17 as an operating lease, as ownership of the property 
and factory building is not transferred to H Ltd at the end of the lease agreement and the 
lease period is substantially shorter than the useful life of the property (unlimited) and the 
factory building (30 years).  
In terms of IAS 40, property is classified as investment property if it is held with the aim of 
generating income rather than held for own use or for sale in the normal course of business. 
The above property and building will therefore be classified as an investment property in the 
records of the lessor. It will be measured and recognised in terms of the requirements of 
IAS 40. 

13.313.313.313.3    DisDisDisDisclosureclosureclosureclosure    
The following aspects, in addition to the disclosure requirements of IAS 32 and IFRS 7, 
must be disclosed in terms of IAS 17.56: 
� the future minimum lease payments under non-cancellable operating leases in the 

aggregate, as well as for each of the following periods: 
 – not later than one year; 
 – later than one year but not later than five years; and 
 – later than five years; 
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� total contingent rents, namely that portion of the lease payments that is not fixed in 
amount but is based on a factor other than just the passage of time, like a percentage of 
sales, amount of usage, etc., recognised in income; 

� a general description of the lessor’s significant leasing arrangements; and 
� the disclosure requirements in respect of specific leased assets in the books of the 

lessor, arising from IAS 16; IAS 36; IAS 38 and IAS 40. 

    Example 9.23: Example 9.23: Example 9.23: Example 9.23: Disclosure operating lease lessor Disclosure operating lease lessor Disclosure operating lease lessor Disclosure operating lease lessor     
The disclosure of the information provided above for Longtom Ltd (Example 9.17) will be as 
follows:  

Longtom Ltd Longtom Ltd Longtom Ltd Longtom Ltd     
Notes for the yearNotes for the yearNotes for the yearNotes for the year    ended 31 December 20.ended 31 December 20.ended 31 December 20.ended 31 December 20.13131313    

1.1.1.1.    Profit before taxProfit before taxProfit before taxProfit before tax    
 The following items have been taken into account in calculating profit before tax: 

  RRRR        
 Depreciation xxx  
 Operating lease income  21 000  
 2.2.2.2.    Operating lease Operating lease Operating lease Operating lease     

The total of the future minimum lease payments covers the following periods:
 

 RRRR      
� not later than one year (2 500 × 12) 
� later than one year but not later than five years (250 × 12) 
� later than five years 

30 000 
3 000 

– 

 

 33 000  

Description of significant leasing arrangementsDescription of significant leasing arrangementsDescription of significant leasing arrangementsDescription of significant leasing arrangements    
The lease agreement stipulated that the company could not enter into any other lease 
agreements without authorisation from the lessor. 

CommentsCommentsCommentsComments: 
� Remember the disclosure in respect of the leased asset in terms of IAS 16 and IAS 36. 
� The amount of R18 000, received in advance, will be disclosed in the statement of 

financial position under non-current liabilities (and in 20.14 under current liabilities). 
� Actual cash amountsActual cash amountsActual cash amountsActual cash amounts receivable are used in note 2. 
 

14141414    Short and sweetShort and sweetShort and sweetShort and sweet    
 

 The objective of IAS 17 is to prescribe the accounting treatment in respect of finance 
leases/ISAs and operating leases. 

� A lease is an agreement in which the lessor transfers the right of use of an asset for a 
predetermined period to the lessee in exchange for a series of payments. 

� Indicators that lead to classification of a finance lease are given. 
� Should the lease not be classified as a finance lease, it must be classified as an 

operating lease. 
� In the case of a finance lease in the books of the lesseelesseelesseelessee, an asset and a liability are 

recognised in the statement of financial position. Subsequent payments are apportioned 
between finance costs and capital (liability). 
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 (continued)(continued)(continued)(continued) 
� In the case of a finance lease in the books of a lessor, income is recognised in the 

statement of profit or loss and other comprehensive income (for example profit on sale 
of asset) and a receivable in the statement of financial position. Subsequent payments 
are apportioned between finance income and capital (receivable). 

� In the case of an operating lease, a lease expense is recognised in the books of the 
lessee and lease income in the books of the lessor on a straight-line basis, unless 
another method more accurately reflects the time pattern of benefit expected from the 
leased asset. 

� Specific disclosure requirements are applicable to both finance leases and operating 
leases, as well as to lessors and lessees. 

15151515    Use Use Use Use ofofofof    a calculatora calculatora calculatora calculator        

The following examples illustrate the basic operation of a financial calculator for the 
purposes of lease calculations. Solutions are calculated using one of the following calculators: 
� Hewlett Packard 10B II;  
� Sharp EL-733A; 
� Sharp EL-738. 

    Example 9.24: Finance lease: Cash valueExample 9.24: Finance lease: Cash valueExample 9.24: Finance lease: Cash valueExample 9.24: Finance lease: Cash value    
Mpho Ltd acquired a machine in terms of a finance lease. In terms of the lease agreement 
there are eight half-yearly instalments of R10 000 payable and an interest rate of 10% per 
annum is applicable. 
HP 10B IIHP 10B IIHP 10B IIHP 10B II    Sharp ELSharp ELSharp ELSharp EL----733A733A733A733A    Sharp ELSharp ELSharp ELSharp EL----738738738738    
I/YR = 10% with 2 P/YR  
(2 2ndF P/YR) 

i = 10%/2 = 5%  I/Y = 10% with 2 P/Y  
(2ndF P/Y 2 ENT) 

PMT = 10 000 PMT = 10 000 PMT = 10 000 
N = 8 or 4 2ndF N (xP/YR) n = 8 N = 8 or 4 2ndF N (xP/Y) 
PV = R64 632,13 COMP PV = R64 632,13 COMP PV = R64 632,13 
  

 

    Example 9.25: Instalment sale agreement Example 9.25: Instalment sale agreement Example 9.25: Instalment sale agreement Example 9.25: Instalment sale agreement ––––    cash valuecash valuecash valuecash value    
Britz Ltd acquired a vehicle in terms of an ISA. In terms of the agreement, there are 24 
quarterly payments of R5 000, a deposit of R10 000 payable on day 1, and an interest rate 
of 8% per year. 
HP 10B IIHP 10B IIHP 10B IIHP 10B II Sharp ELSharp ELSharp ELSharp EL----733A733A733A733A Sharp ELSharp ELSharp ELSharp EL----738738738738 
I/YR = 8% with 4 P/YR  i = 8%/4 = 2%  I/Y = 8% with 4 P/Y  
PMT = 5 000 PMT = 5 000 PMT = 5 000 
N = 24 or 6 2ndF N (xP/YR) n = 24 N = 24 or 6 2ndF N (xP/Y) 
PV = R94 569,63 COMP PV = R94 569,63 COMP PV = R94 569,63 
Present value of the payments R94 569,93  
Plus: Deposit (not part of payments as not financed) R10 000,00
Total cash value R104 569,93  
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    Example 9.26: Instalment sale agreement Example 9.26: Instalment sale agreement Example 9.26: Instalment sale agreement Example 9.26: Instalment sale agreement ––––    cash value (payment in advance)cash value (payment in advance)cash value (payment in advance)cash value (payment in advance)    
Fritz Ltd acquired a delivery vehicle in terms of an instalment sale agreement In terms of the 
agreement there is a payment of R5 000 payable in advance every four months for eight 
years, a deposit of R10 000 payable on day 1, and an interest rate of 12% per year. 
HP 10B IIHP 10B IIHP 10B IIHP 10B II Sharp ELSharp ELSharp ELSharp EL----733A733A733A733A Sharp ELSharp ELSharp ELSharp EL----738738738738 
Set calculator to BGNSet calculator to BGNSet calculator to BGNSet calculator to BGN    Set calculator to BGNSet calculator to BGNSet calculator to BGNSet calculator to BGN Set calculator to BGNSet calculator to BGNSet calculator to BGNSet calculator to BGN 
I/YR = 12% with 3 P/YR  i = 12%/3 = 4%  I/Y = 12% with 3 P/Y  
PMT = 5 000 PMT = 5 000 PMT = 5 000 
N = 24 or 8 2ndF N (xP/YR) n = 24 N = 24 or 8 2ndF N (xP/Y) 
PV = R79 284,21 COMP PV = R79 284,21 COMP PV = R79 284,21 
Cash value =79 284 + 10 000 (deposit) = 89 284 

CommentCommentCommentComment: 
� The deposit and the first payment have no interest component as they are payable on day 

one. 
 

 

    Example 9.27: Instalment sale agreement Example 9.27: Instalment sale agreement Example 9.27: Instalment sale agreement Example 9.27: Instalment sale agreement ––––    contract pricecontract pricecontract pricecontract price    
Kele Ltd acquired an asset with a cash price of R112 000, which is equal to the fair value, in 
terms of an instalment sale agreement. In terms of the agreement there are eight half-yearly 
instalments, a deposit of R12 000 payable on day 1, and an interest rate of 14% per year. 
No initial direct costs were incurred by the lessor. 
HP 10B IIHP 10B IIHP 10B IIHP 10B II Sharp ELSharp ELSharp ELSharp EL----733A733A733A733A Sharp ELSharp ELSharp ELSharp EL----738738738738 
PV = –100 000  
(112 000 – 12 000 deposit) 

PV = –100 000  PV = –100 000  

I/YR = 14% with 2 P/YR  i = 7% (14/2) I/Y = 14% with 2 P/Y  
N = 8 or 4 2ndF N (xP/YR) n = 8 N = 8 or 4 2ndF N (xP/Y)
PMT = 16 746,78 COMP PMT= 16 746,78 COMP PMT= 16 746,78
ISA value = (16 746,78 × 8) + 12 000 = R145 974,21 
Finance costs = 145 974,21 – 112 000 = R33 974,21 
 OR 
 R133 974,24 (16 746,78 × 8) – R100 000 = R33 974,21 
Amortisation tableAmortisation tableAmortisation tableAmortisation table 

 InteInteInteInterrrrestestestest        CapCapCapCapiiiitaltaltaltal        
P1 7 000  9 747 
P2 6 318  10 429 
P3 5 588  11 159 
P4 4 807  11 940 
P5 3 970  12 777 
P6 3 076  13 670 
P7 2 119  14 627 
P8 1 096  15 651 

 33 974  100 000  
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    Example 9.27: Instalment sale agreement Example 9.27: Instalment sale agreement Example 9.27: Instalment sale agreement Example 9.27: Instalment sale agreement ––––    contract price (continued)contract price (continued)contract price (continued)contract price (continued)    
Apportionment of a specific payment between the capital and interest 
HP 10B IIHP 10B IIHP 10B IIHP 10B II Sharp ELSharp ELSharp ELSharp EL----733A733A733A733A Sharp ELSharp ELSharp ELSharp EL----738738738738 
1111stststst    paymentpaymentpaymentpayment    1111stststst    paymentpaymentpaymentpayment 1111stststst    paymentpaymentpaymentpayment 
1 INPUT 2ndF AMORT 1 AMRT 1 ENT 
= (capital) AMRT (capital) � 1 ENT  
= (interest) AMRT (interest) � (balance) 
= (balance) AMRT (balance) � (capital) 
  � (interest) 
2222ndndndnd    paymentpaymentpaymentpayment 2222ndndndnd    paymentpaymentpaymentpayment 2222ndndndnd    paymentpaymentpaymentpayment 
2 INPUT 2ndF AMORT 2 AMRT 2 ENT 
= (capital) AMRT (capital) � 2 ENT  
= (interest) AMRT (interest) � (balance) 
= (balance) AMRT (balance) � (capital) 
  � (interest) 

Should it be required to apportion the capital and interest of a series of payments  
(for example periods 1–3) 

HP 10B IIHP 10B IIHP 10B IIHP 10B II Sharp ELSharp ELSharp ELSharp EL----733A733A733A733A Sharp ELSharp ELSharp ELSharp EL----738738738738 
1  INPUT  3   1 P1/P2   AMRT 1 ENT  
2ndF  AMORT  P1/P2   � 3 ENT  
= (capital) ACC (accumulated capital) � (balance) 
= (interest) ACC (accumulated interest) � (capital) 
= (balance)  � (interest) 

 
 

    Example 9.28: Instalment sale agreement Example 9.28: Instalment sale agreement Example 9.28: Instalment sale agreement Example 9.28: Instalment sale agreement ––––    contract price (payments in advance)contract price (payments in advance)contract price (payments in advance)contract price (payments in advance)    
Mkuze Ltd acquired an asset with a cash price of R112 000, which is equal to the fair value, 
in terms of an instalment sale agreement. In terms of the agreement, there are four half-
yearly payments payable in advance, a deposit of R12 000 payable on day 1, and an 
interest rate of 16% per annum. No initial direct costs were incurred by the lessor. 
Calculate IAS Contract price. 
HP 10B IIHP 10B IIHP 10B IIHP 10B II Sharp ELSharp ELSharp ELSharp EL----733A733A733A733A Sharp ELSharp ELSharp ELSharp EL----738738738738 
Set calculator to BGNSet calculator to BGNSet calculator to BGNSet calculator to BGN    Set calculator to BGNSet calculator to BGNSet calculator to BGNSet calculator to BGN    Set calculator to BGNSet calculator to BGNSet calculator to BGNSet calculator to BGN  
PV = –100 000  
(112 000 – 12 000 deposit) 

PV = –100 000  PV = –100 000  

I/YR = 16% with 2 P/YR  i = 8% (16/2) I/Y = 16% with 2 P/Y  
N = 4 or 2 2ndF N (xP/YR) n = 4 N = 4 or 2 2ndF N (xP/Y)
PMT = 27 955,63 COMP PMT = 27 955,63 COMP PMT = 27 955,63
ISA value = (27 995,63 × 4) + 12 000 = R123 822,52 
Finance costs= 123 822,52 – 112 000 = R11 822,52 
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    Example 9.28: Instalment sale agreement Example 9.28: Instalment sale agreement Example 9.28: Instalment sale agreement Example 9.28: Instalment sale agreement ––––    contract price (payments icontract price (payments icontract price (payments icontract price (payments in advance)n advance)n advance)n advance)    
(continued)(continued)(continued)(continued)    

AmortisationAmortisationAmortisationAmortisation 
        PMTPMTPMTPMT        InterestInterestInterestInterest        CapitalCapitalCapitalCapital        BalanceBalanceBalanceBalance        
P1  27 956 – 27 956 72 044  
P2  27 956 5 764 22 192 49 852  
P3  27 956 3 989 23 967 25 885  
P4  27 956 2 071 25 885 –  
  11 824* 100 000   

* rounding difference 
Apportionment of a specific payment between the capital and interest please refer to 
Example 9.27 for step-by-step instructions. 
Should it be required to apportion the capital and interest of a series of payments (for 
Example periods 1–3), please refer to Example 9.27 for step-by-step instructions. 
As an aid to the above calculations, the following formulae are provided: 

Final value of a lump sum: (1 + i)n  
   

Present value of a lump sum:  1  
(1 + i)n  

   

Final value of an annuity: 
1 – (1 + i)n  

i  
   

Present value of an annuity: 
1 – (1 + i)n  

i  
Where i = interest rate and 

 n = total periods.  
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1111    Evaluation criteriaEvaluation criteriaEvaluation criteriaEvaluation criteria    

� Know and apply the definitions relevant to revenue. 
� Recognise revenue based on the five-step revenue model. 
� Calculate and recognise contract costs. 
� Present and disclose income from revenue. 

2222    BackgroundBackgroundBackgroundBackground    

The objective of IFRS 15, Revenue from Contracts with Customers is to establish the 
principles for reporting useful information about the nature, amount, timing and uncertainty   
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of revenue and cash flows arising from a contract with a customer. The core principle of 
IFRS 15 is that an entity should recognise revenue to depict the transfer of promised goods 
or services to customers in an amount that reflects the consideration to which the entity 
expects to be entitled to in exchange for those goods or services. IFRS 15 prescribes a five 
step revenue model to establish the above principle. The Standard also has a number of 
disclosure requirements regarding the reporting of revenue. 

3333    Schematic presentation of Schematic presentation of Schematic presentation of Schematic presentation of IFRS 15IFRS 15IFRS 15IFRS 15    
 

IFRS 15IFRS 15IFRS 15IFRS 15    
Revenue from Contracts with Customers    

  
Objective and ScopeObjective and ScopeObjective and ScopeObjective and Scope 

  
FiveFiveFiveFive----step revenue modelstep revenue modelstep revenue modelstep revenue model    
� Identify the contract 
� Identify the performance obligation 
� Determining the transaction price 
� Satisfying the performance obligation 
� Allocating the transaction price to the performance obligations 

  
ContractContractContractContract    costscostscostscosts    
� Costs to obtain a contract 
� Costs to fulfil a contract 
� Amortisation and impairment 

  
PresentationPresentationPresentationPresentation    and disclosureand disclosureand disclosureand disclosure    

  
AppendicesAppendicesAppendicesAppendices 
� Defined terms 
� Application guidance 
� Effective date, transition and amendments to other standards 

4444    ScopeScopeScopeScope 
IFRS 15 only applies to revenue from contracts with customers. IFRS 15 does not apply to 
the following contracts with customers: 
� Lease contracts (IAS 17 Leases). 
� Insurance contracts (IFRS 4 Insurance Contracts). 
� Financial instruments and other contractual rights or obligations within the scope of 

IFRS 9, Financial Instruments, IFRS 10, Consolidated Financial Statements, IFRS 11, 
Joint Ventures, IAS 27, Separate Financial Statements and IAS 28, Investments in 
Associations and Joint Ventures.  
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� Non-monetary exchanges between entities in the same line of business to facilitate sales 
to customers or potential customers. 

A contract may be partially within the scope of IFRS 15 and partially in the scope of other 
IFRSs. If the other Standards specify how to seperate and/or initially measure one or more 
parts of the contract, then the entity shall first apply the separation and/or measurement 
requirements in those Standards and exclude such amount from the transaction price 
allocated per IFRS 15. If the other Standards do not specify how to separate and/or initially 
measure one or more parts of the contract, the entity shall apply IFRS 15 to separate 
and/or initially measure the part.  

5555    Defined termsDefined termsDefined termsDefined terms    
An understanding of the following terms, as contained in IFRS 15, is necessary before the 
five-step revenue model is discussed: 

Income 
Income is an increase in economic benefits during the accounting period in the form of 
inflows or enhancements of assets, or decreases of liabilities that result in an increase in 
equity, other than those relating to contributions from equity participants. 

Revenue 
Revenue is income arising in the course of an entity’s ordinary activities. 

Contract 
A contract is an agreement between two or more parties that creates enforceable rights and 
obligations. 

Customer 
A customer is a party that has contracted with an entity to obtain goods or services that are 
an output of the entity’s ordinary activities in exchange for consideration. 

Performance obligation 
A performance obligation is a promise in a contract with a customer to transfer to the 
customer either: 
� a good or service (or bundle thereof) that is distinct; or 
� a series of distinct goods or services that are substantially the same and that have 

the same pattern of transfer to the customer. 

Stand-alone selling price 
A stand-alone selling price is the price at which an entity would sell a promised good or 
service separately to a customer. 

Transaction price 
The transaction price is the amount of consideration to which an entity expects to be 
entitled in exchange for transferring promised goods or services to a customer, excluding 
amounts collected on behalf of third parties (for example, Value added Tax). 

6666    FiFiFiFiveveveve----step revenue modelstep revenue modelstep revenue modelstep revenue model    
An entity should apply the five-step revenue model to an individual contract with a 
customer. An entity may apply the revenue model to a portfolio of contracts (or 
performance obligations) with similar characteristics if the entity reasonably expects that the 
result of doing so would not differ materially from the result of applying this revenue model 
to the individual contracts (or performance obligations) within the portfolio. 
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Revenue is recognised and measured according to the following five steps as set out in 
IFRS 15: 

Step 1 
Identify the 
contract 

 Step 2 
Identify the 
performance 
obligation 

 Step 3 
Determine 
the 
transaction 
price 

 Step 4 
Satisfying the 
performance 
obligation 

Step 5 
Allocate the 
transaction 
price to the 
performance 
obligations 

Each step is discussed in more detail below: 

6666.1.1.1.1    Identify the contractIdentify the contractIdentify the contractIdentify the contract        (step 1)(step 1)(step 1)(step 1)    

6666.1.1.1.1.1.1.1.1    Contract criteriaContract criteriaContract criteriaContract criteria    
The first step in the revenue model is to determine whether a contract with a customer 
exists. A contract with a customer can be written, oral or implied but must meet the 
following criteria in order to be a contract within the scope of IFRS 15: 
� the parties have approved the contract and are committed to perform; 
� the entity can identify each party’s rights regarding the goods or services to be 

transferred; 
� the entity can identify the payment terms of those goods or services to be transferred; 
� the contract has commercial substance (i.e. the risk, timing or amount of the entity’s 

future cash flows is expected to change as a result of the contract); and 
� it is probable that the entity will collect the consideration.  

If a contract with a customer does not meet the five criteria above, any consideration 
received by the entity in terms of such a contract is only recognised as income if one of the 
following events has occurred: 
� The entity has no remaining obligation to transfer goods or services to the customer and 

all consideration has been received and is non-refundable; or 
� The contract has been terminated and the consideration received is non-refundable. 
If one of the two events above is also not applicable, then the entity recognises any 
consideration received in terms of such a contract as a liability. A liability is recognised until 
such time as the contract meets the above five criteria or one of the two events above have 
occurred. The liability amount is equal to the amount of consideration received from the 
customer. 

It is important to note that a contract does not exist if each party has the unilateral 
enforceable right to terminate a wholly unperformed contract without compensation (i.e. 
paying a penalty) to the other party. 

6666.1.2.1.2.1.2.1.2    Combination Combination Combination Combination of contractsof contractsof contractsof contracts    
Each contract that meets the five criteria, as discussed above, is accounted for separately in 
terms of IFRS 15. In certain instances, two or more contracts with the same customer 
entered into at or near the same time, may be accounted for as a single contract.  
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The contracts have to meet one of the following in order to be accounted for as one 
contract: 
� the contracts are negotiated as a package with a single commercial objective; 
� the amount of consideration paid under one contract is dependent on the price or 

performance under another contract; or 
� the goods or services promised under the contracts constitute a single performance 

obligation.  

6666.1.3.1.3.1.3.1.3    Contract modificationContract modificationContract modificationContract modification    
Sometimes parties to a contract change the price or scope of the original contract. If such a 
change is approved by both parties and the change creates new enforceable rights and 
obligations, a contract modification in terms of IFRS 15 exists.  

A contract modification may either be treated as a new and separate contract or as an 
amendment to an existing contract. If the contract modification is treated as a seperate 
contract the revenue recognition principles are applied to the separate contract that arose 
from the modification, and the accounting of the existing contract (original contract) is not 
affected. 

A contract modification results in a new and separate contract if both the following 
conditions are present: 
� the scope increases because of additional promised goods or services that are distinct; 

and 
� the price increases by an amount of consideration that reflects the stand-alone selling 

price of these goods and services, and any appropriate adjustments to that price to 
reflect the circumstances of the contract.  

    ExampleExampleExampleExample    10.1: Contract modification resulting i10.1: Contract modification resulting i10.1: Contract modification resulting i10.1: Contract modification resulting in a separate contractn a separate contractn a separate contractn a separate contract    
On 1 January 20.16, Time Ltd enters into a contract with a customer to sell 100 wall clocks 
to a customer over a period of six months. The transaction price for the 100 wall clocks 
amounts to R150 000 (R1 500 per product). The wall clocks are transferred to the customer 
at various points in time over a six-month period.  

On 1 April 20.16, the contract with the customer is modified by both parties. Both parties 
approved the modification on this date. On the date of the modification, Time Ltd had 
already delivered 70 wall clocks to the customer. In terms of the modification agreement, 
Time Ltd will deliver an additionaladditionaladditionaladditional 20 wall clocks for an additionaladditionaladditionaladditional consideration of R28 000 
(R1 400 per product) over the remaining term of the contract. The pricing for the additional 
wall clocks reflects the stand-alone selling price of the wall clocks at the time of the contract 
modification. The additional wall clocks are distinctdistinctdistinctdistinct    goodsgoodsgoodsgoods. 
CommentCommentCommentCommentssss:::: 
� The change to the original contract between Time Ltd and the customer is a contract contract contract contract 

modificationmodificationmodificationmodification because the change was approved by both parties and the change created 
new enforceable rights and obligations (the delivery of an additional 20 products). 

� The contract modification results in a newnewnewnew and separate contractseparate contractseparate contractseparate contract for the following 
reasons: 

 � the scope of the contract increased: the promised goods increased from 100 products to 
120 products (these products are distinct)  

 � the pricing of the contract increased: the additional products resulted in additional 
consideration of R28 000  (the amount that reflects the stand-alone selling price of 
additional goods). 
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    ExampleExampleExampleExample    10.1: Contract modification resulting in a separate contract10.1: Contract modification resulting in a separate contract10.1: Contract modification resulting in a separate contract10.1: Contract modification resulting in a separate contract    ––––    ccccontinuedontinuedontinuedontinued    

� The modification does not affect the accounting of the existing contract to deliver the 
remaining 30 products between 1 April 20.16 and 30 June 20.16. Consequently, 
revenue of R45 000 (R1 500 × 30) is recognised by Time Ltd on delivery of the 
remaining 30 wall clocks. Revenue of R28 000 (R1 400 × 20) is recognised by Time Ltd 
from 1 April 20.16 on the delivery of the additional 20 wall clocks under the new and 
separate agreement. 

� Take note that changes in stand-alone prices of goods or services after contract 
inception do not result in a change in amount of revenue recognised. 

 

If a contract modification does not result in a new and separate contract an entity accounts 
for it in one (or a combination) of the following ways: 
� A replacement of the original contract with a new contract (if the remaining goods or 

services under the original contract are distinct from those already transferred to the 
customer) 

� A continuation of the original contract (if the remaining goods or services under the 
original contract are distinct from those already transferred to the customer, and the 
performance obligation is partially satisfied at modification date). 

6666.2.2.2.2    Identify the performance obligaIdentify the performance obligaIdentify the performance obligaIdentify the performance obligationstionstionstions    (step 2)(step 2)(step 2)(step 2)    
IFRS 15 requires that an entity recognise revenue as and when performance obligations in a 
contract are satisfied by the entity. Identifying performance obligations in a contract are 
therefore an important step in revenue recognition. A promise to deliver a good or service in 
terms of a contract, is a performance obligation when the good or service is distinct. The 
term distinct means: 
� The customer can benefit from the good or service either on its own or together 

with other resources that are readily available to the customer (i.e. the good or 
service is capable of being distinct); and 

� The entity’s promise to transfer the good or service to the customer is separately 
identifiable from other promises in the contract (i.e. the good or service are distinct 
within the context of the contract). 

The above two principles are discussed in more detail below. 

6666.2.1.2.1.2.1.2.1    BenefitBenefitBenefitBenefit        
A customer can benefit from a good or service if the good or service can be used, 
consumed or sold in order to generate economic benefits for the customer. Sometimes 
a customer can only use or consume a good or service in conjunction with other readily 
available resources. A readily available resource is a good or service that is sold 
separately by the entity or other entities or is a resource that the customer has already 
obtained from the entity or from other transactions or events. If an entity regularly sells a 
good or service separately, this would indicate that a customer can benefit from the good or 
service on its own or with other readily available resources. 

6666.2.2.2.2.2.2.2.2    Separately identifiableSeparately identifiableSeparately identifiableSeparately identifiable    
Factors that indicate that an entity’s promise is separately identifiable include: 
� The entity does not provide a significant service of integrating the good or service with 

other goods or services promised in the contract into a bundle that represents the 
combined output for which the customer has contracted. 

� The good or service does not significantly modify or customise another good or service 
promised in the contract. 

� The good or service is not highly dependent on, or highly interrelated with, other goods 
or services promised in the contract. 
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    Example 10.2: Identifying separate performance obligationsExample 10.2: Identifying separate performance obligationsExample 10.2: Identifying separate performance obligationsExample 10.2: Identifying separate performance obligations    
Dream Motors Ltd enters into an agreement with customer A for the sale of a motor vehicle 
along with a three-year service plan for a total of R500 000. A customer may also acquire a 
motor vehicle without a service plan from Dream Motors Ltd. Dream Motors Ltd regularly 
sells a three-year service plan to customers on a stand-alone basis. 
CommentCommentCommentCommentssss:::: 
� Altough Dream Motors Ltd is required to deliver a good (motor vehicle) and a service 

(service plan) to the customer, only one contract with customer A exists. It is a single 
contract since it was negotiated as a package with a single commercial objective. 

� In order to identify the performance obligations in the contract with customer A, the entity 
first has to determine if the good and service are distinctdistinctdistinctdistinct.

� Firstly, the motor vehicle, as well as the service contract, is regularly sold separately by 
Dream Motors Ltd, and the customer can benefitbenefitbenefitbenefit from the good (motor vehicle) and 
service (service plan) either on its own or with other resources readily available to the 
customer.  

� Secondly, the good (motor vehicle) and service (service plan) are separately identifiableseparately identifiableseparately identifiableseparately identifiable in 
the contract with customer A. The motor vehicle and service plan are notnotnotnot highly 
interrelated or dependent on each other (each can be used and sold separately).  

� Consequently, the delivery of the motor vehicle and the service plan are both distinct and 
are two performance obligations within the contract with customer A. 

 

6666.2.3.2.3.2.3.2.3    NonNonNonNon----distinct good or servicedistinct good or servicedistinct good or servicedistinct good or service    
If a good or service is not distinct it cannot be identified as a separate performance 
obligtaion. A good or service that is not distinct should be combined with other goods or 
services until the entity identifies a bundle of goods or services that are distinct.  

    Example 10.3: NonExample 10.3: NonExample 10.3: NonExample 10.3: Non----distinct good or servicedistinct good or servicedistinct good or servicedistinct good or service    
Comp Ltd sells licensed accounting software to customer B for a total consideration of 
R40 000. In addition, A Ltd promises to provide consulting services to significantly 
customise (modify) the software to the customer’s business environment.

CommentsCommentsCommentsComments:::: 
� The contract with the customer is single contract since the contract was negotiated as a 

package with a single commercial objective.  
� The contract requires Comp Ltd to provide a significant integrationintegrationintegrationintegration of goods and services 

(software and consulting services). In addition, the software is significantly modifiedsignificantly modifiedsignificantly modifiedsignificantly modified by 
Comp Ltd in accordance with the specifications negotiated with the customer. Therefore, 
the software is notnotnotnot distinct and the consultation services are also notnotnotnot distinct.  

� Consequently Comp Ltd should account for the licensed software and consulting services 
together as a bundle and as one performance obligation. 

6666.2.4.2.4.2.4.2.4    A series of distinct goods or servicesA series of distinct goods or servicesA series of distinct goods or servicesA series of distinct goods or services    
A series of distinct goods or services that are substantially the same and that have the 
same pattern of transfer to the customer is also a performance obligation. 

A series of distinct goods or services has the same pattern of transfer to the customer if 
both the following criteria are met: 
� each distinct good or service in the series that the entity promises to transfer to the 

customer would meet the criteria to be a performance satisfied over time; and 
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� the same method would be used to measure the entity’s progress toward complete 
satisfaction of the performance obligation to transfer each distinct good or service in the 
series to the customer.  

The following diagram illustrates the process of identifying the performance obligations in a 
contract: 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

6666.3.3.3.3    Determine the Determine the Determine the Determine the transaction pricetransaction pricetransaction pricetransaction price    (step 3)(step 3)(step 3)(step 3)    
Determining the transaction price is straightforward in many transacations where the 
transaction price is a fixed price. If the transaction price is based on variable consideration, 
determining the transaction price is more complex. Variable consideration is where for 
example discounts have an impact on the selling price of a contract. There are also other 
matters, such as the time value of money, that have an impact on the transactions price of 
a contract. 

6666.3.1.3.1.3.1.3.1    Variable Variable Variable Variable considerationconsiderationconsiderationconsideration    
Variable consideration encompasses any amount that is variable under a contract. The 
amount of consideration received under a contract can vary due to discounts, rebates, 
refunds, credits, incentives, performance bonuses, penalties, contingencies, price 
concessions (including concessions due to doubts about the collectability from the 
customer’s credit risk) and other similar items. 

If the consideration of a contract is variable, then the entity has to estimate the amount 
to which it will be entitled to after delivering the promised goods or services. An entity 
estimates an amount of variable consideration by using either the expected value 
(probability weighted method) or the most likely amount (single most likely amount in a 
range), depending on whichever has the better predictive value. This estimate is however 
limited to the extent that, it is highly probable that its inclusion of this estimate in revenue 
will not result in a significant revenue reversal in the future as result of a re-estimation. 

Is only one good or service promised? One performance obligation 
exists 

Multiple goods or services are promised 

Can the customer benefit from an individual 
good or service on its own or with other 
resources? 

Is the individual good or 
service separate from other 
promises in the contract? 

Combine the goods or services until they 
are a distinct bundle 

The individual good or service 
is a separate performance 
obligation. 

Yes

No 

Yes

No Yes No 
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    Example 10.4: Variable considerationExample 10.4: Variable considerationExample 10.4: Variable considerationExample 10.4: Variable consideration    
Moon Ltd sold goods at a selling price of R200 000 (fair value) to a customer on credit on 
20 April 20.16. In terms of Moon Ltd’s credit policy, discount of 3% is granted to debtors, 
provided they pay within 10 days after the date of sale. Based on historical information, the 
entity estimates that the majority of its customers settle their accounts within 10 days after 
the date of sale. The customer obtains control of the asset on 20 April 20.16. Assume that 
credit losses (impairment losses) on the trade receivable were not expected at any stage.
The debtor actually does pay on 30 April 20.13 and consequently, the unfolding of the whole 
transaction between 20 and 30 April 20.16 will be accounted for as follows: 

  DrDrDrDr    CrCrCrCr     
  RRRR    RRRR   
 20 April 20.1620 April 20.1620 April 20.1620 April 20.16      
 Trade receivable (SFP) (Fair value per IFRS 9) 200 000   
 Revenue [(R200 000 – (R200 000 × 3%)] (P/L) 194 000  
 Allowance account for settlement discount (SFP) 6 000  
 Recording revenue based on the most likely amount 

on 20 April 20.16 
  

 30 April 20.1630 April 20.1630 April 20.1630 April 20.16      
 Bank (200 000 × 97%) (SFP) 194 000   
 Allowance account for settlement discount (SFP) 6 000   
 Trade receivable (SFP) 200 000  
 Consideration received within 10 days and the settlement  

discount granted. 
  

CommentsCommentsCommentsComments:::: 
� The transaction price should reflect the expected or most likely amount of the 

consideration. 
� The most likely amount of consideration (i.e. the outcome with the highest probability), 

based on historical information, is the transaction price, taking into account the 3% 
settlement discount to be granted at settlement date.  

� If the debt is settled late (i.e. after 30 April 20.16), the expected settlement discount will 
not be granted. It is then written back against revenue. The total amount of the sales 
invoice is therefore then recognised in the profit or loss section of the statement of profit 
or loss and other comprehensive income as revenue (sales).

 

6666.3.2.3.2.3.2.3.2    The time value of moneyThe time value of moneyThe time value of moneyThe time value of money    
In determing the transaction price, the entity has to adjust the amount of considertaion for 
the effects of the time value of money if the contract includes a significant financing 
component. Revenue is therefore recognised at an amount that reflects the price that a 
customer would have paid for the goods and services if the customer had paid cash when 
the goods and services transfer to the customer. To this end, the entity has to discount the 
promised consideration for the effect of the time value of money. 

6666.3.2.1.3.2.1.3.2.1.3.2.1    Determining if the finaDetermining if the finaDetermining if the finaDetermining if the financncncncing component is significanting component is significanting component is significanting component is significant    
To determine if the financing component is significant, the entity considers several factors, 
including both of the following: 
� the difference between the amount of promised consideration and the cash selling price; 

and 
� the combined effect of: 
 – the expected length of time between when the entity transfers the goods or services 

to the customer and when the customer pays for those goods or services; and 
 – the prevailing interest rates in the relevant market. 
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    Example 10.5: Financing componentExample 10.5: Financing componentExample 10.5: Financing componentExample 10.5: Financing component    
Sunshine Ltd sold goods to a customer for a total consideration of R121 000, payable 24 
months after delivery. The customer obtained control of the products on delivery. The cash 
selling price of the goods amounted to R100 000 and represents the amount that the 
customer would pay upon delivery instead of over 24 months.
CommentCommentCommentComments:s:s:s: 
� The contract includes a significant financing component. This is evident from the 

difference between the amount of promised consideration of R121 000 and the cash 
selling price of R100 000 on delivery of the goods. The difference amounts to R21 000 
and represents a 10% implicit interest rate in the contract (i.e. the 10% interest rate 
exactly discounts, over 24 months, the promised consideration of R121 000 to the cash 
selling price of R100 000 on delivery date).  

� Interest income of R21 000 is recognised by Sunshine Ltd over the 24 months. 
 

In the above example it is clear that a significant financing component exists because the 
customer receives and obtaines control of the goods  but the payment of the consideration 
is only due later (i.e. the length of time of time between the transfer of the goods and 
payment of the consideration is significant). A financing component in a contract may also 
exist in an opposite scenario than the one in the above example: a customer pays for the 
goods upfront but the goods are transfered to the customer at a later point in time. In such 
a case a contract liability (revenue received in advance liability) is recognised when 
the consideration is received by the entity. The contract liability is adjusted over the period 
with the interest expense (calculated using the implicit interest rate of the contract) until 
the goods or services are transferred to the customer. 

A contract will not have a significant financing component if, for example, the following 
conditions exist: 
� The customer paid in advance and the timing of the transfer is at the discretion of the 

customer. 
� A substantial amount of the consideration varies on the occurrence or non-occurrence of 

a future event that is not within the control of the customer or entity. 
Even though the contract has a significant financing component, it is not necessary to 
separate the financing component if the period between transfer of the goods or services 
and receipt of payment is expected to be less than one year. 

6666.3.2.2.3.2.2.3.2.2.3.2.2    Measuring Measuring Measuring Measuring aaaand recognising nd recognising nd recognising nd recognising the financing component the financing component the financing component the financing component     
The discount rate to be used is the rate that would be reflected in a separate financing 
transaction between the entity and the customer at contract inception. The discount rate 
should reflect the customer’s credit risk. After the contract inception the discount rate is 
not adjusted for changes in interest rates or other circumstances. 

The effects of financing (interest) are presented separately from revenue in the statement 
of profit or loss and other comprehensive income. Interest is accrued from the date that the 
entity recognised a contract asset (i.e. when the right to receive consideration is 
recognised). 
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    Example 10.6Example 10.6Example 10.6Example 10.6: The time value of money: The time value of money: The time value of money: The time value of money    
On 1 January 20.15, Brit Ltd sells a computer for R10 000 to a customer on credit, on the 
condition that the amount must be paid for on 31 December 20.16. Assume that the 
financing component of this transaction is significant. 
Brit Ltd’s incremental borrowing rate is 8% per annum. Brit Ltd determined that the discount 
rate that reflects the customer’s credit risk is 12% per annum. Assume that credit losses 
(impairment losses) on the trade receivable were not expected at any stage. 

CommentCommentCommentComment::::    
� Since the financing component is significant, the consideration is adjusted for the time 

value of money. The discount rate to be used is the rate that reflects the customer’s 
credit risk i.e. 12% per annum.  

Calculation of consideration without the Calculation of consideration without the Calculation of consideration without the Calculation of consideration without the financing componentfinancing componentfinancing componentfinancing component   
FV = 10 000  
n = 2  
i = 12  
PV = ? = 7 971,94 afgerond tot 7 972  
 RRRR     
Revenue (adjusted for the time value of money) 7 972  
Finance income over 24 months (R10 000 – R7 972) 2 028  
Total selling price 10 000  

  DrDrDrDr  CtCtCtCt     
  RRRR  RRRR   
 1 January 20.151 January 20.151 January 20.151 January 20.15          
 Trade receivable (SFP) (Fair value in terms of IFRS 9) 7 972  
 Revenue (P/L) 

Recognise income and trade receivable at fair value 
7 972  

 31 December 20.1531 December 20.1531 December 20.1531 December 20.15  
 Trade receivable (SFP) 957  
 Finance income (P/L) 

Recognise interest income to account for the effects of the time 
value of money 

957  

 31 December 20.1631 December 20.1631 December 20.1631 December 20.16          
 Trade receivable (SFP) 1 071  
 Finance income (P/L) 

Recognise interest income to account for the effects of the time 
value of money 

1 071  

 Bank (SFP) 10 000  
 Trade receivable (SFP) 

Recognise the consideration received 
10 000  

CommentCommentCommentComments:s:s:s: 
� IFRS 9 requires trade receivables to be initially measured at fair value.
� Interest is recognised on the effective interest rate method. 

 

6666.3.3.3.3.3.3.3.3    NonNonNonNon----cash cash cash cash considerationconsiderationconsiderationconsideration    
If the consideration received by the entity is not in cash, then the entity measures the non-
cash consideration at fair value (IFRS 13). If the entity cannot reasonably estimate the fair 
value of the non-cash consideration, it measures the considerations indirectly by reference 
to the stand-alone selling price of the goods or services promised to the customer. 
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    Example 1Example 1Example 1Example 10.70.70.70.7: Non: Non: Non: Non----cash considerationcash considerationcash considerationcash consideration    
On 1 April 20.16 a customer purchases a plant from Oak Ltd for a stand alone selling price 
of R8 000 000. The customer agreed with Oak Ltd that, instead of paying for the plant in 
cash, the customer will transfer a property it owns to Oak Ltd. The property therefore serves 
as consideration for the purchase of the plant. The fair value of the property on 1 April 20.16 
is R8 400 000. 

CommentCommentCommentComments:s:s:s: 
� If the criteria for recognising revenue on 1 April 20.16 are met, then Oak Ltd will 

recognise revenue for the sale of plant at an amount of R8 400 000 (fair value).  
� Instead of a debit to cash/bank, the debit will be to property in the statement of financial 

position of Oak Ltd. 
 

6666.3.4.3.4.3.4.3.4    Consideration payable to a customerConsideration payable to a customerConsideration payable to a customerConsideration payable to a customer    
Consideration payble to a customer is the amounts that an entity pays to a customer in the 
form of cash, credit or other items (such as coupons or vouchers) that the customer can 
apply against amounts owed to the entity. In determining how to account for the 
consideration payable it first has to be determined if the consideration payable is for the 
purchase of distinct goods or service from the customer. 

6.3.4.1 Consideration payable for distinct goods or service 
In this case the entity’s customer is also a supplier to the entity. The consideration payable 
to the customer for goods or services is therefore accounted as a purchase from a supplier. 
The income is recognised at the amount of consideration from the customer that the entity 
is entitled to in terms of IFRS 15. 

6.3.4.2 Consideration payable for distinct goods or service 
In this case the consideration receivable from the customer is reduced by the consideration 
payable to the customer. Therefore the revenue recognised from the sale to the customer is 
reduced by the consideration payable to the customer. Die reduction in consideration is at 
the later date of the revenue recognition or the consideration received from the customer. 

6666.4.4.4.4    Allocate the transaction price to the performance obligationsAllocate the transaction price to the performance obligationsAllocate the transaction price to the performance obligationsAllocate the transaction price to the performance obligations    (step 4)(step 4)(step 4)(step 4)    

6666.4.1.4.1.4.1.4.1    Allocating the transaction priceAllocating the transaction priceAllocating the transaction priceAllocating the transaction price    
Allocating the transaction price to performance obligations is only necessary where more 
than one performance obligation exists in a contract with a customer. The allocation of the 
transaction price is based on the stand-alone selling prices of the underlying goods or 
services and depicts the amount of consideration to which the entity expects to be entitled 
in exchange for satisfying each performance obligation. The best evidence of a stand-alone 
selling price is the observable price of goods or services when the entity sells those goods 
or services separately in similar circumstances and to similar customers. If the stand-alone 
selling prices are not directly observable, then the entity needs to estimate them based on 
suitable estimation methods (example expected cost plus relevant profit margin). 
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    Example 10.8Example 10.8Example 10.8Example 10.8: Allocation of transaction price: Allocation of transaction price: Allocation of transaction price: Allocation of transaction price    
Dream Motors Ltd enters into an agreement with customer A for the sale of a motor vehicle 
along with a three-year service plan for a total of R500 000. A customer may also acquire a 
motor vehicle without a service plan from Dream Motors Ltd a stand-alone selling price of 
R460 000. Dream Motors Ltd regularly sells a three-year service plan to customers at a 
stand-alone selling price of R50 000.    
CommentCommentCommentComments:s:s:s:    
� As discussed in Example 10.2, Dream Motors Ltd has two performance obligations (the 

delivery of a motor vehicle and the delivery of a service plan) which are accounted for 
separately for revenue purposes. 

� The total consideration from customer A of R500 000 is allocated to the two separate 
performance obligations based on the best estimate of the stand-alone selling prices.

AllocationAllocationAllocationAllocation    of transaction priceof transaction priceof transaction priceof transaction price 
 StandStandStandStand----    

alone selling alone selling alone selling alone selling 
pricepricepriceprice    

  RatioRatioRatioRatio        
Allocation of Allocation of Allocation of Allocation of     
transaction transaction transaction transaction     

pricepricepriceprice    
    

 RRRR      %%%%      RRRR        
Motor vehicle 460 000  90,20****  450 980^̂̂̂  
Three year service plan 50 000  9,80     49 020    
Total 510 000  100     500 000    

****    460 000/510 000 × 100 
^̂̂̂    500 000 × 90,20% 

     

Comment:Comment:Comment:Comment:    
� Revenue is recognised for these two performance obligations when the performance 

obligations are satisfiedsatisfiedsatisfiedsatisfied. 
 

The transaction price can be amended after inception of a contract. In such a case an entity 
allocates the transaction price change to the performance obligations on the same basis as 
at contract inception. A change in revenue is not recognised for changes in stand-alone 
selling prices of goods or services after contract inception.  

6666.4.4.4.4.2.2.2.2    Allocating a discountAllocating a discountAllocating a discountAllocating a discount    
A customer receives a discount when the sum of the stand-alone selling prices of the 
promised goods or services in the contract exceeds the transaction price. A discount given 
to a customer is allocated proportionately to all performance obligations on a relative stand-
alone selling price basis. 
In certain cases an entity may allocate a discount only to some performance obligations in 
the contract if all of the following criteria are met: 
� the entity regularly sells each distinct good or service (or each bundle of goods or ser-

vices) in the contract on a stand-alone basis;  
� the entity regularly sells, on a stand-alone basis, a bundle of some of those distinct 

goods or services at a discount to the stand-alone selling price of the goods or services 
in each bundle; 

� the discount ascribed to each bundle is substantially the same as the discount in the 
contract; and 
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� an analysis of the goods or services in each bundle provides observable evidence of the 
performance obligation to which the entire discount in the contract belongs. 

6666.4.3.4.3.4.3.4.3    Allocating variable considerationAllocating variable considerationAllocating variable considerationAllocating variable consideration    
Variable consideration promised in a contract may be attributable to the entire contract, or 
to a specific part of a contract. If variable consideration promised in a contract relates to the 
entire contract, then the variable consideration is allocated to all the performance 
obligtations in a contract based on the stand-alone selling prices of the promised goods or 
services in the contract.  

If variable consideration promised in a contract relates to a part of a contract, then the 
variable consideration is allocated to those specific performance obligations based on their 
stand-alone selling prices. 

This can be done only if the terms of the variable consideration specifically concern these 
performance obligations and the allocation of the consideration that the entity is obliged to 
receive, is reflected. 

6666.5.5.5.5    Satisfying the performance obligationsSatisfying the performance obligationsSatisfying the performance obligationsSatisfying the performance obligations    (step 5)(step 5)(step 5)(step 5)    
An entity recognises revenue when the entity satisfies a performance obligation. A 
performance obligation is satisfied when the entity transfers the promised goods or services 
to a customer thereby giving the customer control of that asset. 

By definition a customer obtains control of the asset when: 
� the customer has the ability to direct the use of the asset; and  
� the customer has the ability to receive substantially all the remaining benefits from the 

asset. 
A performance obligation can be satisfied at a point in time or over a period of time.  
IFRS 15 requires the entity to determine at contract inception firstly if the performance 
obligation is satisfied over time. If this is not the case, it is assumed that the performance 
obligation is satisfied at a point in time. 

6666.5.1.5.1.5.1.5.1    Performance obligation satisPerformance obligation satisPerformance obligation satisPerformance obligation satisfied over timefied over timefied over timefied over time    
A performance obligation is satisfied over time if one of the following criteria is met:  
� the customer simultaneously receives and consumes the benefits as the entity performs;  
� the entity’s performance creates or enhances an asset that the customer controls as the 

asset is created or enhanced; or 
� the entity’s performance does not create an asset with an alternative use to the entity, 

and the entity has an enforceable right to payment for performance completed to date. 
Once it is determined that the performance obligation is indeed satisfied over time, the 
entity recognises revenue over time based on the measure of the progress towards 
complete satisfaction of that performance obligation. In order to determine the measure of 
progress, the entity should apply a single method for each performance obligation and this 
should be applied consistently to similar performance obligations and in similar 
circumstances. The method to determine the measure of progress can be either the input 
method or the output method. 

  



Revenue from Contracts with Customers   305
  
  

Output method 

 Revenue recognition is based on the goods or 
services produced up to date. 
This method considers the results of appraisals, 
milestones reached or units produced. 

Measure of 
progress 

    

  

Input method 

 Revenue recognition is based upon the entity’s 
efforts or inputs. 
This method considers the resources consumed, 
labour hours expended, costs incurred or time 
lapsed. 

As circumstances change over time, an entity shall update its measure of progress to 
depict the entity’s performance completed to date. Such changes shall be accounted for as 
a change in accounting estimate in accordance with IAS 8 Accounting Policies, Changes in 
Accounting Estimates and Errors. 

In some circumstances, for instance in the early stages of a contract, the entity is unable 
to reasonably measure the outcome of a performance obligation, but the entity expects to 
recover the costs incurred in satisfying the performance obligation. The revenue recognised 
is therefore limited to the costs incurred until such time that the outcome can be measured. 

    Example 10.9Example 10.9Example 10.9Example 10.9::::    Measure of progressMeasure of progressMeasure of progressMeasure of progress    
Comp Ltd entered into the following contracts during the year ended 30 June 20.16: 

Contract 1:Contract 1:Contract 1:Contract 1:  
Comp Ltd entered into a contract with a customer on 1 July 20.15 to develop a software 
program for the customer. The development of the software is a single performance 
obligation. The transaction price of the contract is R500 000. The programmer sends 
monthly reports on the progress of the software development to management. On 30 June 
20.16 the evaluation report indicated that the software was 20% complete. Assume that the 
performance obligation is satisfied over time. 

CommentCommentCommentComment:::: 
Comp Ltd uses an output method, based on the evaluation report, to determine the measure 
of progress of the performance. The measure of progress is 20% based in the evaluation 
report. Therefore the revenue recognised by Comp Ltd for the year ended 30 June 20.16 
amounts to R100 000 (R500 000 × 20%). 

Contract Contract Contract Contract 2:2:2:2:  
Comp Ltd entered into a contract with a customer on 1 July 20.15 to develop a software 
program for the customer. The development of the software is a single performance 
obligation. The transaction price of the contract is R500 000. The programmer does not 
provide any monthly reports on the progress of the software development to management. 
Comp Ltd determines that the total cost of the development of the software amounts to 
R300 000. On 30 June 20.16 the actual costs spent to date on the software development 
amounted to R45 000. 
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    Example 10.9:Example 10.9:Example 10.9:Example 10.9:    Measure of progress (continued)Measure of progress (continued)Measure of progress (continued)Measure of progress (continued)    

CommentCommentCommentComment:::: 
Comp Ltd uses an input method, based on the costs incurred, to determine the measure of 
progress of the performance. The measure of progress is 15% (45 000/300 000) based on 
the costs incurred. Therefore the revenue recognised by Comp Ltd for the year ended 
30 June 20.16 amounts to R75 000 (R500 000 × 15%).    

Contract 3:Contract 3:Contract 3:Contract 3:  
Comp Ltd entered into a contract with a customer on 25 June 20.16 to develop a software 
program for the customer. The development of the software is a single performance 
obligation. The transaction price of the contract is R500 000. On 30 June 20.16 the 
outcome of the contract was uncertain and the recoverable costs spent to date amounted to 
R15 000. 

Comment:Comment:Comment:Comment: 
Since the outcome of the performance obligation cannot be determined, the income 
recognised should be limited to the recoverable costs incurred. Consequently income of 
R15 000 is recognised by Comp Ltd for the year ended 30 June 20.16 – an amount equal to 
the recoverable costs and no profit is recognised,    
 

6666.5.2.5.2.5.2.5.2    Performance obligations satisfied at a point in timePerformance obligations satisfied at a point in timePerformance obligations satisfied at a point in timePerformance obligations satisfied at a point in time    
If an entity does not satisfy a performance obligation over time it consequently satisfies the 
performance obligation at a point in time. The point in time when a performance obligation 
is satisfied by the entity, is the point in time that the customer obtains control of the asset 
in terms of the two requirements illustrated above, i.e. the customer has the ability to 
direct the use of the asset and has the ability to receive the benefit from the asset. In 
addition, an entity also considers the following indicators that control transferred to the 
customer: 
� The customer has a present obligation to pay for the asset. 
� The customer has accepted the asset. 
� The customer has significant risks and rewards of ownership of the asset.  
� The customer has physical possession of the asset. 
� The customer has legal title to the asset. 

 Example 10.10Example 10.10Example 10.10Example 10.10::::    Transfer of controlTransfer of controlTransfer of controlTransfer of control 
Dream Motors Ltd enters into a contract to sell a luxury motor vehicle to a customer. The 
delivery terms of the contract are free on board shipping point (i.e. legal title to the motor 
vehicle passes to the customer when the motor vehicle is handed over to the carrier). 

Comment:Comment:Comment:Comment: 
� The customer obtains control of the motor vehicle at the point of shipment. Although it 

does not have physical possession of the motor vehicle at that point, it has legal title to 
the motor vehicle.  

7777    Contract costsContract costsContract costsContract costs    

An entity can incur costs in order to obtain a contract and/or to fullfil a contract. The 
accounting treatment of such costs are discussed in more detail below: 
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7777.1.1.1.1    Costs to obtain a contractCosts to obtain a contractCosts to obtain a contractCosts to obtain a contract    
Costs to obtain a contract may include costs such as marketing costs, legal costs and sales 
commission paid. These costs can be recognised as an asset if: 
� the costs are incremental to obtaining the contract with a customer; and 
� the entity expects to recover those costs.  
The incremental costs of obtaining a contract are those costs that it would not have 
incurred if the contract had not been obtained (for example, payment of sales commission). 

The costs capitalised as an asset is amortised on a systematic basis (refer to 7.3 below). 
As a practical expedient, an entity may recognise the costs of obtaining a contract as an 
expense when incurred if the amortisation period of the asset is one year or less. 

7777.2.2.2.2    Costs to fullfil a contractCosts to fullfil a contractCosts to fullfil a contractCosts to fullfil a contract    
If the costs incurred to fullfil a contract with a customer are in the scope of another 
Standard, such as IAS 2, Inventories, an entity accounts for those costs in accordance with 
that Standard. If the costs incurred to fullfil a contract with a customer are not in the scope 
of another Standard, then IFRS 15, allows those costs to be recognised as an asset when: 
� the costs are directly related to a contract (or a specific anticipated contract);  
� the costs generate or enhance resources of the entity that will be used in satisfying the 

performance obligations; and 
� the costs are expected to be recovered. 

Direct costs include direct labour, direct raw material and costs directly related or 
chargeable to the contract. The following costs can not be recognised as an asset in terms 
of IFRS 15 and should be treated as an expense: 
� general and administrative costs (unless these costs are explicitly chargeable to the 

customer under the contract); 
� costs of wasted material, labour or other resources; 
� costs that relate to satisfied or partially satisfied performance obligations (i.e. costs that 

relate to past performance); and 
� costs for which the entity cannot distinguish whether the costs relate to unsatisfied 

performance obligations or satisfied performance obligations or partially satisfied 
performance obligations. 

7777.3.3.3.3    Amortisation and impairmentAmortisation and impairmentAmortisation and impairmentAmortisation and impairment    
If an entity recognises an asset for contract costs, the asset is amortised on a systematic 
basis, consistent with the pattern of transfer to the customer of the goods or services to 
which the asset relates. 

An entity shall update the amortisation to reflect a significant change in the entity’s 
expected timing of transfer to the customer of the related goods or services. Such a change 
shall be accounted for as a change in estimate in accordance with IAS 8, Accounting 
Policies, Changes in Accounting Estimates and Errors. 

An asset recognised for contract costs is also tested for impairment in terms of IFRS 15. 
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    Example 10.11Example 10.11Example 10.11Example 10.11::::    Contract costs Contract costs Contract costs Contract costs     
On 1 January 20.15, Comp Ltd enters into a five-year contract to provide outsource services 
for a customer’s information technology data. Comp Ltd incurs selling commission costs of 
R20 000 to obtain the contract with the customer. Before providing the services, the entity 
designs and builds a technology platform that interfaces with the customer’s systems. The 
initial costs incurred to set up the technology platform are as follows: 
 RRRR     
Hardware costs 220 000  
Software costs 40 000  

CommentCommentCommentComments:s:s:s:    
� The R20 000 selling commission paid by Comp Ltd is an incremental cost of obtaining 

the contract, and is recognised as an asset in terms of IFRS 15 since it cannot be 
capitalised in terms of another IFRS. The asset is amortised on a systematic basis over 
the term of the contract (five years). 

� The initial set-up costs of the technology platform relate primarily to activities to fulfil the 
contract but do not transfer goods or services to the customer. 

� The initial set-up costs of the technology platform are in the scope of other IFRSs and are 
accounted for in accordance with the other IFRSs: 

 • Hardware costs – accounted for in accordance with IAS 16 Property, Plant and 
Equipment. 

 • Software costs – accounted for in accordance with IAS 38 Intangible Assets.
 

8888    PresentationPresentationPresentationPresentation    

IFRS 15 provides guidance on the presentation of the following revenue related items in the 
statement of financial position: 

8888.1.1.1.1    Trade receivableTrade receivableTrade receivableTrade receivable    
A trade receivable is an entity’s unconditional right to consideration that arises when the 
entity transfers goods or services to a customer but the customer’s payment of the 
consideration is still outstanding. There is therefore no conditions attached to the payment 
of consideration to the entity. 

A trade receivable is accounted for in terms of IFRS 9. 

8888.2.2.2.2    Contract assetContract assetContract assetContract assetssss    
A contract asset is an entity’s conditional right to consideration that arises when the 
entity transfers goods or services to a customer but the customer’s payment of the 
consideration is still outstanding. In other words, the payment of consideration to the entity 
is dependent on the occurence of uncertain future events. The right is conditional on 
something other than the lapse of time. 

Contract assets are assessed for impairment in terms of IFRS 9. 
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    ExampleExampleExampleExample    10.1210.1210.1210.12: Presentation: Presentation: Presentation: Presentation    
On 1 January 20.15 Brit Ltd sold computer X and computer Z on credit to a customer for 
R200 000, on condition that computer X will be delivered first and the payment for 
computer X will be made when computer Z is also delivered. Therefore the consideration of 
R200 000 is only payable to Brit Ltd when both computers are delivered to the customer.  
On 31 March 20.15 Brit Ltd transferred computer X to the customer (the customer obtained 
control of computer X on this date). On 30 April 20.15 Brit Ltd transferred computer Y to the 
customer (the customer obtained control of computer Y on this date). At year end 30 June 
20.15 the consideration is still outstanding. Ignore the time value of money and impairment. 
Assume that credit losses (impairment losses) on the trade receivable were not expected at 
any stage. 
The promise to transfer computer X and computer Z to the customer is separate 
performance obligations. The transaction price of R200 000 is allocated to the computers 
based on the following stand-alone selling price:
Computer X: R120 000 
Computer Z: R80 000 

CommentCommentCommentComments:s:s:s:    
� Revenue for computer X and computer Z is recognised when the computer is transferred 

to the customer. Therefore revenue of R120 000 is recognised on 31 March 20.15 for 
computer X and revenue of R80 000 is recognised on 30 April 20.15 for computer Y. 

� Based on the terms of the contract, Brit Ltd has a conditional rightconditional rightconditional rightconditional right to consideration when 
computer X is transferred to the customers. Therefore on 31 March 20.15 a trade 
receivable is not recognised for the oustanding consideration for computer X but a 
contract assetcontract assetcontract assetcontract asset is recognised. When the condition is met with the delivery of computer Y 
on 30 April 20.15 to the customer, Brit Ltd has a unconditional rightunconditional rightunconditional rightunconditional right to consideration of 
R200 000 for both computers and a trade receivabletrade receivabletrade receivabletrade receivable is consequently recognised. 

  DrDrDrDr  CrCrCrCr     
  RRRR    RRRR     
 31 31 31 31 MarchMarchMarchMarch    20.1520.1520.1520.15      
 Contract asset (SFP) (computer X) 120 000  
 Revenue (P/L)  

Recognise a contract asset for conditional consideration 
 120 000  

 30 April 20.1530 April 20.1530 April 20.1530 April 20.15   
 Trade receivables (SFP) (computer X) 120 000  
 Contract asset (SFP) 

Recognise a trade receivable for unconditional consideration 
and derecognise the contract asset for computer X 

 120 000  

 Trade receivables (SFP) (computer Y) 
Revenue (P/L) 

80 000  

 Recognise a trade receivable for unconditional consideration for 
computer Y 

 80 000  

    

8888.3.3.3.3    Contract liabilitiesContract liabilitiesContract liabilitiesContract liabilities    
A contract liability arises when a customer pays consideration to the entity before the entity 
has transfered the goods or services to the customer. This is also referred to as “revenue 
received in advance”. In this case revenue is not recognised but instead the entity 
recognises a contract liability until the goods or services are transferred to the customer. 
The liability recognised therefore represent the entity’s obligation to deliver goods or 
services in the future, or to repay the amount of consideration to the customer. 
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9999    DisclosureDisclosureDisclosureDisclosure    

The objective of the disclosure requirements is for an entity to disclose sufficient 
information to enable users of financial statements to understand the nature, amount, 
timing and uncertainty of revenue and cash flows arising from contracts with customers. To 
achieve that objective, an entity shall disclose qualitative and quantitative information about 
all of the following: 

9999.1.1.1.1    Contracts with customers Contracts with customers Contracts with customers Contracts with customers     
An entity discloses the following amounts for the reporting period, unless those amounts are 
presented separately in the statement of profit or loss and other comprehensive income in 
accordance with other Standards: 
� revenue recognised from contracts with customers, (separately disclosed); and 
� any impairment losses recognised on any receivables or contract assets. 
In terms of contracts with customers, the entity also has to provide information about the 
following: 
� Disaggregation of revenue; 
� Contract balances; 
� Performance obligations;  
� Transaction price allocated to remaining performance obligations. 

9999.2.2.2.2    Significant judgements, and changes in the judgementsSignificant judgements, and changes in the judgementsSignificant judgements, and changes in the judgementsSignificant judgements, and changes in the judgements    
The entity discloses information regarding: 
� Determining the timing of satisfying performance obligations; and 
� Determining the transaction price and amounts allocated to performance obligations. 

9999.3.3.3.3    Assets recognised from the costs to obtain or fulfil a Assets recognised from the costs to obtain or fulfil a Assets recognised from the costs to obtain or fulfil a Assets recognised from the costs to obtain or fulfil a contractcontractcontractcontract    
The entity discloses information regarding the: 
� Closing balance of such assets; 
� Determining the amortisation method; 
� Amount of amortisation and impairment; and 
� Judgements used in determining those costs incurred. 
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10101010    Short and sweetShort and sweetShort and sweetShort and sweet 
 

Five-step revenue model 

Performance obligation is satisfied at a point in time when:
� Customer controls the asset as it is created/enhanced by the entity; or 
� Entity does not create an asset with an alternative use.

Combination contract
Account as a single contract when: 
� Entered into at the same time; 

and 
� Contracts have a single 

commercial objective; or 
� Consideration depends on price 

of other contract; or 
� Goods/services under contracts 

is a single performance 
obligation. 

Contract costs 
Recognise an asset when: 
� the cost  is incremental to 

receiving the contract; 
� The cost is not in the scope of 

another IFRS; and 
� Costs are directly related to the 

contract; and 
� Costs generate resources that 

help fulfil the performance 
obligations; and 

� Costs are recoverable. 

Modification is a separate contract when: 
� Goods/services are distinct; and 
� Consideration reflects stand-alone selling prices of goods/services. 

CONTRACT 

Performance obligations in a contract accounted for separately when: 
� The goods/services are distinct; and 
� Goods/services are not highly dependent on other goods/services and 

are not significantly modified to fulfil the contract. 

DETERMINE 
TRANSACTION PRICE 

ALLOCATE 
TRANSACTION PRICE 

� Allocate transaction price to separate performance obligations 
based on stand-alone selling prices. 

� Allocate discount (sum of stand-alone selling prices > transaction 
price) to all separate performance obligations. 

� Allocate contingent amount to distinct goods/services when 
contingent amount relates to a specific performance obligation and 
allocation reflects the amount the entity is entitled to. 

RECOGNISE REVENUE 

Recognise revenue when performance obligation is satisfied by 
transferring control of the asset to the customer. 

Performance obligation is satisfied over time: 
� Recognise revenue over time by measuring the progress towards 

completion. 

SEPARATE  
PERFORMANCE 
OBLIGATIONS 
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1111    EvaluationEvaluationEvaluationEvaluation    criteria criteria criteria criteria     

� Understand and apply the accounting terminology related to employee benefits in 
practical situations. 

� Define and discuss the different categories of employee benefits. 
� Apply the recognition and measurement principles and account for the different 

categories of employee benefits (with the focus on short term employee benefits). 
� Understand the difference between defined contribution plans and defined benefit plans. 
� Present and disclose employee benefits in the annual financial statements of an entity. 
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2222    Schematic Schematic Schematic Schematic rerererepresentation of presentation of presentation of presentation of IAS 19IAS 19IAS 19IAS 19    
 

Objective 
� Prescribe the recognition, measurement and disclosure requirements of employee benefits. 
� The standard deals with employee benefits from the viewpoint of the employer. 

      

Recognition 
� Accounting treatment is prescribed for each of the four categories of employee benefits. 

      

(1) Short-term employee benefits 
� Recognise the undiscounted amount of employee benefits when the related service has been 

rendered. 
� Recognise an expense together with an accrued expense (liability) after deducting any 

amounts already paid. 

      

Short-term compensated absences 
� Annual or other leave; 
� Recognise an expense/accrued expense 

once service has been rendered; 
� Accumulating or non-accumulating; 
� Vesting or non-vesting benefits. 

  Profit sharing and bonus plans 
� Recognise an expense/accrued expense 

once service has been rendered; AND 
� entity has a legal/constructive obligation 

to make payment as result of a past 
event; AND 

� a reliable estimate of the obligation is 
possible. 

    

(2) Post-employment benefits 
� Employee benefits, which are payable after the completion of employment. 
� Two categories: defined contribution plans and defined benefit plans: 

      
Defined contribution plans 

� Amount payable on retirement =  
 cumulative contributions to the fund  
 +  
 investment earnings thereon. 

  Defined benefit plans 
� Amount payable on retirement =  
 determined using a formula based on 

employees’ remuneration and/or years 
of service. 

      

(3) Other long-term employee benefits 
� Employee benefits that are not expected to be settled wholly within 12 months after the end of 

the annual reporting period during which the employees rendered the related service. 

      

(4) Termination benefits 
� Employee benefits payable as a result of either an entity’s decision to terminate an employee’s 

employment before retirement OR an employee’s decision to accept voluntary redundancy in 
exchange for the benefits. 

3333    BackgroundBackgroundBackgroundBackground    

Benefits provided in exchange for services rendered by employees whilst employed, as well as 
benefits provided subsequent to employment, can take on many forms. Some employment 
benefits even include benefits paid to either employees or their dependants.  
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 In terms of IAS 19, these employee benefits can be classified into the following main 
categories: 
� short-term employee benefits; 
� post-employment benefits; 
� other long-term employee benefits; and 
� termination benefits. 

Because each category of employee benefit identified in terms of IAS 19 has different 
characteristics, IAS 19 establishes separate requirements and accounting treatments for 
each category. Consequently, the different categories are dealt with on an individual basis 
in this chapter.  

4444    ShortShortShortShort----term employee benefitsterm employee benefitsterm employee benefitsterm employee benefits    

Short-term employee benefits are employee benefits (other than termination benefits) that 
are expected to be settled wholly within 12 months after the end of the annual 
reporting period in which the employees rendered the related service. 

Short-term employee benefits include items such as: 
� wages, salaries and contributions to funds from the employer; 
� paid annual leave and paid sick leave; 
� profit sharing and bonuses; and 
� non-monetary benefits (such as medical care, housing, cars and free or subsidised goods 

or services) for employees currently employed by the entity. 

The definition of short term employee benefits require that only benefits expected to be 
settled wholly within 12 months after the end of the annual reporting period, to be 
classified as such. The standard does not specify what is meant by the term “wholly”; 
whether this applies to an individual employee or to the total benefit for all employees. The 
authors are of the opinion that it should reflect the characteristics of the benefits, therefore 
classifying the benefit as a whole. 

An entity does not need to reclassify short-term employee benefits if the timing of the 
settlement of the benefits changes temporarily. However, if the characteristics of the 
benefits change or the change in the expected timing of the settlement of the benefits are 
not temporary, the entity must consider if the benefits still meet the definition of short-term 
benefits and will most probably be classified as other long-term benefits. Refer to section 6 
for a discussion on other long-term employee benefits. 

Accounting for short-term employee benefits is generally straightforward because no 
actuarial assumptions are required to measure the obligation or the cost and there is no 
possibility of any actuarial gain or loss. In addition, short-term employee benefits are 
measured at an undiscounted basis. 

The depreciation on a vehicle that is used as a fringe benefit of an employee is a non-
monetary benefit as mentioned above. The depreciation of such a vehicle should rather be 
classified as employee benefits in the statement of profit or loss and other comprehensive 
income.  
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4.14.14.14.1    Recognition and measurementRecognition and measurementRecognition and measurementRecognition and measurement    

4.1.14.1.14.1.14.1.1    All shortAll shortAll shortAll short----term employee benefitsterm employee benefitsterm employee benefitsterm employee benefits    

 When an employee has rendered services to an entity during an accounting period 
(for example in exchange for a salary), the entity must recognise the undiscounted amount 
of short-term employee benefits expected to be paid in exchange for those services by 
raising an expense together withtogether withtogether withtogether with a corresponding liability (accrued expense) after deducting 
any amount already paid. An expense should be raised unless another standard requires or 
permits the inclusion of the benefits in the cost of the asset – see for example IAS 2 
Inventories paragraph 12 and IAS 16 Property, Plant and Equipment paragraph 17. 

 

    Example 1Example 1Example 1Example 11111.1.1.1.1: : : : Salary and the employeeSalary and the employeeSalary and the employeeSalary and the employee’’’’s cost to the companys cost to the companys cost to the companys cost to the company    
Mr Salary is an employee in the employ of Entity X. The following is the salary slip of Mr Salary 
for July 20.13: 
  RRRR     
Gross salary 10 000  
Provident fund contribution (750)  
Medical aid fund contribution (900)  
Unemployment insurance fund contribution (100)  
Employee tax (2 000)  
Net salary paid over to Mr Salary 6 250  

Entity X contributes the same amount as the employee to the provident fund, the 
unemployment insurance fund and the medical aid. 

 

Contributions by Entity X:Contributions by Entity X:Contributions by Entity X:Contributions by Entity X:     RRRR     
Provident fund contribution 750  
Medical aid fund contribution 900  
Unemployment insurance fund contribution 100  
The journal entries to account for the salary of Mr Salary and the payment thereof are the 
following: 
   DrDrDrDr          CrCrCrCr   
  RRRR          RRRR   
Short-term employee benefit cost (P/L) 10 000   
 Provident fund – payable (SFP)  750  
 Medical aid fund – payable (SFP)  900  
 SARS – payable (SFP)  2 000  
 Unemployment insurance fund – payable (SFP)  100  
 Salary due to employee (SFP)  6 250  

 Create obligations for amounts deducted from gross salary by 
Entity X, before the net salary is paid to Mr Salary 

   

 Short-term employee benefit cost (P/L) 1 750   
 Provident fund – payable (SFP)  750  
 Medical aid fund – payable (SFP)  900  
 Unemployment insurance fund – payable (SFP)  100  
Recognise employer’s contributions in respect of sundry items of 
Mr Salary for the month 
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    Example 11.1: Salary and the employee’s cost to the company (contiExample 11.1: Salary and the employee’s cost to the company (contiExample 11.1: Salary and the employee’s cost to the company (contiExample 11.1: Salary and the employee’s cost to the company (continnnnued)ued)ued)ued)    
   DrDrDrDr         CrCrCrCr     
  RRRR        RRRR     

 Provident fund – payable (SFP) (750 + 750) 1 500    
Medical aid fund – payable (SFP) (900 + 900) 1 800    
SARS – payable (SFP) 2 000    
Unemployment insurance fund – payable (SFP) (100 + 100) 200    
Salary due to employee (SFP) 6 250    
 Bank (SFP)   11 750  

 Pay salary and deductions and contributions by employer over to 
relevant creditors 

    
      

For Entity X, the total cost (cost to company) to have Mr Salary in its employment for the 
above month, would be calculated as follows: 
   RRRR   
Gross salary (includes net salary and all deductions) 10 000  
Contributions by Entity X:Contributions by Entity X:Contributions by Entity X:Contributions by Entity X:     
Medical aid fund contribution 900  
Provident fund contribution 750  
Unemployment insurance fund contribution 100  

Employee benefit cost for company 11 750  

CommentCommentCommentCommentssss: 
� Several methods exist to account for the above, but only one is illustrated here. 
� The fact that the salary of Mr Salary is utilised to pay contributions to funds and taxation 

will not change the fact that Entity X still pays a gross salary of R10 000 to him. The 
deductions funded by the employee therefore do not influence the gross salary of 
Mr Salary. 

� The employer’s contributions to the respective funds increase the total cost related to 
the services of the employee to above his gross salary – it represents the so-called “cost 
to company”.    

 

    Example 1Example 1Example 1Example 11111.2: Short.2: Short.2: Short.2: Short----term employee benefitsterm employee benefitsterm employee benefitsterm employee benefits            
Wimble Ltd pays over salaries to employees on the first working day of each calendar 
month. The company’s year-end falls on 31 December. The total salary bill for 
December 20.13 amounted to R100 000 and this amount will be paid over on 
2 January 20.14. The journal entry as at 31 December 20.13 to account for the above will 
be as follows: 

 DrDrDrDr       CrCrCrCr   
31 December 20.131 December 20.131 December 20.131 December 20.13333         RRRR       RRRR     
Short-term employee benefit cost (P/L)# 100 000   

  Accrued expenses (SFP) 100 000 
If for some reason, say R20 000 of the R100 000 was paid over on 30 December 20.13 (i.e. 
before 31 December 20.13), the journal entries up to 31 December 20.13 would be as 
follows: 
33331111    December 20.1December 20.1December 20.1December 20.13333        
Short-term employee benefit cost (P/L)# 

 
20 000 

 

  Bank (SFP) 20 000 
   



318   Introduction to IFRS – Chapter 11 
  

    Example 1Example 1Example 1Example 11111.2: Short.2: Short.2: Short.2: Short----term employee benefits (contiterm employee benefits (contiterm employee benefits (contiterm employee benefits (continnnnued)ued)ued)ued)    
    DrDrDrDr       CrCrCrCr     

31 December 20.131 December 20.131 December 20.131 December 20.13333      RRRR      RRRR   
Short-term employee benefit cost (P/L)# 80 000 

  Accrued expenses (SFP)  *80 000 
 * (100 000 – 20 000 already paid) 

# Note that this amount need not necessarily be expensed, but can also be capitalised to 
the cost of an asset, provided it is required or permitted in terms of IFRSs (IAS 2 and 
IAS 16 for example).  

In the event of short-term compensated absences, profit sharing and bonus plans, the basic 
rules on short-term employee benefits may require slight modifications to ensure proper 
application. These are discussed below. 

4.1.24.1.24.1.24.1.2    ShortShortShortShort----term compensated absencesterm compensated absencesterm compensated absencesterm compensated absences    
Short-term compensated absences refer to annual or other leave and can be classified as 
either: 
� accumulating compensated absences (leave); or 
� non-accumulating compensated absences (leave). 

 Accumulating compensated absencesAccumulating compensated absencesAccumulating compensated absencesAccumulating compensated absences are compensated absences that can be carried 
forward to future periods if the entitlement of the current period is not used in full. 

For example, ten days’ paid annual leave (accumulating) not utilised in full in the current 
year, can be carried forward to the next year and utilised then. 

 NonNonNonNon----accumulating compensated absencesaccumulating compensated absencesaccumulating compensated absencesaccumulating compensated absences do not carry forward, and on the basis of 
the information in the above example, it means that any unutilised paid annual leave from 
the current year will lapse at the end of the current year and cannot be utilised in the 
following year. 

Accumulating compensated absences may be classified as vesting and non-vesting. 

 Vesting benefitsVesting benefitsVesting benefitsVesting benefits are benefits where employees are entitled to a cash payment upon 
leaving the entity. NonNonNonNon----vesting benefitsvesting benefitsvesting benefitsvesting benefits are benefits where employees are not entitled to a 
cash payment upon leaving the entity. 

When accounting for the accumulating compensated absences (leave), the expected cost of 
the benefit must be recognised when the employees render service that increases their 
entitlement to future compensated absences. The amount is measured as the additional 
amount an entity expects to pay as a result of the unused entitlement that has already 
accumulated at the end of the reporting period. The basic formula to calculate this would be: 

Amount = Expected number of days leave to be taken/paid out × tariff per day. 

Note that the basic formula presented above distinguishes between days’ leave to be taken 
and days’ leave to be paid out. Depending on which of the two options the employer 
believes would arise, the tariff used to measure the leave pay accrual would differ. A 
combination of the two options would also be possible. 
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If the employer expects employees to have all accumulated leave paid out in cash, the 
employer will use a tariff based on the gross basic salary of these employees to measure 
the leave pay accrual (unless in rare circumstances the leave conditions specify something 
else). However, if the employees are expected to be absent during the accumulated 
leave days (i.e. take time off), the tariff used to measure the leave pay accrual will be 
based on the “cost to company” amount for employees – this would be the basic gross 
salary plus the additional contributions paid by the employer. This is the case because the 
employer will still be required to make contributions to the pension fund, medical aid fund, 
etc., during the absence of the employees. 

    Example 1Example 1Example 1Example 11111.3:.3:.3:.3:    Vesting shortVesting shortVesting shortVesting short----term accumulated compensated absencesterm accumulated compensated absencesterm accumulated compensated absencesterm accumulated compensated absences        
Entity X permanently employs one employee, namely Mr Y. Mr Y receives a gross salary of 
R330 000 per year (cost to company is R350 000 per year) and is entitled to leave of 
20 working days a year. This leave benefit can be carried forward to the next year if not 
utilised in the current year. Assume that there are 261 working days in a year and that the 
company expects Mr Y to take all leave days due in the following year. All leave payments are 
therefore correctly classified as short-term employee benefits. Since Mr Y’s leave can be 
carried forward to the next year, it is accumulatingaccumulatingaccumulatingaccumulating in nature.  

Case 1: Mr Y takes no holiday leave for the year ended 31 December 20.1Case 1: Mr Y takes no holiday leave for the year ended 31 December 20.1Case 1: Mr Y takes no holiday leave for the year ended 31 December 20.1Case 1: Mr Y takes no holiday leave for the year ended 31 December 20.13333    
Mr Y will receive his full gross salary and the employer contributions will continue during his 
absence. All the contributions and deductions are paid over. The journal entries to account 
for this would be the following (all inclusive):

   DrDrDrDr    CrCrCrCr     
   RRRR      RRRR   
 Short-term employee benefit cost (P/L) 350 000  
 Bank (SFP)  350 000  
 Recognise the total salary cost of Mr Y as an expense for the 

year 
 

The fact that Mr Y did not utilise his leave during 20.13, but plans to take it in 20.14 and 
thereafter, means that an accrual for leave pay must be created for the leave to be carried 
forward to the next year (20.14). Assume that the expected salary increase for 20.14 will be 
8%. The journal entry to create the accrual is the following: 

   DrDrDrDr    CrCrCrCr     
   RRRR      RRRR   
 Short-term employee benefit cost (P/L) 28 966  

Accrual for leave pay (SFP) (350 000 × 1.08/261 × 20) 28 966  
 Recognise the accrued leave pay of Mr Y for the year   

The effect of the second journal entry is that the employee benefit cost of 20.13 would 
increase, as Mr Y did not use his annual leave, but had it carried forward to the next year.  

CommentCommentCommentCommentssss: 
� From an accounting perspective, the additional expense relates to the additional 

revenue generated by the fact that Mr Y did not take his leave in 20.13 and therefore 
worked and generated income for the entity during the time when he should have taken 
leave.  

� The gross salary of Mr Y is based on the assumption that he should only be present at 
work for 241 of the 261 working days in a year. The accrued expense increases the 
employee benefit cost, as Mr Y was present at work for 261 working days of the year.    
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    Example 1Example 1Example 1Example 11111.3: Vesting short.3: Vesting short.3: Vesting short.3: Vesting short----term term term term accumulated compensated absences (continued)accumulated compensated absences (continued)accumulated compensated absences (continued)accumulated compensated absences (continued)    
� When the leave of both the previous year and the current year (or part of it) is taken in a 

following year (say 20.14), Mr Y will be present at work for less than 241 working days. 
The accrued expense will reverse, as leave is taken, and the employee benefit cost for 
the year will be reduced accordingly. The accrued leave pay that would arise during 
20.13 will increase the employee benefit cost in respect of the period of leave not taken 
by the employee. 

� ShoShoShoShould the company expect Mr Y to have all accumulated leave days paid out in cashuld the company expect Mr Y to have all accumulated leave days paid out in cashuld the company expect Mr Y to have all accumulated leave days paid out in cashuld the company expect Mr Y to have all accumulated leave days paid out in cash    
((((Assume that tAssume that tAssume that tAssume that the entity’s policy is to pay it during the first month of the next financial he entity’s policy is to pay it during the first month of the next financial he entity’s policy is to pay it during the first month of the next financial he entity’s policy is to pay it during the first month of the next financial 
year):year):year):year): 

 A tariff based on the gross basicbasicbasicbasic salary of Mr Y should be used to measure the leave pay 
accrual (unless in rare circumstances the leave conditions specify something else). The 
journals for 20.13 should then be as follows: 

    DDDDrrrr         CrCrCrCr     
    RRRR        RRRR     
 Short-term employee benefit cost (P/L) 350 000    
 Bank (SFP)  350 000  
 Recognise the total salary cost of Mr Y as expense for the 

year – similar to Case 1 
   

 Short-term employee benefit cost (P/L) 25 287   
 Accrual for leave pay (SFP) (330 000330 000330 000330 000/261 × 20)   25 287  
 Recognise the accrued leave pay of Mr Y for the year – Gross 

salary should be used as discussed to calculate the leave pay 
provision. 

   

 
Case 2:Case 2:Case 2:Case 2:        50% of the accumulated leave for the current year as well as the full annual leave 50% of the accumulated leave for the current year as well as the full annual leave 50% of the accumulated leave for the current year as well as the full annual leave 50% of the accumulated leave for the current year as well as the full annual leave 
accumaccumaccumaccumuuuulated during 20.1lated during 20.1lated during 20.1lated during 20.13333    is taken in 20.is taken in 20.is taken in 20.is taken in 20.14141414    
Assume in this case that Mr Y takes his full accumulated leave of 20.13, as well as 50% of 
his leave from the current year, in the 20.14 financial year. It is company policy to first utilise 
the accrued leave pay from the previous year, before utilising the accrued leave pay for the 
current year. Assume there is a salary increase of 10% expected in 20.15. 
Mr Y will once again receive his full gross salary (assume this is now R378 000 after a salary 
increase of 8% from the previous year). The journal entries to account for the above would 
be the following (all inclusive): 

         DrDrDrDr      CrCrCrCr    
        RRRR      RRRR    
 Short-term employee benefit cost (P/L) 378 000   
 Bank (SFP)    378 000 
 Recognise the gross salary of Mr Y as an expense for the 

year  
   

The accrued leave pay of R28 966 for 20.13 already appears in the records of Entity X. The 
whole accrued expense of 20.13 will be utilised in 20.14 in terms of the company’s policy 
for the utilisation of leave, as well as 50% of the leave accrued in 20.14. The closing 
balance of the accrued leave pay that arose in 20.14, will therefore amount to R14 483 at 
the end of 20.14 and the whole accrued leave pay expense of the previous year will reverse. 

        DrDrDrDr        CrCrCrCr    
        RRRR        RRRR    
 Accrual for leave pay (SFP  28 966   
 Short-term employee benefit cost (P/L)   28 966 
 Write back leave pay accrual for 20.13 in 20.14    
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        Example 1Example 1Example 1Example 11111.3: Vesting short.3: Vesting short.3: Vesting short.3: Vesting short----term accumulated compensated absences (continued)term accumulated compensated absences (continued)term accumulated compensated absences (continued)term accumulated compensated absences (continued)    
    DrDrDrDr        CrCrCrCr    
   RRRR      RRRR    
 Short-term employee benefit cost (P/L) [378 000 × 1.1/261 × 20] × 

50% 
15 931   

 Accrual for leave pay (SFP)  15 931
 Recognise the remaining accrued leave pay of Mr Y for 20.14 not 

utilised in the current year (20.14) 
   

CommentCommentCommentCommentssss:  
� The total employee benefit cost for the year would be R364 965, 

i.e. R378 000 – R28 966 + R15 931.  
    
    

In the case of vesting benefits, the total amount of the benefits must generally be raised as 
a liability. The fact that accumulating compensated absences may be non-vesting does not 
affect the recognition of the related obligation, but measurement of the obligation must 
also take into account the possibility that employees could leave before using an 
accumulated non-vesting entitlement.  

The above is presented as follows: 

 Short-term compensated absences  

     

Accumulating short-term compensated 
absences 

 Non-accumulating short-term 
compensated absences 

     

 Vesting  Non-vesting  Employee not entitled to cash 
payment on leaving entity 

 

    

Employee entitled 
to cash payment 
upon leaving the 

entity 

 Employee not 
entitled to cash 
payment upon 

leaving the entity 

 Recognise only if 
leave will be taken 

in current leave 
cycle 

 

   

Recognise entire 
liability at current 

salary rate 

 Recognise amount 
that will probably 

be paid 

 

Since, per definition, the liability amount for accumulating short-term compensated absences 
is expected to be settled within 12 months after the end of the annual reporting period in 
which the services were rendered, it is always classified as a current liability. 
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    Example 1Example 1Example 1Example 11111.4: .4: .4: .4: Various scenarios of Various scenarios of Various scenarios of Various scenarios of annual leave and related liabilities annual leave and related liabilities annual leave and related liabilities annual leave and related liabilities     
Strike Ltd has 50 employees, who are each entitled to ten working days’ non-vesting paid 
annual leave for each completed year in service. Unused paid annual leave may be carried 
forward for one calendar year. Paid annual leave is first taken out of the previous year’s 
entitlement and then out of the current year’s entitlement. At 31 December 20.13, the 
average unused entitlement is four days per employee. Based on past experience, the entity 
expects that 36 employees will take ten days of paid annual leave in 20.14, that four 
employees will resign during the next year before taking their leave and that the remaining 
10 employees will each take an average of 14 days’ paid leave.  
The above scenario will (depending on the circumstances) lead to the following liabilities 
being raised (see journals) at 31 December 20.13: 
� As 46 (36 + 10) are expected to utilise (using FIFO) the four days’ entitlement per employee 

as at 31 December 20.13, the following leave pay liability must be raised: 
 4 days × R60/day × (36 + 10) employees = R11 040. 

  DrDrDrDr  CrCrCrCr      
  RRRR  RRRR      
 Short-term employee benefit cost (P/L) 11 040   
 Accrued leave pay (SFP)  11 040  

� If paid annual leave was taken first from the current year’s (20.14) entitlement (LIFO 
utilisation), the liability to be raised will be much less, as only employees taking more leave 
than the current year’s allocation will give rise to a liability in respect of paid annual leave. 
The following leave pay liability would then be raised: 
4 days × R60/day × 10 employees = R2 400.

  DrDrDrDr   CrCrCrCr    
  RRRR   RRRR      
 Short-term employee benefit cost (P/L) 2 400   
 Accrued leave pay (SFP)  2 400  

� If the unused leave pay can be carried forward indefinitely (and assuming a vesting benefit), 
the liability raised would be the following: 
(40 + 10) × R60/day × 4 days = R12 000. 

  DrDrDrDr    CrCrCrCr     
  RRRR    RRRR     
 Short-term employee benefit cost (P/L) 12 000   
 Accrued leave pay (SFP)  12 000  
    

Non-accumulating compensated absences do not carry forward, but lapse if not utilised 
in the current year. These benefits do not entitle employees to a cash payment upon 
leaving the entity. Common examples of these compensated absences include maternity 
leave, paternity leave and compensated absences for military service. An entity recognises 
no liability or expense until the time of such absence, as employee service does not increase 
the amount of the benefit. 
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4.1.34.1.34.1.34.1.3    Profit sharing and bonus plansProfit sharing and bonus plansProfit sharing and bonus plansProfit sharing and bonus plans    

 Although the recognition of the expected cost of profit sharing and bonus payments is 
similar to that associated with other short-term employee benefits, IAS 19.19 introduces two 
additional criteria that must be met before recognition may take place, namely: 
� The entity must have a present legal or constructive obligation to make such payments as a 

result of past events. 
� A reliable estimate of the obligations must be possible. 

The difference between a legal and a constructive obligation may be illustrated by 
using a bonus payment. Should an employee be entitled to a thirteenth cheque in terms of 
his contract of employment, this would constitute a legal obligation. 

However, should the contract of employment not mention a thirteenth cheque, but the 
entity has an established practice of paying thirteenth cheques, the latter would constitute a 
constructive obligation. The entity has no realistic alternative but to make the payment. 

A reliable estimate of the expense associated with the legal or constructive obligation 
under a profit sharing or bonus plan can be made, when and only when: 
� the formal terms of the plan contain a formula for determining the amount of the benefit; 

and 
� the entity determines the amounts to be paid before the financial statements are 

authorised for issue; or 
� past practice gives clear evidence of the amount of the entity’s constructive obligation. 
Some profit-sharing plans require employees to remain in the entity’s service for a specified 
period in order to receive a share of the profit. Such plans result in a constructive obligation 
as employees render service which increases the amount payable if they remain in service 
until the end of the specified period. 

If profit-sharing and bonus plans are not wholly payable within 12 months after the 
end of the annual reporting period during which the employees render the related 
service, the amounts are classified as other long-term employee benefits.  

    Example 1Example 1Example 1Example 11111.5: Short.5: Short.5: Short.5: Short----term employee benefits and bonus plansterm employee benefits and bonus plansterm employee benefits and bonus plansterm employee benefits and bonus plans    
Jordin Ltd is a nursery in Pretoria with a 31 December year end. Currently, the company has 
30 staff members, of whom 18 are gardeners, 10 are administrative personnel and two are 
managers. 
The basic salaries (excluding the bonuses) of the employees are as follows: 
Type of workType of workType of workType of work    Basic salary perBasic salary perBasic salary perBasic salary per    

eeeemmmmployee per ployee per ployee per ployee per 
yearyearyearyear    

 RRRR   
Gardeners 70 000  
Administrative and sales personnel 120 000  
Managers 220 000  
The gardeners and administrative personnel are each entitled to 20 working days’ paid 
holiday leave per year, of which five days may be transferred to the next year. The leave 
carried forward is not paid out if the employee leaves or retires. The managers are entitled 
to 25 working days’ paid holiday leave per year, with no limit on transferring leave to 
subsequent years, which is payable on resignation or retirement. All employees are entitled to 
ten working days’ paid sick leave per year that expires if not taken. 
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    Example 1Example 1Example 1Example 11111.5: Short.5: Short.5: Short.5: Short----term employee benefits and bonus plans (continued)term employee benefits and bonus plans (continued)term employee benefits and bonus plans (continued)term employee benefits and bonus plans (continued)    
Experience has indicated that gardeners take on average 18 days of ordinary leave per year; 
the administrative personnel take 14 days each, while the managers take 17 days each. On 
average, employees take four days’ sick leave per year. Because of work pressure, employees 
are expected to utilise only 60% of leave carried forward. Leave is taken on a first-in, first-out 
basis and it is assumed that leave will be taken within 12 months after the end of the 
annual reporting period during which the employees rendered the related service. 
Bonuses (cash) are paid at the end of December and are calculated on the number of 
service years per employee as follows: 
Service yearsService yearsService yearsService years  BenefitBenefitBenefitBenefit  
1 to 5 years 100% of monthly basic salary 
6 to 10 years 120% of monthly basic salary 
More than 10 years 150% of monthly basic salary 
 
The service years of the employees are as follows: 
Service yearsService yearsService yearsService years      GardeGardeGardeGardennnnersersersers      Administrative Administrative Administrative Administrative     

persopersopersopersonnnnnelnelnelnel    
  ManaManaManaManaggggersersersers    

1 to 5 years  5*  3# –
6 to 10 years  8  3 –
more than 10 years  5  4 2
  18  10  2   
* Including two workers who started working on 1 July 20.13, entitled to 50% of a year’s 

allocation. 
# Including one worker who started working on 1 December 20.13, entitled to one twelfth 

of a year’s allocation. 
Bonuses are thus paid pro rata if an employee has worked for less than a year. The three 
employees that were employed during the current year took their full pro rata leave benefits. 
Assume that a calendar year consists of 266 working days. 
The short-term employee benefits of Jordin Ltd for the year ended 31 December 20.13 are 
calculated as follows: 
Basic salariesBasic salariesBasic salariesBasic salaries     RRRR     
Gardeners:   [(16 × 70 000) + (2 × 70 000 × 6/12)] 1 190 000  
Administrative staff:  [(9 × 120 000) + (1 × 120 000 × 1/12)] 1 090 000  
Managers:   (2 × 220 000) 440 000  
 2 720 000  
  DrDrDrDr    CrCrCrCr     
  RRRR     RRRR     

 Cumulative journal for 20Cumulative journal for 20Cumulative journal for 20Cumulative journal for 20.13.13.13.13        
 Short-term employee benefit cost (P/L)  2 720 000   
  Bank (SFP)   2 720 000  

BonusesBonusesBonusesBonuses      RRRR   
Gardeners: [(70 000/12 × 3) + (70 000/12 × 2 × 6/12) +      
 (70 000/12 × 1,2 × 8) + (70 000/12 × 1,5 × 5)] 123 083  
Administrative staff: [(120 000/12 × 2) + (120 000/12 × 1/12 × 1) +    
 (120 000/12 × 1,2 × 3) + (120 000/12 × 1,5 × 4)] 116 833  
Managers: (220 000/12 × 1,5 × 2) 55 000  
 294 916  
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    Example 1Example 1Example 1Example 11111.5: Short.5: Short.5: Short.5: Short----term employee benefits and bonus plans (coterm employee benefits and bonus plans (coterm employee benefits and bonus plans (coterm employee benefits and bonus plans (connnntinued)tinued)tinued)tinued)    
 Journal at 31 December 20.Journal at 31 December 20.Journal at 31 December 20.Journal at 31 December 20.13131313        
   DrDrDrDr    CrCrCrCr     
   RRRR  RRRR   
 Short-term employee benefit cost (P/L)  294 916   
  Bank (SFP)   294 916  

Leave Leave Leave Leave (compensated absences)(compensated absences)(compensated absences)(compensated absences)    RRRR     
Gardeners:   [(70 000/266 × 2* × 16) × 60%] 5 053  
Administrative:   [(120 000/266 × 5# × 9) × 60%] 12 180  
Managers:   (220 000/266 × 8$ × 2) 13 233  
 30 466  
   

 Journal at 31 December 20.Journal at 31 December 20.Journal at 31 December 20.Journal at 31 December 20.13131313    DrDrDrDr    CrCrCrCr  
  RRRR  RRRR    
 Employee benefit cost (P/L) 30 466  
  Leave pay accrual (SFP)  30 466 

* (20 – 18) 
# (20 – 14), but limited to 5 
$ (25 – 17), not limited 

CommentCommentCommentComment: 
� Note that the leave pay accrual of managers is based on their basic salary – this 

supports the assumption that it will be paid out in total. However, if it is anticipated that 
only 50% will be paid out and the rest will be taken as days absent, the calculation will 
be based partly on basic salary and partly on basic salary plus employer’s contribution.    

    

4.24.24.24.2    DisclosuDisclosuDisclosuDisclosurererere    
IAS 19.25 does not require specific disclosures in respect of short-term employee benefits. 
IAS 1 Presentation of Financial Statements requires the following specific disclosures: 
� IAS 1.104 requires the total amount of employee benefit expense to be disclosed, either 

on the face of the profit or loss section of the statement of profit or loss and other 
comprehensive income, or in the notes to the financial statements. Presumably all  
short-term employee benefits will form part of the aggregate amount for employee 
benefit expense. 

� Where required in terms of IAS 24 Related Party Disclosures, an entity discloses 
information on contributions to defined contribution plans made for key management 
personnel. 

5555    PostPostPostPost----employment benefitsemployment benefitsemployment benefitsemployment benefits    
 

 Post-employment benefits are employee benefits which are payable after the 
completion of employment. 

These benefits can take many forms, but can broadly be classified into two main categories: 
� retirement benefits such as pensions and payments from provident funds; 
� other post-employment benefits such as post-employment life insurance and post-

employment medical care. 
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5.15.15.15.1    Types of postTypes of postTypes of postTypes of post----employment benefit plansemployment benefit plansemployment benefit plansemployment benefit plans    

 There are two categories of post-employment benefit plans that employers may use, 
namely: 
� defined contribution plans (for example provident plans); and 
� defined benefit plans (for example pension plans). 

The Pension Fund Act 24 of 1956 (as amended), which regulates most of these plans, 
provides for minimum funding requirements for these plans, and prescribes the valuation 
methods and the frequency of valuation. Defined contribution plans are discussed in 
section 5.2 hereafter, while defined benefit plans are discussed in section 5.3. 

5.25.25.25.2    Defined contribution plansDefined contribution plansDefined contribution plansDefined contribution plans    

5.2.15.2.15.2.15.2.1    BackgroundBackgroundBackgroundBackground    

 Defined contribution plans are post-employment benefit plans under which amounts 
to be paid to employees as retirement benefits are determined by reference to cumulative 
total contributions to a fund (by both employer and employee) together with investment 
earnings thereon. 

The liability (legal or constructive obligation) of the employer is limited to the agreed 
amount (contributions) to be paid to the separate fund (funded plan), to provide for the 
payment of post-employment benefits to employees. Most provident funds fall into this 
category.  

A record is maintained of the contributions of each member (by employee and employer) 
to the fund and the investment earnings thereon. The ultimate benefits payable to the 
members will not exceed the contributions made by and on behalf of the members and the 
investment earnings generated by these contributions. 

5.2.25.2.25.2.25.2.2    RiskRiskRiskRisk    
In view of the above, the risk that benefits will be less than expected (actuarial risk) and the 
risk that the assets invested in will be insufficient to meet expected benefits (investment 
risk) both fall on the employee. 

5.35.35.35.3    Defined benefit plansDefined benefit plansDefined benefit plansDefined benefit plans    

5.3.15.3.15.3.15.3.1    BackgroundBackgroundBackgroundBackground    

 Defined benefit plans are post-employment benefit plans under which amounts to be 
paid as retirement benefits to current and retired employees are determined using a formula 
usually based on employees’ remuneration and/or years of service. 

This implies that a benefit that is to be paid to an employee is determined before the 
employee retires – the employer promises a benefit based on a formula. For instance, a 
pension (defined benefit plan) is promised to an employee based on the employee’s salary at 
retirement date, as well as the number of years in employment of the employer. Another 
example is the promise to pay medical aid contributions on behalf of the employee after 
retirement.   

An entity must account for its legal obligation under formal terms of a defined benefit 
plan, as well as its constructive obligation resulting from the entity’s practices. 
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The obligation of the entity is to provide agreed benefits to its current and former 
employees once they retire. Given the number of variables impacting on the final or average 
remuneration of an employee – inflation, salary increases, working life, promotions, timing 
of promotions, etc. – it is obvious that it will prove quite difficult to determine such an 
obligation.  

To finance and fund the benefits agreed upon, the entity uses assets set aside for this 
purpose from contributions by the employer and employees as well as investment returns 
on those accumulated contributions (in aggregate called plan assets). These plan assets 
do not stand to the “credit” of any specific member of the plan, and the benefits that a 
member receives are also not related to these contributions. Pension funds generally fall 
into this category. 

5.3.25.3.25.3.25.3.2    Basis used to determine promised benefits Basis used to determine promised benefits Basis used to determine promised benefits Basis used to determine promised benefits ofofofof    defined benefit plansdefined benefit plansdefined benefit plansdefined benefit plans    
A defined benefit plan can be: 
� a final remuneration plan; or 
� a career average plan; or 
� a combination of the first two. 

 Under a final remuneration plan,final remuneration plan,final remuneration plan,final remuneration plan, the benefits payable to the members of the fund are 
determined based on the pension-bearing remuneration of the member just prior to 
retirement. Under a career average plan,career average plan,career average plan,career average plan, the benefits are determined based on the average 
pension-bearing remuneration of the member during his service period. 

In South Africa, most defined benefit plans are final remuneration plans or are closely linked 
to final remuneration. 

5.3.35.3.35.3.35.3.3    Components comprising a defined benefit planComponents comprising a defined benefit planComponents comprising a defined benefit planComponents comprising a defined benefit plan    
As can be seen from the above discussion, a defined benefit plan comprises: 
� a defined benefit obligation (promised benefit owing); and 
� plan assets (assets used to service or fund the obligation). 

 Note that the fair value of the plan assets theoretically represents the present value 
of the expected future benefits from these assets. By contrast, the obligation to pay benefits 
in future represents a future obligation. To ensure that these two amounts are comparable, 
the future obligation is also discounted to present value. 

This present value of the obligation arising from the future expected retirement benefits is 
determined actuarially on a periodic basis. Actuarial valuations are also used to determine 
future contribution levels. This obligation is settled from the plan assets that are held 
specifically for this purpose. 

In general, the fair value of plan assets will be their market value. When no market value 
is available, the fair value of plan assets may be estimated by, for example, discounting 
expected future cash flows from assets at an appropriate discount rate. Since both the value 
of the plan obligation and the fair value of plan assets are present values, the two amounts 
become comparable and can therefore be off-set against each other. 

If the employer’s obligation in respect of post-employment benefits is limited to 
contributions to a retirement plan, it would be a defined contribution plan.  
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5.3.45.3.45.3.45.3.4    Funded and unfunded plansFunded and unfunded plansFunded and unfunded plansFunded and unfunded plans    
It is also necessary to distinguish between funded and unfunded plans.  

 A funded planfunded planfunded planfunded plan is a post-employment benefit plan in terms of which contributions (plan 
assets) are set aside either in a separate legal entity (fund) or at an insurance company to 
fund the post-employment benefits paid to employees once they retire. An uuuunnnnfundedfundedfundedfunded planplanplanplan is 
a post-employment benefit plan in terms of which the employer provides for the benefits of 
retired employees without committing funds (plan assets) for this purpose to a separate 
legal entity or an insurance company in advance. 

Plan assets comprise assets held by a long-term employee benefit fund, as well as a 
qualifying insurance policy.  

Defined benefit plans can be funded, partially funded or unfunded, but the employer 
remains obliged to provide the promised retirement benefits. Under funded plans, the 
employer must fund the deficits of the fund, while the payment of retirement benefits under 
unfunded plans is totally dependent on the financial ability of the employer to fund the 
benefit.  

5.3.55.3.55.3.55.3.5    RiskRiskRiskRisk    
Both the risk that benefits will cost more than expected (actuarial risk) and the risk that 
assets invested will be insufficient to meet expected benefits (investment risk) fall on the 
employer. This is the opposite from a defined contribution plan. 

5.45.45.45.4    Classification of postClassification of postClassification of postClassification of post----employment benefit plansemployment benefit plansemployment benefit plansemployment benefit plans    
In practice, the classification of post-employment benefit plans can be difficult. For example, 
the plan may prescribe the extent of contributions on which retirement benefits are based, 
while the entity may still be liable for a minimum level of retirement benefits. Such a 
retirement benefit plan has characteristics of both a defined contribution plan and a defined 
benefit plan.  

 The deciding factor for classification as a defined contribution plan is that the employer 
only has an obligation to make a contribution to the plan, while in the case of a defined 
benefit plan the employer has an obligation to provide a certain benefit to the pensioner. 

5.55.55.55.5    Accounting for postAccounting for postAccounting for postAccounting for post----employment benefit plansemployment benefit plansemployment benefit plansemployment benefit plans    

5.5.15.5.15.5.15.5.1    Defined contribution plansDefined contribution plansDefined contribution plansDefined contribution plans    

 Accounting for defined contribution plans is straightforward, as the obligation of the 
reporting entity for each period is determined by the amounts to be contributed for that period. 

No actuarial valuation of the obligation or the associated expense is necessary and the 
obligations are accounted for on an undiscounted basis, unless they do not fall due within 
12 months after the end of the annual reporting period during which the employees 
rendered the service involved. 
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5.5.1.15.5.1.15.5.1.15.5.1.1 Recognition and measurementRecognition and measurementRecognition and measurementRecognition and measurement    
Should an employee have rendered a service to an entity during a specific period, the entity 
must recognise the contribution payable to the defined contribution fund in exchange for the 
service as follows: 

 A liability (accrued expense) must be raised after deducting any contribution already 
paid, and at the same time a corresponding expense must be raised. 

Should the contribution paid exceed the contribution due for services rendered at the end 
of the annual reporting period, the excess must be recognised as a prepaid expense. 

Should contributions to a defined contribution plan not fall due wholly within 12 months 
after the end of the period during which the service was rendered, the contributions must 
be discounted to present value using a relevant discount rate. 

5.5.1.25.5.1.25.5.1.25.5.1.2 DisclosureDisclosureDisclosureDisclosure    
� An entity shall disclose the amount recognised as an expense for defined contribution 

plans in the note on profit before tax. 
� Where required in terms of IAS 24, Related Party Disclosures, an entity discloses 

information on contributions to defined contribution plans made for key management 
personnel. 

    EEEExample 11.6: Defined contribution planxample 11.6: Defined contribution planxample 11.6: Defined contribution planxample 11.6: Defined contribution plan    
Bledo Ltd paid the following in respect of staff costs during the year ended
31 December 20.13: 

 

 RRRR   
Salaries (gross) 11 000 000  
Wages (gross) 9 000 000  
Employer’s contribution to defined contribution plan paid over 1 250 000  
Employees’ contribution to defined contribution plan paid over 1 250 000  
The rules of the defined contribution plan determine the following in respect of contributions:  
Contribution by employer = 9% of total remuneration paid to employees.  
Contribution by employee* = 10% of total remuneration paid to employees.  
* The employer and employee usually make the same contribution, but this is not necessarily

the case in practice. 
 

The disclosure resulting from the above will be as follows: 
Bledo LtdBledo LtdBledo LtdBledo Ltd    

Notes for the year ended 31 December 20.13Notes for the year ended 31 December 20.13Notes for the year ended 31 December 20.13Notes for the year ended 31 December 20.13 

 

1.1.1.1.    Accounting policyAccounting policyAccounting policyAccounting policy        
1.11.11.11.1    PostPostPostPost----employment benefitsemployment benefitsemployment benefitsemployment benefits        
 The company makes provision for post-employment benefits to eligible employees and

retirees in the form of pensions. Contributions to defined contribution plans are
recognised when the service is provided by the employees. 
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    Example 1Example 1Example 1Example 11111.6: Defined contribution plan.6: Defined contribution plan.6: Defined contribution plan.6: Defined contribution plan    
2.2.2.2.    Profit before taxProfit before taxProfit before taxProfit before tax        
 RRRR   
 Employee benefit expense: 22 000 000  
 Short term employee benefit expense: Salaries and wages#   20 000 000   
 Post-employment benefits: Defined contribution plan expense  *2 000 000  

# The contribution of the employee forms part of the gross salary expense as it is paid
over by the employer on behalf of the employee. 

 

* R(11 000 000 + 9 000 000) × 10% = R2 000 000 (employer’s contribution)  

 Journal entriesJournal entriesJournal entriesJournal entries    DrDrDrDr      CrCrCrCr     
 1 January to 31 December 20.11 January to 31 December 20.11 January to 31 December 20.11 January to 31 December 20.13333  RRRR      RRRR     
 Salaries (P/L) * (11 000 000 + 9 000 000) 20 000 000  
 Bank (SFP) (salary net of total employee contribution)  

(20 000 000 – 1 800 000) 
 

18 200 000
 

 Accrued expense – defined contribution plan (SFP)  1 800 000  
 Payment and accrual of salaries   

 Defined contribution plan expense (P/L) (employer) 2 000 000  
 Accrued expense – defined contribution plan (SFP)  2 000 000  
 Accrual of contribution of employer   

 Accrued expense– defined contribution plan (SFP) 2 500 000  
 Bank  (1 250 000 × 2) (SFP)  2 500 000  
 Payments made to the defined contribution plan   
 10 January 20.10 January 20.10 January 20.10 January 20.14141414   
 Accrued expense (SFP)$ 1 300 000  
 Bank (SFP)  1 300 000  
 Payment of defined benefit plan contributions  �   
 $ Note that of the total amount of R1 300 000 paid over to the fund. It is represented by 

R1 800 000 + R2 000 000 – R2 500 000. 

5.5.25.5.25.5.25.5.2    Defined benefit plansDefined benefit plansDefined benefit plansDefined benefit plans    

5.5.2.5.5.2.5.5.2.5.5.2.1111 Recognition and measurementRecognition and measurementRecognition and measurementRecognition and measurement    

 Defined benefit plans entail: 
� an obligationobligationobligationobligation in respect of defined benefits to be paid to employees at retirement, and 
� plan assetsplan assetsplan assetsplan assets (if funded) that are accumulated to fund this obligation to employees. 

Accounting for funded defined benefit plans is complicated by the presence of a large 
number of variables that impact on both the obligation of an entity to its employees, as well 
as the fair value of plan assets used to eventually fund the settlement of the obligation. 
Should there be a shortfall in the fund’s assets which would result in the fund not being able 
to pay funded benefits once these become due, the entity remains responsible for additional 
contributions to wipe out such a shortfall. Effectively, this results in the entity underwriting 
the actuarial and investment risks associated with the plan. The expense recognised for a 
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defined benefit plan is therefore not limited to only the amount of the contribution due to a 
defined benefit plan fund in the specific period, but represents the net increase in the 
liability to pay benefits in future, that arose in the current period. A detailed explanation of 
the recognition and measurement of defined benefit plans falls outside the scope of this 
work. 

6666    Other longOther longOther longOther long----term empterm empterm empterm employee benefitsloyee benefitsloyee benefitsloyee benefits    
 

 Other long-term employee benefits are employee benefits that are not not not not expected expected expected expected to be to be to be to be 
settled settled settled settled wholly within wholly within wholly within wholly within 12121212    monthsmonthsmonthsmonths after the end of the annual reporting period during which 
the employees rendered the related service. 

Post-employment benefits, termination benefits and equity compensation benefits are 
excluded specifically. 

The following are examples of other long-term employee benefits: 
� long-term compensated absences such as long-service or sabbatical leave; 
� jubilee or other long-service benefits; 
� long-term disability benefits; 
� profit sharing; and 
� deferred compensation.  
Due to the nature of other long-term employee benefits, measurement of these benefits  
is not usually subject to the same degree of uncertainty as the measurement of  
post-employment benefits. For these reasons, IAS 19 requires a simplified method of 
accounting for other long-term employee benefits. 

6.16.16.16.1    Recognition and measurementRecognition and measurementRecognition and measurementRecognition and measurement    
The amount recognised as a liability for other long-term employee benefits must be 
presented as the net total of:  
� the present value of the defined benefit obligation (long-term benefit obligation) at the 

end of the reporting period; 
� less the fair value of plan assets (assets accumulated to service the obligation in respect 

of long-term employee benefits) at the end of the reporting period (if any) out of which 
the obligations are to be settled directly. Plan assets are accumulated assets to fund the 
obligation for long-term employee benefits. 

A detailed explanation of the recognition and measurement of other long-term employee 
benefits falls outside the scope of this work. 

6.26.26.26.2    DisclosureDisclosureDisclosureDisclosure    
In terms of IAS 19, no specific disclosures are required for other long-term employee 
benefits. However, other standards may require certain disclosures, for example the 
following: 
� Separately disclosable items in terms of IAS 1.85–86 could arise, where the expense 

resulting from these benefits is of such size, nature or incidence that disclosure is 
relevant to an understanding of the entity’s financial performance in the relevant period. 

� Information for key management personnel in terms of IAS 24, Related Party 
Disclosures, where the other long-term employee benefits relate to key management 
personnel. 
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7777    TerminationTerminationTerminationTermination    benefits benefits benefits benefits     

 Termination benefits are employee benefits payable as a result of either: 
� an entity’s decision to terminate an employee’s or group of employees’ employment before 

normal retirement age; or 
� an employee’s decision to accept voluntary redundancy in exchange for those benefits. 

Payments (or other benefits) made to employees when their employment is terminated may 
result from legislation, contractual or other agreements with employees or their 
representatives, or a constructive obligation based on business practice, custom or a desire 
to act equitably. Such termination benefits are typically lump-sum payments, but sometimes 
also include: 
� enhancements of retirement benefits or other post-employment benefits, either directly 

or indirectly through an employee benefit plan; and 
� salary for and until the end of a specified notice period, if the employee renders no 

further service that provides economic benefits to the entity. 
Benefits paid (or other benefits provided) to employees, regardless of the reason for the 
employee’s departure, are not termination benefits. These benefits are post-employment 
benefits, and, although payment of such benefits is certain, the timing of their payment is 
uncertain. 

IAS 19 deals with termination benefits separately from other employee benefits, as the 
event which gives rise to an obligation here is the termination of service rather than the 
service itself. 

7.17.17.17.1    RecognitionRecognitionRecognitionRecognition    
An entity shall, in terms of IAS 19.165, recognise termination benefits as a liability and a 
corresponding expense at the earlier of the following dates: 
� when the entity can no longer withdraw the offer of those benefits; and 
� when the entity recognises costs for a restructuring that is within the scope of IAS 37, 

Provisions, Contingent Liabilities and Contingent Assets and involves the payment of 
termination benefits. 

An entity can no longer withdraw an offer for termination benefits at the earlier of the date 
that the employees accept the offer, or when a restriction (legal, regulatory or contractual) 
on the entity’s ability to withdraw the offer takes effect. If an entity decides to terminate 
employees’ employment, the entity can no longer withdraw its offer for termination benefits 
when the entity has communicated its termination plan to all affected employees. This 
termination plan must meet the following criteria: 
� the actions required to complete the plan must indicate that it is unlikely that significant 

changes to the plan will be made; 
� the plan must indicate the following: the number of employees whose services are to be 

terminated; their job classifications or functions and their locations (each individual 
affected does not need to be identified in the plan); 

� the time at which the plan will be implemented; and 
� the termination benefits that employees will receive in sufficient detail that employees 

can determine the type and amount of benefits they will receive when the employment 
is terminated.  
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Due to the nature and origin of termination benefits, an entity may have to account for a 
plan amendment or curtailment of other employee benefits at the same time. 

7.27.27.27.2    MeasurementMeasurementMeasurementMeasurement    

 Termination benefits are measured on initial recognition and if the termination benefits 
are expected to be wholly settled within 12 months after the end of the annual reporting period 
in which the termination benefit is recognised, the requirements for short-term employee 
benefits must be applied. If it is expected not to be settled wholly within 12 months after the 
end of the annual reporting period in which the termination benefit is recognised, the 
requirements for other long-term employee benefits must be applied. 

In the case of an offer made to encourage voluntary redundancy, the measurement of 
termination benefits shall be based on the number of employees expected to accept the 
offer. 

7.37.37.37.3    DDDDisclosureisclosureisclosureisclosure    
� No specific disclosure is required by IAS 19 itself, although the requirements of certain 

other standards may be applicable. 
� A contingency exists where there is uncertainty about the number of employees who will 

accept an offer of termination benefits. As required by IAS 37, Provisions, Contingent 
Liabilities and Contingent Assets, an entity discloses information about the contingency 
unless the possibility of a loss is remote. 

� Termination benefits may result in an expense requiring disclosure as a separately 
disclosable item in terms of IAS 1.86. This will be the case where the size, nature or 
incidence of an expense is such that its disclosure is relevant to explain the performance 
of the entity for the period. 

� Where required by IAS 24, Related Party Disclosures, an entity discloses information 
about termination benefits for key management personnel. 

8888    ShortShortShortShort    and sweetand sweetand sweetand sweet    
 

 The objective of IAS 19 is to prescribe the recognition, measurement and disclosure 
of employee benefits. 
� What are employee benefits? 

 – Considerations given by the employer to the employee in exchange for services 
rendered. 

� Employee benefits are classified into four categories: 
 – short-term employee benefits; 
 – post-employment benefits; 
 – other long-term employee benefits; and 
 – termination benefits. 
� Short-term employee benefits (for example salaries, wages and non-monetary benefits) 

are recognised immediately once the service is rendered by the employee. 
� Short-term compensated absences may be classified as either: 

 – accumulating; or  
 – non-accumulating. 
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 ((((continuedcontinuedcontinuedcontinued))))    
� Accumulating compensated absences may be classified as either: 

 – vesting; or  
 – non-vesting. 
� Profit sharing and bonus plans are recognised once the service is rendered by the 

employee. 
� Categories of post-employment benefits: 

 – defined contribution plans; and 
 – defined benefit plans. 
� Under defined contribution plans, the amount payable on retirement is the cumulative 

total of all contributions made, together with investment earnings thereon. 
� Under defined benefit plans, the amount payable on retirement is determined using a 

formula based on the employees’ remuneration and/or years of service. 
� Other long-term employee benefits are not expected to be settled wholly within 

12 months after the end of the annual reporting period during which the employees 
rendered the related service. 

� Termination benefits are payable as a result of either an entity’s decision to terminate an 
employee’s employment before retirement OR an employee’s decision to accept voluntary 
redundancy in exchange for the benefits. 
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1111    EvEvEvEvaluationaluationaluationaluation    criteriacriteriacriteriacriteria    

� Explain and calculate translations of foreign currency transactions. 
� Apply the translation of foreign exchange transactions (uncovered and covered) on given 

information. 
� Recognise and account for foreign exchange transactions. 
� Understand and explain the terms “presentation currency” and “functional currency”. 
� Present and disclose foreign exchange transactions in the financial statements of an 

entity. 
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2222    Schematic Schematic Schematic Schematic rerererepresentation of IAS 21presentation of IAS 21presentation of IAS 21presentation of IAS 21    

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Objective
� IAS 21 prescribes the recognition, measurement and disclosure of foreign exchange  

transactions. 
� IFRS 9 prescribes the recognition and measurement of hedging of foreign exchange  

transactions.  

Foreign operations 
� The financial statements of the foreign 

entity should be translated to the 
presentation currency of the reporting 
entity – outside the scope of this work. 

Uncovered transactions
� Recognition and measurement of foreign exchange transactions take place on the following 

dates: 
 – transaction date; 
 – reporting date; and 
 – settlement date. 
� The applicable exchange rate should be applied on each of the abovementioned dates to 

translate the foreign exchange transactions into the functional currency of the entity. 
� Any foreign exchange differences arising from the abovementioned translation are taken to the 

profit or loss section of the statement of profit or loss and other comprehensive income. 

Non-monetary items 
� Recognise at spot rate on transaction 

date. 
� No adjustment on reporting date. 
� No adjustment on settlement date. 
� Examples: Inventories, property, plant 

and equipment. 

Hedged (covered) transactions 
� Hedging refers in general to the policies and practices put in place by an entity to protect itself 

against the adverse effect of risks that arise from entering into foreign exchange transactions. 
� Internal hedging: for example, entity repays a foreign creditor earlier. 
� External hedging: entity makes use of financial instruments, for example by entering into a 

foreign exchange contract (FEC). 
� An FEC is an agreement with the bank to exchange foreign currency at a future date at a 

specific exchange rate (forward rate). 

Fair value hedge 
� Hedge of the exposure to changes in the 

fair value of a recognised asset or liability. 
� Hedge of the exposure to changes in fair 

value of an unrecognised firm 
commitment. 

� The gain or loss from remeasuring the 
hedging instrument at fair value is 
recognised in profit or loss. 

Cash flow hedge 
� Hedge of the exposure to the variability 

in cash flows resulting from a recognised 
asset or liability or highly probable 
forecast transaction. 

� The gain or loss on the effective portion 
of the hedge is recognised in other 
comprehensive income. 

� The gain or loss on the ineffective 
portion is recognised in profit or loss. 

Foreign currency transactions 
� These transactions need to be converted 

to the functional currency of the entity. 

Monetary items 
� Recognise at spot rate on transaction 

date. 
� Restate to spot rate on reporting date. 
� Settle at spot rate on settlement date. 
� Examples: Foreign debtors, creditors and 

loans. 
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3333    BackgroundBackgroundBackgroundBackground    

The volatility in currency exchange movements is a fairly general phenomenon in the world 
economy. The change in the value of currencies has specific accounting implications, which 
are addressed in IAS 21, The Effects of Changes in Foreign Exchange Rates, and other 
accounting standards.  

In South Africa, the South African Reserve Bank controls all foreign transactions. The 
movement of foreign exchange to and from the country is subject to the regulations issued 
periodically by the Reserve Bank. 

4444    Exchange rateExchange rateExchange rateExchange rate    
 

 The exchange rate is the ratio at which the currencies of two countries are 
exchanged.  

This rate is quoted by commercial banks and can be one of several rates, depending on the 
nature of the foreign currency transaction. For example, if foreign currency is required to 
pay for an import, the foreign currency must be purchased from a bank. In these 
circumstances the bank acts as the seller of foreign currency; therefore the selling rate will 
be quoted. However, if goods are exported and foreign currency is received for the export, 
the bank acts as the buyer of the foreign currency and the appropriate rate of exchange 
quoted by the bank will be the buying rate.  

In addition, different exchange rates are quoted by the commercial banks, depending on 
the method of payment required for a foreign liability, such as electronic transfer, airmail, etc. 

    Example Example Example Example 12.12.12.12.1: Selling rate1: Selling rate1: Selling rate1: Selling rate    
Lyka Ltd, a South African company, imports inventories to the value of $200 000. Assume 
that the selling rate of the bank on transaction date is as follows: 
$1 = R6,50 OROROROR R1 = $0,153846 
How much will it cost (in Rand) to buy the required dollars from the bank (i.e. the bank will 
sell foreign currency)? 
$200 000 × R6,50 = R1 300 000 
OROROROR    
$200 000/$0,153846 = R1 300 001 (rounding difference). 
CommentCommentCommentComment: 
� The appropriate exchange rate is determined from the perspective of the bank and 

depends on the nature of the foreign currency transaction.  
 

 The spot ratespot ratespot ratespot rate is the exchange rate for immediate delivery of currencies to be 
exchanged at a particular time. The closing rateclosing rateclosing rateclosing rate is the spot exchange rate at the reporting 
date. The forward rateforward rateforward rateforward rate is the exchange rate for the exchange of two currencies at a future 
agreed date. 

A hedge against unfavourable exchange rate fluctuations can be obtained by, inter alia, 
concluding an agreement (called a forward exchange contract) with a bank, in which 
the bank undertakes to supply the foreign exchange at a predetermined rate when the 
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currency is required. This rate is the forward rate, which is calculated by reference to the 
spot rate ruling at the time the forward exchange contract (FEC) is entered into and 
the interest rate differential existing between the two countries whose currencies are being 
exchanged. The forward rate is therefore quoted as a premium or a discount to the spot 
rate. For example, if the American Dollar is quoted at a premium to the Rand, it implies that 
the Dollar is more highly regarded by investors than the Rand. 

    Example Example Example Example 12.12.12.12.2: Calculating the forward rat2: Calculating the forward rat2: Calculating the forward rat2: Calculating the forward rateeee    
Importer Ltd has an obligation to pay a US debt after two months. The spot rate is
$1 = R7,00. The forward rate for two months is quoted at a premium of 60 points per
month. 

 

The forward rate is calculated as follows:  
 RRRR        
Spot rate: 7,000  
Add: Premium (two months) (60 points per month) (2 × 0,0060) 0,012  

Forward rate 7,012  
It is therefore determined that the exchange in two months’ time will take place at a rate of
$1 = R7,012, which could differ from the actual spot rate at the end of the two months. As a
result, both the risk of unfavourable exchange fluctuations and the possible benefit of
favourable exchange fluctuations have been eliminated for the entity.  

 

All exchange rates for South Africa are quoted against the American Dollar. Where, for 
example, the exchange rate between the Rand and the British Pound must be determined, 
the cross rate is determined via the exchange rate ruling between the Rand and the Dollar 
and between the Dollar and Sterling. It is therefore possible that forward exchange cover, 
using a forward exchange contract, can be obtained for only the Rand/Dollar leg of the 
transaction, while the Dollar/Sterling leg remains uncovered. 

It is, however, important to determine what is meant by the term “foreign currency”.  

 IAS 21.08 defines foreign currencyforeign currencyforeign currencyforeign currency as any currency other than the functional currency 
of the entity. 

An entity’s functional currency is the currency in which the entity measures the items in 
the financial statements. It is essential in the application of IAS 21 that the functional 
currency of the reporting entity and any other entity that forms part of the group (should 
group statements be presented) is determined correctly, as any currency, other than the 
functional currency, will represent foreign currency for purposes of IAS 21.  

One must also distinguish functional currency from presentation currency. The 
presentation currency is the currency in which the entity presents its financial statements 
(IAS 21.08). 

An entity does not have a free choice of functional currency, i.e. an entity has to 
determine its functional currency by applying the principles in IAS 21.9 to .13. (Refer to 
section 5.2.) However, IAS 21 permits an entity to present its financial statements in any 
currency or currencies (IAS 21.19). 

5555    Accounting implicationsAccounting implicationsAccounting implicationsAccounting implications    

An entity can enter into foreign denominated activities in one of two ways: 
� it can enter into foreign currency transactions directly. (In such a case, the foreign 

currency transactions need to be converted to the functional currency of the entity). 
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� by conducting its foreign denominated activities through a foreign operation, e.g. a 
subsidiary, associate or joint venture (in such a case, the foreign operation will keep 
accounting records in its own functional currency, which, if different to that of the 
reporting entity, must be translated to the presentation currency of the reporting entity). 

IAS 21 addresses the abovementioned situations, namely conversion of foreign currency 
transactions to an entity’s functional currency and translation of the financial statements of 
a foreign operation of an entity to the presentation currency of the reporting entity. The 
translation of financial statements of a foreign operation does not fall within the scope of 
this work. 

IAS 21 does not address the hedging of foreign transactions or the hedge of a net 
investment in a foreign operation; these aspects are addressed in IFRS 9, Financial 
Instruments.  

Schematically this chapter will focus on the following: 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

5555.1.1.1.1    Presentation currenPresentation currenPresentation currenPresentation currencycycycy    

 An entity’s presentation currency is the currency in which the financial statements are 
presentedpresentedpresentedpresented (IAS 21.08). 

An entity may present its financial statements in any currency or currencies. For example, a 
South African company with a primary listing on the JSE Limited and a secondary listing on 
the New York Stock Exchange may present its financial statements in South African Rand or 
US Dollar. 

5555.2.2.2.2    Functional currency Functional currency Functional currency Functional currency     

 Functional currency is defined as the currency of the primary economic environment 
in which an entity operates (IAS 21.08). It reflects the underlying transactions, events and 
conditions relevant to the entity. 

Foreign exchange 
activities 

Foreign currency transactions 
(addressed by 

IAS 21) 

Hedging of foreign currency 
transactions (addressed by 

 IFRS 9) 
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IAS 21 lists primary indicators, as well as secondary indicators, that must be considered 
when determining an entity’s functional currency. The primary indicators are linked to the 
primary economic environment of the entity, while the secondary indicators are merely used 
to provide additional supporting evidence to determine an entity’s functional currency 
(IAS 21.BC9). If it is evident from the primary indicators what an entity’s functional currency 
is, there is no need to consider the secondary factors. 

 The primary economic environment in which an entity operates is normally the one in 
which it primarily generates and expends cash. 

The following primary factors are considered when determining the functional currency of 
an entity (IAS 21.09): 
� the currency that mainly influences sales prices for goods or services (normally the 

currency in which the sales price for goods or services is denominated and settled); 
� the currency of the country whose competitive forces and regulations mainly determine 

the sales price of its goods and services; and 
� the currency that mainly influences labour, material and other costs of providing goods 

or services (normally the currency in which such costs are denominated and settled). 
The following secondary factors may also provide evidence of an entity’s functional 
currency (IAS 21.10): 
� the currency in which funds from financing activities, i.e. issuing debt and equity 

instruments, are generated; and 
� the currency in which receipts from operating activities are usually retained. 
In certain instances, determining the functional currency of an entity may be 
straightforward, while in other instances judgement may be required to determine the 
functional currency that most faithfully represents the economic effects of the underlying 
transactions, events and conditions (IAS 21.12). 

For example, a gold mining company will recognise all its sales in US Dollars, as gold is 
denominated in international trade in US Dollars. The competitive forces of a single country 
will also not necessarily influence the sales price of gold. If this company is in South Africa, 
a significant part of its labour cost will be Rand-based. Therefore, based on the primary 
indicators alone, it might be difficult to determine the functional currency. One will then 
need to consider the secondary indicators, for example whether the gold mining company 
uses foreign financing and in which country its bank accounts are. 

 Once an entity has determined its functional currency, it is not changed unless there 
is a change in the primary economic environment in which the entity operates its business 
(IAS 21.13 and .36). When applicable, a change in the functional currency is accounted for 
prospectively from the date of the change (IAS 21.35). 

6666    ReportingReportingReportingReporting    foreign currency transactions in functional currencyforeign currency transactions in functional currencyforeign currency transactions in functional currencyforeign currency transactions in functional currency    

6666.1.1.1.1    Monetary and nonMonetary and nonMonetary and nonMonetary and non----monetary itemsmonetary itemsmonetary itemsmonetary items    

 Monetary and non-monetary items must be clearly distinguished. Monetary items are 
money held and assets and liabilities to be received or paid in fixed or determinable 
amounts of money. All other assets and liabilities are non-monetary items. 
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The following are examples of monetary and non-monetary items (IAS 21.16): 
Monetary items: Non-monetary items: 
� All current assets except inventories � Inventories 
� All current liabilities including certain  � Property, plant and equipment 

provisions � Investment in ordinary shares 
� Long-term borrowings � Ordinary shares 
� Debentures  � Payments in advance 
� Deferred taxation � Goodwill 
� Certain employee benefits � Intangible assets 
� Dividends payable � Reserves 
� Convertible preference shares  

(convertible into debentures) 
� Convertible preference shares 

(convertible into ordinary shares) 
� Convertible debentures (convertible into 

redeemable preference shares) 
� Convertible debentures (convertible into 

ordinary shares or preference shares that 
are not redeemable) 

6666.2.2.2.2    Uncovered transactionsUncovered transactionsUncovered transactionsUncovered transactions    

 A foreign currency transaction is a transaction that has been concluded and has to be 
settled in a foreign currency. 

Examples of unhedged foreign currency transactions include the following (IAS 21.20): 
� buying and selling of goods and services in a foreign currency; 
� borrowing and lending of funds in a foreign currency; 
� the acquisition and disposal of assets and the incurring and settling of liabilities in a 

foreign currency. 

 Uncovered foreign currency transactions are recorded on initial recognition in the 
functional currency using the spot ratespot ratespot ratespot rate ruling at the transaction date. 

Two questions arise from the above: 
� Which exchange rate must be used? 
� What is the transaction date? 

6666.2.1.2.1.2.1.2.1    The exchange rateThe exchange rateThe exchange rateThe exchange rate    
When a foreign debt must be paid, currency must be purchased to repay such a debt, and 
the selling rate of the bank applies. However, when foreign currency will be collected, it 
must be sold for South African currency and the buyer’s rate of the bank applies.  

 The appropriate exchange rate for accounting for such transactions must be 
determined from the perspective of the bankperspective of the bankperspective of the bankperspective of the bank. 

The spot rate is the rate specified at the close of business on the transaction date and is 
normally used consistently. The closing rate is the spot rate at close of business on the 
last day of the reporting period. 
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6666.2.2.2.2.2.2.2.2    Transaction dateTransaction dateTransaction dateTransaction date    

 The date of the transaction is the date on which the transaction first qualifies for 
recognition in accordance with IFRS (IAS 21.22). 

When goods are delivered free-on-board (FOB) at the port of departure, the significant 
risks and rewards associated with ownership are transferred to the buyer on delivery to the 
port of departure. The buyer pays for the shipping costs and insurance as well as the price 
of the purchased items calculated according to the FOB price. If goods are dispatched on a 
cost, insurance, freight (CIF) basis, the risks and rewards associated with ownership still 
pass to the buyer at the port of departure, but the seller arranges for the shipping of the 
items involved. Although the terminology used differs, the risk and rewards associated with 
ownership are transferred at point of shipment under both FOB and CIF sales. Should other 
shipping terms be used, the transaction date may differ from the date of shipment. 
However, the transaction date will still be the date on which the risks and rewards of 
ownership will be transferred to the purchaser. 

From a practical viewpoint, an approximate rate for a specific date or an average rate for 
a week, month or even a longer period may be used as a substitute for the actual rate, as 
long as the exchange rate does not fluctuate significantly in which case the use of an 
average rate would be inappropriate (IAS 21.22). 

 Once a non-monetary item has been recorded at a particular amount, that amount will 
not change subsequently due to currency fluctuations, unless it is remeasured at fair value 
after the date of acquisition (IAS 21.23(c)). In that event, the date of valuation becomes the 
new transaction date. 

If a foreign non-monetary item must be written down to net realisable value in terms of 
IAS 2, Inventories or recoverable amount in terms of IAS 36, Impairment of Assets, the 
carrying amount is determined by comparing (IAS 21.25): 
� the cost or carrying amount translated at spot rate on transaction or valuation date; and 
� the net realisable or recoverable amount translated at a spot rate on the reporting date 

when the value was determined. 
The difference between the amounts is written off in the functional currency. The effect of 
this comparison may be that an impairment loss is recognised in the functional currency but 
would not be recognised in the foreign currency, or vice versa. 

6666.2.3.2.3.2.3.2.3    Exchange differencesExchange differencesExchange differencesExchange differences    

 If a foreign monetary item has not been settled at the reporting date, it will be 
converted at the closing rate ruling on that date, and any differences are taken to the profit 
or loss section of the statement of profit or loss and other comprehensive income, 
irrespective of whether the monetary item is a long-term or a short-term item (IAS 21.28). 
These differences are unrealised.unrealised.unrealised.unrealised. 

Currency fluctuations after the reporting date are accounted for in accordance with IAS 10, 
Events after the Reporting Period. 
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 If a foreign monetary item is settledsettledsettledsettled prior to the reporting date, any difference that 
may arise is taken to the profit or loss section of the statement of profit or loss and other 
comprehensive income (IAS 21.28). These differences are    realised.realised.realised.realised. 

 

    Example Example Example Example 12.12.12.12.3333: : : : Foreign currency transaction Foreign currency transaction Foreign currency transaction Foreign currency transaction ––––    creditorcreditorcreditorcreditor    
RSA Ltd, a company conducting business in South Africa, purchased inventories from an 
overseas supplier for FC200 000 on 30 September 20.11, when R1 = FC1. The supplier will 
only be paid on 31 December 20.13. No forward cover was taken for the transaction. The 
exchange rates were as follows: 
31 December 20.11 R1 = FC0,80 
31 December 20.12 R1 = FC1,00 
31 December 20.13 R1 = FC1,25 
RSA Ltd uses a perpetual inventory system to account for its inventories and has a 
31 December year end. 
The inventories were sold as follows: 
20.11: 75% 
20.12: 25% 
The selling price is cost plus 100%. 
Journal entriesJournal entriesJournal entriesJournal entries    

  DrDrDrDr       CrCrCrCr   
 30 September 20.30 September 20.30 September 20.30 September 20.11111111  RRRR       RRRR   
 Inventories (SFP) 200 000    
 Creditor (SFP) (FC200 000 × R1)   200 000  
 31 December 20.31 December 20.31 December 20.31 December 20.11111111        

Receivables (SFP) 300 000    
 Sales (P/L)  

(R200 000 × 200% × 75%) or (R150 000 × 200/100) 
  300 000  

 Cost of sales (P/L)  150 000    
 Inventories (SFP) (R200 000 × 75%)   150 000  
 Foreign exchange difference (P/L) 50 000    
 Creditor (SFP) (FC200 000/FC0,8 – R200 000)   50 000  
 31 Decembe31 Decembe31 Decembe31 December 20.r 20.r 20.r 20.12121212        
 Receivables (SFP) 100 000    
 Sales (P/L) (R200 000 × 200% × 25%)   100 000  
 Cost of sales (P/L) 50 000    
 Inventories (SFP) (R200 000 × 25%)   50 000  
 Creditor (SFP) 50 000    
 Foreign exchange difference (P/L)

[(FC200 000/FC1,00) – (FC200 000/FC0,8)] 
  50 000  

 31 December 20.31 December 20.31 December 20.31 December 20.13131313        
 Creditor (SFP) 40 000    
 Foreign exchange difference (P/L)

[(FC200 000/FC1,25) – (FC200 000/FC1,00)] 
  40 000  

 Creditor (SFP) 160 000    
 Bank (SFP) (FC200 000/FC1,25)   160 000  
 CommentCommentCommentComment:  
 � It is clear that when the Rand deteriorates, it would be to the disadvantagedisadvantagedisadvantagedisadvantage of the 

South African creditor. The opposite is obviously also true.    
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    Example Example Example Example 12.12.12.12.4: Foreign exchange transaction 4: Foreign exchange transaction 4: Foreign exchange transaction 4: Foreign exchange transaction ––––    sales and a debtor sales and a debtor sales and a debtor sales and a debtor     
Bella Ltd, operating in South Africa, entered into a sales transaction with a foreign company 
on 30 September 20.11. Since Bella Ltd anticipated that the Rand would deteriorate in the 
foreseeable future, the transaction was denominated in FC. In terms of this transaction, 
Bella Ltd delivered inventories valued at FC200 000 to the foreign company on 
30 September 20.11 when the exchange rate was R1 = FC1. The foreign company will settle 
the amount outstanding in respect of the inventories sold to them on 31 December 20.13. 
No forward cover was taken out. Bella Ltd has a 31 December year end. The relevant 
exchange rates are as follows: 
31 December 20.11 R1 = FC0,80 or FC1 = R1,25 
31 December 20.12 R1 = FC1,00 or FC1 = R1,00
31 December 20.13 R1 = FC1,25 or FC1 = R0,80

The journal entries in tThe journal entries in tThe journal entries in tThe journal entries in the records of Bella Ltd, will be as follows:he records of Bella Ltd, will be as follows:he records of Bella Ltd, will be as follows:he records of Bella Ltd, will be as follows:    
        DrDrDrDr      CrCrCrCr     
        RRRR        RRRR     
    30 September 20.30 September 20.30 September 20.30 September 20.11111111       
 Debtor (SFP) (FC200 000/FC1 or × R1) 200 000   
 Sales (P/L)   200 000  
 Recognise sales on transaction date    
    31 December 20.31 December 20.31 December 20.31 December 20.11111111       
 Debtor (SFP) [(FC200 000/FC0,8 or × R1,25) – R200 000] 50 000   
 Foreign exchange difference (P/L)   50 000  
 Adjust balance of debtor to closing rate at year end    
    31 December 20.31 December 20.31 December 20.31 December 20.12121212       
 Foreign exchange difference (P/L) 50 000   
 Debtor (SFP) [R250 000 – (FC200 000/FC1,00 or × R1,00)]   50 000  
 Adjust balance of debtor to closing rate at year end   
 31 December 20.31 December 20.31 December 20.31 December 20.13131313       
 Bank (SFP) (FC200 000/FC1,25 or × R0,80) 160 000  
 Foreign exchange difference (P/L) [FC200 000 × (R1,00 – R0,80)] 40 000  
 Debtor (SFP) (R200 000 + R50 000 – R50 000)  200 000  
 Adjust balance of debtor to closing rate at year end and account 

for settlement by debtor 
  

 OROROROR       
 Foreign exchange difference (P/L) [FC200 000 × (R1,00 – R0,80)] 40 000  
 Debtor (SFP)   40 000  
 Restate debtor to Rand amount before settlement   

 Bank (SFP) 160 000   
 Debtor (SFP)  160 000  
 Settlement by debtor   

CommentCommentCommentCommentssss: 
� It is clear that it is to the advantageadvantageadvantageadvantage of the seller (Bella Ltd) if the Rand deteriorates as 

the company will receive more Rand per FC. 
� By contrast, it is to the disadvantage of Bella Ltd should the Rand appreciate, as the 

company would then receive fewer Rand per FC. 
� Also note the difference in notation of the Rand versus the foreign currency as provided 

in this question, namely R1 = FC or FC1 = R. The notation has an impact on the 
technique of translation: when using R1 = FC division is used, whereas FC1 = R requires 
multiplication to be used (refer to Example 12.1).    
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    Example Example Example Example 12.12.12.12.5555: : : : Loan denominated inLoan denominated inLoan denominated inLoan denominated in    foreign currencyforeign currencyforeign currencyforeign currency    
A South African company with a financial year end of 31 December, borrows FC3 000 on 
30 June 20.11 and receives R3 300. Interest on the loan is repayable in arrears at 10% per 
annum. The capital is repayable on 30 June 20.13. The applicable exchange rates are as 
follows: 
    30 June30 June30 June30 June    31 December31 December31 December31 December    
 FC1 = R FC1 = R 
20.11 1,100 1,087 
20.12 1,053 1,010 
20.13 1,136 1,099 
The foreign exchange differences arising on the capital will be calculated as follows: 

    DateDateDateDate     FCFCFCFC    RateRateRateRate    RRRR     
 30.06.20.11 Receive 3 000 1,100 3 300  
 31.12.20.11 Foreign exchange difference (balancing)  (39)  

 31.12.20.11 Balance 3 000 1,087 3 261  
 31.12.20.12 Foreign exchange difference (balancing)  (231)  
 31.12.20.12 Balance 3 000 1,010 3 030  
 30.06.20.13 Payment (3 000) 1,136 (3 408)  
 30.06.20.13 Foreign exchange difference (balancing) 378  

 30.06.20.13 Balance – 1,136 –  

The loan represents a financial liability in terms of IFRS 9, Financial Instruments, which will 
initially be measured at fair value and subsequently at amortised cost. Assuming the 10% 
interest rate is market-related, the amortised cost balance would be equal to the capital 
outstanding as indicated in the table above. The amortised cost method requires that 
interest must be recognised on a time-apportioned basis. Consequently, interest will be 
accrued on a day-to-day basis and as IAS 21 requires transactions to be measured at the 
spot rate applicable on the transaction date, an average exchange rate must be used to 
translate the finance charges. The accrued interest represents a monetary liability that must 
be remeasured to the spot rate at the reporting date. 

The following finance charges and foreign exchange differences will arise: 
DateDateDateDate        FCFCFCFC    RateRateRateRate    RRRR     
31.12.20.11 Interest expense 1501 1,09352 164  
31.12.20.11 Foreign exchange difference (balancing)  (1)  
31.12.20.11 Balance 150 1,087 163  
30.06.20.12 Interest expense 150 1,073 161  
30.06.20.12 Interest paid (300) 1,053 (316)  
30.06.20.12 Foreign exchange difference (163 + 161 – 316) (8)  

31.12.20.12 Interest expense 150 1,03154 155  
31.12.20.12 Foreign exchange difference (balancing) (3)  
31.12.20.12 Balance 150 1,010 152  
30.06.20.13 Interest expense 150 1,0735 161  
30.06.20.13 Interest paid (300) 1,136 (341)  
30.06.20.13 Foreign exchange difference (152 + 161 – 341) 28  
30.06.20.13 Balance – 1,136 –  

1. 3 000 × 10% × 6/12 = 150 
2. (1,100 + 1,087)/2 = 1,0935 (average rate for 30 June 20.11 to 31 December 20.11)
3. (1,087 + 1,053)/2 = 1, 07 (average rate for 1 January 20.12 to 30 June 20.12)
4. (1,053 + 1,010)/2 = 1,0315 (average rate for 1 July 20.12 to 31 December 20.12) 
5. (1,010 + 1,136)/2 = 1,073 (average rate for 1 January 20.13 to 30 June 20.13) 
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    Example Example Example Example 12.12.12.12.5555: : : : Loan denominated in foreign currency (Loan denominated in foreign currency (Loan denominated in foreign currency (Loan denominated in foreign currency (continuedcontinuedcontinuedcontinued))))    
The The The The journal entries for the journal entries for the journal entries for the journal entries for the loanloanloanloan    will be as follows:will be as follows:will be as follows:will be as follows:    

    DrDrDrDr      CrCrCrCr     
    30 June 30 June 30 June 30 June 20.20.20.20.11111111      RRRR    RRRR   
 Bank (SFP) 3 300   

Loan (SFP)  3 300  
 Recognise foreign loan at spot rate on transaction date    
    31 December 20.1131 December 20.1131 December 20.1131 December 20.11       
 Loan (SFP) 39   

Foreign exchange difference (P/L)  39  
 Restate loan (monetary item) to spot rate at year end    
 Finance costs (P/L) 164   

Interest accrued (SFP)  164  
 Recognise interest accrued for six months (30.06.20.11–31.12.20.11)    
 Interest accrued (SFP) 1   

Foreign exchange difference (P/L)  1  
 Restate interest accrued (monetary item) to spot rate at year end    
    30 June 30 June 30 June 30 June 20.120.120.120.12222       
 Finance costs (P/L) 161   

Interest accrued (SFP)  161  
 Recognise interest accrued for six months (31.12.20.11–30.06.20.12)    
 Interest accrued (SFP) (164 – 1 + 161) 324   

Foreign exchange difference (P/L)  8  
Bank (SFP)  316  

 Settle accrued interest at spot rate on settlement date    

    31 December 20.1231 December 20.1231 December 20.1231 December 20.12       
 Loan (SFP) 231   

Foreign exchange difference (P/L)  231  
 Restate loan (monetary item) to spot rate at year end    
 Finance costs (P/L) 155   

Interest accrued (SFP)  155  
 Recognise interest accrued for six months (30.06.20.12–31.12.20.12)    
 Interest accrued (SFP) 3   

Foreign exchange difference (P/L)  3  
 Restate interest accrued (monetary item) to spot rate at year end    
    30 June 30 June 30 June 30 June 20.20.20.20.13131313       
 Foreign exchange difference (P/L) 378   
 Loan (SFP)  378  
 Restate loan (monetary item) to spot rate on settlement date    
 Loan (SFP) (3 000 × 1,136) 3 408   

Bank (SFP)  3 408  
 Settle loan payment at spot rate on settlement date    
 Finance costs (P/L) 161   

Interest accrued (SFP)  161  
 Recognise interest accrued for six months (31.12.20.12–30.06.20.13)    
 Interest accrued (SFP) (155 – 3 + 161) 313   
 Foreign exchange difference (P/L) 28   

Bank (SFP)  341  
 Settle accrued interest at spot rate on settlement date    
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If a gain or loss on a non-monetary asset or liability is recognised in other comprehensive 
income, then the foreign exchange difference must be recognised in other comprehensive 
income as well (IAS 21.30). It follows that the treatment of foreign exchange differences 
corresponds with the treatment of the gain or loss of the underlying non-monetary item. 
This principle also applies to deferred tax in terms of IAS 12. 

6.2.46.2.46.2.46.2.4    DisclosureDisclosureDisclosureDisclosure    
IAS 21.51 to .57 requires the following disclosure: 
� The amount of foreign exchange differences recognised in the profit or loss section of 

the statement of profit or loss and other comprehensive income. Foreign exchange 
differences recognised in the profit or loss section of the statement of profit or loss and 
other comprehensive income as part of fair value adjustments on financial instruments 
measured at fair value through profit or loss in terms of IFRS 9 need not be identified 
separately. 

� The net foreign exchange differences recognised in other comprehensive income and 
accumulated as a separate component of equity and reconciliation between the opening 
and closing balances. 

� When the presentation currency is different from the functional currency, the following 
must be disclosed: 

 – that fact; 
 – the functional currency; and 
 – the reason for using a different presentation currency. 
� When there is a change in the functional currency of the reporting entity or a significant 

foreign operation, the following must be disclosed: 
 – that fact; and 
 – the reason for the change in the functional currency. 

    Example Example Example Example 12.12.12.12.6: Uncovered transaction 6: Uncovered transaction 6: Uncovered transaction 6: Uncovered transaction ––––    journals and disclosure journals and disclosure journals and disclosure journals and disclosure     
On 1 January 20.13, Forex Ltd, a South African company, ordered inventories to the value of 
FC100 000 from an overseas company. The inventories were shipped free-on-board (FOB) 
on 1 March 20.13. The transaction is uncovered. The foreign creditor was paid on 
30 June 20.13. The financial year end of Forex Ltd is 31 May. 
TimeTimeTimeTime----line:line:line:line:    

 1 Jan 20.13 1 March 20.13 31 May 20.13 30 June 20.13 
 ____ / ___________________ / ___________________ / ___________________ / 
 Order Transaction date Year end Settlement date  
 R6,90 R7,10 R7,60 R7,80  

The following exchange rates are applicable:The following exchange rates are applicable:The following exchange rates are applicable:The following exchange rates are applicable:    
DateDateDateDate        Spot rateSpot rateSpot rateSpot rate    
1 January 20.13 FC1 = R6,90 
1 March 20.13 FC1 = R7,10 
31 March 20.13 FC1 = R7,35 
30 April 20.13 FC1 = R7,00 
31 May 20.13 FC1 = R7,60 
30 June 20.13 FC1 = R7,80 
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    Example Example Example Example 12.12.12.12.6: Uncovered transaction 6: Uncovered transaction 6: Uncovered transaction 6: Uncovered transaction ––––    journals and disclosure journals and disclosure journals and disclosure journals and disclosure (conti(conti(conti(continnnnued)ued)ued)ued)    

The journals in the records of Forex Ltd will be The journals in the records of Forex Ltd will be The journals in the records of Forex Ltd will be The journals in the records of Forex Ltd will be as follows:as follows:as follows:as follows: 
  DrDrDrDr     CrCrCrCr   
   RRRR    RRRR     
    1 March 20.1 March 20.1 March 20.1 March 20.13131313: Transaction date: Transaction date: Transaction date: Transaction date     
 Inventories (SFP) 710 000  
 Creditor (SFP) 710 000  
 [FC100 000 × R7,10]  
 Recognise inventories and creditor at spot rate on transaction date  
    31 May 20.31 May 20.31 May 20.31 May 20.13131313: Reporting date: Reporting date: Reporting date: Reporting date     
 Foreign exchange difference (P/L) 50 000  
 Creditor (SFP) 50 000  
 [FC100 000 × (R7,60 – R7,10)]  
 Restate creditor to spot rate at year end  
    30 June 20.30 June 20.30 June 20.30 June 20.13131313: Settlement date: Settlement date: Settlement date: Settlement date     
 Foreign exchange difference (P/L) 20 000  
 Creditor (SFP) 20 000  
 [FC100 000 × (R7,80 – R7,60)]  
 Restate creditor to spot rate on settlement date  

 Creditor (SFP) 780 000  
 Bank (SFP) 780 000  
 [FC100 000 × R7,80]  
 Settle foreign creditor  
    OROROROR     
 Creditor (SFP) 760 000  
 Foreign exchange difference (P/L) [FC100 000 × (R7,80 – R7,60)] 20 000  
 Bank (SFP) [FC100 000 × R7,80] 780 000  
 Restate creditor to spot rate on settlement date and settle creditor  

The disclosure in the financial statements of Forex Ltd will be as follows: 
Forex Forex Forex Forex LtdLtdLtdLtd    

Extract from the sExtract from the sExtract from the sExtract from the statement of financial position as at 31 May 20.tatement of financial position as at 31 May 20.tatement of financial position as at 31 May 20.tatement of financial position as at 31 May 20.13131313    
 NoteNoteNoteNote     RRRR     
AssetsAssetsAssetsAssets    
Current assetsCurrent assetsCurrent assetsCurrent assets    
Inventories 710 000
Equity and liabilitiesEquity and liabilitiesEquity and liabilitiesEquity and liabilities      
Current liabilitiesCurrent liabilitiesCurrent liabilitiesCurrent liabilities    
Creditors 6 760 000

Forex LtdForex LtdForex LtdForex Ltd    
Extract from the sExtract from the sExtract from the sExtract from the statement of tatement of tatement of tatement of profitprofitprofitprofit    or loss and other or loss and other or loss and other or loss and other comprehensive icomprehensive icomprehensive icomprehensive innnncome for the year come for the year come for the year come for the year 

endedendedendedended    31 May 20.31 May 20.31 May 20.31 May 20.13131313    
Other expenses (R50 000 + XXXX)   XXXX  
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    Example Example Example Example 12.12.12.12.6: Uncovered transaction 6: Uncovered transaction 6: Uncovered transaction 6: Uncovered transaction ––––    journals and disclosure journals and disclosure journals and disclosure journals and disclosure (conti(conti(conti(continnnnued)ued)ued)ued)    

Forex LForex LForex LForex Lttttdddd    
Notes for the year ended 31Notes for the year ended 31Notes for the year ended 31Notes for the year ended 31    MayMayMayMay    20.20.20.20.13131313    

1.1.1.1.    AccounAccounAccounAccounting policyting policyting policyting policy    
1.11.11.11.1    Foreign exchangeForeign exchangeForeign exchangeForeign exchange    
 Foreign exchange differences are recognised in the profit or loss section of the 

statement of profit or loss and other comprehensive income as incurred. 
2.2.2.2.    Profit before taxProfit before taxProfit before taxProfit before tax    
 Profit before tax is calculated after taking the following into account: 

    RRRR  
    ExpensesExpensesExpensesExpenses   
 Foreign exchange difference 50 000 

6.6.6.6.    CreditorsCreditorsCreditorsCreditors    
 Inventories to the value of FC100 000 were purchased during the year. This 

transaction was not hedged against negative foreign currency fluctuations. The 
foreign creditor of R760 000 at year end will be settled on 30 June 20.13. 

 Applicable exchange rates: 
 Transaction date (1 March 20.13) FC1 = R7,10 
 31 May 20.13 FC1 = R7,60 
   
 

Summary of uncovered foreign exchange transactions 

 Transaction date Reporting date Settlement date 

Monetary item Recognise at spot 
rate  

Restate to spot rate 
on reporting date 

Settle at spot rate on 
settlement date 

Non-monetary 
item 

Recognise at spot 
rate  

No adjustment No adjustment 

Exchange  
difference 

No exchange 
difference 

Exchange profit/ loss 
on monetary item to 
the profit or loss 
section of the 
statement of profit or 
loss and other 
comprehensive income  

Exchange profit/ loss on 
monetary item to the 
profit or loss section of 
the statement of profit 
or loss and other 
comprehensive income  

6666.3.3.3.3    Hedging foreign currency risk in transactionsHedging foreign currency risk in transactionsHedging foreign currency risk in transactionsHedging foreign currency risk in transactions    
While fluctuating foreign exchange rates are a given in the current economic environment, 
the question arises as to whether a method exists whereby companies could manage the 
impact of this risk on their financial results. 

 HedgingHedgingHedgingHedging is the term generally used to refer to an entity’s policies and practices to 
protect itself against the adverse effect of risks that arise from various transactions, for 
example foreign currency risk. 

The simplest form of hedging is internal hedging. For example, if a company has a 
foreign payable and the company expects the exchange rate to deteriorate, a strategy to 
repay the creditor earlier could manage this risk quite effectively. 
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Another method of hedging that can be used, is external hedging. For external 
hedging, an entity uses financial instruments (derivatives – refer to chapter 18) to eliminate 
the risk flowing from certain transactions. For example, if a company has a foreign payable 
and the company expects the exchange rate to deteriorate, the company can enter into a 
forward exchange contract (FEC) with a bank to effectively fix the exchange rate that will be 
applied when the creditor is repaid at a future date. 

Hedging does not always have positive consequences and a decision to hedge needs to 
be based on a thorough investigation of predicted market movements. For instance, a few 
years ago a South African company recorded a foreign currency loss of R6 billion. This 
resulted from hedging instruments that the company entered into to hedge itself against 
foreign currency exposure on its foreign long-term financing. The unexpected strengthening 
of the Rand resulted in significant losses being made on these hedging instruments. 

Hedging is a wider term than hedge accounting. 
 

 HedgingHedgingHedgingHedging relates to the policies and practices that an entity applies to manage its 
risks, such as foreign currency risk. Hedge accountingHedge accountingHedge accountingHedge accounting is a voluntary accounting model 
contained in IFRS 9 which is applied to hedging relationships, provided certain hedge criteria 
are met. 

Hedge accounting attempts to correct deficiencies that may arise when normal accounting 
principles are applied to hedging relationships. 

6666.3.1.3.1.3.1.3.1    Hedging terminologyHedging terminologyHedging terminologyHedging terminology    
The following hedging terminology is used in IFRS 9: 
� A hedged item is an item that exposes an entity to certain risks such as foreign 

currency risks and is designated as being hedged. IFRS 9 identifies three types of 
hedged items, namely: 

� recognised assets or liabilities; 
� unrecognised firm commitments (outside the scope of this work); and 
� highly probable forecast transactions (outside the scope of this work). 
 An example of a hedged item is a foreign currency payable that the entity needs to 

settle on a future date and for which a hedging instrument has been designated. 
� A hedging instrument is an instrument taken out to protect an entity against the risks 

associated with the hedging item. An example of a hedging instrument is a FEC to buy 
Dollars at a fixed rate at a future date on which a foreign currency payable will be 
settled. Other examples of hedging instruments include foreign currency linked futures 
and option contracts. 

6666.3.2.3.2.3.2.3.2    Hedging criteriaHedging criteriaHedging criteriaHedging criteria    
Hedge accounting is optional. An entity may choose to apply hedge accounting only when 
the following qualifying criteria are met: 
� the hedging relationship consists only of eligible hedging instruments and eligible 

hedged items; 
� at the inception of the hedging relationship there is formal designation and 

documentation of the hedging relationship and the entity’s risk management objective 
and strategy for undertaking the hedge. The documentation should include identification 
of the hedging instrument, the hedged item, the nature of the risk being hedged and 
how the entity will assess hedge effectiveness; and 

� the hedging relationship meets the hedge effectiveness requirements. 
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6666.3.3.3.3.3.3.3.3    Hedge effectivenessHedge effectivenessHedge effectivenessHedge effectiveness    requirementsrequirementsrequirementsrequirements    
Hedge effectiveness is the extent to which changes in the fair value or cash flows of the 
hedging instrument offset changes in the fair value or cash flows of the hedged item. For a 
hedge to be effective the following requirements should be met: 
� An economic relationship exists between the hedge item and the hedging instrument. 

This means that the fair values of the hedging instrument and the hedged items should 
generally move in the opposite direction because of the same risk. 

� The effect of credit risk does not dominate the value changes that result from the 
economic relationship. In other words, the fair value changes due to credit risk should 
not be the significant driver of the fair value changes of either the hedging instrument or 
the hedged item; 

� The hedge ratio of the hedging relationship is the same as that resulting from the 
quantity of the hedged item that the entity actually hedges and the quantity of the 
hedging intrument that the entity actually uses to hedge that quantity of hedged item. 
There should not be a deliberate imbalance to derive an accounting outcome.   

6666.3.4.3.4.3.4.3.4    Frequency of assessing hedge effectivenessFrequency of assessing hedge effectivenessFrequency of assessing hedge effectivenessFrequency of assessing hedge effectiveness    
An entity has to assess hedge effectiveness: 
� at inception of a hedging relationship; 
� at the reporting date; and 
� when there is a significant change in circumstances affecting hedge effectiveness. 

6666.3.5.3.5.3.5.3.5    Methods of assessing hedge effectivenessMethods of assessing hedge effectivenessMethods of assessing hedge effectivenessMethods of assessing hedge effectiveness    
The 80–125% quantitative threshold suggested by IAS 39 to assess hedge effectiveness for 
applying hedge accounting has been removed. IFRS 9 is more principle based and does not 
prescribe a specific method of assessing hedge effectiveness. Depending on the relevant 
characteristics of the hedging relationship the method can be qualitative or quantitative. For 
simple hedging relationships where the critical terms of the hedging instrument and the 
hedge item closely match, a qualitative assessment might be appropriate. For example, a 
qualitative assessment can conclude that a $5 000 creditor payable in three months is 
effectively hedged by a $5 000 debtor payable in three months. For complex hedging 
relationships, a quantitative assessment may be required.  

An entitiy’s risk management is the main source of information to assess whether a 
hedging relationship meets the hedge effectiveness requirements. An entity’s 
documentation of the hedging relationship includes how it will assess the hedge 
effectiveness requirements, including the methods to be used. 

6666.3..3..3..3.6666    Types of hedges relating to foreign currency transactions and hedge accountingTypes of hedges relating to foreign currency transactions and hedge accountingTypes of hedges relating to foreign currency transactions and hedge accountingTypes of hedges relating to foreign currency transactions and hedge accounting    
IFRS 9 defines two types of hedges that are applicable to foreign currency transactions, 
namely: 
� Fair value hedge, i.e. a hedge of the exposure to changes in fair value of 
 – a recognised asset or liability; or 
 – an unrecognised firm commitment (outside the scope of this work), 
 that is attributable to a specific risk and can affect profit or loss. 
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� Cash flow hedge, i.e. a hedge of the exposure to the variability in cash flows 
resulting from: 

 – a recognised asset or liability; or 
 – a highly probable forecast transaction (outside the scope of this work), 
 that is attributable to a particular risk and can affect profit or loss. 

Applying hedge accounting to a recognised asset or liability 

 A recognised asset or liability is an item that qualifies for recognition in terms of IFRS. 

The term “recognised asset or liability” is contained in both the definitions of a fair value 
hedge and a cash flow hedge. The application of fair value hedge accounting or cash flow 
hedge accounting will depend on the specific situation, i.e. whether fair value variability is 
hedged or whether cash flow variability is hedged.  

For example, if an entity owns an investment in the shares of a foreign company and the 
entity would like to hedge itself against the impact of the strengthening Rand on the value 
of the shares, such a hedging transaction will be classified as a fair value hedge.  

By contrast, if an entity has a foreign currency liability payable in six months’ time and it 
wishes to hedge the amount payable on settlement against foreign currency fluctuations, the 
entity may account for the hedge as either a fair value hedge or a cash flow hedge, 
depending on what is specified as the hedged risk. This is due to the fact that foreign currency 
risk affects both cash flows and fair value. 

 In fair value hedge accountingfair value hedge accountingfair value hedge accountingfair value hedge accounting, the gain or loss from remeasuring the hedging 
instrument at fair value is recognised in the profit or loss section of the statement of profit or 
loss and other comprehensive income. The hedging gain or loss on the hedged item adjusts 
the carrying amount of the hedged item and is recognised in the profit or loss section of the 
statement of profit or loss and other comprehensive income (IFRS 9.6.5.8). 

 

 In cash flow hedge accountingcash flow hedge accountingcash flow hedge accountingcash flow hedge accounting, the portion of the gain or loss on the hedging 
instrument that is determined to be an effective hedge is recognised in other comprehensive 
income (cash flow hedge reserve). Any remaining gain or loss on the hedging instrument is 
hedge ineffectiveness that is recognised in profit or loss (IFRS 9.6.5.11). 
The amount in  the cash flow hedge reserve is reclassified to profit or loss in the same 
period or periods during which the hedged item affects profit or loss, i.e. when the hedged 
item is remeasured for changes in foreign exchange rates in terms of IAS 21.  

Therefore, if the hedge is effective, the gain or loss on the hedging instrument is released 
to the profit or loss section of the statement of profit or loss and other comprehensive 
income in the same periods during which the hedged item is remeasured, not when 
payment occurs. 

6.3.6.3.6.3.6.3.7777    DisclosureDisclosureDisclosureDisclosure    
IFRS 7, Financial Instruments: Disclosures, sets out the disclosure requirements for risk 
exposures that an entity hedges and for which it applies hedge accounting. The required 
disclosures shall be presented in a single note or a separate section in an entity’s financial 
statements. Where information is required to be separated by risk category, the entity 
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determines the risk category on the basis of the risk exposures an entity hedges and for 
which hedge accounting is applied.  
� Hedge accounting disclosure shall provide information about: 

– an entity’s risk management strategy; 
– how the entity’s hedging activities may affect the amount, timing and uncertainty of 

its future cash flows; and 
– the effect that hedge accounting has on the entity’s financial position and 

performance. 
The risk management strategy 
� Disclosure for an entity’s risk management strategy must include for each risk category: 

– the hedging instruments used to hedge risk exposures; 
– how the entity determines the economic relationship between the hedged item and 

the hedging instrument to assess hedge effectiveness; and 
– how the entity establishes the hedge ratio and what the sources of hedge 

ineffectiveness are. 
The amount, timing and uncertainty of future cash flows 
� An entity shall provide a breakdown by risk category that discloses: 

– a profile of the timing of the nominal amount of the hedging instrument; and 
– the average price or rate of the hedging instrument. 

� An entity shall disclose by risk category a description of the sources of hedge 
ineffectiveness that are expected to affect the hedging relationship during its term. 

� If other sources of hedge ineffectiveness emerge in a hedging relationship, an entity 
shall disclose those sources by risk category and explain the resulting ineffectiveness. 

The effects of hedge accounting on financial position and performance 
An entity shall disclose the following information separately in tabular format by risk 
category relating to: 
� Hedging instruments (for each type of hedge – fair value hedges or cash flow hedges) 

– the carrying amount of the hedging instruments (presenting assets separately from 
liabilities); 

– the line item in the statement of financial position that includes the hedging 
instrument; 

– the change in fair value of the hedging instrument used as basis for recognising 
hedge ineffectiveness during the period; and 

– the nominal amounts of the hedging instruments. 
� Hedged items in fair value hedges 

– the carrying amount of the hedged item (presenting assets separately from 
liabilities); 

– the accumulated amount of fair value hedge adjustments included in the carrying 
amount of the hedged item (presenting assets separately from liabilities); 

– the line item in the statement of financial position that includes the hedged item; and 
– the change in fair value of the hedged item used as basis for recognising hedge 

ineffectiveness during the period. 
� Hedged items in cash flow hedges 

– the change in value of the hedged item used as basis for recognising hedge 
ineffectiveness during the period; 

– the balance in the cash flow hedge reserve for continuing hedges; and 
– the balance in the cash flow hedge reserve for which hedge accounting is no longer 

applied.  
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� Fair value hedges 
– hedge ineffectiveness recognised in profit or loss; and 

– the line item in the statement of profit or loss and other comprehensive income that 
includes the hegde ineffectiveness. 

� Cash flow hedges 
– hedge gains or losses recognised in other comprehensive income; 
– hedge ineffectiveness recognised in profit or loss; 
– the line item in the statement of profit or loss and other comprehensive income that 

includes the hegde ineffectiveness; 
– the amount reclassified from the cash flow hedge reserve into profit or loss as a 

reclassification adjustment because the hedged item affected profit or loss; 
– the amount reclassified from the cash flow hedge reserve into profit or loss as a 

reclassification adjustment because the hedged future cash flows are no longer 
expected to occur; 

– the line item in the statement of profit or loss and other comprehensive income that 
includes the reclassification adjustment. 

An entity shall provide a reconciliation of each component of equity and an analysis of other 
comprehensive income that differentiates between (separately by risk category – can be 
disaggregated in the notes): 
� hedge gains or losses recognised in other comprehensive income; 
� the amount reclassified from the cash flow hedge reserve into profit or loss as a 

reclassification adjustment because the hedged item affected profit or loss; and 
� the amount reclassified from the cash flow hedge reserve into profit or loss as a 

reclassification adjustment because the hedged future cash flows are no longer expected 
to occur. 

 

    Example Example Example Example 12.12.12.12.7777: : : : Hedge accounting for a recognised liabilityHedge accounting for a recognised liabilityHedge accounting for a recognised liabilityHedge accounting for a recognised liability    
An entity, Beta Ltd, has the local currency (Rand) as its functional and presentation currency. 
On 1 December 20.13, Beta Ltd purchased inventories at FC100 000. On this date, the 
exchange rate was FC1 = R6,14. The company is required to pay the creditor on 
31 January 20.14. On 1 December 20.13, the company took out a two-month FEC contract to 
purchase FC100 000 on 31 January 20.14 at an exchange rate of FC1= R6,16. The company 
has a 31 December year end and on this date the applicable rate for an FEC expiring on 
31 January 20.14 was FC1 = R6,20, while the spot rate was FC1 = R6,18. On 
1 December 20.13, the company designated the FEC as a hedging instrument for the future 
payment of the creditor. The entity complied with all hedging criteria and managament 
assessed that the hedge was effective throughout the contract term. The entity chooses to 
apply hedge accounting. 

 Fair value hedge accounting is appliedFair value hedge accounting is appliedFair value hedge accounting is appliedFair value hedge accounting is applied  DrDrDrDr  CrCrCrCr     
 1 December 20.1 December 20.1 December 20.1 December 20.13131313  RRRR  RRRR     
 Inventories (SFP) 614 000  
 Creditor (SFP)  614 000  
 Recognise the inventories and the creditor at spot rate on 

transaction date [FC100 000 × R6,14] 
  

 No journal entry is required for the FEC contract, as the fair value of 
the FEC on 1 December 20.13 is nil. 
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    Example Example Example Example 12.12.12.12.7777: : : : Hedge accounting for a recognised liabilityHedge accounting for a recognised liabilityHedge accounting for a recognised liabilityHedge accounting for a recognised liability    (continued)(continued)(continued)(continued)    
     DrDrDrDr  CrCrCrCr        
 31 December 20.31 December 20.31 December 20.31 December 20.13131313    RRRR RRRR     
 Foreign exchange difference (P/L) 4 000   
 Creditor (SFP)  4 000  
 Adjust hedged item (creditor) to spot rate at year end 

[FC100 000 × (R6,18 – R6,14)] 
   

 FEC asset (SFP) 4 000   
 Foreign exchange difference (P/L)  4 000  
 Adjust hedging instrument (FEC) to fair value at year end  

[FC100 000 × (R6,20 – R6,16)] 
   

 (Note: For illustration purposes only, the FEC has not been 
discounted) 

   

 Cash flow hedge accounting is appliedCash flow hedge accounting is appliedCash flow hedge accounting is appliedCash flow hedge accounting is applied  
 1 December 20.1 December 20.1 December 20.1 December 20.13131313     
 Inventories (SFP) 614 000   
 Creditor (SFP) 614 000  
 Recognise the inventories and the creditor at spot rate on 

transaction date [FC100 000 × R6,14] 
  

 No journal entry is required for the FEC contract as the fair value  
of the FEC on 1 December 20.5 is nil. 

  

 31 December 20.31 December 20.31 December 20.31 December 20.13131313      
 FEC asset (SFP) 4 000   
 Cash flow hedge reserve (OCI) 4 000  
 Adjust hedging instrument (FEC) to fair value at year end  

[FC100 000 × (R6,20 – R6,16)] 
  

 Foreign exchange difference (P/L) 4 000   
 Creditor (SFP) 4 000  
 Adjust hedged item (creditor) to spot rate at year end  

[FC100 000 × (R6,18 – R6,14)] 
  

 Cash flow hedge reserve (OCI) 4 000  
 Foreign exchange difference (P/L) 4 000  
 Reclassification of cumulative gain in equity to profit or loss as the 

financial liability (creditor) affects profit or loss 
  

 (Note: For illustration purposes only, the FEC has not been 
discounted.) 

  

    
 

    Example Example Example Example 12.12.12.12.8: Fair value hedge 8: Fair value hedge 8: Fair value hedge 8: Fair value hedge ––––    recognised liabilityrecognised liabilityrecognised liabilityrecognised liability    
Hedge Ltd uses the local currency (Rand) as its functional and presentation currency. The 
company ordered inventories to the value of FC100 000 on 1 December 20.13 and the 
inventories was sent free-on-board (FOB) on this date. The company took out a two-month 
forward exchange contract (FEC) for the same amount on 1 December 20.13, since the 
creditor must be paid on 31 January 20.14. 
1. The following exchange rates are applicable: 

  Spot rateSpot rateSpot rateSpot rate    Forward rateForward rateForward rateForward rate        
  FC1 = R FC1 = R  
 1 December 20.13 7,00 7,03 (2 months)  
 31 December 20.13 7,10 7,12 (1 month)  
 31 January 20.14 7,16   
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    Example Example Example Example 12.12.12.12.8: Fair value hedge 8: Fair value hedge 8: Fair value hedge 8: Fair value hedge ––––    recognised liabilityrecognised liabilityrecognised liabilityrecognised liability    (contin(contin(contin(continued)ued)ued)ued)    

2. The company chose to apply hedge accounting. 
3. On 1 December 20.13, the company designated the FEC as the hedging instrument 

and the foreign exchange creditor which arose as a result of the transaction, as the 
hedged item. 

4. Accept that all hedging criteria in terms of IFRS 9 have been met and that managament 
assessed that the hedge was effective throughout the contract term.  

5. The financial year end of Hedge Ltd is 31 December. 
6. Ignore any tax implications. 
The journal entries in the records The journal entries in the records The journal entries in the records The journal entries in the records of Hedge Ltd will be as follows:of Hedge Ltd will be as follows:of Hedge Ltd will be as follows:of Hedge Ltd will be as follows: 

   DrDrDrDr     CrCrCrCr     
   RRRR     RRRR   
    1 December 20.1 December 20.1 December 20.1 December 20.13131313: Transaction date: Transaction date: Transaction date: Transaction date       
 Inventories (SFP) 700 000   
 Creditor (SFP)  700 000  
 [FC100 000 × R7,00]    
 Recognise inventories and creditor at spot rate on transaction

date   
 

 No journal entry for the FEC, as the fair value of the FEC is nil on 
1 December 20.13.   

 

    31 December 20.31 December 20.31 December 20.31 December 20.13131313: Reporting date: Reporting date: Reporting date: Reporting date       
 FEC asset (SFP) 9 000   
 Foreign exchange difference (P/L)  9 000  
 [FC100 000 × (R7,12 – R7,03)]    
 Adjust hedging instrument (FEC) to fair value at year end    

 Foreign exchange difference (P/L) 10 000   
 Creditor (SFP)  10 000  
 [FC100 000 × (R7,10 – R7,00)]    
 Adjust hedged item (creditor) to spot rate at year end    
    31 January 20.31 January 20.31 January 20.31 January 20.14141414: Settlement date: Settlement date: Settlement date: Settlement date       
 FEC asset (SFP) 4 000   
 Foreign exchange difference (P/L)  4 000  
 [FC100 000 × (R7,16 – R7,12)]    
 Adjust hedging item (FEC) to fair value on expiry date    

 Foreign exchange difference (P/L) 6 000   
 Creditor (SFP)  6 000  
 [FC100 000 × (R7,16 – R7,10)]    
 Adjust hedged item (creditor) to spot rate on settlement date    
 Creditor (SFP) [FC100 000 × R7,16] 716 000   
 FEC asset (SFP) [R9 000 + R4 000]  13 000  
 Bank (SFP) [FC100 000 × R7,03]  703 000  
 Settle creditor and FEC on settlement date    
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7777    Short and sweetShort and sweetShort and sweetShort and sweet    
 

 The objective of IAS 21 is to prescribe the recognition, measurement and disclosure 
of foreign exchange transactions. 
� The exchange rateexchange rateexchange rateexchange rate is the ratio at which the currencies of two countries are exchanged at 

any given point in time. 
� The spot ratespot ratespot ratespot rate is the exchange rate for immediate delivery of currencies to be exchanged 

at a particular time. 
� The closing rateclosing rateclosing rateclosing rate is the spot exchange rate at the reporting date. 
� The forward rateforward rateforward rateforward rate is the exchange rate available in terms of an FEC agreement for the 

exchange of two currencies at a future date. 
� Presentation currency Presentation currency Presentation currency Presentation currency is the currency in which the financial statements are presented. 
� Functional currencyFunctional currencyFunctional currencyFunctional currency    is defined as the currency of the primary economic environment in 

which an entity operates. 
� Uncovered foreign currency transactions are recorded in the functional currency using 

the spot rate ruling on the transaction date. 
� Monetary and non-monetary items must be clearly identified for the purposes of 

converting foreign exchange transactions. 
� Realised and unrealised foreign exchange differences as a result of the conversion of 

uncovered foreign exchange transactions are recognised in the profit or loss section of 
the statement of profit or loss and other comprehensive income. 

� Hedging is defined as an entity’s policies and practices to protect itself against the 
adverse effect of risks that arise from entering into foreign exchange transactions. 

� A recognised foreign asset or liability is an example of a hedged item. 
� An FEC is an example of a hedging instrument. 
� Two types of hedges are applicable to foreign currency transactions, i.e.: 

 – fair value hedges; and 
 – cash flow hedges. 
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1111    Evaluation criteriaEvaluation criteriaEvaluation criteriaEvaluation criteria    

� Know and apply the definitions. 
� Disclose proposed dividends. 
� Calculate, present and disclose dividends per share for a company and a group. 
� Calculate, present and disclose basic earnings per share for a company and a group. 
� Calculate, present and disclose diluted earnings per share for a company and a group. 
� Identify situations where new issues of shares during the year result in the calculation of a 

weighted average number of shares, as well as situations where weighting is not necessary. 
� Identify and explain those situations where basic earnings and diluted earnings per share 

of the prior year need to be re-stated, and calculate this re-statement. 
� Apply the principles for contingently issuable shares. 
� Apply the principles for mandatorily convertible instruments and convertible instruments at 

the option of the holder. 
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2222    Schematic representation of Schematic representation of Schematic representation of Schematic representation of IAS 33IAS 33IAS 33IAS 33    

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

3333    BackgroundBackgroundBackgroundBackground    

The earnings attributable to each ordinary share, and the dividends per share resulting from 
the earnings, are of great importance to investors in assessing the performance of a 
company. The profit for the year or the total dividend paid and/or declared, without 
reference to the number of shares sharing in it may be a misleading measure of 
performance. However, if the information is expressed per share, it becomes possible to 
compare companies even if they function in different industries. 

By calculating earnings per share (EPS), the earnings are viewed in relation to the capital 
employed to generate those earnings. 

The EPS figure forms the basis for the calculation of the price-earnings ratio used by 
listed companies. It is therefore a requirement for listed companies to disclose earnings per 
share in their financial statements, although this information may be useful to all types of 
companies. 

Astute investors can determine an approximate value for the shares of a company fairly 
accurately, merely by looking at the record of the company’s earnings and dividends per 
share. This enables them to assess whether the share should be included in their portfolio 
and thus merits further investigation. The earnings and dividends per share figures are also 
very important yardsticks in mergers and take-overs. The earnings and dividends per share 
figures of the different companies before and after the merger or take-over must be 
comparable, so that the position of shareholders can be assessed. An evaluation of the 
earnings and dividend record may also give an indication of the dividend policy of the 
company and dividend cover can be readily determined. 

IAS 33 
Earnings per share (EPS) 

� Which entities must comply with IAS 33?  
� EPS in consolidated statements  
� Basic and diluted EPS (total) per class of ordinary share on the face of the 

statement of profit or loss and other comprehensive income  
� Note disclosure  

� Identify ordinary shares  
� Group ordinary shares into classes of ordinary shares  

Earnings per share  

Basic earnings per 
share 

Diluted earnings per  
share 

Other earnings per  
share amounts 
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IAS 33 prescribes the principles for the calculation and presentation of EPS, while the 
presentation of dividends per share is dealt with in IAS 1, Presentation of Financial 
Statements. 

IAS 33 is applicable to: 
� entities whose ordinary shares or potential ordinary shares are publicly traded (listed 

companies); 
� entities that are in the process of issuing ordinary shares or potential ordinary shares in 

public securities markets; and 
� non-public entities that choose to disclose EPS in their financial statements.  
When both consolidated financial statements and separate financial statements are 
presented, the EPS disclosures are required only for the consolidated information. 

 The purpose of IAS 33 is to: 
� prescribe the calculation of EPS for comparability: 

 – between different entities; and 
 – within one entity, between different periods. 

4444    Earnings per shareEarnings per shareEarnings per shareEarnings per share    
 

 Earnings per share (EPS) is calculated by dividing the earnings (numerator) by the 
weighted average number of ordinary shares outstanding (denominator).  
� EPS must be calculated per class of ordinary shareordinary shareordinary shareordinary share.    

Basic EPS refers to the profit attributable to each ordinary share. The EPS is expressed in 
Rand, for example R2,35.  

IAS 33.9 prescribes that an entity must calculate basic EPS amounts for profit or loss 
attributable to ordinary owners of the parent and, if presented, profit or loss from continuing 
operations attributable to those owners. IAS 33.68 requires that when an entity reports a 
discontinued operation, basic EPS for the discontinued operation must be disclosed. This 
means that an entity with discontinued operations will have to disclose three basic EPS 
amounts: 
� one dealing with the total profit or loss of the entity;  
� the second dealing with the profit or loss from continuing operations only; and  
� the third dealing with the profit or loss from discontinued operations only.  
For the remainder of this chapter it is assumed that there are no discontinued operations. 

In IAS 33, two classes of shares are identified. Ordinary shares are equity instruments 
that are subordinate to all other classes of equity instruments. This implies that ordinary 
shares participate in profit for the year only after all other classes of shares, for example, 
preference shares, have participated. Ordinary shares may consist of different classes of 
shares with different profit-sharing rights, and includes deferred shares. Where there is 
more than one class of ordinary share, the earnings are apportioned to the shares in 
accordance with the profit-sharing rights attached to each of the classes of shares.  

The authors are of the opinion that participating preference shares are not classified 
as ordinary shares and as a result EPS will not be calculated and disclosed for these shares. 
IAS 33 distinguishes between participating equity instruments and different classes of 
ordinary shares, i.e. they are not regarded as one and the same. Refer to section 4.2.4 for a 
detailed discussion of participating preference shares.  



362   Introduction to IFRS – Chapter 13 
 

The second class of shares identified in IAS 33 is potential ordinary shares. Potential 
ordinary shares are financial instruments or other contracts that may entitle holders to 
ordinary shares. Potential ordinary shares include warrants and options that give holders the 
right to purchase ordinary shares. Potential ordinary shares may result in the dilution of 
future basic EPS. Diluted EPS may therefore need to be calculated where these instruments 
are issued and will result in dilution. Examples of potential ordinary shares include: 
� debentures convertible into ordinary shares; 
� preference shares convertible into ordinary shares;  
� share warrants;  
� share options;  
� employment contracts where employees receive ordinary shares as part of their 

remuneration; and 
� shares which may be issued upon the satisfaction of certain conditions specified in 

contracts, for example, in the purchase of a business or other assets.  
Potential ordinary shares may also arise from the settlement of financial instruments or 
other contracts by means of financial assets or ordinary shares (for example, cash or 
ordinary shares).  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

4.14.14.14.1    Basic earningsBasic earningsBasic earningsBasic earnings    

 Basic earnings = 
� profit/loss attributable to the owners of the parent 
� adjusted for: 

 – the after tax effect of preference dividends; and 
 – any similar effects of preference shares classified as equity. 

The profit or loss attributable to the parent includes all income and expenses recognised in 
the statement of profit or loss and other comprehensive income (profit or loss section) 
during the period, after taking non-controlling interests into account. 

Earnings Shares 

Attributable to ordinary shareholders, 
adjusted for preference shares: 
� Non-cumulative 
� Cumulative 
� Participating preference shares  

Basic earnings per share (basic EPS) 
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4.1.14.1.14.1.14.1.1        PreferPreferPreferPrefereeeence dividendsnce dividendsnce dividendsnce dividends    
The amount of preference dividends to be deducted is the amount of any preference 
dividends declared during the period on non-cumulative preference shares, and the amount 
of the annual preference dividends on cumulative preference shares regardless of whether 
these dividends have been declared or not.  

In terms of common law, the preference dividend is deemed to be cumulative unless the 
contrary is explicitly stated. This means that, if no indication is given of whether or not a 
particular preference share is cumulative, the preference share is deemed to be cumulative. 
Accordingly, the cumulative right must be specifically excluded in order not to apply.  

 Non-cumulative preference dividends are taken into account: 
� only if declared.  

Cumulative preference dividends are taken into account: 
� every year, regardless of whether proposed, declared or paid; and 
� are only deducted once (therefore not deducted again if declared in the current period in 

respect of previous periods). 

Note that the classification of certain preference shares as liabilities rather than equity 
would lead to the preference dividends being accrued as interest on a daily basis. The 
“interest expense” will not be deducted again for purposes of calculating EPS since it has 
already been taken into account in the determination of profit for the year. 

    Example 13.1: Ordinary and preference sharesExample 13.1: Ordinary and preference sharesExample 13.1: Ordinary and preference sharesExample 13.1: Ordinary and preference shares        

The following information concerns the issued capital and earnings of a company for a 
financial year:    

 20.1320.1320.1320.13        20.1220.1220.1220.12    
Number of ordinary shares at beginning of year 1 000  1 000 
Number of ordinary shares issued on 30 September 20.13 at fair 
value 

 
1 200 

  
– 

Cumulative preference share capital at beginning of year with a 
fixed preference dividend of R0,12 per share (500 shares) 

 
R500 

  
R500 

Profit for the year R5 000  R4 300 

The basic earnings is calculated as follows:The basic earnings is calculated as follows:The basic earnings is calculated as follows:The basic earnings is calculated as follows:    
 RRRR        RRRR  
Profit for the year 5 000  4 300 
Preference dividend (500 × R0,12) (60) (60) 
Basic earnings 4 940  4 240  
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4.24.24.24.2    Basic sBasic sBasic sBasic shareshareshareshares    
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 

 
For the purpose of calculating basic EPS, the number of ordinary shares must be the 
weighted average number of ordinary shares in issue/outstanding (weighted 
average number of shares) during the period (IAS 33.19). 

The weighted average number of shares used in the calculation of EPS recognises that 
the issued share capital of a company may fluctuate during a period. In these cases, the 
number of shares is appropriately weighted. When ordinary shares are issued during the 
period, only a weighted portion of these shares is taken into account in the EPS calculation.  

 Use three columns in the calculation of the weighted average number of shares: 
� current year – actual; 
� current year – weighted; and 
� comparative year. 

4.2.14.2.14.2.14.2.1    New share issues New share issues New share issues New share issues ––––    with a with a with a with a changechangechangechange    in resourcesin resourcesin resourcesin resources    (issue for value)(issue for value)(issue for value)(issue for value)    
If shares are issued during the financial year, it would be incorrect to assume that they had 
been in issue throughout the year when calculating EPS. 

A fresh issue of shares that is fully paid-up results in an inflow of capital to a company 
that is used to generate a return. As the return will only accrue to the company after the 
injection of capital (i.e. the new issue), it is logical to weight the number of shares issued 
over the time period of the increased capital. It is not appropriate to use the total number 
of shares in issue at the end of the year, as the cash obtained from the issue would not 
have been available to generate earnings prior to the issue date. Shares issued during the 
year must therefore be multiplied by a time-weighting factor to determine the weighted 
average number of shares in issue during the period. The time-weighting factor is the 
number of days that the specific shares are outstanding as a proportion of the total 

Issue for value Issue for no value Combination 

� Weight current period. 
� Do not restate 

comparative periods. 
Examples: 
� new share issue at fair 

value; 
� mandatorily convertible 

instruments; and 
� contingently issuable 

shares. 

� Don’t weight 
current period. 

� Restate 
comparative 
periods. 

Examples: 
� capitalisation or 

bonus issue; 
� share split; and 
� share 

consolidation. 

� Weight for value portion in 
in current  period. 

� Restate comparative 
periods for bonus 
portion. 

Example: 
� rights issue at less than 

fair value. 

Shares 
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number of days in the period. A reasonable approximation is adequate in many 
circumstances, which implies that the calculation could also be based on the number of 
months outstanding. 

    Example 13.1: Ordinary and preference shares (continued)Example 13.1: Ordinary and preference shares (continued)Example 13.1: Ordinary and preference shares (continued)Example 13.1: Ordinary and preference shares (continued)    

The following information concerns the issued capital and earnings of a company for a 
financial year:    
 20.1320.1320.1320.13        20.1220.1220.1220.12    
Number of ordinary shares at beginning of year 1 000  1 000 
Number of ordinary shares issued on 30 September 20.13  
at fair value 

 
1 200 

  
– 

Cumulative preference share capital at beginning of year with a 
fixed preference dividend of R0,12 per share (500 shares) 

 
R500 

  
R500 

Profit for the year R5 000  R4 300 
TheTheTheThe    basicbasicbasicbasic    EPS is calculated as follows:EPS is calculated as follows:EPS is calculated as follows:EPS is calculated as follows:    
Number of ordinary shares beginning of year 1 000  1 000 
New share issue: 1 200 × 3/12 300  – 
Weighted average number of shares  1 300  1 000 
Basic EPS: 
R4 940/1 300 R3,80   
R4 240/1 000   R4,24 

 
In most cases, shares are included in the weighted average number of shares from the date 
that the consideration is receivable (which is generally the date of their issue). For 
example, ordinary shares issued in exchange for cash are included when the cash is 
receivable (usually the date of the issue of the shares). The time-weighting factor for the 
inclusion of ordinary shares is thus determined by the specific terms and conditions 
attaching to their issue. If ordinary shares qualifying for dividends are issued during a 
financial period to redeem redeemable preference shares or debentures, they will be 
included in the weighted average number of shares as from the date on which the 
preference dividends, or the interest, ceases to accrue on these convertible securities, 
rather than from the actual date of the issue of the new shares.  

Ordinary shares issued as part of the purchase consideration of a business combination 
which is an acquisition, are included in the weighted average number of shares from the 
date of the acquisition, because the acquirer incorporates the results of the operations of 
the acquiree into its statement of profit or loss and other comprehensive income as from 
the date of acquisition. Thus, the weighting of the shares issued must coincide with the 
increased earning capacity as a result of acquiring assets or shares in another company. 

 
 

    Example Example Example Example 13.13.13.13.2: Issuing o2: Issuing o2: Issuing o2: Issuing of shares as payment for the acquisition of existing companyf shares as payment for the acquisition of existing companyf shares as payment for the acquisition of existing companyf shares as payment for the acquisition of existing company    
The following information pertains to the issued capital and earnings of a company for the 
year ended 31 December 20.13:  
The issued share capital on 1 January and 30 June 20.13 is: 
R500 000 in preference shares with a fixed dividend of R0,10 per share (500 000 shares). 
R1 000 000 in ordinary shares (4 000 000 shares). 
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    Example Example Example Example 13.13.13.13.2: Issuing of shares as payment for the acquisition of existing company 2: Issuing of shares as payment for the acquisition of existing company 2: Issuing of shares as payment for the acquisition of existing company 2: Issuing of shares as payment for the acquisition of existing company 
(continued)(continued)(continued)(continued)    
On 1 July 20.13, the company issued 500 000 preference shares and 2 000 000 ordinary 
shares of the same classes as those currently in issue, as payment for the acquisition of an 
existing company. There was no change in the share capital for the year ended 
31 December 20.12. 

ExtracExtracExtracExtract from the ct from the ct from the ct from the consolidated statement of profit or loss and other comprehensive income onsolidated statement of profit or loss and other comprehensive income onsolidated statement of profit or loss and other comprehensive income onsolidated statement of profit or loss and other comprehensive income 
for the year ended 31 Decemberfor the year ended 31 Decemberfor the year ended 31 Decemberfor the year ended 31 December    20.1320.1320.1320.13    

 20.1320.1320.1320.13        20.1220.1220.1220.12     
Profit for the year attributable to the owners of the parent R550 000  R450 000  

CommentsCommentsCommentsComments:    
� The financial statements of the acquired company for the full year to 

31 December 20.13 showed a profit for the year of R100 000. The acquirer included the 
full profit in the statement of profit or loss and other comprehensive income of the group 
on the basis that agreement was largely reached on 1 January 20.13, and calculated the 
EPS accordingly. 

� The new preference shares became entitled to dividends from 1 July 20.13, and the 
preference shares will be cumulative, since a statement to the contrary is not made 
(common law principle).  

The basic EPS will be calculated as follows:The basic EPS will be calculated as follows:The basic EPS will be calculated as follows:The basic EPS will be calculated as follows:    20.1320.1320.1320.13    
RRRR    

    20.1220.1220.1220.12    
RRRR    

 

Consolidated profit for the year attributable to the owners
of the parent 

 
550 000 

 
450 000 

 

Preference dividend (75 000)*  (50 000)  

Basic earnings 475 000  400 000  
* (500 000 × R0,10) + (500 000 × R0,10 × 6/12)     
Number of shares on 1 January  4 000 000  4 000 000  
Issued on 1 July but deemed to be entitled to dividends 
for the full year 

 
2 000 000 

  
– 

 

Weighted average number of shares 6 000 000  4 000 000  

Basic EPS R0,08  R0,10  

4.2.1.14.2.1.14.2.1.14.2.1.1    Mandatorily convertible instrumentsMandatorily convertible instrumentsMandatorily convertible instrumentsMandatorily convertible instruments        
Ordinary shares that will be issued upon the conversion of a mandatorily convertible 
instrument are included in the calculation of basic EPS from the date the contract is entered 
into. These mandatorily convertible instruments are not potential ordinary shares that 
may result in additional ordinary shares, but they will definitely result in more ordinary 
shares and are therefore treated as outstanding from the date of issue. The capital received 
when these convertible instruments were issued was available, from the day that they were 
issued, to generate earnings, and because these convertible instruments will be converted 
into ordinary shares, they are treated as ordinary shares from date of issue.  

The saving of interest or dividends resulting from the conversion of the convertible 
instruments into ordinary shares would not be added back in the calculation of basic 
earnings per share, because for the calculation of basic earnings per share, the profit or 
loss attributable to ordinary equity holders of the parent must only be adjusted for the 
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after-tax effect of preference dividends and similar amounts. Thus, no adjustment is made 
for any savings as would be the case for diluted earnings. 

These items are also not contingently issuable, since the passing of time is a certainty, 
not a contingency. 

    Example Example Example Example 13.313.313.313.3: Mandatorily convertible preference shares : Mandatorily convertible preference shares : Mandatorily convertible preference shares : Mandatorily convertible preference shares     
The following information regarding a listed company on 31 December is provided: 
 20.1320.1320.1320.13    

RRRR    
    20.1220.1220.1220.12    

RRRR    
    

Ordinary shares  
(20.13: 1 500 000 shares; 20.12: 1 000 000 shares) 
500 000 Mandatorily convertible preference shares with a 
fixed preference dividend of R0,10 per share, convertible into 
one ordinary share for every preference share held on 
31 March 20.13 
Profit for the year 

1 500 000 
 
 
 
 

– 
240 000 

 1 000 000 
 
 
 
 

500 000 
200 000 

Calculation of earnings and Calculation of earnings and Calculation of earnings and Calculation of earnings and weightedweightedweightedweighted    average number of sharesaverage number of sharesaverage number of sharesaverage number of shares::::        
 20.1320.1320.1320.13      20.1220.1220.1220.12      
Number of ordinary sharesNumber of ordinary sharesNumber of ordinary sharesNumber of ordinary shares    
Beginning of year prior to conversion 
Ordinary shares issuable on the conversion of  
mandatorily convertible preference shares (IAS 33.23)  
(500 000 × 3/12) 

SharesSharesSharesShares    
1 000 000 

 
 

125 000 

    SharesSharesSharesShares    
1 000 000 

 
 

500 000 

  

Conversion of preference shares (500 000 × 9/12) 375 000  – 

Weighted average number of shares for basic EPS 1 500 000  1 500 000  

EarningsEarningsEarningsEarnings    
Profit for the year 
Preference dividend (20.13: 500 000 × R0,10 × 3/12) 

RRRR    
240 000 
(12 500) 

    RRRR    
200 000 
(50 000)

    

Basic earnings 227 500  150 000  

Since the number of shares that will arise after the conversion is already taken into account 
in the basic number of shares, mandatorily convertible instruments will therefore not be 
included in the calculation of diluted EPS. 

 

 Add the number of shares that will be issued, if the conversion of the mandatorily 
convertible instruments takes place, right at the end in the calculation of the weighted 
average number of shares, after all the movements for the year have been taken into 
account. 

4.2.1.24.2.1.24.2.1.24.2.1.2    Contingently issuable shares Contingently issuable shares Contingently issuable shares Contingently issuable shares     
Contingently issuable shares are ordinary shares issuable for little or no cash or other 
consideration upon the satisfaction of specified conditions. These shares are included 
in the calculation of basic EPS only from the date on which all the necessary conditions are 
satisfied, i.e. the events have occurred. Before this date, these contingently issuable shares 
might affect diluted EPS. Outstanding ordinary shares that are contingently returnable (i.e. 
subject to recall) are not treated as outstanding, and are excluded from the calculation of 
basic EPS until the date on which the shares are no longer subject to recall. Refer to 
section 5.3 for a detailed discussion of contingently issuable shares. 
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4.2.24.2.24.2.24.2.2    New share issues New share issues New share issues New share issues ––––    without awithout awithout awithout a    change in resourceschange in resourceschange in resourceschange in resources    (issue for no value)(issue for no value)(issue for no value)(issue for no value)    
The weighted average number of shares outstanding during the period (and for all periods 
presented) must be adjusted for events (other than the conversion of potential ordinary 
shares) that have changed the number of ordinary shares outstanding without a 
corresponding change in resources (IAS 33.26). This will include, for example: 
� a capitalisation issue; 
� share split; 
� share consolidation; and  
� the bonus element in a rights issue to existing shareholders at less than fair value.  
When these types of shares are issued, the weighted average number of shares must be 
restated for all prior periods presented for the basic EPS, as well as for the diluted EPS. 

 Apply the ratio of, for example, a capitalisation issue, proportionatelyproportionatelyproportionatelyproportionately per column in 
the calculation of the weighted average number of shares. 

4.2.2.14.2.2.14.2.2.14.2.2.1    Share splitShare splitShare splitShare splitssss    and share consolidationand share consolidationand share consolidationand share consolidationssss    
Neither share splits, nor share consolidations, affect the net asset value of the company. A 
share split arises when a company increases the number of issued shares while the overall 
capital amount remains the same. For example, 1 000 ordinary shares to the value of 
R1 000 may be split into 4 000 ordinary shares. The share capital amount remains R1 000. 
A reason for a share split is to improve the marketability of shares by making the share 
price more accessible to the public.  

For comparative purposes, the basic EPS figures of previous years must be restated by 
recalculating the EPS based on the number of shares after the share split. 

Share consolidations, also called reverse share splits, arise when a company decreases 
the number of issued shares while the overall capital amount remains the same. For 
example, 5 000 ordinary shares to the value of R5 000 are consolidated into 1 000 ordinary 
shares and the share capital remains R5 000. Share consolidations are often used in 
reorganisations and restructurings. As with share splits, the basic EPS figures of previous 
years must be recalculated using the number of shares in issue after the share 
consolidation.  

    Example Example Example Example 13.413.413.413.4: Share split: Share split: Share split: Share split    
The following information relates to a calendar year:  
 20.1320.1320.1320.13      20.1220.1220.1220.12      
 RRRR    RRRR    
Profit for the year 20 000 15 000 
Ordinary shares at beginning of year: 1 000 shares 2 000 2 000 
Basic EPS (20 000/1 000; 15 000/1 000) 20,00 15,00 
During the year, the directors decided to split the shares into 4 000 ordinary shares.   
Basic EPS is calculated as follows:Basic EPS is calculated as follows:Basic EPS is calculated as follows:Basic EPS is calculated as follows:     
 20.1320.1320.1320.13      20.1220.1220.1220.12      
 RRRR    RRRR    
Basic EPS   

R20 000/4 000 5,00  
R15 000/4 000  3,75 

The basic EPS of 20.12 is restated for comparative purposes. Only the restated EPS is 
disclosed in the comparative amounts. 
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 The total Rand value of the share capital remains constant in the case of a share split 
or share consolidation, but the number of shares change. 

4.2.2.24.2.2.24.2.2.24.2.2.2    Capitalisation or bonus issueCapitalisation or bonus issueCapitalisation or bonus issueCapitalisation or bonus issue    
In a capitalisation or bonus issue, ordinary shares are issued to existing shareholders for 
no additional consideration. With a capitalisation or bonus issue, no new cash resources 
are contributed to the company, as existing reserves are merely capitalised. However, the 
number of shares increases, resulting in a reduction in the basic EPS.  

This fact cannot be ignored for the purposes of calculating the basic EPS, both for 
practical reasons and because the rights of shareholders may change as a result of the 
capitalisation issue. The solution is therefore to incorporate the capitalisation issue in the 
calculations, and to restate the comparatives accordingly. This approach ensures that 
comparability is not lost, and is appropriate because the “capital” had already been vested in 
the company in the previous period, although perhaps in the form of reserves rather than 
shares. As mentioned earlier, this adjustment applies not only to comparatives, but to the 
figures of all previous periods as well. 

    Example Example Example Example 13.513.513.513.5: Issue of ordinary shar: Issue of ordinary shar: Issue of ordinary shar: Issue of ordinary shares and capitalisation issuees and capitalisation issuees and capitalisation issuees and capitalisation issue    
The following information relates to the year ended 31 December:  
 20.1320.1320.1320.13        20.1220.1220.1220.12      
Number of:    
Ordinary shares at beginning of year 1 000 1 000  
Ordinary shares issued on 30 September 20.13 at fair value (the 
cash was also receivable on this date) 1 200

 
– 

 

Capitalisation issue of equity shares on 15 October 20.13 440 –  
Preference share capital at beginning of year with a fixed  
preference divided of R0,12 per share (500 shares) R500

 
R500 

 

Profit for the year R5 000 R4 400  
Ordinary dividends paid on 31 December R2 000 R1 600  
The basic EPS is calculated as follows:The basic EPS is calculated as follows:The basic EPS is calculated as follows:The basic EPS is calculated as follows:      
 RRRR        RRRR        
Profit for the year 5 000 4 400  
Preference dividend (500 × R0,12) (60) (60)  
Basic earnings 4 940 4 340  

Number of ordinary shares at the beginning of the year 1 000 1 000  
New share issue: 1 200 × 3/12   300 –  

 1 300 1 000  
Capitalisation issue ([1 000 + 1 200] actual/440; = one for five) 
(1 300/5)  
(1 000/5) 

260
 
 

200 

 

Weighted average number of shares for basic EPS 1 560 1 200  

Basic EPS (R4 940/1 560) R3,17   
Basic EPS (R4 340/1 200) R3,62  
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4.2.2.34.2.2.34.2.2.34.2.2.3    Rights issue at less than fair valueRights issue at less than fair valueRights issue at less than fair valueRights issue at less than fair value    
Rights issues can take place either at fair value or below fair value. If an issue takes place 
at fair value, it is treated as a normal share issue with a corresponding change in resources. 

Rights issue summary for purposes of weighted average number of shares calculation 

 
 Rights issue at fair value  Rights issue at less than fair value  

 
 Treat as normal share issue with a 

corresponding change in resources (issue 
for value): 
� weight current period; and 
� do not restate comparatives. 

 Split number of shares into a for value 
portion and a bonus portion. 
For value portion: 
� weight current period; and 
� do not restate comparatives. 
Bonus portion: 
� do not weight current period; and 
� restate comparatives proportionately. 

 

A board of directors sometimes uses a rights issue to pass benefits on to the shareholders, 
when the issue takes place at a price substantially below the fair value of the share (called a 
bonus issue). In these cases it is necessary to first value the issue in order to assess the 
size of the benefit accruing to the shareholders. This is done in accordance with accepted 
valuation procedures, by referring inter alia to the profit and dividend record, the fair rate of 
return, and the expected results of the company after the rights issue. The market value, in 
the case of listed companies, may serve as the value for current purposes. However, it must 
be borne in mind that the rights issue may cause the share price to drop because of a 
greater number of shares, as well as a reduction in equity per share as a result of the rights 
issue at a bonus price, and a fair value may therefore be somewhat lower than the initial 
market value. Fair value is the price that would be received to sell an asset or paid to 
transfer a liability in an orderly transaction between market participants at the measurement 
date. 

The number of ordinary shares to be used in calculating basic EPS for all periods prior to 
the rights issue is the number of ordinary shares outstanding prior to the issue, multiplied 
by the following factor: 

 
Fair value per share immediately prior to the exercise of rights 

 

 Theoretical ex-rights fair value per share  

The following formula is used to calculate the theoretical ex-rights fair value per share: 

 
Fair value of all outstanding shares before the exercise of rights + 

Total amount received from exercise of rights 

 Number of shares outstanding before rights issue +  
Number of shares issued with rights issue 

 

Where the rights themselves are to be publicly traded separately from the shares prior to 
the exercise date, fair value for the purposes of this calculation is established at the close of 
business on the last day on which the shares are traded together with the rights. 
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    Example Example Example Example 13.613.613.613.6: Rights issue: Rights issue: Rights issue: Rights issue    
If shares were issued on the exercise of a rights issue of one for two at R1,50 on 
1 January 20.13 when the fair value was R2,50 and the original number of issued shares 
was 600 000 (also at the beginning of 20.12), the following will apply: 
It is assumed that the earnings of the company are as follows: 
 20.1320.1320.1320.13        20.1220.1220.1220.12        

 RRRR      RRRR      

Profit for the year 1 000 000 840 000  

The fair value per share immediately before the exercise of the
rights was R2,50 

 

Method 1:Method 1:Method 1:Method 1:        

Theoretical ex-rights fair value per share:     

 (R2,50 × 600 000) + (R1,50 × 300 000)      
 600 000 shares + 300 000 shares      
 1 950 000  = 2,166666667 

     
 900 000      
 Calculation of factor:       
 2,50 

 = 1,153846 
   

 2,166666667    
 600 000 × 1,153846 = 692 308 shares      
 Thus bonus shares = 692 308 – 600 000 = 92 308 shares    
 Method 2:Method 2:Method 2:Method 2:        
 Shares issued for value:    
 300 000 × R1,50 

 = 207 692 shares 
   

 2,16666667    
 Thus bonus shares = 300 000 – 207 692 = 92 308 shares    

    Calculation of basic EPSCalculation of basic EPSCalculation of basic EPSCalculation of basic EPS        
  20.1320.1320.1320.13      20.1220.1220.1220.12        
  RRRR    RRRR        
 As originally calculated (R840 000/600 000)  1,40  
 Restated for rights issue [R840 000/(600 000 × 1,153846)] 

Or [840 000/(R600 000 outstanding + 92 308 bonus)] 
 1,21  

 Including rights issue (R1 000 000/900 000) 1,11    

If the rights issue in the current year took place during the year, the issue at full value must 
be weighted together with a retrospective restatement of the previous year for the bonus 
issue. If one assumes, therefore, that the rights issue takes place eight months into the 
20.13 financial year, the calculation can be adjusted as follows: 
20202020....12121212: : : :     600 000 × 1,153846 = 692 308 
 Basic EPS (R840 000/692 308) = R1,21 
20.20.20.20.13:13:13:13:    (600 000 × 1,153846 × 8/12) + (900 000 × 4/12) = 761 538* 
 Basic EPS (R1 000 000/761 538) = R1,31 

 

 



372   Introduction to IFRS – Chapter 13 
  

    Example 13.6: Rights issue (continued)Example 13.6: Rights issue (continued)Example 13.6: Rights issue (continued)Example 13.6: Rights issue (continued)    

The The The The weightedweightedweightedweighted    average number of sharesaverage number of sharesaverage number of sharesaverage number of shares    used for basic EPS could also have been calculated used for basic EPS could also have been calculated used for basic EPS could also have been calculated used for basic EPS could also have been calculated 
aaaas follows:s follows:s follows:s follows: 
 20.1320.1320.1320.13    20.1220.1220.1220.12      
 ActualActualActualActual        WeightedWeightedWeightedWeighted        WeightedWeightedWeightedWeighted      
Beginning of the year 600 000A  600 000B  600 000C

Rights issue (refer to calculation 1)    
� For value  
 (207 692 × 4/12) 

207 692  
69 231 

 –

� Bonus 
 (92 308/600 000A × 600 000B) 
 (92 308/600 000A × 600 000C) 

92 308  
92 308 

 

92 308 

 900 000  761 539*  692 308*  
* Rounding difference of R1 
Calculation 1:Calculation 1:Calculation 1:Calculation 1:    
Proceeds (300 000 × R1,50) R450 000
Ex-rights value 2,166666667
Shares issued for value at the theoretical ex-rights value  
(450 000/2,166666667) 207 692
Bonus shares (balancing) 92 308

Total number of shares issued in terms of rights issue 300 000  
 

 

 When the number of issued ordinary shares changes during the year, it is important to 
take the changes into account in date order when calculating the weighted average number 
of shares. 

 

    Example 13.7: Various issues of sharesExample 13.7: Various issues of sharesExample 13.7: Various issues of sharesExample 13.7: Various issues of shares    
The financial year end of an entity is 31 December. On 1 January 20.13, there are 400 000 
issued ordinary shares. The following ordinary share transactions took place during the 
20.13 financial year: 

 

Number of shares issued on 31 March 20.13 – total consideration receivable on 
this date. 

 
100 000 

 

Number of shares issued to existing shareholders in terms of a capitalisation 
issue on 30 April 20.13, in the ratio of two shares for every five shares held on 
30 April 20.13. 

 
 

200 000 

 

Number of shares issued in terms of a rights issue in the ratio of one share for 
every 10 shares held on 31 May 20.13, at R4,00 per share. All the rights were 
exercised and the shares were issued on 31 July 20.13. The cash was 
receivable on 31 July 20.13. The fair value just before the rights issue was 
R5,00 per share. 

 
 
 
 

70 000 
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    Example 13.7: Various issues of sharesExample 13.7: Various issues of sharesExample 13.7: Various issues of sharesExample 13.7: Various issues of shares    (continued)(continued)(continued)(continued)    
By using the 3By using the 3By using the 3By using the 3----column table, the wecolumn table, the wecolumn table, the wecolumn table, the weighted average number ofighted average number ofighted average number ofighted average number of    shares outstanding can be shares outstanding can be shares outstanding can be shares outstanding can be 
calculated as follows:calculated as follows:calculated as follows:calculated as follows: 
 20.20.20.20.13131313    20.20.20.20.13131313        20.20.20.20.12121212        
 ActualActualActualActual    WeightedWeightedWeightedWeighted      WeightedWeightedWeightedWeighted        
1 January 400 000 400 000  400 000  
31 March: new share issue 100 000   –  
[100 000 × 9/12] 75 000  –  

 500 000 475 000  400 000  
30 April: capitalisation issue     
[500 000/5 × 2] 200 000     
[475 000/5 × 2] 190 000    
[400 000/5 × 2]   160 000  

 700 000 665 000B  560 000A  
31 July: rights issue     
Issued for value1 57 037C   –  
[57 037 × 5/12] 23 765  –  
Bonus element1 12 963     
[12 963/700 000 × 665 000B] 12 315    
[12 963/700 000 × 560 000A]   10 370  
Weighted average number of shares for basic EPS 770 000 701 080E  570 370D  

Calculations:Calculations:Calculations:Calculations:    
1.1.1.1.    Number of sharesNumber of sharesNumber of sharesNumber of shares    R per shareR per shareR per shareR per share        TotalTotalTotalTotal        
Prior to rights issue 700 000  5,00 3 500 000  
Rights issue (700 000/10) 70 000  4,00 280 000  
 770 000  ? = 4,909090909  3 780 000  

The table above represents the formula:    
 Fair value of all outstanding shares before the exercise of rights [3 500 000] + 

Total amount received from exercise of rights [280 000] 
= 3 780 000 

 

 Number of shares outstanding before rights issue [700 000] + 
Number of shares issued with rights issue [70 000] 

= R770 000 

 

= 4,909090909    

Ex-rights value 4,9090909 
Proceeds in terms of rights issue (70 000 × R4,00) R280 000 
Number of shares that have to be issued at the ex-rights value to  
obtain proceeds of R280 000 (issued for value).  
[R280 000/4,909090909] 

 
 

57 037 

 

Bonus element (balancing) 12 963  

Number of shares in terms of rights-issue 70 000  
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    Example Example Example Example 13.713.713.713.7: Various issues of shares (continued): Various issues of shares (continued): Various issues of shares (continued): Various issues of shares (continued)    
Alternative calculation of the bonus and for value portions of the rights issue, by using the Alternative calculation of the bonus and for value portions of the rights issue, by using the Alternative calculation of the bonus and for value portions of the rights issue, by using the Alternative calculation of the bonus and for value portions of the rights issue, by using the 
adjustment factor:adjustment factor:adjustment factor:adjustment factor:    
Adjustment factor: 
= Fair value prior to rights-issue/Ex-rights value 
= 5,00/4,909090909 
= 1,018518519 

Adjusted number of shares:  
[700 000 before rights-issue × 1,018518519] 712 963  
Issued shares before rights-issue 700 000  
Thus: bonus element [712 963 – 700 000] 12 963  
   
Number of shares issued in terms of rights-issue 70 000  
Less: Bonus element (12 963)  
Number of shares issued for value 57 037CCCC  

The number of shares issued for value and the bonus element can be taken into account in 
the 3-column table as above, or the calculation below can be used to calculate the weighted 
average number of shares. 

Alternative calculation of the total Alternative calculation of the total Alternative calculation of the total Alternative calculation of the total weightedweightedweightedweighted    average number of sharesaverage number of sharesaverage number of sharesaverage number of shares    (by using the (by using the (by using the (by using the 
adjustment factor):adjustment factor):adjustment factor):adjustment factor):    
20.20.20.20.12121212      
Number of shares before the rights-issue × factor   
560 000A × 1,018518519 570 370D  
20202020....13131313      
[Number of shares before the rights-issue × factor] + [number of new shares 
issued for value weighted for the period] 

  

[665 000B × 1,018518519] + [57 037C × 5/12] 701 080E  
OROROROR    20.20.20.20.13131313      
[(400’ + (400’/5 × 2 cap)) × factor × 7/12] + [(100’ + (100’/5 × 2 cap)) ×  
factor × 4/12] + [770’ × 5/12] 
= 332 716 + 47 531 + 320 833 

 
 

701 080 

 

  
 

 When the adjustment factor is used, it is a good idea to use a time-line drawing 
indicating all the share transactions in date order. 

4.2.34.2.34.2.34.2.3    IssueIssueIssueIssuessss    after the repoafter the repoafter the repoafter the reporting daterting daterting daterting date    
When an entity issues capitalisation shares, rights issues with a bonus element, share splits 
or reverse share splits after the reporting date but before the financial statements 
are authorised for issue, all basic EPS calculations are restated retrospectively for the 
new issue. The fact that the basic and diluted EPS have been restated is disclosed in the 
financial statements. Since the capital utilised to generate the earnings for the year has not 
changed, the EPS amounts are restated. 

If an entity issues shares at fair value after the reporting date, or issues shares to repay 
loans or redeem preference shares, or converts potential ordinary shares into ordinary 
shares, or issues warrants, options or convertible securities, or issues contingently issuable 
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shares when conditions are met, the EPS figures at the reporting date are not adjusted. 
These transactions do not influence the amount of capital used to produce the profit or loss 
for the year. IAS 33 recommends, however, that these types of ordinary share or potential 
ordinary share transactions after the reporting date be disclosed in the financial statements 
if the number of ordinary shares or potential ordinary shares outstanding at the end of the 
financial period would have changed significantly if the transactions had occurred before the 
end of the reporting period. 

In addition, basic and diluted EPS are also restated retrospectively for the effect of errors 
and adjustments resulting from changes in accounting policies. 

4.2.44.2.44.2.44.2.4    ParticipatingParticipatingParticipatingParticipating    preference sharespreference sharespreference sharespreference shares    
As discussed earlier, participating preference shares are not a class of ordinary shares. This 
type of preference share is made up of two elements – a preferential share element and an 
ordinary share element. Profit attributable to the participating preference shareholders is 
not attributable to the ordinary shareholders and must therefore be deducted in the 
calculation of basic earnings. Participating preference shares usually receive a fixed 
preference dividend as well as an allocation of the profits. These profits are allocated in a 
specific ratio between the participating preference shareholders and the ordinary 
shareholders. In such cases, only the EPS for the ordinary shares will be disclosed. 

    Example 13.8:Example 13.8:Example 13.8:Example 13.8:    Participating preferenceParticipating preferenceParticipating preferenceParticipating preference    shares, rights issue, capitalisation issue shares, rights issue, capitalisation issue shares, rights issue, capitalisation issue shares, rights issue, capitalisation issue     
The following information applies to a financial year: 
 20.1320.1320.1320.13        20.1220.1220.1220.12     
 NumberNumberNumberNumber        NumberNumberNumberNumber     
Ordinary shares at beginning of year 1 000  1 000  
R500 in participating preference shares at beginning of year with 
a fixed preference dividend of R0,08 per share 500  500 

 

Rights issue of ordinary shares for cash on 30 September 20.13 at 
fair value 200  – 

 

Capitalisation issue of ordinary shares on 15 October 20.13
(one for every four shares) 300  – 

 

Profit for the year R5 000  R4 400  
Ordinary dividend declared on 31 December R100  R80  
Participating preference shareholders are entitled to 30% of the total dividends paid to  
ordinary shareholders over and above their fixed dividend. 
Calculation ofCalculation ofCalculation ofCalculation of    thethethethe    weightedweightedweightedweighted    aveaveaveaverage number of sharesrage number of sharesrage number of sharesrage number of shares::::  
   20.1320.1320.1320.13        20.1220.1220.1220.12     
Ordinary shares at beginning of year 1 000  1 000  
Rights issue (200 × 3/12) 50  –  

 1 050  1 000  
Capitalisation issue (1 050/4) and (1 000/4) 263  250  
Weighted number of ordinary shares outstanding 1 313  1 250  

Actual number of ordinary sharesActual number of ordinary sharesActual number of ordinary sharesActual number of ordinary shares::::      
[(1 000 + 200) + (1 200/4)] and [1 000 + (1 000/4)] 1 500 1 250 
Earnings of ordinary shares:Earnings of ordinary shares:Earnings of ordinary shares:Earnings of ordinary shares: 20.1320.1320.1320.13                                    20.1220.1220.1220.12 
 RRRR      RRRR    
Profit for the year 5 000 4 400 
Preference dividend (500 × R0,08)   (40) (40) 
Attributable to ordinary and participating preference shareholders 4 960 4 360 
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    Example Example Example Example 13.813.813.813.8: Participating preference shares, rights issue, capitalisation issue: Participating preference shares, rights issue, capitalisation issue: Participating preference shares, rights issue, capitalisation issue: Participating preference shares, rights issue, capitalisation issue    
(continued)(continued)(continued)(continued)    
 20.1320.1320.1320.13        20.1220.1220.1220.12     
Split:Split:Split:Split: RRRR        RRRR     
Ordinary shareholders: 100/130 × 4 960 3 815  –  
 100/130 × 4 360 –  3 354  
Participating preference shareholders 30/130 × 4 960 (× 4 360) 1 145  1 006  
 4 960  4 360  

Total earnings:Total earnings:Total earnings:Total earnings:    
Participating preference shareholders (1 145 + 40) and (1 006 + 40) 1 185  1 046  
Ordinary shareholders 3 815  3 354  

 5 000  4 400  

    
Basic EPS:Basic EPS:Basic EPS:Basic EPS:  20.1320.1320.1320.13    

RRRR    
  20.1220.1220.1220.12    

RRRR    

Ordinary shares 
3 815 

= 2,91 
3 354

= 2,68 1 313 1 250
Extract from Extract from Extract from Extract from the statement of profit or loss and other comprehensive income for the year ended the statement of profit or loss and other comprehensive income for the year ended the statement of profit or loss and other comprehensive income for the year ended the statement of profit or loss and other comprehensive income for the year ended 

31313131    December 20.December 20.December 20.December 20.13131313    
 NoteNoteNoteNote    20.1320.1320.1320.13  

RRRR    
    20.1220.1220.1220.12    

RRRR    
    

Profit for the yearProfit for the yearProfit for the yearProfit for the year    5 000  4 400   
Other comprehensive incomeOther comprehensive incomeOther comprehensive incomeOther comprehensive income    –   –   
Total comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the year     5 000  4 400   
    
Basic earnings per ordinary share1 10 2,91 2,68  

Extract fromExtract fromExtract fromExtract from    the statement of changes in equity for the yearthe statement of changes in equity for the yearthe statement of changes in equity for the yearthe statement of changes in equity for the year    ended ended ended ended     
31313131    December 20.December 20.December 20.December 20.13131313    

 20.1320.1320.1320.13  
RRRR    

20.1220.1220.1220.12  
RRRR    

    

Dividend per ordinary share1 0,067 0,064  
(20.13: R100/1 500 shares) 
(20.12: R80/1 250 shares) 

  

1. IAS 33.66 – disclose EPS and DPS for each class of ordinary share that has a different right to 
share in profit for the period. 

Notes for the year ended 31Notes for the year ended 31Notes for the year ended 31Notes for the year ended 31    DecemberDecemberDecemberDecember    20.20.20.20.13131313    
10.10.10.10.    Earnings per shareEarnings per shareEarnings per shareEarnings per share    
The calculation of basic earnings per ordinary share is based on 1 3132 (20.12: 1 250) 
weighted average number of ordinary shares outstanding after a capitalisation issue on 
15 October 20.13. Comparative amounts have been restated accordingly. 
2. IAS 33 par 70(b)    
Reconciliation of earnings Reconciliation of earnings Reconciliation of earnings Reconciliation of earnings (IAS 33 par 70(a))    20.1320.1320.1320.13    

RRRR    
        20.1220.1220.1220.12    

RRRR    
    

Profit for the year 
Total earnings attributable to preference shareholders 

5 000 
1 185 

4 400
1 046 

 

� participating portion 
� fixed portion of preference dividend 

1 145 
40 

1 006 
40 

 

Basic earnings 3 815 3 354  
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5555    Diluted Diluted Diluted Diluted earnings per shareearnings per shareearnings per shareearnings per share    
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Where an entity has potential ordinary shares which may result in ordinary shares being 
issued after the end of the reporting period, it is possible that the future EPS may 
decrease. In these cases, a diluted EPS figure, in addition to the basic EPS figure must be 
disclosed. This applies where an entity has issued preference shares, debentures or loan 
stock that may be converted into ordinary shares of the entity. It also applies where the 
entity has issued share options to the ordinary shares of the entity. A potential increase in 
earnings (anti-dilution) is not taken into account, but disclosed in terms of IAS 33.70(c). 

In terms of IAS 33.30, an entity must calculate diluted EPS amounts for profit or loss 
attributable to ordinary owners of the parent and, if presented, profit or loss from 
continuing operations attributable to those owners as well as for discontinued operations 
(IAS 33.68). This means that an entity with discontinued operations will have to disclose 
three diluted EPS amounts: 
� one dealing with the total profit/loss of the entity; 
� the second dealing with the profit/loss from continuing operations only; and  
� third dealing with profit/loss from discontinued operations.  
For the remainder of this chapter it is assumed that there are no discontinued operations. 

Diluted earnings per share (diluted EPS) 

� Identify potential ordinary shares   
� Identify which potential ordinary shares are dilutive: 

– Determine sequence of dilution 
– Test against control number for dilution 

Earnings 

� Begin with basic earnings  
� Adjust basic earnings for 

items included in basic 
earnings which will no longer 
occur after the conversion of 
the dilutive potential ordinary 
shares  

Shares 

� Begin with basic shares  
� Adjust basic shares for all dilutive potential 

ordinary shares 
� Potential ordinary shares issued during the 

year – weight 
� Potential ordinary shares converted into ordinary 

shares during the year – weight 
� Contingently issuable shares  
� Contracts that can be settled in shares or cash 
 – At option of the holder  
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 In order to calculate diluted EPS, an entity must adjust basic earnings attributable to 
ordinary owners of the parent, and the basic weighted average number of shares for the 
effects of all dilutive potential ordinary shares. 

A potential ordinary share is defined in IAS 33.05 as a financial instrument or other 
contract that may entitle its holder to ordinary shares in the future. This will include debt or 
equity instruments that are convertible into ordinary shares at the option of the entity or 
holder (for example, convertible debentures and preference shares), as well as options and 
warrants (financial instruments that give the holder the right to purchase ordinary shares), 
and also contingently issuable ordinary shares (ordinary shares issuable for little or no cash 
or other consideration upon the satisfaction of specified conditions). Shares issuable solely 
after the passage of time are not contingently issuable shares, because the passage of time 
is a certainty. 

 Potential ordinary shares are treated as dilutive only when their conversion to ordinary 
shares will decrease EPS from continuing operationsfrom continuing operationsfrom continuing operationsfrom continuing operations or increase loss per share from from from from 
continuing operationscontinuing operationscontinuing operationscontinuing operations.... 

The EPS from continuing operations is therefore used as the control number to test for 
dilution, and excludes all items relating to discontinued operations. 

5.15.15.15.1    Diluted earningsDiluted earningsDiluted earningsDiluted earnings    
Diluted EPS is calculated by adjusting the profit or loss attributable to ordinary owners of 
the parent that was used to calculate basic EPS by the after-tax effect of: 
� any dividends or other items relating to dilutive potential ordinary shares (for example, 

preference dividends on convertible preference shares where there is an option to convert); 
� any interest recognised in the period relating to dilutive potential ordinary shares (for 

example, interest on convertible debentures where there is an option to convert); and  
� any other changes in income or expenses that would result from the conversion of the 

dilutive potential ordinary shares. 

 The adjustment made to the basic earnings figure relates to amounts that were 
included in profit for the year and basic earnings, but will no longer be included in future if 
the potential ordinary share is converted into ordinary shares. 

5.5.5.5.2222    Diluted sharesDiluted sharesDiluted sharesDiluted shares    

The weighted average number of ordinary shares used in the calculation of basic EPS is 
increased by the weighted average number of ordinary shares that would be issued on the 
conversion of all the dilutive potential ordinary shares into ordinary shares. The dilutive 
potential ordinary shares are deemed to have been converted into ordinary shares at the 
beginning of the current period or, if issued during the current period, the accepted date of 
issue (IAS 33.36). 

In all instances of potential dilution, the calculations are done on the most conservative 
basis. This means that it is assumed that the conversion of all dilutive potential ordinary 
shares will take place at the most favourable terms for the holders of these potential 



Earnings per share   379
 

ordinary shares, and therefore at the least favourable terms for the current ordinary 
shareholders. The assumed proceeds from these types of issues are considered to have 
been received at fair value. The difference between the number of shares issued and the 
number of shares that would have been issued at fair value must consequently be treated 
as an issue of ordinary shares for no consideration (bonus shares). 

Potential ordinary shares are weighted for the period that they are outstanding 
(IAS 33.38). Therefore, potential ordinary shares that are cancelled or allowed to lapse 
during the period are included in the calculation of diluted EPS only for the portion of the 
period during which they are outstanding. Similarly, potential ordinary shares that are 
converted into ordinary shares during the period are included in the calculation of diluted 
EPS from the beginning of the period to the date of conversion (from the date of 
conversion, the resulting ordinary shares are included in both basic and diluted EPS). The 
number of dilutive potential ordinary shares included in the year-to-date period is not a 
weighted average of the dilutive potential ordinary shares included in each interim 
calculation. Dilutive potential ordinary shares are thus determined independently for each 
period presented. 

 

    Example 13.9Example 13.9Example 13.9Example 13.9: Potential ordinary shares converted during the year : Potential ordinary shares converted during the year : Potential ordinary shares converted during the year : Potential ordinary shares converted during the year     
An entity has issued debentures that are convertible at the option of the holder (assume share 
settlement is most dilutive). The debentures are convertible into 500 000 ordinary shares. The 
conversion takes place on 30 September 20.13. The year end is 31 December 20.13.  
The weighted average number of ordinary shares (before taking above-mentioned conversion 
into account) amounted to 1 250 000 shares. 
The number of shares for basic EPS and diluted EPS will be calculated as follows:The number of shares for basic EPS and diluted EPS will be calculated as follows:The number of shares for basic EPS and diluted EPS will be calculated as follows:The number of shares for basic EPS and diluted EPS will be calculated as follows: 

 Nine months Three months  

 IAS 33.38: up to date of conversion, 
included in diluted EPSdiluted EPSdiluted EPSdiluted EPS 

IAS 33.38: From date of conversion, included in 
basic EPSbasic EPSbasic EPSbasic EPS 

 

 500 000 × 9/12 = 375 000 shares 500 000 × 3/12 = 125 000 shares  
   (and will also be included in diluted EPS, as 

basic EPS is the starting point for the calculation 
of diluted EPS) 

 

Basic Basic Basic Basic EPS:EPS:EPS:EPS:    Number Number Number Number 
of sharesof sharesof sharesof shares    

 

Weighted number of ordinary shares outstanding (given) 1 250 000 
Conversion of debentures (= from date of conversion) 125 000 

Weighted average number of shares for basic EPS 1 375 000  
  
DilutedDilutedDilutedDiluted    EPS:EPS:EPS:EPS:     
Weighted average number of shares for basic EPS 1 375 000 
Convertible debentures (potential ordinary shares) prior to conversion (IAS 33.38) 375 000 
Wweighted average number of shares for diluted EPS (= shares that will share 
in earnings in future) 

1 750 000 
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 Basic and diluted EPS therefore have to be disclosed from the date that the potential 
ordinary share is issued. 
The potential ordinary shares are included in the calculation of diluted EPS from the date 
they were issued until the date of conversion thereof. 
From the date of conversion, the potential instrument will now be classified as an ordinary 
share, and is then included in basic EPS. 

5.5.5.5.3333    Contingently issuable sharesContingently issuable sharesContingently issuable sharesContingently issuable shares    
Contingently issuable shares are ordinary shares issuable for little or no cash or other 
consideration upon the satisfaction of specified conditions. These shares are included in the 
calculation of basic EPS as soon as all the necessary conditions are satisfied, i.e. the events 
have occurred. Before this date, it has to be determined whether the contingently issuable 
shares could possibly lead to dilution, and if so, they have to be taken into account in the 
calculation of diluted EPS. The number of contingently issuable shares included in the 
diluted EPS is based on the number of shares that would be issued if the end of the 
reporting period were also the end of the contingency period. This means that if the 
conditions are satisfied at the end of the current reporting period and the shares have a 
dilutive effect, but the contingency period only expires after the end of the current reporting 
period, the contingently issuable shares are included in the current year’s diluted earnings 
per share as if the end of the current reporting period was the end of the contingency 
period.  

Restatement of diluted earnings per share of prior periods is not permitted if the 
conditions have not been met when the contingency period expires.  

If contingently issuable shares have a dilutive effect, the following adjustments are required 
for purposes of calculating diluted earnings per share: 
� Effect on earnings: None. 
� Effect on shares: Increase the weighted average number of shares by the additional 

shares that would be issued if the conditions were satisfied, assuming that the end of 
the current reporting period is the end of the contingency period. 

    Example 13.10: Contingently issuable shares Example 13.10: Contingently issuable shares Example 13.10: Contingently issuable shares Example 13.10: Contingently issuable shares     
If retained earnings exceed R1 500 000 at the end of Year 3, the entity will issue an 
additional 450 000 ordinary shares to existing shareholders. The retained earnings are as 
follows: 

  Retained earningsRetained earningsRetained earningsRetained earnings    
RRRR    

  

 31 December 20.11 600 000   
 31 December 20.12 1 800 000   
 31 December 20.13 2 250 000 (i)  OR  950 000 (ii)  

Effect on basic earnings per shareEffect on basic earnings per shareEffect on basic earnings per shareEffect on basic earnings per share    
The contingently issuable shares will be included in basic EPS only from the date on which 
the conditions are satisfied and events occurred – IAS 33.24.  
When will it be certain that the event will occur and shares be issued? 
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    Example 13.10Example 13.10Example 13.10Example 13.10: Contingently i: Contingently i: Contingently i: Contingently issuable shares ssuable shares ssuable shares ssuable shares (continued)(continued)(continued)(continued)    

At the end of Year 3 (31 December 20.13) 
∴∴∴∴ in    Year 1 (31 December 20.11) and Year 2 (31 December 20.12), no shares will be 
included in the basic EPS calculation. 
Year 3 (31 December 20.13): 
(i) Retained earnings = R2 250 000 
 Conditions are satisfied 
 Shares will be issued on 31 December 
 Include shares in the basic EPS calculation BUT weight the shares proportionately for the 

part of the year outstanding (= 0 months). 
(ii) Retained earnings = R950 000 
 Conditions are not satisfied 
 No shares will be issued 
 No shares will be included in the basic EPS calculation. 
Effect on dEffect on dEffect on dEffect on diluted iluted iluted iluted earnings per shareearnings per shareearnings per shareearnings per share    
Until the end of Year 3, the necessary conditions are not satisfied (the period has not 
expired). 
The number of contingently issuable shares included in the calculation of diluted EPS is 
based on the number of shares that would have been issuable if the end of this reporting 
period was also the end of the contingency period. 
If the number of contingently issuable shares is included in the calculation of diluted EPS for 
a year, it cannot be restated later if the conditions are not met when the contingency period 
has expired (IAS 33.52). 
Year 1 (31 December 20.11):  
If Year 1 was the end of the contingency period, would any shares be issued? 
� No 
� At the end of Year 1, the retained earnings are R600 000. If it was the end of the 3-year 

contingency period now, no shares would have been issued. 
∴∴∴∴ do not include any shares in the diluted EPS calculation. 
Year 2 (31 December 20.12):  
If Year 2 was the end of the contingency period, would any shares be issued? 
� Yes 
� Retained earnings are > R1 500 000 and if this was the end of the contingency period 

now, 450 000 shares would have been issued.  
∴∴∴∴ include 450 000 shares in the diluted EPS calculation. 
Year 3 (31 December 20.13):  
(i) Retained earnings = R2 250 000 
 � Conditions are satisfied, therefore include in basic EPS calculation.  
  These shares must be weighted for the year. Since they were issued at year end, we 

need to multiply by 0 days (450 000 × 0/365 days), therefore 0 shares are included. 
 � Use shares in basic EPS and adjust for certain items to reconcile with diluted EPS 

calculations. If these shares are included in basic EPS, they will automatically be 
included in diluted EPS. Since nil shares were taken into account for basic EPS, then 
nil shares will be taken into account for diluted EPS. This is not correct – in future 
450 000 additional shares will share in earnings and the effect should be disclosed 
to the shareholders. The 450 000 shares are therefore included in the calculation of 
diluted EPS (IAS 33.52). 
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    Example 13.10Example 13.10Example 13.10Example 13.10: Contingently issuable shares : Contingently issuable shares : Contingently issuable shares : Contingently issuable shares (continued)(continued)(continued)(continued)    

(ii) Retained earnings = R950 000 
 � Conditions are not satisfied, therefore do not include in basic EPS. 
 � Contingency period elapsed: 
 – no more contingently issuable shares; 
 – not included in the calculation of diluted EPS; 
 – do not restate the diluted shares and resultant diluted EPS for Year 2 

(31 December 20.12). 

 

 The following table can be used to determine the weighted average number of shares 
for basic and diluted EPS: 

  20.1120.1120.1120.11    20.1220.1220.1220.12    20.1320.1320.1320.13        
 Shares beginning of the year     
 Movements during the year     
 Profit contingency     
 Basic shares     
 Profit contingency     
 Diluted shares     
      

5.5.5.5.4444    Share options, warrants and their equivalentsShare options, warrants and their equivalentsShare options, warrants and their equivalentsShare options, warrants and their equivalents    
For the purpose of calculating diluted EPS, an entity must assume that dilutive options and 
warrants of the entity will be exercised. Options and warrants are dilutive when they would 
result in the issue of ordinary shares at less than the average market price of ordinary 
shares during the period. The assumed proceeds from the options/warrants must be 
regarded as having been received from the issue of ordinary shares at the average market 
price of the ordinary shares during the period. The difference between the number of 
ordinary shares to be issued in terms of the options/warrants and the number of ordinary 
shares that would have been issued at the average market price of ordinary shares during 
the period to raise the assumed proceeds, must be treated as an issue of ordinary shares 
for no consideration (bonus issue). 

 The bigger the difference between the average market price and the option exercise 
price, the bigger the chance that the options will be exercised. For the calculation of diluted 
EPS it is assumed that all dilutive options will be exercised. 

The following adjustments are required for purposes of diluted EPS when options or 
warrants that contain a bonus element, are in existence: 
� Effect on earnings: None. 
� Effect on shares: Increase the weighted average number of shares by those shares 

deemed to be issued for no consideration. This is calculated as the difference between 
the number of ordinary shares to be issued in terms of the option/warrants and the 
number of ordinary shares to be issued at the average market price during the period in 
order to raise the same proceeds as the options/warrants. These bonus shares are 
weighted for the period outstanding (IAS 33.36, 38) and the comparative period will 
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not be restated as it represents the conversion of potential ordinary shares which is 
specifically excluded in IAS 33.26. 

An option is treated as if it consists of two components:  
� a contract to issue a certain number of ordinary shares at the average market price: 
 – not dilutive or anti-dilutive; 
 – are not taken into account in the calculation of diluted EPS; 
� a contract to issue remaining number of shares for no consideration: 
 – dilutive (bonus element); and 
 – are taken into account in the calculation of diluted EPS. 
The option will be taken into account in the calculation of basic EPS, when the option is 
exercised and the ordinary shares are actually issued.  

    Example 13.11:Example 13.11:Example 13.11:Example 13.11:    Options to acquire shares in the company at less than fair valuOptions to acquire shares in the company at less than fair valuOptions to acquire shares in the company at less than fair valuOptions to acquire shares in the company at less than fair valueeee        
On 1 January 20.13, an entity had 100 000 issued ordinary shares. There were no changes 
in the issued ordinary share capital for the year ended 31 December 20.13. On 
1 January 20.13, the company granted options to acquire 50 000 additional ordinary shares 
in total at R1,30 per share. The average market value of these shares was R2,00 per share 
during the 20.13 year. These options expire on 30 June 20.14. None of these options was 
exercised on 31 December 20.13. Profit for the year ended 31 December 20.13 was 
R72 000. 
WeightedWeightedWeightedWeighted    average number of sharesaverage number of sharesaverage number of sharesaverage number of shares::::     
� for basic EPS 100 000  
� adjusted for bonus element of options  
 (deemed to have been converted at the beginning of the periodat the beginning of the periodat the beginning of the periodat the beginning of the period, or if later, 

the date of the issue of the potential ordinary shares (IAS 33.36)) 

17 500(1)  

Weighted average number of shares for diluted EPS 117 500  

(1)(1)(1)(1)  
Actual proceeds if all the options are exercised 
(50 000 × R1,30) 

 
 

R65 000 

 

Number of shares to get same proceeds for shares issued at fair value 
of R2,00 (R65 000/R2,00) 32 500 shares 

 

Bonus element of the share option – shares issued for no value 
(50 000 – 32 500) 17 500 shares 

 

Extract fromExtract fromExtract fromExtract from    the statement of profit or loss and other the statement of profit or loss and other the statement of profit or loss and other the statement of profit or loss and other     
comprehensive incomecomprehensive incomecomprehensive incomecomprehensive income    for the year ended 31 December 20.13for the year ended 31 December 20.13for the year ended 31 December 20.13for the year ended 31 December 20.13 

    20.1320.1320.1320.13        
 RRRR      
Profit forProfit forProfit forProfit for    the yearthe yearthe yearthe year    72 000  
Other comprehensive incomeOther comprehensive incomeOther comprehensive incomeOther comprehensive income    –  

Total comprehensive incomeTotal comprehensive incomeTotal comprehensive incomeTotal comprehensive income    for the yearfor the yearfor the yearfor the year    72 000  

Basic earnings per ordinary share (R72 000/100 000) R0,72  
Diluted earnings per ordinary share (R72 000/117 500) R0,61  
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    Example 13.11:Example 13.11:Example 13.11:Example 13.11:    Options to Options to Options to Options to acquire shares in the company at less than fair valueacquire shares in the company at less than fair valueacquire shares in the company at less than fair valueacquire shares in the company at less than fair value    
(continued)(continued)(continued)(continued)    

Notes for the year ended 31 December 20.Notes for the year ended 31 December 20.Notes for the year ended 31 December 20.Notes for the year ended 31 December 20.13131313    
15.15.15.15.    Earnings per shareEarnings per shareEarnings per shareEarnings per share    
Profit for the year was equal to basic and diluted earnings. 
Reconciliation of denominators used for basic and diluted earniReconciliation of denominators used for basic and diluted earniReconciliation of denominators used for basic and diluted earniReconciliation of denominators used for basic and diluted earnings per share:ngs per share:ngs per share:ngs per share: 

 20.1320.1320.1320.13        
 sharessharessharesshares        
Ordinary shares for basic earnings per share 100 000  
Potential ordinary shares from the bonus element of options issued to take up 
ordinary shares at less than fair value 17 500 

 

Ordinary shares for diluted earnings per share 117 500  
If the entity only issued the options on 1 October 20.13, the calculation of the number of 
shares would change as follows: 
WeightedWeightedWeightedWeighted    average number of sharesaverage number of sharesaverage number of sharesaverage number of shares::::    
� for basic earnings per share 100 000  
� adjusted for bonus element of options  
 (deemed to have been converted at the beginning of the period,  

or if later,or if later,or if later,or if later, the date of the issue of the potential ordinary shares the date of the issue of the potential ordinary shares the date of the issue of the potential ordinary shares the date of the issue of the potential ordinary shares     
(IAS 33.36)) (17 500(1) × 3/12) 

4 375  

Weighted average number of shares for diluted EPS 104 375  
   
Diluted earnings per ordinary share (R72 000/104 375) R0,69  
   

5.55.55.55.5    Convertible instruments Convertible instruments Convertible instruments Convertible instruments     
Convertible preference shares are anti-dilutive whenever the amount of the dividend on 
such shares declared in or accumulated for the current period per ordinary share obtainable 
on conversion exceeds basic EPS. Similarly, convertible debt is anti-dilutive whenever its 
interest (net of tax and other changes in income or expense) per ordinary share obtainable 
on conversion exceeds basic EPS. If convertible instruments are, however, dilutive, the 
following adjustments need to be made when calculating diluted EPS: 
� Effect on earnings: Increase the earnings by the after-tax effect of interest or dividends 

that will be saved in future when the debentures/shares are converted. 
� Effect on shares: Increase the weighted average number of shares by the expected 

future increase in ordinary shares resulting from the conversion. 

 Convertible instruments are convertible: 
� mandatorily (refer to section 4.2.1.1); 
� at the option of the issuer: 
 – assume share settlement; and 
� at the option of the holder: 
 – most dilutive effect between cash and share settlement. 
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    Example 13.12Example 13.12Example 13.12Example 13.12: Convertible debentures: Convertible debentures: Convertible debentures: Convertible debentures        
On 31 December 20.13, the capital structure of an entity consists of R400 000 in 
cumulative preference shares (400 000 shares) with a fixed preference dividend of R0,10 
per share, and R1 000 000 in ordinary shares (5 000 000 shares). On 1 January 20.13, the 
company issued 200 000 R2 15% debentures at the fair value of R1 each, that can be 
converted in 20.15 at option of the holder, into 1 000 000 ordinary shares. Assume that 
share settlement is most dilutive. The 15% is a market-related rate. The interest for the year 
ended 31 December 20.13 amounted to R60 000. The profit for the year ended 
31 December 20.13, after finance costs, amounted to R530 000 (20.12: R480 000). The 
tax rate is 28%. 
Calculation of basic and diluted earnings for the year ended 31Calculation of basic and diluted earnings for the year ended 31Calculation of basic and diluted earnings for the year ended 31Calculation of basic and diluted earnings for the year ended 31    DecemberDecemberDecemberDecember 

  20.1320.1320.1320.13        20.1220.1220.1220.12     
  RRRR        RRRR   
 Profit for the year 530 000  480 000  
 Preference dividend (400 000 × R0,10) (40 000)  (40 000)  

 Basic earnings 490 000  440 000  
 Debenture interest after tax (R60 000 × 72%) 43 200  –  
 Earnings for diluted EPS 533 200  440 000  

Calculation of weighted average number of sharesCalculation of weighted average number of sharesCalculation of weighted average number of sharesCalculation of weighted average number of shares    
  20.1320.1320.1320.13    20.1220.1220.1220.12        
  SharSharSharShareseseses    SharesSharesSharesShares        
 Number of issued shares on 1 January 5 000 000 5 000 000  
 Shares resulting from conversion of debentures  1 000 000 –  
 Weighted average number of shares for diluted EPS 6 000 000  5 000 000  

Extract from the statement of profit or lossExtract from the statement of profit or lossExtract from the statement of profit or lossExtract from the statement of profit or loss    and other comprehensive income for the year and other comprehensive income for the year and other comprehensive income for the year and other comprehensive income for the year 
ended 31 December 20.13ended 31 December 20.13ended 31 December 20.13ended 31 December 20.13    

  NoteNoteNoteNote  20.1320.1320.1320.13        20.1220.1220.1220.12        
           RRRR        RRRR        
 Profit for the yearProfit for the yearProfit for the yearProfit for the year     530 000  480 000  
 Other comprehensive incomeOther comprehensive incomeOther comprehensive incomeOther comprehensive income     –  –  
 Total comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the year     530 000  480 000  
     
  NoNoNoNotetetete  20.1320.1320.1320.13        20.1220.1220.1220.12        
              RRRR              RRRR      
 Basic earnings per ordinary share 10 R0,098  R0,088  
 (20.13: R490 000/5 000 000 shares)    
 (20.12: R440 000/5 000 000 shares)    
 Diluted earnings per ordinary share 10 R0,089  R0,088*  
 (R533 200/6 000 000 shares)      

* If diluted EPS is reported for at least one period, it shall be reported for all periods 
presented, even if it equals basic EPS (IAS 33.67).    
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    Example 13.12Example 13.12Example 13.12Example 13.12: Convertible debentures: Convertible debentures: Convertible debentures: Convertible debentures    (continued)(continued)(continued)(continued)    

Notes for the year ended 31Notes for the year ended 31Notes for the year ended 31Notes for the year ended 31    DecemberDecemberDecemberDecember    20.120.120.120.13333    
10.10.10.10.        Earnings per shareEarnings per shareEarnings per shareEarnings per share    
Reconciliation of earnings (numerators):Reconciliation of earnings (numerators):Reconciliation of earnings (numerators):Reconciliation of earnings (numerators):    

  20.1320.1320.1320.13    
RRRR    

    20.1220.1220.1220.12    
RRRR    

  

 Profit for the year 530 000  480 000 
 Fixed portion of preference dividend (40 000)  (40 000) 
 Basic earnings 

After-tax saving on debenture interest 
490 000 

43 200 
 440 000 

– 
 Earnings for diluted earnings per share 533 200  440 000  

Reconciliation of shares (denominators):Reconciliation of shares (denominators):Reconciliation of shares (denominators):Reconciliation of shares (denominators):    
  20.1320.1320.1320.13  

Number of Number of Number of Number of 
sharessharessharesshares    

  20.1220.1220.1220.12    
Number of Number of Number of Number of 

sharessharessharesshares    

    

 Weighted average number of ordinary shares used for basic 
earnings per share 
Conversion of 15% debentures 

 
5 000 000 
1 000 000 

 
5 000 000 

– 

 

 Weighted average number of ordinary shares used for 
diluted earnings per share 

 
6 000 000 

  
5 000 000 

 

     

5.5.5.5.6666    Order Order Order Order of dilutionof dilutionof dilutionof dilution    
Potential ordinary shares must only be treated as dilutive if their conversion to ordinary 
shares decreases the earnings per share from continuing operations (control 
number) or increases the loss per share from continuing operations. Any increase 
in earnings per share from continuing operations does therefore not represent a dilution, 
and a diluted earnings per share figure is not calculated in such instances. It is therefore 
important to determine whether potential ordinary shares have a dilutive effect or not. In 
determining whether potential ordinary shares are dilutive or anti-dilutive, each issue or 
series of potential ordinary shares is considered separately, rather than in aggregate. The 
sequence in which potential ordinary shares are considered may affect whether they are 
dilutive. Therefore, to maximise the dilution of basic EPS, each issue or series of potential 
ordinary shares is considered in sequence from the most dilutive to the least dilutive. 

When there is more than one class of potential ordinary share, the dilutive effect must be 
considered separately for each class. In order to comply with the general rule that potential 
dilution must be calculated on the most conservative basis, the dilutive effect of the 
potential ordinary shares are used in the calculation in sequence, from the most dilutive to 
the least dilutive instrument. Where more than one type of potential ordinary share exist, 
the potential ordinary share with the lowest earnings per incremental share is included in 
the diluted EPS calculation before those with a higher earnings per incremental share. 
Options and warrants are generally included first because they do not affect the numerator 
of the calculation. 
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 The sequence of dilution only has to be determined if there is more than one potential 
ordinary share. To determine the sequence, an incremental earnings per share is calculated for 
each potential ordinary share by using the following table: 

    Item:Item:Item:Item:    EarningsEarningsEarningsEarnings    SharesSharesSharesShares    IncrementalIncrementalIncrementalIncremental    
EPSEPSEPSEPS    

RankingRankingRankingRanking        

 Options      

 Convertible preference shares      

 Convertible debentures      
      

The incremental earnings per potential ordinary share is compared against the control 
number in the above-mentioned sequence (ranking order) to determine whether or not the 
instrument is dilutive. Only the dilutive potential ordinary shares are then included in the 
final calculation of diluted EPS.  

    Example 13.13Example 13.13Example 13.13Example 13.13: : : : Order of dilutionOrder of dilutionOrder of dilutionOrder of dilution    
On 31 December 20.13, ABC Ltd’s issued share capital consisted of 3 000 000 ordinary 
shares issued at R1 each. There were no share transactions during the year ended 
31 December 20.13, other than those evident from the given information. The following 
instruments are also in issue: 
� 300 12% convertible debentures of R1 000 each, issued on 1 January 20.12. Each 

debenture is convertible into 1 000 ordinary shares on 31 December 20.14 at the option of 
the holder. The interest rate applicable to similar debentures without conversion rights is 
15% per annum. Assume that cash settlement is anti-dilutive, therefore share settlement is 
most dilutive. The after tax interest expense for the year ended 31 December 20.13 
amounted to R30 820 (assume correct). 

� 750 000 ordinary share options, issued on 30 June 20.12, which may only be exercised at 
R1,50 per share on 31 December 20.15. The options may only be exercised by the actual 
taking up of shares. 

� 500 000 convertible preference shares with a fixed preference dividend of R0,12 per share, 
issued on 1 May 20.13. These preference shares are convertible into one ordinary share for 
every five preference shares held on 30 June 20.14 at the option of the holder. Assume that 
cash settlement is anti-dilutive, therefore share settlement is most dilutive. 

The average market price per ordinary share amounted to R2,40 during the year. A tax rate 
of 28% is applicable. The company has a 31 December year end. 
The following is relevant for the year ended 31 December 20.13: 

    RRRR        
 Profit for the year from continuing operations   525 000  
 Profit for the year (total)   600 000  
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    Example Example Example Example 13.13.13.13.13: 13: 13: 13: Order of dilution (continued)Order of dilution (continued)Order of dilution (continued)Order of dilution (continued)    

Rank the potential ordinRank the potential ordinRank the potential ordinRank the potential ordinary shares from most dilutive to least dilutiveary shares from most dilutive to least dilutiveary shares from most dilutive to least dilutiveary shares from most dilutive to least dilutive 
  EarningsEarningsEarningsEarnings      SharesSharesSharesShares        Incremental EPSIncremental EPSIncremental EPSIncremental EPS        RankingRankingRankingRanking****        
 Convertible debentures 30 820 300 0001  R0,10  2  
 Options – 281 2502  –  1  
 Convertible preference shares  40 0003 66 6674  R0,60  3  

(1) 300 × 1 000 = 300 000 
(2) 750 000 × 1,50/2,40 = 468 750 
  750 000 – 468 750  = 281 250 (bonus shares) 
(3) 500 000 × R0,12 × 8/12 = R40 000 
(4) 500 000/5 = 100 000 ordinary shares  
  100 000 × 8/12 (weighted for the period outstanding) = 66 667  
* Instruments with the lowest incremental EPS will result in the highest dilutive effect, therefore 

the incremental EPS is ranked from the lowest to the highest value. 
Determine the dilutive effect (control number)Determine the dilutive effect (control number)Determine the dilutive effect (control number)Determine the dilutive effect (control number)    

        EarningsEarningsEarningsEarnings    
RRRR    

    SharesSharesSharesShares        EPSEPSEPSEPS    
RRRR    

EffectEffectEffectEffect        

 EPS from continuing 
operations – control number 485 0005 3 000 000 0,1617

  

 Options (ranking 1) – 281 250   
  485 000  3 281 250  0,1478 Dilutive  
 Debentures (ranking 2) 30 820 300 000   
  515 820  3 581 250  0,1440 Dilutive  
 Preference shares (ranking 3) 40 000 66 667   
  555 820  3 647 917  0,1524 Anti-dilutive  

(5) R525 000 – R40 0003 (preference dividend) = R485 000 
Basic and diluted EPS calculation (no longer using control number)Basic and diluted EPS calculation (no longer using control number)Basic and diluted EPS calculation (no longer using control number)Basic and diluted EPS calculation (no longer using control number)    

  RRRR      
 Profit for the year 600 000  
 Preference dividend (500 000 × R0,12 × 8/12) (40 000)  

 Basic earnings 560 000  
 Share options –  
 Convertible debentures (after tax interest saving) 30 820  

 Diluted earnings 590 820  
    
  SharesSharesSharesShares      
 Weighted average number of shares for basic EPS 3 000 000  
 Share options (bonus element) 281 250  
 Convertible debentures 300 000  
 Weighted average number of shares for diluted EPS 3 581 250  
    
 Basic EPS    

(R560 000/3 000 000 shares) 
 

R0,19 
 

 Diluted EPS   
(R590 820/3 581 250 shares) 

 
R0,16 
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    Example Example Example Example 13.13.13.13.13: Order13: Order13: Order13: Order    of dilution (continued)of dilution (continued)of dilution (continued)of dilution (continued)    

CommentCommentCommentComment: 
� The convertible preference shares have not been taken into account in the calculation of 

diluted EPS because it resulted in an anti-dilutive effect when the instruments were 
compared against the control number in their ranking order. The fact that the convertible 
preference shares could potentially dilute basic EPS, but were not included in the 
calculation of diluted EPS because they are anti-dilutive for the period presented, must 
be disclosed in the notes. 

 

6666    DividenDividenDividenDividends per shareds per shareds per shareds per share    

The calculation of dividends per share is not addressed in IAS 33. The disclosure of 
dividends per share is dealt with in IAS 1, Presentation of Financial Statements. In terms of 
IAS 1.107, an entity must disclose the amount of dividends recognised as a distribution to 
owners together with the related amount per share relating to the reporting period covered, 
either on the face of the statement of changes in equity, or in the notes. 

 The dividend declared/paid during the period is presented as a distribution of 
retained earnings in the statement of changes in equity. 
The dividends per share is presented either on the face of the statement of changes in equity or 
in the notes. 

No guidance is provided in the standards regarding the calculation of the dividends per 
share. It is assumed that the dividends recognised as distributions to owners during the 
reporting period are divided by the number of ordinary shares outstanding at the date of 
declaration (thus not on a weighted number of issued shares). It would seem to be logical 
to assume that the comparative amounts for dividends per share are only restated for 
shares issued at no value (capitalisation issues, share splits, share consolidations and the 
bonus element of rights issue) and due to the correction of prior period errors related to 
dividends. However, there is no specific requirement in the Standards to do so. 

 Dividend per share is calculated for each dividend declaration separately. All the dividend 
per share amounts in a financial year are added together, and one dividend per share total is 
then disclosed. 

Any dividends declared/proposed after year end but before the financial statements were 
authorised for issue, and that were not recognised as a distribution to owners during the 
period, must be disclosed in the notes, together with the related amount per share. In 
accordance with IAS 10.12, dividends declared after the reporting date may not be 
recognised as a liability at the reporting date, because they do not meet the criteria of a 
present obligation.  

Again, it would seem logical that, where a company issues capitalisation shares, rights 
issues with a bonus element, or has share splits or reverse share splits after the reporting 
date but before the financial statements are issued, the dividends per share calculation 
must be restated retrospectively with the new issue. The fact that dividends per share have 
been restated, with the reason for doing so, must be disclosed. However, there is no 
specific requirement in the Standards to do so. 
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 Three dividend dates and the accounting treatment on each of these dates are important: 
� dividends proposed (no accounting entry, only a note); 
� dividends declared (DR Dividends declared (SCE), CR Shareholders for dividends (SFP)); and 
� dividends paid (DR Shareholders for dividends (SFP), CR Bank (SFP)).  

  

    Example 13.14:Example 13.14:Example 13.14:Example 13.14:    Dividends per shareDividends per shareDividends per shareDividends per share        
D Ltd was incorporated on 1 January 20.12. The profit for the year ended 
31 December 20.13 is R600 000 (20.12: R450 000). There were 200 000 issued ordinary 
shares throughout the two years, and the preference shares remained unchanged during 
this 2-year period. All shares were issued on 1 January 20.12. 
The following dividend transactions took place: 
For the year ended 31 December 20.12: 
� An interim ordinary dividend of R20 000 was paid. 
� On 30 June 20.12, an interim preference dividend of R10 000 was paid. 
� On 31 December 20.12, the directors proposed a final ordinary dividend of R25 000. 

For the year ended 31 December 20.13: 
� The proposed dividends for the year ended 31 December 20.12 were approved by the 

shareholders at the AGM on 31 March 20.13. These dividends were paid on 8 May 20.13. 
� Interim dividends were paid on 30 June 20.13, amounting to: 

 – ordinary: R30 000; 
 – preference: R10 000. 
� On 31 December 20.13, the directors proposed a final ordinary dividend of R35 000. 

Journal entries for the 20.Journal entries for the 20.Journal entries for the 20.Journal entries for the 20.13131313    financial year (including cash transactions):financial year (including cash transactions):financial year (including cash transactions):financial year (including cash transactions): 
   DrDrDrDr   CrCrCrCr     
 31 March 20.31 March 20.31 March 20.31 March 20.13131313    (Jnl (Jnl (Jnl (Jnl AAAA))))     RRRR   RRRR     
 Ordinary dividend (SCE) 25 000   
 Preference dividend (SCE) 10 000   
  Shareholders for dividends (SFP)  35 000  
    8 May 20.8 May 20.8 May 20.8 May 20.13131313    (Jnl (Jnl (Jnl (Jnl BBBB))))       
 Shareholders for dividends (SFP) 35 000   
  Bank (SFP)  35 000  
    30 June 20.30 June 20.30 June 20.30 June 20.13131313    (Jnl (Jnl (Jnl (Jnl CCCC))))       
 Ordinary dividend (SCE) 30 000   
 Preference dividend (SCE) 10 000   
     Bank (SFP)  40 000  
 31 December 20.31 December 20.31 December 20.31 December 20.13131313    (Jnl (Jnl (Jnl (Jnl DDDD))))       
 No entry   
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    Example Example Example Example 13.13.13.13.14: Dividends per share (continued)14: Dividends per share (continued)14: Dividends per share (continued)14: Dividends per share (continued)        
D LtdD LtdD LtdD Ltd    

Notes for the year ended 31Notes for the year ended 31Notes for the year ended 31Notes for the year ended 31    DecemberDecemberDecemberDecember    20.20.20.20.13131313    
12.12.12.12.    DividendsDividendsDividendsDividends    
An ordinary dividend of R35 0001 and a preference dividend of R10 0002 were proposed by 
the directors, but have not been approved by the shareholders. The proposed ordinary 
dividend per share amounts to R0,1751. 
1: IAS 1.137: disclose the dividend proposed, but not yet recognised, as distribution and the 

related amount per share. Amount per share = R35 000/200 000. 
2: IAS 1.137: disclose the amount of the cumulative preference dividend not yet recognised as a 

distribution.  
D LtdD LtdD LtdD Ltd    

SSSStatement of changes in equity for the year ended 31tatement of changes in equity for the year ended 31tatement of changes in equity for the year ended 31tatement of changes in equity for the year ended 31    December 20.December 20.December 20.December 20.13131313    
  Retained Retained Retained Retained     

earningsearningsearningsearnings    
 

  RRRR     
 Balance at 1 January 20.1Balance at 1 January 20.1Balance at 1 January 20.1Balance at 1 January 20.12222    –  
 Movements in equity for 20.1Movements in equity for 20.1Movements in equity for 20.1Movements in equity for 20.12222      
 Total comprehensive income for the year  450 000  
  Profit for the year 450 000 
  Other comprehensive income – 
 Preference dividend paid (10 000)  
 Ordinary dividend paid (20 000)  
 Balance at 1 January 20.Balance at 1 January 20.Balance at 1 January 20.Balance at 1 January 20.13131313    420 000  
 Movements in equity for 20.Movements in equity for 20.Movements in equity for 20.Movements in equity for 20.13131313   
 Total comprehensive income for the year  600 000  
  Profit for the year 600 000 
  Other comprehensive income –  
 Preference dividend paid *(20 000)  
 � proposed 20.12 (Jnl A) (10 000)  
 � interim 20.13 (Jnl C) (10 000)  
 Ordinary dividend paid1 *(55 000)  
 � proposed 20.12 (Jnl A) (25 000)  
 � interim 20.13 (Jnl C) (30 000)  
    
 Balance at 31 December 20.Balance at 31 December 20.Balance at 31 December 20.Balance at 31 December 20.13131313    945 000  

    
 20.1320.1320.1320.13  20.1220.1220.1220.12     

Dividend per ordinary share1 RRRR  RRRR     
(R25 000 + R30 000)/200 000 shares 0,275   
(R20 000)/200 000 shares  0,100  
1 IAS 1.107: present the amount recognised as distribution to equity-holders and related 

amount per share either in the statement of changes in equity or in the notes.  
* The split between the different dividend paid dates is not required in terms of IAS 1. It is 

only done for explanatory purposes. 
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7777    Presentation and disclosurePresentation and disclosurePresentation and disclosurePresentation and disclosure    

IAS 33 requires that both basic EPS and diluted EPS be presented on the face of the 
statement of profit or loss and other comprehensive income for each class of ordinary share 
with equal prominence. Basic and diluted EPS are disclosed even if the figures represent 
losses per share. 

7.17.17.17.1    Statement of profit or loss and other comprehensive incomeStatement of profit or loss and other comprehensive incomeStatement of profit or loss and other comprehensive incomeStatement of profit or loss and other comprehensive income    
The following must be disclosed: 
� basic and diluted EPS for profit or loss from continuing operations attributable to the 

ordinary owners of the parent; and 
� basic and diluted EPS for profit or loss attributable to the ordinary owners of the parent 

(i.e. the total of both continuing and discontinued operations),  
for the period, for each class of ordinary shares that has a different right to share in profit 
for the year. Basic and diluted EPS must be presented with equal prominence. Basic and 
diluted EPS must be presented even if the amounts are negative (i.e. a loss per share). 

EPS is presented for every period for which a statement of profit or loss and other 
comprehensive income is presented. If diluted EPS is reported for at least one period, it 
must be reported for all periods presented, even if it is the same as basic EPS 
(IAS 33.67). If basic and diluted EPS are the same, dual presentation may be accomplished 
in one line on the statement of profit or loss and other comprehensive income. 

7.27.27.27.2    NotesNotesNotesNotes    
The following must be disclosed: 
� The amounts used as the numerators in calculating basic and diluted EPS and a 

reconciliation of those amounts to profit or loss attributable to the parent for the year. 
The reconciliation must include the individual effect of each class of instrument that 
affects EPS. 

� The weighted average number of ordinary shares used as the denominator in calculating 
basic and diluted EPS and a reconciliation of these denominators to each other. The 
reconciliation must include the individual effect of each class of instrument that affects 
EPS. 

� Instruments (including contingently issuable shares) that could potentially dilute basic 
EPS in the future, but were not included in the calculation of diluted EPS because they 
are anti-dilutive for the period(s) presented. 

� A description of ordinary share transactions or potential ordinary share transactions, 
other than those restated retrospectively, that occur after the end of the reporting 
period and that would have significantly changed the number of ordinary shares or 
potential ordinary shares outstanding at the end of the period if those transactions had 
occurred before the end of the reporting period, for example, shares issued for cash, the 
conversion of potential ordinary shares, an issue of options, etc. 

� If an entity presents, in addition to basic and diluted EPS, amounts per share using a 
reported component of the statement of profit or loss and other comprehensive income 
other than one required by IAS 33, such amounts must be calculated using the weighted 
average number of ordinary shares determined in accordance with IAS 33. Basic and 
diluted amounts per share relating to such a component shall be presented with equal 
prominence and disclosed in the notes to the financial statements.  



Earnings per share   393
 

� In terms of IAS 33.73, if a component of the statement of comprehensive income (profit 
or loss section) is used that is not reported as a line item in the statement of profit or 
loss and other comprehensive income, a reconciliation between the component used and 
a line item that is reported in the statement of profit or loss and other comprehensive 
income must be provided.  

 Disclosure in the note: 
� basic earnings amount; 
� diluted earnings amount; 
� reconcile basic and diluted earnings to each other and to profit for the year; 
� basic shares; 
� diluted shares; 
� reconcile basic shares to diluted shares; 
� potential ordinary shares currently anti-dilutive; and 
� share transactions after reporting date. 

8888    Short and sweetShort and sweetShort and sweetShort and sweet    

 The purpose of IAS 33 is to prescribe the calculation, presentation and disclosure of basic 
and diluted earnings per share. 
� The calculation, presentation and disclosure of basic and diluted earnings per share are 

done per class of ordinary shareordinary shareordinary shareordinary share. 
 – Step 1: Calculate basic earnings attributable to ordinary shareholders. Start with profit 

for the year attributable to owners of the parent and adjust for the effect of 
preference shares. 

 – Step 2: Calculate diluted earnings. Start with basic earnings and adjust.  
 – Step 3: Calculate the weighted average number of ordinary shares outstanding for 

basic EPS.  
 – Step 4: Calculate the diluted number of shares. Start with the weighted average 

number of ordinary shares outstanding used for basic EPS and adjust for the effect of 
all dilutive potential ordinary shares. 

 – Step 5: Present on the face of the statement of profit or loss and other 
comprehensive income and disclose in the notes. 
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1111    EvaluationEvaluationEvaluationEvaluation    criteriacriteriacriteriacriteria    

� Know and apply the definitions. 
� Apply the prescribed principles to determine whether an asset is subject to impairment. 
� Apply the principles relating to the measurement of the recoverable amount of an asset. 
� Apply the principles relating to the measurement and recognition of impairment losses. 
� Apply the principles relating to the reversal of impairment losses. 
� Present and disclose impairment of assets in the financial statements of an entity. 

Note: Cash generating units are outside the scope of this work. 
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2222    Schematic Schematic Schematic Schematic rerererepresentationpresentationpresentationpresentation    of IAS 36of IAS 36of IAS 36of IAS 36    
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

3333    BackgroundBackgroundBackgroundBackground    
 

 The main objective of IAS 36 is to provide procedures that the entity must follow to 
ensure that its assets are not carried in the statement of financial position at values greater 
than their recoverable amounts. 

Objective 
� Prescribe the recognition, measurement and disclosure of impairment of assets. 
� Prevent the overstatement of assets in the financial statements. 

Nature of impairment 
� An impairment loss is the amount by which the carrying amount of an asset exceeds its 

recoverable amount. 
� Impairment is an indication that the full carrying amount of the asset will probably not be 

recovered in the future, either through sale or through use. 
� Only test for impairment if an indication exists from external or internal sources that the asset 

may possibly be impaired. 

Carrying amount
� This is the amount at which an asset is 

recognised in the statement of financial 
position after deducting any accumulated 
depreciation or amortisation and 
accumulated impairment losses. 

Reversal of impairment loss
� Assess at each reporting date whether there are indications that earlier impairment losses 

recognised may have decreased or no longer exist. 
� If the recalculated recoverable amount now exceeds the carrying amount of the assets, the 

carrying amount of the asset is increased to the new recoverable amount. 
� The reversal is limited to the carrying amount on reporting date as if no previous impairment 

occurred. 

Fair value less costs of disposal 
� Fair value is the price that would be 

received to sell an asset or paid to 
transfer a liability in an orderly 
transaction between market participants 
at the measurement date (IFRS 13). 

� Costs of disposal are the direct 
incremental costs attributable to the 
disposal of the asset. 

Recoverable amount
� This is the higher of an asset’s fair value 

less costs of disposal and its value in 
use. 

Value in use 
� This is the present value of future cash 

flows expected to be derived from an 
asset. 

� These cash flows include both those 
derived from the continued use of the 
asset and the eventual disposal of the 
asset at the end of its useful life. 

� Discount rate = current pre-tax market 
rate. 
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The qualitative characteristics as contained in The Conceptual Framework (refer to 
chapter 1) forms the basis for the principles in the standard on impairment (IAS 36).   

 If an asset is carried at an amount greater than its recoverable amount, the full 
carrying amount of the asset will probably not be recovered in the future, either through sale 
or through use. As a result a relating impairment loss should be recognised.  

IAS 36 also addresses when impairment losses must be recognised or reversed for 
individual assets as well as the disclosure requirements for impairment losses, reversal 
of impairment losses and impaired assets. IAS 36 applies both to assets carried at cost and 
at a revalued amount. 

IAS 36 applies mainly to: 
� tangible and intangible assets;  
� investments in subsidiaries;  
� joint ventures; and  
� associates,  
although the last three items are financial assets.  

IAS 36 is not applicable to assets such as: 
� inventories;  
� construction contracts;  
� deferred tax assets;  
� employee benefits;  
� investment property measured at fair value;  
� biological assets from agricultural activity carried at fair value less estimated point-of-

sale costs;  
� deferred acquisition costs;  
� intangible assets arising from IFRS 4;  
� non-current assets classified as held for sale under IFRS 5; and  
� financial assets within the scope of IFRS 9.  

These items are excluded from the scope of IFRS 9, as their recoverability is dealt with in 
the relevant standards.  

4444    Nature of impairmentNature of impairmentNature of impairmentNature of impairment    

IAS 36 contains a number of definitions, which are essential in explaining the impairment 
approach. 
� Impairment loss is the amount by which the carrying amount of an asset exceeds its 

recoverable amount. 
� Recoverable amount is the higher of an asset’s fair value less costs of disposal and its 

value in use. 
� Fair value is the price that would be received to sell an asset or paid to transfer a 

liability in an orderly transaction between market participants at the measurement date 
(refer to IFRS 13, Fair Value Measurement). 

� Costs of disposal are the direct incremental costs attributable to the disposal of the 
asset. 
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� Value in use is the present value (PV) of future cash flows expected to be derived from 
an asset. These cash flows include both those from the continuing use of the asset as 
well as from the eventual disposal of the asset at the end of its useful life. 

� Carrying amount is the amount at which an asset is recognised in the statement of 
financial position after deducting any accumulated depreciation or amortisation and 
accumulated impairment losses thereon. 

 Fair value differs from value in use. Fair value is a reflection of the assumptions that 
market participants would make when allocating a price to the asset, being a market value. 
Value in use, in contrast to this, reflects entity-specific factors that may not be applicable to 
entities in general, being an entity-specific value. 

The above definitions imply that if the value in use or fair value less costs of disposal of an 
asset is higher than the carrying amount of the asset, IAS 36 does not apply. Conversely, if 
both the value in use and the fair value less costs of disposal of an asset are lower than the 
carrying amount of the asset, the asset is impaired and the entity will not be able to recover 
the carrying amount of the asset either through use or by selling the asset. It follows 
logically that if the value in use of an asset is higher than its fair value less costs of disposal, 
the entity will probably continue to use the asset as more value can be obtained through 
use than by selling the asset. The opposite is also true. If the fair value less costs of 
disposal is higher than the value in use it would be logical for the entity to sell the asset 
immediately.  

 If an asset is impaired, the carrying amount of the asset is written down to its 
recoverable amount. 

A problem that arises with the application of IAS 36 is that it is not always easy to identify 
which assets are impaired. It would also not be cost-effective to assess all assets for 
impairment on an annual basis. Consequently, IAS 36 provides indicators to entities of 
when assets are likely to be impaired.  

 An entity shall at the end of each reporting period assess whether or not there are 
indicationsindicationsindicationsindications that assets may be impaired. If such indications exist, the entity must calculate 
the recoverable amounts of the particular assets, provided the impact thereof is material. 

Irrespective of whether there is any indication of impairment and whether it is material, an 
entity shall also annually test the following assets for impairment: 
� an intangible asset with an indefinite useful life; 
� an intangible asset not yet available for use;  
� goodwill acquired in a business combination. 
Note that the ability of an intangible asset to generate sufficient future economic benefits to 
recover its carrying amount is usually subject to greater uncertainty before the asset is 
available for use. The impairment test may be conducted at any time during the 
year, provided it is performed at the same time every year. However, if such an 
intangible asset is recognised initially during the current annual financial period, it must be 
tested for impairment before the end of the current financial reporting period; and test 
goodwill acquired in a business combination annually for impairment. 
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Note that the materiality of an item will not play a role when doing the compulsory 
impairment tests, but it will play a role when looking at normal indications of impairment. 

The entity should, as a minimum, consider the following indicators in assessing whether 
assets are likely to be impaired (IAS 36.12): 

External sources of information 
� There are observable indications that the asset’s value has declined significantly more 

than would be expected as a result of the passage of time or normal use. 
� Significant changes with an adverse effect on the entity have taken place during the 

period, or will take place in the near future, in the technological, market, economic or 
legal environment in which the entity operates or in the market to which the products of 
an asset are dedicated. 

� Market interest rates or other market rates of return on investments have increased 
during the period, and those increases are likely to affect the discount rate used in 
calculating an asset’s value in use, causing a material decrease in the asset’s recoverable 
amount. 

� The carrying amount of the net assets of the reporting entity is more than its market 
capitalisation (i.e. number of shares × quoted market price). 

Internal sources of information 
� Evidence is available of obsolescence of, or physical damage to, an asset. 
� Significant changes with an adverse effect on the entity have taken place during the 

period, or are expected to take place in the near future, to the extent to which, or 
manner in which, an asset is used or is expected to be used. These changes include the 
asset becoming idle, plans to discontinue or restructure the operation to which an asset 
belongs, plans to dispose of an asset before the previously expected date and 
reassessing the useful life of an asset as finite rather than indefinite. 

� Evidence is available from internal reporting that indicates that the economic 
performance of an asset is, or will be, worse than expected. 

If previous analyses have shown that the carrying amount of the asset is not sensitive to 
the above indicators, it is not necessary to calculate the recoverable amount of the asset.  

 Once there is an indication that an asset may be impaired, the remaining useful life, 
depreciation method or residual value of the asset may also be affected. These must 
therefore be reviewed and adjusted even if no impairment loss is recognised. 

As already mentioned in the definitions, the recoverable amount is the higher of the fair 
value less costs of disposal or the value in use of the asset. The calculation of each of these 
elements will now be considered individually. It is not always necessary to determine both 
an asset’s fair value less costs of disposal and value in use. If either of these amounts 
exceeds the carrying amount of the asset, there will be no impairment. 
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5555    MeasuremenMeasuremenMeasuremenMeasurement of recoverable amount and recognition of impairment losst of recoverable amount and recognition of impairment losst of recoverable amount and recognition of impairment losst of recoverable amount and recognition of impairment loss      

 An asset is impaired when its carrying amount is higher than its recoverable amount. 
In such instances, the carrying amount of the asset must be written down to its recoverable 
amount and an impairment loss shall be recognised in the profit or loss section of the 
statement of profit or loss and other comprehensive income, or through other 
comprehensive income in the statement of profit or loss and other comprehensive income, 
against the revaluation surplus relating to the asset. 

5555.1.1.1.1    Fair value less Fair value less Fair value less Fair value less costs of disposalcosts of disposalcosts of disposalcosts of disposal    

  FFFFair value air value air value air value is the price that would be received to sell an asset or paid to transfer a 
liability in an orderly transaction between market participants at the measurement date. 

The term active market is often referred to in this context of measuring fair value and is 
defined in Appendix A of IFRS 13 as “a market in which transactions for the asset or liability 
take place with sufficient frequency and volume to provide pricing information on an 
ongoing basis”. The fair value hierarchy established in IFRS 13 gives the highest priority to 
quoted prices (unadjusted) in active markets for identical assets or liabilities. Therefore 
quoted prices in an active market would be the best indication of measuring the fair value 
of an asset when testing for impairment and specifically when calculating fair value less 
costs of disposal. It may, however, be possible to measure fair value less costs of disposal 
even if there is no quoted price in an active market for an identical asset, for example with 
reference to quoted prices for a similar asset in an active market or with reference to 
quoted prices for identical or similar assets in markets that are not active. IFRS 13 provides 
detailed guidance on the measurement of fair value. 

The costs of disposal are the incremental costs that are directly attributable to the 
disposal of the asset. However, finance costs and income tax expenses are excluded.  

The costs of disposal include costs such as: 
� legal costs;  
� stamp duty;  
� transaction taxes;  
� the cost of removing the assets; and  
� any direct incremental costs incurred to bring the asset into a condition for sale.  
The costs of disposal exclude: 
� termination benefits; 
� costs associated with reducing or reorganising the entity as a result of the sale of the 

asset; and 
� costs for which a provision has already been made. 
 

 Where an asset is held for disposal, the value in use will probably be less than the fair 
value less costs of disposal, as the future cash flows from continuing use of the asset will be 
negligible. In these instances it is not necessary to calculate the value in use, and the 
recoverable amount is deemed to be the fair value less costs of disposal. 
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    Example Example Example Example 14141414.1.1.1.1: Fair value less : Fair value less : Fair value less : Fair value less costs of disposalcosts of disposalcosts of disposalcosts of disposal    
At 31 December 20.14 Quantum Ltd owns a machine for which there is an active market, 
with a carrying amount of R106 666. The machine can at this stage be disposed of to a 
market participant for R108 500. 
This machine initially cost R200 000 and is depreciated on a straight-line basis over 
7,5 years. A total of 3,5 years of the useful life of the machine have already expired as at 
31 December 20.14. 
Any broker involved in such a transaction will charge a fee of R2 000 and the current value of 
the cost to dismantle and remove the asset will be R3 000 (assume no provision has been 
recognised for these costs). Before considering the recoverable amount of the asset, the asset 
was serviced to ensure that it was in good working order. The technician charged R1 500 for the 
service. Assume that these costs were necessary to bring the asset into a condition suitable for 
its sale. 
To determine the fair value less costs of disposal of this asset, the following calculation is 
done: 
 RRRR     

Selling price in an active market  108 500  

Less:Less:Less:Less: Brokerage (2 000)  
 Cost of service – bring asset into condition for its sale (1 500)  
 Cost of dismantling/removing the asset (3 000)  

Fair value less costs of disposal  102 000  
  

5555.2.2.2.2    ValueValueValueValue    in usein usein usein use    

 The steps required to establish value in use generally correspond with the calculation 
of the present value in an investment decision, i.e.: 
� estimate the future cash inflows and outflows to be derived from the continuing use and 

eventual disposal of the asset; and 
� apply an appropriate discount rate to these future cash flows. 

The calculation of value in use is more complex than the calculation of the fair value less 
costs of disposal, as it involves predictions about future cash flows as well as an estimation 
of the appropriate discount rate. In the case of the fair value less costs of disposal, reliable 
external information usually exists, while the value in use is more subjective, relying on the 
application of professional judgement. 

5555.2.1.2.1.2.1.2.1    Cash flow projections Cash flow projections Cash flow projections Cash flow projections     
Such cash projections must be performed with due care and accuracy and for all projections, 
greater weight must be given to external evidence.  

IAS 36.33 requires that cash flow projections: 
� be based on reasonable and supportable assumptions, based on management’s best 

estimate of the economic conditions that will exist over the remaining useful life of 
the asset; 

� be based on the most recent financial budgets or forecasts that have been approved by 
management. These projections must cover a maximum of five years unless a longer 
period is justified, and must exclude estimated future cash inflows or outflows expected 
to arise from future restructurings or from improving or enhancing the performance of 
the asset; and 
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� beyond the period covered by the budgets or forecasts be estimated by extrapolating 
the projections based on the budgets/forecasts with a steady or declining growth 
rate, unless an increasing rate can be justified. The growth rate must not exceed the 
long-term growth rate of the products/industry/country. 

Management must assess the reasonableness of the assumptions on which its current cash 
flow projections are based, by considering the causes of differences between past estimated 
and actual cash flows. In addition, management must also consider whether the 
assumptions on which current cash flows are based are consistent with past actual 
outcomes, or whether they are adjusted appropriately. 

The cash flows projections include: 
� cash inflows from the continuing use of the asset;  
� cash outflows incurred to generate the cash inflows from the continuing use of the asset, 

including outflows that can be directly attributed or allocated on a reasonable basis (such 
as the day-to-day servicing of the asset); and  

� net cash flows to be received or paid on the eventual disposal of the asset at the end of 
its useful life. 

 The cash flow from the disposal of the asset at the end of its useful life is the amount 
that the entity expects to obtain from the disposal of the asset in an arm’s-length 
transaction between knowledgeable and willing parties, after deducting the estimated costs 
of disposal.  

The cash flows from disposal are based on prices prevailing at the date of the estimate for 
similar assets that have already reached the end of their useful life and have operated 
under conditions similar to those in which the asset will be used, which are then adjusted 
for the effect of future price increases (due to general inflation or specific price increases). 
 

 It is important that the cash flows used in the calculation must only be those 
attributable to the particular asset. 

The cash flow projection also excludes: 
� future cash inflows or outflows from the future restructuring of the entity to which the 

entity is not yet committed; or  
� future capital expenditure that will enhance or improve the performance of the asset.  

 The general rule is that the future cash flows must be estimated for the asset    in its    
cucucucurrrrrent conditionrent conditionrent conditionrent condition.     

Irrespective of the general rule stated above, estimates of future cash flows shall include 
future cash outflows necessary to maintain the level of economic benefits expected to arise 
from the asset in its current condition (for example day-to-day servicing). 
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5555.2.2.2.2.2.2.2.2    DiscountDiscountDiscountDiscount    raterateraterate    
Estimates of future cash flows must also exclude cash flows from financing activities and 
income tax receipts and payments.  

 The cash flows from the use of an asset must not be obscured by tax practices; 
therefore, the cash flows before tax are used. The discount rate will consequently also be a 
figure before tax.before tax.before tax.before tax.    
The required discount ratediscount ratediscount ratediscount rate, which is a pre-tax current market rate, is independent of the 
entity’s capital structure. 

Detailed guidance on the determination of the discount rate is provided in Appendix A to 
IAS 36. The rate includes the time value of money and a provision for the particular type of 
risk to which the asset in question is exposed. To avoid double counting, the discount rate 
must not reflect risks for which the future cash flow estimates have already been adjusted, 
and vice versa. Therefore, if the discount rate accommodates the effect of price increases 
due to inflation, cash flows will be measured in nominal terms (i.e. be increased for 
inflation). However, if the discount rate excludes the effect of inflation, the cash flows to be 
discounted must be measured in real terms (i.e. not increased for inflation). In all material 
respects, this asset-specific rate corresponds to the one used in the investment decision, 
except that a pre-tax rate is required to determine impairment. 

When an asset-specific rate is not available from the market, the entity uses its weighted 
average cost of capital, its incremental borrowing rate and other market borrowing rates as 
a starting point for developing an appropriate rate. These rates are adjusted to reflect the 
specific risks of the projected cash flows and to exclude risks not relevant to the projected 
cash flows or risks for which cash flows have been adjusted. These risks include country 
risk, currency risk, price risk and cash flow risk. This pre-tax rate is then applied to 
discount the expected cash flows from using the asset to establish its value in use. 

    Example Example Example Example 14141414.2: Recoverable amount.2: Recoverable amount.2: Recoverable amount.2: Recoverable amount        
The asset mentioned in Example 14.1 about Quantum Ltd has a remaining useful life of four 
years on 31 December 20.14. Quantum Ltd is of the opinion that this asset will generate 
cash inflows of R60 000 per year, plus directly associated necessary cash outflows of 
R20 000 per year over the next four years. This was confirmed in management’s most 
recent cash flow budget. The asset will be disposed of at a net amount of R4 000 at the end 
of its useful life. 
An appropriate after-tax discount rate for this type of asset is 15,4% per annum, and the 
current tax rate is 30%. Assume all amounts are material. 

The value in use of this asset will be determined as follows: 
Net cash inflows per annum (R60 000 – R20 000) R40 000  
Period over which inflows will occur 4 years  
Expected net cash inflow at disposal R4 000  
Pre-tax discount rate (15,4%/70%) 22%  
 



404   Introduction to IFRS – Chapter 14 
     

    Example Example Example Example 14141414.2: .2: .2: .2: RecoRecoRecoRecoverable amount (continued)verable amount (continued)verable amount (continued)verable amount (continued)    
 

Present value of cash generated via usage and disposal:  

PMT    = R40 000  
n    = 4 years  
i    = 22%  
FV    = R4 000 
Comp PV = R101 552   
If the asset is impaired, the impairment loss that is recognised in the profit or 
loss section of the statement of profit or loss and other comprehensive income 
will be calculated as follows: 

  

(The recoverable amount is the higherhigherhigherhigher    of the fair value less costs of disposal and 
the value in use of the asset under consideration). 

  

 RRRR   
Fair value less costs of disposal (from Example 14.1) 102 000  
Value in use 101 552  
Recoverable amount 102 000  
The impairment loss is calculated as the difference between the carrying amount 
and the recoverable amount: 

  

 RRRR   
Carrying amount 106 666  
Recoverable amount (102 000)  

Impairment loss to be recognised 4 666  

Journal entryJournal entryJournal entryJournal entry    
 DrDrDrDr    CrCrCrCr    
31 December 31 December 31 December 31 December 20.1420.1420.1420.14    RRRR    RRRR    
Impairment loss (P/L)  4 666 
 Accumulated depreciation (SFP) 4 666 

 

The depreciation charge for the year ended 31 December 20.14 is:  
R200 000/7,5= R26 667 

 

The depreciation charge for subsequent years is:  
R102 000*/4 (remaining useful life) = R25 500 

  

* New carrying amount    

 

    Example Example Example Example 14141414.3: Value in use .3: Value in use .3: Value in use .3: Value in use         
Fieldex Ltd has a machine that manufactures Hillexes. The cost price of the machine is 
R10 million, is depreciated on a straight-line basis over its estimated useful life and has no 
current estimated residual value. At 31 December 20.11, the asset has a carrying amount 
of R5 million. As a result of new technology in the manufacture of Hillexes, Fieldex now 
expects the machine to produce 30% less in revenue than expected originally. The 
remaining useful life of the asset is 10 years. If the machine were sold now, the fair value 
less costs of disposal would be R3 million.  
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    Example Example Example Example 14141414.3: Value in use.3: Value in use.3: Value in use.3: Value in use    (continued)(continued)(continued)(continued)            
Assume that a pre-tax discount rate of 10% is appropriate. The budgeted net cash flows for 
the next five years after considering the impact of the 30% cut in revenue are as follows: 

YearYearYearYear    R’000R’000R’000R’000     
20.12 610  
20.13 650  
20.14 700  
20.15 760  
20.16 790  

  
The expected long-term growth rates for the five years thereafter are: 

20.17 3%  
20.18 1%  
20.19 (5)%  
20.20 (15)%  
20.21 (30)%  

  
As the fair value less costs of disposal of R3 million is less than the carrying amount of 
R5 million and the future cash flows of the machine are expected to be cut by 30%, the 
machine is impaired, and the value in use must be calculated as follows: 

YearYearYearYear    Growth rateGrowth rateGrowth rateGrowth rate    
Future Future Future Future     

cash flowscash flowscash flowscash flows    
RRRR’’’’000000000000    

PV factorPV factorPV factorPV factor    
at 10%at 10%at 10%at 10%    

Discounted futureDiscounted futureDiscounted futureDiscounted future    
cash flowscash flowscash flowscash flows    

RRRR’’’’000000000000    
20.12  610 0,90909 555 
20.13  650 0,82645 537 
20.14  700 0,75131 526 
20.15  760 0,68301 519 
20.16  790 0,62092 491 
20.17 3% 814 0,56447 459 
20.18 1% 822 0,51316 422 
20.19 (5)% 781 0,46651 364 
20.20 (15)% 664 0,42410 282 
20.21 (30)% 465 0,38554 179 

     4 334  

Alternatively the present value can be calculated as follows by using a financial calculator: 
Cf0 = 0; Cf1 = 610 000; Cf2 = 650 000; Cf3 = 700 000; Cf4 = 760 000; Cf5 = 790 000;  
Cf6 = 814 000; Cf7 = 822 000; Cf8 = 781 000; Cf9 = 664 000; Cf10 = 465 000 

 i = 10 
Thus NPV = 4 333 792 rounded to R4 334 000 
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    Example Example Example Example 14141414.3: Value in use.3: Value in use.3: Value in use.3: Value in use    (continued)(continued)(continued)(continued)            

The impairment loss is calculated as follows: 
 R’000R’000R’000R’000        R’000R’000R’000R’000     
Carrying amount   5 000  
Recoverable amount is the higher of:     
   (4 334)  

Fair value less costs of disposal 3 000    
Value in use 4 334    

Impairment loss   666  

CommentCommentCommentCommentssss:    
� The estimated cash flows consist of two elements – the first five years taken from the 

budget of the company and the second based on an extrapolation of the cash flows for 
the following five years (see IAS 36.33(a) and (c)). 

� Note that the growth-rate trend is declining:  from 3% to –30%. This is acceptable in 
terms of IAS 36.33(c), which requires a steady or a declining growth rate to be used 
unless an increasing rate can be justified. 

� After the impairment loss has been recognised in the profit or loss section of the 
statement of profit or loss and other comprehensive income, the new carrying amount of 
R4 334 000 is depreciated in subsequent yearssubsequent yearssubsequent yearssubsequent years over the remaining useful life of the 
machine of 10 years, resulting in depreciation of R4 334 000/10 = R433 400 per 
annum (IAS 36.63). 

 

5.2.35.2.35.2.35.2.3    Value in use where the entity is commValue in use where the entity is commValue in use where the entity is commValue in use where the entity is committed to restructuringitted to restructuringitted to restructuringitted to restructuring    
Although it was stated under section 14.2.1 that a future restructuring to which an entity is 
not yet committed must not impact on cash flows when calculating value in use, the 
situation changes when an entity becomes committed to a restructuring. 

Once an entity is committed to the restructuring, its estimates of future cash inflows and 
cash outflows for the purpose of determining value in use, shall reflect the cost savings and 
other benefits from restructuring resulting from the most recent budgets/forecasts approved 
by management. Furthermore, estimates of future cash outflows for restructuring are 
included in a restructuring provision in terms of IAS 37, Provisions, Contingent Liabilities 
and Contingent Assets. 

 

    Example 14.4Example 14.4Example 14.4Example 14.4    
A Ltd uses a manufacturing machine to manufacture product X that generates net cash flows of 
R1 000 000 per annum. This machine is currently operated by two full-time employees. However, 
the performance of product X is not as good as initially expected and management is considering 
a restructuring plan in terms of which the machine will be used to manufacture product Y instead. 
This will increase the annual cash flows of the machine by R800 000 per annum. 
However, one of the employees will be retrenched. In terms of the service termination agreement 
entered into with the employee, the entity will make a termination payment of R100 000 to the 
employee. 
The expected costs to adjust the machine to manufacture product Y, is R120 000. 
Once management is committed to the restructuring, the annual cash flows for the value in use 
calculation will be R1 680 000 (1 000 000 + 800 000 – 120 000). 
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    Example 14.4 Example 14.4 Example 14.4 Example 14.4 (continued)(continued)(continued)(continued)    
The termination costs of R100 000 will be raised as a provision, since there is a legal present 
obligation to make the payment and should be ignored when calculating the value in use. 

 CommentCommentCommentComment   
� In terms of IAS 36.44(b), any cash flows resulting from future improvements to the assetfuture improvements to the assetfuture improvements to the assetfuture improvements to the asset 

must be ignored when calculating the value in use. 
 

5.5.5.5.3333    RecogRecogRecogRecognition and measurement of an impairment lossnition and measurement of an impairment lossnition and measurement of an impairment lossnition and measurement of an impairment loss            

 If the impaired asset (other than goodwill) is accounted for on the cost cost cost cost model model model model 
(IAS 16), the impairment loss is immediately recognised in the profit or loss section of the 
statement of profit or loss and other comprehensive income. The impairment losses for 
assets (other than goodwill) that are accounted for on the revalurevalurevalurevaluation model ation model ation model ation model (IAS 16) are 
treated as decreases of the revaluation surplus through the other comprehensive income 
section of the statement of profit or loss and other comprehensive income. 

Should the impairment loss exceed the revaluation surplus, the excess is recognised as an 
expense in the profit or loss section of the statement of profit or loss and other 
comprehensive income. The impairment loss of one revalued asset may not be adjusted against 
a revaluation surplus of another revalued asset as surpluses and deficits are offset on an  
item-for-item basis. The treatment of an impairment loss on a revalued asset is therefore 
similar to the treatment of a revaluation deficit. 

 The depreciation charge in respect of an asset subject to impairment shall be adjusted 
for futurefuturefuturefuture periods to allocate the asset’s revised carrying amount (net of the impairment 
loss) less its residual value, on a systematic basis over its remaining remaining remaining remaining useful life. 

5555....4444    Measuring recoverable amount for an intangible asset with an indefinite useful lifeMeasuring recoverable amount for an intangible asset with an indefinite useful lifeMeasuring recoverable amount for an intangible asset with an indefinite useful lifeMeasuring recoverable amount for an intangible asset with an indefinite useful life    

 It was noted earlier that some assets must be tested for impairment annually, 
irrespective of whether there are indications of impairment or not. An intangible asset with 
an indefinite useful life is an example of such an asset. 

Due to the practical implications of testing for impairment on an annual basis, IAS 36 allows 
an entity to use the most recent detailed calculation of such an asset’s recoverable amount 
made in a preceding period to test for impairment in the current period, provided all the 
following criteria are met: 
� the most recent recoverable amount calculation should have resulted in a recoverable 

amount that exceeded the carrying amount of the asset now tested for impairment, by a 
wide margin; and 

� based on an analysis of the circumstances surrounding the most recent recoverable 
amount calculation, the likelihood that the current recoverable amount determination 
would be less than the asset’s carrying amount, must be remote. 
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6666    Reversal of Reversal of Reversal of Reversal of an an an an impairmentimpairmentimpairmentimpairment    losslosslossloss     
 

 An entity must, at the end of each reporting period, assess whether there are 
indicationsindicationsindicationsindications that earlier impairment losses recognised for assets, other than goodwill, may 
have decreased or no longer exist. If such indications exist, the entity must calculate the 
recoverable amounts of the particular assets, provided the impact thereof is material. 

This does not imply that the recoverable amounts should automatically be calculated on all 
previously impaired assets. The objective of IAS 36 is rather to look for indications that 
these impairments may have reversed wholly or partially.  

 The recoverable amounts are calculated only on those assets where there are 
indications that the impairment losses may have reversed. 

The following are indications (similar to those indicating original impairment, but the inverse 
thereof) that should be considered as a minimum: 

External sources of information 
� There are observable indications that the asset’s value has increased significantly during 

the period. 
� Significant changes with a favourable effect on the entity have taken place during the 

period, or will take place in the near future, in the technological, market, economic or 
legal environment in which the entity operates or in the market to which the products of 
the asset is dedicated. 

� Market interest rates or other market rates of return on investments have decreased 
during the period, and those decreases are likely to affect the discount rate used in 
calculating the asset’s value in use and increase the asset’s recoverable amount 
materially. 

Internal sources of information 
� Significant changes with a favourable effect on the entity have taken place during the 

period, or are expected to take place in the near future, to the extent to which, or 
manner in which, the asset is used or is expected to be used. These changes include 
capital expenditure that has been incurred during the period to improve or enhance an 
asset’s performance or restructure the operation to which the asset belongs. 

� Evidence is available from internal reporting that indicates that the economic 
performance of the asset is, or will be, better than expected. 

 If the recoverable amount of an identified impaired asset (other than goodwill) is 
recalculated and it now exceedsexceedsexceedsexceeds the carrying amount of the asset, the carrying amount of the 
asset is increased to the new recoverable amount, subject to a calculated maximum 
amount. 

This is a reversal of impairment losses which reflects, in essence, that due to a change in 
circumstances, the estimated service potential through sale or use of the asset has 
increased since the date (mostly in prior periods) on which the asset became impaired. The 
reversal of an impairment loss may also indicate that the remaining useful life, depreciation 
method and residual value of the particular asset must also be reviewed. 
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 This reversal will only be recognised if there has been a change in the estimates used 
to calculate the recoverable amount since the previous impairment loss was recognised. 

Examples of changes in estimates that cause an increase in service potential include: 
� a change in the basis for determining the recoverable amount (say from fair value less 

costs of disposal to value in use, or vice versa); 
� where the recoverable amount was based on value in use, a change in the amount or 

timing of estimated future cash flows or the discount rate; or 
� if the recoverable amount was based on fair value less costs of disposal, a change in 

estimate of the components of fair value less costs of disposal. 

 The impairment loss is reversed only to the extent that it does not exceed the carrying 
amount (net of depreciation or amortisation) that would have been determined for the asset 
(other than goodwill) in prior years, if there had been no impairment loss.  

Any increase in the carrying amount of the asset above the carrying amount that would 
have been calculated with no previous impairment loss, must be treated as a revaluation 
in terms of the normal revaluation principles of IAS 16. 

An impairment loss is not reversed because of unwinding of the discount rate used in the 
calculation of value in use, as the service potential of the asset has not increased in such an 
instance. 

    Example Example Example Example 14141414....5555: Unwinding of : Unwinding of : Unwinding of : Unwinding of discoundiscoundiscoundiscountttt    raterateraterate    
Discy Ltd owns an asset with a carrying amount of R48 000 at 31 December 20.13. After 
recognising an impairment loss of R6 000, the carrying amount was adjusted from R54 000 
to R48 000. The new carrying amount will be written off over the next three years on the 
straight-line basis. At this stage, projected net cash flows for the next three years amount to 
R21 023 per year, with no current estimated residual value, while a pre-tax discount rate of 
15% is considered to be appropriate. The asset has no fair value less costs of disposal but 
there are new indications of impairment in 20.14 and a new recoverable amount is 
calculated. 
A summary of the situation at hand is the following: 
  Carrying Carrying Carrying Carrying 

amountamountamountamount    
RRRR    

Value Value Value Value     
in usein usein usein use    

RRRR    
20.13 Carrying amount after impairment loss of R6 000 48 000  
 Value in use – calculate PV (PMT = 21 023; n = 3; i = 15%) 48 000 
20.14 Carrying amount (48 000 × 2/3) 32 000  
 Value in use – calculate PV (PMT = 21 023; n = 2; i = 15%) 34 177 
It would appear from the above as if a reversal of an impairment loss of R2 177  
(R34 177 – R32 000) is appropriate. However, since it arose via the unwinding of the 
discount rate and not because of any changes in estimates used in the calculation of the 
value in use, it is not permitted; therefore no reversal of an impairment loss will be 
recognised.  
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 A reversal of an impairment lossreversal of an impairment lossreversal of an impairment lossreversal of an impairment loss is immediately recognised in the profit or loss 
section of the statement of profit or loss and other comprehensive income if the asset (other 
than goodwill) is accounted for according to the cost cost cost cost modelmodelmodelmodel. If the asset is accounted for 
according to the revalurevalurevalurevaluation modelation modelation modelation model, the reversal of the impairment loss is treated as an 
increase in the revaluation surplus, through other comprehensive income in the statement 
of profit or loss and other comprehensive income.  

In instances where the whole or part of the impairment loss of a revalued asset was 
recognised as an expense in the profit or loss section of the statement of profit or loss and 
other comprehensive income in prior periods, a reversal for that impairment loss (or part 
thereof) is first recognised as income in the profit or loss section, until all prior recognised 
impairment losses have been reversed, where after the remainder is shown as an increase 
of the revaluation surplus, through other comprehensive income in the statement of profit 
or loss and other comprehensive income. The treatment of a reversal of an impairment loss 
on a revalued asset is therefore similar to the treatment of a revaluation surplus. 

    Example Example Example Example 14141414....6666: Reversal of impairment loss : Reversal of impairment loss : Reversal of impairment loss : Reversal of impairment loss ––––    individual assetindividual assetindividual assetindividual asset    on cost modelon cost modelon cost modelon cost model    
The carrying amount of a machine belonging to Cheers Ltd at the end of the reporting 
period, 30 June 20.15, is as follows: 
 RRRR     
Cost 50 000  
Accumulated depreciation (calculated at 10% per annum, straight-line, 
assuming no current estimated residual value) 

 
(25 000) 

 

Carrying amount at the end of Year 5 25 000  

The fair value less costs of disposal of the asset under consideration is R20 000. The 
present value of the expected return from the use of the asset over its useful life amounts to 
R15 000. The value in use for this item is therefore R15 000. Ignore taxation. 
The recoverable amount, being the higher of fair value less costs of disposal (R20 000) and 
value in use (R15 000), is thus R20 000. The carrying amount (R25 000) must therefore be 
written down to the recoverable amount (R20 000) by R5 000. This amount will be 
recognised as an impairment loss of R5 000, together with a depreciation charge of R5 000 
(R50 000 × 10%), in the profit or loss section of the statement of profit or loss and other 
comprehensive income for the year ended 30 June 20.15. 
Assume that the recoverable amount for the machine is re-estimated on 30 June 20.17 as 
follows: 
Fair value less costs of disposal  R14 000  
Value in use R18 000  
The revised recoverable amount is therefore R18 000 (the higher of the two). 
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    Example Example Example Example 14141414....6666: Reversal of impairment loss : Reversal of impairment loss : Reversal of impairment loss : Reversal of impairment loss ––––    individual assetindividual assetindividual assetindividual asset    on cost model on cost model on cost model on cost model 
(continued)(continued)(continued)(continued)    
The recoverable amount has increased above the carrying amount, thereby reversing a part 
of the impairment loss recognised in prior years. The maximum increase in the recoverable 
amount allowed is calculated as follows: 
Depreciation for year Depreciation for year Depreciation for year Depreciation for year 20.1620.1620.1620.16    and and and and 20.1720.1720.1720.17    
– Recoverable amount end of year 20.15 R20 000   
– Remaining useful life 5 years   
– Depreciation (R20 000/5) R4 000 per annum   
The carrying amount at the end of The carrying amount at the end of The carrying amount at the end of The carrying amount at the end of 20.1720.1720.1720.17    
(50 000 – 25 000 – 5 000 (imp. loss) – 4 000 (20.16 depreciation)  
– 4 000 (20.17 depreciation)) 

 
R12 000 

 

Increase in recoverable amount/reversal of impairment loss 
(15 000* – 12 000)  

 
R3 000 

 

New carrying amount R15 000*  

* The new carrying amount is limited to what the carrying amount would have been, had no 
impairment loss been recognised for the asset in prior years (20.15). The recoverable 
amount of R18 000 is thus ignored if the historical cost-carrying amount is lower. 
Calculation of limitation on increased carrying amount: 

Carrying amount had impairment loss not been recognised R15 000  

Cost price (before recognition of impairment) 50 000  
Accumulated depreciation at 30 June 20.17 (5 000 × 7) (35 000)  

Journal entryJournal entryJournal entryJournal entry    

 DrDrDrDr    
30 June 30 June 30 June 30 June 20.1720.1720.1720.17        RRRR    
Accumulated depreciation (SFP)  3 000 
  Reversal of impairment loss (P/L) 

    

CrCrCrCr    
RRRR    
 

3 000 

 

          
CommentCommentCommentCommentssss:    
� The reversal of the impairment loss to the amount of R3 000 is credited to the profit or 

loss section of the statement of profit or loss and other comprehensive income, as the 
machine is accounted for in accordance with the cost model in this example. 

� The carrying amount after reversal of impairment loss (12 000 + 3 000) is R15 000. The 
increased carrying amount is equal to what the carrying amount would have been, had 
depreciation on historical cost been allocated normally over the years without taking 
impairment into account, namely R50 000 – (7 × 5 000) = R15 000. 
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    Example Example Example Example 14141414....7777: Reversal of impairment loss : Reversal of impairment loss : Reversal of impairment loss : Reversal of impairment loss ––––    individual assetindividual assetindividual assetindividual asset    on revaluation modelon revaluation modelon revaluation modelon revaluation model    
The following information is applicable to one of the items of machinery of Tigger Ltd, a 
company with a 31 December year end: 
 RRRR     
Cost on 1 January 20.11 200 000  
Net replacement value on 1 January 20.12 250 000  
Recoverable amount on 31 December 20.12 100 000  
Recoverable amount on 31 December 20.13 140 000  
The total estimated useful life of the machine was five years on 1 January 20.11 with no 
current estimated residual value. The machine is accounted for in accordance with the 
revaluation model of IAS 16. 
The machine was revalued for the first time on 1 January 20.12 based on market values in 
an active market. The revaluation surplus realises as the asset is used. 
A technological breakthrough in the related industry indicated a possible impairment on 
31 December 20.12. The technological breakthrough proved to be not that significant 
resulting in a possible reversal of impairment on 31 December 20.13. The total estimated 
useful life and residual value of the machine has not changed as a result of any of these 
events. 

CalculationsCalculationsCalculationsCalculations Carrying amount Carrying amount Carrying amount Carrying amount 
with nowith nowith nowith no        

impaiimpaiimpaiimpairrrrmentmentmentment    
RRRR    

Carrying Carrying Carrying Carrying 
amount amount amount amount withwithwithwith    
impimpimpimpairmeairmeairmeairmennnntttt    

RRRR    

Revaluation Revaluation Revaluation Revaluation 
surplussurplussurplussurplus    

    
RRRR    

 

Cost on 1 January 20.11 200 000 200 000 –  
Depreciation 20.11 (200 000/5) (40 000) (40 000) –  
Carrying amount on 31 December 20.11 160 000 160 000 –  
Revaluation surplus 1 January 20.12 90 000 90 0001 90 000  
Depreciation 20.12 (250 000/4) (62 500) (62 500) –  
Realisation of surplus  
(62 500 – 40 000)2 

 
– 

 
– 

 
(22 500) 

 

Carrying amount on 31 December 20.12 187 500 187 500 67 500  
Impairment loss 20.12 – (87 500)3 (67 500)4  
Carrying amount on 31 December 20.12 187 500 100 000 –  
Depreciation 20.13  
(187 500/3) / (100 000/3) 

 
(62 500) 

 
(33 333) – 

 

Carrying amount on 31 December 20.13 
prior to reversal of impairment loss 125 000

 
66 667 – 

 

Reversal of impairment loss – 58 3335 38 3336  
Carrying amount on 31 December 20.13 125 000 125 000 38 333  
Depreciation 20.14 (125 000/2) (62 500) (62 500) –  
Realisation of surplus  
(62 500 – 40 000)2 – – (22 500) 

 

Carrying amount on 31 December 20.14 62 500 62 500 15 8337  
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    Example Example Example Example 14141414....7777: Reversal of impairment l: Reversal of impairment l: Reversal of impairment l: Reversal of impairment loss oss oss oss ––––    individual assetindividual assetindividual assetindividual asset    on revaluation modelon revaluation modelon revaluation modelon revaluation model    
CommentsCommentsCommentsComments:    

� Revaluation surplus = R250 000 (net replacement value) – R160 000 (carrying 
amount). 

� When the realisation surplus is realised through use of the asset, the amount of the 
surplus transferred to retained earnings would be the difference between the 
depreciation based on the revalued carrying amount of the asset and the depreciation 
based on the asset’s original costoriginal costoriginal costoriginal cost (IAS 16.41). 

� Impairment loss = R187 500 (carrying amount) – R100 000 (recoverable amount). 
� Of the R87 500 impairment loss, R67 500 will be recognised against the revaluation 

surplus as a debit through other comprehensive income and R20 000 will be recognised 
as an expense in profit or loss. The journal entry will be as follows: 

 Dr Revaluation surplus (OCI) R67 500 
 Dr Impairment loss (P/L) R20 000 
  Cr Accumulated depreciation (SFP) R87 500 
� The reversal of the impairment loss is limited to what the carrying amount would have 

been, had no previous impairment loss been recognised (R125 000). This is applicable 
whether the asset is accounted for on the cost model or on the revaluation model. Any 
increase in the carrying amount above the carrying amount that would have been 
determined had no impairment loss been recognised for the asset in prior years is a 
revaluationrevaluationrevaluationrevaluation    (IAS 36.118). It is important to note that when an asset is revalued, the 
entire class of asset to which that asset belongs must be revalued (IAS 16.36). This 
revaluation will still be performed in accordance with the normal revaluation policy of the 
entity. 

� Of the R58 333 reversal of impairment loss, R20 000 will be recognised as income in 
profit or loss and the remaining R38 333 will be recognised as a revaluation surplus in 
other comprehensive income. The journal entry will be as follows: 

 Dr Accumulated depreciation (SFP) R58 333 
  Cr Reversal of impairment loss (P/L) R20 000 
  Cr Revaluation surplus (OCI) R38 333 
� In the 20.15 financial year only R15 833 revaluation surplus will be transferred to 

retained earnings as a realisation, as this is the only remaining balance on this account.  

7777    DisclosureDisclosureDisclosureDisclosure    

In the financial statements of an entity the following must be disclosed for each class of 
assets (a class is a grouping of assets of similar nature and use): 

7777.1.1.1.1    Statement of Statement of Statement of Statement of profit or loss and other profit or loss and other profit or loss and other profit or loss and other comprehensive income: pcomprehensive income: pcomprehensive income: pcomprehensive income: profit rofit rofit rofit orororor    losslosslossloss    sectionsectionsectionsection    
� The amount of impairment losses recognised in the profit or loss section of the 

statement of profit or loss and other comprehensive income during the period, and the 
line item(s) of the statement of profit or loss and other comprehensive income in which 
those impairment losses are included.* 

� The amount of reversals of impairment losses recognised in the profit or loss section of 
the statement of profit or loss and other comprehensive income during the period and 
the line item(s) of the statement of profit or loss and other comprehensive income in 
which those impairment losses are reversed.* 

* This information may also be presented in the Property, Plant and Equipment note as 
required by IAS 16. 
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7777.2.2.2.2    Statement of Statement of Statement of Statement of profit or loss and other profit or loss and other profit or loss and other profit or loss and other comprehensive income: ocomprehensive income: ocomprehensive income: ocomprehensive income: other comprehensive ther comprehensive ther comprehensive ther comprehensive 
incomeincomeincomeincome    sectionsectionsectionsection    

� The amount of impairment losses, on revalued assets, recognised directly in other 
comprehensive income during the period.* 

� The amount of reversals of impairment losses, on revalued assets, recognised directly in 
other comprehensive income during the period.* 

* This information may also be presented in the Property, Plant and Equipment note as 
required by IAS 16. 

7777.3.3.3.3    Notes to the fiNotes to the fiNotes to the fiNotes to the financial statementsnancial statementsnancial statementsnancial statements    
If the impairment loss recognised or reversed on an individual asset, including goodwill, is 
material, the following additional information is provided: 
� a description of the events and circumstances that led to the recognition or reversal of 

the impairment loss; 
� the amount of the impairment loss recognised or reversed; 
� the nature of the asset; 
� whether the recoverable amount of the asset is its fair value less costs of disposal or its 

value in use;  
� the basis used to measure fair value less costs of disposal (for example, whether fair 

value was measured by reference to a quoted price in an active market for an identical 
asset), if the recoverable amount is fair value less costs of disposal; and 

� the discount rate(s) used in the current estimate and previous estimate (if any) of value 
in use, if the recoverable amount is value in use. 

If impairment losses recognised (reversed) during the period are not individually material 
to the financial statements of the reporting entity as a whole, an entity must disclose a brief 
description of the following: 
� the main classes of assets affected by impairment losses (reversals of impairment 

losses) for which no information is disclosed in terms of the above; 
� the main events and circumstances that led to the recognition (reversal) of these 

impairment losses for which no information is disclosed in terms of the above; and 
� an entity is encouraged to disclose the assumptions used to determine the recoverable 

amount of assets in the period. 

    Example Example Example Example 14141414....8888: Accounting policy for impairment : Accounting policy for impairment : Accounting policy for impairment : Accounting policy for impairment     

Impairment of assetsImpairment of assetsImpairment of assetsImpairment of assets    
The group assesses at each reporting date whether there is an indication that an asset may 
be impaired. If any such indication exists, or when annual impairment testing for an asset is 
required, the Group makes an estimate of the asset’s recoverable amount.  
An asset’s recoverable amount is the higher of its fair value less costs of disposal and its 
value in use, and is determined for an individual asset. Where the carrying amount of an 
asset exceeds its recoverable amount, the asset is considered impaired and is written down 
to its recoverable amount. In assessing value in use, the estimated future cash flows are 
discounted to their present value using a pre-tax discount rate that reflects current market 
assessments of the time value of money and the risks specific to the asset.  
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    Example Example Example Example 14141414....8888: Accounting policy for impairment: Accounting policy for impairment: Accounting policy for impairment: Accounting policy for impairment    (continued)(continued)(continued)(continued)    

Impairment of assetsImpairment of assetsImpairment of assetsImpairment of assets    
An assessment is made at each reporting date of any indication that previously recognised 
impairment losses no longer exist or have decreased. If such an indication exists, the 
recoverable amount is estimated.  
A previously recognised impairment loss is reversed only if there has been a change in the 
estimates used to determine the asset’s recoverable amount since the last impairment loss 
was recognised. If so, the carrying amount of the asset is increased to its recoverable 
amount. That increased amount cannot exceed the carrying amount that would have been 
determined, net of depreciation, had no impairment loss been recognised for the asset in 
prior years. Such reversal is recognised in the profit or loss section of the statement of profit 
or loss and other comprehensive income unless the asset is carried at a revalued amount, 
in which event the reversal is treated as a revaluation increase through other 
comprehensive income in the statement of profit or loss and other comprehensive income. 
After such a reversal, the depreciation charge is adjusted in future periods to allocate the 
asset’s revised carrying amount, less any residual value, on a systematic basis over its 
remaining useful life. 

 

    Example Example Example Example 14141414....9999: Comprehensive example: Comprehensive example: Comprehensive example: Comprehensive example    
Flamingo Ltd performed a review at 28 February 20.18 to assess whether there is any 
indication that an asset may be impaired. The results of the review were as follows: 
� Machine A is adversely affected by technological changes. New-generation machinery is 

available for the same purpose as machine A. This will compel Flamingo Ltd to replace 
machine A soon in order to stay competitive. The amount obtainable from the sale of 
machine A in an active market is R600 000 and the costs of disposal are R50 000.  
The calculated value in use amounts to R300 000. The carrying amount of the asset at 
28 February 20.18 (before considering impairment) was as follows: 

 RRRR   
Historical cost 4 000 000  
Accumulated depreciation (after three years, 20% p.a. straight-line) (2 400 000)  

 1 600 000  
� An impairment loss amounting to R300 000 was recognised for machine B at 

28 February 20.16. The last estimate of the recoverable amount was based on the asset’s 
value in use. The actual cash flows for the year ended 28 February 20.18 were constantly 
materially above those previously estimated, before any effect of discounting. The strongest 
competitor of the product manufactured by machine B withdrew from South Africa during 
20.17, resulting in an increase in cash flow. It is expected that this trend will continue. 

 The recoverable amount based on value in use was re-estimated on 28 February 20.18 as 
R550 000 using a pre-tax discount rate of 14%. An amount for fair value less costs of 
disposal could not be determined. 
The following details relate to machine B:   
Historical cost (commissioned on 1 March 20.15)  R1 000 000  
Depreciation 20% p.a.  

Additional informationAdditional informationAdditional informationAdditional information      
� Machine A and machine B are part of the manufacturing segment’s assets.  
� Impairment losses recognised or reversed in excess of R100 000 are considered to be 

material. 
 

� Ignore any tax implications.  
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    Example Example Example Example 14141414....9999: Comprehensive example: Comprehensive example: Comprehensive example: Comprehensive example    (continued)(continued)(continued)(continued)    

Flamingo LtdFlamingo LtdFlamingo LtdFlamingo Ltd    
Notes for the year ended 28Notes for the year ended 28Notes for the year ended 28Notes for the year ended 28    February February February February 20.1820.1820.1820.18    

 20.1820.1820.1820.18        20.1720.1720.1720.17    
2.2.2.2.    Profit before taxProfit before taxProfit before taxProfit before tax RRRR      RRRR    
 ExpExpExpExpensesensesensesenses      
 Depreciation  (925 000)  (925 000) 
 Impairment loss on machinery (included in cost of sales) (1 050 000)  –  
 Reversal of impairment loss on machinery (included in cost 

of sales) 150 000
  

–  
 The impairment loss and reversal of impairment loss relate to machinery that is included in 

the manufacturing segment’s assets. 
The impairment loss resulted from adverse changes in the technological environment in 
which machine A is used. The recoverable amount of this machine was its fair value less 
costs of disposal that was measured with reference to a quoted price in an active market for 
an identical asset. 
The reversal of impairment loss resulted from material increases in the cash flows 
arising from the use of machine B, when the strongest competitor for products 
manufactured by this machine withdrew from the market. The recoverable amount of 
this machine was its value in use and a pre-tax discount rate of 14% (the same rate used 
in previous years) was used. 

3.3.3.3.    Property, plant and equipmentProperty, plant and equipmentProperty, plant and equipmentProperty, plant and equipment    20.20.20.20.18181818        20.1720.1720.1720.17     
 MachineryMachineryMachineryMachinery    RRRR        RRRR     

 Carrying amount at beginning of year 2 775 000 3 700 000  
 Cost/Gross carrying amount (4 000 000 + 1 000 000) 5 000 000  5 000 000  
 Accumulated depreciation and impairment losses (2 225 000)  (1 300 000)  
 Movements for the year:    
 Depreciation for the year (925 000)  (925 000)  
 Impairment loss recognised in profit or loss (1 050 000) –  
 Reversal of impairment loss recognised in profit or loss 150 000 –  
 Carrying amount at end of year 950 000   2 775 000  
 Cost/Gross carrying amount 5 000 000  5 000 000  
 Accumulated depreciation and impairment losses (4 050 000)  (2 225 000)  
    

 Remaining useful life (can also be shown in  
accounting policy note) 2 years  3 years 

 

CalculationsCalculationsCalculationsCalculations    
   

C1. Machine A     
Fair value less costs of disposal = 600 000 – 50 000 = 550 000  
Value in use = 300 000  
Recoverable amount (the higher) = 550 000  
Carrying amount   1 600 000  
Recoverable amount   (550 000)  
Impairment loss   1 050 000  

 



Impairment of assets   417
  

    Example Example Example Example 14141414....9999: Comprehensive example: Comprehensive example: Comprehensive example: Comprehensive example    (continued)(continued)(continued)(continued)    

C2. Machine B HistoricalHistoricalHistoricalHistorical        Adjusted for Adjusted for Adjusted for Adjusted for 
impairmentimpairmentimpairmentimpairment  

 

 RRRR        RRRR     
Historical cost (1 March 20.15) 1 000 000  1 000 000  
Depreciation 20.16 (20% p.a.) (200 000) (200 000)  
Impairment loss 20.16 (given) – (300 000)  
 800 000  500 000  
Depreciation 20.17 (200 000) (125 000)a  
Depreciation 20.18 (200 000) (125 000)  

 400 000   250 000  
Reversal of impairment loss – 150 000b  

 400 000  400 000  
a 500 000/4 (remaining useful life)    
b Limited to R150 000 not to exceed historical carrying amount, even though actual 

recoverable amount is R550 000 
 

C3. Depreciation – machinery              
 20.1820.1820.1820.18    20.1720.1720.1720.17     
 RRRR      RRRR   
Machine A (4 000 000 × 20%) 800 000 800 000  
Machine B (refer C2) 125 000 125 000  
 925 000  925 000  
    

C4. Accumulated depreciation and impairment losses – beginning of year  

Machine A   RRRR           RRRR     
2 400 000/3 –  800 000  
800 000 + 800 000 1 600 000 –  

Machine B    

20.16 200 000  200 000  
Impairment loss 20.16 300 000 300 000  
20.17 125 000 –  

 2 225 000  1 300 000  

CommentCommentCommentCommentssss:        
� IAS 36 requires certain disclosures for significant impairment losses recognised or 

reversed if they meet the criteria. The impairment loss and reversal must also be 
disclosed in terms of IAS 1.86 and .87(a). 

� Note that the disclosure required by IAS 36 may either be disclosed in the paragraph 
following the property, plant and equipment note, or in the note relating to profit before 
tax, should the entity make use of such a note to disclose separately disclosable items.  
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8888    Short and sweetShort and sweetShort and sweetShort and sweet     
 

 The objective of IAS 36 is to prescribe the recognition, measurement and disclosure 
of impairment of assets. 

� It prevents the overstatement of assets in the financial statements. 
� When is an asset impaired? 
 – Carrying amount > recoverable amount. 
� Recognition: carrying amount is written down to the recoverable amount. 
� Difference between recoverable amount and carrying amount = impairment loss. 
� Recoverable amount = 
 – HIGHER of fair value less costs of disposal and value in use. 
� Fair value is the price that would be received to sell an asset or paid to transfer a liability in 

an orderly transaction between market participants at the measurement date.  
� Cost of disposal is the direct incremental costs attributable to the disposal of the asset. 
� Value in use is the future cash inflows and outflows associated with the asset, discounted at 

an appropriate pre-tax discount rate. 
� Only test for impairment when internal and external sources indicate possible impairment. 
� Recalculate the recoverable amount for assets where an indication exists that earlier 

impairment losses may have decreased or no longer exist. 
� If new recoverable amount > carrying amount: 
 – Reverse impairment loss. 
 – The reversal is limited to the carrying amount on reporting date as if no previous 

impairment had occurred. 
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1111    EvaluationEvaluationEvaluationEvaluation    criteriacriteriacriteriacriteria    

� Explain the difference between liabilities, contingent liabilities and provisions. 
� Know and apply the principles of legal and constructive obligations. 
� Analyse practical examples and determine whether the amounts must be classified as 

provisions, contingent liabilities or contingent assets. 
� Account for provisions. 
� Present and disclose provisions, contingent liabilities and contingent assets in the annual 

financial statements. 
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2222    Schematic representation ofSchematic representation ofSchematic representation ofSchematic representation of    IAS 37 IAS 37 IAS 37 IAS 37     

The following decision tree is provided in the appendix to IAS 37 and forms a handy 
guideline for the accounting treatment of provisions and contingent liabilities: 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

  No 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Note: In rare cases, it is not clear that there is a present obligation. In these cases, a past 
event is deemed to give rise to a present obligation if, taking account of all available 
evidence, it is more likely than not that a present obligation exists at the end of the 
reporting period. 

3333    BackgroundBackgroundBackgroundBackground    
 

 IAS 37 deals with the accounting recognition and disclosure of provisions, contingent 
liabilities and contingent assets in financial statements.  

Yes

Start 

Present  
obligation as a 

result of obligating 
event? 

Is there a 
probable 
outflow? 

Is the outflow 
remote? 

Disclose 
contingent 

liability in note 

 
Do nothing 

No No 

No

Yes 

Yes 

Yes 

Yes 

No (rare) 

Create a provision 

Is there a 
possible  

obligation? 

Is there a reliable 
estimate? 
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This means that it is often necessary to consider factual knowledge that only became 
available after the reporting date. 

IAS 37 is not applicable to provisions, contingent liabilities and contingent assets of: 
� executory contracts, except where the contract is onerous; and 
� items covered by other IFRSs such as: 
 – financial instruments that are within the scope of IFRS 9, Financial Instruments; and  
 – the rights and obligations arising from contracts with customers within the scope of 

IFRS 15, Revenue from Contracts with Customers). 

4444    Relationship between provisions and contingent liabilitiesRelationship between provisions and contingent liabilitiesRelationship between provisions and contingent liabilitiesRelationship between provisions and contingent liabilities    

The accounting process is, inter alia, concerned with the identification, recognition and 
disclosure of elements of financial statements (for example assets or liabilities):  

� Identification refers to the assessment of a particular item with a view to determining 
whether it fulfils the definition of the element concerned (for example, the definition of 
an asset or a liability as given in the Conceptual Framework for Financial Reporting).  

� Recognition comprises two facets: timing and measurement. This means at what 
point in time and at what value the element must be recognised.  

� As soon as the element is recognised, it is disclosed appropriately. If, for example, an 
item is identified as a liability, because it has the characteristics of a liability as set out in 
the Conceptual Framework, it can be recognised by measuring it at a particular point 
in time and at an appropriate amount, and thereafter it can be disclosed. The 
disclosure may be qualitative (description) or quantitative (figures) or both. 

The above may be represented schematically as follows: 

 
Identification 

Recognition may possibly take place  
after identification. Two aspects are  

considered: 

 
Disclosure 

Whether Timing Measurement How 

The characteristics of 
elements in terms of the 

Conceptual Framework are 
displayed. 

When there is 
sufficient certainty 
that there will be a 
flow of resources. 

How much is the 
amount that 

must be 
disclosed? 

It is disclosed: 
qualitatively, 

quantitatively,  
or both. 

 

 The fundamental difference between contingent liabilities and provisions is in the in the in the in the 
degree of fulfilmentdegree of fulfilmentdegree of fulfilmentdegree of fulfilment of the requirements of identification. 

In the case of a provision, no doubt exists regarding identification: a provision is a 
liability because it has the characteristics of a liability, as stated in the Conceptual 
Framework. It is recognised when the entity has a legal obligation or must inevitably 
transfer resources to another party, although there may not be absolute certainty about 
when it will happen. It is measured at an amount that represents at least a reasonable 
estimate of the liability (i.e. there is no absolute certainty about the exact quantity), 
whereafter it is disclosed appropriately, qualitatively as well as quantitatively. 
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In the case of a contingent liability, there is a greater measure of uncertainty 
about the fulfilment of the requirements of identification than is the case for a provision. 
� The uncertainty may already exist at identification, because the contingent liability is 

described as a possible obligation (i.e. not an element of financial statements in 
accordance with the Conceptual Framework) that arises from past events and whose 
existence will be confirmed only by the occurrence or non-occurrence of one or more 
uncertain future events not wholly within the control of the entity.  

� A contingent liability may also take the form of a real (actual) present obligation – 
not only a possible obligation – but one that may, however, not be recognised, either 
because the “when” (timing) or because the “how much” (measurement) is not 
known, i.e. it fails the criteria for recognition of a liability. 

    Example 15.Example 15.Example 15.Example 15.1:1:1:1:    Contrasting a provision and contingent liabilityContrasting a provision and contingent liabilityContrasting a provision and contingent liabilityContrasting a provision and contingent liability    
Guests at a function were catered for by a restaurant. Twelve people died as a result of food 
poisoning contracted at the function. On 31 October 20.12, the relatives of the deceased 
instituted a claim of R6 million against the entity. The year end of the company is 
31 December. 
The following two possibilities exist as at 31 December 20.12 in respect of the accounting 
treatment of the claim: 
Option 1: ProvisionOption 1: ProvisionOption 1: ProvisionOption 1: Provision    
Should the legal advisors of the restaurant be of the opinion that the claim will probablyprobablyprobablyprobably be 
successful, and that the amount of R6 million represents a reasonable estimate of the 
amount to be paid, the entity will recognise a liability, i.e. a provision. A provision, as defined, 
is a liability of uncertain timing or amountuncertain timing or amountuncertain timing or amountuncertain timing or amount. In this case, uncertainty exists about whenwhenwhenwhen the 
amount will be paid, but sufficient certainty exists about both the fact that there is a liability 
and the approximate amount that should be paid. 
OptiOptiOptiOption 2: Contingent liabilityon 2: Contingent liabilityon 2: Contingent liabilityon 2: Contingent liability    
If the legal advisors are of the opinion that it is merely possiblepossiblepossiblepossible that the claim may be 
successful, but not probable, the matter will be disclosed as a contingent liability. It will 
therefore not be recognisednot be recognisednot be recognisednot be recognised in the financial statements, but will only be disclosed in the 
notes to the financial statements. In terms of the definition of a contingent liability, the 
possible obligation arises from past events (the function with the contaminated food) and 
the existence of the obligation will only be confirmed at the occurrence (judgment against 
the entity) or non-occurrence (judgment in favour of the entity) of uncertain future events.  
To summarise: To summarise: To summarise: To summarise:     
A provision is defined in IAS 37.10 as a liability of which the amount or timing is uncertain. 
A contingent liability is: 
� a possible obligation that arises from past events and whose existence will be confirmed 

only by the occurrence or non-occurrence of one or more uncertain future events not wholly 
within the control of the entity; or 

� a present obligation that arises from past events but is not recognised because: 
 – it is not probable that an outflow of resources embodying economic benefits will be 

required to settle the obligation; or 
 – the amount of the obligation cannot be measured with sufficient reliability. 
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5555    IdentificationIdentificationIdentificationIdentification    of liabilities, provisions and contingent liabilitiesof liabilities, provisions and contingent liabilitiesof liabilities, provisions and contingent liabilitiesof liabilities, provisions and contingent liabilities    

The identification of an item as a contingent liability, a provision or a liability can be 
considered on a continuum. It commences with the absence of the fulfilment of the 
requirements for accounting treatment (nothing) and proceeds to the absolute and 
complete fulfilment of all the requirements (a liability). Contingent liabilities, being located 
somewhere on the continuum, might gradually transform into provisions and still later into 
elements of financial statements (liabilities) that fulfil all the requirements for accounting 
identification, recognition and disclosure, or they may never be recognised at all (depending 
on the development of the transaction).  

Provisions are always liabilities and thus always comply with the definition of a 
liability; it is therefore only recognised if there is complete certainty that the entity has a 
legal or constructive obligation that the entity will have to transfer resources to another 
party, and it is measured at an amount that is at least a reasonable estimate of the liability 
(therefore there is no absolute certainty about the how much), whereafter it is disclosed 
appropriately, in qualitative as well as quantitative terms. In the case of provisions, there is 
absolute certainty about the existence of a liability, but either the amount, timing, or both 
are uncertain. 

In the case of a contingent liability there is always uncertainty about whether the 
condition will manifest in an element of the financial statements, i.e. in a liability, although 
there may be certainty about the existence of the liability – the uncertainty then relates to 
the “when” and/or “how much”. In the case of contingent liabilities, uncertainty may of 
course also exist about the compliance with the definition of a liability, and not necessarily 
about the “when” or the “how much”. A contingent liability is therefore never recognised as 
an element of financial statements (a liability), but is at most disclosed as a note. 
 

 Example 15.Example 15.Example 15.Example 15.2:2:2:2:    Progression from a contingent liability to provisionProgression from a contingent liability to provisionProgression from a contingent liability to provisionProgression from a contingent liability to provision 
Suppose that Alfa Ltd provides and installs a factory plant for a customer and guarantees 
that 80% capacity will be achieved within three months of the commencement of 
production. If this target is not achieved, Alfa Ltd is liable for damages to the extent of the 
lost production. Initially, there is a small possibility that Alfa Ltd will have to perform, but no 
accounting recognition is required because the possibility of performance is remote. After 
two weeks, it would appear that a liability may indeed materialise, but as it is uncertain 
whether an outflow of resources will occur, as well as what the amount of such outflow will 
be, no liability is recognised, but the situation is explained by way of note. This treatment 
stays unchanged as long as either the fact that there will be an outflow of resources, or the 
amount of such outflow, remains uncertain. As soon as there is reasonable certainty of the 
fact that there will indeed be an outflow of resources, as well as the amount of such outflow, 
a provision is created and a liability is recognised in the financial statements. 
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The following summary is provided as an appendix to IAS 37 to illustrate the relationship 
between provisions and contingent liabilities: 

Where, as a result of past events, there may be an outflow of resources embodying 
future economic benefits in settlement of: (a) a present obligation; or (b) a possible 
obligation whose existence will be confirmed only by the occurrence or non-
occurrence of one or more uncertain future events not wholly within the control of the 
entity; and 

there is a present 
obligation that probably 
requires an outflow of 

resources; 

there is a possible 
obligation or a present 

obligation that may, but 
probably will not, require 
an outflow of resources; 

there is a possible 
obligation or a present 
obligation where the 

likelihood of an outflow of 
resources is remote, 

a provision is recognised; 
and 

no provision is recognised; 
but 

no provision is recognised; 
and 

disclosure is required for the 
provision. 

disclosure is required for the 
contingent liability. no disclosure is required. 

 

    Example 15.Example 15.Example 15.Example 15.3:3:3:3:    Application of above tableApplication of above tableApplication of above tableApplication of above table    
Dingo Ltd is sued for R1 million for damages caused by a defective product that has been 
manufactured and sold by Dingo Ltd. 
(a) Dingo Ltd’s legal advisors are of the opinion that the claim against Dingo Ltd probablyprobablyprobablyprobably 

will succeed. 
 A present obligation exists as a result of a past obligating event (the sale of a defective 

product). An outflow of resources embodying future economic benefits is probable. A 
provisionprovisionprovisionprovision must be recognised for the best estimate of the amount (R1 million) required 
to settle the obligation. 

(b) Dingo Ltd’s legal advisors are of the opinion that it is unlikelyunlikelyunlikelyunlikely that Dingo Ltd will be found 
liable. 

 Based on their opinion, a present obligation does not exist, but it is possible that Dingo 
Ltd may still have to pay. No provision is recognised. A contingent liabilitycontingent liabilitycontingent liabilitycontingent liability must be disclosed, 
unless the possibility of an outflow of resources embodying economic benefits is 
remote. 

6666    ProvisionsProvisionsProvisionsProvisions        

It was indicated above that the accounting process, at least as far as quantitative aspects 
are concerned, is in essence concerned with the identification of the elements of financial 
statements, recognition thereof, and (finally), the disclosure thereof. Recognition, in its 
turn, comprises two aspects, namely when recognition occurs and at what value 
(measurement) it is recorded. In the following paragraphs, provisions are discussed within 
this framework. 

6666.1.1.1.1    RRRRecognitionecognitionecognitionecognition    
Provisions are not separate elements of financial statements; they form part of liabilities. 
They are, however, distinguished from other liabilities, such as trade payables and accrued 
amounts, by the element of uncertainty associated with them. This uncertainty takes the 
form of uncertainty about the timing, or uncertainty about the amount at which the 
provision is recognised. As indicated above, “timing” refers to the moment when there will 
be reasonable certainty about the resources that the entity must transfer to another party.  
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 In terms of IAS 37.14, a provision is only recognised when: 
� the entity has a present legal legal legal legal or constructiveconstructiveconstructiveconstructive obligation to forfeit economic benefits as a 

result of events in the past (“whether it complies”);    
� it is probable that an outflow of resources embodying economic benefits will be required to 

settle the obligation (“when”); and    
� a reliable estimate of the obligation can be made (“how much”). 

 

 Provisions are therefore, divided into two categories, namely: 
� legal obligations; and 
� constructive obligations. 

6.1.16.1.16.1.16.1.1    Legal obligationsLegal obligationsLegal obligationsLegal obligations    

This category of obligations means that another party has the right to summons the entity 
to perform. Such obligations are applicable, for example, when written warranties are given 
to customers, when they result from litigation and when self-insurance is applied, as well as 
in the case of onerous contracts (refer to section 6.3.4). The essential element in such 
cases is therefore an obligation that can be enforced by law. 

6.1.26.1.26.1.26.1.2    Constructive obligationsConstructive obligationsConstructive obligationsConstructive obligations    

Constructive obligations are those obligations that are not legally enforceable, but are 
inescapable as a result of external factors or management policy and decisions. This means 
that the entity is left with no other realistic alternative than to incur the obligation. 
Constructive obligations therefore emanate from circumstances, in contrast to legal 
obligations, which arise from the operation of the law. 

 Example Example Example Example 15.15.15.15.4: Meeting the requirements for recognising a provision4: Meeting the requirements for recognising a provision4: Meeting the requirements for recognising a provision4: Meeting the requirements for recognising a provision 
All three of the requirements in IAS 37.14 must be met before a provision can be recognised 
when an entity is sued for damages:  
� It must firstly be established that the entity being sued has a present legal obligation to pay 

for damages. 
� If it is assumed that the entity is liable, it must be established whether it is probable that the 

court will pass judgment in favour of the claimant and consequently order the entity to 
indemnify the claimant. 

� Even if both the above requirements have been fulfilled, a provision (liability) may only be 
recognised once a fair estimate of the amount of the damages to be paid can be made. 

The above is clearly illustrated in the following two unrelated scenarios: 
When an entity delivers guarantees to its clients, the following requirements must be met When an entity delivers guarantees to its clients, the following requirements must be met When an entity delivers guarantees to its clients, the following requirements must be met When an entity delivers guarantees to its clients, the following requirements must be met 
before a provision is created:before a provision is created:before a provision is created:before a provision is created:    
� An entity is normally liable for complying with the terms of the guarantee contract. The 

guarantee contract creates a legal obligation for the entity to perform in terms of the 
contract if the client claims in terms of the contract. These contracts are concluded at a date 
in the past, i.e. the date of the delivery of goods or services. 
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 Example 15.Example 15.Example 15.Example 15.4: Meeting the requirements fo4: Meeting the requirements fo4: Meeting the requirements fo4: Meeting the requirements for recognising a provisionr recognising a provisionr recognising a provisionr recognising a provision    (continued)(continued)(continued)(continued) 
� When the probability of the client claiming in terms of the guarantee contract is assessed, 

one must have reasonable certainty that the client will exercise his/her rights, if required. 
� The estimate of the number of clients that is likely to claim against guarantee contracts will 

influence the reliability of the estimate of the provision. It must be possible, based on 
historical information and the costs related to performing on a guarantee, to arrive at a 
reliable estimate of the expected future outflows related to guarantees. 

Because of the reasons mentioned above, a normal guarantee contract shall therefore 
result in a provision in terms of IAS 37.  
In contrast to the guarantee contract that creates a In contrast to the guarantee contract that creates a In contrast to the guarantee contract that creates a In contrast to the guarantee contract that creates a legal obligalegal obligalegal obligalegal obligationtiontiontion, an entity can simply , an entity can simply , an entity can simply , an entity can simply 
implement a repayment policy.implement a repayment policy.implement a repayment policy.implement a repayment policy.  
To determine whether the repayment policy meets the criteria for the recognition of a 
provision, the following must be considered: 
� Although there is no legal obligation on the entity, a constructive obligation may arise if the 

policy is known to the clients of the entity, and a valid expectation has been created on the 
part of the clients that the entity will honour its commitment due to established past 
practices. The policy is also known to the clients of the entity and the entity will not be able 
to refuse to comply with the policy. The constructive obligation arises as the policy was 
communicated to the clients in the past.  

� As with a guarantee, it must be probable probable probable probable that clients will exercise their rights in terms of the 
repayment policy. 

� The estimate of the number of clients that will exercise their rights in terms of the repayment 
policy will influence the estimate of the provision. It must be possible, based on historical 
information and the costs related to performing on the repayment policy, to arrive at a 
relirelirelireliaaaable estimateble estimateble estimateble estimate of future outflows related to the repayment policy. 

Because of the above reasons, a repayment policy should normally result in a provision. 

  

    Example 15.Example 15.Example 15.Example 15.5:5:5:5:    ConstructConstructConstructConstructive obligationive obligationive obligationive obligation    
If it is the policy of a trader to exchange products within three days of the sale thereof, if 
the customer is not completely satisfied, this policy results in a constructive obligation for 
the entity, because its name can be brought into disrepute by the non-fulfilment of the 
undertaking. Although the customer cannot necessarily institute legal action for the 
enforcement of the policy, and in this sense no legal obligation can therefore arise, the 
obligation is nevertheless such that the entity will want to fulfil it. It is therefore a 
constructive obligation. 
Another example of a constructive obligation is that of contaminated ground around a 
factory plant where there is no legal obligation to decontaminate. Public opposition to such 
contamination may be such that it is obligatory for the entity to incur costs to remove the 
contamination, even if it does not necessarily have a legal obligation to do so. The mere 
presence of environmental pollution does not, however, give rise to an obligation, even if it is 
caused by the entity’s activities. Only when there is no realistic alternative than to 
rehabilitate does the obligation arise. This can be on the date that the board makes a public 
announcement that cleaning up will take place, or when production is inhibited by the 
pollution to such an extent that cleaning up can no longer be postponed. 
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 It therefore appears that a constructive obligationconstructive obligationconstructive obligationconstructive obligation does not necessarily arise when the 
entity decides to accept the obligation, since it can simply be cancelled by another decision. 
The inescapability arises when the entity is no longer able to ignore the obligationno longer able to ignore the obligationno longer able to ignore the obligationno longer able to ignore the obligation, for 
instance when a public announcement has been made and the community now depends on 
the entity to act in a certain manner. If the entity retains the discretion regarding whether or 
not to accept the obligation, a constructive obligation does not arise. 

It is not possible to state an absolute rule – professional judgement will have to be applied 
to decide whether or not a constructive obligation has in fact already arisen. 

Because a constructive obligation may lead to the creation of a liability in the financial 
statements, it follows that the characteristics of a liability as well as the recognition criteria 
thereof, as stated in the Conceptual Framework, must be fulfilled. Broadly speaking, it 
means that there must be a present obligation that arises as a result of events in the 
past that will lead to the outflow of resources.  

What is particularly important is the requirement that it must have arisen as a result of 
past events. Undertakings to incur certain expenses in the future do not fulfil this 
requirement, and therefore cannot lead to the creation of a liability. The mere obligation to 
periodically perform maintenance work to property does not presently qualify as a liability. 
The maintenance work is necessitated by usage of the property in the future; 
consequently the relevant future periods, not the present ones, shall be burdened with 
these expenses. Refer also to executory contracts discussed under section 6.3.5. 

 Similarly, future operating losses cannot be recognised as provisions at present, 
because they do not refer to events that have already taken place, but refer to events that 
are still to occur in the future. If, however, it should appear that a contract that was 
concluded earlier may lead to losses for the entity, and the entity is obligated to the specific obligated to the specific obligated to the specific obligated to the specific 
fulfilment of the contractfulfilment of the contractfulfilment of the contractfulfilment of the contract, the result must now be provided for. It then results from past 
events and we are therefore dealing with an onerous contractonerous contractonerous contractonerous contract (refer to section 6.3.4). 

 

    Example 15.Example 15.Example 15.Example 15.6:6:6:6:    Legal versus constructive obligationsLegal versus constructive obligationsLegal versus constructive obligationsLegal versus constructive obligations 
Gamma Ltd has retail outlets for electrical appliances in three different countries: 
Finland: In Finland, legislation requires retailers to exchange any electrical appliances sold 

by them for cash within one week from date of sale, provided the original 
packaging is still intact.  

South  
Africa: 

South Africa has no legislation in this regard, but most retailers selling electrical 
appliances usually exchange items for cash within one week after date of sale, 
provided the packaging is intact. However, Gamma Ltd did not follow this custom. 
In view of the company’s attitude, customers boycotted the company for two 
months and subsequently management issued a press release to the effect that 
Gamma Ltd would also exchange goods on the above basis in future. 

Cambodia: Cambodia has no legislation in this regard, although the management of 
Gamma Ltd is considering the introduction of such a refund policy. However, no 
announcement to this effect has been made.  
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    Example 15.6: Legal versus constructive obligations (continued)    
The question is: when must a provision for refunds be raised in each of the above 
cases? In general, a provision is recognised when there is a present obligation as a 
result of past events. The past events in this case are the sales of electrical appliances, 
and to incur a present obligation, the company must have either a legal or a 
constructive obligation to accept returned goods and refund customers: 

Finland: A legal obligationlegal obligationlegal obligationlegal obligation arises immediately after a sale, as a law governs the 
matter. Consequently, a provision for returns and refunds must be 
recognised. 

South  
Africa: 

A constructive obligationconstructive obligationconstructive obligationconstructive obligation exists to exchange electrical appliances for 
cash, as customers had a valid expectation after the company’s 
public announcement to this effect. A provision must thus be 
recognised. 

Cambodia: As Cambodia has no legislation in this regard, and customers are not 
aware of the company’s intentions, no legal or constructive obligation no legal or constructive obligation no legal or constructive obligation no legal or constructive obligation 
existsexistsexistsexists. No provision must be recognised in this case. If it had been the 
practice of the retailer in Cambodia to exchange goods for cash in the 
past, a constructive obligation and resultant provision would have 
arisen. 

 

6.26.26.26.2    MeasurementMeasurementMeasurementMeasurement    

 In accordance with IAS 37.36, a provision is measured in terms of the amount that 
represents the best estimatebest estimatebest estimatebest estimate of the amount required to settle the obligation at the reporting 
date. 

Uncertainty is an inherent part of provisions: the only certainty about a provision is that it is 
a liability, but the precise extent of the eventual liability is not (yet) known. This implies that 
estimates play a big role in the measurement of provisions. Thus the individual most likely 
estimate is used.  

Suppose Fouché Ltd has to rectify a serious fault in a major property it constructed for a 
customer, the individual most likely outcome may be for the repair to succeed at the first 
attempt at a cost of R500 000, but a provision for a larger amount will be made if there is a 
significant chance that further attempts will be necessary.   

Where there is a continuous range of possible outcomes, and each point in that range is 
as likely as any other point, the mid-point of the range is used. 

An aspect that has achieved increasing prominence in accounting Standards and also 
appears in paragraph 4.55 of the Conceptual Framework as a measurement basis, is 
discounted future cash flow. 

 IAS 37.45 states that, if the effect of discounting is significant, the provision must be 
measured at the present valuepresent valuepresent valuepresent value of the expected future outflow of resources. 

This applies to the liabilities that have an effect over the long-term, as often occurs in the 
case of environmental costs, for example rehabilitation of disturbed land in the mining 
industry. Because the expenses in these cases may occur over a very long period or may 
only be incurred after a long period has lapsed, it can present an unrealistic impression if 
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the expected expenses over these long periods are not discounted to present values for the 
purposes of the provision. The discount rate and the cash flows must both be expressed in 
either nominal terms (including the effect of inflation) or in real terms (excluding the effect 
of inflation) and on a before-tax basis. The discount rate must recognise current market 
evaluations of the time value of money, as well as the risks that are associated with the 
particular obligation. The discount rate shall not reflect risks for which future cash flow 
estimates have been adjusted, and may be revised if changed circumstances warrant it. 

When discounting is used in the measurement of a provision, the carrying amount will 
increase on an annual basis over time. The debit leg of the increase in the provision is 
recognised as finance costs in the profit or loss section of the statement of profit or loss and 
other comprehensive income. 

    Example 15.7: Provisions and the time value of moneyExample 15.7: Provisions and the time value of moneyExample 15.7: Provisions and the time value of moneyExample 15.7: Provisions and the time value of money    

Charlie Ltd is a manufacturing company with a 31 December year end. The company’s 
manufacturing plant releases toxic substances that will contaminate the land surrounding 
the plant unless they are collected and stored safely. The local authorities approved the 
erection of the plant, provided that the entity undertakes to build safe storage tanks for the 
toxic substances and to remove these after a period of 20 years and restore the 
environment to its original condition. 
On 1 January 20.10 (the day on which the plant was commisioned), it was determined that it 
would cost approximately R20 million at future prices to remove the tanks and restore the 
environment after 20 years had expired. It is expected that the cost involved would be tax 
deductable (at 28% tax) and a nominal before-tax discount rate amounts to 15%. The actual 
cost of decontamination in 20.29 amounted to R21 million. 
The journal entries for 20.10, 20.11 and settlement in 20.29 are the following: 

  DrDrDrDr    CrCrCrCr        
     RRRR    RRRR        
 1 January 1 January 1 January 1 January 20.1020.1020.1020.10            
 Asset (refer to IAS 16.16(c)) (SFP) 1 222 006  
  Provision for environmental costs (SFP) 

 [20 000 000 × 1/(1,15)20] 
  OR [FV = 20 000 000; n = 20; i = 15; COMP PV] 

 1 222 006 

 Initial recognition of discounted environmental costs
 31 December 31 December 31 December 31 December 20.1020.1020.1020.10        
 Finance costs [(1 222 006 × 1,15) – 1 222 006] (P/L) 183 301  
  Provision for environmental costs (SFP)  183 301 
 Accounting for the increase in the provision as a result of the time

value of money 
 

 31 December 31 December 31 December 31 December 20.1120.1120.1120.11       
 Finance costs [(1 222 006 + 183 301) × 15%] (P/L) 210 796  
  Provision for environmental costs (SFP)  210 796 
 Accounting for increase in provision due to time value of money 
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    Example 15.7: Provisions and the time value of money (continued)Example 15.7: Provisions and the time value of money (continued)Example 15.7: Provisions and the time value of money (continued)Example 15.7: Provisions and the time value of money (continued)    
    DrDrDrDr    CrCrCrCr        
    RRRR  RRRR      
31 December 31 December 31 December 31 December 20.2920.2920.2920.29              
Provision for environmental costs (SFP) 20 000 000  
Environmental costs (P/L) 1 000 000  
 Bank (SFP)  21 000 000 

 Accounting for the actual environmental costs at the end of 
20 years 

 

The following amounts will appear in the statements of financial position at the end of 20.10 
and 20.11: 
20.1020.1020.1020.10    RRRR        
Provision [20 000 000 × 1/(1,15)19] or [1 222 006 + 183 301] 1 405 307
20.1120.1120.1120.11     
Provision [20 000 000 × 1/(1,15)18] or [1 405 307 + 210 796] 1 616 103
 

 

 Future events that are reasonably expected to have an effect on the amount that the 
entity will eventually need to settle the provision, may be taken into account in the 
measurement process. 

In IAS 37.49, the example is used of new technology that may become available later and 
may influence the rehabilitation of contaminated land. It would be acceptable to include the 
appropriate cost reductions that are expected as a result of the application of the new 
technology in the calculation of the provision, and therefore to measure the provision at an 
appropriately lower value. 

The technique of calculating an expected value may also be applied to determine an 
appropriate amount at which to measure a provision. 

    Example 15.Example 15.Example 15.Example 15.8:8:8:8:    Measurement of a provision using Measurement of a provision using Measurement of a provision using Measurement of a provision using expected valueexpected valueexpected valueexpected valuessss    
The Truth, a newspaper with a daily circulation of 500 000 copies, publishes an article in 
which it is alleged that a prominent politician is having an improper extramarital affair with 
the wife of an opposition politician. The owner of the company, Truth Media Ltd, is 
summonsed for alleged defamation amounting to R5 million. The company’s legal advisors 
assessed the possible outcomes of the case as follows: 
Probabilities: 
� 15% that the claim will fail;
� 20% that an amount of R1 million will be granted;
� 25% that an amount of R1,5 million will be granted;
� 20% that an amount of R1,8 million will be granted; or 
� 20% that an amount of R2 million will be granted.
The amount at which the provision will be measured, is calculated as follows: RRRR     
15% × 0  –  
20% × R1 million  200 000  
25% × R1,5 million  375 000  
20% × R1,8 million  360 000  
20% × R2 million  400 000  
Expected value  1 335 000  
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As in the case of all elements of financial statements, provisions, like liabilities, must be 
assessed continually to ensure that the amount against which they are measured is still 
acceptable in the light of the normal measurement principles. If an adjustment is required, 
it is made through the profit or loss section of the statement of profit or loss and other 
comprehensive income. 

Naturally, provisions may only be used for the purposes for which they were originally 
created (IAS 37.61). 

6.36.36.36.3    Additional matters surrounding provisionsAdditional matters surrounding provisionsAdditional matters surrounding provisionsAdditional matters surrounding provisions    

6.3.16.3.16.3.16.3.1    Right of recovery against a third party Right of recovery against a third party Right of recovery against a third party Right of recovery against a third party     

 IAS 37.53 states that where an entity has a right of recovery against a third partyright of recovery against a third partyright of recovery against a third partyright of recovery against a third party in 
respect of a provision or a part of a provision, the part that can be recovered from the third 
party must be recognised as a separate assetseparate assetseparate assetseparate asset if it is virtually certainvirtually certainvirtually certainvirtually certain that the amount will be 
received. 

The related provision and asset in the statement of financial position will thus each be 
shown separately and will not be offset against each other. In the statement of profit or 
loss and other comprehensive income however, the expense leg of the provision and 
the income leg of the related reimbursement may be offset against each other (IAS 37.54). 
The amount to be recognised for the reimbursement of the provision is limited to the 
amount of the provision to which it is related and an asset in respect of the recovery may 
only be raised when it is virtually certain that the amount will be received. The following 
summary is provided as an Appendix to IAS 37 to explain these matters: 

If some or all of the expenditure required to settle a provision is expected to be 
reimbursed by another party, and 

the entity has no 
obligation for the 

part of the  
expenditure to be 
reimbursed by the 

other party, 

the obligation for the amount 
expected to be reimbursed  
remains with the entity and  

it is virtually certain that  
reimbursement will be received if 
the entity settles the provision, 

the obligation for the amount 
expected to be reimbursed 

remains with the entity and 
the reimbursement is not 

virtually certain if the entity 
settles the provision, 

the entity has no 
liability for the 
amount to be 

reimbursed by the 
other party; 
therefore 

the reimbursement is recognised as a 
separate asset in the statement of 
financial position and may be offset 

against the expense in the statement 
of profit or loss and other 

comprehensive income. The amount 
recognised for the expected 

reimbursement does not exceed the 
liability, and 

the expected reimbursement is 
not recognised as an asset, and 

no disclosure is 
required. 

the reimbursement is disclosed 
together with the amount recognised 

for the reimbursement. 

the expected reimbursement is 
disclosed as a contingent asset. 
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    Example 15.Example 15.Example 15.Example 15.9:9:9:9:    Right of recovery in respect of provisionsRight of recovery in respect of provisionsRight of recovery in respect of provisionsRight of recovery in respect of provisions    
A retailer sells electrical appliances subject to a two-year guarantee. Given the above 
information, the following scenarios, inter alia, are possible: 
Case 1Case 1Case 1Case 1    
The manufacturer of the electrical appliances does not provide a guarantee on the items 
sold. 
In this case, the retailer will have to provide for the total warranty provision, and the amount 
(say R100 000) involved will be raised as a liability and a corresponding expense. The 
journal entry in the retailer’s records will be as follows: 

DrDrDrDr    CrCrCrCr        
 RRRR    RRRR        
 Warranty expense (P/L) 100 000   
 Warranty provision (SFP)  100 000  
 Accounting for warranty provision    

Case 2Case 2Case 2Case 2    
The retailer provides the warranty which is backed up fully by the manufacturer on a Rand-
for-Rand basis. 
In this case, the retailer will raise a warranty provision with a corresponding warranty 
expense. Since the manufacturer is prepared to accept responsibility for the warranty 
offered by the retailer, the retailer may raise a corresponding asset in respect of the 
anticipated reimbursement, provided the retailer is virtually certainvirtually certainvirtually certainvirtually certain the manufacturer will 
and can fulfil its undertaking to back the retailer’s warranty. The journal entries in the 
retailer’s books will be as follows (assuming an amount of R100 000): 
 DrDrDrDr    CrCrCrCr  
 RRRR    RRRR    
Warranty expense# (P/L) 100 000  

Warranty provision* (SFP)  100 000
 Accounting for the warranty provision   
 Reimbursement on warranty* (SFP) 100 000  

Warranty reimbursement (income)# (P/L)  100 000
 Accounting for reimbursement asset on warranty   

# These two amounts may be offset in the statement of profit or loss and other 
comprehensive income. 

* The asset and liability may not be offset in the statement of financial position.
CommentCommentCommentComment:    
� If the reimbursement is not virtually certain, the reimbursement will be disclosed as a 

contingent asset in a note.  
    

6.3.26.3.26.3.26.3.2    FutureFutureFutureFuture    operating lossesoperating lossesoperating lossesoperating losses    
Future operating losses cannot be recognised as provisions at present because they do not 
refer to events that have already taken place, but to events that are still to occur in the 
future (i.e. future losses do not represent a present obligation as the obligating event has 
not occurred yet, IAS 37.64). 

Gains that may arise on the future sale of assets are not provided for, as doing so will 
amount to the premature recognition of income. Losses on the sale of assets, for example 
as a result of restructuring, could however be recognised. Future operating losses are not 
provided for as doing so will amount to the premature recognition of losses. 
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6.3.36.3.36.3.36.3.3    Joint and several liabilityJoint and several liabilityJoint and several liabilityJoint and several liability    
If an entity is jointly and severally liable for an obligation, the obligation is disclosed as a 
contingent liability to the extent that it is expected that other parties will settle the liability. The 
total obligation will thus be carried partly as a liability and partly as a contingent liability. 

6.3.46.3.46.3.46.3.4    OnerousOnerousOnerousOnerous    contractscontractscontractscontracts    

 An onerous contractonerous contractonerous contractonerous contract is a contract in which the unavoidable costs of meeting the 
obligations under the contract exceed the economic benefits expected to be received under it. 

The present obligation in terms of onerous contracts is recognised in the financial 
statements. Where the fulfilment of a contract (that must have been concluded in the past) 
may lead to a loss for the entity, such a loss is recognised as a provision. 

 The provision for an onerous contract is the smaller of: 
� the loss that would be incurred by specific fulfilment of the contract; and 
� the loss incurred if the contract were to be cancelled and the payment of fines associated 

with the cancellation. 

Probable impairment losses relating to assets under such a contract must be recognised 
separately in terms of IAS 36, Impairment of Assets, and do not normally lead to any 
obligations. 

    Example 15.Example 15.Example 15.Example 15.10:10:10:10:    Onerous lease contracOnerous lease contracOnerous lease contracOnerous lease contractttt    
On 1 January 20.9, Alpha Ltd entered into a lease contract for premises in the city centre of 
Pretoria. The lease is to run for a period of four years (the contract expires on 
31 December 20.12). As a result of several factors, the board of directors decided on 
31 October 20.10 to move the entity to Menlyn Centre with effect from 1 January 20.11. 
However, the lease contract determines the following: 
 RRRR     
� Operating lease payments per year (no escalation) 100 000  
� Fine payable on early cancellation of the contract  
� The premises cannot be sub-let 

150 000  

The year end of the company is 31 December. 
The decision of the board of directors on 31 October 20.10 resulted in an onerous contract. 
Assume that the time value of money does not play a material role here. Since the contract 
represents a present legal obligation, a provision needs to be raised for the smaller smaller smaller smaller of the: 
 RRRR     
� Remaining operating lease payments from 1 January 20.11 until  

31 December 20.12 (100 000 × 2)* 200 000
 

� Fine payable on cancellation 150 000  
* Since the company will only relocate to Menlyn from 1 January 20.11, November and 

December 20.10 are not taken into account 
Consequently, a provision of R150 000 (the smaller figure) is accounted for as follows: 
 DrDrDrDr    

RRRR    
CrCrCrCr  
RRRR    

    

 33331 December 1 December 1 December 1 December 20.1020.1020.1020.10       
 Fine on cancellation of lease contract (P/L) 150 000  
 Provision for onerous contract (SFP) 

Recognition of provision for onerous contract 
 150 000  
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In view of the above discussion of onerous contracts, it could probably be argued that 
possible losses as a result of contracts that have been concluded in the past, but in terms of 
which the activities will only take place in the future, should now be provided for.  

Where an entity decides for instance to conclude an agreement in terms of which it only 
has to perform in five years’ time, knowing that it is going to lead to a loss for the entity, 
such loss must be provided for immediately (note that such a provision will be subject to 
discounting, due to the time-span involved). Such a contract may, for instance, have been 
entered into for marketing reasons. It is argued that the definition of a liability is met (the 
“past event” is the conclusion of the contract) and the recognition criteria are fulfilled. 

This conclusion is not without problems, as it may give rise to the manipulation of profits. 
In the extreme, it may imply that an entity could conclude an onerous contract in a specific 
year in order to decrease its profit, merely to cancel such a contract in the subsequent year 
by the conclusion of a second contract. 

It appears that the key question to be answered is what is meant by “past event”. If the 
conclusion of the contract is regarded as the past event, it follows that a provision for 
future losses must be raised, provided only that, in terms of the contract, they will indeed 
occur in future and also that they can be reliably estimated. If “past event” refers to the 
activities associated with the execution of the contract, then losses incurred as a 
result of an onerous contract may only be recognised in a specific financial period once such 
activities have commenced. 

It is indicated in paragraph 4.16 of the Conceptual Framework that a distinction must be 
made between a “present obligation” and a “future commitment”. It would seem that if the 
future commitment may irrevocably lead to the outflow of resources, a “present obligation” 
has indeed occurred, hence a liability must be raised (refer to executory contracts below). 

 Onerous contracts may therefore in some cases be regarded as an exception to the rule 
that future losses may not be provided for. Losses from future activities are normally not provided 
for before such activities have indeed occurred. However, in the case of a contractual 
obligation which is in the form of an onerous contract, such obligation is accounted for 
immediately. 

6.3.56.3.56.3.56.3.5 Executory contractsExecutory contractsExecutory contractsExecutory contracts    

 Executory contractsExecutory contractsExecutory contractsExecutory contracts are contracts in terms of which not one of the parties involved 
has performed, or both have performed to an equal extent. An example would be a normal 
order placed for generally available inventories – an order that can be cancelled at any time. 
From an accounting perspective, no recognition is given to the transaction, unless one of the 
parties has performed (onerous). 
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    Example 15.Example 15.Example 15.Example 15.11:11:11:11:    An executoAn executoAn executoAn executory contract resulting from an orderry contract resulting from an orderry contract resulting from an orderry contract resulting from an order    
An order is placed for 10 000 units of raw material to be imported from the USA on a free on 
board basis at a cost of $10 000. Up to the point where the goods are shipped in the USA, a 
purchase transaction is not recognised, as this is an executory contract. As soon as the goods 
have been shipped, the transaction is accounted for as purchases, with a corresponding 
liability determined by using the R/$ exchange rate applicable at that moment. Since one of 
the parties has performed, it is no longer an executory contract.  

The above rule in respect of executory contracts is, however, changed in the case of 
financial instruments. This matter is, however, beyond the scope of this publication. 

6.3.66.3.66.3.66.3.6    Restructuring provisionsRestructuring provisionsRestructuring provisionsRestructuring provisions    
A specific form of provisions that is discussed in IAS 37, is where a plan for restructuring is 
put into operation. Restructuring is defined in IAS 37.10 as a programme that is planned 
and controlled by management and that brings about material change to either the extent 
of the entity’s operations; or the way in which business is done. 

This type of provision is, however, beyond the scope of this publication. 

6.46.46.46.4    DisclosureDisclosureDisclosureDisclosure        
Provisions are disclosed as a separate line item on the face of the statement of financial 
position. The following must be disclosed for each category of provisions (IAS 37.84–85):  
� a brief description of the nature of the obligation and the expected timing of any outflow 

of economic benefits associated therewith; 
� any significant uncertainty about the amount or timing of the expense must be stated. 

Where it is necessary for a better understanding of the financial statements, the main 
assumptions about future events must be disclosed. Such future events may for instance 
be related to proposed legislation, technological development, etc.; 

� where there is an anticipated reimbursement of a provision, the amount of the expected 
recovery must be stated, as well as the amount of any asset that has been recognised in 
respect of it; 

� the carrying amount at the beginning and the end of the period; and 
� movements in each category of provisions must be reflected separately, with an indication 

of:  
 – additional provisions made in the period and increases in existing provisions; 
 – amounts incurred (utilised) and offset against the provision during the period; 
 – amounts reversed during the period (unused); and 
 – the increase in the amount of the provision during the period due to the passage of 

time, or a change in the discount rate.  
Comparative information is not required. 

No detailed disclosure is required in the extremely rare cases where the disclosure of 
information, as stated below, may prejudice the position of the entity in negotiations (in 
respect of a dispute) with other parties about the matter for which the provision is required. 
Such instances should seldom arise. It does not, however, imply that the provision cannot 
be created: it is still done, but only its general nature and the reason why it is not disclosed 
more comprehensively, are stated. For example, if the comprehensive disclosure of the 
information in the financial statements of Truth Media Ltd, (refer to Example 15.8), were to 
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prejudice the position of the company in its negotiations, because the claimant could imply 
guilt had disclosure been provided by the defendant. An example of required disclosure in 
this regard appears in Example 3 of Appendix D of IAS 37.  

    Example 15.Example 15.Example 15.Example 15.12:12:12:12:    Disclosure of a provisionDisclosure of a provisionDisclosure of a provisionDisclosure of a provision        
Beta Ltd manufactures and installs alarms. All alarms are sold with a one-year warranty. 
Beta Ltd has a 31 December year end. 
Based on the company’s past experience, it is clear that approximately 15% of the alarms sold 
are returned  with defects to be repaired. As a result, a provision for expected repair costs of 
R250 000 was raised on 31 December 20.13. Repair costs incurred for the year on alarms 
under warranty (sold during the previous financial period) amounted to R195 000. The 
warranty provision on 31 December 20.12 was R150 000. Disclosure will be as follows: 

Beta LtdBeta LtdBeta LtdBeta Ltd    
Notes for the year ended 31 December Notes for the year ended 31 December Notes for the year ended 31 December Notes for the year ended 31 December 20.1320.1320.1320.13    

2. Profit before tax 
Profit before tax is stated after the following are taken into account:   
 RRRR     
Repair costs in repect of warranty sales*#  45 000  
Warranty provision # 250 000  
# Assume both these amounts are material and separately disclosable in 

terms of IAS 1.86 
  

3. Warranty provision 
Balance beginning of the year  150 000  
Repair costs incurred during the year* (150 000)  
Provision for the year  250 000  
Balance at the end of the year  250 000  

A provision of R250 000 has been recognised at the end of the year for expected 
warranty claims in respect of alarms sold and installed during the current financial year. 
It is expected that all of this expenditure will be incurred in the following financial year. 
* Although the total expense amounts to R195 000, only R150 000 will be shown  

here as the provision only amounted to R150 000. The excess of R45 000  
(195 000 – 150 000) will be recognised directly in the statement of profit or loss and 
other comprehensive income as an expense. 

7777    Contingent liabilities Contingent liabilities Contingent liabilities Contingent liabilities     

 A contingent liability is a condition or circumstance at the end of the reporting period 
of which the eventual result (be it beneficial or prejudicial) will only be confirmed upon the 
occurrence or non-occurrence of one or more uncertain future events that are beyond the 
control of the entity. 

A contingent liability may take the form of either a possible obligation or an actual present 
obligation.  

In the form of a possible obligation, there is uncertainty about whether the obligation 
actually exists. Such uncertainty will later be removed by the occurrence or non-occurrence 
of future events that are not completely under the control of the entity.  
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In the form of an actual present obligation, the uncertainty manifests itself either in 
the improbability of resources being utilised to settle the obligation, or in the inability to 
measure the amount reliably. 

It is inherent to the accounting process that estimates must continually be made and that 
there will therefore always be a measure of uncertainty where such estimates are made 
(refer to IAS 8, Accounting Policies, Changes in Accounting Estimates and Errors). However, 
this does not mean that the normal estimating procedures in accounting are now also 
contingent liabilities, although similar procedures are used in these cases to achieve the 
most objective answer. For example, the fact that estimates are made of the useful life of 
an asset to determine depreciation does not mean that depreciation is a contingent liability, 
because there is no uncertainty about the consumption of economic benefits of the asset 
concerned. 

 Contingent liabilities are never recognisednever recognisednever recognisednever recognised as an element of financial statements, 
although they are usually disclosed by way of a note, because the recognition criteria for 
elements (the “when” and/or the “how much”) are not sufficiently met. 

7.17.17.17.1    MeasurementMeasurementMeasurementMeasurement    

 Contingent liabilities are measured at the best estimation of the amount that will be 
required to settle the liability at the end of the reporting period, should it indeed materialise. 

The risks and uncertainties that are associated with the contingent liability are taken into 
consideration during the estimation process. Should the effect of the time value of money 
(for instance) be material, say because the contingent liability would only be settled after a 
long period has lapsed, the expected expense is discounted to its present value. The 
discount rate is a pre-tax rate that would reflect the risks associated with the particular 
contingent liability. 

The same rules that apply to the measurement of provisions also apply to contingent 
liabilities, but obviously the associated finance cost is not recognised in the profit or loss 
section of the statement of profit or loss and other comprehensive income. 

7777.2.2.2.2    DisclosureDisclosureDisclosureDisclosure    
The following disclosure requirements apply in the case of contingent liabilities (IAS 37.86–
88): 
� for each class of contingent liability, a brief description of its nature is given, as well as, 

where practicable to obtain the information: 
 – an estimate of its financial effect (refer to section 7.1 above); 
 – an indication of the uncertainties relating to the amount or timing of any outflow; and 
 – the possibility of any reimbursement; 
� where a provison and a contingent liability relate to the same set of circumstances, the 

disclosure for the contingent liability is cross-referenced to the disclosure for the 
provision to clearly illustrate the relationship; 
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� where the disclosure of the above information does not take place due to 
impracticability, that fact must be stated. 

The above disclosure requirements do not apply when the possibility of any outflow of 
resources is remote – then no disclosure is required. 
No specific disclosure is required in cases in which the disclosure of information, as set out 
above, may prejudice the position of the entity in negotiations (in respect of a dispute) with 
other parties about the matter to which the contingency relates. IAS 37.92 does, however, 
indicate that these circumstances are extremely rare. The general nature of the 
circumstances and the fact that the information is not disclosed, as well as the reason why 
it is not disclosed, must be stated. Refer to Example 3 of Appendix D to IAS 37 for an 
example of this matter. 

    EEEExample 15.xample 15.xample 15.xample 15.13:13:13:13:    Contingent liability Contingent liability Contingent liability Contingent liability ––––    measurement and disclosuremeasurement and disclosuremeasurement and disclosuremeasurement and disclosure    
Delta Limited has established that it has a contingent liability in respect of a summons and 
related court case for breach of contract amounting to R2 million at 31 December 20.13 
(the year end). The court case will, due to the backlog in court cases currently evident in the 
justice system, only be finalised in three years’ time. An appropriate pre-tax discount rate 
associated with this company would be 12%. Disclosure will be as follows: 

DeltaDeltaDeltaDelta    LtdLtdLtdLtd    
Notes for the year ended 31 December Notes for the year ended 31 December Notes for the year ended 31 December Notes for the year ended 31 December 20.1320.1320.1320.13    

11. Contingent liability 
A court case in respect of a claim for breach of contract to the amount of R2 million, has 
been instituted against the company. Since the trial will only be finalised in three years’ time 
due to a backlog in the allocation of cases, the estimated present value of the anticipated 
payment that may be required is calculated as R1 423 561 (2 000 000 × 1/(1,12)³). There 
is no possibility of claiming this amount from a third party resulting in reimbursement. 

8888    Contingent assetsContingent assetsContingent assetsContingent assets    

 A contingent asset is a possible asset that arises from past events, the existence of 
which will be confirmed only by the occurrence or non-occurrence of one or more uncertain 
future events not wholly within the control of the entity. 

A contingent asset may (for instance) be associated with a claim instituted by the entity that 
may lead to the realisation of income for the entity. The recognition of income is usually 
postponed until its realisation is virtually certain. 

Contingent assets are therefore not recognised in the financial statements, because such 
reflection may lead to the recognition of income that may never realise. However, when the 
realisation of income is virtually certain, such income is no longer merely a contingency, and 
it is appropriate to recognise the income and related asset. 
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The following summary is provided as an Appendix to IAS 37 to explain the accounting 
treatment of contingent assets: 

Where, as a result of past events, there is a possible asset whose existence will be 
confirmed only by the occurrence or non-occurrence of one or more uncertain future 
events not wholly within the control of the entity, the following apply: 

if the inflow of economic 
benefits is virtually certain; 

if the inflow of economic 
benefits is probable, but not 

virtually certain; 

if the inflow is not 
probable; 

the asset is not contingent. no asset is recognised; and no asset is recognised; and 

 disclosure is required in a note. no disclosure is required. 

 

 ExampleExampleExampleExample    15.15.15.15.14:14:14:14:    Accounting treatment Accounting treatment Accounting treatment Accounting treatment ––––    contingent and other assetscontingent and other assetscontingent and other assetscontingent and other assets 
Delta Ltd summonsed Echo Ltd on 30 April 20.15 for breach of copyright. The court case is 
in progress at the moment, and Delta Ltd’s lawyers expect that the court will award an 
amount of R900 000 to the company. Echo Ltd is a financially sound company and will be 
able to pay the R900 000. Delta Ltd’s year end is 30 June. 
In view of the above information, there are two possibilities for the accounting treatment on 
30 June 20.15 of the income that would accrue to Delta Ltd should the case be decided in 
the company’s favour: 
On 30 June On 30 June On 30 June On 30 June 20.20.20.20.15151515    the outcome of the court case is uncertain, but it is probable that the outcome of the court case is uncertain, but it is probable that the outcome of the court case is uncertain, but it is probable that the outcome of the court case is uncertain, but it is probable that 
DeltaDeltaDeltaDelta Ltd will win the case:Ltd will win the case:Ltd will win the case:Ltd will win the case:    
Delta Ltd does not recognise the expected income of R900 000, but discloses a contingent 
asset by way of a note. 
On 30 June On 30 June On 30 June On 30 June 20.20.20.20.15151515    it is virtually certain that Delta Ltd will receive R900 000 in damages for it is virtually certain that Delta Ltd will receive R900 000 in damages for it is virtually certain that Delta Ltd will receive R900 000 in damages for it is virtually certain that Delta Ltd will receive R900 000 in damages for 
breach of copyright:breach of copyright:breach of copyright:breach of copyright:    
Delta Ltd recognises an asset and the related income of R900 000 in the statement of 
financial position and statement of profit or loss and other comprehensive income 
respectively. The statement of profit or loss and other comprehensive income item will in all 
probability be disclosed in the notes to the financial statements. 

8.18.18.18.1    DisclosureDisclosureDisclosureDisclosure    
Should an inflow of economic benefits be probable, the following disclosure requirements 
apply to contingent assets (IAS 37.89–91): 
� a brief description of the nature of the contingent asset; 
� an estimate of the financial effect of the contingent asset, measured in accordance with 

the same principles that apply to provisions and contingent liabilities, provided it is 
practicable to obtain this information; and 

� where the disclosure of the above information does not take place, as it would be 
impracticable, and is not disclosed for this reason, the fact must be disclosed. 

No specific disclosure is required in cases in which the disclosure of information, as set out 
above, may prejudice the position of the entity in negotiations with other parties about the 
matter to which the contingency relates. IAS 37.92 does, however, indicate that these 
circumstances are extremely rare. The general nature of the circumstances and the fact 
that the information is not disclosed, as well as the reason why it is not disclosed, must be 
stated. 
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    Example 15.Example 15.Example 15.Example 15.15:15:15:15:    Disclosure Disclosure Disclosure Disclosure of a of a of a of a contingent assetcontingent assetcontingent assetcontingent asset    
Beta Ltd manufactures and installs alarms. All alarms are sold with a one-year warranty. 
Beta Ltd has a 31 December year end. 
Beta Ltd sued a competitor during the year for R850 000 for an infringement of a right of 
patent. Legal fees up to the reporting date amounted to R35 000. The company’s legal 
advisors are of the opinion that Beta Ltd’s claim will probably succeed. Disclosure will be as 
follows: 

Beta LtdBeta LtdBeta LtdBeta Ltd    
Notes for the year ended 31 Notes for the year ended 31 Notes for the year ended 31 Notes for the year ended 31 December December December December 20.1320.1320.1320.13    

2. Profit before tax 
 Profit before tax is shown after taking the following items into account:  
 RRRR      
 Legal fees#  35 000 
 # Assume that this amount is material and disclosable in terms of IAS 1.86   

4. Contingent asset 
 A claim for the alleged infringement of a right of patent was instituted against a 

competitor during the year. The company’s legal advisors are of the opinion that the 
claim will probably succeed. If the claim were to be successful, the company would 
receive compensation of R850 000. 

9999    Changes in existing decommissioning, restoration and similar liabilities Changes in existing decommissioning, restoration and similar liabilities Changes in existing decommissioning, restoration and similar liabilities Changes in existing decommissioning, restoration and similar liabilities 
(IFRIC(IFRIC(IFRIC(IFRIC    1111))))    

The elements of cost of property, plant and equipment (PPE) as listed in IAS 16.16 include 
an initial estimate of the cost of dismantling and removing the item and restoring the site on 
which it is located, provided these costs were raised via an associated provision. 
The obligation related to the provision could arise either when the item is acquired, or as a 
consequence of having used the item during a particular period for purposes other than 
producing inventories during that period. If the item is used to manufacture inventories, the 
cost leg of the provision entry will be capitalised as part of the cost of inventories. 

Although IAS 16, Property, Plant and Equipment, was clear on what to do at initial 
recognition with such costs and the related provision, there was a lack of guidance 
regarding what would happen if the amount of the initial estimate included in the cost of 
the PPE item were to change at a later stage, i.e. when the estimate is revised. 

 IFRIC 1 deals only with the accounting treatment relating to changes in the measurement 
of any decommissioning, restoration or similar liabilities that form part of both PPEboth PPEboth PPEboth PPE andandandand 
provprovprovproviiiisionssionssionssions. 

Since the provisions associated with the above-mentioned costs generally relate to amounts 
to be paid at some date in the future, these items are mostly discounted to present value at 
date of recognition. The subsequent unwinding of the discount factor would result in an 
increase in the related provision and a debit against finance cost in the statement of profit 
or loss and other comprehensive income, as is the case with any provision where the time 
value of money played a role (refer to section 6.2). IFRIC 1.8 prohibits the capitalisation of 
finance costs arising from this source, and the unwinding of the discount rate does not 
constitute a change in accounting estimate. 
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Changes in the measurement of an existing decommissioning, restoration or similar 
liability arise from: 
� a change in the estimated cash flows required to settle the obligation; 
� a change in the current market-based discount rate used to calculate the present value 

of the obligation; and 
� an increase that reflects the passage of time (unwinding of discount rate). 
Since the unwinding of the discount rate does not represent a change in accounting 
estimate, IFRIC 1 only covers the impact of the first two items listed above. 

The accounting treatment differs, depending on whether the cost or revaluation 
model is used to account for PPE. Changing the carrying amount of a PPE item (for both 
the cost and revaluation models) will also change the depreciable amount of the asset 
involved. This adjusted depreciable amount will be depreciated over the asset’s remaining 
useful life. Once the related asset has reached the end of its useful life, all subsequent 
changes in the value of the liability will be recognised in the profit or loss section of the 
statement of profit or loss and other comprehensive income as they occur. For purposes of 
this chapter, only the cost model will be discussed. An example on the revaluation model is 
available in the illustrative examples of IFRIC 1.  

9999.1.1.1.1    Accounting treatment under the cost modelAccounting treatment under the cost modelAccounting treatment under the cost modelAccounting treatment under the cost model    
An adjustment must be made to the cost of the asset that corresponds to the changes in 
the estimates relating to the amount of decommissioning, restoration or similar costs 
capitalised onto the cost of property, plant and equipment, subject to the following 
conditions: 
� If the related liability reduces (i.e. liability is debited), this amount (the 

reduction) will be offset against the asset, but cannot create a net credit balance on the 
item of PPE. Any excess beyond the carrying amount of the affected asset shall be 
recognised in the profit or loss section of the statement of profit or loss and other 
comprehensive income immediately. 

� If the related liability increases (i.e. liability is credited), the carrying amount of 
the item of PPE will increase. However, under these circumstances an entity must 
consider whether the increased carrying amount will be recoverable in full; 
consequently, the asset must be subjected to impairment testing. The increase in the 
carrying amount of the asset does not go hand-in-hand with an increase in the expected 
economic benefits from the asset; therefore recovery of the carrying amount of the 
asset could be problematic. 

    Example 15.Example 15.Example 15.Example 15.16:16:16:16:        Changes in estimates of decommissioning costs Changes in estimates of decommissioning costs Changes in estimates of decommissioning costs Changes in estimates of decommissioning costs ––––    cost model used cost model used cost model used cost model used 
for PPEfor PPEfor PPEfor PPE    
Excom Ltd has a nuclear power station and a related decommissioning provision. The 
nuclear power station was available for use on 1 January 20.11 and has a useful life of 
40 years. Its initial cost was R60 million, which included R5 million for decommissioning 
costs in terms of IAS 16.16(c). The R5 million was calculated by discounting cash outflows in 
respect of decommissioning costs of R108,623 million over 40 years, using an appropriate 
discount rate of 8%. The entity’s year end is 31 December. 
On 31 December 20.19, the power station is nine years old and accumulated depreciation 
amounts to R13,5 million (60 million × 9/40). Because of the unwinding of the discount rate 
over the nine years since 1 January 20.11, the decommissioning liability (provision) now 
stands at R9,995 million. On 31 December 20.19, the entity estimates that the present 
value of the decommissioning liability has increased by R8 million, due to technological 
difficulties, while the 8% discount rate is still appropriate.  
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    Example 15.Example 15.Example 15.Example 15.16:16:16:16:        Changes in estimates of decommissioning costs Changes in estimates of decommissioning costs Changes in estimates of decommissioning costs Changes in estimates of decommissioning costs ––––    coscoscoscost model used t model used t model used t model used 
for PPEfor PPEfor PPEfor PPE    (continued)(continued)(continued)(continued)    
The required journal entry is:         
 DrDrDrDr    CrCrCrCr    
 RmillionRmillionRmillionRmillion  RmillionRmillionRmillionRmillion    

  31 December 31 December 31 December 31 December 20.1920.1920.1920.19    
Cost of the asset (SFP) 8 

 Decommissioning provision (SFP) 8 
 Increase in decommissioning provision 

This will have the following effect: 
� The carrying amount of the asset is now R54,5 million (60 – 13,5 + 8), which must be 

tested for impairment and will be depreciated over 31 years at R1,758 million (54,5/31) 
per annum if no impairment loss has been identified at this point. 

� The decommissioning provision is increased to R17,995 million (9,995 + 8,0) and the 
finance cost in the next year will be R1,44 million (17,995 × 0,08). If the change in 
estimate of the provision came about as a result of a change in discount rate, the 
accounting treatment would be the same, except that finance cost in the next year and 
thereafter will be calculated using the revised (new) discount rate.  

11110000    Short and sweetShort and sweetShort and sweetShort and sweet    

 IAS 37 discusses the recognition criteria, measurement and disclosure of provisions, 
contingent liabilities and contingent assets. 
� A provisionprovisionprovisionprovision is a liability of uncertain timing or amount. 
� A provision is recognisedrecognisedrecognisedrecognised provided the following recognition criteria are met: 

 – present legal or constructive obligation as result of a past event; 
 – probable payment; and 
 – reliable estimate of the amount. 

� Provisions are measured at the present value of: 
 – the most probable amount in the instance of a once-off event; or 
 – the weighted average probability amount (refer to Example 15.8) for a large 

population (for example, guarantees, etc.). 
� The measurement of a provision must be reviewed annually. 
� The debit entry could be an expense or an asset (for example, restoration costs). 
� Provisions may only be used for the purpose for which they were created. 
� Provisions are not created for future operating losses. 
� Provisions are recognised for onerous contracts. 
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 (continued)(continued)(continued)(continued)    

� A contcontcontcontiiiingent liabilityngent liabilityngent liabilityngent liability is: 
 – a possible obligation, the existence of which will be confirmed by the occurrence or 

non-occurrence of an uncertain future event not wholly within the control of the entity; 
orororor 

 – a current obligation, the settlement of which is unlikely or the amount of which cannot 
be reliably measured. 

� A contingentcontingentcontingentcontingent    assetassetassetasset is a possible asset as a result of past events and whose existence will 
be confirmed by the occurrence or non-occurrence of an uncertain future event not 
wholly within the control of the entity. 

� Contingent assets or liabilities are not are not are not are not recognised but are disclosed in a note. 
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Intangible assetsIntangible assetsIntangible assetsIntangible assets    

IAS 38IAS 38IAS 38IAS 38 
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1111    Evaluation criteria Evaluation criteria Evaluation criteria Evaluation criteria     

� Know and apply the definitions. 
� Define and explain the nature of intangible assets. 
� Calculate the following amounts: 
 – cost price (purchased intangible assets and internally generated intangible assets); 
 – amortisation; 
 – amortisation amount; 
 – residual value; and 
 – carrying amount. 
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� Understand the recognition and measurement of internally generated intangible assets 
and apply those to practical situations. 

� Understand the recognition and measurement of research and development costs and 
apply those to practical situations. 

� Distinguish between intangible assets with a finite useful life and intangible assets with 
an indefinite useful life.  

� Account for all the abovementioned items. 
� Present and disclose intangible assets in the annual financial statements. 

2222    Schematic representation of IAS 38Schematic representation of IAS 38Schematic representation of IAS 38Schematic representation of IAS 38    

 
 
 
 
 

Objective 
� Prescribe the recognition, measurement and disclosure of intangible assets.  
� In particular, addressing the timing of recognition of the assets, determining the carrying 

amount and the related amortisation.  

Recognition
Intangible assets are recognised as assets when they meet the definition of an intangible asset 
and when it is probable that: 
� the future economic benefits associated with the intangible asset will flow to the entity; and 
� the cost of the intangible asset can be measured reliably.  

Purchased intangible assets Internally generated intangible assets 

Initial measurement 
All costs related to intangible assets are written off unless: 
� the cost of the intangible asset meets the recognition criteria and can therefore be capitalised.  

THEN: 
� Recognise initially at cost.  
� Cost includes all costs that can be allocated to the creation, manufacturing and preparation of 

the asset for its intended use.  

Subsequent measurement 
Intangible assets should subsequently be measured using one of two models: 
� The cost model: Cost less accumulated amortisation and impairment; or 
� the revaluation model: Revalued amount less subsequent amortisation.  
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Internally generated intangible assets 

Internally generated goodwill 
� Does not meet definition and recognition 

criteria.  
� Is therefore not recognised as an 

intangible asset.  

Internally generated intangible 
assets – other than goodwill 

Research costs 
� Uncertainty regarding inflow of future 

economic benefits.  
� Written off as an EXPENSE in the 

statement of profit or loss and other 
comprehensive income.  

Development costs
� May be CAPITALISED when they meet:  

 – Nomal recognition criteria; and 
 – specific recognition criteria as 

contained in the Statement.  
� Development costs are amortised.  

Intangible assets with finite useful 
lives 

� These intangible assets are amortised 
over their useful lives.  

Intangible assets with indefinite useful 
lives 

� These intangible assets are not amortised; 
and 

� are tested for impairment annually.  

Revaluation 
� Intangible asset is shown at revalued 

amount (fair value).  
� Determine fair value with reference to an 

active market.  
� Intangible assets without an active market 

will not qualify for revaluation.  

Amortisation 
� Amortisation of intangible assets is 

based on the same principles as the 
depreciation of items of property, 
plant and equipment.  

Recoverability of carrying amount 
The carrying amount should be tested for impairment in terms of IAS 36. 

Derecognition
� The intangible asset is removed from the statement of financial position 

on disposal or when withdrawn from use and there are no expected future 
benefits from its disposal.  

� The gain or loss is recognised in the statement of profit or loss and other 
comprehensive income.  
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3333    BackgroundBackgroundBackgroundBackground    
 

 IAS 38 provides criteria for the identification of intangible assets and provides 
guidance on the recognition, measurement and disclosure of these assets. 

The accounting treatment of intangible assets has always been a controversial issue. 
Although there is a measure of unanimity as to the nature, characteristics and causes of 
intangible assets such as goodwill, the accounting treatment remains a bone of contention. 
Everyone agrees that goodwill, patents, trademarks and so forth contribute to the value of 
an entity’s profits, even to the extent of realising super-profits.  

Proponents of the free market system argue that the ability to perform at a super-profit 
level is in theory only temporary, as competition will gradually result in a decline in the 
performance of the entity to an average or slightly below average level.  

The assumed temporary nature of the ability to perform above the average should result 
in goodwill and other intangible assets being treated in the same manner as any other  
non-current assets for accounting purposes. This implies that these assets have a limited 
useful life and should be depreciated in terms of IAS 16.  

There is however, an opposing viewpoint that suggests that as long as the factors that 
originally gave rise to goodwill and other intangible assets continue to exist or continue to 
be supplemented, it is unnecessary to amortise these assets. This apparent maintenance of, 
or even increase in, the value of these assets does not arise from them having an indefinite 
useful life; instead, it is the cost of purchase of those intangible assets that is progressively 
being replaced by the value of internally generated goodwill.  

IAS 38 does not apply to:  
� intangible assets held by an entity for sale in the ordinary course of business 

(IAS 2/IAS 11); 
� deferred tax assets (IAS 12); 
� leases (IAS 17); 
� assets arising from employee benefits (IAS 19); 
� goodwill acquired in a business combination (IFRS 3); 
� deferred acquisition costs and intangible assets arising from an insurer’s contractual 

rights under insurance contracts (IFRS 4); 
� non-current intangible assets classified as held for sale (IFRS 5); 
� financial assets (IAS 39); or 
� mineral rights and expenditure on the exploration for, or development and extraction of, 

minerals, oil, natural gas and similar non-regenerative resources.  
IAS 38 includes: 
� intangible assets acquired through a finance lease. 
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4444    Nature of intangible assetsNature of intangible assetsNature of intangible assetsNature of intangible assets    
 

 IAS 38 defines intangible assets as being:  
� without physical substance; 
� identifiable; and 
� non-monetary. 

With reference to the generic definition of an asset, IAS 38 defines intangible assets as: 
� being controlled by an entity as a result of past events; and 
� things from which future economic benefits are expected to flow to the entity. 

An intangible asset may sometimes be contained in a physical substance such as a CD for 
software, or a legal document for patents or film. This definition may therefore result in 
confusion about what asset or part of an asset is tangible and should be treated in 
accordance with IAS 16 and what asset or part of an asset is intangible, and should thus be 
treated in accordance with IAS 38. In such instances, professional judgement is required, 
and the relationships between assets and the outcome of processes should be considered in 
order to determine which element is the most significant (IAS 38.4).  

    Example 16.1: ClasExample 16.1: ClasExample 16.1: ClasExample 16.1: Classification of intangible assets sification of intangible assets sification of intangible assets sification of intangible assets     
The operating system of a computer (such as Windows), forms an integral part of the 
hardware and should for accounting purposes be treated as property, plant and equipment. 
Other software applications and packages (such as MS Office), qualify as intangible assets. 

In the case of research and development activities, the development of a prototype is the 
result of a process through which knowledge is created; therefore both the process and 
prototype should be treated as intangible assets. 

 The identifiability requirementidentifiability requirementidentifiability requirementidentifiability requirement of the definition is used to distinguish goodwill from 
intangible assets. 

An asset meets the identifiability criterion when it: 
� is separable (it is capable of being separated or divided from the entity and sold, 

transferred, licenced, rented or exchanged, either individually or together with a related 
contract, asset or liability); or 

� arises from contractual or other legal rights, regardless of whether those rights are 
transferable or separable from the entity or from other rights and obligations. 

Goodwill is a payment made by an acquirer in a business combination, in anticipation of future 
economic benefits from assets that cannot be individually identified. It represents future 
economic benefits arising from the synergy between identifiable assets, or from intangible 
assets that do not meet the criteria for recognition as intangible assets. 

 When an entity controlscontrolscontrolscontrols an asset, it has the power to obtain the future economic 
benefits flowing from the underlying resource and can also restrict the access of others to 
those benefits. 

The capacity to exercise control over intangible assets usually arises from a legal right. To 
illustrate: An entity may only control the technical knowledge used to ensure future 
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economic benefits for the company if it is protected through copyright, a restraint of trade 
agreement or a legal duty of employees to maintain confidentiality. However, an entity 
usually does not have sufficient control over a team of skilled staff to recognise those as 
intangible assets.  

Note that the absence of legal rights to protect or otherwise control relationships with 
customers would usually indicate insufficient control; therefore the definition of an 
intangible asset is not met. However, in the absence of such legal rights, exchange 
transactions for similar customer relationships will provide evidence that an entity has 
sufficient control over such an asset to meet the definition of an intangible asset.  

 The future economic benefitsfuture economic benefitsfuture economic benefitsfuture economic benefits expected to flow to the entity include revenue from the 
sale of goods and services, as well as cost savings and other benefits resulting from the use 
of the asset. 

Knowledge of the efficient structuring of production facilities may, for example, result in 
cost savings rather than in an increase in revenue. 

Examples of intangible assets include: 

� computer software � patents � copyrights � motion picture films 
� customer lists � mortgage servicing rights � fishing licences � import quotas 
� franchises � customer or supplier  

relationships 
� customer loyalty � market share 

� marketing rights � trademarks � other licences � publishers’ titles 
� production quotas � models � prototypes � recipes and formulae 
   

Each group of intangible assets with a similar nature and use in the entity is identified as a 
class of intangible assets that is disclosed separately in the financial statements. 

5555    Recognition and initial measurementRecognition and initial measurementRecognition and initial measurementRecognition and initial measurement    

5.15.15.15.1    Recognition Recognition Recognition Recognition     

 IAS 38.68 requires that all costs incurred for intangible assets be recognised as an 
expense when they are incurred, unless those costs: 
� form part of the costs of an intangible asset that meet the recognition criteria in IAS 38.21 

and are therefore capitalised (refer to section 5.2). 

In some cases, expenditure is incurred to provide future economic benefits to an entity, but 
no intangible or other asset is acquired or created that can be recognised. Such expenditure 
is recognised as follows: 
� Supply of goods: recognise the expenditure as an expense when the entity has a right 

to access the goods. An entity has a right to access the goods when it owns them. It 
also has a right to access goods when they have been constructed by a supplier in 
accordance with the terms of a supply contract and the entity could demand delivery of 
the goods in return for payment. 

� Supply of services: recognise the expenditure as expense when the services are 
received. Services are received when they are performed by a supplier in accordance 
with a contract to deliver them and not when the entity uses them to deliver another 
service. 
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Examples of costs which are normally expensed include: 

� pre-opening costs � start-up costs � opening costs for new facility 
� legal costs and secretarial costs 

associated with incorporating an 
entity 

� training costs 
� advertising and  

promotional activities  
(including mail order 
catalogues) 

� pre-operating costs 
� other reorganisation costs 

� restructuring costs � relocation costs  
   

The above does not preclude raising a prepayment when payment for the goods has been 
made in advance of the entity obtaining a right to access those goods or receiving those 
services. 

Costs incurred to acquire or generate an intangible item that were initially recognised as 
an expense by the reporting entity should not be reinstated once the criteria for recognition 
as part of the cost of an intangible asset are met at a later date.  

Generally speaking, subsequent expenditure in the case of intangible assets will be incurred 
to maintain expected future economic benefits embodied in such an asset. Consequently, 
such expenditure will be expensed. Furthermore, consistent with IAS 38.63, subsequent 
expenditure on brands, mastheads and similar items, whether externally acquired or 
internally generated, will also be expensed in the profit or loss section of the statement of 
profit or loss and other comprehensive income.  

5.25.25.25.2    Separate acquisitionsSeparate acquisitionsSeparate acquisitionsSeparate acquisitions    

 To recognise an item as an intangible asset in the financial standards of an entity, it 
should be proven that the item meets the definition of an indefinition of an indefinition of an indefinition of an intangible atangible atangible atangible asssssetsetsetset, as well as the 
recognition criteriarecognition criteriarecognition criteriarecognition criteria for an intangible asset. 

These recognition criteria consist of two main aspects. 
� In terms of the first criterion it should be probable that future economic benefits 

specifically attributable to the asset will flow to the entity. If an intangible asset is 
acquired separately, the probability criterion is deemed to be satisfied automatically and 
the effect of probability is reflected in the cost of the asset. The determination of the 
probability of future economic benefits is based on professional judgement, using 
reasonable and supportable assumptions. These represent management’s best estimate 
of the probable economic conditions that will exist over the useful life of the asset. 
Evidence supporting the probability of receiving future economic benefits includes market 
research, feasibility studies, comprehensive business plans and the like. Greater weight will 
however, be given to external evidence. 

� The second criterion requires that the costs of the intangible asset can be measured 
reliably. When an intangible asset is acquired, the purchase price, plus costs such as 
import duty, professional and legal fees, the cost of employee benefits arising directly 
from bringing the asset to its working condition, the costs of testing whether the asset is 
functioning properly, and non-recoverable taxes that are incurred in preparing the asset 
for its intended use, form part of the cost of the asset. Any trade discount and rebates 
are deducted when calculating the cost. If the intangible asset is acquired through the 
issue of shares, the cost of the asset is the fair value of the shares plus associated costs 
as discussed above in accordance with IFRS 2. If the payment for the intangible asset is 
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deferred beyond normal credit terms, its cost is deemed to be the cash price equivalent, 
with the interest expense being recognised over the full period of the credit terms. 

    Example 16.2: Cost of a separately acquired intangible assetExample 16.2: Cost of a separately acquired intangible assetExample 16.2: Cost of a separately acquired intangible assetExample 16.2: Cost of a separately acquired intangible asset    

Delta Ltd acquires a broadcasting licence for a local radio station. The following costs were 
incurred in connection with this acquisition: 
 RRRR    
Fees of professional broadcasting consultant (including VAT) 11 400  
Legal fees (including VAT) 5 700 
Allocation of cost of time spent by management (employee benefit costs) 30 000 
It was agreed that the purchase price would be settled by issuing 200 000 shares in 
Delta Ltd at R1,80 each, but the shares were trading at R2,00 per share when settlement 
was effected. 
Taking the above into account, and assuming that Delta Ltd is a registered vendor for VAT, 
the broadcasting licence should be capitalised at an amount calculated as follows: 
 RRRR    
Fair value of shares at settlement date (R200 000 × 2) 400 000  
Professional fees (R11 400 × 100/114) 10 000 
Legal fees (R5 700 × 100/114) 5 000 
Management salaries allocated 30 000  
Broadcasting licence capitalised/recognised at 445 000  
  

Expenses not forming part of the cost of intangible assets are set out in IAS 38.29(a) to (c) 
and are similar to those listed in respect of property, plant and equipment. 

 The recognition of costs in the carrying amount of an intangible asset ceases when 
the asset is in a condition necessary for it to be capable of operating in the manner intended 
by management. 

Therefore, costs associated with redeploying an intangible asset, such as: 
� costs incurred while an asset capable of being operated as management intended has 

not been brought into use; and 
� initial operating losses, such as those incurred while demand for the asset’s output 

builds up, 
are not included in the carrying amount of the asset.  

Incidental costs of intangible assets are treated in the same manner as the incidental 
costs on property, plant and equipment.  

5.35.35.35.3    Exchanges of intangible assetsExchanges of intangible assetsExchanges of intangible assetsExchanges of intangible assets    
The accounting treatment for exchanges of intangible assets is exactly the same as for 
property, plant and equipment.  
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    Example 16.3: Intangible assets acquired in an exchange transaction Example 16.3: Intangible assets acquired in an exchange transaction Example 16.3: Intangible assets acquired in an exchange transaction Example 16.3: Intangible assets acquired in an exchange transaction     
Entity A is the manufacturer of specialised machinery. Entity B is however the registered 
owner of the only two licences to produce product Z, the product that is manufactured by the 
machinery produced by Entity A. Entity B does not have the expertise or capacity to 
manufacture the specialised machinery to produce product Z.  
Entity A and Entity B enter into the following agreement that benefits both parties: 
Entity A will deliver two of the specialised machines to Entity B in exchange for one of 
Entity B’s licences. The licence is valid for a term of five years whereafter it can be renewed 
at a significant cost. 
Assume the fair value of the licence is available, and that the value is R500 000. The fair 
value of a machine is estimated at R300 000 and the cost to Entity A to manufacture one 
machine is R200 000. 
In this instance the transaction has commercial substance and the fair value of the asset 
acquired can be determined. The licence will be recognised in the records of Entity A at 
R600 000 in terms of IAS 38.45. 

  DrDrDrDr  CrCrCrCr     
  RRRR    RRRR     
 Intangible asset – Licence (300 000 × 2) (SFP) 600 000   
 Revenue (P/L)  600 000  
 Cost of sales (200 000 × 2) (P/L) 400 000   
 Inventories (SFP)  400 000  

CommentCommentCommentComment: 
� If the fair value of neither the licence nor the machinery can be determined, IAS 38.45 

determines that the asset that will be acquired is recognised at the carrying value of the 
asset that was exchanged. In this instance, the licence would be recognised at 
R400 000 (R200 000 × 2).    

  

5.45.45.45.4    Acquisition by way of government grantAcquisition by way of government grantAcquisition by way of government grantAcquisition by way of government grant    
Where an intangible asset is acquired free of charge or for a nominal consideration by way 
of a government grant, an entity may choose to recognise both the grant and the intangible 
asset at fair value or at a nominal amount (i.e. a minimal amount). If the asset is 
recognised at a nominal value, the expenditure directly attributable to preparing the asset 
for its intended use is capitalised. If the asset is recognised at fair value, the expenditure 
will not be capitalised, because the resultant carrying amount will exceed its fair value. 

    Example 16.4: Example 16.4: Example 16.4: Example 16.4: IntangIntangIntangIntangible asset acquired by a government grantible asset acquired by a government grantible asset acquired by a government grantible asset acquired by a government grant    
The South African government identified the need for an additional television broadcasting 
service. A tender process was followed in order to award the contract to a local company. The 
contract was awarded to P Ltd. 
The agreement between the government and P Ltd is as follows: 
� The government awards the South African licence to operate a broadcasting service to P Ltd on 

the condition that P Ltd will operate the service for a period of 20 years in South Africa, 
Namibia and Botswana without raising subscription fees, whereafter P Ltd will have the option 
to limit the service to subscribers. 

� P Ltd must pay the licence fees in Namibia and Botswana. 
� P Ltd is responsible for acquiring and erecting the necessary infrastructure. 



454   Introduction to IFRS – Chapter 16 
  

    Example 16.4: Example 16.4: Example 16.4: Example 16.4: Intangible asset acquired by a goIntangible asset acquired by a goIntangible asset acquired by a goIntangible asset acquired by a government grantvernment grantvernment grantvernment grant    
The above licence is an intangible asset acquired in the form of a government grant. On the date 
the licence is awarded, it had a fair value of R1,8 billion for use in all of the three countries. P Ltd 
paid another R200 million to acquire licences in Namibia and Botswana. 
In terms of IAS 20, the entity has the option to recognise the government grant at a nominal 
value or at fair value. 
If P Ltd opts to show the grant at fair value, the initial journal entries will be as follows: 

  Dr Cr  
  R R  
 Intangible asset 1 800 000 000   
 Deferred income – Government grant (SFP)  1 800 000 000  
 Recognise the intangible asset at fair value    

 Other expenses (P/L) 200 000 000   
 Bank  200 000 000  
 Recognise additional costs to prepare the asset for use    

CommentCommentCommentComment    

� IAS 20, Accounting for Government Grants and Disclosure of Government Assistance, requires 
that the deferred income be recognised in the same relationship to the costs of fulfilling the 
requirements. P Ltd will recognise the income in relation to the cost of operating the 
broadcasting service for the next 20 years. 

� If P Ltd opts to recognise the grant at a nominal value, the second journal entry above will be 
a debit to the “intangible asset” in terms of IAS 38.44, in addition to the entry of recognising it 
at nominal value.  

6666    Internally generated intangible aInternally generated intangible aInternally generated intangible aInternally generated intangible asssssetssetssetssets    

Although the previous paragraphs apply to both purchased and internally generated assets, 
specific problems arise with the recognition and measurement of internally generated 
intangible assets.  

6.16.16.16.1    Internally generated goodwillInternally generated goodwillInternally generated goodwillInternally generated goodwill    

 In terms of IAS 38 and the Conceptual Framework for Financial Reporting (Conceptual 
Framework), internally generated goodwill is not recognised as an internally generated 
intangible asset because: 
� it does not meet either the definition of an asset or the recognition criteria, as it is not a 

separately identifiable source that is controlled by the entity that will generate specific future 
economic benefits that can be measured reliably. 

The accounting treatment thereof is, however, addressed in IAS 38.48 to 50.  
It may be argued that the difference between the carrying amount of the net identifiable 

assets of an entity and the entity’s market value represents internally generated goodwill. This 
difference may arise from a wide range of factors and may therefore not be deemed to 
represent the cost of an intangible asset controlled by the entity. 
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6.26.26.26.2    Internally generated intangible aInternally generated intangible aInternally generated intangible aInternally generated intangible asssssets sets sets sets ––––    other than goodwillother than goodwillother than goodwillother than goodwill    
It is sometimes difficult to establish whether other internally generated intangible assets 
comply with the definition and the recognition criteria of an intangible asset. The difficulties 
with the recognition criteria specifically arise from problems in: 
� identifying whether and when there is an identifiable asset that will generate expected 

future economic benefits; and  
� determining the cost of the internally generated intangible asset reliably. 

6.2.16.2.16.2.16.2.1    Research and development costsResearch and development costsResearch and development costsResearch and development costs    

 IAS 38 identifies two phases in the development of internally generated intangible 
assets, namely a research phaseresearch phaseresearch phaseresearch phase and a development phasedevelopment phasedevelopment phasedevelopment phase. This is done in an attempt to 
alleviate the problems associated with internally generated intangibles other than internally 
generated goodwill. 

Although research and development are related, there is nevertheless a distinct difference 
between the two.  

Research is the original and planned investigation undertaken with the prospect of 
gaining new scientific or technical knowledge.  

Examples of research activities include: 
� activities to gain new knowledge;  
� the search for, selection and application of research findings;  
� the search for alternatives and the formulation thereof;  
� design; and 
� evaluation and selection of alternatives for materials, devices, products, processes, systems 

or services. 
Development is the application of research findings or other knowledge through the 
development of a plan or design aimed at the production of new or improved materials, 
devices, products, processes, systems or services, prior to the commencement of commercial 
production.  

Examples of development activities include the: 
� design, construction and testing of pre-production prototypes;  
� design of models;  
� design of tools, jigs, moulds and dies;  
� construction and operation of a pilot plant; and  
� design, construction and testing of a selected alternative for materials, devices, 

products, processes, systems or services. 

 The accounting treatment of research and development costs is different due to the 
difference in the likelihood of the specific item generating probable future economic 
benefits. If it is probable that economic benefits will flow to the entity, it is conceptually 
correct to raise an asset that will be written off against the future benefits.  
The nature of research research research research is such that there is a low level of certainty that future economic 
benefits will flow to the entity. Consequently, IAS 38 requires that research costs be written 
off in the period incurred. 
Development activitiesDevelopment activitiesDevelopment activitiesDevelopment activities indicate, however, that the internal project has advanced beyond the 
research phase and that the entity may already be able to estimate the future economic 
benefits. 
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Therefore, development costs should be capitalised when the following criteria, over and 
above the normal recognition criteria in terms of the Conceptual Framework, are met: 
� The technical feasibility of completing the intangible asset is of such a nature that it will 

be available for use or sale. 
� The entity has the intention to complete the intangible asset, and use or sell it. 
� The entity has the ability to use or sell the intangible asset. 
� The entity can establish how the intangible asset will generate probable future economic 

benefits. The entity should demonstrate the existence of a market for the output of the 
intangible asset or the intangible asset itself or, if it is to be used internally, the 
usefulness of the intangible asset. An entity assesses the future economic benefits to be 
obtained from an asset using the principles contained in IAS 36 on impairment of assets, 
including the principles associated with cash-generating units. 

� The entity has adequate technical, financial and other resources to complete the 
development, and to use or sell the intangible asset. This is proven by a business plan 
showing the resources required and the entity’s ability to secure those resources. 

� The entity can reliably measure the expenditure attributable to the intangible asset during 
its development. 

When uncertainty exists about the economic benefits that may be expected from the 
development activities, these costs will be written off as they are incurred, as with research 
costs. If an intangible asset has been raised that is not yet in use, the carrying amount of 
the intangible asset should be tested for impairment at least annually, and where 
applicable, written off to recoverable amount. 

If an entity cannot distinguish between the research and the development phases of a project, 
IAS 38 requires that all the expenditure be allocated to the research phase and be written off as 
incurred. 

Usually the cost of internally generated intangible assets can be determined by the cost 
systems of the entity, and can therefore be measured reliably. In some cases, intangible 
assets cannot be measured reliably, as the costs may not be directly attributable to these 
intangible assets and may rather be related to internally generated goodwill. An asset is 
therefore not recognised. 
The research and development of internally generated intangible assets normally 
require the incurring of costs such as: 
� salaries and wages;  
� raw materials and service costs;  
� depreciation on equipment;  
� the amortisation of patents and licences; and 
� legal costs to register legal rights.  

The following normally do not qualify as research and development costs: 
� general administrative expenses;  
� training expenses; 
� selling expenses; 
� inefficiencies; and 
� initial operating losses. 
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 The costs forming part of internally generated intangible assets recognised as assets 
are those costs which are directly attributable, or can be allocated on a reasonable basis, 
related to the creation, production and preparation of the asset for its intended use. 

Only costs related to development may qualify for capitalisation. The costing system of the 
entity is incapable of measuring the costs of internally generated intangible assets reliably. 
The cost of these assets is the total expenditure incurred from the date the asset first met 
the recognition criteria, while costs before that point are expensed. 

 All research costs are immediately written off to the profit or loss section of the 
statement of profit or loss and other comprehensive income. 

Costs that were initially written off as expenses in the profit or loss section of the statement 
of profit or loss and other comprehensive income cannot subsequently be reinstated and 
recognised as an asset. Consequently, the initial carrying amount of such an intangible 
asset is the sum of the costs incurred from the date on which the asset qualified as 
an asset for the first time.  

 Internally generated intangible assets are only amortised from the date on which the 
asset is available for use as intended by management. 

Internally generated brands, newspaper mastheads, publishing titles, customer lists and 
items similar in substance are not recognised as other internally generated intangible 
assets; instead, they form part of internally generated goodwill. This is so because the cost 
of these items cannot be distinguished from the cost of developing the business as a whole. 

 Example 16.Example 16.Example 16.Example 16.5555: Research and development costs: Research and development costs: Research and development costs: Research and development costs 

Alpha Ltd, a motor vehicle manufacturer, has a research division that worked on the 
following projects during the year: 
Project I – The design of a steering mechanism that does not operate like the conventional 

steering wheel, but reacts to impulses from the driver’s fingers. Vehicle 
manufacturers are very sceptical about this project. 

Project II – The design of a welding apparatus that is controlled electronically rather than 
mechanically. Several large plants have enquired about this development and 
are very enthusiastic. This project has met all the recognition criteria for 
intangible assets since the beginning of this year. 

The following is a summary of the expenses of the different departments: 
 GeneralGeneralGeneralGeneral    Project Project Project Project IIII      Project IIProject IIProject IIProject II  
 R’000R’000R’000R’000      R’000R’000R’000R’000        R’000R’000R’000R’000    
Material and services 128 935  620  
Labour    
� Direct labour – 620  320 
� Departmental head 400 –  – 
� Administrative personnel 725 –  – 

Overheads    
� Direct – 340  410 
� Indirect 270 110   60 
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    Example 16.5Example 16.5Example 16.5Example 16.5: Research and development costs (continued): Research and development costs (continued): Research and development costs (continued): Research and development costs (continued)    

The departmental head spent 15% of his time on Project I and 10% on Project II. 
The capitalisation of development costs for the financial year is as follows: 
   R’000R’000R’000R’000  
Project I: The activity is classified as research and all costs are recognised as 

expenses –
Project II: (620 + 320 + (10% × 400) + 410 + 60) 1 450  
  1 450  
CommentCommentCommentComment:    
� Assume that, in respect of Project II, an amount of R200 000 was written off in the 

previous year (or interim period) because the development costs did not qualify for 
recognition as an asset before the beginning of the current year. This amount cannot be 
reinstated as part of the cost of development in the current year, or later. Only costs from 
the date on which the intangible asset first qualified as an asset in terms of the 
recognition criteria for intangible assets may be capitalised as internally generated 
intangibles.    

 

  
 

 The amortisation of an internally generated intangible asset is similar to the process 
of depreciation used for property, plant and equipment and amortisation used for other 
intangible assets, and is recognised on a systematic basis in order to reflect the pattern in 
which the related economic benefits are recognised. Amortisation commences once the 
intangible asset is available for sale or useavailable for sale or useavailable for sale or useavailable for sale or use and not when it is put into use. 

The amortisation period is often limited as a result of technological and economic ageing 
and the uncertainties inherent in estimating future costs and expenses. As with 
depreciation, the amortisation of the internally generated intangible assets can be allocated 
to another asset account, from where it will be written off with the other components of 
that asset. 

At the end of each financial year, the expected future economic benefits of the asset as 
compared to the asset carrying amount should be assessed. Internally generated intangible 
assets that are not yet available for use are compared to their recoverable amounts at least 
annually, even if no indication of impairment exists. If any of the abovementioned criteria 
for the capitalisation of development costs no longer apply, the balance on the account 
should be written off immediately. However, when such an asset has been written down 
and there is subsequently persuasive evidence that the circumstances that resulted in the  
write-down no longer exist, the asset may be reinstated. The reinstatement takes into 
account the amortisation in accordance with the original plan of amortisation for the period 
of the write down. The reinstatement is recognised and disclosed in accordance with IAS 36 
on the impairment of assets. 
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7777    Subsequent measurementSubsequent measurementSubsequent measurementSubsequent measurement    
 

 Both IAS 38 and IAS 16 allow two accounting policies for measuring intangible assets 
subsequent to initial recognition: 
An entity will, after initial recognition, make a choice between the cost modelcost modelcost modelcost model and the 
revalurevalurevalurevaluaaaation modeltion modeltion modeltion model. 

IAS 38 does not indicate any preference in respect of the two models (cost or revaluation 
model) used for measurement after initial recognition. However, in terms of IAS 8, an entity 
should choose and consistently apply one of the available policies. This consistent treatment 
will ensure comparability between financial statements from year to year. 

7.17.17.17.1    The cost modelThe cost modelThe cost modelThe cost model    

 The cost model allows an entity to carry the asset at its cost less any accumulated 
amortisation and impairment losses. 

 

    Example 16.Example 16.Example 16.Example 16.6666: Carrying amount of intangible asset a: Carrying amount of intangible asset a: Carrying amount of intangible asset a: Carrying amount of intangible asset acccccording to the cost model cording to the cost model cording to the cost model cording to the cost model     
Entity H developed a new product and capitalised an amount of R150 000 as development 
costs between 31 July 20.12 and 31 December 20.12. On 1 January 20.13, the useful life 
of the development cost is estimated at five years, as the expected useful life of the product 
arising from the development costs is expected to be five years. 
The journal entries for the development costs will be as follows: 

  DrDrDrDr  CrCrCrCr   
     RRRR    RRRR   
 31 July 20.31 July 20.31 July 20.31 July 20.12121212    ––––    31 December 20.31 December 20.31 December 20.31 December 20.12121212              
 Intangible asset – Development cost (SFP) 150 000   
 Bank (SFP)  150 000  
 Recognise development cost as an intangible asset    
 31 December 20.131 December 20.131 December 20.131 December 20.13333       
 Amortisation (P/L)* 30 000   
 Accumulated amortisation (SFP)  30 000  
 Amortisation of development costs for 20.13 (150 000/5)    

*The amortisation of the development costs can also be debited to cost of sales since it relates 
to the manufacture of the new product. 

The carrying amount of the intangible asset at the end of 20.13 will be calculated as follows: 
 RRRR     
Development costs capitalised 150 000  
Amortisation (30 000)  
Carrying amount at the end of 20.13 120 000  
   



460   Introduction to IFRS – Chapter 16 
 

7.27.27.27.2    The revaluation modelThe revaluation modelThe revaluation modelThe revaluation model    

 The revaluation model allows an entity to revalue the asset to fair value. The carrying 
amount of the revalued asset is therefore fair value on the date of revaluation, less any 
subsequent accumulated amortisation and impairment losses. 

An intangible asset can only be revalued if the fair value can be measured reliably. Fair 
value can usually only be determined reliably if an active market in that type of intangible 
asset exists.  

An active market exists when: 
� items traded within the market are homogenous;  
� willing buyers and sellers can normally be found at any time; and  
� prices are available to the public.  
As active markets will not exist for customised and unique intangible assets, intangible 
assets such as trademarks, brands, newspaper mastheads, music and film publishing rights 
and patents cannot be revalued. Active markets may, however, exist for certain types of 
licences and quotas. 

When intangible assets are revalued, revaluation should take place at regular intervals so 
that the carrying amount does not differ substantially from the fair value. Certain intangible 
assets whose fair values are volatile or fluctuate substantially should be revalued more 
regularly, probably annually. In contrast, intangible assets with relatively stable fair values 
can be revalued on a less frequent basis.  

The change from cost to revaluation method entails a change in accounting policy which 
should be treated and disclosed in accordance with the requirements of IAS 8.17. In terms 
of this paragraph, it is merely treated as a revaluation rather than a change in accounting 
policy. 

The revaluation method cannot be used in the following instances: 
� where intangible assets have not previously been recognised as assets; and 
� on the date of initial recognition of intangible assets, when all assets should be 

recognised at cost. 
Refer to chapter 8 on IAS 16 for a complete discussion of the revaluation model. 

7.37.37.37.3    Intangible assets with a finite useful lifeIntangible assets with a finite useful lifeIntangible assets with a finite useful lifeIntangible assets with a finite useful life    

 Intangible assets with finite useful lives shall be amortised over their useful lives.  
Amortisation is the systematic allocation of the depreciable amountdepreciable amountdepreciable amountdepreciable amount of an intangible asset 
over the best estimate of its useful lifeuseful lifeuseful lifeuseful life. The depreciable amount is the cost of the asset or 
other amount substituted for cost less the residual valueresidual valueresidual valueresidual value, and amortisation commences as 
soon as the asset is available for use. 

7.3.17.3.17.3.17.3.1    Useful lifeUseful lifeUseful lifeUseful life    

 The useful lifeuseful lifeuseful lifeuseful life of an asset is defined in terms of the asset’s expected utility to the 
entity, while the economic lifeeconomic lifeeconomic lifeeconomic life of an asset refers to the total life of an asset while in 
possession of one or more owners. 
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Several factors may influence the useful lives of intangible assets, including the 
following (IAS 38.90): 
� the expected use; 
� the useful life of similar assets; 
� technological or other types of obsolescence; 
� maintenance expenditure; 
� actions by competitors; 
� legal or similar contractual limits on the use of the asset; 
� whether the useful life is dependent on the useful life of other assets; 
� the stability of the industry in which the asset operates; and 
� changes in market demand for services or products generated by the intangible asset. 
IAS 38 also notes that due to rapid changes in technology, computer software and other 
similar intangible assets will have fairly short useful lives. 

In those instances where the useful life of an intangible asset arises through legal rights 
granted for a finite period, the useful life of the intangible assets should not exceed the 
period granted by the legal rights unless renewal of the rights can be supported by evidence 
and will not lead to significant costs for the entity. If the cost of renewal is significant, the 
“renewal cost” will represent the cost of a new intangible asset at renewal date. 

IAS 38.96 contains a list of factors that would indicate that rights can be renewed without 
significant cost. 

7.3.27.3.27.3.27.3.2    Amortisation methodAmortisation methodAmortisation methodAmortisation method    

 The amortisation method selected will reflect the pattern in which the asset’s 
economic benefits are expected to be consumed by the entity.  
Amortisation commencescommencescommencescommences from the date on which the asset becomes available for useavailable for useavailable for useavailable for use, and 
is applied consistently unless a change in the expected pattern of use is recognised. 

Amortisation may be calculated using a variety of methods, such as the: 
� straight-line method; or 
� diminishing-balance method; or 
� units-of-production method. 
Where the pattern is not clearly discernible, the straight-line method is used.  

Amortisation ceases at the earlier of the date: 
� the asset is classified as held for sale in terms of IFRS 5; or 
� on which the asset is derecognised; or  
� on which the asset is fully depreciated.  
The fact that an asset is no longer used does not cause amortisation to cease.  

Note that amortisation based on units of production will obviously only commence once 
production has started, even though the intangible asset may be available for use before 
then.  

The amount of amortisation for the period is an expense that is usually written off in the 
profit or loss section of the statement of profit or loss and other comprehensive income. In 
certain instances, the amortisation amount may form part of the cost of other assets, such 
as inventories. 
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7.3.37.3.37.3.37.3.3    Residual valueResidual valueResidual valueResidual value    

 The residual value of an intangible asset with a finite useful life is deemed to be nil, 
unless: 
� there is a commitment by a third party to purchase the asset at the end of its useful life; or  
� there is an active market for the asset which will probably still exist at the end of the asset’s 

useful life.  
The residual value can be determined reliably in these instances. 

A residual value larger than nil therefore indicates that the intangible asset will be sold 
before the end of its economic life.  

An estimate of an asset’s residual value is based on the amount that can currently be 
obtained at the end of its useful life from the disposal of a similar asset that had been 
operated under similar conditions as the asset under review. Residual value is reviewed at 
least annually. A change in residual value is a change in accounting estimate and should be 
accounted for in terms of IAS 8. 

The residual value of an intangible asset may sometimes increase to an amount equal to 
or greater than the carrying amount. Should this happen, the amortisation charge would 
obviously be nil, until the residual value subsequently decreases to below the asset’s 
carrying amount, in which case amortisation will once again commence. 

Both the amortisation period and the amortisation method of an asset with a finite 
useful life should be reassessed at each reporting date. When the expected useful lives of 
intangible assets change substantially as a result of (for example) the incurring of 
subsequent costs that increase the useful life, the amortisation period is adjusted 
accordingly. So too, the pattern of expected future economic benefits resulting from the use 
of an asset may change, and another amortisation method may be more appropriate. In 
both instances, the change in the amortisation method and period is a change in accounting 
estimate, which is adjusted prospectively in the current and future periods in terms of 
IAS 8. 

    Example 16.Example 16.Example 16.Example 16.7777: Intangible asset with a residual value: Intangible asset with a residual value: Intangible asset with a residual value: Intangible asset with a residual value    
On 1 January 20.13, Entity A acquired a licence to use computer software to manage 
inventories at a cost of R27 000. The licence has no time limit. It is, however, the policy of 
the entity to upgrade computer systems every three years with the latest available software. 
Assume that there is an active market for these types of second-hand software licences. 
Entity A expects to sell the licence second-hand after three years for the amount of R6 000. 
The amortisation for the first year of use is calculated as follows: 
 RRRR        
Carrying amount 27 000  
Estimated residual value (6 000)  
Amortisation amount 21 000  
   
Useful life 3 years  
Amortisation (R21 000/3) 7 000  
During 20.14, there were significant increases in the price of second-hand software.  
The residual value of the software licence was revised to R11 000. 
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    Example 16.7Example 16.7Example 16.7Example 16.7: Intangible asset with a residual value (continued): Intangible asset with a residual value (continued): Intangible asset with a residual value (continued): Intangible asset with a residual value (continued)    
The amortisation for the second year of use of the licence will be as follows: 
 RRRR      
Carrying amount (R21 000 – R7 000) 20 000  
New estimated residual value (11 000)  
New amortisation amount 9 000  

Useful life (remaining) 2 years  
Amortisation (R9 000/2) 4 500  
   

7.47.47.47.4    Intangible assets with indefinite useful livesIntangible assets with indefinite useful livesIntangible assets with indefinite useful livesIntangible assets with indefinite useful lives    
Assets are regarded as having an indefinite useful life when there is no forseeable limit to 
the period over which the asset will generate net cash inflows for the entity. Note that the 
term “indefinite” should not be confused with “infinite”. 

 Whereas intangible assets with finite useful lives are amortised over their useful lives, 
intangible assets with indefinite useful lives are not amortised, but: 
� are tested for impairment annuallyannuallyannuallyannually in terms of IAS 36, by comparing these carrying amounts 

with their recoverable amounts on an annual basis; and 
� are tested more often than annuallymore often than annuallymore often than annuallymore often than annually where there is an indication that the intangible asset 

may be impaired. 

For an intangible asset with an indefinite useful life, an annual review should be conducted 
to determine whether events and circumstances still continue to support an indefinite useful 
life assessment for it. Should an indefinite useful life no longer be appropriate, the useful 
life of the asset changes to finite. This will be accounted for as a change in accounting 
estimate in terms of IAS 8. Changing the useful life of an asset from indefinite to finite could 
be an indication of impairment. 

    Example 16.Example 16.Example 16.Example 16.8888: Intangible asset with an indefinite useful li: Intangible asset with an indefinite useful li: Intangible asset with an indefinite useful li: Intangible asset with an indefinite useful lifefefefe    
Entity A developed a new innovative product, Product P. The entity incurred development 
costs of R500 000 evenly throughout 20.12. The development process is completed on 
31 December 20.12. On this date, there was no limit to the expected future cash flows that 
the development would generate for the entity, as the product was the only one of its kind in 
the market and there was no indication of competition.  
On 1 January 20.13, the product had an indefinite useful life.  
IAS 38.109 requires that, where the useful life is indefinite, it should be assessed on an 
annual basis.  
If a competitor were to enter the market two years after Entity A incurred the development 
costs, it may cause the nature of the useful life of the asset to change from an indefinite 
useful life to a finite useful life. In this event, the development costs will be amortised. 
IAS 38 states that this change may also be an indication of a possible impairment of the 
asset. 
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8888    ImpairmentImpairmentImpairmentImpairment    

The standard on impairment of assets, IAS 36, is used as the basis for writing down 
intangible assets to a recoverable amount.  

 The recoverable amount is the higher of: 
� fair value less costs of disposal; and  
� value in use.  

The carrying amount of an intangible asset is usually recovered on a systematic basis over 
the useful life of the asset. If the usefulness of the item declines as a result of damage, 
technical obsolescence or other economic factors, the recoverable amount can be lower 
than the carrying amount of the asset. In such circumstances, a write-down of the carrying 
amount to the recoverable amount is required. 

For a comprehensive discussion on impairment, refer to the paragraph in the chapter on 
IAS 36 dealing with, amongst others, intangible assets with an indefinite useful life and 
intangible assets not yet available for use. 

A subsequent increase in recoverable amount should be reversed when the circumstances 
and events resulting in the impairment no longer exist and there is persuasive evidence that 
the new circumstances and events are likely to continue in the foreseeable future. The 
amount that is reversed should be net of the amount of amortisation that would have been 
recognised if the impairment adjustment had not been madel. If the intangible asset is 
accounted for under the cost model, the reversal of impairment is credited to the profit or 
loss section in the statement of profit or loss and other comprehensive income. An 
impairment loss recognised for goodwill is not reversed in a subsequent period. This rule 
applies to both annual financial statements and interim financial statements. 

9999    DerecognitionDerecognitionDerecognitionDerecognition    
 

 An intangible asset is removed from the balance sheet (derecognised) when: 
� it is sold; or  
� when no future economic benefits are expected from its use or disposal. 

Gains or losses from the derecognition of intangible assets are determined as the difference 
between the net proceeds from disposal and the carrying amount on the date of disposal. 
This difference is recognised in the profit or loss section of the statement of profit or loss 
and other comprehensive income as a gain or a loss. When an intangible asset is retired 
from use, it will still be amortised, unless the retirement can be equated to derecognition, 
as discussed above. For a detailed discussion of this matter, refer to chapter 8. 

    Example Example Example Example 11116.6.6.6.9999: Retirement of an intangible asset : Retirement of an intangible asset : Retirement of an intangible asset : Retirement of an intangible asset     
Lima Ltd holds a patent with a carrying amount of R2 000 000 as at 31 December 20.12. 
The patent was acquired four years ago at a cost of R4 000 000, and a useful life of eight 
years had been estimated at that point. On 1 September 20.13, the production process in 
respect of which the patent was required was terminated, and it was consequently decided 
to retire the patent from active use. At 31 December 20.13, the year end, there were internal 
indications of impairment and it was established that the value in use of this patent was 
Rnil, while it could be disposed of for R1 200 000 (gross), provided that selling costs of 
R100 000 were incurred. Disposal is not planned at this stage, as the asset may perhaps be 
modified for other use. 
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    Example Example Example Example 11116.96.96.96.9: Retirement of an intangible asset : Retirement of an intangible asset : Retirement of an intangible asset : Retirement of an intangible asset (continued)(continued)(continued)(continued)    
Amortisation for 20.Amortisation for 20.Amortisation for 20.Amortisation for 20.11113 of retired asset (not to be derecognised)3 of retired asset (not to be derecognised)3 of retired asset (not to be derecognised)3 of retired asset (not to be derecognised)    
 R’000R’000R’000R’000
Cost at initial recognition 4 000
Amortisation per year (R4 000 000/8)  500
Amortisation on this asset for the whole year (R4 000 000/8)  500
Carrying amount of patent on 31 December 20.Carrying amount of patent on 31 December 20.Carrying amount of patent on 31 December 20.Carrying amount of patent on 31 December 20.11113333    
 R’000R’000R’000R’000   
Cost (given) 4 000  
Accumulated amortisation until 31 December 20.13 (R500 000 × 5) (2 500)  
Carrying amount as at 31 December 20.13 1 500  

Carrying amount and impairment loss on 31 December 20.Carrying amount and impairment loss on 31 December 20.Carrying amount and impairment loss on 31 December 20.Carrying amount and impairment loss on 31 December 20.11113, after testing for impai3, after testing for impai3, after testing for impai3, after testing for impairrrrmentmentmentment    
 R’000R’000R’000R’000   
Carrying amount on 31 December 20.13 before impairment testing 1 500  
Recoverable amount and carrying amount at year end  
(Higher of Rnil and R1 100 000 (R1 200 000 – R100 000) 1 100  
Impairment loss recognised in 20.13 400  

CommentCommentCommentCommentssss:    
� Amortisation will continue since the asset has not met the criteria for derecognition. 
� The impairment loss is recognised in the profit or loss section of the statement of 

comprehensive income for 20.13 and amortisation for 20.14 onwards will change to 
R1 100 000/8 – 5 years = R366 667. 

 

10101010    DisclosureDisclosureDisclosureDisclosure    

In terms of IAS 38, the following information concerning internally generated intangible assets 
and purchased intangible assets should be disclosed in the financial statements: 

���� Accounting policy: 
– the accounting policy used for recognising intangible assets, i.e. the cost model or 

revaluation model; 
– amortisation methods used for each class of intangible assets with finite useful lives; 
– whether the useful lives are indefinite or finite; and 
– if useful lives are finite, the useful life or amortisation rates for each class of such 

intangible assets.  

���� Statement of profit or loss and other comprehensive income and notes: 
– the total amortisation charge in the profit or loss section of the statement of profit or 

loss and other comprehensive income in terms of IAS 1; 
– the line-items in the statement of profit or loss and other comprehensive income in 

which amortisation of intangible assets is included; 
– the effect of significant changes in accounting estimate IAS 8 regarding the following: 

���� useful life; 
���� residual value; and 
���� amortisation method; 
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– costs recognised as expenses in the profit or loss section in the statement of profit or 
loss and other comprehensive income for the following categories: 
���� research; and 
���� development. 

���� Statement of financial position and notes: 
– the gross carrying amount and accumulated amortisation (including accumulated 

impairment losses) at the beginning and end of the reporting period for each class of 
purchased and internally generated intangible asset (examples of separate classes 
can be found in IAS 38.119.); 

– a reconciliation of the carrying amount at the beginning and end of the reporting 
period for each class of purchased and internally generated intangible asset. The 
reconciliation consists of: 
���� carrying amounts at the beginning and end of the reporting period; 
� additions, indicating separately additions through business combinations, separate 

acquisitions and internal development; 
� the removal of assets (or assets that form part of a disposal group) classified as 

held for sale (refer to IFRS 5) and other disposals; 
� increases and decreases resulting from revaluations and from impairment losses 

recognised or reversed in equity via other comprehensive income; 
� impairment losses recognised in the profit or loss section in the statement of profit 

or loss and other comprehensive income; 
� impairment losses reversed in the profit or loss section in the statement of profit or 

loss and other comprehensive income; 
� amortisation recognised during the period; 
� net exchange differences arising on the translation of financial standards of a 

foreign operation to the presentation currency of the entity, or translating the 
financial standards of an entity from functional currency to a different presentation 
currency; 

���� other movements in carrying amounts during the period under review; and  
� comparatives to the reconciliation. 

– the carrying amount of an asset with an indefinite useful life, and the facts supporting 
the assessment of an indefinite useful life; 

– details (with the above reasons) of the factors that proved significant in determining 
that the asset has an indefinite useful life, i.e.: 
���� a description, the carrying amount and remaining amortisation period of any 

individual intangible asset whose carrying amount is material to the entity; 
���� the existence and the amounts of intangible assets whose titles are restricted and 

the carrying amounts of intangible assets pledged as security for liabilities; and 
���� the amount of contractual commitments for the acquisition of intangible assets. 

In those exceptional instances where purchased and internally generated intangible assets 
are revalued, the following additional information should also be disclosed: 
� the effective date of revaluation for each class of intangible asset; 
� the carrying amount of revalued intangible assets for each class of intangible asset; 
� the carrying amount if the assets are accounted for using the cost model for each class 

of intangible asset; 
� the amount of the revaluation surplus that relates to intangible assets at the beginning 

and end of the period showing the movement for the period and any restrictions on the 
distribution of the balance to shareholders; and 

� the methods and significant assumptions applied in estimating the fair values of the assets. 
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It is also recommended that the following be disclosed: 
� a brief description of significant intangible assets that did not meet the recognition 

criteria for intangible assets; and 
� a description of fully amortised intangible assets still in use. 

Further disclosure includes the following: 
� the disclosure requirements of IAS 36 on impairment of assets. 

    Example 16.Example 16.Example 16.Example 16.10101010: Disclosure : Disclosure : Disclosure : Disclosure  
RST LtdRST LtdRST LtdRST Ltd    

Statement of financial position as at 31 December 20.Statement of financial position as at 31 December 20.Statement of financial position as at 31 December 20.Statement of financial position as at 31 December 20.13131313 
    NoteNoteNoteNote    20.20.20.20.13131313        20.20.20.20.12121212        
      RRRR      RRRR        
AssetsAssetsAssetsAssets      
NonNonNonNon----current assetscurrent assetscurrent assetscurrent assets      
Intangible assets  2 xxx xxx  

RST LtdRST LtdRST LtdRST Ltd    
Statement of profit or loss and other compStatement of profit or loss and other compStatement of profit or loss and other compStatement of profit or loss and other comprehensive income rehensive income rehensive income rehensive income     

for the year ended 31 Dfor the year ended 31 Dfor the year ended 31 Dfor the year ended 31 Deeeecember 20.cember 20.cember 20.cember 20.13131313    
    NoteNoteNoteNote    20.20.20.20.13131313        20.20.20.20.12121212        
        RRRR        RRRR        
                    
Profit before tax  3 xxx  xxx  
Income tax expense   xxx  xxx  
Profit for the year  xxx  xxx  

RST LtdRST LtdRST LtdRST Ltd    
Notes for the year ended 31 December 20.Notes for the year ended 31 December 20.Notes for the year ended 31 December 20.Notes for the year ended 31 December 20.13131313    

1.1.1.1.    Accounting poAccounting poAccounting poAccounting policylicylicylicy    
1.1.1.1.3333    Intangible assets Intangible assets Intangible assets Intangible assets     
    LicencesLicencesLicencesLicences    
 Licences purchased separately are initially recognised at cost price. Licences are stated 

at their revalued amounts, being fair value less accumulated amortisation  
and impairment losses. Licences have a finite useful life and are amortised on a 
straight-line basis over 15 years.  

    PatentsPatentsPatentsPatents    
 Patents purchased separately are initially recognised at cost price. Patents are stated 

at cost less accumulated amortisation and impairment losses. Patents have a finite 
useful life and are amortised on a straight-line basis over 25 years. 

    Research and Research and Research and Research and developmentdevelopmentdevelopmentdevelopment    costscostscostscosts    
 Research costs are expensed when incurred. Development costs are capitalised, 

provided that the recognition criteria of an intangible asset are met. 
 Capitalised development costs are stated at cost less accumulated amortisation and 

impairment losses. Development costs have a finite useful life and are amortised, 
based on the number of units sold per annum. 
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    Example 16.10Example 16.10Example 16.10Example 16.10: Disclosure (continued): Disclosure (continued): Disclosure (continued): Disclosure (continued) 

2.2.2.2.    Intangible asIntangible asIntangible asIntangible assetssetssetssets 
 Development costsDevelopment costsDevelopment costsDevelopment costs  

(Internally(Internally(Internally(Internally    
genegenegenegenerrrrated)ated)ated)ated)    

Patents Patents Patents Patents   
(Pu(Pu(Pu(Purrrrchased)chased)chased)chased)    

Licences Licences Licences Licences 
(Pu(Pu(Pu(Purrrrchased)chased)chased)chased)    

    

 RRRR    RRRR  RRRR        
    
Carrying amount at 1 January 20.13 Xxx xxx xxx  
– Cost price/revalued amount Xxx xxx xxx  
– Accumulated amortisation and 

impairment  (xxx) (xxx) (xxx) 
 

Additions – purchased   – xxx xxx  
Additions – internally generated  xxx – –  
Disposals  – (xxx) (xxx)  
Impairment losses (recognised)/ 
reversed) – (xxx) xxx 

 

Amortisation  (xxx) (xxx) (xxx)  
Other movements  xxx xxx xxx  
Carrying amount at 31 December 
20.13  xxx xxx xxx 

 

– Cost price/revalued amount xxx xxx xxx  
– Accumulated amortisation and 

impairment (xxx) (xxx) (xxx) 
 

Note:Note:Note:Note: In order to present comparative figures, the same reconciliation must be done for the 
year ended 31 December 20.12. This note should also indicate a total column. 

The company has pledged patents with a carrying amount of Rxxx (20.12: Rxxx) as security 
for long-term borrowings (refer to note x).  
Impairment loss on patentsImpairment loss on patentsImpairment loss on patentsImpairment loss on patents    
An impairment loss was recognised i.r.o. a patent with a carrying amount of Rxxx. The 
impairment loss is as a result of . . . (provide reason for impairment). The patent’s 
recoverable amount is its fair value less costs of disposal, which will result from an arm’s-
length transaction.  
Reversal of impaiReversal of impaiReversal of impaiReversal of impairment loss on licenrment loss on licenrment loss on licenrment loss on licencccceseseses    
A reversal of an impairment loss was recognised i.r.o. a licence with a carrying amount of 
Rxxx. The reversal of the impairment loss is as a result of . . . (provide reason for reversal of 
impairment). The patent’s recoverable amount is its value in use, discounted at a rate of x% 
per year (previously x% per year). 
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    Example 16.10Example 16.10Example 16.10Example 16.10: Disclosure (continued): Disclosure (continued): Disclosure (continued): Disclosure (continued)    

3.3.3.3.    Profit before taxProfit before taxProfit before taxProfit before tax    
 Profit before tax is stated after taking the following into account: 

 20.20.20.20.13131313    20.20.20.20.12121212    
 RRRR    RRRR    
IncomeIncomeIncomeIncome     
Profit on sale of patents  xxx xxx 
Reversal of impairment loss on licences (included in “other 
income” line item)  xxx 

 
xxx 

  
ExpensesExpensesExpensesExpenses     
Amortisation (included in “other expenses” line item) xxx xxx 
Loss on sale of licences  xxx xxx 
Impairment loss on patents (included in “other expenses” 
line item)  

xxx xxx 

Research and development costs expensed xxx xxx 

 

    Example 16.1Example 16.1Example 16.1Example 16.11111: Comprehensive example : Comprehensive example : Comprehensive example : Comprehensive example     

Quatro Ltd is a company that holds several intangible assets as its main business. The 
following information in respect of these intangible assets is available on 
31 December 20.12: 
(a) Patents with a cost of R6 000 000 were purchased on 1 January 20.10. The expected 

useful life of the patents was established as 30 years on the date of acquisition. Patents 
are amortised on a straight-line basis over their useful lives, with residual values that 
are negligible. Residual values will not change during the useful lives of the assets. 

(b) Copyright of several publications was acquired on 1 July 20.12 for R9 800 000. Legal 
costs and other professional costs to complete the transaction amounted to R200 000. 
On 1 July 20.12, it was estimated that the copyright will have a useful life of 20 years 
and the assets were amortised over that period on a straight-line basis. Residual value 
is negligible and will not change during the useful life of the assets. 

The following additional information is available: 
1. On 1 January 20.12, it was established that the remaining useful life of the 

abovementioned patents was 16 years, while that of the copyrights did not change. 
 On 31 December 20.12, there was an indication of impairment because the estimated 

revenue that will be earned during the remaining period of the patent is significantly 
lower than was originally expected. The following information was collected: 

 – The market value of the patents, if sold, would be R4 000 000. Brokers indicated 
that a fee of 2,5% would be charged on such sales transactions. 

 – The value in use of the patent at 31 December 20.12 amounted to R4 675 473. 
2. Accept all amounts as material and round amounts to the nearest R1 000. 
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    Example 16.11Example 16.11Example 16.11Example 16.11: Comprehensive example (continued): Comprehensive example (continued): Comprehensive example (continued): Comprehensive example (continued)    

The financial standards of Quatro Ltd for the year ended 31 December 20.12, drafted in 
accordance with IFRS, will be as follows: 

Quatro LtdQuatro LtdQuatro LtdQuatro Ltd    
Statement of financial position as at 31 December 20.Statement of financial position as at 31 December 20.Statement of financial position as at 31 December 20.Statement of financial position as at 31 December 20.11112222 

AssetsAssetsAssetsAssets    R’000R’000R’000R’000  
NonNonNonNon----current assetscurrent assetscurrent assetscurrent assets        
Intangible assets 14 425  

Quatro LtdQuatro LtdQuatro LtdQuatro Ltd    
Notes for the year ended 31 December 20.Notes for the year ended 31 December 20.Notes for the year ended 31 December 20.Notes for the year ended 31 December 20.11112222    

1.1.1.1.    Accounting policiesAccounting policiesAccounting policiesAccounting policies    
1.11.11.11.1    Intangible assetsIntangible assetsIntangible assetsIntangible assets    
 Intangible assets are shown at cost less accumulated amortisation and impairment 

losses. The amortisation methods are as follows: 
 Patents – straight-line @ 6,67% per annum (useful lives may also be 

provided here – being 15 years) 
 Copyrights – straight-line @ 5% per annum (useful lives may also be 

provided here – being 20 years) 
2.2.2.2.    Intangible assetsIntangible assetsIntangible assetsIntangible assets    

 Other intangible assetsOther intangible assetsOther intangible assetsOther intangible assets      
 CopCopCopCopyyyyrightsrightsrightsrights  PaPaPaPattttentsentsentsents        TTTTooootaltaltaltal        
 R’000R’000R’000R’000      R’000R’000R’000R’000      R’000R’000R’000R’000        

Carrying amount Carrying amount Carrying amount Carrying amount as as as as at 31 December 20.11 at 31 December 20.11 at 31 December 20.11 at 31 December 20.11      – 5 600  5 600  
Cost  –  6 000 6 000  
Accumulated amortisation (1)  –  (400)  (400)  
Additions – purchased (2) 10 000   –  10 000  
Amortisation (3) and (4)  (250) (350)   (600)  
Impairment loss recognised in profit or loss (5)  – (575)   (575)  
Carrying amount Carrying amount Carrying amount Carrying amount as at as at as at as at 31 December 20.1231 December 20.1231 December 20.1231 December 20.12     9 750   4 675  14 425  
Cost 10 000   6 000 16 000  
Accumulated amortisation and impairment (6)  (250)  (1 325)  (1 575)  
      
Total useful life      
(1) 6 000 000/30 = R200 000 per annum × 2 years = R400 000 
(2) 9 800 000 + 200 000 = R10 000 000 
(3) 10 000 000/20 × 6/12 = R250 000
(4) 5 600 000/16* = R350 000 
(5) Refer to calculation 1 
(6) 400 000 + 350 000 + 575 000 = R1 325 000
* 15 years at the end of 20.12, thus 16 years at the beginning of 20.12, and therefore 

the remaining useful life to use when calculating the amortisation for 20.12. 



Intangible assets   471
  

    Example 16.11Example 16.11Example 16.11Example 16.11: Comprehensive example (continued): Comprehensive example (continued): Comprehensive example (continued): Comprehensive example (continued)    

3.3.3.3.    Profit before taxProfit before taxProfit before taxProfit before tax    
 Profit before tax is calculated after the following: 

ExpensesExpensesExpensesExpenses        NoteNoteNoteNote        RRRR        
Amortisation (250 000 + 350 000)
(included in other expenses) 600 000 
Change in estimate: The remaining useful life of the patents 
was revised as an amortisation expense of R150 000 in the 
current year and a decrease in amortisation expense of 
R150 000 in the future.  
Impairment loss on patents  4 575 000 

 The impairment loss arose because the estimated revenue that will be earned over the 
future use of the patent is significantly lower than was originally expected. The 
recoverable amount is based on value in use, and the discount rate is 20% per year. 

CalculatiCalculatiCalculatiCalculationsonsonsons    
1.1.1.1.    Testing for impairmentTesting for impairmentTesting for impairmentTesting for impairment    
 Fair value less costs of disposal 

 RRRR        
Market value 4 000 000  
Selling costs (4 000 000 × 2,5%) (100 000)  
 3 900 000  

Value in use – given in question 4 675 473  
Recoverable amount is the higher of R3 900 000 and 
R4 675 473, therefore R4 675 473. 

 

    Impairment lossImpairment lossImpairment lossImpairment loss  
 RRRR        
Carrying amount of patents at 31 December 20.12:  
Cost (given) 6 000 000  
Amortisation 20.10 (R6 000 000/30 yrs) (200 000)  
Amortisation 20.11 (200 000)  
Carrying amount on 31 December 20.11 5 600 000  
Amortisation 20.12 (5 600 000/16 yrs) (350 000)  
Carrying amount on 31 December 20.12 5 250 000  
Alternative: [(R6 000 000 × 28/30 – R350 000]  
Recoverable amount (4 675 473)  
Impairment  574 527  

Rounded amount  575 000  
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11111111    Short and sweeShort and sweeShort and sweeShort and sweet t t t     
 

 The objective of IAS 38 is to prescribe the recognition, measurement and disclosure 
of intangible assets: 
� Intangible assets are recognised when they meet the definition of an intangible asset as 

well as the recognition criteria as contained in the Conceptual Framework. 
� Intangible assets are initially measured at cost. 
� Cost includes all costs that can be allocated to the creation, manufacturing and preparation 

of the asset for its intended use. 
� Intangible assets are subsequently measured under either the revaluation model or the cost 

model. 
� The carrying amount is determined by subtracting amortisation and impairment losses from 

the historical cost or revalued amount. 
� Amortisation is calculated using one of the following methods: straight-line, reducing 

(diminishing) balance, sum of digits or production unit method. 
� Internally generated goodwill is not recognised as an asset. 
� Research costs are written off in the period incurred. 
� Development costs should be capitalised when they meet the specific recognition criteria as 

contained in the Standard, over and above the normal recognition criteria. 
� Intangible assets with finite useful lives should be amortised over their useful lives. 
� Intangible assets with indefinite useful lives are not amortised, but are tested for 

impairment annually. 
� The carrying amount of all intangible assets should be tested for impairment per IAS 36. 
� Intangible assets are derecognised when disposed of or withdrawn from use and no future 

economic benefits are expected from their disposal. 

 



 

473 

17 
Investment propertyInvestment propertyInvestment propertyInvestment property    

IAS 40IAS 40IAS 40IAS 40    
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1111    Evaluation criteria Evaluation criteria Evaluation criteria Evaluation criteria     

� Know and render the definitions.  
� Explain when land and buildings must be classified as investment property in terms of 

IAS 40.  
� Account for investment properties in accordance with the cost or fair value models. 
� Present and disclose investment properties in accordance with the cost or fair value 

models. 
Note: An interest in property held by a lessee under an operating lease and transfers will 
not be discussed in this chapter. 
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2222    Schematic representation of IASSchematic representation of IASSchematic representation of IASSchematic representation of IAS    40404040      

 
 

Completed

Start 

Is the property held for 
sale in the ordinary course 

of business? 
Use IAS 2, Inventories 

Use IAS 16, Property, 
plant and equipment 

(cost model or 
revaluation model) 

Is the property owner-
occupied? 

Defer recognition
Does the investment 
property meet the 

recognition  
requirements? 

Is the property being 
constructed or developed? 

Use IAS 40 cost model 
until fair value can be 

determined 

The property is an  
investment property 

Yes

Yes

Yes

No 

No 

No 

No 

Use IAS 16 (cost model) 
with disclosure from 
IAS 40, Investment 

property 

Measure the investment 
property initially at cost 
(use IAS 40, Investment 

property) 

Subsequently 
measure the investment 
property choosing either: 

IAS 40, Investment 
property 

Yes 

Cost model

Fair value 
model 



Investment property    475
 

3333    BackgroundBackgroundBackgroundBackground    

IAS 40 applies to investment property, including: 
� investment property held under a finance lease in the financial statements of a lessee; 

and 
� investment property leased out under an operating lease in the financial statements of a 

lessor. 
IAS 40 does not deal with matters covered in IAS 17 Leases, including: 
� classification of leases as finance leases or operating leases; 
� recognition of lease income earned on investment property; 
� measurement in a lessee’s financial statements of property held under an operating 

lease; 
� measurement in a lessor’s financial statements of property leased out under a finance 

lease; 
� accounting for sale and leaseback transactions; and 
� disclosure about finance leases and operating leases. 
IAS 40 also does not deal with: 
� forests and similar regenerative natural resources (biological assets); and 
� mineral rights, the exploration for and extraction of minerals, oil, natural gas and similar 

non-regenerative natural resources. 

4444    Nature of investment propertyNature of investment propertyNature of investment propertyNature of investment property    
 

Investment property is propertypropertypropertyproperty that is held: 
� to earn rentals; 
� for capital appreciation; or  
� both.  

“PropertyPropertyPropertyProperty” includes land and buildings, or part of a building, or both. Undeveloped land may 
also meet the definition of investment property. 

Investment property is therefore not property held for use in the production or supply of 
goods or services or for administrative purposes, nor is it property held for sale in the 
ordinary course of business. Owner-occupied property does not qualify as 
investment property. 

In practice, the classification of property into either owner-occupied property or 
investment property may be problematic. A property may, for example, be used for dual 
purposes, i.e. to earn rentals, and to serve as an administrative head office.  

 In order for a property to be classified as an investment property, it must generate 
cash flows that are largely independent of the other assets held by the entity. If the property 
is used for dual purposes, the issue to consider is whether these portions can be sold or 
leased separately under a finance lease agreement. If the answer is affirmative, the entity 
accounts for the portions separately as investment property and owner-occupied property.  
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The intention is that the asset must only be split into two classification categories if the 
portions of the asset can be sold or leased separately. If the property cannot be sold 
separately, it is only classified as an investment property if an insignificant portion is used 
for production or supply of goods or services or for administrative purposes, either by the 
owner or the lessee. What constitutes “an insignificant portion” is left to the discretion of 
management. 

IAS 40.14 notes that judgement is required to determine whether a property qualifies as 
investment property. It is suggested that entities must develop their own criteria to ensure 
that the exercise of judgement in classifying investment and owner-occupied properties is 
consistent. Where classification is particularly difficult, disclosure of the criteria is required. 

In some instances, the classification of property as either investment property or owner-
occupied property is further complicated in lease agreements by ancillary services that the 
lessor company may provide to the lessee or occupants. The significance of such ancillary 
services to the arrangement determines whether the property qualifies as an investment 
property or not. If the lessor provides security and maintenance services, for example, it 
may be insignificant to the lease arrangement as a whole, and the property would qualify as 
an investment property. If the services comprise a more significant component, such as 
where the company manages a hotel and provides extensive services to guests, the 
property qualifies as owner-occupied property. 

If a company in a group owns a property that is leased to or occupied by a parent or a 
subsidiary, the property may qualify as an investment property from the perspective of the 
reporting company. However, from the perspective of the group as a whole, the property 
will be owner-occupied. Appropriate consolidation journals will then be required to reflect 
the economic reality of the different reporting entities. 

IAS 40 provides a number of examples of investment property, namely: 

� land held for long-term capital appreciation; 

� land held for a currently undetermined future use; 

� a building let under operating leases; 

� a building that is vacant but is held with the intention of letting it under an operating 
lease; and 

� property that is being constructed or developed for future use as investment property. 

The following are examples of items that are not investment property: 

� property held for sale in the ordinary course of business or in the construction or 
development for such sale (IAS 2); 

� property being constructed or developed on behalf of third parties (IAS 11); 

� owner-occupied property, including property held for future use or held for future 
development and subsequent use as owner-occupied property; 

� property occupied by employees (regardless of whether the employees pay rent at 
market rates); 

� owner-occupied property awaiting disposal (IAS 16); and 

� property leased out to another entity in terms of a finance lease agreement. 
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5555    Recognition and initial measurementRecognition and initial measurementRecognition and initial measurementRecognition and initial measurement    

5.15.15.15.1    RecognitionRecognitionRecognitionRecognition    

 Investment property is recognised when the recognition criteria of the Conceptual 
Framework are met, i.e. when: 
� it is probable that future economic benefits will flow to the entity; and 
� the cost of the investment property can be measured reliably. 

It is usually the first criterion that may delay the recognition of the investment property, 
namely where the level of certainty regarding the flow of future benefits is too low to meet 
the “probable” requirement. The measurement is usually determined by means of a purchase 
agreement, or (if the property was constructed by the entity) by the record of accumulated 
costs. 

 Investment property under construction should be accounted for by applying IAS 40. 
This implies that investment property under construction should be measured using either 
the cost model or the fair value model (refer to section 6 below). 

If an entity cannot reliably determine the fair value of this investment property under 
construction, but expects to be able to determine the fair value reliably once construction is 
complete, it shall measure that property at cost until either its fair value becomes reliably 
determinable or construction is complete (whichever comes first). 

5.25.25.25.2 Initial measurementInitial measurementInitial measurementInitial measurement    

 On initial recognition, the investment property is measured at cost, including 
transaction costs. 

Cost comprises the purchase price and any directly attributable expenditure such as legal 
services, property transfer taxes and other transaction costs. Costs such as start-up costs, 
initial operating losses, wasted material or unproductive labour costs are not included in the 
cost of investment property. Start-up costs may only be capitalised if they are necessary to 
bring the property to its working condition in order to be operated in the manner intended by 
management. The cost of self-constructed investment property is the cost incurred by the 
company to the date the construction or development is substantially completed as intended by 
management.  

If payment for an investment property is deferred, its cost is the cash price equivalent. 
This is determined in exactly the same way as for property, plant and equipment (PPE). The 
difference between cost and the proceeds is recognised as interest over the period of credit. 

The initial measurement of investment properties acquired in terms of an exchange 
transaction is also exactly the same as that used for PPE. 
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    Example Example Example Example 17171717.1(a): Initial measurement of investment property.1(a): Initial measurement of investment property.1(a): Initial measurement of investment property.1(a): Initial measurement of investment property    

On 1 January 20.18 Beta Ltd acquired an investment property at R900 000. The full 
acquisition price was payable on 1 January 20.18, but as Beta Ltd was experiencing cash flow 
problems, the seller agreed that 50% of the amount be paid immediately and the remainder 
at 1 July 20.18, without charging any interest. This prolonged period exceeds normal credit 
terms. Beta Ltd also paid transfer taxes of R55 000, while unproductive labour costs 
amounted to R25 000. A discount rate of 12% per annum (before tax), compounded annually, 
is regarded as appropriate. 
The cost of the invecost of the invecost of the invecost of the investment propertystment propertystment propertystment property is as follows: RRRR     

 � Cost paid 1 January 20.18 (900 000 × 50%) 
 � Cash price equivalent (n = 1; i = 6; FV = 450 00; Comp PV) 
 � Transfer taxes 
 � Unproductive labour (excluded from cost of investment property) 

450 000
424 528

55 000
–

 

 929 528  
  

6666    Subsequent measurementSubsequent measurementSubsequent measurementSubsequent measurement    
 

 All All All All investment properties, subsequent to initial measurement, are measured using: 
� the cost model; or 
� the fair value model. 

A change from the cost model to the fair value model constitutes a change in accounting 
policy in terms of IAS 8 (see also the transitional provisions in IAS 40.80 to .82). IAS 40 
mentions, however, that it is unlikely that a change from the fair value model to the cost 
model will result in a more appropriate presentation of events (a specific requirement in 
IAS 8). Such a change in accounting policy is, in effect, discouraged, if not prohibited.  

6.16.16.16.1    Fair value modelFair value modelFair value modelFair value model        

 If an entity chooses to adopt the fair value model, allallallall of its investment property shall 
be valued at fair value. The gains and losses from changes in the fair value of the 
investment property are recognised in the profit or loss section of the statement of profit or 
loss and other comprehensive income, in the period in which they arise. 

Fair value is defined as the amount for which an asset could be exchanged between 
knowledgeable, willing parties in an arm’s-length transaction, and does not take transaction 
costs into account. This implies that fair value is the best price obtainable by a seller and 
the most advantageous price obtainable by a buyer, both of whom are informed about the 
nature and uses of the investment property as well as the state of the market at the end of 
the reporting period. The fair value of investment property is based on a hypothetical sale. 
The reference to an arm’s-length transaction implies that the parties to the transaction are 
unrelated, with each party acting independently. 

The fair value shall exclude special terms or circumstances such as special financing 
arrangements or concessions that may result in an increased or decreased market value. 
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The fair value shall reflect the actual market condition and circumstances as at the end of 
the reporting period, not at either a past or future date. 

Where an active market for similar property exists, this may be a reliable indicator of fair 
value, provided that the differences in the nature, condition and location of the property are 
considered and amended, where necessary. If a suitable current price in an active market is 
not available, the valuer/entity may consider the following valuation approaches: 
� Current prices in an active market for properties of a different nature, condition and 

location, adjusted to reflect differences. 
� Recent prices on less active markets, adjusted to reflect changes in economic conditions 

since the date of the transaction. 
� Discounted cash flow projections based on reliable estimates of future cash flows (based 

on existing lease and other contracts and (where possible) external evidence) and using 
a discount rate that reflects market assessments of the uncertainty in the amount and 
timing of cash flows. 

Although the above approaches may result in different fair values, a reliable estimate of the 
fair value can still be determined by studying the differences in fair value. If the differences 
are within a relatively narrow range, a fair value can usually be determined within an 
acceptable range. If there is great variability in the above fair values, it may not be 
appropriate to value the investment property at fair value when the fair value cannot be 
determined within an acceptable range. 

Fair value must not reflect: 
� additional value derived from the creation of a portfolio of properties in different 

locations; 
� synergies between investment property and other assets; 
� legal rights or restrictions specific to the owner; or 
� tax benefits or burdens specific to the owner, 
as these aspects form part of a value in use valuation, as defined in IAS 36. Fair value 
reflects factors that are relevant to market participants in general, while value in use reflects 
factors that may be specific to the entity. 

 In exceptional circumstances, where it is clear (when the property is first acquired) 
that the entity will not be able to determine the fair value of the investment property reliably 
on a continuing basis, the entity measures that investment property using the cost model in 
IAS 16 until its disposal date. The residual value of such an investment property is assumed 
to be nil. All other investment property (including investment property under construction) is 
measured at fair value. (IAS 40.53)  

IAS 40.78 requires extensive and separate disclosure of investment properties that cannot 
be valued at fair value due to exceptional circumstances. IAS 40 suggests that exceptional 
circumstances are only likely to arise when comparable market transactions are infrequent, 
and when alternative estimates of fair values, such as discounted cash flow projections, are 
not available.  
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 The exemption only applies to investment property when it is first acquired or is first 
classified as investment property. If a company has previously measured an investment 
property at fair value, it must be consistent and continue to measure such a property at fair 
value, even if the market becomes less active and market prices are not readily available. 

  

    Example Example Example Example 17171717.1(b): Construction of investment property.1(b): Construction of investment property.1(b): Construction of investment property.1(b): Construction of investment property    
On 1 July 20.18 Beta Ltd acquired land at a cost of R400 000, with the intention to build an 
office block on it at a total cost of R600 000. At year end (31 December 20.18) the 
construction of the office block was not completed. Construction costs incurred to date 
amounted to R450 000. On 31 December 20.18 the fair value of the investment property 
under construction (including land) amounted to R900 000. 
On 31 December 20.18 Beta Ltd recognises a fair value adjustment (gain) of R50 000 
(900 000 – (400 000 + 450 000)) in profit or loss in order to reflect the investment property 
under construction at its fair value. If the fair value of the investment property under 
construction could not be determined reliably at that date, no fair value adjustment would 
have been recognised and the property would have been reflected at its cost of R850 000 
(400 000 + 450 000). 

 

    Example Example Example Example 17171717.1.1.1.1(c)(c)(c)(c): Fair value model for mea: Fair value model for mea: Fair value model for mea: Fair value model for measuring investment propertysuring investment propertysuring investment propertysuring investment property        
Chelsea Ltd owns an office building that is let to Zoe Ltd under an operating lease 
agreement. As the building is used to generate rental income, it can be classified as an 
investment property in terms of IAS 40. 
Chelsea Ltd has adopted the fair value model as its accounting policy for measuring 
investment property. The building has a useful life of 40 years. 
The following fair values apply: RRRR     
On acquisition (1 January 20.17) cost 400 000  
31 December 20.17 600 000  
31 December 20.18 500 000  
On 1 January 20.17, Chelsea Ltd recognised the building at a cost of R400 000. 
On 31 December 20.17, Chelsea Ltd had to remeasure the building at fair value. The 
remeasurement is recognised in the profit or loss section of the statement of profit or loss and 
other comprehensive income. 

     DrDrDrDr    CrCrCrCr    
    31 December 20.1731 December 20.1731 December 20.1731 December 20.17    RRRR    RRRR      
 Investment property (SFP)(600 000 – 400 000) 200 000  
 Fair value adjustment (P/L)  200 000 
 Remeasurement of investment property at fair value   

No depreciation is provided on investment property measured at fair value.  
On 31 December 20.18, Chelsea Ltd once again remeasured investment property to fair 
value with the loss being recognised in the profit or loss section of the statement of profit or 
loss and other comprehensive income.  
 DrDrDrDr    CrCrCrCr    
31 December 20.1831 December 20.1831 December 20.1831 December 20.18    RRRR    RRRR      
Fair value adjustment (P/L) 
(500 000 – 600 000) 

 
100 000 

 

Investment property (SFP)  100 000 
 Remeasurement of investment property at fair value   
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6.26.26.26.2    Cost modelCost modelCost modelCost model    

 If the cost model is selected, all the investment property must be measured using the 
cost model in IAS 16 Property, plant and equipment. Investment property is therefore carried 
at cost less accumulated depreciation and impairment losses. 

If investment property is classified as held for sale, it is measured in terms of IFRS 5, and is 
outside the scope of this chapter. 

    Example Example Example Example 17171717.2.2.2.2(a)(a)(a)(a): Cost model for measuring investment property: Cost model for measuring investment property: Cost model for measuring investment property: Cost model for measuring investment property    
Shivas Ltd commenced erecting a building on 1 January 20.17. It is the intention of the 
entity to rent the building to third parties on completion. The following erection costs were 
incurred during the year ended 31 December 20.17:  

 RRRR     
Material 300 000  
Labour 200 000  
Other professional services 50 000  

Total cost 550 000  

Shivas Ltd adopted an accounting policy to measure investment property using the cost 
model. The useful life of the building is 55 years from date of completion. The property was 
completed on 30 June 20.17. It will therefore be depreciated from 1 July 20.17, since it was 
ready for its intended use on this date. On 31 December 20.17, the market value of the 
property is R800 000. 
The following journal entries are required for the year ended 31 December 20.17: 

  DrDrDrDr    CrCrCrCr     
 30 June 20.1730 June 20.1730 June 20.1730 June 20.17  RRRR    RRRR   
 Investment property (SFP) 550 000   
 Bank/liability (SFP)  550 000  
 Recognise investment property under construction at costs 

incurred to date of completion 
   

 31 December 20.1731 December 20.1731 December 20.1731 December 20.17       
 Depreciation (P/L) (550 000/55 × 6/12) 5 000   
 Accumulated depreciation (SFP)  5 000  
 Provide depreciation on investment property    
     
� Note that the investment property under construction was accounted for by applying the 

cost model because the entity adopted the cost model as its accounting policy for 
measuring investment property. Should the entity have adopted the fair value model, it 
would measure the investment property under construction at cost until the fair value 
becomes reliably determinable. 

6.36.36.36.3    Subsequent expenditureSubsequent expenditureSubsequent expenditureSubsequent expenditure    

 Subsequent expenditure incurred in relation to recognised investment property is only 
capitalised when it meets the requirements for subsequent recognition as contained in 
IAS 16.16 and IAS 40.16. 
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If subsequent expenditure does not meet these criteria, these expenses are recognised as 
repairs and maintenance in the profit or loss section of the statement of profit or loss and 
other comprehensive income. This treatment is similar to that followed for property, plant 
and equipment in IAS 16 – refer to chapter 3. Subsequent expenditure that is incurred to 
bring the asset to its working condition after purchase, such as the renovation of a building, 
is also capitalised, provided it meets the recognition criteria of the Framework. 

6.46.46.46.4    DerecognitionDerecognitionDerecognitionDerecognition    

 The derecognition (elimination from the statement of financial position) of investment 
property takes place on disposal of, or on entering into, a finance lease, or when the 
property is permanently withdrawn from use and no further economic benefits are expected 
at disposal. The difference between the net disposal proceeds and the carrying amount of 
the asset is recognised in the profit or loss section of the statement of profit or loss and 
other comprehensive income as a profit or a loss.  

 

    Example Example Example Example 17171717.2(b.2(b.2(b.2(b): Derecognition of investment property): Derecognition of investment property): Derecognition of investment property): Derecognition of investment property    
On 1 July 20.18 Beta Ltd acquired an investment property at R600 000. On 
31 December 20.18 (year end) the fair value of the investment property amounted to 
R700 000. On 2 January 20.19 the investment property was sold for R725 000. 
The following journal entries are required: 

  
1 July1 July1 July1 July    20.1820.1820.1820.18    

DrDrDrDr  
RRRR    

CrCrCrCr    
RRRR    

    

 Investment property (SFP) 600 000   
 Bank/liability (SFP)  600 000  
 Recognition of investment property    
 31 December 31 December 31 December 31 December 20.1820.1820.1820.18       
 Investment property (SFP) 100 000   
 Fair value adjustment (P/L)  100 000  
 Remeasurement of investment property at fair value    

 2 January 2 January 2 January 2 January 20.1920.1920.1920.19       
 Bank 725 000   
 Profit on sale of investment property (P/L)  25 000  
 Investment property  700 000  
 Derecognition of investment property    
    

7777    DisclosureDisclosureDisclosureDisclosure    

In terms of IAS 40.74 to .79, the following information on investment property shall be 
disclosed: 
� whether the entity applies the fair value or cost model; 
� criteria developed to distinguish investment property from other asset-classes when 

classification is difficult; 
� methods and significant assumptions used in determining the fair value of property and 

whether it is supported by market evidence or other factors; 
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� the extent to which fair value of investment property has been determined by an 
independent valuer with the necessary qualifications and recent experience and where 
no such valuation was done, a statement to that effect; 

� the existence and amounts of restrictions on the realisability of investment property or 
the remittance of income and proceeds of disposal; 

� material contractual obligations to purchase, construct or develop investment property or 
for repairs or enhancement to the property; and 

� investment property pledged as security for liabilities. 
In the profit or loss section of the statement of profit or loss and other comprehensive 
income, the following amounts must be disclosed: 
� rental income; 
� direct operating expenses applicable to investment property that generated rental 

income;  
� direct operating expenses applicable to investment property that did not generate rental 

income; and 
� the cumulative change in fair value that results when an investment property is sold 

from a portfolio where the cost model is used to a portfolio where the fair value model is 
used.  

Where an entity adopts the fair value model, a reconciliation of the carrying amount of 
investment property at the beginning and end of the period is required, showing the 
following: 
� additions resulting from acquisitions or from capitalised subsequent expenditure; 
� additions resulting from acquisitions through business combinations; 
� disposals and assets classified as held for sale in terms of IFRS 5; 
� net gains or losses from fair value adjustments; 
� the net exchange differences arising on the translation of foreign entities; 
� transfers to and from inventories and owner-occupied property; and 
� other movements. 

    Example Example Example Example 17171717.3:.3:.3:.3:        Disclosure of the fair value modelDisclosure of the fair value modelDisclosure of the fair value modelDisclosure of the fair value model    
Notes to the financial Notes to the financial Notes to the financial Notes to the financial statementsstatementsstatementsstatements    

1.1.1.1.    Accounting Accounting Accounting Accounting policypolicypolicypolicy    
Investment Investment Investment Investment propertiespropertiespropertiesproperties    
Investment properties are initially measured at cost, including transaction costs. The carrying 
amount includes the cost of replacing part of an existing investment property at the time 
that cost is incurred, if the recognition criteria are met, and excludes the costs of day-to-day 
servicing of an investment property. Subsequent to the initial recognition, investment 
properties are stated at fair value, which reflects market conditions at the end of the 
reporting period. Gains or losses arising from changes in the fair values of investment 
properties are included in the profit or loss section of the statement of profit or loss and 
other comprehensive income in the year in which they arise. 
Investment properties are derecognised when they have either been disposed of, or when 
the investment property is permanently withdrawn from use and no future economic benefit 
is expected from its disposal. Any gains or losses on the retirement or disposal of an 
investment property are recognised in the profit or loss section of the statement of profit or 
loss and other comprehensive income in the year of retirement or disposal. 

 



484   Introduction to IFRS – Chapter 17 
  

    ExampleExampleExampleExample    17171717.3:.3:.3:.3:        Disclosure of the fair value modelDisclosure of the fair value modelDisclosure of the fair value modelDisclosure of the fair value model    ((((continuedcontinuedcontinuedcontinued))))    
If the property occupied by the group as an owner-occupied property becomes an investment 
property, the group accounts for such property in accordance with the policy stated under 
property, plant and equipment up to the date of change in use. For a transfer from 
inventories to investment property, the difference between the fair value of the property on 
that date and its previous carrying amount is recognised in the profit or loss section of the 
statement of profit or loss and other comprehensive income.  
2222....    Investment propertyInvestment propertyInvestment propertyInvestment property    Land and buildingsLand and buildingsLand and buildingsLand and buildings     
    20.1520.1520.1520.15        20.1420.1420.1420.14     
    R’000R’000R’000R’000        R’000R’000R’000R’000     
Opening balance as at 1 January 7 983 7 091  
Additions 1 216 1 192  

–  acquisitions 500 542  
–  subsequent expenditure capitalised 716 650  
Net loss from a fair value adjustment (306) (300)  
Closing balance as at 31 December  8 893 7 983  

Investment properties are stated at fair value, which has been determined based on 
valuations performed by Qualified Surveyors & Co as at 31 December 20.15 and 
31 December 20.14 for the current and previous years respectively. Qualified Surveyors & Co 
is an industry specialist in valuing these types of investment properties. The fair value 
represents the amount at which the assets could be exchanged between a knowledgeable, 
willing buyer and a knowledgeable, willing seller in an arm’s-length transaction at the date of 
valuation, in accordance with international standards.  

If, in exceptional circumstances, the entity is unable to establish a reliable fair value for an 
investment property, a separate reconciliation of that investment property’s carrying amount 
shall be prepared, in addition to disclosing the following: 
� a description of the investment property; 
� an explanation why the fair value cannot be measured reliably; 
� if possible, the range of estimates of the fair value;  
� and on disposal of such investment property: 
 – the fact that the asset that was not carried at fair value was disposed of; 
 – the carrying amount at time of sale; and 
 – the gain or loss recognised. 
Where a company adopts the cost model, the following information similar to that required 
in IAS 16, shall be disclosed: 
� the depreciation methods; 
� the useful lives or depreciation rates; 
� the gross carrying amount and accumulated depreciation at the beginning and end of 

the period; 
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� a reconciliation of the carrying amount of investment property at the beginning and end 
of the period, showing: 

 – additions resulting from acquisitions and from capitalised subsequent expenditure; 
 – depreciation; 
 – the amount of impairment losses recognised or reversed; 
 – the net exchange differences arising from the translation of foreign entities; and 
 – other movements. 
Over and above the disclosures required for investment property purchased by an owner or 
held in terms of a finance lease, the following additional disclosures are required for a 
property interest held under an operating lease and classified as an investment property: 
� whether, and in what circumstances, property interests held under operating leases are 

classified and accounted for as investment property; 
� when a valuation obtained for investment property is adjusted significantly in order to 

avoid double counting of assets and liabilities already recognised separately, a 
reconciliation must be provided between the valuation obtained and the adjusted 
valuation included in the financial statements, showing separately the aggregate amount 
of any recognised lease obligation that has been added to the valuation obtained to 
arrive at the fair value of the asset, as well as any other significant adjustments. 

The disclosure requirements in IAS 17 regarding operating or finance leases must also be 
met. 

8888    Comprehensive exampleComprehensive exampleComprehensive exampleComprehensive example    
 

    Example Example Example Example 17171717.4:.4:.4:.4:        Comprehensive exampleComprehensive exampleComprehensive exampleComprehensive example    
An extract from the financial records of Alpha Candles Ltd, a company that manufactures 
candles, contains the following information: 
PropertyPropertyPropertyProperty RRRR 
1 Land: Stand 152 Garsfontein  500 000 
 Building thereon (acquired 1 January 20.15) 1 250 000 
 (The property is used to house the manufacturer’s operations and was 

immediately available for use as intended by management) 
 

2 Land: Stand 181 Hatfield 800 000 
 Buildings thereon (acquired 30 June 20.15 and immediately available for 

use as intended by management) 
 

2 100 000 
 Improvements to the building to extend rented floor capacity (completed 

on 31 December 20.15) 
 

400 000 
 Repairs and maintenance to investment property for the year 50 000 

 (The property is used as the company’s administrative head office (approximately 6% of the
floor space). The remainder of the building is leased out under operating leases. The company 
provides lessees with security services.) 
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        Example Example Example Example 17171717.4:.4:.4:.4:        CoCoCoComprehensive example (continued)mprehensive example (continued)mprehensive example (continued)mprehensive example (continued)    

The company values investment property using the fair value model. Owner-occupied 
property is valued at cost in terms of IAS 16, and the building is depreciated at 5% per 
annum on a straight-line basis. On 31 December 20.15, the financial year end of 
Alpha Candles Ltd, Mr Matchbox (a sworn appraiser) valued the two properties based on 
market evidence at the following fair values: 
Property Property Property Property 1111    
– Land 
– Buildings 

 
   R500 000 
R1 100 000 

Property Property Property Property 2222    
– Land 
– Buildings 

 
R1 000 000 
R2 600 000 

Properties 1 and 2 can only be sold as two complete units. Any decline in value in Property 1 
is attributable to the building and is deemed to be an impairment loss. Alpha Candles Ltd 
received rental for Property 2 amounting to R160 000. Assume all amounts are material. 
To account for the property in the financial statements of Alpha Candles Ltd for the year 
ended 31 December 20.15, the property must first be classified as either investment 
property or owner-occupied property. 
Property 1 is an owner-occupied property and is accounted for in terms of the cost model of 
IAS 16. The property is occupied by the owner to manufacture candles. 
Property 2 is classified as an investment property and is accounted for in terms of the fair 
value model in IAS 40. The motivation is that the portion occupied by Alpha Candles Ltd for 
administrative purposes is insignificant (6%), and the portions of the property cannot be sold 
separately. In addition, the majority of the property’s floor space is used to generate rental 
income and the security services rendered to lessees are insignificant.  

CalculationsCalculationsCalculationsCalculations    
Property 1Property 1Property 1Property 1    
    LandLandLandLand        BuilBuilBuilBuilddddingsingsingsings    
Cost 500 000  1 250 000 
Depreciation: (1 250 000 × 5%)   (62 500) 
   1 187 500  
Fair value 500 000  1 100 000 
Impairment loss attributable to the building –  87 500  

Property 2Property 2Property 2Property 2    
 Land and Land and Land and Land and 

builbuilbuilbuilddddingsingsingsings    
  

Cost (R800 000 land + R2 100 000 buildings) 2 900 000
Improvements to building 400 000

 2 500 000  
Fair value (R1 000 000 land + R2 600 000 buildings) 3 600 000

Increase in value recognised in profit or loss section of the statement of profit 
or loss and other comprehensive income  
(R200 000 land + R100 000 buildings) 300 000

 

 



Investment property    487
   

    Example Example Example Example 17171717.4:.4:.4:.4:        Comprehensive example (continued)Comprehensive example (continued)Comprehensive example (continued)Comprehensive example (continued)    
The accounting treatment and disclosure of the properties in the financial statements of 
Alpha Candles Ltd are as follows:    

Alpha Candles LtdAlpha Candles LtdAlpha Candles LtdAlpha Candles Ltd    
Statement of financial position as at 31 December Statement of financial position as at 31 December Statement of financial position as at 31 December Statement of financial position as at 31 December 20.1520.1520.1520.15    

AssetsAssetsAssetsAssets    NoteNoteNoteNote    RRRR      
NonNonNonNon----current assetscurrent assetscurrent assetscurrent assets            
Property, plant and equipment 3 1 600 000
Investment Property 4 3 600 000

Notes for the year ended 31 December Notes for the year ended 31 December Notes for the year ended 31 December Notes for the year ended 31 December 20.1520.1520.1520.15    
1111....    Accounting policiesAccounting policiesAccounting policiesAccounting policies    
1.11.11.11.1    Property plant and equipmentProperty plant and equipmentProperty plant and equipmentProperty plant and equipment    
 Buildings are shown at cost less accumulated depreciation. Land is shown at cost and is 

not depreciated. Buildings are depreciated at 5% per annum on a straight-line basis.  
1.21.21.21.2    Investment propertyInvestment propertyInvestment propertyInvestment property    
 Investment property is property held to earn rentals. Such property is stated at fair value.  
2222....    Profit before taxProfit before taxProfit before taxProfit before tax 

 The profit before tax includes the following: RRRR     
 IncomeIncomeIncomeIncome     
 Rent received for investment property 160 000  
 Surplus from fair value adjustment 300 000  
 ExpensesExpensesExpensesExpenses     
 Depreciation   62 500  
 Impairment loss on building (included in other expenses)  87 500  
 Direct operating expenses – investment property generating rental 

income 
 50 000  

 The following information about the impairment loss must also be disclosed in terms of 
IAS 36.130 to .131: 
� events and circumstances that led to recognition of loss; 
� amount of loss; 
� segment in which asset is reported; 
� whether recoverable amount is fair value less costs to sell or value in use; 
� if recoverable amount is fair value less costs to sell, the basis used to determine 

amount, and 
� if recoverable amount is value in use, discount rate used to calculate value in use 

amount. 

 

3333....    Property, plant and equipment Property, plant and equipment Property, plant and equipment Property, plant and equipment     LandLandLandLand        BuildingsBuildingsBuildingsBuildings        
        RRRR      RRRR      
 Carrying amount at beginning of year – –
 Cost –  –  
 Accumulated depreciation –  –  
 Movements for the year: 500 000  1 100 000  
 Additions 500 000  1 250 000  
 Depreciation –   (62 500)  
 Impairment loss –  (87 500)  
    
 Carrying amount at end of year 500 000  1 100 000  
 Cost 500 000  1 250 000  
 Accumulated depreciation and impairment losses – (150 000)  
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    Example 17.4:Example 17.4:Example 17.4:Example 17.4:        Comprehensive example (continued)Comprehensive example (continued)Comprehensive example (continued)Comprehensive example (continued)    
4.4.4.4.    Investment property Investment property Investment property Investment property             Land and Land and Land and Land and 

buildingsbuildingsbuildingsbuildings    
    

              RRRR        
 Carrying amount at beginning of year  –  
 Movements for the year:  3 600 000  
 Additions: cost on acquisition (2 100 + 800)   2 900 000  
 Additions: subsequent expenditure capitalised  400 000  
 Fair value adjustment   300 000  
     
 Carrying amount at end of year   3 600 000  

The fair value was determined by an independent sworn appraiser using current market 
values on 31 December 20.15. The appraiser holds a recognised and relevant professional 
qualification and has recent experience in the location and category of the investment 
property being valued. 

CommentCommentCommentComment: 
� The disclosure requirements of IAS 17 regarding operating leases must also be provided.

 

9999    Short and sweetShort and sweetShort and sweetShort and sweet    

 Investment property is: 
� Property (land and/or buildings or part of the buildings) that is held to earn rental income, 

property that is held for capital appreciation, or both. 
� Examples of investment property include: land held for long-term capital growth, or land 

where the decision about future use has not yet been taken.  
� Owner-occupied property, used as a factory for example, is not investment property. 
� Investment property is initially measured at cost including transaction costs. 
� Subsequent measurement is made using either the fair value model or the cost price model 

(refer to IAS 16). 
� Investment property is derecognised upon disposal of the asset or when the asset is 

withdrawn from use and no further benefits are expected from its future disposal. 
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1111    BackgroundBackgroundBackgroundBackground    

Global financial markets worldwide have in recent times changed dramatically and even now 
experience rapid change. A range of larger and more sophisticated financial instruments, 
used by all types of business entities, exists. The wide use of these instruments is facilitated 
by enhanced information technology.  

Banks and other financial institutions are no longer the sole participants in active trading 
of financial instruments. Businesses are forced more and more to compete in international 
market places, not only in respect of their primary operating activities, but also in terms of 
their capital financing, investment and risk management activities. Consequently, a large 
number of corporations are forming treasury divisions whose primary responsibility is the 
management of these activities. 

The successful management of financial risks in a global environment has become a highly 
dynamic activity, requiring careful and continuous monitoring. An entity can substantially 
change its financial risk profile virtually instantaneously, by entering into certain financial 
arrangements.  

The potential for large losses resulting from the use of financial instruments has been well 
demonstrated in the highly publicised financial disasters of some prominent organisations. 
These disasters have heightened public concern about accounting and disclosure, as well as 
management controls over financial instruments. 

Trading in financial instruments can broadly be divided in two categories, namely exchange 
trading, and over-the-counter (OTC) trading.  

Exchange trading refers to the trading of instruments that are listed on a formal 
exchange, such as the South African Futures Exchange (SAFEX). These instruments are 
usually standardised in respect of transaction values, maturity dates and other contracted 
terms.  

By contrast, transactions taking place in instruments that are not listed on an exchange 
are highly customised in accordance with the individual’s needs. These transactions are 
typically concluded with banks and are referred to as over-the-counter trading, or OTC 
trading. As there is no single institution guaranteeing the settlement of transactions in the 
over-counter-market, the credit risk of such transactions is significantly higher than in 
exchange-traded markets. 

2222    Accounting standardsAccounting standardsAccounting standardsAccounting standards    

2.12.12.12.1    Applicable Applicable Applicable Applicable aaaaccounting ccounting ccounting ccounting sssstandardstandardstandardstandards    
Three accounting standards govern the accounting treatment and disclosure in respect of 
financial instruments, namely IAS 32, IFRS 7 and IFRS 9. 
� IAS 32 addresses the classification of financial instruments as assets, liabilities or equity 

and the classification of the related interest, dividends, gains and losses (thus 
presentation).  

� IFRS 7 deals only with disclosures of financial instruments.  
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� IFRS 9 addresses the classification, measurement and impairment methodology of 
financial instruments. IFRS 9 also addresses hedge accounting but hedge accounting 
falls outside the scope of this chapter.  

2.22.22.22.2    Scope exclusionsScope exclusionsScope exclusionsScope exclusions    
All three standards should be applied by all entities to all financial instruments except for: 
� interests in subsidiaries, associates and jointly controlled entities that are consolidated or 

equity accounted;  
� rights and obligations under leases in terms of IAS 17, except with regard to: 
 – lease receivables (in the lessor’s financial statements) that are subject to impairment 

provisions of IFRS 9;  
 – lease payables and receivables that are subject to derecognition provisions of IFRS 9; 

and 
 – derivatives that are embedded in leases;* 
� employers’ rights and obligations under employee benefit plans in terms of IAS 19; and 
� equity instruments that are classified as shareholders’ equity by the issuer in terms of 

IAS 32.* 
* In the scope of IAS 32 and IFRS 7 but excluded from the scope of IFRS 9. 
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2.32.32.32.3    StructureStructureStructureStructure    of chapterof chapterof chapterof chapter    
Financial instruments are discussed in this chapter in the following sequence: 

FINANCIAL INSTRUMENTS 
 
IAS 32 

DEFINITIONS  
� Financial asset 
� Financial liability  
� Equity instrument  
� Financial instrument  
� Derivative instrument (IFRS 9 Appendix A) 

 
IFRS 9 

DEFINITIONS RELATED TO FINANCIAL INSTRUMENTS 
RECOGNITION 
� Initial recognition 
� Regular way contracts 

CLASSIFICATION 
Financial assets: 
� Financial asset measured at fair value through profit or loss 
� Financial asset measured at amortised cost 
� Financial asset measured at fair value through other comprehensive income 
Financial liabilities: 
� Amortised cost 
� Fair value through profit or loss 

MEASUREMENT 
� Initial measurement 
� Subsequent measurement (financial assets) 
 – Fair value through profit or loss 

• Mandatory 
• Designated 

 – Amortised cost 
 – Fair value through other comprehensive income  

• Mandatory: Investment in debt instruments 
• Designated: Investment in equity instruments 

� Subsequent measurement (financial liabilities) 
 – Amortised cost 
 – Fair value through profit or loss 

• Meet definition of held for trading 
� Designated 

IMPAIRMENT OF FINANCIAL ASSETS 

 
IAS 32 

DERECOGNITION 
PRESENTATION 
� Classification as financial assets, liabilities and equity 
� Related interest, dividends, gains and losses 
� Off-setting of financial assets and liabilities 

 
IFRS 7 

Disclosures 
� Statement of financial position 
� Income, expenses, gains or losses 
� Accounting policies 
� Impairment and credit risk 
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3333    Definitions related to the background of financial instrumentsDefinitions related to the background of financial instrumentsDefinitions related to the background of financial instrumentsDefinitions related to the background of financial instruments        

3.13.13.13.1    TerminologyTerminologyTerminologyTerminology    
An understanding of the following types of instruments and related terms is necessary 
before the definitions in the accounting standards are explored: 

Types of financial instruments: 

Bond/Debenture:  
A certificate of debt issued by the government or a company in order to raise funds. It 
carries a fixed rate of interest and is repayable with or without security at a specified future 
date (maturity date). Bonds can be listed. In South Africa listed bonds are traded on the 
Bond Exchange of South Africa (BESA). Visit BESA on www.bondexchange.co.za. 

Clearing house: 
A characteristic of most exchanges is the existence of a clearing house, which provides 
clearing and settlement facilities to participants in the market. All contracts on the exchange 
are guaranteed by the clearing house, resulting in a low risk of default (credit risk) on a 
transaction. Fees are levied from participants for each transaction cleared by the clearing 
house. 

Loan: 
A grant of the temporary use of a sum of money on condition that the principal amount will 
be repaid with interest. The issuer of the loan might require security. 

Ordinary share: 
A share that receives dividends after the dividends on preference shares are paid out. In the 
event of liquidation of the company, ordinary shareholders receive their claim on the assets 
after the preference shareholders have been paid. It also entitles the holder to vote at all 
meetings of members. Ordinary shares carry the highest risk of ownership but also have the 
potential for the highest return.  

Share/Equity:  
A proportionate claim against the capital and reserves (i.e. the net assets) of a company. It 
entitles the holder to receive dividends. The terms and conditions associated with the share 
are generally contained within the company's articles of association. In the past the holder 
received a physical paper share certificate that indicated the number of shares held. Today, 
electronic records of ownership are held. The term equity is also used to refer to shares as 
it means "ownership". Shares can be listed or unlisted instruments. In South Africa, listed 
shares are traded on the Johannesburg Stock Exchange (JSE Ltd.). Visit the JSE on 
www.jse.co.za. 

Preference share: 
A share that receives dividends before dividends on ordinary shares are paid out. In the 
event of liquidation of the company, preference shareholders receive their claim on the 
assets before the ordinary shareholders receive their share. There are many types of 
preference shares: cumulative, for which undeclared dividends for a particular year 
accumulate to the following year; non-cumulative, for which undeclared dividends are not 
accumulated and therefore lost; participating, which give the holder fixed dividends plus 
extra earnings based on certain conditions; convertible, which can be exchanged for a 
number of ordinary shares based on certain conditions; redeemable, for which the capital 

http://www.bondexchange.co.za
http://www.jse.co.za
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is repayable to the shareholder at a specified time; and non-redeemable, for which the 
capital is only repayable on liquidation (also referred to as a "perpetual preference share"). 

Related terms: 

Corporate actions: 
An event initiated by a public company that affects the instruments (equity or debt) issued 
by the company, for example, dividend declarations (shares), coupon payments (bonds), 
share splits, and mergers and acquisitions. Corporate actions are typically agreed upon by a 
company's board of directors and authorised by the shareholders. 

Cum dividend (or cum div)/ex dividend (ex div):  
When a share is said to be “cum dividend”, it means that it is offered for sale with an 
entitlement to the next dividend payment. Thus, if the shares are held on the last day to 
register (LDR) then the holder is entitled to receive a dividend, but if the shares are sold 
after the declaration date but before the LDR, the new holder will be entitled to the 
dividend. The new holder will acquire the shares cum div. After the LDR, the shares will be 
offered for sale “ex dividend” (or ex div). 

Cum interest/ex interest: 
A bond will trade “cum interest” if the trade settlement date occurs before the LDR and 
before the next coupon payment date (i.e. the buyer will receive the next coupon payment). 
It means that the all-in price paid by the buyer for the bond will equal the clean price plus 
the accrued interest between the previous coupon payment date and the trade settlement 
date. The purpose is to compensate the seller for the interest accrued before the trade 
settlement date that will be received by the buyer as part of the next coupon payment. A 
bond will trade “ex interest”, if the trade settlement date occurs after the LDR but before 
the next coupon payment date (i.e. the seller will receive the next coupon payment). It 
means that the all-in price paid by the buyer for the bond will equal the clean price minus 
the accrued interest between the trade settlement date and the next coupon payment date. 
The purpose is to compensate the buyer for the interest accrued after the trade settlement 
date that will be received by the seller as part of the next coupon payment.  

Dividends: 
A proportion of the profits of the company paid out to the shareholders. The amount to be 
distributed is determined by the board of directors and authorised by the shareholders. 

Holder: 
The party that holds an instrument. It would imply that the party either subscribed or 
purchased the instrument.  

Interest: 
The amount paid over and above the principal as compensation for the use of the sum of 
money over a period of time. It compensates for the decrease in the time value of money of 
the principal amount over the period the money is used, as well as the risk that the 
outstanding amount might not be repaid (credit risk). It is typically expressed as an annual 
percentage of the principal amount. There are two types of interest rates, not defined in 
IFRS, relevant to this chapter: coupon, the interest rate stipulated in an instrument (for 
example a bond) and can be either a fixed or a variable rate; and market, the interest rate 
that market participants require from an instrument given its remaining life and its risk. In 
an arms-length transaction, the coupon interest rate will equal the market interest rate 



Financial instruments   495
 

when the instrument is first issued. After that, the market interest rate might change as the 
view that market participants have of the instrument changes.  

Issuer/Writer: 
The party that gave or issued an instrument.  

Principal/capital/nominal/face value: 
The amount borrowed under a loan, bond or debenture, excluding interest. The principal 
amount of a bond is called its “face value”. 

Last date to register (LDR):  
The date on which the holder of a share or bond is designated to receive a dividend or a 
coupon payment. For bonds this date is also known as the “book-closed” date. Registration 
as the new owner in the register takes place on the settlement date of the trade 
transaction. 

3.3.3.3.2222    Financial assetFinancial assetFinancial assetFinancial asset    (IAS 32.11)(IAS 32.11)(IAS 32.11)(IAS 32.11)    
A financial asset is: 
� cash (for example a deposit at a bank); 
� any equity instrument of another entity (for example investment in shares of another 

entity); 
� a contractual right to receive cash (for example a receivable (debtor) and loans 

(receivables)) or another financial asset from another entity; or 
� a contract that will or may be settled in the entity’s own equity instruments, that fall 

outside the scope of this chapter.   
Physical assets such as inventories, and intangible assets such as patents, are not financial 
assets. Although these assets create opportunities to generate cash inflows (future economic 
benefits – refer to the Conceptual Framework for Financial Reporting), they do not give rise to 
a contractual right to receive cash or other financial assets. Using the same principle, prepaid 
expenses will clearly not be financial assets as they do not give rise to a contractual right to 
receive cash or other financial assets, but rather the benefits for which the advance payment 
was made. 

    Example Example Example Example 11118.1: Financial asset8.1: Financial asset8.1: Financial asset8.1: Financial asset    
Company A holds 100 000 ordinary shares in Company B. The investment represents equity 
instruments of another entity. Consequently, the investment in equity shares of Company B 
would be classified as a financial asset in the statement of financial position of Company A. 

3.3.3.3.3333    Financial liabilityFinancial liabilityFinancial liabilityFinancial liability    (IAS 32.11)(IAS 32.11)(IAS 32.11)(IAS 32.11)    
A financial liability is a contractual obligation to: 
� deliver cash (for example creditors and loans payable) or another financial asset (for 

example loan repayable in government stocks) to another entity; 
� exchange financial instruments with another entity under conditions that are potentially 

unfavourable; or 
� a contract that will or may be settled in the entity’s own equity instruments, which fall 

outside the scope of this chapter. 
Liabilities imposed by statutory requirements such as income taxes do not represent 
financial liabilities, since such liabilities are not contractual in nature. 
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    Example Example Example Example 11118.2: Financial liability8.2: Financial liability8.2: Financial liability8.2: Financial liability    
Company A borrowed R500 000 from Bank B. Interest is payable annually and the capital 
amount is repayable after two years. The loan represents a contractual obligation to pay 
cash (principal and interest) and will be classified as a financial liability in the statement of 
financial position of Company A. 

3.3.3.3.4444    Equity instrumentEquity instrumentEquity instrumentEquity instrument    (IAS 32.11)(IAS 32.11)(IAS 32.11)(IAS 32.11)    
An equity instrument is any contract that evidences a residual interest in the assets of an 
entity after deducting all of its liabilities (it is thus a residual interest in the net assets). Note 
that the contract in terms of which the reporting entity has to issue a fixed number of 
equity instruments in exchange for a fixed amount of cash is also an equity instrument. 

    Example Example Example Example 11118.3: Equity instrument8.3: Equity instrument8.3: Equity instrument8.3: Equity instrument    
An entity’s own equity instruments do not constitute a financial asset or liability – therefore 
an entity’s own ordinary share issued would be an equity instrument. 

3.3.3.3.5555    Financial instruFinancial instruFinancial instruFinancial instrumentmentmentment    (IAS 32.11)(IAS 32.11)(IAS 32.11)(IAS 32.11)    
A financial instrument is a contract that gives rise to both a financial asset of one entity and 
a financial liability or equity instrument of another entity. 

Primary instruments such as receivables, payables and equity, as well as derivative 
instruments such as futures, options and swaps are included in this definition.  

A contract is an agreement between two or more parties with clear economic results. The 
parties have limited discretion to avoid their contractual obligations and the contract is 
usually enforceable by law. 

    Example Example Example Example 11118.4: 8.4: 8.4: 8.4: Illustration oIllustration oIllustration oIllustration of the essence of a financial instrumentf the essence of a financial instrumentf the essence of a financial instrumentf the essence of a financial instrument    
The first first first first situation (financial asset and financial liability) is illustrated by using a debtor 
(receivable) which is an example of a contract that will give rise to a financial asset in the 
accounting records of one entity (seller), while giving rise to a financial liability (payable) in 
the accounting records of the other entity (purchaser). 
The secondsecondsecondsecond situation where a financial asset and a corresponding equity instrument are 
raised in terms of a contract is illustrated by a share investment where one entity takes up a 
share in the other by contributing cash, and the other issues an equity instrument. The share 
investment in the accounting records of the entity taking up the share is a financial asset, 
while the share issued by the entity receiving the cash represents an equity instrument. 

3.3.3.3.6666    Derivative instrumentDerivative instrumentDerivative instrumentDerivative instrument    (IFRS 9 (Appendix A))(IFRS 9 (Appendix A))(IFRS 9 (Appendix A))(IFRS 9 (Appendix A))    
A derivative is a financial instrument or other contract where all of the following 
characteristics are present: 
� Its value changes in response to the change in a specified underlying item, such as: 
 – a specified interest rate (for example interest rate swap);  
 – security price (for example equity option);  
 – financial instrument price (for example commodity future); 
 – foreign exchange rate (for example currency option); 
 – index of prices or rates (for example financial future);  
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 – a credit rating or credit index (for example credit derivative); or  
 – a similar variable, provided (in the case of a non-financial variable) that the variable is 

not specific to a party to the contract. 
� It requires no or little initial net investment (for example in the case of an option to 

buy a share, the initial premium is usually significantly less than the amount required to 
purchase the underlying asset (the share itself)). 

� It is settled at a future date. 
Derivative contracts may be settled on a gross physical basis or on a net basis. If it is the 
intention of the entity to settle a contract to buy or sell a non-financial underlying asset on a 
gross basis and the entity does not have a past practice of settlement on a net basis, it will 
fall outside the scope of IFRS 9 and will not be accounted for as a derivative financial 
instrument. However, if it is the intention of the entity to settle the contract on a net basis, 
the contract will fall inside the scope of IFRS 9 and will thus be accounted for as a derivative 
financial instrument. 

4444    Recognition of financial instrumentsRecognition of financial instrumentsRecognition of financial instrumentsRecognition of financial instruments    

4.14.14.14.1    Initial recognitionInitial recognitionInitial recognitionInitial recognition    

Recognition generally refers to when items would be accounted for in the financial records, 
therefore initial recognition specifically refers to the timing of the recognition of financial 
instruments. 

An entity recognises a financial asset or financial liability on its statement of financial 
position when, and only when, it becomes a party to the contractual provisions of the 
instrument.  

Contractual rights and obligations under most derivatives are therefore recognised on the 
statement of financial position when the entity becomes a party the contract. This differs 
from the normal rules in respect of recognition that require at least one of the parties 
involved to perform before recognition takes place. 

    Example Example Example Example 11118.8.8.8.5555: : : : InitialInitialInitialInitial    recognitiorecognitiorecognitiorecognitionnnn    
Company A signed a contract on 1 January 20.13 to order a quantity of raw material. The 
raw materials were delivered and risks and rewards transferred on 31 March 20.13. If the 
order contract is not accounted for as a derivative financial instrument, the transaction will 
be recognised on 31 March 20.13. If the order contract is accounted for as a derivative 
financial instrument, the transaction will be recognised on 1 January 20.13. 

4.24.24.24.2    ““““RegularRegularRegularRegular    waywaywayway””””    contracts: contracts: contracts: contracts: Trade date and settlement dateTrade date and settlement dateTrade date and settlement dateTrade date and settlement date    
A regular way purchase or sale is a purchase or sale of a financial asset under a contract 
whose terms require delivery of the asset within the timeframe generally established by 
regulation or convention in the marketplace concerned. 

Due to the period of time that would lapse in this type of transaction, there are two 
important dates relevant to regular way contracts. These dates are the trade date – the 
date on which the entity is committed to the purchase or sale of a financial asset, and the 
settlement date – the date on which the financial asset will be delivered to the entity. 

A regular way purchase or sale of financial assets should be recognised using either  
� trade date accounting: recognising the asset and liability on the date that the entity 

commits to the purchase or sale of the asset; or 
� settlement date accounting: recognising the asset and liability on the date that the 

asset is delivered to or by the entity. 
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There are thus two possible accounting policies when dealing with regular way contracts 
and an entity should select one of these. The following table illustrates the difference: 

 Trade dateTrade dateTrade dateTrade date    Settlement dateSettlement dateSettlement dateSettlement date    
PURCHASERPURCHASERPURCHASERPURCHASER    PURCHASERPURCHASERPURCHASERPURCHASER    
� Recognise asset on trade date � Only recognise asset at settlement 
� Recognise liability to pay on trade date � Change in the fair value of the asset 

between trade date and settlement date 

  – Recognise as for the underlying asset 
SELLERSELLERSELLERSELLER    SELLERSELLERSELLERSELLER    
� Derecognise asset on trade date � Derecognise asset on delivery 
� Recognise a receivable amount 

(debtor) on trade date 
� Then recognise gain or loss on disposal 

� Recognise gain or loss on disposal on 
trade date 

� Do not recognise the change in the fair 
value of the assets (rights have expired) 

Whichever method (accounting policy) is selected, it should be applied consistently for all 
purchases and sales of financial assets that belong to the same category of financial asset. 
For this purpose, assets that are mandatorily measured at fair value through profit or loss 
are seen as a separate category from assets designated as measured at fair value through 
profit or loss. 

5555    Measurement of financial Measurement of financial Measurement of financial Measurement of financial instrumentsinstrumentsinstrumentsinstruments    

5.15.15.15.1    DefinitionsDefinitionsDefinitionsDefinitions    relatrelatrelatrelatedededed    to measurementto measurementto measurementto measurement    

5.1.15.1.15.1.15.1.1    Fair valueFair valueFair valueFair value        (IFRS 13)(IFRS 13)(IFRS 13)(IFRS 13)        
Most of the financial instruments within the scope of IFRS 9 are initially measured at fair 
value. Fair value is defined in IFRS 13 as the price that would be received to sell an asset or 
paid to transfer a liability in an orderly transaction between market participants at the 
measurement date. It should be noted that IFRS 13 sets out the requirements for 
measuring the fair value of a financial asset or financial liability. 

The fair value of an instrument would generally be considered to be its quoted price, but 
a valuation technique, such as discounted cash flow, may be used to determine fair value if 
the market for the instrument is not active. 

Fair value is thus measured with reference to: 
� transaction price (being the fair value of the consideration given or received); or 
� quoted market price in an active market for an identical asset or liability; or 
� estimated discounted value of all future cash payments or receipts; or 
� recent prices of similar instruments where there is no active market. 
If there is a common valuation technique used by market participants where there is no 
active market and it has provided reliable estimates of market prices, this technique should 
be used. The calculation of fair value falls outside the scope of this chapter. 

5.1.25.1.25.1.25.1.2    Gross carrying amount of a financial asset (IFRS 9 Appendix A)Gross carrying amount of a financial asset (IFRS 9 Appendix A)Gross carrying amount of a financial asset (IFRS 9 Appendix A)Gross carrying amount of a financial asset (IFRS 9 Appendix A)    
The gross carrying amount of a financial asset is the amortised cost (see 5.1.3 below) of a 
financial asset before adjusting for any loss allowance (impairment allowance). 
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5.1.5.1.5.1.5.1.3333    Amortised costAmortised costAmortised costAmortised cost    ((((IFRS 9 Appendix AIFRS 9 Appendix AIFRS 9 Appendix AIFRS 9 Appendix A))))    
The amortised cost of a financial asset or liability is the amount at which the financial asset 
or liability is measured at initial recognition, 
� minus the principal repayments;  
� plus or minus the cumulative amortisation using the effective interest method of 

any difference between that initial amount and the maturity amount; and 
� minus any loss allowance (applicable to financial assets only). 
It is important to note from the above definition of amortised cost, that the amortised cost 
of a financial asset is a net carrying amount (gross carrying amount minus the loss 
allowance). 
The effective interest method mentioned in the previous paragraph is a method of 
calculating the amortised cost of a financial asset or liability, and of allocating the interest 
income or expense (actual interest, transaction costs, premium or discount spread over the 
term of the instrument) over the relevant period.  

The effective interest rate is the rate that exactly discounts estimated future cash 
payments or receipts through the expected life of the financial instrument, to the gross 
carrying amount of the financial asset or the net carrying amount of the financial liability.  

The calculation of effective interest includes the actual interest paid/received, all the fees 
and points paid or received between the parties to the contract that are an integral part of 
the effective interest rate, as well as transaction costs and all other premiums or discounts. 
The calculation of the effective interest does not include expected credit losses. 

The carrying amount calculated for an instrument using the effective interest rate will 
thus include amortised transaction costs, premiums and discounts, and the difference 
between interest earned and actually paid. 

The coupon rate of a financial asset or liability is the interest rate based on the nominal 
value of the instrument, and gives the actual cash interest that will be paid on the 
instrument. It differs from the effective interest rate because it does not take into account 
transaction costs or premiums and discounts. 

    Example 18.6: Effective interest rateExample 18.6: Effective interest rateExample 18.6: Effective interest rateExample 18.6: Effective interest rate    
Def Ltd issued a bond with a nominal value of R1 000 000 and a coupon rate of 10% 
(annually in arrears) on 1 January 20.13, when the market rate was also 10%. The bond will 
be redeemed at its nominal value on 31 December 20.15. The effective interest rate of this 
bond will be calculated as follows:    
n = 3; PV = –1 000 000; FV = 1 000 000; PMT = 1 000 000 × 10% = 100 000  

Compute i = 10% 
    

If transaction costs paid by Def Ltd amounted to R15 000, the effective interest rate will 
change as follows:    
n = 3; PV = –(1 000 000 – 15 000); FV = 1 000 000 ; PMT = 1 000 000 × 10% = 100 000  

Compute i = 10,61%    
If the transaction costs remained at R15 000, but the redemption takes place at a 5% 
premium above nominal value, the effective interest rate will change as follows:    
n = 3; PV = –(1 000 000 – 15 000); FV = 1 000 000 × 105%; PMT = 100 000   

Compute i = 12,11% 
If the transaction costs remained at R15 000, but the redemption takes place at a 5% 
discount of the nominal value, the effective interest rate will change as follows: 
n = 3; PV = –(1 000 000 – 15 000); FV = 1 000 000 × 95%; PMT = 100 000  

Compute i = 9,07% 
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    Example 18.7: Amortised cost Example 18.7: Amortised cost Example 18.7: Amortised cost Example 18.7: Amortised cost of a financial liability of a financial liability of a financial liability of a financial liability using the effective interest rate using the effective interest rate using the effective interest rate using the effective interest rate 
methodmethodmethodmethod    
Def Ltd issued a bond with a nominal value of R1 000 000 and with a coupon rate of 10% on 
1 January 20.13, when the market rate for similar bonds redeemable at a 5% premium was 
11,489%. The bond was issued at the fair value of R1 000 000. The bond will be redeemed on 
31 December 20.15 and the redemption takes place at 105% of the nominal value. The 
transaction costs paid by Def Ltd associated with the bond amount to R15 000. The bond will 
subsequently be measured at amortised cost.  The effective interest rate will be as follows:    
Proof of fair value of the bond:Proof of fair value of the bond:Proof of fair value of the bond:Proof of fair value of the bond:    
n = 3; i = 11,489%, FV = 1 050 000; PMT = 1 000 000 × 10% = 100 000  
PV = R1 000 000 (fair value)    
Calculation of effective interest rate:Calculation of effective interest rate:Calculation of effective interest rate:Calculation of effective interest rate:    
n = 3; PV = –(1 000 000 – 15 000); FV = 1 000 000 × 105%; PMT = 1 000 000 × 10% = 
100 000; compute i = 12,106% (rounded up slightly)    
Taking this into account, the amortised cost of the bond at 31 December 20.13, 2014 and 
20.15 will be the following, using journal entries (refer to section 5.3 to 5.5 for a detailed 
discussion of the measurement of financial instruments): 

  DrDrDrDr    
RRRR    

CrCrCrCr  
RRRR    

 

 1 January 20.1 January 20.1 January 20.1 January 20.13131313             
 Bank (SFP) 

Bond liability (SFP)  
1 000 000  

1 000 000 
 

 Initial recognition of bond at fair value    

 Bond liability (SFP) 
Bank (SFP) 

15 000  
15 000 

 

 Transaction costs associated with bond    
 31 December 20.31 December 20.31 December 20.31 December 20.13131313       
 Finance cost (P/L) (985 000 × 12,106%) 

Bond liability (SFP)  
Bank (SFP) (1 000 000 × 10%) 

119 244  
19 244 

100 000 

 

 Subsequent measurement at amortised cost    

CommentCommentCommentCommentssss:    
� At this stage, the effective interest rate (12,106%) is applied to the net proceeds of 

issuing the liability (R1 000 000 – R15 000) to determine finance charges. 
� The difference (R19 244) between the finance cost charged (R119 244) and the coupon 

interest paid (R100 000) serves to increase the liability at initial recognition (R985 000) 
to R1 004 244 at 31 December 20.13 – this is the amortised costamortised costamortised costamortised cost    of the liability at the 
end of 20.13. The eventual goal is to have an amortised cost liability of R1 050 000 at 
date of potential redemption or conversion on 31 December 20.15. 

  DrDrDrDr    
RRRR    

CrCrCrCr    
RRRR    

 

 31 December 20.31 December 20.31 December 20.31 December 20.14141414       
 Finance cost (P/L) (1 004 244 × 12,106%) 

Bond liability (SFP) 
Bank (SFP) (1 000 000 × 10%) 

121 574  
21 574 

100 000 

 

 Subsequent measurement at amortised cost    
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    Example Example Example Example 11118.8.8.8.7777: Amortised cost : Amortised cost : Amortised cost : Amortised cost of a financial liabilityof a financial liabilityof a financial liabilityof a financial liability    using the effective interest rate using the effective interest rate using the effective interest rate using the effective interest rate 
method (continued)method (continued)method (continued)method (continued)    
CommentCommentCommentComment:   

� The    amortised costamortised costamortised costamortised cost of the bond liability at 31 December 20.14 is:      
 RRRR     
Balance at 31 December 20.13 1 004 244  
Build-up of liability per above journal for 20.14 21 574  

Balance at 31 December 20.14 1 025 818  
      

     DrDrDrDr    CrCrCrCr     
  RRRR    RRRR     
 31 December 20.31 December 20.31 December 20.31 December 20.15151515        
 Finance cost (P/L) (1 025 818 × 12,106%) (rounded down) 

Bond liability (SFP) 
Bank (SFP) (1 000 000 × 10%) 

124 182  
24 182 

100 000 

 

 Subsequent measurement at amortised cost    

ComComComCommentmentmentment:    
� The eventual goal is to change the amortised cost of R985 000 to R1 050 000 over 

the term of the contract. 
 

� The amortised costamortised costamortised costamortised cost of the bond liability at 31 December 20.15 is:      
 RRRR     

Balance at 31 December 20.14 1 025 818  
Build-up of liability per above journal for 20.15 24 182  

Balance at 31 December 20.15 1 050 000  
 

 DrDrDrDr    CrCrCrCr     
  RRRR    RRRR     
 31 December 20.31 December 20.31 December 20.31 December 20.15151515        
 Bond liability (SFP) 

Bank (SFP) 
1 050 000  

1 050 000 
 

 Pay bond back to holders    
     

5.1.5.1.5.1.5.1.4444    Transaction Transaction Transaction Transaction costcostcostcosts (s (s (s (IFRS 9 Appendix AIFRS 9 Appendix AIFRS 9 Appendix AIFRS 9 Appendix A))))        
Transaction costs are the incremental costs directly attributable to the acquisition or 
disposal of a financial asset or liability. They constitute the cost that would not have been 
incurred if the entity had not acquired, issued or disposed of the financial instrument. 
Transaction costs include fees or commissions paid to agents (including employees acting as 
agents), advisers, brokers and dealers, as well as duties and transfer tax and levies by 
regulatory agencies and security exchanges. Transaction costs do not include debt 
premiums or discounts, financing costs or allocations of internal administrative or holding 
costs. 
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5.5.5.5.2222    Classification of Classification of Classification of Classification of financialfinancialfinancialfinancial    assets and financial liabilitiesassets and financial liabilitiesassets and financial liabilitiesassets and financial liabilities    
The following classification categories can be identified for financial instruments: 

Financial assets 

        

At fair value through 
profit or loss 

(section 5.2.1) 
 

At amortised cost (section 5.2.2) 

 

At fair value through 
other 

comprehensive 
income 

(section 5.2.3) 

 
Financial liabilities 

   
At amortised cost 

(section 5.2.4)  
At fair value through profit or loss 

(section 5.2.5) 

Since the classification of financial instruments has a direct impact on initial and subsequent 
measurement, classification is discussed in detail at this point. An entity should classify 
financial assets as subsequently measured at either amortised cost, fair value through 
profit or loss or at fair value through other comprehensive income on the basis of 
both: 
� the entity’s business model for managing the financial asset; and 
� the contractual cash flow characteristics of the financial asset. 
An entity should classify its financial liabilities as subsequently measured at amortised 
cost using the effective interest rate method, except for: 
� financial liabilities at fair value through profit or loss; 
� financial liabilities that arise when a transfer of a financial asset does not qualify for 

derecognition or when the continuing involvement approach applies; 
� financial guarantee contracts;  
� commitments to provide a loan at a below-market interest rate; and 
� contingent consideration recognised by an acquirer in a business combination (IFRS 3). 

5.5.5.5.2222.1.1.1.1    Financial assetFinancial assetFinancial assetFinancial assetssss    at fair value through profit or lossat fair value through profit or lossat fair value through profit or lossat fair value through profit or loss    
This category is the default category for purposes of classifying financial assets, unless the 
financial asset is part of a hedging relationship in which case the principles regarding hedge 
accounting would have to be applied.  
A financial asset will be classified into this category when it does not meet both the criteria 
mentioned under section 5.2.2 below.  

A financial asset at fair value through profit or loss is a financial asset that falls within the 
following sub-categories: 
� Mandatorily measured at fair value through profit or loss.  
 Items that meet the definition of held for trading would automatically fall into this sub-

category. A financial asset is classified as held for trading if it  
 – is acquired principally for the purpose of selling or repurchasing it in the near future; 
 – is part of a portfolio of identified financial instruments that are managed together and 

for which there is evidence of a recent, actual pattern of short-terms profit-taking; or 
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 – is a derivative (except for a derivative that is a designated and effective hedging 
instrument). 

Examples of held for trading financial assets: 
 – shares held for speculative purposes; and 
 – rights to the above-mentioned shares (if not a hedging instrument).  
� Designated as measured at fair value through profit or loss.  

Designating a financial asset into this category is allowed if it will eliminate or 
significantly reduce a measurement or recognition inconsistency (“accounting 
mismatch”) that would otherwise arise. Designation must take place at initial recognition 
and the designation is irrevocable. 

    Example 18.8: Example 18.8: Example 18.8: Example 18.8: Fair value thrFair value thrFair value thrFair value through profit or loss classificationough profit or loss classificationough profit or loss classificationough profit or loss classification    ––––    mandatorymandatorymandatorymandatory    
measurement (measurement (measurement (measurement (held for tradingheld for tradingheld for tradingheld for trading)))) 
This example provides examples of instruments classified as held for trading. 
Case ICase ICase ICase I – Speculative share investment 
Company A buys shares of a listed company intending to speculate with these shares. 
Company A will actively buy and sell these shares to realise short-term profits. 
Case IICase IICase IICase II – Portfolio held for speculation 
Company A owns a speculative share portfolio of five shares consisting of the following on 
31 December 20.13: 
NameNameNameName    Number of shares Number of shares Number of shares Number of shares 

heldheldheldheld    
Fair valueFair valueFair valueFair value    

RRRR    
Last date of sellingLast date of sellingLast date of sellingLast date of selling    

Hansa Ltd 
Lion Ltd 
Lager Ltd 
Skol Ltd  
SBA Ltd 

10 000 
20 000 
25 000 
15 000 
12 000 

100 000
180 000 
200 000 
170 000 
150 000 

1 March 20.13 
15 September 20.13 

Never 
10 June 20.13 

7 December 0.13 
All the shares, with the exception of shares in Lager Ltd, were traded during the year. 
Despite this fact, Lager Ltd can still be classified as at fair value through profit or loss, as it 
forms part of a speculative share portfolio. 
Case IIICase IIICase IIICase III – Derivative instrument 
Company A owns several call options. As long as these call options are not designated as 
hedging instruments, they will be classified as at fair value through profit or loss. 

5.5.5.5.2222....2222    Financial Financial Financial Financial assetsassetsassetsassets    at amortised costat amortised costat amortised costat amortised cost    
For a financial asset to be measured at amortised cost, both of the following conditions 
must be met: 
� the asset is held within a business model with the objective of collecting contractual cash 

flows; and 
� the contractual terms of the financial asset give rise on specific dates to cash flows 

that are solely payments of principal and interest on the principal amount 
outstanding. 

Should the above criteria not be met, the financial asset would default back to be measured 
at fair value. 
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    Example 18.9Example 18.9Example 18.9Example 18.9: : : : Financial asset at amortisedFinancial asset at amortisedFinancial asset at amortisedFinancial asset at amortised    costcostcostcost    
Excel Ltd purchased a bond with a nominal value of R1 000 000 and with a coupon rate of 
10% on 1 January 20.13, when the market rate for similar bonds redeemable at a 5% 
premium was 11,489%. The bond was purchased at the fair value of R1 000 000. The bond 
will be redeemed on 31 December 20.15 at a 5% premium on the nominal value. Excel Ltd 
holds the bond to collect contractual cash flows of principle and interest. 
Excel Ltd’s business model, in terms of which the bond is held, is achieved by collecting 
contractual cash flows of principle and interest. The bond is therefore classified as a financial 
asset subsequently measured at amortised cost.    

An entity should assess whether a financial instrument complies with the above-mentioned 
conditions based on the business model of the entity as determined by the key 
management personnel of the entity as defined in IAS 24. This condition is not for purposes 
of classification on an instrument-by-instrument basis and should rather be assessed at a 
higher level of aggregation of financial assets. It would therefore be possible for an entity to 
have more than one business model. It is further not necessary for an entity to hold all 
financial assets to maturity date for it to be classified into this category. 

5.5.5.5.2222....3333    Financial assetFinancial assetFinancial assetFinancial assetssss    at fair value through other comprehensive incomeat fair value through other comprehensive incomeat fair value through other comprehensive incomeat fair value through other comprehensive income    
A financial asset at fair value through other comprehensive income is a financial asset 

that falls within the following sub-categories: 
� Mandatorily measured at fair value through other comprehensive income.  

Financial assets that meet both of the following requirements should be classified as 
subsequently measured at fair value through other comprehensive income: 

- the asset is held within a business model with the objective of collecting contractual 
cash flows and selling the asset; and 

- the contractual terms of the financial asset give rise on specific dates to cash flows 
that are solely payments of principal and interest on the principal amount 
outstanding. 

����    Designated as measured at fair value through other comprehensive income. 
This category is only available for equity instruments that are not held for trading. An 
entity may, on initial recognition make an irrevocable election to present all fair value 
changes due to subsequent measurement on an equity instrument in other 
comprehensive income instead of in profit or loss. This classification is available on an 
instrument-by-instrument basis.  

    Example 18.Example 18.Example 18.Example 18.10101010: : : : Fair value through other comprehensive income Fair value through other comprehensive income Fair value through other comprehensive income Fair value through other comprehensive income ––––    mandatorymandatorymandatorymandatory    
measurementmeasurementmeasurementmeasurement    
Excel Ltd purchased a bond with a nominal value of R1 000 000 and with a coupon rate of 
10% on 1 January 20.13, when the market rate for similar bonds redeemable at a 5% 
premium was 11,489%. The bond was purchased at the fair value of R1 000 000. The bond 
will be redeemed on 31 December 20.15 at a 5% premium on the nominal value. Excel Ltd 
holds the bond to collect contractual cash flows and to sell the bond to re-invest in an 
investment with a higher return. Therefore both collecting contractual cash flows and selling 
the bonds are an integral part of achieving Excel Ltd’s business model. The bond is therefore 
classified as a financial asset subsequently measured at fair value through other 
comprehensive income. 
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5.5.5.5.2222....4444    FinancialFinancialFinancialFinancial    liabilitiesliabilitiesliabilitiesliabilities    at amortised costat amortised costat amortised costat amortised cost    
This category is the default category for purposes of classifying financial liabilities. There are 
a few exceptions and they are the following: 
� financial liabilities at fair value through profit or loss (held for trading or designated) 

(refer to section 5.2.5); 
� financial liabilities that arise when a transfer of a financial asset does not qualify for 

derecognition or when the continuing involvement approach applies; 
� financial guarantee contracts;  
� loan commitments to provide loans at below-market interest rates; and 
� contingent consideration recognised by an acquirer in a business combination (IFRS 3). 

5.5.5.5.2222....5555    FFFFinancialinancialinancialinancial    liabilitiesliabilitiesliabilitiesliabilities    at fair value through profit or lossat fair value through profit or lossat fair value through profit or lossat fair value through profit or loss    
A financial liability at fair value through profit or loss is a financial liability that falls within 
the following sub-categories: 
� When it meets the definition of held for trading. If the financial liability is part of a 

hedging relationship the principles regarding hedge accounting would have to be 
applied.  

� Upon initial recognition, the financial liability is designated by the entity as at fair value 
through profit or loss. Designating a financial liability into this category is allowed if it will 
result in more relevant information either by 

 – eliminating or significantly reducing a measurement or recognition inconsistency 
(“accounting mismatch”) that would otherwise arise; or 

 – A portfolio of financial liabilities is evaluated on a fair value basis in terms of the 
entity’s documented risk management or investment strategy. 

Designation must take place at initial recognition and the designation is irrevocable. 

5.5.5.5.3333    InitialInitialInitialInitial    measurement of financial assets and liabilitiesmeasurement of financial assets and liabilitiesmeasurement of financial assets and liabilitiesmeasurement of financial assets and liabilities    

At initial recognition of a financial asset or financial liability, an entity should measure it at 
its fair value. This fair value is generally the consideration given or received, i.e. the 
transaction price.  

Transaction costs directly attributable to the acquisition or issue of the financial asset 
should be added to, or, in the case of a liability, should be deducted from the fair value 
described above. In the case of financial assets or liabilities at fair value through profit or 
loss, transaction costs are expensed. 

In summary, transactions costs are accounted for as follows: 

Category of financial instrument Initial measurement 

Financial assets/liabilities at fair value through 
profit or loss 

At fair value, but excluding transaction costs 

Financial assets at fair value through other 
comprehensive income (equity instruments) 

At fair value + transaction costs 

Financial assets at fair value through other 
comprehensive income (debt instruments) 

At fair value + transaction costs 

Financial assets at amortised cost  At fair value + transaction costs 

Financial liabilities at amortised cost At fair value – transaction costs 
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5.5.5.5.4444    Subsequent measurement of financial assetsSubsequent measurement of financial assetsSubsequent measurement of financial assetsSubsequent measurement of financial assets    
As already indicated, IFRS 9 defines three categories of financial assets, namely  
� financial assets at fair value through profit or loss; 
� financial assets at amortised cost; and 
� financial assets at fair value through other comprehensive income. 
The above classifications are extremely important, as they determine the methods applied 
at subsequent measurement of financial assets as well as the applicable accounting 
treatment.  

5.5.5.5.4444.1.1.1.1    Financial assets at fair vFinancial assets at fair vFinancial assets at fair vFinancial assets at fair value through profit or loss alue through profit or loss alue through profit or loss alue through profit or loss     
For financial assets held as at fair value through profit or loss, all gains or losses (realised 
and unrealised) calculated on the subsequent measurement of these instruments are 
recorded directly in profit or loss.  
 

    ExampleExampleExampleExample    11118.8.8.8.11111111: Initial and subsequent measurement of financial assets classified as : Initial and subsequent measurement of financial assets classified as : Initial and subsequent measurement of financial assets classified as : Initial and subsequent measurement of financial assets classified as 
at fair value through profit or lossat fair value through profit or lossat fair value through profit or lossat fair value through profit or loss    
An financial asset classified as at fair value through profit or loss is acquired for R1 000, 
while a purchase commission of R25 is paid in respect of this transaction. Initially, the 
financial asset is recorded at R1 000 and the R25 commission is expensed immediately, 
since this is the prescribed treatment for this type of financial asset in terms of IFRS 9. At 
the next reporting date, the quoted market price of the asset is R1 200. The asset will then 
be restated to the value of R1 200 which will result in a fair value adjustment of R200 
recognised in profit or loss. If this asset was then sold at fair value and a commission of R30 
was paid, the re-measured asset would be sold with no resultant profit or loss and the R30 
would immediately be recognised in profit or loss as an expense.  

5.4.25.4.25.4.25.4.2        Financial assets at amortised cost Financial assets at amortised cost Financial assets at amortised cost Financial assets at amortised cost     
For those financial assets carried at amortised cost, a gain or loss is recognised in profit or 
loss when the financial asset is derecognised or impaired, as well as through the 
amortisation process. 

Examples of a financial asset at amortised cost include a debt security with a variable 
interest rate (payments are determinable). 

Most equity securities cannot be financial assets at amortised cost, either because they 
have an indefinite life (such as ordinary shares), or because the amounts the holder may 
receive can vary in a manner that is not predetermined (such as share options, warrants 
and rights) and therefore the cash flows associated with the instrument does not represent 
principal and interest repayments. 

    Example Example Example Example 18.1218.1218.1218.12: Financial assets at amortised cost: Financial assets at amortised cost: Financial assets at amortised cost: Financial assets at amortised cost    
On 2 January 20.13, a company bought R1 million par value Municipal 8% bonds for 
R924 184 (when the market interest rate was 10%). The related transaction cost paid by the 
company was R10 000 (assume this is reasonable). The bonds mature at nominal value on 
1 January 20.18, and interest is paid annually in arrears. On 31 December 20.13, the bonds 
had a fair value of R951 933, implying that the market rate was 9,5%. The bonds were 
classified as financial assets measured at amortised cost. Assume that credit losses 
(impairment losses) were not expected at any stage. 
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    Example Example Example Example 18.1218.1218.1218.12: Financial assets at amortised cost: Financial assets at amortised cost: Financial assets at amortised cost: Financial assets at amortised cost    
Proof of fair value at initial recognition on 2 January 20.Proof of fair value at initial recognition on 2 January 20.Proof of fair value at initial recognition on 2 January 20.Proof of fair value at initial recognition on 2 January 20.13131313::::    
Financial calculator: FV = R1 000 000; i =10; n = 5; PMT = 80 000 (8% × R1 000 000)
Fair value = R924 184 
(This is the fair value quoted on the bond exchange based on the interest rate differential 
between market rate and coupon rate). 
Effective interest rate calculation:Effective interest rate calculation:Effective interest rate calculation:Effective interest rate calculation:    
Financial calculator: PV = – 924 184 + 10 000 trans. costs; FV = 1 000 000; n = 5;  
 PMT = 80 000 
 Compute i = 9,724% 
Subsequent measurement at amortised cost on 31 December 20.Subsequent measurement at amortised cost on 31 December 20.Subsequent measurement at amortised cost on 31 December 20.Subsequent measurement at amortised cost on 31 December 20.13131313    (year end): (year end): (year end): (year end):     
Financial calculator: FV = R1 000 000; i = 9,724% n = 4; PMT = 80 000 
(8% × R1 million) 
Amortised cost = R945 024: R934 184 cost + R90 840 effective interest – R80 000 
coupon interest. 
The journals to account for the initial recognition and recognise the eventual amortised 
carrying amount: 
 DrDrDrDr  CrCrCrCr    
1 January 20.1 January 20.1 January 20.1 January 20.13131313    RRRR  RRRR    
Bonds (SFP) (fair value) 934 184  

Bank (SFP) (price paid for bonds) 
Bank (SFP) (transaction costs) 

 924 184
10 000 

 Purchase of bonds  

        31 December 20.31 December 20.31 December 20.31 December 20.13131313       
Bank (SFP) 80 000 
Bonds (SFP) 10 840 

Finance income (P/L) (934 184 × 9,724%)  90 840
  Subsequent measurement at amortised cost   
   

Modification of cash flowsModification of cash flowsModification of cash flowsModification of cash flows    
When the contractual cash flows of a financial asset measured at amortised cost are 
renegotiated or modified and it does not result in the derecognition of the asset, an entity 
has to recalculate a new gross carrying amount for the financial asset. The new gross 
carrying amount is calculated as the present value of the modified contractual cash flows 
discounted at the financial asset’s original effective interest rate. The gross carrying amount 
of the financial asset before modification is then restated to the new gross carrying amount 
and a modification gain or loss is recognised in profit or loss. 

5.4.35.4.35.4.35.4.3    Financial assets at Financial assets at Financial assets at Financial assets at fair value through other comprehensive incomefair value through other comprehensive incomefair value through other comprehensive incomefair value through other comprehensive income        
A financial asset is considered to be measured at fair value through other comprehensive 
income when: 
� The financial asset (debt instrument) is held within a business model with the objective 

of collecting contractual cash flows and selling the financial asset; or 
� An entity has made an irrevocable election on initial recognition to classify an investment 

in equity instruments into this category.  
All financial assets classified as at fair value through other comprehensive income are 
carried at fair value subsequent to initial recognition.  

5.5.5.5.4.4.4.4.3333.1.1.1.1    Fair value adjustments on Fair value adjustments on Fair value adjustments on Fair value adjustments on investments in debt instrumentsinvestments in debt instrumentsinvestments in debt instrumentsinvestments in debt instruments    
An investment in debt instruments classified at subsequently measured at fair value through 
other comprehensive income, is measured at fair value on the statement of financial 
position.  
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The gain or loss arising from changes in the fair value of the investment in debt 
instruments, which is not attributable to interest, impairment losses and foreign exchange 
losses, are recognised in equity via other comprehensive income in the statement of profit 
or loss and other comprehensive income.  
The gain or loss arising from changes in the fair value of the investment in debt 
instrument, which is attributable to interest, impairment losses and foreign exchange 
losses, are recognised in profit or loss. The amounts recognised in profit or loss should be 
the same as the amounts that would have been recognised in profit or loss if the investment 
in debt instruments were measured at amortised cost. 

The cumulative fair value gain or loss previously recognised in equity via other 
comprehensive income is reclassified to profit or loss when the financial asset is 
derecognised. 

    Example 18.13Example 18.13Example 18.13Example 18.13: Financial assets at : Financial assets at : Financial assets at : Financial assets at fair value through other comprehensive incomefair value through other comprehensive incomefair value through other comprehensive incomefair value through other comprehensive income    
(debt instruments)(debt instruments)(debt instruments)(debt instruments)    
On 2 January 20.13, a company bought R1 million nominal value Municipal 8% bonds at 
fair value for R924 184 (when the market interest rate was 10%). The related transaction 
cost was R10 000 (assume this is reasonable). The bonds mature at nominal value on  
1 January 20.18, and interest is paid annually in arrears. On 31 December 20.13, the 
bonds had a fair value of R951 933. On 1 January 20.14 the bonds were sold at a fair value 
of R951 933. The bonds were classified as financial assets measured at fair value through 
other comprehensive income. Assume that credit losses (impairment losses) were not 
expected at any stage. 
Effective interest rate calculation:Effective interest rate calculation:Effective interest rate calculation:Effective interest rate calculation:    
Financial calculator: PV = – 924 184 + 10 000 trans. costs; FV = 1 000 000; n = 5;  
 PMT = 80 000 
 Compute i = 9,724% 
Subsequent measurement Subsequent measurement Subsequent measurement Subsequent measurement on 31 December 20.on 31 December 20.on 31 December 20.on 31 December 20.13131313    (year end): (year end): (year end): (year end):     

    Effective interest: 934 184 × 9,724% = 90 840 
Carrying amount at 31 December 20.13 beforebeforebeforebefore fair value adjustment:  
R934 184 cost + R90 840 effective interest – R80 000 coupon interest = R945 024. 
Fair value of bonds at 31 December 20.13: R951 933 (given) 
Fair value gain (OCI) not attributable to interest: R951 933 – R945 024 = R6 909 
The journals to account for the initial recognition and the subsequent measurement of the 
bonds are as follows: 
 DrDrDrDr    CrCrCrCr  
1 January 20.1 January 20.1 January 20.1 January 20.13131313    RRRR    RRRR  
Bonds (SFP) (fair value including transaction costs) 934 184  

Bank (SFP) (price paid for bonds) 
Bank (SFP) (transaction costs) 

 924 184 
10 000 

 Purchase of bonds    

        31 December 20.31 December 20.31 December 20.31 December 20.13131313       
Bank (SFP) 80 000  
Bonds (SFP) 10 840  

Finance income (P/L) (934 184 × 9,724%)  90 840 
  Subsequent measurement at amortised cost   
 Bonds (SFP) 6 909  
 Mark-to-market reserve on debt instruments (OCI) 6 909  
 Investment in bonds remeasured to fair value  
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    Example 18.13Example 18.13Example 18.13Example 18.13: Financial assets at : Financial assets at : Financial assets at : Financial assets at fair value through other comprehensive income fair value through other comprehensive income fair value through other comprehensive income fair value through other comprehensive income 
(debt instruments)(debt instruments)(debt instruments)(debt instruments)    ((((continucontinucontinucontinuedededed))))    

 1 January 20.141 January 20.141 January 20.141 January 20.14       
 Bank (SFP) 951 933   
 Bonds (SFP)  951 933  
 Sell investment for cash    
 Mark-to-market reserve on debt instruments (OCI) 6 909   
 Gain on investment in bonds (P/L)  6 909  
 Reclassify other comprehensive income to profit or loss    
 

Comment:Comment:Comment:Comment: 
   

 � The calculation and recognition of the effective interest (income) in profit or loss are 
identical to those for financial assets measured at amortised cost. 

� The carrying amount of the bonds at year-end are however not measured at amortised 
cost but at fair value. 

� The balance (or appropriate portion) of the mark-to-market reserve on debt 
instruments is reclassified to profit or loss upon disposal. 

 

 

5.5.5.5.4.34.34.34.3.2.2.2.2    Fair value adjustments on investments in equity instrumentsFair value adjustments on investments in equity instrumentsFair value adjustments on investments in equity instrumentsFair value adjustments on investments in equity instruments    
A gain or loss arising subsequent to initial recognition from a change in the fair value of a 
financial asset categorised as at fair value through other comprehensive income (equity 
instruments) will be taken to equity via other comprehensive income in the statement of 
profit or loss and other comprehensive income.  

The cumulative gain or loss previously recognised in equity via other comprehensive 
income is never subsequently recycled (reclassified) to profit or loss. The entity may, 
however, transfer the cumulative gain or loss directly within equity. This transfer would 
usually occur upon derecognition of the financial instrument. Dividends received from this 
investment shall be recognised in profit or loss when the entity’s right to receive payment of 
the dividend is established. 

    Example 18.1Example 18.1Example 18.1Example 18.14444: Financial assets at fair value through other comprehensive income : Financial assets at fair value through other comprehensive income : Financial assets at fair value through other comprehensive income : Financial assets at fair value through other comprehensive income 
(equity instruments)(equity instruments)(equity instruments)(equity instruments)    
Company A acquired 10 000 ordinary shares in a listed company on 1 November 20.13. The 
shares are not held for speculative purposes, but were acquired with a long-term view. The 
directors of the company irrevocably elected at initial recognition to classify this investment 
as at fair value through other comprehensive income. The shares were purchased at R3,00 
per share. Transaction costs amounted to R1 500 and were paid by the purchaser. The 
market value of the shares at year end (31 December 20.13) is R5,50 per share. These 
shares are sold on 2 January 20.14 at the fair value of R5,60 per share for cash. It is the 
accounting policy of the company to transfer the cumulative balance on the mark-to-market 
reserve to retained earnings when the asset or part of the asset is derecognised. 
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    Example 18.1Example 18.1Example 18.1Example 18.14444: Financial assets at fair value through other comprehensive income : Financial assets at fair value through other comprehensive income : Financial assets at fair value through other comprehensive income : Financial assets at fair value through other comprehensive income 
(equity instruments)(equity instruments)(equity instruments)(equity instruments)    ((((continuedcontinuedcontinuedcontinued))))    

  DrDrDrDr    CrCrCrCr      
 1 November 20.131 November 20.131 November 20.131 November 20.13    RRRR    RRRR        
 Investment in shares (SFP) [(10 000 × 3,00) + 1 500] 31 500  
 Bank (SFP) 31 500  
 Purchase of investment  

 31 December 20.1331 December 20.1331 December 20.1331 December 20.13     
 Investment in shares (SFP) [(10 000 × 5,50) – 31 500] 23 500  
 Mark-to-market reserve on equity instruments (OCI) 23 500  
 Investment remeasured to fair value in other comprehensive income  

 2 January 20.132 January 20.132 January 20.132 January 20.13     
 Investment in shares (SFP) [(10 000 × 5,60 – 55 000] 1 000  
 Mark-to-market reserve on equity instruments (OCI) 1 000  
 Re-measure investment on date of derecognition to fair value  
 Bank (SFP) 56 000  
 Investment in shares (SFP) 56 000  
 Sell share investment for cash  

 Mark-to-market reserve on equity instruments (Equity) 24 500  
 Retained earnings (Equity) 24 500  
 Transfer the accumulated profit in the mark-to-market reserve directly 

to retained earnings 
 

 CommentCommentCommentComment:      
� The balance (or appropriate portion) of the mark-to-market reserve on equity instruments 

is transferred to retained earnings upon disposal. This is done in equity in the statement 
of changes in equity. 

 

5.5.5.5.4.4.4.4.4444    FFFFinancial inancial inancial inancial assetsassetsassetsassets    that do not have a quoted price in an active marketthat do not have a quoted price in an active marketthat do not have a quoted price in an active marketthat do not have a quoted price in an active market    
IFRS 9 does acknowledge that cost may, in limited circumstances for equity instruments 
that do not have a quoted price in an active market, be an appropriate estimate of fair 
value. IFRS 9 provides indicators of when cost may not be representative of fair value. 

5.5.5.5.5555    Subsequent Subsequent Subsequent Subsequent measurementmeasurementmeasurementmeasurement    of financial liabilitiesof financial liabilitiesof financial liabilitiesof financial liabilities    
After initial recognition, an entity should measure all financial liabilities, other than liabilities 
at fair value through profit or loss and derivatives that are liabilities, at amortised cost. 

5.5.5.5.5555....1111    FinancialFinancialFinancialFinancial    liabilities at amortised costliabilities at amortised costliabilities at amortised costliabilities at amortised cost    
For those financial liabilities measured at amortised cost, a gain or loss is recognised in 
profit or loss when the financial liability is derecognised as well as through the amortisation 
process. 

5.5.5.5.5555....2222    Financial liabilities at fair value through profit or lossFinancial liabilities at fair value through profit or lossFinancial liabilities at fair value through profit or lossFinancial liabilities at fair value through profit or loss    
For financial liabilities held as at fair value through profit or loss, all gains or losses (realised 
and unrealised) calculated on the subsequent measurement of these instruments are 
recorded directly in profit or loss. 

For financial liabilities designated into the category as at fair value through profit or 
loss, the subsequent changes in fair value must be separated between those changes that 
are due to changes in credit risk of the issuer and other changes. Changes due to credit risk 
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of the issuer must be recognised in other comprehensive income and accumulate in equity. 
All other changes must be recognised in profit or loss. Separation is, however, not required 
if the separation would create or enlarge an accounting mismatch in profit or loss or if the 
financial liability is a loan commitment or a financial guarantee contract. Under these 
circumstances all changes in fair value must be recognised in profit or loss. 

5.65.65.65.6    ImpairmentImpairmentImpairmentImpairment    of financial assetsof financial assetsof financial assetsof financial assets    
IFRS 9 requires that a loss allowance for expected credit losses be recognised for the 
following financial assets: 
� financial assets measured at amortised cost; 
� investment in debt instruments measured at fair value through other comprehensive 

income; 
� lease receivables (IAS 17); 
� contract assets (IFRS 15); and 
� loan commitments and financial guarantee contracts. 

5.6.15.6.15.6.15.6.1    Credit lossesCredit lossesCredit lossesCredit losses    
IFRS 9’s requirements for the recognition of a loss allowance is based on expected credit 
losses and not on incurred credit losses. The expected credit loss model is therefore 
forward looking and it is not necessary for a credit event to have occurred before credit 
losses are recognised.  

A credit loss is the cash short fall that arises between the difference in the contractual 
cash flows that are due in terms of the contract and all the cash flows that the entity 
expects to receive. This cash short fall is discounted at the original effective interest rate. 

The expected credit losses are the credit loss as described above, but weighted based 
on the chance of the risks/default occuring. 

    Example 18.1Example 18.1Example 18.1Example 18.15555: Expected credit losses: Expected credit losses: Expected credit losses: Expected credit losses    
On 30 June 20.12 Excel Ltd purchased bonds that mature on 30 June 20.13. In terms of the 
contract Excel Ltd will receive the nominal value of R200 000 and the annual coupon 
interest of R10 000 on 30 June 20.13. Excel Ltd has a 31 December year end. On  
31 December 20.12 Excel Ltd estimated that there is a 90% chance that the total cash flow 
of R210 000 will be received, a 7% chance that only R150 000 will be received and a 3% 
chance that only R100 000 will be received. The effective interest rate on the bonds is 5% 
per annum. 
The expected credit losses on the bonds recognised on 31 December 20.12 is calculated as 
follows: 

 RRRR    
Contractual cash flow due on 30 June 20.13 210 000 
Expected contractual cash flow on 30 June 20.13 
((210 000 × 90%) + (150 000 × 7%) + (100 000 × 3%)) 

 
(202 500) 

Expected credit loss on 30 June 20.13 7 500 
Discount expected credit loss to 31 December 20.12. 
FV =7 500; n=1; i=5%/2=2,5%; Compute PV = 7 317

 

The loss allowance for expected credit losses amount to R7 317 on 31 December 20.12. 
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5.6.25.6.25.6.25.6.2    Expected credit loss modelExpected credit loss modelExpected credit loss modelExpected credit loss model    
The loss allowance for expected credit losses on a financial asset is recognised at reporting 
date. The expected credit loss model determines that the loss allowance for expected credit 
losses be reviewed and adjusted at each reporting date during the contract term, based on 
the credit quality of the financial asset.  

If the credit risk of the financial asset increased significantly since the financial asset’s 
initial recognition, the loss allowance account for expected credit losses at reporting date is 
equal to lifetime expected credit losses.  

If the credit risk of the financial asset did not increase significantly since the financial 
instruments initial recognition, the loss allowance account for expected credit losses at 
reporting date is equal to 12-month lifetime expected credit losses. 

Therefore the deteroriation in credit risk of a financial asset determines if the loss 
allowance for expected credit losses at the reporting date should equal lifetime expected 
credit losses or 12-month lifetime expected credit losses. 

The lifetime expected credit losses are all possible default events over the expected 
life of a financial instrument. 

The 12-month expected credit losses result from default events that are possible 
within 12 months after the reporting date. The 12-month expected credit losses are 
calculated by multiplying the probability of default occurring on the financial asset within 12 
months after reporting date by the lifetime expected credit losses. 

5.6.35.6.35.6.35.6.3    CredCredCredCredit riskit riskit riskit risk    
Credit risk is the risk that one party to a financial instrument will cause a financial loss for 
the other party by failing to discharge an obligation.  

IFRS 9 lists events that may indicate that there was a significant increase in credit risk 
of a financial instrument. An example of an indicator that the credit risk of a financial asset 
has deteroriated, is the adverse changes in economic conditions that cause a significant 
change in a borrower’s ability to repay the debt. The above event may indicate that the 
credit risk of the financial asset (debt instrument) has increased significantly. The entity 
should use his own assessment method, based on reasonable and supportable 
information, to determine if indeed the credit risk increased significantly since initial 
recognition. 
The entity may assume that the credit risk on a financial asset has not increased 
significantly since initial recognition if the financial asset is determined to have low credit 
risk at the reporting date. 

There is a rebuttable presumption that credit risk has increased significantly when 
contractual payments are more than 30 days overdue. An entity can rebut this 
presumption if it has information available that supports that the credit risk has not 
increased even though the contractual payments are more than 30 days overdue. However, 
when an entity determines that there has been a significant increase in credit risk before 
contractual payments are more than 30 days past due, the rebuttable presumption does not 
apply. 

IFRS 9 allows a simplified approach for trade receivables or contract assets (IFRS 15) 
without a significant financing component whereby the loss allowance is always equal to 
lifetime expected credit losses. For trade receivables or contract assets with a significant 
financing component and lease receivables (IAS 17), IFRS 9 allows the entity to choose an 
accounting policy whereby the loss allowance is equal to lifetime expected credit losses. 
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    Example 18.1Example 18.1Example 18.1Example 18.16666: : : : Credit riskCredit riskCredit riskCredit risk    
On 2 January 20.13, Excel Ltd bought R1 million 8% debentures at a fair value for R924 184 
when the market interest rate was 10% per annum. The related transaction cost paid by 
Excel Ltd was R10 000. The debentures mature at nominal value on 1 January 20.18, and 
interest is paid annually in arrears. On 31 December 20.13 Excel Ltd estimated the 12-
month expected credit losses at R5 000 and the lifetime expected credit losses at R12 000. 
Excel Ltd assessed the credit risk at 31 December 20.13 and determined that the credit risk 
of the debentures did not increase significantly since initial recognition. Excel Ltd classified 
the debentures as measured at amortised cost. 
Effective interest rate calculation:Effective interest rate calculation:Effective interest rate calculation:Effective interest rate calculation:    
Financial calculator: PV = – (-924 184 + 10 000); FV = 1 000 000; n = 5;  
 PMT = 80 000 
 Compute i = 9,724% 
Subsequent measurement at amortised cost on 31 December 20.Subsequent measurement at amortised cost on 31 December 20.Subsequent measurement at amortised cost on 31 December 20.Subsequent measurement at amortised cost on 31 December 20.13131313    (year end): (year end): (year end): (year end):     
Financial calculator: FV = R1 000 000; i = 9,724% n = 4; PMT = 80 000 
(8% × R1 million) 
Amortised cost = R945 024: R934 184 cost + R90 840 effective interest – R80 000 
coupon interest. 
The 20.13 journals to account for the debentures and the expected credit losses are as 
follows: 
 DrDrDrDr  CrCrCrCr    
1 January 20.1 January 20.1 January 20.1 January 20.13131313    RRRR  RRRR  
Debentures (SFP)  934 184  

Bank (SFP) (fair value paid) 
Bank (SFP) (transaction costs) 

924 184 
10 000 

 Purchase of debentures  
        31 December 20.31 December 20.31 December 20.31 December 20.13131313      

Bank (SFP) 80 000  
Debentures (SFP) 10 840  

Finance income (P/L) (934 184 × 9,724%) 90 840 
  Subsequent measurement at amortised cost  
  Impairment loss (P/L) 5 000  
    Loss allowance on debentures (SFP) 5 000 
  Recognition of 12-month expected credit losses on debentures  
  

CommentCommentCommentComment: 
� If Excel Ltd classified the debentures as measured at fair value through other fair value through other fair value through other fair value through other 

comprehensive incomecomprehensive incomecomprehensive incomecomprehensive income, the loss allowance account is recognised and presented in 
equity via other comprehensive income. 

 

5.6.45.6.45.6.45.6.4    Loss allowance accountLoss allowance accountLoss allowance accountLoss allowance account    
The loss allowance account on financial assets classified as measured at amortised cost, 
contract assets and lease receivable is recognised in the statement of financial position. 
The carrying amount of these financial assets are presented in the financial statement of 
financial position net of the loss allowance. 

If the financial asset is classified as measured at fair value through other 
comprehensive income, the loss allowance account is presented in equity via other 
comprehensive income. The loss allowance therefore does not reduce the carrying amount 
of the financial assets in the statement of financial position.  
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5.5.5.5.7777    SummarySummarySummarySummary    
The accounting treatment of financial assets and liabilities may be summarised as 
follows: 

Category of financial 
instrument 

Initial  
measurement 

Subsequent 
measurement 

Gains and losses on 
remeasurement 

Financial assets at fair 
value through profit or 
loss 

At fair value, but 
excluding transaction 
costs 

Fair value Recognise in profit or 
loss  

Financial assets at fair 
value through other 
comprehensive income 
(equity instruments) 

At fair value + 
transaction costs 

Fair value Recognise in other 
comprehensive income  

Financial assets at fair 
value through other 
comprehensive income 
(debt instruments) 

At fair value + 
transaction costs 

Fair value Recognise in other 
comprehensive income  

Financial assets at 
amortised cost  

At fair value + 
transaction costs 

Amortised cost Not applicable 

Financial liabilities at 
amortised cost 

At fair value – 
transaction costs 

Amortised cost Not applicable 

Financial liabilities at fair 
value through profit or 
loss 

At fair value, but 
excluding transaction 
costs 

Fair value Recognise in profit or 
loss 
When designated into 
this category: 
Credit risk changes 
recognised in other 
comprehensive income 
Other changes 
recognised in profit or 
loss 

6666    DerecognitionDerecognitionDerecognitionDerecognition    of financial of financial of financial of financial instrumentsinstrumentsinstrumentsinstruments    

6666.1.1.1.1    Derecognition of a financial assetDerecognition of a financial assetDerecognition of a financial assetDerecognition of a financial asset    
In contrast with recognition, derecognition refers to the removal of an asset from the 
statement of financial position. 

Due to the complexity of transactions related to financial assets and liabilities, it is not 
always clear when a financial asset or liability should be derecognised. An entity must 
derecognise a financial asset only when 
� the contractual rights to the cash flows from the financial asset expire; or  
� the financial asset is transferred and the transfer qualifies for derecognition. 
Transfers of financial instruments fall outside the scope of this chapter. 

Contractual rights to cash flows normally expire when an asset such as a share 
investment is sold or a financial asset at amortised cost matures.  
 

    Example Example Example Example 11118.18.18.18.17777: Derecognition of a financial asset: Derecognition of a financial asset: Derecognition of a financial asset: Derecognition of a financial asset    
Receivables with a carrying amount of R100 000 (measured at date of sale) are sold for 
R90 000 and are derecognised since the right to cash flow has expired. In this case, a loss 
of R10 000 would be recognised. 
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 At derecognition of a financial asset: 
� Consideration received 
 – cash; 
 – plus other financial assets received 
� Minus: Carrying amount of financial asset (measured at the date of derecognition) 
 = Recognise in profit or loss 
(IFRS 9.3.2.12) 

When a financial asset that is classified as at fair value through profit or loss is 
derecognised, the carrying amount will first have to be restated to its fair value on date of 
derecognition with a resultant fair value adjustment recognised in profit or loss. As a result 
there will be no additional profit or loss on derecognition provided that the asset was sold at 
fair value. Any transaction costs relating to the sales transaction will be recognised as an 
expense in profit or loss. 

When a financial asset that is classified as at fair value through other comprehensive 
income is derecognised, the carrying amount will first have to be restated to its fair value on 
date of derecognition with a resultant fair value adjustment recognised in other 
comprehensive income. As a result there will be no profit or loss on derecognition 
recognised in profit or loss provided that the asset was sold at fair value. Any transaction 
costs relating to the sales transaction will be recognised as an expense in profit or loss.  

6.26.26.26.2    DerecognitionDerecognitionDerecognitionDerecognition    of a financial liabilityof a financial liabilityof a financial liabilityof a financial liability    
A financial liability (or portion thereof) is removed from the statement of financial position if, 
and only if, it is extinguished, i.e. when the obligation specified in the contract is settled, 
cancelled or expires. 

The difference between the carrying amount of a liability (or part of a liability) that is 
extinguished or transferred to another party (including the related amortised cost) and the 
amount paid for the liability, is included in profit or loss for the year.  

 At derecognition of a financial liability: 
� Consideration paid  
� Minus: Carrying amount of financial liability 
 = Recognise in profit or loss 

The liability is extinguished if 
� the entity settles the liability by paying the creditor, generally with cash, other financial 

asset, goods or services; 
� the entity is discharged legally of the primary responsibility for the obligation (or part 

thereof) by the creditor or via legal process; 
� an exchange takes place between an existing lender and the provider of the debt 

instruments with substantially different conditions that leads to the extinguishment of 
the old debt (derecognition) and the recognition of a new debt instrument; and 

� a change to the conditions of an existing debt instrument (regardless of whether it can 
be attributed to the financial problems of the debtor or not)) is effected that would lead 
to the extinguishment of the old debt (derecognition). 
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    Example 18.1Example 18.1Example 18.1Example 18.18888: Derecognition of a financial liability: Derecognition of a financial liability: Derecognition of a financial liability: Derecognition of a financial liability    
A Ltd owes R200 000 (carrying amount according to amortised cost) in terms of a long-term 
loan from B Ltd. B Ltd would like to obtain an investment that is held by A Ltd (classified as 
at fair value through profit of loss with a fair value of R185 000) and is prepared to accept 
this item, as full settlement for the debt. The journal entry to effect this in the books of A Ltd 
is a follows: 

  DrDrDrDr  
RRRR    

CrCrCrCr    
RRRR    

    

 Long-term loan (SFP) 200 000  
 Investment at fair value through profit or loss (SFP)

Profit on settlement of long-term loan (P/L) 
Settlement of long-term loan by way of an investment taken over 

 185 000
15 000

 

    

7777    PresentationPresentationPresentationPresentation    

IAS 32 deals mainly with presentation (how the items should be presented on the face of 
the financial statements) of financial instruments. IFRS 7 deals with disclosures in respect of 
financial instruments. 

IAS 32 includes requirements for the presentation of financial instruments and deals with 
the following: 
� classification of financial instruments between assets, liabilities and equity; 
� the classification of related interest, dividends, losses and gains driven by their 

statement of financial position classification; and 
� circumstances in which financial assets and financial liabilities should be off-set. 

7777.1.1.1.1    Liabilities and equityLiabilities and equityLiabilities and equityLiabilities and equity    
IAS 32.15 determines that the issuer of a financial instrument should at initial 
recognition classify the instrument, or its component parts, as either a financial liability or 
as equity in accordance with the substance of the contractual arrangement at initial 
recognition, utilising the definitions of a financial liability, financial asset and an equity 
instrument.  

The critical feature in the case of a financial liability is that the issuer does not have an 
unconditional right to avoid delivering cash or another financial asset to settle 
an obligation. 

The substance, rather than the legal form, thus governs the classification of a financial 
instrument. This stipulation has the effect that some items that at face value would appear 
to be equity on the face of the statement of financial position, would actually constitute 
debt. This once again influences ratio analysis and especially ratios related to solvency as is 
therefore extremely important. 

7777.1.1.1.1.1.1.1.1    The The The The classificationclassificationclassificationclassification    of preference sharesof preference sharesof preference sharesof preference shares    
One of the instances where the classification of instruments by the issuer thereof between 
liabilities and equity frequently comes to the fore is preference shares.  

The crux of the matter is that two separate cash flow streams are evident when dealing 
with preference shares, namely the preference dividends, and the capital amount of 
preference shares. These cash flow streams should be considered separately when 
determining whether preference share capital should be classified as a liability or equity. It 
is even possible that preference share capital can be viewed as a compound instrument (i.e. 
an instrument with both an equity and a liability component). 
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The following table, compiled from the perspective of the issuer, summarises the matter 
broadly: 

Capital amount of  
preference shares 

Preference dividend 
payments 

Classification as liability 
or equity 

Non-redeemable Discretionary Equity instrument 

 Compulsory Compound instrument 

Compulsory redemption Discretionary Compound instrument 

 Compulsory Financial liability 

Convertible at the option of holder Discretionary Compound instrument 

 Compulsory Financial liability  

Convertible at the option of issuer Discretionary Equity instrument 

 Compulsory Compound instrument 

 

    Example Example Example Example 11118.14: Preference share8.14: Preference share8.14: Preference share8.14: Preference share    
Moon Ltd issued 1 000 8% compulsory redeemable preference shares at an nominal value 
of R1 per preference share on 1 January 20.14. The preference dividend is compulsory and 
is payable annually on 31 December. The redemption of preference shares will take place on 
31 December 20.16 at R1,20 per share. 

The two cash flow streams related to preference shares (i.e. the payment of preference 
dividends and the payment of the redemption amount) are considered separately for 
classification purposes. 

In terms of the redemption amountredemption amountredemption amountredemption amount, Moon Ltd has a contractual obligation to deliver cash of 
R1 200 (1 000 × R1,20) to the holder of the preference shares on 31 December 20.16 
because the preference shares have a compulsory redemption feature. The redemption 
amount is therefore a financial liability as defined in IAS 32.  

In terms of the preference dividendpreference dividendpreference dividendpreference dividend, Moon Ltd has contractual obligation to deliver cash of 
R80 (R1 × 1 000 × 8%) in the form of preference dividends to the holder of the preference 
shares annually on 31 December. The preference dividends are therefore a financial liability 
as defined in IAS 32.  

Based on the separate classification of the two cash flow streams of the preference shares, 
the preference shares as a whole are classified as a financial liabilityfinancial liabilityfinancial liabilityfinancial liability. 

7.27.27.27.2    Interest, dividends, losses and gainsInterest, dividends, losses and gainsInterest, dividends, losses and gainsInterest, dividends, losses and gains,,,,    and transaction costsand transaction costsand transaction costsand transaction costs    

7777....2222.1.1.1.1    Interest, dividends, losses and gainsInterest, dividends, losses and gainsInterest, dividends, losses and gainsInterest, dividends, losses and gains    
These items should be reported in profit or loss as expenses or income if they relate to a 
financial liability. Distributions to holders of a financial instrument classified as an equity 
instrument should be debited directly to equity by the issuer.  

Note that the statement of financial position classification of the financial instrument 
would determine whether the items mentioned above would be included in profit or loss as 
income or expenses, or credited or charged directly to equity.  

Preference dividends on preference shares classified as liabilities in terms of IAS 32 would 
thus be classified as expenses in the same way as interest payments on a loan. A further 
implication of this classification is that such dividends would need to be accrued over time 
by using the effective interest rate method, in the same manner as interest.  
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Gains and losses (presumably premiums and discounts) on redemptions or refinancing of 
instruments classified as liabilities are reported in the profit or loss section of the statement 
of profit or loss and other comprehensive income, while the gains and losses on instruments 
classified as equity of the issuer are reported as movements in equity via other 
comprehensive income. 

    Example Example Example Example 11118.8.8.8.20202020:  Statement of comprehensive income classification follows :  Statement of comprehensive income classification follows :  Statement of comprehensive income classification follows :  Statement of comprehensive income classification follows 
statement of financial pstatement of financial pstatement of financial pstatement of financial position classificationosition classificationosition classificationosition classification    
A  Ltd issued 2 000 000 mandatorily redeemableredeemableredeemableredeemable preference shares at R2 000 000 bearing 
a compulsory dividend of R0,08 per share per annum. This would give rise to annual 
preference dividends of R160 000 per annum from a purely legal perspective. 
Applying substance over form to these preference shares in terms of IAS 32 would result in 
the preference shares being classified as a financial liability of R2 000 000. Consequently, 
the annual dividend of R160 000 would be shown as finance cost in profit or loss. 
Since this preference dividend represents interest from an accounting perspective, it would 
now accrue on a daily basis, like any other interest expense. 

7777....2222.2.2.2.2    Transaction costs on equity instrumentsTransaction costs on equity instrumentsTransaction costs on equity instrumentsTransaction costs on equity instruments    
The transaction costs of an equity transaction shall be accounted for as a deduction from 
equity, to the extent that they are incremental costs directly attributable to the equity 
transaction that would otherwise have been avoided. These costs may include registration 
and other regulatory fees, amounts paid to legal, accounting and other professional 
advisers, printing costs and stamp duties. 

The amount incurred in respect of transaction costs related to equity transactions and 
associated taxation is disclosed separately in terms of IAS 1 as a deduction in the statement 
of changes in equity. 

7777....3333    OffOffOffOff----setting of a financial asset setting of a financial asset setting of a financial asset setting of a financial asset against a against a against a against a financial liabilityfinancial liabilityfinancial liabilityfinancial liability    
IAS 32.42 states that a financial asset and a financial liability should only be off-set and the 
net amount reported in the statement of financial position when an entity 
� has currently a legally enforceable right to set off the recognised amounts; and 
� intends to settle on a net basis, or to realise the asset and settle the liability 

simultaneously. 
If the conditions mentioned above are met, the liability would be deducted from the value 
of the asset, and only the net asset would be disclosed in the statement of financial 
position. This is appropriate, as only a single financial asset or liability exists in substance. 
Such presentation would more appropriately reflect the amounts and timing of the expected 
future cash flows, as well as the risks to which those cash flows are exposed. 

A legal opinion represents evidence of a legally enforceable right of setoff. Generally, it 
would be necessary to obtain a legal opinion only in the first reporting period in which the 
net settlement is used. Such a legal opinion would address whether the right of setoff would 
be upheld in the event of bankruptcy. 
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8888    FurtherFurtherFurtherFurther    examplesexamplesexamplesexamples    

8.18.18.18.1    Financial assets at Financial assets at Financial assets at Financial assets at fair value through profit or lossfair value through profit or lossfair value through profit or lossfair value through profit or loss    

Before we can look at an example regarding the accounting treatment of speculative 
transactions in the shares of another company, it is necessary to explain some concepts 
theoretically. 

8.1.1 8.1.1 8.1.1 8.1.1     Capitalisation issueCapitalisation issueCapitalisation issueCapitalisation issue    
Shares are issued to existing shareholders proportionally to their shares as a percentage of 
the total shares in issue prior to the capitalisation issue, without the issuer receiving any 
consideration. 

Implications for the investor: 
� Additional shares are received for no additional consideration.  
� The number of shares held increases, but the total Rand value of the investment in the 

shares remains constant. 
� Therefore, the value per share decreases (more shares for the same Rand value). 
� Effect on disclosure: 
 – the number of shares held increases; and 
 – the amount per share decreases. 
Implications for the issuer of the capitalisation shares: 
� Reserves are converted into share capital. 
� There is no inflow of capital/resources into the entity. 
� Entry: 
 Dr Reserve (equity) 
  Cr Share capital (equity) 

8.1.28.1.28.1.28.1.2    RRRRightsightsightsights    issueissueissueissuessss    
A rights issue is a method an entity (issuer) can apply to receive additional funds. In terms 
of a rights issue, rights to new shares are issued to existing shareholders, based on their 
existing shareholding. The rights are presented to the shareholders for no consideration, 
and provide those shareholders with the right to acquire additional shares in the company, 
within a specified period. The issue price (price at which the shareholders can acquire the 
additional shares) is usually lower than the current market price, to ensure that the 
shareholders will exercise their rights (and thus take up the shares). Where such an issue 
takes place, an advantage is given to existing shareholders because they can acquire the 
shares at less than fair value (the shareholders can take up the shares, and immediately sell 
them at a higher price, thus realising a profit). If the existing shareholder does not want to 
exercise his rights, the rights can be sold to other investors, otherwise they will expire.  

After the company has announced the proposed rights issue, the market, and therefore 
the share price, reacts. Once the rights issue has been made, the shareholder no longer 
only owns shares; he also holds right certificates that can be traded separately. The 
shareholder acquires that right for no consideration and therefore does not have a cost. 
That, however, does not mean that the right does not have a value. The right is a derivative 
financial asset (similar to a call option) that must be accounted for.  

Before the rights certificates are issued, the shares trade cum-rights (the rights and the 
shares are still connected). Assume for simplicity that as soon as the rights certificates are 
issued, the shares are trading at an ex-rights value, and the rights are trading separately. 
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The cum-rights value is split between the ex-rights value and the value of the right. The 
value of the shares in the financial records must be allocated to the portion attributable only 
to shares and the portion attributable to the rights.  

The above-mentioned values can be determined by using a shareholder’s interest 
approach. This method assumes that the equity (shareholder’s interest) of a company 
represents the value of the shares. The method used most of the time, however, is to refer 
to the current market value of the shares. This method assumes that the market price of 
the shares correctly reflects the value. The market value of the shares is not necessarily 
equal to the carrying amount of the equity of the entity, since buyers and sellers attach 
certain goodwill to the shares. If the latter method is used, it is necessary to adjust the 
shares to the fair value immediately before the rights certificates are issued. This value is 
then split between the ex-rights value and the value of the right.  

After the rights certificates have been issued, the holder of the rights can exercise the 
rights by paying the issue price and therefore taking up the shares. The rights can also be 
sold to other investors, who can then acquire shares in the company, by exercising subject 
to the conditions of the rights issue. If the rights are not exercised, they will expire on the 
date determined in the rights issue agreement.  

8.1.38.1.38.1.38.1.3    Shares held for speculatShares held for speculatShares held for speculatShares held for speculative purposesive purposesive purposesive purposes    (trading)(trading)(trading)(trading)    
Shares held for speculative purposes fall into the category at fair value through profit or loss 
and therefore must be carried at fair value at year end (subsequent measurement).  

Any fair value adjustment, increase or decrease is recognised in the profit or loss section 
of the statement of profit or loss and other comprehensive income.  

The right is a derivative financial instrument and also falls in the category at fair value 
through profit or loss. It also has to be adjusted to fair value on subsequent measurement. 
All rights that have not been exercised at year end and have not expired will be presented 
at fair value in the statement of financial position. The fair value adjustment is recognised in 
the profit or loss section of the statement of profit or loss and other comprehensive income. 

Any rights that have not been exercised and are also not sold will expire, and then need 
to be written off in the profit or loss section of the statement of profit or loss and other 
comprehensive income. 
 

    Example 18.Example 18.Example 18.Example 18.21212121: At fair value through profit or loss (held for trading): At fair value through profit or loss (held for trading): At fair value through profit or loss (held for trading): At fair value through profit or loss (held for trading)    
Invest Ltd had the following transactions in the ordinary shares of Spec Ltd during the year 
ended 31 December 20.13: 
1 January  Balance: 8 000 ordinary shares at R0,95 each. 
10 February Purchase 4 000 ordinary shares at R1,10 each. 
31 March  Spec Ltd had a capitalisation issue of two ordinary shares for every five 

ordinary shares held on 25 March 20.13. 
15 May  Sells 3 000 ordinary shares at the fair value of R0,70 each. 
30 June  On this date the market value per share was R0,75. 
1 July  Spec Ltd had a rights issue of one right for every 10 ordinary shares held. In 

terms of the rights issue, the holder has the right to acquire two shares at 
R0,50 per share for each right. The rights expire on 15 January 20.14. 

20 August  Purchase 500 rights at R0,43 each. 
5 October  Sells 600 rights at the fair value of R0,45 each. 
8 November Exercise 400 rights. 
15 December Sells 6 600 ordinary shares at the fair value of R0,68 each. 
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    ExaExaExaExample 18.21mple 18.21mple 18.21mple 18.21: At fair value through profit or loss (held for trading): At fair value through profit or loss (held for trading): At fair value through profit or loss (held for trading): At fair value through profit or loss (held for trading)    (continued)(continued)(continued)(continued)    
On 31 December 20.13, the closing price on the JSE Ltd was R0,44 per right to ordinary 
shares of Spec Ltd and R0,67 per ordinary share of Spec Ltd. It is the accounting policy of 
Invest Ltd to value all investments according to the first-in, first-out method.  
Invest Ltd uses settlement date accounting to account for financial instrument transactions 
and it is assumed that no change occurred in the fair value of the transactions between 
trade date and settlement date. 
Invest Ltd acquired the shares in Spec Ltd with the main purpose of making profits from 
short-term fluctuations in prices. The rights were not acquired as hedging instruments.  
Transaction costs of R0,02 per share were paid to the brokers for each purchase 
transaction and transaction costs of R0,01 per share were incurred with each sales 
transaction. These costs are not included in the price per share given above. 
Assume the impact of discounting is immaterial.  
NoteNoteNoteNotessss: 
N1N1N1N1 If the weighted average method is used, an average price has to be calculated after 
each purchase transaction. Then the share-group (shares with the same cost) is not held 
separately, but all shares are grouped together and carried at an average price. In this case, 
it would have been 12 000 shares (8 000 + 4 000) at R1 (R12 000/12 000 shares) per 
share. 
Calculations:Calculations:Calculations:Calculations: 
  RRRR    
1. [8 200 × (0,75 – 0,67857)] + [5 600 × (0,75 – 0,7857)] 386 
2. [7 200 × (0,67 – 0,7083)] + [800 × (0,67 – 0,7085)]  307 
3.  SSSShareshareshareshares    R R R R   

per shareper shareper shareper share    
RRRR      

 Prior to rights issue (cum-rights value) 13 800 0,75 10 350  
 Rights issue 

13 800/10 = 1 380 rights  
× 2 shares per right = 2 760 shares 

2 760 0,50 1 380  

 Ex-rights value 16 560 0,7083 11 730  
  RRRR        
 Cum rights value 0,7500  
 Ex-rights value 0,7083  

 Change per existing share 0,0417  
 × 13 800 existing shares 575  
 OROROROR     
 Each 10 shares are one right  
 0,0417 per existing share × 10 = 0,417 per right  
 × 1 380 rights 575  
 OROROROR     
 Ex-rights value 0,7083  
 Price to acquire one new share in terms of the rights issue 0,5000  
 Value per new shares 0,2083  
 × 2 760 new shares 575  
   
4. (0,50 × 800 shares) + (0,417 × 400 rights exercised) 567  
 567/800 shares acquired 0,70875  
   
5. [(780 – 400) × (0,44 – 0,417)] + [500 × (0,44 – 0,43)] 14  
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    Example 18.21Example 18.21Example 18.21Example 18.21: At fair value through profit or loss (held for trading): At fair value through profit or loss (held for trading): At fair value through profit or loss (held for trading): At fair value through profit or loss (held for trading)    (continued)(continued)(continued)(continued)    
NotesNotesNotesNotes: 
N2N2N2N2 Capitalisation shares are issued to existing shareholders for no consideration. The 
investor’s total Rand value of the investment therefore remains constant. 
Spec Ltd could also have had a share split or share consolidation. In both cases, the 
investor’s total Rand value of the investment would also have remained constant. 
N3N3N3N3 The cum-rights value of the shares is split into an ex-rights value and the value of the 
right. The right is a derivative financial asset (also in the category at fair value through profit 
or loss (held for trading)) and is accounted for in its own general ledger account (T-account).  
N4N4N4N4 Since the rights are derivative financial instruments (because they are derived from the 
shares) the same accounting policy applies as for the shares.  
N5N5N5N5 On 8 November, the rights are exercised and the shares in terms of the rights issue 
acquired. 400 rights × two shares per right = 800 shares × R0,50 per share = R400. 
The shares are in the category at fair value through profit or loss (held for trading). Initial 
recognition in this category is at fair valuefair valuefair valuefair value (excluding transaction costs). Since the rights are 
exercised, the investor can no longer show the rights as an investment and the right needs 
to be derecognised. The rights general ledger account (T-account) is credited. The question 
of which account is debited now arises. It is not a loss (right was not lost) and it is also not 
an expense. The value of the right is capitalised back to the shares that were acquired. The 
fair value of the shares at initial recognition is the cost (in terms of the rights issue) + the 
value of the right that has now been exercised to acquire the share.  
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    Example 18Example 18Example 18Example 18.21.21.21.21: At fair value through profit or loss (held for trading) (continued): At fair value through profit or loss (held for trading) (continued): At fair value through profit or loss (held for trading) (continued): At fair value through profit or loss (held for trading) (continued)    
NotesNotesNotesNotes: 
N6N6N6N6 On derecognition of a financial asset, the difference between the carrying amount 
(measured at the date of derecognitionmeasured at the date of derecognitionmeasured at the date of derecognitionmeasured at the date of derecognition) and the consideration received shall be recognised 
in profit or loss. The implication of using the carrying amount measured at the date of 
derecognition is that the carrying amount must first be restated to fair value before 
derecognising the asset. Should the asset then not be sold at fair value, it will result in a 
profit or loss on sale. In this example the shares were sold at fair value, with no resultant 
profit or loss on sale. An entity also has the option to restate the full balance on date of sale 
and not only the portion of shares sold.   
N7N7N7N7 Restate closing balance to fair value at year end. 
N8N8N8N8 If it is assumed that there were no further transactions in the rights to the ordinary 
shares of Spec Ltd after 31 December 20.13, the remaining shares will expire on 
15 January 20.14 and will be written off as a loss.  

Invest LtdInvest LtdInvest LtdInvest Ltd    
Extract from the sExtract from the sExtract from the sExtract from the statement of financial position as at 31 December 20.tatement of financial position as at 31 December 20.tatement of financial position as at 31 December 20.tatement of financial position as at 31 December 20.13131313 

    NoteNoteNoteNote    RRRR      
AssetsAssetsAssetsAssets      
Current assetsCurrent assetsCurrent assetsCurrent assets      
Financial assets at fair value through profit or loss 3 5 747  

Invest LtdInvest LtdInvest LtdInvest Ltd    
Notes for the year ended 31Notes for the year ended 31Notes for the year ended 31Notes for the year ended 31    December 20.December 20.December 20.December 20.13131313    

3.3.3.3.    Financial assets at fair value through profit or lossFinancial assets at fair value through profit or lossFinancial assets at fair value through profit or lossFinancial assets at fair value through profit or loss    
 RRRR        
Current financial assets  
Listed  
8 000 ordinary shares in Spec Ltd – at fair value 5 360  
880 rights to ordinary shares in Spec Ltd – at fair value  387  

Financial assets at fair value through profit or loss (mandatorily) 5 747  

4.4.4.4.    Profit before taxProfit before taxProfit before taxProfit before tax    
Profit before tax is calculated after:    
IncomeIncomeIncomeIncome    
Listed – dividend income xxx  

    

ExpensesExpensesExpensesExpenses          
Fair value adjustments on financial assets at fair value through profit or loss 
(mandatorily)  (10)1 

 

 XXX  
1 R64 (shares) – R187 (shares) + R20 (rights) + R386 (shares) – R307 (shares) + 

R14 (rights) = (R10) 

8.28.28.28.2    FFFFinancial assetsinancial assetsinancial assetsinancial assets    and financial liabilitieand financial liabilitieand financial liabilitieand financial liabilitiessss    at amortised cost at amortised cost at amortised cost at amortised cost     
Debentures will be used as an example of this category. In the case of debentures, this 
category of financial asset and liability are the two sides of the same coin. On the one side, 
we have the issuer of the debenture (liability), and on the other, the investor in the 
debenture (asset). A debenture is also a method the entity can use to obtain financing.  

Before we look at an example of these categories, it is first necessary to discuss 
debentures. A debenture has a nominal value, an issue price and a redemption or 
settlement price. Debentures have a coupon/nominal interest rate, which represents the 
annual interest rate. The interest can be payable monthly, quarterly, annually or on any 
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other basis. The debenture has a maturity date and on that date the investor will receive 
the redemption/settlement amount. 

 

    Example Example Example Example 11118.8.8.8.22222222: Debenture: Debenture: Debenture: Debenture    
An entity acquired one 10% R1 000 debenture. The nominal value is R1 000. The 
coupon/nominal rate is 10%. The interest that will actually be paid annually by the issuer 
(coupon interest) is “nominal rate × nominal value” (10% × R1 000 = R100). This interest 
can be paid once-off or on any other basis. 

The issue price is the amount that the issuer receives and thus the amount the investor 
pays at the issue of the debenture. The redemption/settlement price is the amount that the 
investor will receive on settlement date. 

The issue and settlement amounts can be 
� equal to the nominal value (thus at par); 
� greater than the nominal value (thus at a premium); or 
� less than the nominal value (thus at a discount). 
The reason for this is that there is a fixed interest rate linked to the debenture. Investors 
compare this rate to the rates of returns on other investment opportunities in the open 
market. The issue and settlement prices have to be of such a nature that potential investors 
are convinced to take up the debenture, instead of investing in another investment.  

These premiums and discounts therefore arise because of a difference in interest rates 
and are thus seen as an integral part of the interest income/expense. The accounting for 
these premiums and discounts over the term of the investment (in contrast to once-off on 
maturity date) results in measurement being done at amortised cost. Amortised cost is 
when the fair value (present value (PV)) of the debenture is adjusted higher or lower over 
the term to reach the settlement amount (future value (FV)). The adjustment to the 
debenture account (asset in the records of the investor, liability in the records of the issuer) 
is calculated as the difference between the interest recognised in the profit or loss section of 
the statement of profit or loss and other comprehensive income and the actual cash flow of 
interest. The interest recognised in the profit or loss section of the statement of profit or 
loss and other comprehensive income is at the effective interest rate (market-related rate 
for a similar item) whilst the cash flow takes place at the nominal rate. 

The amortised cost is calculated using the effective interest rate method. This method 
uses the effective interest rate to discount future cash flows expected from the debenture to 
their present value. This present value represents the fair value on initial recognition. If this 
fair value is not equal to the issue price, a day-1 fair value adjustment arises, that will be 
recognised in the profit or loss section of the statement of profit or loss and other 
comprehensive income. Transaction costs are taken into account on initial recognition.  

 Entry for transaction costs: 
Dr Financial asset at amortised cost/Financial liability at amortised cost (depending on (depending on (depending on (depending on 

who pays these costs)who pays these costs)who pays these costs)who pays these costs)    
Cr Bank  

Since the transaction costs are taken into account on initial recognition, the present value 
(PV) of the item changes and a new effective interest rate must be calculated, because the 
effective interest rate is the rate that discounts the future cash flows (which have not 
changed due to the transaction costs) to the present value (which has changed). 



528   Introduction to IFRS – Chapter 18 
 

 

The debenture can be repaid once-off at the end of the debenture term, or through 
instalments over the term of the debenture.  

    Example Example Example Example 11118.8.8.8.23232323: : : : Financial asset and financial liability at amortised costFinancial asset and financial liability at amortised costFinancial asset and financial liability at amortised costFinancial asset and financial liability at amortised cost        
On 1 January 20.13, Invest Ltd purchases two 12% R5 000 debentures from SB Ltd, a 
company listed on the JSE Ltd, at their fair value (N4)(N4)(N4)(N4). The debentures mature at 108% of 
the nominal value in two equal annual instalments payable on 31 December 20.14 and 
December 20.15. Interest is payable on 31 December. The market-related interest rate on 
similar debentures with the same terms as these debentures is 15% per annum. Invest Ltd 
uses settlement date accounting to account for all financial assets at amortised cost and 
has a 31 December year end. Assume that transaction costs of R100 in total were paid by 
Invest Ltd in respect of the purchase of the debentures. The objective of Invest Ltd’s 
business model is to hold the debentures in order to collect contractual cash flows. The 
contractual terms of the debentures gives rise on specified dates to cash flows that are 
solely payments of principal and interest on the principal amount outstanding. SB Limited 
did not designate for classification purposes, the debentures as measured at fair value 
through profit or loss. Assume that credit losses (impairment losses) on the debentures were 
not expected at any stage. 
Notes:Notes:Notes:Notes:    
N1N1N1N1  A debenture can be issuedissuedissuedissued (and therefore purchased by the investor) at the nominal 
value of R5 000 each or at a premium (more than the R5 000 each) or at a discount (less 
than the R5 000 each). In this case they are issued at R9 979 (refer to step 2 below) which 
represents a discount.  
N2N2N2N2  The debentures can maturematurematuremature at the nominal value of R5 000 each or at a premium (more 
than the R5 000 each) or at a discount (less than the R5 000 each). In this case they 
mature at 108%, which means they mature at a premium of R10 800 (108/100 × R5 000 × 
2). 
N3N3N3N3  Debentures can mature once-off or in instalments. If the debenture matures in 
instalments, it is proposed that the CF (“cash flow”) function on the calculator is used. The 
interest payable will differ over the term of the debenture. 
N4N4N4N4  If the purchase price (fair value) is not given, the fair value has to be calculated. Initial 
recognition is at fair value and transaction costs are capitalised. 
N5N5N5N5  The interest cash flows (coupon interest) amounts to R1 200 per annum (nominal value 
(R5 000 × 2) × nominal rate (12%)). 

Invest LInvest LInvest LInvest Lttttdddd    
Step 1Step 1Step 1Step 1: Determine future cash flows. 
    
Date of cash flowDate of cash flowDate of cash flowDate of cash flow    

Cash flowCash flowCash flowCash flow    
RRRR 

01.01.20.13  (Fair value (see step 2)) + 100 transaction costs (?) 
31.12.20.13 (R10 000 × 12%) 1 200 
31.12.20.14 (R10 000 × 12%) 1 200 
 (R10 000/2) × 108%108%108%108%    (N2)(N2)(N2)(N2) 5 400 
31.12.20.15 (R10 000/2 × 12%) (interest on remaining nominal value) 600 
 (R10 000/2) × 108%108%108%108%    (N2)(N2)(N2)(N2) 5 400 
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    Example 18.Example 18.Example 18.Example 18.23232323: Financial asset and financial liability at amortised cost (continued): Financial asset and financial liability at amortised cost (continued): Financial asset and financial liability at amortised cost (continued): Financial asset and financial liability at amortised cost (continued)    
Step 2Step 2Step 2Step 2: Use a market-related interest rate to discount the future cash flows back to a 
present value (“PV”) – this represents fair value at initial recognition. 
CFj 0 
CFj 1 200 
CFj 1 200 + 5 400  
 = 6 600 
CFj 600 + 5 400 
 = 6 000 
I/YR 15 
NPV = ? = 9 979 (N1N1N1N1) 
Step 3Step 3Step 3Step 3: Initial recognition of the debenture. (J1) 

DrDrDrDr    
RRRR    

CrCrCrCr    
RRRR    

    

  1 January 20.1 January 20.1 January 20.1 January 20.13131313      
(J1) Investment in debenture (SFP) 9 979   

Bank (SFP) 9 979  
Debentures recognised at fair value on initial recognition   

(J2) Investment in debentures (SFP) 100   
Bank (SFP) 100  

Transaction costs paid and capitalised   

Step 4Step 4Step 4Step 4: Capitalise transaction costs (J2). Calculate a new discount rate, since the present 
value has changed (it now includes transaction costs). 
CFj 9 979 + 100 = –10 079 
CFj 1 200 
CFj 6 600 
CFj 6 000 
IRR = ? = 14,50% per annum 
Step 5Step 5Step 5Step 5: Accounting for each interest payment and each settlement payment. The interest 
recognised in the profit or loss section of the statement of profit or loss and other 
comprehensive income is the balance on the debenture account × market related rate 
(taking transaction costs into account). 

  DrDrDrDr  
RRRR    

CrCrCrCr  
RRRR    

    

 31 December 20.31 December 20.31 December 20.31 December 20.13131313              
 Bank (SFP) (R5 000 × 2 × 12%) 1 200   
 Investment in debentures (SFP) (balancing) 261   
 Interest income (P/L) [(9 979 + 100) balance × 14,50%14,50%14,50%14,50%]  1 461  
 Recognise interest and amortisation adjustment    
    Gross carrying amountGross carrying amountGross carrying amountGross carrying amount    31313131....12121212....20.20.20.20.13131313    

9 979 + 100 + 261 = 10 3409 979 + 100 + 261 = 10 3409 979 + 100 + 261 = 10 3409 979 + 100 + 261 = 10 340    
   

 31 December 20.31 December 20.31 December 20.31 December 20.14141414       
 Bank (SFP) 1 200   
 Investment in debentures (SFP) (balancing) 300   
 Interest income (P/L) (10 340 × 14,50%)  1 500  
 Recognise interest and amortisation adjustment    
 Bank (SFP) (2 × R5 000/2 instalments × 108%108%108%108%) 5 400   
 Investment in debentures (SFP)  5 400  
 Portion of investment matures     
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    Example Example Example Example 11118.8.8.8.23232323: Financial asset and financial liability at amortised cost (: Financial asset and financial liability at amortised cost (: Financial asset and financial liability at amortised cost (: Financial asset and financial liability at amortised cost (continuedcontinuedcontinuedcontinued))))    
        DrDrDrDr    

RRRR    
CrCrCrCr    
RRRR    

    Gross carrying amount 20.14Gross carrying amount 20.14Gross carrying amount 20.14Gross carrying amount 20.14    
10 340 + 300 10 340 + 300 10 340 + 300 10 340 + 300 ––––    5 400 = 5 2405 400 = 5 2405 400 = 5 2405 400 = 5 240 

  

    Movement in 20.Movement in 20.Movement in 20.Movement in 20.14141414    = 10 340 = 10 340 = 10 340 = 10 340 ––––    5 240 = 5 240 = 5 240 = 5 240 = 5 1005 1005 1005 100    
 31 December 20.31 December 20.31 December 20.31 December 20.15151515      
 Bank (SFP) (remaining nominal value × nominal rate)

[(2 × R5 000/2 instalments) × 12%] 
 

600 
 

 Investment in debentures (SFP) 160  
 Interest income (P/L) (5 240 × 14,50%)  760 
 Recognise interest and amortisation adjustment   
 Bank (SFP)    5 400  
 Investment in debentures (SFP)  5 400 
 Investment matures   
 Gross carrying amount  Gross carrying amount  Gross carrying amount  Gross carrying amount  31313131....12121212....20.20.20.20.15151515        

5 240 + 160 5 240 + 160 5 240 + 160 5 240 + 160 ––––    5 400 = 05 400 = 05 400 = 05 400 = 0    
  

 Step 6Step 6Step 6Step 6: Presentation and disclosure   
    Invest LtdInvest LtdInvest LtdInvest Ltd    

Extract from the sExtract from the sExtract from the sExtract from the statement of financial position astatement of financial position astatement of financial position astatement of financial position as    at 31 December 20.at 31 December 20.at 31 December 20.at 31 December 20.15151515    
 NoteNoteNoteNote    20.1520.1520.1520.15    

RRRR    
20.1420.1420.1420.14    

RRRR    
20.1320.1320.1320.13    

RRRR    
    

AssetsAssetsAssetsAssets       

NonNonNonNon----current assetscurrent assetscurrent assetscurrent assets       

Financial assets – – 5 240  

Financial asset measured at amortised cost 3 – – 5 240  
Current assetsCurrent assetsCurrent assetsCurrent assets         
Short-term portion of financial asset measured 
at amortised cost 3 – 5 240 5 100 

 

    Invest LtdInvest LtdInvest LtdInvest Ltd    
Extract from the Extract from the Extract from the Extract from the statement of profit or loss and other comprehensive incomestatement of profit or loss and other comprehensive incomestatement of profit or loss and other comprehensive incomestatement of profit or loss and other comprehensive income    for for for for 

the year ended 31 Decemberthe year ended 31 Decemberthe year ended 31 Decemberthe year ended 31 December    20.1520.1520.1520.15    
 NoteNoteNoteNote    20.1520.1520.1520.15    

RRRR    
20.1420.1420.1420.14    

RRRR    
20.1320.1320.1320.13    

RRRR    
    

Net finance income* 4 760 1 500 1 461  
–  Finance cost  (XX) (XX) (XX)  
–  Finance income  760 1 500 1 461 

Profit before taxProfit before taxProfit before taxProfit before tax     XX XX XX  
* This amount is added, not deducted, since it represents net finance income. 
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    Example 18.Example 18.Example 18.Example 18.23232323: Financial asset and financial liability at amortised : Financial asset and financial liability at amortised : Financial asset and financial liability at amortised : Financial asset and financial liability at amortised costcostcostcost    (continued)(continued)(continued)(continued)    

Invest LtdInvest LtdInvest LtdInvest Ltd    
Notes for the year ended 31 December 20.Notes for the year ended 31 December 20.Notes for the year ended 31 December 20.Notes for the year ended 31 December 20.15151515    

3.3.3.3.    Financial asset measured at amortised costFinancial asset measured at amortised costFinancial asset measured at amortised costFinancial asset measured at amortised cost 
 20.1420.1420.1420.14  

RRRR    
20.1320.1320.1320.13    

RRRR    
    

Listed    

2 12% R5 000 debentures in SB Ltd – at amortised cost 5 240  10 340  
Portion that matures within the next 12 months transferred to  
current financial assets (balancing) (5 240) (5 100) 

 

Non-current financial asset at amortised cost –  5 240   

The debentures mature in two equal annual instalments of R5 400 each at a premium of 8% 
on 31 December 20.14 and 31 December 20.15. The debentures are classified as financial 
assets measured at amortised cost. 
4444....    Net finance costNet finance costNet finance costNet finance cost 

   

    
 

 20.1520.1520.1520.15  
RRRR    

20.1420.1420.1420.14    
RRRR    

20.1320.1320.1320.13  
RRRR    

    

Finance cost  (XX) (XX) (XX)  
Finance income 
– financial asset measured at amortised cost 

  
760 

 
1 500 

 
1 461 

 

Net finance cost  760 1 500 1 461  

SB BpkSB BpkSB BpkSB Bpk    
Assume all the same information, except that the R100 transaction cost was paid by SB Ltd. 
Step 1Step 1Step 1Step 1: Determine future cash flows.    
    
Date of cash flowDate of cash flowDate of cash flowDate of cash flow 

Cash flowCash flowCash flowCash flow    
RRRR    

    

01.01.20.13 (Fair value (see step 2)) – 100 transaction cost (9 879)  
31.12.20.13 (R10 000 × 12%) 1 200  
31.12.20.14 (R10 000 × 12%) 1 200  
 (R10 000/2) × 108%108%108%108% 5 400  
31.12.20.15  (R10 000/2 × 12%) (remaining nominal value) 600  
 (R10 000/2) × 108%108%108%108% 5 400  
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    Example 18.Example 18.Example 18.Example 18.23232323: Financial asset and financial liability at a: Financial asset and financial liability at a: Financial asset and financial liability at a: Financial asset and financial liability at amortised cost (continued)mortised cost (continued)mortised cost (continued)mortised cost (continued)    

Step 2Step 2Step 2Step 2: Use a market-related interest rate and discount the future cash flows back to a 
present value (“PV”) – this represents the fair value at initial recognition. 
CFj 0 
CFj 1 200 
CFj 1 200 + 5 400 = 6 600  
CFj 600 + 5 400 = 6 600 
I/YR 15 
NPV = ? = 9 979 
Step 3Step 3Step 3Step 3: Initial recognition of the debenture. (J1) 

 DrDrDrDr    
RRRR    

CrCrCrCr    
RRRR    

    

1 January 20.1 January 20.1 January 20.1 January 20.13131313       
(J1) Bank 9 979   

Debenture liability (SFP)  9 979  
Initial recognition of debentures at fair value    

(J2) Debenture liability (SFP) 100   
Bank (SFP)  100  

Transaction costs of R100 paid with issue of the 
debentures 

   

Step 4Step 4Step 4Step 4: Capitalised transaction costs (J2). Calculate a new discount rate, since the current 
value (“PV”) has changed (because it includes transaction costs). 
CFj 9 979 – 100 = 9 879 
CFj – 1 200 
CFj – 6 600 
CFj – 6 000 
IRR = ? = 15,5076 per annum 
Step 5Step 5Step 5Step 5: Accounting for each interest payment and each settlement payment. The interest 
recognised in the statement of profit or loss and other comprehensive income (profit or loss 
section) is the balance on the debenture account × market-related rate (taking transaction 
costs into account).    

     DrDrDrDr    
RRRR    

CrCrCrCr    
RRRR    

    

    31 December 20.31 December 20.31 December 20.31 December 20.13131313              
 Finance cost (P/L) [(9 979 – 100) × 15,5076%15,5076%15,5076%15,5076%] 1 532   
 Debenture liability (SFP) (balancing)  332  
 Bank (SFP)  1 200  
 Recognise interest and amortisation adjustment    
 Amortised costAmortised costAmortised costAmortised cost        

31313131....12121212....20.20.20.20.13131313    = 9 979 = 9 979 = 9 979 = 9 979 ––––    100 + 332 = 10 211100 + 332 = 10 211100 + 332 = 10 211100 + 332 = 10 211 
   

 Movement in 20.Movement in 20.Movement in 20.Movement in 20.14141414    = 10 211 = 10 211 = 10 211 = 10 211 ––––      5 194 = 5 0175 194 = 5 0175 194 = 5 0175 194 = 5 017       
 31 December 20.31 December 20.31 December 20.31 December 20.14141414       
 Finance cost (P/L) (10 211 × 15,5076%) 1 583   
 Debenture liability (SFP)  383  
 Bank (SFP)  1 200  
 Recognise interest and amortisation adjustment    
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    Example 18.Example 18.Example 18.Example 18.23232323: Financial asset and financial liability at amortised cost (continued): Financial asset and financial liability at amortised cost (continued): Financial asset and financial liability at amortised cost (continued): Financial asset and financial liability at amortised cost (continued)    
        DrDrDrDr    

RRRR    
CrCrCrCr    
RRRR    

 Debenture liability (SFP)  5 400  
 Bank (SFP)  5 400 
 Matures at a premium   
 Amortised costAmortised costAmortised costAmortised cost        

31313131....12121212....20.20.20.20.14141414    = 10 211 + 383 = 10 211 + 383 = 10 211 + 383 = 10 211 + 383 ––––    5555    400400400400    = 5= 5= 5= 5    194194194194 
   

 31 December 20.31 December 20.31 December 20.31 December 20.15151515              
 Finance cost (P/L) (5 194 × 15,5076%) 806  
 Debenture liability (SFP)  206 
 Bank (SFP)  600 
 Recognise interest and amortisation adjustment   
 Debenture liability (SFP)  5 400  
 Bank (SFP)  5 400 
 Matures at a premium   
 Amortised costAmortised costAmortised costAmortised cost    

31313131....12121212....20.20.20.20.15151515    = 5 194 + 206 = 5 194 + 206 = 5 194 + 206 = 5 194 + 206 ––––    5 400 = 05 400 = 05 400 = 05 400 = 0 
   

Step 6Step 6Step 6Step 6: Presentation and disclosure 
SB LtdSB LtdSB LtdSB Ltd    

Extract from the sExtract from the sExtract from the sExtract from the statement of finatatement of finatatement of finatatement of financial position as at 31 December 20.ncial position as at 31 December 20.ncial position as at 31 December 20.ncial position as at 31 December 20.11115555    
 NoteNoteNoteNote  20.1520.1520.1520.15    

RRRR    
20.1420.1420.1420.14    

RRRR    
20.1320.1320.1320.13    

RRRR    
  

Equity and liabilitiesEquity and liabilitiesEquity and liabilitiesEquity and liabilities         

NonNonNonNon----current liabilitiescurrent liabilitiescurrent liabilitiescurrent liabilities     – – 5 194  

Financial asset measured at amortised 
cost 3 – – 5 190 

 

Current liabilitiesCurrent liabilitiesCurrent liabilitiesCurrent liabilities        
Short-term portion of financial liabilities
measured at amortised cost 3 

 
5 194 5 017 

SB LtdSB LtdSB LtdSB Ltd    
Extract from the Extract from the Extract from the Extract from the statement of profit or loss and other comprehensive incomestatement of profit or loss and other comprehensive incomestatement of profit or loss and other comprehensive incomestatement of profit or loss and other comprehensive income    for the year for the year for the year for the year 

ended 31 Decemberended 31 Decemberended 31 Decemberended 31 December    20.1520.1520.1520.15    
 NoteNoteNoteNote    20.1520.1520.1520.15    

RRRR    
20.1420.1420.1420.14    

RRRR    
20.1320.1320.1320.13    

RRRR    
    

Net finance cost 4 (806) (1 583) (1 532)  
–  Finance cost  (806) (1 583) (1 532)  
–  Finance income  XX XX XX  
     
Profit before taxProfit before taxProfit before taxProfit before tax     XX XX XX  
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    Example 18.Example 18.Example 18.Example 18.23232323: Financial asset and financial liability at amortised cost (continued): Financial asset and financial liability at amortised cost (continued): Financial asset and financial liability at amortised cost (continued): Financial asset and financial liability at amortised cost (continued)    

SB LtdSB LtdSB LtdSB Ltd    
Notes for the year ended 31Notes for the year ended 31Notes for the year ended 31Notes for the year ended 31    DecemberDecemberDecemberDecember    

3.3.3.3.    Financial Financial Financial Financial liabilities liabilities liabilities liabilities measured measured measured measured at amortised costat amortised costat amortised costat amortised cost 
 20.1520.1520.1520.15  

RRRR    
20.1420.1420.1420.14    

RRRR    
20.1320.1320.1320.13    

RRRR    
    

Insured/uninsured     
2 12% R5 000 debentures measured at amortised cost – 5 194 10 211  
Amount payable within the next 12 months transferred to 
current financial liabilities (balancing) 

 
– (5 194) (5 017) 

 

Non-current financial liabilities at amortised cost  – – 5 194  

4444....    Net finance costNet finance costNet finance costNet finance cost    
 20.1520.1520.1520.15    

RRRR    
20.1420.1420.1420.14    

RRRR    
20.1320.1320.1320.13  

RRRR    
    

Finance cost 
 – Financial liability measured at amortised cost 

 
(806) 

 
(1 583) (1 532) 

 

Finance income XX XX XX  
Net finance cost (806) (1 583) (1 532)  

 

8.38.38.38.3    FinancialFinancialFinancialFinancial    assets assets assets assets at fair value through other comprehensive incomeat fair value through other comprehensive incomeat fair value through other comprehensive incomeat fair value through other comprehensive income    

8.3.18.3.18.3.18.3.1    Investment in debt instrumentsInvestment in debt instrumentsInvestment in debt instrumentsInvestment in debt instruments    
Investments in debt instruments that are held within a business model to collect contractual 
cash flows and to sell the investments are classified as a financial asset measured at fair 
value through other comprehensive income. The initial measurement of the investment is at 
fair value. Transaction costs are capitalised to the investment. Subsequent measurement is 
at fair value and any change in the fair value is recognised in the mark-to-market reserve 
on debt instruments in equity via other comprehensive income in the statement of profit or 
loss and other comprehensive income. This reserve will have a separate column in the 
statement of changes in equity and may have a debit balance (increases and decreases are 
recognised in the reserve).  

Any balance in the mark-to-market reserve on the debt instrument is reclassified 
(realised) to profit or loss on derecognition (sale or disposal). 
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    Example 18.Example 18.Example 18.Example 18.24242424: Financial asset : Financial asset : Financial asset : Financial asset at fair value through other comprehensive income at fair value through other comprehensive income at fair value through other comprehensive income at fair value through other comprehensive income 
(debt instrument)(debt instrument)(debt instrument)(debt instrument)        
On 1 January 20.13, Invest Ltd purchases two 12% R5 000 debentures from SB Ltd, a 
company listed on the JSE Ltd, at their fair value of R9 979 [[[[N1N1N1N1]]]]. The debentures mature at 
108% of the nominal value in two equal annual instalments payable on 31 December 20.14 
and December 20.15. Interest is payable on 31 December. The market-related interest rate 
on similar debentures with the same terms as these debentures is 15% per annum. 
Invest Ltd uses settlement date accounting to account for all financial assets at amortised 
cost and has a 31 December year end. Assume that transaction costs of R100 in total were 
paid by Invest Ltd in respect of the purchase of the debentures. The objective of Invest Ltd’s 
business model is to hold the debentures in order to collect contractual cash flows and sell 
the debentures. The fair value of the debentures were as follows: 
31 December 20.13  R5 200 per debenture 
31 December 20.14  R5 500 per debenture 
On 1 January 20.15 Invest Ltd disposed of the remaining investment in debenture at its fair 
value of R5 500. 
Invest Ltd’s profit for the year, afterafterafterafter any adjustments relating to the investment in 
debentures, was as follows: 
� for the year ended 31 December 20.13, R30 000; 
� for the year ended 31 December 20.14, R40 000; and 
� for the year ended 31 December 20.15, R35 000. 

Notes:Notes:Notes:Notes:    
NNNN1111   Initial recognition is at fair value and transaction costs are capitalised. The fair value 
was given and therefore a fair value calculation is not required. 
N2N2N2N2  The debentures are classified as measured at fair value through other comprehensive 
income. The debentures are measured at fair value at year end. Any fair value adjustments 
are recognised in equity via other comprehensive income in the statement of profit or loss 
and other comprehensive income. A separate column has to be presented in the statement 
of changes in equity for the mark-to-market reserve on debt instruments. 
N3N3N3N3  The interest recognised in the statement of profit or loss and other comprehensive 
income is the same amount that would have been recognised if the debentures were 
measured at amortised cost (gross carrying amount of debentures × effective interest rate).  
NNNN4444  The interest cash flows (coupon interest) is calculated by multiplying the nominal value 
with the nominal rate. 
N5 N5 N5 N5 At derecognition of the financial asset its carrying amount is firstly restated to the fair value 
on the date of sale (1 January 20.15). In this example the debentures are sold at the fair value 
determined on 31 December 20.14. Therefore there will be no fair value gain or resultant 
profit or loss in 20.15. The cumulative fair value adjustments recognised in the mark-to-market 
reserve are reclassified to profit or loss.  
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    Example 18.Example 18.Example 18.Example 18.24242424: Financial asset and financial liability at amortised cost (continued): Financial asset and financial liability at amortised cost (continued): Financial asset and financial liability at amortised cost (continued): Financial asset and financial liability at amortised cost (continued)    
Invest LInvest LInvest LInvest Lttttdddd 

Step Step Step Step 1111: Initial recognition of the debenture. (J1) 
  DtDtDtDt  

RRRR    
CrCrCrCr    
RRRR    

    

    1 January 20.1 January 20.1 January 20.1 January 20.13131313       
(J1) Investment in debenture (SFP) N1N1N1N1 9 979   
  Bank (SFP)  9 979  
 Debentures recognised at fair value on initial recognition    
(J2) Investment in debentures (SFP) 100   
  Bank (SFP)  100  
 Transaction costs paid and capitalised    

Stap 2Stap 2Stap 2Stap 2: Capitalise transaction costs (J2). Calculate a new discount rate, since the present 
value has changed (it now includes transaction costs). 

CFj 9 979 + 100 = – 10 079
CFj 1 200 
CFj 6 600 
CFj 6 000  
IRR = ? = 14,50% per annum 

Step Step Step Step 3333: Account for interest payments (as if the debentures were measured at amortised 
cost), fair value adjustment at year end and the settlement payment. 

  DrDrDrDr  
RRRR    

CrCrCrCr    
RRRR    

  

 31 December 20.31 December 20.31 December 20.31 December 20.13131313          
 Bank (SFP) (R5 000 × 2 × 12%)  1 200  
 Investment in debentures (SFP) (balancing) 261  
 Interest income (P/L) [(9 979 + 100) balance ×

14,50%14,50%14,50%14,50%] N3N3N3N3 
 1 461 

 Recognise interest and amortisation adjustment   
 Investment in debentures (SFP) ((5 200 × 2) – –(10 079 +

261)) 
60  

 Mark-to-market reserve on debt instruments (OCI) N2N2N2N2  60 
 Remeasure debentures to fair value at year end   
 31 December 20.31 December 20.31 December 20.31 December 20.14141414    
 Bank (SFP))))    N4N4N4N4 1 200  
 Investment in debentures (SFP) (balancing) 300  
 Interest income (P/L) (9 979 + 100 + 261) × 14,50%)

N3N3N3N3 
 1 500 

 Recognise interest and amortisation adjustment   

 Bank (SFP) (2 × R5 000/2 instalments × 108%108%108%108%) 5 400   
 Investment in debentures (SFP)  5 400 
 Investment matures    
 Investment in debentures (SFP) (5 500 fair value at end of

20.14 – (10 400 fair value at beginning of 20.14 + 300
interest income 20.14 – 5 400  redemption) 

200  

 Mark-to-market reserve on debt instruments (OCI) N2N2N2N2  200 
 Remeasure debentures to fair value at year end   
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    Example 18.Example 18.Example 18.Example 18.24242424: Financial asset and financial liability at amortised cost (continued): Financial asset and financial liability at amortised cost (continued): Financial asset and financial liability at amortised cost (continued): Financial asset and financial liability at amortised cost (continued)    

Step Step Step Step 4444: Account for derecognition of debentures and reclassification of mark-to-market 
reserve to profit or loss 

 1111    January 20.15January 20.15January 20.15January 20.15    
 Bank (SFP) 5 500   
 Investment in debentures (SFP)  5 500  
  Disposal of debentures at fair value.    
 Mark-to-market reserve on debt instruments (OCI) (60

+ 200) 
260   

 Gain on disposal of investment in debentures (P/L)
N5N5N5N5 

 260  

 Reclassification of other comprehensive income    
 Step Step Step Step 5555::::    Presentation and disclosure   

Invest LtdInvest LtdInvest LtdInvest Ltd    
Extract of the statement of financial position as on 31 December 20.15Extract of the statement of financial position as on 31 December 20.15Extract of the statement of financial position as on 31 December 20.15Extract of the statement of financial position as on 31 December 20.15    

 NoteNoteNoteNote  20.1520.1520.1520.15  
RRRR    

20.1420.1420.1420.14  
RRRR    

22220.130.130.130.13  
RRRR    

    

AssetsAssetsAssetsAssets        

NonNonNonNon----current assetscurrent assetscurrent assetscurrent assets        

Financial assets -- 5 500 10 400  

Financial assets at fair value through other 
comprehensive income 3 

 
-- 5 500 10 400 

 

Equity and liabilitiesEquity and liabilitiesEquity and liabilitiesEquity and liabilities        
EquityEquityEquityEquity     

 
  

 

Retained earnings 
Mark-to-market reserve on debt instruments 3 

105 000 
-- 

70 000 
260 

30 000
60 

 

Invest LtdInvest LtdInvest LtdInvest Ltd    
Statement of changes in equity for the year ended 31 December 20.15Statement of changes in equity for the year ended 31 December 20.15Statement of changes in equity for the year ended 31 December 20.15Statement of changes in equity for the year ended 31 December 20.15          

 MarkMarkMarkMark----totototo----marketmarketmarketmarket  
RRRReeeeserveserveserveserve    on on on on 

debt debt debt debt 
instrumentinstrumentinstrumentinstrument    

RRRR    

Retained Retained Retained Retained 
earningsearningsearningsearnings    

    
RRRR    

Balance at 31 December 20.Balance at 31 December 20.Balance at 31 December 20.Balance at 31 December 20.11112222    – – 
Total comprehensive income for the year  
- Profit for the year – 30 000 
- Other comprehensive income for the year 60 – 

Balance at 31 December 20.Balance at 31 December 20.Balance at 31 December 20.Balance at 31 December 20.11113333    60 30 000 
Total comprehensive income for the year  
- Profit for the year – 40 000 
- Other comprehensive income for the year 200 – 

Balance at 31 December 20.Balance at 31 December 20.Balance at 31 December 20.Balance at 31 December 20.11114444    260 70 000 
Total comprehensive income for the year   
- Profit for the year – 35 000 
- Other comprehensive income for the year (260) – 
Balance at 31 December 20.1Balance at 31 December 20.1Balance at 31 December 20.1Balance at 31 December 20.15555    – 105 000 
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    Example 18.Example 18.Example 18.Example 18.24242424: Financial asset and financial li: Financial asset and financial li: Financial asset and financial li: Financial asset and financial liability at amortised cost (continued)ability at amortised cost (continued)ability at amortised cost (continued)ability at amortised cost (continued)    
Invest LtdInvest LtdInvest LtdInvest Ltd    

Extract from the sExtract from the sExtract from the sExtract from the statement of tatement of tatement of tatement of profit or loss and other profit or loss and other profit or loss and other profit or loss and other comprehensive income for the year comprehensive income for the year comprehensive income for the year comprehensive income for the year 
enenenenddddedededed    33331 December1 December1 December1 December    20.1520.1520.1520.15    

 NotesNotesNotesNotes  20.1520.1520.1520.15  
RRRR    

20.1420.1420.1420.14    
RRRR    

20.1320.1320.1320.13  
RRRR    

    

Net finance income* 4 – 1 500 1 461  
–  Finance cost  –   (XX)  
–  Finance income  –  1 500 1 461  

Profit for the yearProfit for the yearProfit for the yearProfit for the year  35 000 40 000 30 000  

Other comprehensive income:Other comprehensive income:Other comprehensive income:Other comprehensive income:     
Items that Items that Items that Items that willwillwillwill    be rbe rbe rbe reclassified to profit or loss: eclassified to profit or loss: eclassified to profit or loss: eclassified to profit or loss:     
Mark-to-market reserve on debt instrument 

 
(260) 200 60 

Total comprehensive incomTotal comprehensive incomTotal comprehensive incomTotal comprehensive income for the yeare for the yeare for the yeare for the year 34 740 40 200 30 600 
Invest LtdInvest LtdInvest LtdInvest Ltd  

Notes for the year ended 31 DecemberNotes for the year ended 31 DecemberNotes for the year ended 31 DecemberNotes for the year ended 31 December    20.1520.1520.1520.15    
3.3.3.3.    Financial assets at fair value through other comprehensive incomeFinancial assets at fair value through other comprehensive incomeFinancial assets at fair value through other comprehensive incomeFinancial assets at fair value through other comprehensive income    
 20.1520.1520.1520.15  

RRRR    
20.1420.1420.1420.14    

RRRR    
20.1320.1320.1320.13  

RRRR    
    

Listed    

2 12% R5 000 debentures measured at fair value 
through other comprehensive income (mandatory) –  5 500  10 400  

 

 –  5 500  10 400  

 
4444....    Net finance costNet finance costNet finance costNet finance cost    
    
 

 20.1520.1520.1520.15    
RRRR    

20.1420.1420.1420.14    
RRRR    

20.1320.1320.1320.13  
RRRR    

    

Finance cost  (XX)  (XX) (XX)  
Finance income 
– Financial assets measured at fair value 
through other comprehensive income 

  
–  

 
1 500 1 461 

 

Net finance cost  –  1 500 1 461  
 

8.3.28.3.28.3.28.3.2    Investment in equity instrumentInvestment in equity instrumentInvestment in equity instrumentInvestment in equity instrument    
Investments in equity instruments that are not held for trading may be designated as 
measured at fair value through other comprehensive income. Any balance in the mark-to-
market reserve will never be reclassified (realised) to profit or loss. On sale or disposal of 
the financial asset at fair value through other comprehensive income any balance in the 
mark-to-market reserve may be transferred to retained earnings. This transfer will take 
place directly in the statement of changes in equity.  
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    Example 18.Example 18.Example 18.Example 18.25252525: Financial asset at fair value through other comprehensive income : Financial asset at fair value through other comprehensive income : Financial asset at fair value through other comprehensive income : Financial asset at fair value through other comprehensive income 
(equity instrument)(equity instrument)(equity instrument)(equity instrument)    

On 30 June 20.13, Invest Ltd acquired a non-controlling interest of 10 000 ordinary shares 
in BVV Ltd at R2,50 per share. Invest Ltd incurred transaction costs of R500 with the 
purchase of the shares on 30 June 20.13. These shares are not held for speculative 
purposes or designated at initial recognition as at fair value through profit or loss. At initial 
recognition senior management of Invest Ltd elected irrevocably that this investment should 
be classified as at fair value through other comprehensive income. Both Invest Ltd and 
BVV Ltd are listed on the JSE Ltd and both have a financial period ending on 31 December. 
Invest Ltd applies the settlement date accounting method for accounting for transactions 
relating to financial assets. Assume that there were no changes in the fair values of the 
transactions between trade date and settlement date. Invest Ltd was incorporated on 
1 January 20.13. 
The following were the closing prices of one ordinary share in BVV Ltd: 
� on 31 December 20.13, R2,58 per share; 
� on 31 December 20.14, R2,62 per share, and 
� on 31 December 20.15, R2,60 per share. 

Any decrease is not deemed to be a permanent impairment. 
On 31 December 20.15 BVV Ltd declared and paid a dividend of R0,50 per share to 
shareholders. 
On 31 March 20.16, Invest Ltd sold its shares in BVV Ltd at R2,65 per share. 
Invest Ltd’s profit for the year, before any adjustments relating to the investment in BVV Ltd, 
was as follows: 
� for the year ended 31 December 20.13, R30 000; 
� for the year ended 31 December 20.14, R40 000; 
� for the year ended 31 December 20.15, R35 000; and 
� for the year ended 31 December 20.16, R45 000. 

NotesNotesNotesNotes: 
N1N1N1N1  The investment in the shares of BVV Ltd is not held for trading, is not designated as at 
fair value through profit or loss and management specifically elected for it to be classified as 
at fair value through other comprehensive income. Initial recognition of a financial asset at 
fair value through other comprehensive income is at fair value, and transaction costs are 
capitalised.  
N2N2N2N2  Subsequent measurement (at each year end) is at fair value. Any fair value adjustments 
are recognised in equity via other comprehensive income in the statement of profit or loss 
and other comprehensive income. A separate column has to be presented in the statement 
of changes in equity for the mark-to-market reserve on equity instruments.  
N3N3N3N3  At derecognition of the financial asset its carrying amount is firstly restated to the fair 
value on date of sale via other comprehensive income in the mark-to-market reserve on equity 
instruments. In this example the shares are sold at fair value, therefore there will be no 
resultant profit or loss on sale. Then the cumulative fair value adjustments recognised in the 
mark-to-market reserve on equity instruments are transferred to retained earnings directly in 
equity. Should there have been transaction costs on the sale of the shares, it would have been 
recognised as an expense in profit or loss. 
N4 N4 N4 N4 Dividends received on the investment in BVV Ltd’s shares is recognised in profit or loss. . . .  
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    Example 18.Example 18.Example 18.Example 18.25252525: Financial asset at fair value thr: Financial asset at fair value thr: Financial asset at fair value thr: Financial asset at fair value through other comprehensive incomeough other comprehensive incomeough other comprehensive incomeough other comprehensive income    
(equity instruments)(equity instruments)(equity instruments)(equity instruments)    (continued)(continued)(continued)(continued)    

General Journal ofGeneral Journal ofGeneral Journal ofGeneral Journal of    Invest LtdInvest LtdInvest LtdInvest Ltd 
  

    
DrDrDrDr    
RRRR    

CrCrCrCr  
RRRR    

    

 30 June 20.30 June 20.30 June 20.30 June 20.13131313         
 Investment in BVV Ltd (SFP) (N1)(N1)(N1)(N1) 25 000  
 Bank (SFP)  25 000  
 Purchase 10 000 shares at R2,50 each   
 Investment in BVV Ltd (SFP) (N1)(N1)(N1)(N1) 500   
 Bank (SFP)  500  
 Transaction costs capitalised to the investment   
 31 December 20.31 December 20.31 December 20.31 December 20.13131313       
 Investment in BVV Ltd (SFP)  (N2)(N2)(N2)(N2) 300  
 Mark-to-market reserve on equity instrument (OCI)  300  
 Subsequent measurement at R2,58 per share 

[(10 000 × 2,58) – (25 000 + 500)] 
  

    Balance Balance Balance Balance is the fair value is the fair value is the fair value is the fair value on 31on 31on 31on 31....12121212....20.20.20.20.13131313        of 10 000 of 10 000 of 10 000 of 10 000 ××××    2,582,582,582,58    = = = = 
25 80025 80025 80025 800    

   

 31 December 20.31 December 20.31 December 20.31 December 20.14141414      
 Investment in BVV Ltd (SFP) 400  
 Mark-to-market reserve on equity instrument (OCI)  400  
 Subsequent measurement at R2,62 per share 

[(10 000 × 2,62) – 25 800] 
  

    Balance is the fair value on 31Balance is the fair value on 31Balance is the fair value on 31Balance is the fair value on 31....12121212....20.20.20.20.14141414    of 10 of 10 of 10 of 10 000 000 000 000 ××××    2,62 2,62 2,62 2,62     
= R26 200= R26 200= R26 200= R26 200 

   

 31 December 20.131 December 20.131 December 20.131 December 20.15555       
 Mark-to-market reserve on equity instrument (OCI) 200  
 Investment in BVV Ltd (SFP) 200  
 Subsequent measurement at R2,60 per share 

[(10 000 x 2,60) – 26 200] 
 

 Bank (SFP) 5 000  
    Dividend income (P/L) 5 000  
 Dividend received on investment in shares (10 000 × 0,50)  
 Balance is the fair value on 31Balance is the fair value on 31Balance is the fair value on 31Balance is the fair value on 31....12121212....20.120.120.120.15555    of 10 000 of 10 000 of 10 000 of 10 000 ××××    2,60 2,60 2,60 2,60     

= R26 000= R26 000= R26 000= R26 000 
   

 
31 March 20.131 March 20.131 March 20.131 March 20.16666    

 

 Investment in BVV Ltd (SFP) 500  
 Mark-to-market reserve on equity instrument (OCI)  500  
 Subsequent measurement at fair value on date of derecognition  
 [(10 000 × 2,65) – 26 000]  
 Bank (SFP) (10 000 × 2,65) 26 500  
 Investment in BVV Ltd (SFP) 26 500  
 Derecognise investment on sale  
 Mark-to-market reserve on equity instrument (Equity)  1 000   
 Retained earnings (Equity) 1 000  
 Cumulative fair value adjustments on equity instrument 

transferred to retained earnings 
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    Example 18.Example 18.Example 18.Example 18.25252525: Financial asset at : Financial asset at : Financial asset at : Financial asset at fairfairfairfair    value through other comprehensive income value through other comprehensive income value through other comprehensive income value through other comprehensive income 
(equity instruments) (equity instruments) (equity instruments) (equity instruments) (continued)(continued)(continued)(continued)    

Invest LtdInvest LtdInvest LtdInvest Ltd    
Extract from the sExtract from the sExtract from the sExtract from the statement of financial position as at 31 Decembertatement of financial position as at 31 Decembertatement of financial position as at 31 Decembertatement of financial position as at 31 December    20.1620.1620.1620.16    

 NoteNoteNoteNote    20.1620.1620.1620.16    
RRRR    

20.1520.1520.1520.15  
RRRR    

20.1420.1420.1420.14    
RRRR    

20.1320.1320.1320.13    
RRRR    

    

AssetsAssetsAssetsAssets        
NonNonNonNon----current assetscurrent assetscurrent assetscurrent assets        
Financial assets – 26 000 26 200 25 800  
Financial assets at fair value 
through other comprehensive 
income 3 – 26 000 26 200 25 800 

 

Equity and Equity and Equity and Equity and lllliabilitiesiabilitiesiabilitiesiabilities         
EquityEquityEquityEquity        
Retained earnings 151 000 105 000 70 000 30 000  
Mark-to-market reserve on 
equity instruments   – 500 700 300 

 

Invest LtdInvest LtdInvest LtdInvest Ltd    
Statement of changes in equity fStatement of changes in equity fStatement of changes in equity fStatement of changes in equity for the year ended 31 Decemberor the year ended 31 Decemberor the year ended 31 Decemberor the year ended 31 December    20.1620.1620.1620.16 

 MarkMarkMarkMark----totototo----
market market market market 
rrrreeeeserveserveserveserve    

RRRR    

Retained Retained Retained Retained   
earningsearningsearningsearnings    

    
    
    

RRRR    

    

Balance at 31 December 20.Balance at 31 December 20.Balance at 31 December 20.Balance at 31 December 20.12121212    – –  
Total comprehensive income for the year    
- Profit for the year – 30 000  
- Other comprehensive income for the year 300 –  

Balance at 31 December 20.Balance at 31 December 20.Balance at 31 December 20.Balance at 31 December 20.13131313    300 30 000  
Total comprehensive income for the year    
- Profit for the year – 40 000  
- Other comprehensive income for the year 400 –  

Balance at 31 December 20.Balance at 31 December 20.Balance at 31 December 20.Balance at 31 December 20.14141414    700 70 000  
Total comprehensive income for the year   
- Profit for the year – 35 000  
- Other comprehensive income for the year (200) –  
Balance at 31 December 20.1Balance at 31 December 20.1Balance at 31 December 20.1Balance at 31 December 20.15555    500 105 000  
Total comprehensive income for the year    
- Profit for the year [45 000 + 500] – 45 000  
- Other comprehensive income for the year 500 –  
Transfer of the mark-to-market reserve (N3)(N3)(N3)(N3)   (1 000) 1 000  

Balance at 31 December 20.1Balance at 31 December 20.1Balance at 31 December 20.1Balance at 31 December 20.16666    – 151 000  
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    Example 18.Example 18.Example 18.Example 18.25252525: Financial asset a: Financial asset a: Financial asset a: Financial asset at fair value through other comprehensive incomet fair value through other comprehensive incomet fair value through other comprehensive incomet fair value through other comprehensive income    
(equity instruments)(equity instruments)(equity instruments)(equity instruments)    (continued)(continued)(continued)(continued)    

Invest LtdInvest LtdInvest LtdInvest Ltd    
Extract from the sExtract from the sExtract from the sExtract from the statement of tatement of tatement of tatement of profit or loss and other profit or loss and other profit or loss and other profit or loss and other comprehensive income for the year comprehensive income for the year comprehensive income for the year comprehensive income for the year 

enenenenddddedededed    33331 December1 December1 December1 December    20.1620.1620.1620.16    
 NoteNoteNoteNote  20.1620.1620.1620.16  

RRRR    
20.1520.1520.1520.15  

RRRR    
20.1420.1420.1420.14  

RRRR    
20.1320.1320.1320.13    

RRRR    
    

Profit foProfit foProfit foProfit for the yearr the yearr the yearr the year    4444    45 000 35 000 40 000 30 000  
     

Other comprehensive income:Other comprehensive income:Other comprehensive income:Other comprehensive income:         
Items that Items that Items that Items that willwillwillwill    notnotnotnot    be rbe rbe rbe reclassified to profit eclassified to profit eclassified to profit eclassified to profit 
or loss: or loss: or loss: or loss:     
Investment  in equity instruments 

 

500 (200) 400 300 

 

Total comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the yearTotal comprehensive income for the year     45 500 34 800 40 400 30 300  

Invest LtdInvest LtdInvest LtdInvest Ltd    
Notes for the year ended 31 DecemberNotes for the year ended 31 DecemberNotes for the year ended 31 DecemberNotes for the year ended 31 December    20.1620.1620.1620.16    

3.3.3.3.    Financial assets at fair value through other comprehensive incomeFinancial assets at fair value through other comprehensive incomeFinancial assets at fair value through other comprehensive incomeFinancial assets at fair value through other comprehensive income 
 20.1620.1620.1620.16    

RRRR    
20.1520.1520.1520.15    

RRRR    
20.1420.1420.1420.14    

RRRR    
20.1320.1320.1320.13    

RRRR    
    

Listed   
10 000 ordinary shares in BVV Ltd at fair value  
(designated as at fair value through other  
comprehensive income) – 26 000 26 200 25 800 

 

  
Invest Ltd acquired these equity instruments in BVV Ltd for purpose of long term capital 
growth. As these investments are not actively managed on a fair value basis in profit or loss, 
the classification of the investment as measured at fair value through other comprehensive 
income is appropriate. On 31 March 20.16 Invest Ltd disposed of the investment in listed 
shares in BVV Ltd at a total fair value of R265 000.  The cumulative fair value gain on this 
investment amounted to R1 000. 
4444....    Profit before taxProfit before taxProfit before taxProfit before tax    
Profit before tax is after the following has been taken into account:Profit before tax is after the following has been taken into account:Profit before tax is after the following has been taken into account:Profit before tax is after the following has been taken into account:    

    20.1620.1620.1620.16  
RRRR    

20.1520.1520.1520.15    
RRRR    

20.1420.1420.1420.14    
RRRR    

20.1320.1320.1320.13  
RRRR    

Income  
Dividend income 
On investment held at reporting date  – 5 000 – – 

 

 

 

9999    DisclosureDisclosureDisclosureDisclosure    

9999....1111    Statement of financial position Statement of financial position Statement of financial position Statement of financial position     

9.19.19.19.1.1.1.1.1    Disclosures in respect of categories of financial assets and liabilitiesDisclosures in respect of categories of financial assets and liabilitiesDisclosures in respect of categories of financial assets and liabilitiesDisclosures in respect of categories of financial assets and liabilities    
The carrying amounts of each of the categories of financial assets (or liabilities) as identified 
by IFRS 9 shall either be presented on the face of the statement of financial 
position or disclosed in the notes. The categories are: 
� financial assets at fair value through profit or loss, showing separately 
 – those mandatorily measured at fair value in terms of IFRS 9; and 
 – those designated to this category at initial recognition; 
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� financial assets measured at fair value through other comprehensive income, showing 
separately 
– those mandatorily measured at fair value in terms of IFRS 9; and 

 – those designated to this category at initial recognition; 
� financial assets measured at amortised cost; 
� financial liabilities measured at amortised cost; 
� financial liabilities at fair value through profit or loss, showing separately 
 – those that meet the definition of held for trading in terms of IFRS 9; and 
 – those designated to this category at initial recognition. 

9.29.29.29.2    Disclosures in respect ofDisclosures in respect ofDisclosures in respect ofDisclosures in respect of    income, expenseincome, expenseincome, expenseincome, expensessss, gains or losses, gains or losses, gains or losses, gains or losses        
An entity shall present the following items of income, expense, gains or losses on the 
statement of profit or loss and other comprehensive income, or disclose it in the notes: 
� Net gains or net losses on 
 – financial assets and liabilities designated as at fair value through profit or loss; 
 – financial assets and liabilities classified as at fair value through profit or loss; 
 – financial assets designated as at fair value through other comprehensive income; 
 – financial assets classified as at fair value through other comprehensive income; 
 – financial assets measured at amortised cost; and 
 – financial liabilities measured at amortised cost. 
� Total interest revenue and total interest expense on 
 – financial assets measured at amortised cost; and 
 – financial assets classified as at fair value through other comprehensive income. 

9999....3333    Accounting policies Accounting policies Accounting policies Accounting policies     
The following shall be disclosed: 
� a summary of significant accounting policies for all financial instruments.  

9.49.49.49.4    Impairment and credit risk Impairment and credit risk Impairment and credit risk Impairment and credit risk     
IFRS 7 requires the following disclosure: 
� Information about the credit risk of financial instruments; 
� A reconciliation of the loss allowance account; and 
� An explanation of significant changes in the gross carrying amounts of financial assets.  
IAS 1 requires impairment losses on financial assets to be disclosed in a separate line item 
in the statement of profit or loss and other comprehensive income. 
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10101010    Short and sweetShort and sweetShort and sweetShort and sweet    
 

 The purpose of IAS 32, IFRS 7 and IFRS 9 is to prescribe the recognition, 
measurement and disclosure criteria of financial instruments.  
� There are threethreethreethree categories of financial assets, namely: 

 – at fair value through profit or loss 
 • designated 
 • mandatorily classified as at fair value 
 – at fair value through other comprehensive income 
 • designated 
 • mandatorily classified as at fair value – at amortised cost 

� There are twotwotwotwo categories of financial liabilities, namely: 
 – at fair value through profit or loss 
 • designated 
 • that meet the definition of held for trading 
 – at amortised cost. 

� Initial recognition is always measured at fair value, and transaction costs are taken into 
account, except with the category “at fair value through profit or loss”. 

� Subsequent measurement depends on the category of financial instrument and is either at 
fair value or at amortised cost. 

� Derecognition refers to removing the financial instrument from the statement of financial 
position. 
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Companies ActCompanies ActCompanies ActCompanies Act    

Companies Act Companies Act Companies Act Companies Act 2008200820082008    ((((ActActActAct    77771 of 1 of 1 of 1 of 2008)2008)2008)2008)    as amended by the as amended by the as amended by the as amended by the     
Companies Amendment Act 2011 (Act 3 of 2011)Companies Amendment Act 2011 (Act 3 of 2011)Companies Amendment Act 2011 (Act 3 of 2011)Companies Amendment Act 2011 (Act 3 of 2011)    

ContentsContentsContentsContents    
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 3.2 Profit company ....................................................................................  547 
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 4.1 Definitions ..........................................................................................  548 
 4.2 Disclosure requirements .......................................................................  549 

1111    Evaluation criteriaEvaluation criteriaEvaluation criteriaEvaluation criteria    

� Define and identify the different categories of companies in terms of the 
Companies Act 71 of 2008. 

� Understand the terminology and rationale behind the remuneration of directors and 
prescribed officers. 

� Disclose the remuneration of directors and prescribed officers in the notes to the 
financial statements of a company. 

2222    OverviewOverviewOverviewOverview    

The Companies Act, No. 71 of 2008 (hereafter referred to as the Companies Act), together 
with the Regulations of 2011, replaced the Companies Act, No. 61 of 1973 in its entirety on 
1 May 2011. The Companies Act 2008 introduces fundamental changes to the South African 
landscape of corporate laws and actions. 
This chapter deals with the following two concepts in the Companies Act:  

� categories of companies; and 
� remuneration of directors and prescribed officers. 
The rest of the content of the Companies Act does not fall within the scope of this chapter. 
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3333    Categories ofCategories ofCategories ofCategories of    companiescompaniescompaniescompanies    

The Companies Act does away with the concepts of “widely-held” and “limited interest” 
companies that were introduced by the Corporate Laws Amendment Act 2006. Section 8 of 
the Companies Act states that two types of companies may be formed and incorporated 
under the Act, namely profit companies and non-profit companies, as illustrated 
below: 

Categories of companies 

   

Profit companies  Non-profit companies 

    

 State-owned company   

  

 
 

  

 Public company    

  

 
 

  

 Personal liability company   

  

 
 

  

 Private company   

 

 

 

 

The types of companies as reflected in the diagram above are defined in section 1 of the 
Companies Act, and these definitions are summarised below. 

3.13.13.13.1    NonNonNonNon----profit companyprofit companyprofit companyprofit company    

Generally non-profit companies have a purpose relating to a public benefit or a purpose 
relating to cultural or social activities or interests of groups. Section 1 of the Companies Act 
defines a non-profit company as a company: 
� that is incorporated for a public benefit or other object as required by item 1(1) of 

Schedule 1; and 
� whose income and property are not distributable to its incorporators, members, 

directors, officers or any persons related to them (except to the extent permitted by 
item 1(3) of Schedule 1). 

To be reflected as SOC Ltd 

To be reflected as Limited or Ltd 

To be reflected as Incorporated or Inc 

To be reflected as Propriety Limited or 
(Pty) Ltd 

To be reflected as NPC 
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3.23.23.23.2    Profit companyProfit companyProfit companyProfit company    

A profit company is incorporated in order to provide financial gain for its shareholders.  
There are four types of profit companies: 
� State-owned companies 
� Private companies 
� Personal liability companies 
� Public companies 

3.2.13.2.13.2.13.2.1    StateStateStateState----owned companyowned companyowned companyowned company    

State-owned companies are either: 
� listed as a public entity in Schedule 2 or 3 of the Public Finance Management Act 1999; 

or 
� owned by a municipality. 

3.2.23.2.23.2.23.2.2    Private companyPrivate companyPrivate companyPrivate company    

A private company is a profit company that is not: 
� a public, personal liability or state-owned company; and 
� its memorandum of incorporation: 
 – prohibits it from offering any of its securities to the public; and 
 – restricts the transferability of its securities. 
The Companies Act does not place a limitation on the number of shareholders of a private 
company. 

3.2.33.2.33.2.33.2.3    Personal liability companyPersonal liability companyPersonal liability companyPersonal liability company    

A personal liability company is a company that:  

� meets the criteria for a private company; and  

� its memorandum of incorporation specifically states that it is a personal liability 
company.  

The directors and past directors of a personal liability company are liable for the company’s 
debts. 

3.2.43.2.43.2.43.2.4    Public companyPublic companyPublic companyPublic company    

A public company is a profit company that is not a state-owned company, a private 
company or a personal liability company. 

4444    DiDiDiDisclosure ofsclosure ofsclosure ofsclosure of    rrrremunerationemunerationemunerationemuneration    

Information that needs to be disclosed in the annual financial statements regarding 
remuneration of directors and prescribed officers are detailed in section 30(4) of the Act. 
According to section 30(5) this disclosure needs to show the amount of any remuneration or 
benefits paid to (or receivable by) persons in respect of: 
� services rendered as directors or prescribed officers of the company; or 
� services rendered while being directors or prescribed officers of the company: 
 – as directors or prescribed officers of any other company within the same group of 

companies; or 
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 – otherwise in connection with the carrying on of the affairs of the company or any 
other company within the same group of companies. 

Section 30(6) lists items that can be included as “remuneration” of directors and prescribed 
officers. One should bear in mind that section 5 requires that any section of the 
Companies Act must be applied in a manner that is consistent with the purpose of the 
Companies Act referred to in section 7. Section 7 states that the purpose of the 
Companies Act is “encouraging transparency and high standards of corporate governance”. 

The Companies Act does not differentiate between remuneration for executive and non-
executive directors. Generally non-executive directors receive directors’ fees for their 
attendance of board meetings and also for the provision of services as directors.  

4.4.4.4.1111    DefinitionsDefinitionsDefinitionsDefinitions    

In order to fully understand the disclosure of remuneration of directors and prescribed 
officers, knowledge of the definitions below is required. 

4.4.4.4.1111....1111    DirectorDirectorDirectorDirector    

Any director or alternate director or other person occupying such position, by whatever 
name designated.  

4.4.4.4.1111....2222    Prescribed officerPrescribed officerPrescribed officerPrescribed officer    

Any person who, despite not being a director, exercises general executive control over, and 
management of, the whole, or a significant portion of the business and activities of the 
company, or regularly participates to a material degree therein. 

Examples of prescribed officers may include the following: 
� chief executive officer; 
� chief financial officer; 
� regional manager; and 
� general secretary. 

4.4.4.4.1111....3333    Related personRelated personRelated personRelated person    

In terms of the Companies Act: 
� an individual is related to another individual if they are:  
 – married, or live together in a relationship similar to marriage; or 
 – separated by no more than two degrees of natural or adopted consanguinity or 

affinity; 
� an individual is related to a juristic person if the individual directly or indirectly controls  
 the juristic person; and 
� a juristic person is related to another juristic person if: 
 – either of them directly or indirectly controls the other, or the business of the other; 
 – either is a subsidiary of the other; or 
 – a person directly or indirectly controls each of them, or the business of each of them. 

4.4.4.4.1111....4444    RemunerationRemunerationRemunerationRemuneration    

Remuneration includes the following as per section 30(6) of the Companies Act: 
� fees paid to directors for services rendered by them to, or on behalf of, the company, 

including any amount paid to a person in respect of the person’s acceptance of the office 
of director; 
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� salary, bonuses and performance-related payments; 
� expense allowances, to the extent that the directors are not required to account for such 

allowance; 
� contributions paid under any pension fund; 
� the value of any options of rights given directly or indirectly to a past, current or future 

director or any person related to any of them; 
� financial assistance to a past, current or future director or any person related to any of 

them, for the subscription of shares in the company or inter-related companies; and 
� in respect of loans or other financial assistance by the company (or any loan made by a 

third party where the company is a guarantor of that loan) to a past, current or future 
director or any person related to any of them: 
– any interest deferred, waived or forgiven; or 
– the difference in value between the interest that would reasonably be charged in 

comparable circumstances at fair market rates in an arm’s length transaction, and the 
interest actually charged to the borrower (if less).  

4.4.4.4.2222    Disclosure requirementsDisclosure requirementsDisclosure requirementsDisclosure requirements    

Section 30(4) contains the disclosure requirements in respect of remuneration. Any 
company that, in terms of the stipulations of this Act, is required to have its annual financial 
statements audited, must disclose the remuneration of directors and prescribed officers.  
The disclosure of remuneration will include the following: 
� the remuneration and benefits received by each director or prescribed officers;  
� the amount of any pensions paid by the company to, or receivable by, current and past 

directors or prescribed officers; 
� the amount paid or payable by the company to a pension fund in respect of current and 

past directors and prescribed officers; 
� the amount of any compensation paid for the loss of office to current and past directors 

and prescribed officers; 
� the number and class of any securities issued to a director and prescribed officer, or any 

person related to them, as well as the consideration received by the company for these 
securities; and 

� details of service contracts of current directors and prescribed officers. 
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    Example 19.1: Disclosure of remunerationExample 19.1: Disclosure of remunerationExample 19.1: Disclosure of remunerationExample 19.1: Disclosure of remuneration    
Fouché Ltd holds 80% of the issued ordinary shares of Ruben Ltd. The directors and senior 
personnel of Fouché Ltd are as follows: 

 Chairman (non-executive) Mr MJ du Toit  
 Director (non-executive) Mrs H Aucamp  
 Regional manager  Mr JN van Schalkwyk  
 Managing director (executive) Mr Z Beseti  
 General secretary  Mrs L Lombard  

Fouché Ltd identified all their prescribed officers and ensured that they meet the statutory 
requirements for appointment. The prescribed officers were informed that their 
remuneration will be disclosed in terms of the requirements of the Companies Act, 2008. 
The following information is applicable to the remuneration of directors and prescribed 
officers for the financial year ended 31 December 20.15: 
� Each director receives a fee of R10 000 per quarter. The chairman receives an additional 

fee of R4 000 per quarter. The managing director receives a salary of R240 000 per year, 
the general secretary R200 000 per year and the regional manager R160 000 per year. 

� Both the chairman and managing director have the use of company cars which may also be 
used for private purposes. The total benefits for the use of such a car are estimated at  
R60 000 per year, of which 40% is for private use and 60% for business purposes. 

� Entertainment allowances are as follows: 
  RRRR    

 – Chairman 20 000 per year 
 – Managing director 16 000 per year 
 – General secretary 10 000 per year 
 – Regional manager 6 000 per year 
� The widow of a past managing director (Mr AL Khoza) (executive director) received a pension 

payment of R40 000 per year solely by reason of her deceased husband’s managing 
directorship.  

� The annual pension contributions (total personal andandandand company contributions) amount to 
R40 000 per year per director and R20 000 per prescribing officer. The various companies 
pay 60% of these contributions on behalf of their directors and prescribing officers. The 
payment of pensions arises from the managing duties of the affected persons.  

� On the last day of the financial year, Mr MJ du Toit was relieved of his duties as chairman of 
Fouché Limited and general secretary of Ruben Ltd. As a result, Mr du Toit received the 
following remuneration:    

  RRRR 
 – From Fouché Ltd for his position as chairman of Fouché Ltd 20 000 
 – From Ruben Ltd for his position as general secretary of Ruben Ltd 40 000 
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    Example 19.1: Disclosure of remuneration (continued)Example 19.1: Disclosure of remuneration (continued)Example 19.1: Disclosure of remuneration (continued)Example 19.1: Disclosure of remuneration (continued)    

Fouché Ltd 
Notes for the year ended 31 December 20.15    

20.20.20.20.        Remuneration of directors and prescribed officers 

    NameNameNameName    Directors’ Directors’ Directors’ Directors’ 
feesfeesfeesfees    

SalarySalarySalarySalary    Other Other Other Other 
benbenbenbeneeeefitsfitsfitsfits    

(*)(*)(*)(*)    

PensionPensionPensionPensionssss        Loss of Loss of Loss of Loss of 
officeofficeofficeoffice    

Less:Less:Less:Less:    
Paid by Paid by Paid by Paid by 

subsidsubsidsubsidsubsidiiiiaries aries aries aries 
and othersand othersand othersand others  

TotalTotalTotalTotal      

        RRRR    RRRR    RRRR    RRRR        RRRR    RRRR        

    Executive Executive Executive Executive 
diredirediredirecccctorstorstorstors    

     

 Z. Beseti 40 000 240 000 64 000 344 000  

       

    NonNonNonNon----
executive executive executive executive 
diredirediredirecccctorstorstorstors    

     

 M.J. du Toit 56 000  68 000 60 000 (40 000) 144 000  

 H. Aucamp 40 000  24 000 64 000  

       

    Prescribed Prescribed Prescribed Prescribed 
officersofficersofficersofficers    

     

 J.N. van 
Schalkwyk 

 160 000 18 000 178 000  

 L. Lombard  200 000 22 000 222 000  

       

    Past director Past director Past director Past director 
(exec(exec(exec(execuuuutive)tive)tive)tive)    

     

 A.L. Khoza    40 000 40 000  
       
    TotalTotalTotalTotal    136 000136 000136 000136 000    600 000600 000600 000600 000    111196969696    000000000000    40404040    000000000000  60 00060 00060 00060 000  (40(40(40(40    000)000)000)000)  992 000992 000992 000992 000        

*Other benefits 

    NameNameNameName    TravelTravelTravelTravel    
    

RRRR    

Pension fund Pension fund Pension fund Pension fund 
contributionscontributionscontributionscontributions    

RRRR    

Entertainment Entertainment Entertainment Entertainment 
allowanceallowanceallowanceallowance    

RRRR    

TotalTotalTotalTotal    
    

RRRR    

    

 Z Beseti 24 000 24 000 16 000 64 000  
 MJ du Toit 24 000 24 000 20 000 68 000  
 H Aucamp  24 000  24 000  
 JN van Schalkwyk  12 000 6 000 18 000  
 L Lombard  12 000 10 000 22 000  

CommentCommentCommentComment:    
� Comparative figures for 20.14 would also be required. 
 



 

 
 


	Cover Page
	Introduction to IFRS
	Title Page
	Copyright Page
	Preface
	Contents
	Chapter 1 The framework of accounting – Conceptual Framework for Financial Reporting 2010; Framework for the Preparation and Presentation of Financial Statements 1989
	1 Evaluation criteria
	2 Schematic representation of the Conceptual Framework
	3 Background
	3.1 What is a framework?
	3.2 Recent developments

	Part 1: The Conceptual Framework for Financial Reporting 2010
	4 Scope
	5 The objective of general purpose financial reporting
	6 The reporting entity
	7 Qualitative characteristics of useful financial information
	7.1 Fundamental qualitative characteristics
	7.1.1 Relevance
	7.1.2 Faithful representation
	7.1.3 Applying the fundamental qualitative characteristics

	7.2 Enhancing qualitative characteristics
	7.2.1 Applying the enhancing qualitative characteristics
	7.2.2 The cost constraint on useful financial reporting


	8 The 1989 Framework: The remaining text
	8.1 Underlying assumption
	8.2 The elements of financial statements
	8.2.1 Assets
	8.2.2 Liabilities
	8.2.3 Equity
	8.2.4 Income
	8.2.5 Expenses

	8.3 Recognition of the elements of financial statements
	8.3.1 The probability of future economic benefits
	8.3.2 Reliability of measurement
	8.3.3 Recognition of assets
	8.3.4 Recognition of liabilities
	8.3.5 Recognition of income
	8.3.6 Recognition of expenses

	8.4 Concepts of capital and capital maintenance


	Part 2: The Framework for the Preparation and Presentation of Financial Statements 1989
	9 Scope
	10 Users of financial statements
	11 The objectives and components of financial statements
	12 Underlying assumptions
	12.1 The accrual basis
	12.2 The going concern assumption

	13 The qualitative characteristics of financial statements
	13.1 Understandability
	13.2 Relevance
	13.3 Reliability
	13.4 Comparability

	14 Interaction between qualitative characteristics with the objective of financial reporting and constraints
	15 Elements of financial statements
	16 Recognition criteria
	17 Concepts of capital and capital maintenance
	18 Schematic representation of the Framework

	Part 3: Main differences between the Conceptual Framework and the Framework
	19 Objective of financial statements/financial reporting
	20 Qualitative characteristics

	Part 4: The Exposure Draft: The Conceptual Framework for Financial Reporting
	Part 5: Applying the theory
	21 Answering of theory questions
	22 Short and sweet


	Chapter 2 Presentation of financial statements – IAS 1
	1 Evaluation criteria
	2 Schematic representation of IAS 1
	3 Background
	4 Objective and components of financial statements
	5 General features
	5.1 Fair presentation and compliance with IFRSs
	5.1.1 Fair presentation
	5.1.2 Non-compliance with IFRSs

	5.2 Going concern
	5.3 Accrual basis
	5.4 Materiality and aggregation
	5.5 Offsetting
	5.6 Frequency of reporting
	5.7 Comparative information
	5.8 Consistency of presentation

	6 Structure and content
	6.1 Identification of financial statements
	6.2 Statement of financial position
	6.2.1 Current assets and current liabilities
	6.2.2 Items presented on the statement of financial position
	6.2.3 Items presented on the statement of financial position, statement of changes in equity or in the notes

	6.3 Statement of profit or loss and other comprehensive income
	6.3.1 Information to be presented in the profit or loss section or the statement of profit or loss
	6.3.2 Information to be presented in the other comprehensive section
	6.3.3 Information to be presented in the statement(s) of profit or loss and other comprehensive income or in the notes

	6.4 Statement of changes in equity
	6.4.1 Information to be presented in the statement of changes in equity
	6.4.2 Information to be presented in the statement of changes in equity or in the notes

	6.5 Notes
	6.5.1 Accounting policies
	6.5.2 Sources of estimation uncertainty
	6.5.3 Capital disclosure
	6.5.4 Dividends
	6.5.5 Other disclosures


	7 Short and sweet

	Chapter 3 Inventories – IAS 2
	1 Evaluation criteria
	2 Schematic representation of IAS 2
	3 Background
	4 Nature of inventories
	5 Measurement of inventories
	6 Cost of inventories
	6.1 Introduction
	6.1.1 Purchasing costs
	6.1.2 Conversion costs
	6.1.3 Other costs

	6.2 Allocation of overhead costs
	6.2.1 Production overhead costs
	6.2.2 Other overhead costs

	6.3 General ledger accounts

	7 Application of cost allocation techniques and cost formulas
	7.1 Standard cost
	7.2 Retail method
	7.3 Cost formulas
	7.3.1 First-in, first-out (FIFO)
	7.3.2 Weighted average method
	7.3.3 Specific identification


	8 Determining net realisable value
	9 Lower of cost and net realisable value
	9.1 General rule
	9.2 Firm sales contracts
	9.3 Exceptions

	10 Recognition of expense
	11 Disclosure
	12 Short and sweet

	Chapter 4 Statement of cash flows – IAS 7
	1 Evaluation criteria
	2 Schematic representation of IAS 7
	3 Background
	4 Objective of a statement of cash flows
	5 Elements of a statement of cash flows
	5.1 Cash flows from operating activities
	5.1.1 The indirect method
	5.1.2 The direct method

	5.2 Cash flows from investing activities
	5.3 Cash flows from financing activities
	5.4 Cash and cash equivalents
	5.5 Net increase or decrease in cash and cash equivalents

	6 Specific aspects
	6.1 Interest and dividends
	6.2 Taxation
	6.3 Value-added tax (VAT)
	6.4 Gross figures
	6.5 Foreign currency cash flows
	6.6 Finance leases
	6.7 Segment information

	7 Comprehensive example
	8 Disclosure
	9 Short and sweet

	Chapter 5 Accounting policies, changes in accounting estimates, and errors
	1 Evaluation criteria
	2 Schematic representation of IAS 8
	3 Background
	4 Accounting policies
	4.1 Selection of accounting policies
	4.2 Consistency of accounting policies
	4.3 Changes in accounting policies
	4.3.1 Change in accounting policy due to the initial application of a standard or interpretation
	4.3.2 Voluntary change in accounting policy
	4.3.3 Retrospective application of a change in accounting policy
	4.3.4 Prospective application of a change in accounting policy
	4.3.5 Disclosure
	4.3.5.1 Initial adoption of standard/interpretation (IAS 8.28)
	4.3.5.2 Voluntary change (IAS 8.29)
	4.3.5.3 New standard/interpretation not yet applied



	5 Changes in accounting estimates
	5.1 Disclosure requirements

	6 Errors
	6.1 Prior period errors
	6.2 Material prior period errors
	6.3 Disclosure

	7 Impracticability of retrospective application and retrospective restatement
	8 Schematic overview
	9 Short and sweet

	Chapter 6 Events after the reporting period – IAS 10
	1 Evaluation criteria
	2 Schematic representation of IAS 10
	3 Background
	4 Date of authorisation of the issue of financial statements
	5 Dividends
	6 Going concern
	7 Examples
	7.1 Case A
	7.2 Case B
	7.3 Case C
	7.4 Case D
	7.5 Case E

	8 Short and sweet

	Chapter 7 Income taxes – IAS 12
	1 Evaluation criteria
	2 Schematic representation of IAS 12
	3 Background
	4 Recognition and measurement of current tax
	4.1 Current income tax on companies
	4.2 Capital gains tax on companies

	5 Nature of deferred tax
	6 Temporary differences
	6.1 Tax base
	6.1.1 Assets
	6.1.2 Liabilities and revenue received in advance

	6.2 Taxable temporary differences
	6.3 Deductible temporary differences

	7 Unused tax losses and unused tax credits
	8 Recognition and measurement of deferred tax
	9 Dividend tax
	10 Presentation and disclosure
	10.1 Statement of profit or loss and other comprehensive income and notes
	10.2 Statement of financial position and notes

	11 Short and sweet

	Chapter 8 Property, plant and equipment – IAS 16
	1 Evaluation criteria
	2 Schematic representation of IAS 16
	3 Nature of PPE
	4 Background
	5 Recognition
	5.1 Components
	5.2 Spare parts and servicing equipment
	5.3 Safety and environmental costs
	5.4 Replacement of components at regular intervals
	5.5 Major inspections

	6 Measurement
	6.1 Initial cost
	6.2 Dismantling, removal and restoration costs
	6.3 Deferred settlement
	6.4 Exchange of PPE items
	6.5 Subsequent measurement

	7 Depreciation
	7.1 Allocation of cost
	7.2 Useful life
	7.3 Useful life of land and buildings
	7.4 Residual value
	7.5 Depreciation methods
	7.5.1 Straight-line method
	7.5.2 Diminishing balance method
	7.5.3 Units of production method

	7.6 Accounting treatment

	8 Revaluation
	8.1 Fair value
	8.2 Treatment of accumulated depreciation
	8.3 Realisation of revaluation surplus
	8.4 Subsequent revaluations and devaluations
	8.5 Timing of revaluation
	8.6 Depreciation and profits and losses

	9 Impairments and compensation for losses
	10 Derecognition
	11 Disclosure
	12 Comprehensive examples of cost and revaluation models
	13 Short and sweet

	Chapter 9 Leases – IAS 17
	1 Evaluation criteria
	2 Schematic representation of IAS 17
	3 Classification of leases and related definitions
	4 Land and buildings
	5 Finance leases in the financial statements of lessees
	5.1 Accounting treatment
	5.1.1 Lease term and commencement of the lease
	5.1.2 Minimum lease payments
	5.1.3 Interest rate

	5.2 Initial direct costs

	6 Instalment sale agreements: The purchaser’s perspective
	7 Disclosure: The lessee (finance leases) and the buyer (instalment sale agreements)
	8 Finance leases in the financial statements of lessors
	8.1 Accounting treatment
	8.2 Initial direct costs

	9 Instalment sale agreements: The seller’s perspective
	10 Residual values
	11 Disclosure: The lessor (finance leases) and the seller (instalment sale agreements)
	12 Operating leases in the financial statements of lessees
	12.1 Accounting treatment
	12.2 Disclosure

	13 Operating leases in the financial statements of lessors
	13.1 Accounting treatment
	13.2 Land and buildings
	13.3 Disclosure

	14 Short and sweet
	15 Use of a calculator

	Chapter 10 Revenue from Contracts with Customers – IFRS 15
	1 Evaluation criteria
	2 Background
	3 Schematic representation of IFRS 15
	4 Scope
	5 Defined terms
	6 Five-step revenue model
	6.1 Identify the contract (Step 1)
	6.1.1 Contract criteria
	6.1.2 Combination of contracts
	6.1.3 Contract modification

	6.2 Identify the separate performance obligations (Step 2)
	6.2.1 Benefit
	6.2.2 Separately identifiable
	6.2.3 Non-distinct good or service
	6.2.4 A series of distinct goods or services

	6.3 Determine the transaction price (Step 3)
	6.3.1 Variable consideration
	6.3.2 The time value of money
	6.3.2.1 Determining if the financing component is significant
	6.3.2.2 Measuring and recognising the financing component

	6.3.3 Non-cash consideration
	6.3.4 Consideration payable to a customer

	6.4 Allocate the transaction price to the separate performance obligations
	6.4.1 Allocating the transaction price
	6.4.2 Allocating a discount
	6.4.3 Allocating variable consideration

	6.5 Satisfying the performance obligations (step 5)
	6.5.1 Performance obligation satisfied over time
	6.5.2 Performance obligations satisfied at a point in time


	7 Contract costs
	7.1 Cost of obtaining a contract
	7.2 Cost of fulfilling the contract
	7.3 Amortisation and impairment

	8 Presentation
	8.1 Trade receivables
	8.2 Contract assets
	8.3 Contract liabilities

	9 Disclosure
	9.1 Contracts with customers
	9.2 Significant judgements and changes in the judgements
	9.3 Assets recognised from the costs to obtain or fulfil a contract

	10 Short and sweet

	Chapter 11 Employee benefits – IAS 19
	1 Evaluation criteria
	2 Schematic representation of IAS 19
	3 Background
	4 Short-term employee benefits
	4.1 Recognition and measurement
	4.1.1 All short-term employee benefits
	4.1.2 Short-term compensated absences
	4.1.3 Profit sharing and bonus plans

	4.2 Disclosure

	5 Post-employment benefits
	5.1 Types of post-employment benefit plans
	5.2 Defined contribution plans
	5.2.1 Background
	5.2.2 Risk

	5.3 Defined benefit plans
	5.3.1 Background
	5.3.2 Basis used to determine promised benefits of defined benefit plans
	5.3.3 Components comprising a defined benefit plan
	5.3.4 Funded and unfunded plans
	5.3.5 Risk

	5.4 Classification of post-employment benefit plans
	5.5 Accounting for post-employment benefit plans
	5.5.1 Defined contribution plans
	5.5.1.1 Recognition and measurement
	5.5.1.2 Disclosure



	6 Other long-term employee benefits
	6.1 Recognition and measurement
	6.2 Disclosure

	7 Termination benefits
	7.1 Recognition
	7.2 Measurement
	7.3 Disclosure

	8 Short and sweet

	Chapter 12 The effects of changes in foreign exchange rates – IAS 21; IAS 39
	1 Evaluation criteria
	2 Schematic representation of IAS 21
	3 Background
	4 Exchange rate
	5 Accounting implications
	5.1 Presentation currency
	5.2 Functional currency

	6 Reporting foreign currency transactions in functional currency
	6.1 Monetary items and non-monetary items
	6.2 Uncovered transactions
	6.2.1 The exchange rate
	6.2.2 Transaction date
	6.2.3 Exchange differences
	6.2.4 Disclosure

	6.3 Hedging foreign currency risk in transactions
	6.3.1 Hedging terminology
	6.3.2 Hedging criteria
	6.3.3 Hedge effectiveness requirements
	6.3.4 Frequency of assessing hedge effectiveness
	6.3.5 Methods of assessing hedge effectiveness
	6.3.6 Types of hedges relating to foreign currency transactions and hedge accounting
	6.3.7 Disclosure


	7 Short and sweet

	Chapter 13 Earnings per share – IAS 33
	1 Evaluation criteria
	2 Schematic representation of IAS 33
	3 Background
	4 Earnings per share
	4.1 Basic earnings
	4.2 Basic shares
	4.2.1 New share issues – with a change in resources (issue for value)
	4.2.1.1 Mandatorily convertible instruments
	4.2.1.2 Contingently issuable shares

	4.2.2 New share issues – without a change in resources (issue for no value)
	4.2.2.1 Share splits and share consolidations
	4.2.2.2 Capitalisation or bonus issue
	4.2.2.3 Rights issue at less than fair value

	4.2.3 Issues after the reporting date
	4.2.4 Participating preference shares


	5 Diluted earnings per share
	5.1 Diluted earnings
	5.2 Diluted shares
	5.3 Contingently issuable shares
	5.4 Share options, warrants and their equivalents
	5.5 Convertible instruments
	5.6 Order of dilution

	6 Dividends per share
	7 Presentation and disclosure
	7.1 Statement of profit or loss and other comprehensive income
	7.2 Notes

	8 Short and sweet

	Chapter 14 Impairment of assets – IAS 36
	1 Evaluation criteria
	2 Schematic representation of IAS 36
	3 Background
	4 Nature of impairment
	5 Measurement of recoverable amount and recognition of impairment loss
	5.1 Fair value less costs of disposal
	5.2 Value in use
	5.2.1 Cash flow projections
	5.2.2 Discount rate
	5.2.3 Value in use where the entity is committed to restructuring

	5.3 Recognition and measurement of an impairment loss
	5.4 Measuring recoverable amount for an intangible asset with an indefinite useful life

	6 Reversal of an impairment loss
	7 Disclosure
	7.1 Statement of profit or loss and other comprehensive income: profit or loss section
	7.2 Statement of profit or loss and other comprehensive income: other comprehensive income section
	7.3 Notes to the financial statements

	8 Short and sweet

	Chapter 15 Provisions, contingent liabilities and contingent assets – IAS 37; IFRIC 1
	1 Evaluation criteria
	2 Schematic representation of IAS 37
	3 Background
	4 Relationship between provisions and contingent liabilities
	5 Identification of liabilities, provisions and contingent liabilities
	6 Provisions
	6.1 Recognition
	6.1.1 Legal obligations
	6.1.2 Constructive obligations

	6.2 Measurement
	6.3 Additional matters surrounding provisions
	6.3.1 Right of recovery against a third party
	6.3.2 Future operating losses
	6.3.3 Joint and several liability
	6.3.4 Onerous contracts
	6.3.5 Executory contracts
	6.3.6 Restructuring provisions

	6.4 Disclosure

	7 Contingent liabilities
	7.1 Measurement
	7.2 Disclosure

	8 Contingent assets
	8.1 Disclosure

	9 Changes in existing decommissioning, restoration and similar liabilities (IFRIC 1)
	9.1 Accounting treatment in terms of the cost model

	10 Short and sweet

	Chapter 16 Intangible assets – IAS 38
	1 Evaluation criteria
	2 Schematic representation of IAS 38
	3 Background
	4 Nature of intangible assets
	5 Recognition and initial measurement
	5.1 Recognition
	5.2 Separate acquisitions
	5.3 Exchanges of intangible assets
	5.4 Acquisition by way of government grant

	6 Internally generated intangible assets
	6.1 Internally generated goodwill
	6.2 Internally generated intangible assets – other than goodwill
	6.2.1 Research and development costs


	7 Subsequent measurement
	7.1 The cost model
	7.2 The revaluation model
	7.3 Intangible assets with a finite useful life
	7.3.1 Useful life
	7.3.2 Amortisation method
	7.3.3 Residual value

	7.4 Intangible assets with indefinite useful lives

	8 Impairment
	9 Derecognition
	10 Disclosure
	11 Short and sweet

	Chapter 17 Investment property – IAS 40
	1 Evaluation criteria
	2 Schematic representation of IAS 40
	3 Background
	4 Nature of investment property
	5 Recognition and initial measurement
	5.1 Recognition
	5.2 Initial measurement

	6 Subsequent measurement
	6.1 Fair value model
	6.2 Cost model
	6.3 Subsequent expenditure
	6.4 Derecognition

	7 Disclosure
	8 Comprehensive example
	9 Short and sweet

	Chapter 18 Financial instruments – IFRS 9; IAS 39; IAS 32; IFRS 7
	1 Background
	2 Accounting standards
	2.1 Applicable accounting standards
	2.2 Scope exclusions
	2.3 Structure of chapter

	3 Definitions related to the background of financial instruments
	3.1 Terminology
	3.2 Financial asset (IAS 32.11)
	3.3 Financial liability (IAS 32.11)
	3.4 Equity instrument (IAS 32.11)
	3.5 Financial instrument (IAS 32.11)
	3.6 Derivative instrument (IFRS 9 (Appendix A)

	4 Recognition of financial instruments
	4.1 Initial recognition
	4.2 “Regular way” contracts: Trade date and settlement date

	5 Measurement of financial assets and liabilities
	5.1 Definitions related to measurement
	5.1.1 Fair value (IFRS 13)
	5.1.2 Gross carrying amount of a financial asset (IFRS 9 Appendix A)
	5.1.3 Amortised cost (IFRS 9 Appendix A)
	5.1.4 Transaction costs (IFRS 9 Appendix A)

	5.2 Classification of financial assets and financial liabilities
	5.2.1 Financial assets at fair value through profit or loss
	5.2.2 Financial assets at amortised cost
	5.2.3 Financial assets at fair value through other comprehensive income
	5.2.4 Financial liabilities at amortised cost
	5.2.5 Financial liabilities at fair value through profit or loss

	5.3 Initial measurement of financial assets and liabilities
	5.4 Subsequent measurement of financial assets
	5.4.1 Financial assets at fair value through profit or loss
	5.4.2 Financial assets at amortised cost
	5.4.3 Financial assets at fair value through other comprehensive income
	5.4.3.1 Fair value adjustments on investments in debt instruments
	5.4.3.2 Fair value adjustments on investments in equity instruments

	5.4.4 Financial assets that do not have a quoted price in an active market

	5.5 Subsequent measurement of financial liabilities
	5.5.1 Financial liabilities at amortised cost
	5.5.2 Financial liabilities at fair value through profit or loss

	5.6 Impairment of financial assets
	5.6.1 Credit losses
	5.6.2 Expected credit loss model
	5.6.3 Credit risk
	5.6.4 Loss allowance account

	5.7 Summary

	6 Derecognition of financial instruments
	6.1 Derecognition of a financial asset
	6.2 Derecognition of a financial liability

	7 Presentation
	7.1 Liabilities and equity
	7.1.1 The classification of preference shares

	7.2 Interest, dividends, losses and gains, and transaction costs
	7.2.1 Interest, dividends, losses and gains
	7.2.2 Transaction costs on equity instruments

	7.3 Off-setting of a financial asset against a financial liability

	8 Further examples
	8.1 Financial assets at fair value through profit or loss
	8.1.1 Capitalisation issue
	8.1.2 Rights issue
	8.1.3 Shares held for speculative purposes (trading)

	8.2 Financial assets and financial liabilities at amortised cost
	8.3 Financial assets at fair value through other comprehensive income
	8.3.1 Investment in debt instruments
	8.3.2 Investment in equity instrument


	9 Disclosure
	9.1 Statement of financial position
	9.1.1 Disclosures in respect of categories of financial assets and liabilities

	9.2 Disclosures in respect of income, expenses, gains or losses
	9.3 Accounting policies
	9.4 Impairment and credit risk

	10 Short and sweet

	Chapter 19 Companies Act – Companies Act 2008 (Act 71 of 2008) as amended by the Companies Amendment Act 2011 (Act 3 of 2011)
	1 Evaluation criteria
	2 Overview
	3 Categories of companies
	3.1 Non-profit company
	3.2 Profit company
	3.2.1 State-owned company
	3.2.2 Private company
	3.2.3 Personal liability company
	3.2.4 Public company


	4 Disclosure of remuneration
	4.1 Definitions
	4.1.1 Director
	4.1.2 Prescribed officer
	4.1.3 Related person
	4.1.4 Remuneration

	4.2 Disclosure requirements



