
2 Deferred Taxation
2.1 Introduction
2.1.1 The Need for Deferred Taxation
Enterprises may be subject to a number of taxes; for example, income tax 
and secondary tax on companies. This chapter is concerned primarily with 
accounting for income tax, and more specifically with the appropriate ac
counting treatment for differences that arise between the timing of income 
recognition for accounting purposes and the timing of income recognition 
for taxation purposes.

A simple example should illustrate the timing differences that arise between 
accounting and taxation income recognition. Harry Hotfoot (HH) purchased 
a hotdog stand for R2 000 on 1 January 1901. The stand is expected to last 
four years and the residual value is negligible. Depreciation is provided on 
the straight line basis. HH rents out the stand for R100 per month. The rate 
of taxation is 40% but the Receiver of Revenue considers that the hotdog 
stand has only a two year useful life and grants wear and tear (i.e. depreci
ation) on the straight line basis over two years.

If HH ceased his business operation after four years. If HH reported on his 
financial performance only after four years then net income before tax would
be calculated as follows:
Rental Incom e (48 m on ths x  R100 per m onth) 4 800
Less: Deprec ia tion (R2 000 x  25% ) x  4 years (2 000)
Net Incom e before taxa tion  2 800

The Receiver of Revenue would calculate taxable income as follows:

Gross Incom e (Rentals received 48 x  100) 4 800
Less: Wear and Tear (R2 000 x  50% ) x  2 years (2 000)
Taxable Incom e 2 800

Notice that although wear and tear allowances were only allowed in 1901 
and 1902 (in years three (1903) and four (1904) wear and tear is nil as the 
asset is fully “ depreciated” for tax purposes), the taxable income and net 
income before taxation are identical over the four year period, i.e. R2 800.

HH therefore pays tax of R2 800 x 40% = R1 120 for the four years of his 
business operations. If HH only produced an income statement after four 
years then the following extract to the four year income statement would 
apply:
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Profit on ordinary activities before taxation 2 800
SA Normal Taxation -  current 0  120)
Profit on ordinary activities after taxation 1 680

Note that the tax charge is 40% of profit on ordinary activities before taxa
tion and, as expected, profit on ordinary activities after taxation is 60% of 
profit on ordinary activities before taxation.

Over the four year business life, therefore, there was no timing difference 
between income recognition for accounting purposes and for taxation pur
poses. When one considers individual years, however, there are significant 
differences between accounting income and taxable income. Accounting in-
come will be constant at R700 (R1 200 rent less R500 depreciation) for each
year whereas taxable income and tax payable will vary as follows:

1901 1902 1903 1904 TOTAL
R R R R R

Gross Income 
(Rentals received) 1 200 1 200 1 200 1 200 4 800
Less: Wear & Tear (1 000) (1 000) - - (2 000)
Taxable Income 200 200 1 200 1 200 2 800
Tax Payable (40%) 80 80 480 480 1 120

If the taxation payable for each year to HH's income statement is applied,
the following result is obtained:

1901 1902 1903 1904 TOTAL
R R R R R

Profit on ordinary activities 
before taxation 
SA Normal Taxation

700 700 700 700 2 800

-  Current (80) (480) (480) (1 120)
Profit on ordinary activities 
after taxation 620 620 220 220 1 680
Tax charge as a percentage 
of Profit on ordinary activi
ties before taxation 11,4% 11,4% 68,6% 68,6% 40%

Thus the granting of accelerated capital allowances (wear and tear) by the 
Receiver of Revenue results in a widely fluctuating tax charge from year to 
year, but the tax rate over the full four year period is 40% -  giving rise to 
tax payable of R1 120.

Reporting on an annual basis has introduced distortions to the tax charge 
as a result of timing differences between accounting income and taxable in
come. These distortions impair the value of the reported information to users



20 GAAP Handbook 1996

as the underlying reality is that 40% is the actual tax rate applicable to the 
accounting income of R700 recognised in each year, i.e. tax of R280 (R700 
x 40%) is the actual amount of tax that will ultimately be paid in respect 
of the R700 of accounting income recognised in 1901 and 1902. The reality 
is that the payment of this tax has been deferred (from a cash flow perspec
tive) to future periods -  1903 and 1904.

Accounting for deferred tax takes into consideration the distortions caused 
by timing differences and recognises a deferred tax charge (or credit) which 
is considered in more detail in the next section.

2.1.2 Example
The presence of timing differences between income recognition for account
ing purposes and taxation purposes gives rise to distortions in after tax in
come. These "distortions" cancel each other out over time so as to produce 
a constant tax charge that is equivalent to the statutory tax rate. As stated 
in AC 101, financial statements are prepared on the basis of the matching 
(or accruals) concept which implies:

• costs be matched with the revenue to which they have given rise; and

• costs or revenues that relate to a specific period should be included in 
the accounts for that period, regardless of when payment or receipt takes 
place.

The matching concept implies, therefore, that HH's tax expense of R1 120 
should be matched to the period in which the related revenue of R2 800 
is recognised. In addition, AC 000 requires that in the interests of relevance 
and understandability to users of financial information, the tax charge be 
matched to the recognition of the underlying income. This is achieved 
through a provision for future tax payments being raised and is illustrated 
(using the information relating to HH's hotdog stand) as follows:

P ro fit on o rd inary ac tiv it ie s

1901
R

1902
R

1903
R

1904
R

TOTAL
R

before taxa tion 700 700 700 700 2 800
Taxable Income 200 200 1 200 1 200 2 800
T im ing  D iffe rence 500 500 (500) (500) NIL

The timing differences of R500 at 31 December 1901 and 1902 represent the 
amount of accounting income not yet taxed (i.e. R1 000) but which will be 
taxed in 1903 and 1904. The accruals concept requires that the taxation pay
able on these timing differences be deferred by making provision as follows:
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T im ing D iffe rence
Provis ion fo r de ferred taxa tion  (40%)

1901 1902
R R

500 500
200 200

and then released as follows:

1903 1904
R R

T im ing D iffe rence (500) (500)
Release o f de ferred taxa tion  (40%) (200) (200)

The provision for deferred taxation is credited to a balance sheet account 
("deferred taxation") which in this case gives rise to a liability (i.e. credit 
balance) on the balance sheet. (Accounting for deferred taxation could also 
give rise to an asset (i.e. debit balance) on the balance sheet. This is consi
dered in further detail below.)

The journal entries to record the deferred taxation implications for HH would 
be as follows:

DR CR
31 -12 -01  Deferred Taxa tion (l/S expense) 200

Deferred Taxa tion (B/S prov is ion)
Being recogn ition  o f p rov is ion fo r de ferred ta x 
a tion on tim ing  d iffe rences aris ing in the curren t 
year.

200

31 -1 2 -0 2  Deferred Taxa tion (l/S expense) 200
Deferred Taxation (B/S prov is ion)

Being re cogn ition  o f p rov is ion fo r de ferred tax
a tion on tim ing  d iffe rences aris ing in the curren t 
year.

200

Note that at 31 December 1902, the deferred taxation liability on the balance 
sheet is now R400, representing the tax effect (40%) of cumulative timing 
differences of R1 000 (R500 + R500).
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DR CR
31 -1 2 -0 3  Deferred Taxa tion (B/S prov is ion) 200

Deferred Taxa tion (l/S cred it)
Being recogn ition of a reduction in the tax charge 
fo r the year as a resu lt o f p rov is ions made pre
v iously .

200

31 -1 2 -0 4  Deferred Taxa tion (B/S provis ion) 200
Deferred Taxation (l/S cred it)

Being recogn ition of a reduction in the tax charge 
fo r the year as a resu lt o f p rov is ions made pre 
v ious ly .

200

The above entries may be summarised as follows:

INCOME STATEMENT 1901
R

P ro fit on o rd inary ac tiv it ie s  
before taxa tion  700
SA Normal taxa tion
-  Curren t 80
-  Deferred 200

280
BALANCE SHEET
(31 December)
Deferred Taxation 200

1902 1903 1904 TOTAL
R R R R

700 700 700 2 800

80 480 480 1 120
200 (200) (200) NIL
280 280 280 1 120

400 200 NIL

The provision of deferred taxation has removed the distortions that arise 
in the annual current tax charge from timing differences and a constant tax 
rate of 40% (R700 x 40% = R280) is evident in HH's income statement for 
each year in the four year period.

At this stage, it is important to note two things:

(i) the deferred taxation in the income statement may be calculated by ap
plying the tax rate to the timing differences that arise in a particular year:

TIM ING DEFERRED
DIFFERENCE TAXATION (l/S)

1901 500 200 Dr
1902 500 200 Dr
1903 (500) 200 Cr
1904 (500) 200 Cr

Deferred taxation on the balance sheet may be calculated either
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(a) by applying the tax rate to the cumulative timing differences at any 
point in time, i.e. at 31 December 1903, cumulative timing differ
ences are R500 (R500 + R500 -  R500) which gives rise to a deferred 
tax balance (credit) of R200 on the balance sheet.

or

(b) by using the differences between the book values and tax values 
of assets.

The book values and tax values of HH's asset may be summarised 
as follows:

BOOK TAX DIFFER- DEFERRED
VALUE VALUE ENCE TAX

R R R R
01-01-1901 Purchase 2 000 2 000 - -

1901 Deprec/Wear & Tear (500) (1 000) 500 200 (l/S)
31 -12 -1901 Balance 1 500 1 000 500 200 (B/S)
1902 Deprec/W ear & Tear (500) (1 000) 500 200 (l/S)
31 -12 -1902  Balance 1 000 NIL 1 000 400 (B/S)
1903 Deprec ia tion (500) - (500) (200) (l/S)
31 -12 -1903  Balance 500 NIL 500 200 (B/S)
1904 Deprec ia tion (500) - (500) (200) (l/S)
31 -12 -1904  Balance NIL NIL NIL NIL

Deferred taxation balances may therefore be derived either by an 
analysis of timing differences arising in the current year (in con
junction with cumulative timing differences or opening balances) 
or by using a comparison of tax values and book values of assets 
(or liabilities) that give rise to timing differences.

(ii) Accounting for deferred tax may also give rise to deferred taxation 
assets (debits) on the balance sheet; i.e. if the facts relating to wear 
and tear allowances in HH's example were reversed, the following 
pattern might emerge:

TAXABLE
INCOME

NET INCOME  
BEFORE TAX DIFFERENCE

DEFERRED
TAX (l/S)

1901 1 200 700 (500) (200) Cr
1902 1 200 700 (500) (200) Cr
1903 200 700 500 200 Dr
1904 1 200 1 700 500 200 Dr

2 800 2 800 NIL NIL
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The tax effect of the cumulative timing differences is R400 at 31 De
cember 1902, giving rise to a debit deferred tax balance (i.e. asset) on 
the balance sheet. This debit is then released during 1903 and 1904 by 
debiting the income statement and crediting the balance sheet with R200 
each year. A debit (asset) balance is acceptable provided that the asset 
recognition criteria of AC 000 and AC 102 are met. Refer to sections 
2.2.2 & 2.3.2 for further discussion.

2.2 Conceptual Issues
2.2.1 Definitions
AC 102, Taxation in Financial Statements, deals with the appropriate ac
counting treatment for deferred taxation.

As we have seen above, the objective in accounting for deferred taxation 
is to determine the appropriate amount of tax to be recognised in the finan
cial statements of an enterprise for the period.

AC 102 contains a number of definitions. Three of these definitions are con
sidered below.

Taxable income is defined as “ the amount of income for a period, deter
mined in accordance with tax legislation, upon which income tax payable 
for the period is computed" (AC 102 paragraph 5). Taxable income may 
therefore be different to accounting or reported income because of the 
presence of either timing differences or permanent differences.

Timing differences are the differences between taxable income and account
ing or reported income that arise because certain items of income and ex
pense are included in taxable income in periods different from those in which 
they are reported in accounting income (AC 102 paragraph 7). The example 
used in section 2.1.2 above incorporated the effects of a timing difference 
that arose as a result of the Receiver of Revenue granting different capital 
allowances to those recognised for accounting purposes. Common sources 
of timing differences are as follows:

• interest receivable accrued in the accounting period, but taxed when 
received;

• interest or royalties payable accrued in the accounting period, but allowed 
for tax purposes only when paid;

• pension costs accrued in the financial statements but allowed for taxa
tion purposes when paid or contributed at some later date;



Deferred Taxation 25

• provisions for repairs and maintenance made in the financial statements 
but not allowed for tax purposes until the expenditure is incurred;

• bad debt provisions not allowed for tax purposes;

• revenue expenditure deferred in the financial statements, such as develop
ment or advertising expenditure if it is allowed for tax purposes as it is 
incurred; and

• accelerated capital allowances granted for taxation purposes.

When an item first appears in either the income statement or the taxation 
computation, but not the other, the timing difference is said to originate. 
The timing difference is said to reverse when it filters through and appears 
in a tax computation when it first appeared in the income statement or in 
the income statement when it first appeared in the tax computation, i.e. 
when the accounting treatment and the tax treatment, taking all periods 
together, have become the same.

Permanent differences are the differences between taxable income and ac
counting income for the period that originate in the current period and will 
not reverse in subsequent periods (AC 102 paragraph 9). Permanent differ
ences are an inevitable consequence of the differences between tax and ac
counting rules and deferred tax is not concerned with permanent differences. 
Permanent differences may arise when:

• revenue or gains are exempt from tax;

• expenses or losses are not allowed as deductions in determining taxable 
income;

• certain incentive allowances are allowed as a deduction for tax purposes 
but are not taken into account when arriving at reported income.

The tax effects of permanent differences are recognised in the income state
ment of the period in which they arise, i.e. in the example used earlier, if 
Harry Hotfoot (HH) received dividend income in each year of operation of 
R200 per annum then in terms of current legislation this dividend income 
would not have been taxable. Therefore, profit on ordinary activities before 
tax would have increased by R200 per annum to R900 per annum, giving 
total income over the four year period of R3 600. The taxable income, 
however, would be unchanged at R2 800 and the tax charge over four years 
would remain at R1 120 (R2 800 x 40%). The effective tax rate therefore for 
HH over four years is only 31,1% (R1 120 -s- R3 600). The presence of per
manent differences has reduced the effective tax rate for HH from 40% of 
his accounting income to 31,1%.
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2.2.2 Comprehensive Basis
The comprehensive basis was illustrated in the example used in section 2.1.2. 
Under the comprehensive basis of providing for deferred tax, the tax effects 
of all timing differences are recognised in the financial statement in the period 
in which they arise. The approach is supported on the premise that the in
cidence of taxation on all transactions should be recorded in the period in 
which the transactions are recognised for accounting purposes. Therefore, 
timing differences may result in either a postponement of taxation on cur
rent accounting income or a prepayment of taxation on future accounting 
income.

Where timing differences have the effect of postponing the payment of cur
rent taxation, an accrual for deferred taxation is made which results in both 
the matching of expense with revenue and the recognition of the liability 
for taxes payable in the future. This liability, known as a deferred tax liabili
ty, meets the AC 000 criteria for the recognition of a liability. There is a 
present obligation which arose as a result of a past event (earning income) 
and there will be a future flow of economic benefits out of the business en
terprise (when the liability for tax is settled). The recognition criteria are also 
met in that the future flows can be measured reliably and are probable.

Timing differences which result in the prepayment of tax are also recognised 
in order to avoid understating profit on ordinary activities after taxation in 
the period in which the timing differences originate, and overstating profit 
on ordinary activities after taxation in the period in which these differences 
reverse. This prepayment of tax may give rise to a deferred tax asset being 
recognised in the financial statements. The recognition of an asset in terms 
of the conceptual framework (AC 000) should involve a resource controlled 
by the enterprise as a result of the past event which will give rise to a future 
inflow of economic benefits. The inflow of economic benefits occurs when 
income accrues in future time periods and as long as the recognition criter
ia (i.e. probability of future economic benefits and reliable measurement) 
are met then a deferred tax asset should be recognised in the financial 
statements.

One of the problems of the comprehensive basis is that liabilities may be 
recorded that will almost certainly never actually arise or assets may be 
recorded that will never actually be realised. This may happen because new 
timing differences arise which will constantly replace some or all of the tim
ing differences that are reversing. In such cases part or all of the net effect 
of the timing differences may be permanently deferred. Therefore, although 
individual timing differences must reverse and give rise to an actual liability
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(or asset), the net effect of collective timing differences is that the total lia
bility for deferred tax may be permanantly deferred. It is argued against the 
comprehensive basis that there is little point in placing assets or liabilities 
in a balance sheet if they will never give rise to a receipt or payment.

The partial basis attempts to avoid the problems of an ever increasing liabil
ity or asset that may arise in using the comprehensive basis by focusing on 
what is defined as "recurring timing differences". This definition describes 
timing differences which, when they reverse, are replaced by similar originat
ing timing differences on an ongoing basis (AC 102 paragraph 8).

The following example illustrates a situation where the comprehensive ba
sis gives rise to liabilities that will almost certainly never actually be settled.

Using the example in section 2.1.2, one further assumption is made: HH 
decides to expand his business each year and purchases a new hotdog stand 
on January 1 of each year. The price of hotdog stands increases by R400 
each year. Taxation and depreciation allowances are unchanged, i.e. 50% 
wear and tear per annum and 25% depreciation per annum.

Depreciation and wear and tear allowances may be calculated as follows for 
the period 1901 to 1904:

DEPRECIATION 1901 1902 1903 1904
R R R R

Stand 1 (Cost R2 000) 500 500 500 500
Stand 2 (Cost R2 400) - 600 600 600
Stand 3 (Cost R2 800) - - 700 700
Stand 4 (Cost R3 200) - - - 800

500 1 100 1 800 2 600

WEAR & TEAR 1901 1902 1903 1904
R R R R

Stand 1 (Cost R2 000) 1 000 1 000 — -

Stand 2 (Cost R2 400) - 1 200 1 200 -

Stand 3 (Cost R2 800) - - 1 400 1 400
Stand 4 (Cost R3 200) - - - 1 600

Net d iffe rence  between deprec ia tion  and 
wear & tear a llowances (i.e. t im in g  d iffe r-

1 000 2 200 2 600 3 000

ences) 500 1 100 800 400
Cum ula tive  T im ing  D iffe rences 500 1 600 2 400 2 800

Based on these timing differences, deferred taxation on the comprehensive 
basis would be as follows:
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DEPRECIATION 1901
R

1902
R

1903
R

1904
R

INCOME STATEMENT 1901
R

1902
R

1903
R

1904
R

Deferred Tax charge (tim ing d iffe rences x  
tax rate o f 40% ) 200 440 320 160
BALANCE SHEET (31 December) 
Deferred Tax lia b ility 200 640 960 1 120

It can be shown that if HH continues to maintain his present operation 
(which consists of four hot dog stands) by purchasing one hotdog stand on 
January 1 of each year (note that the stands have a useful life of only four 
years) and the price of the stands continues to increase by R400 then the 
deferred tax liability of R1 120 will never actually become payable as new 
originating timing differences will always be larger than the reversals of 
previous timing differences. This is illustrated by extending the above 
example:

DEPRECIATION 1905
R

1906
R

1907
R

1908
R

Stand 2 600 — — _

Stand 3 700 700 — —

Stand 4 800 800 800 —

Stand 5 (Cost R3 600) 900 900 900 900
Stand 6 (Cost R4 000) - 1 000 1 000 1 000
Stand 7 (Cost R4 400) - — 1 100 1 100
Stand 8 (Cost R4 800)

3 000 3 400 3 800
1 200 
4 200

WEAR & TEAR 1905
R

1906
R

1907
R

1908
R

Stand 4 1 600 — — —

Stand 5 (Cost R3 600) 1 800 1 800 - -

Stand 6 (Cost R4 000) — 2 000 2 000 —

Stand 7 (Cost R4 400) - - 2 200 2 200
Stand 8 (Cost R4 800)

3 400 3 800 4 200
2 400 
4 600

T im ing  D iffe rences 400 400 400 400
C um ula tive  T im ing  D iffs  (1904 = 2 800) 3 200 3 600 4 000 4 400
Deferred Tax lia b ility  (x 40% ) 1 280 1 440 1 600 1 760

Hence, the deferred tax balance continues to increase as long as HH main
tains his current level of operations. Only if HH decided to curtail operations
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or adjust the timing of asset replacement would the deferred tax balance 
decrease. The partial basis of accounting for deferred tax ensures that only 
that portion of the deferred tax liability (under the comprehensive basis) 
that gives rise to payment within the next three years is provided for. The 
partial basis is considered below.

2.2.3 Partial Basis
Under the partial basis deferred taxation is accounted for in respect of the 
net amount by which it is probable that any payment of tax will be tem
porarily deferred or accelerated by timing differences which will reverse in 
the foreseeable future without being replaced.

The partial basis may only be used when all of the following criteria are met 
(AC 102 paragraph 28):

• the enterprise is a going concern; and

• management is able to make a reasonable estimate of the taxation that 
will become payable in respect of reversing timing differences which will 
not be replaced by recurring timing differences, for some considerable 
period (at least three years ahead); and

• it is not probable that after this period the situation is likely to change 
so as to crystallise further tax liabilities.

The partial basis recognises that, if an enterprise is not expected to reduce 
the scale of its operations significantly, it will often have what amounts to 
a hard core of recurring timing differences that result in the permanent defer
ral of the payment of tax thereon. This was illustrated in section 2.2.2 in 
the example of Harry Hotfoot where the deferred tax liability increased from 
year to year, i.e. none of the deferred tax liability actually crystallised into 
a payment.

The partial basis would require that deferred tax only be provided when 
it is probable that tax will become payable as a result of a future reversal 
of existing timing differences. A future reversal arises where future revers
ing timing differences are forecast to exceed future originating timing differ
ences. This situation can be illustrated if we assume that on 1 January 1905 
HH decided that he only wanted three hotdog stands in his operation so 
did not purchase a new stand on 1 January 1905. On 1 January 1906 he would 
once again purchase a new stand in order to ensure that he always had three 
stands in operation. The following depreciation and wear and tear allowances 
can be derived from this information:
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DEPRECIATION

Stand 2 
Stand 3 
Stand 4
Stand 5 (not purchased) 
Stand 6 
Stand 7 
Stand 8

WEAR & TEAR

Stand 4
Stand 5 (not purchased) 
Stand 6 
Stand 7 
Stand 8

T im ing D iffe rences
Cum ula tive  T im ing  D iffs  (1904 =  2 800)

1905 1906 1907 1908
R R R R

600 — _ _

700 700 — —

800 800 800 -

_ 1 000 1 000 1 000
- - 1 100 1 100
- - - 1 200

2 100 2 500 2 900 3 300
1905 1906 1907 1908

R R R R
1 600 - - -

_ 2 000 2 000 _
— - 2 200 2 200
- - - 2 400

1 600 2 000 4 200 4 600

(500) (500) 1 300 1 300
2 300 1 800 3 100 4 400

Deferred Tax liability (Cumulative timing differences x 40%):

1901 1902

S itu a tio n  (i)
R R

De fe rred  Tax L ia b ili ty  
S itu a tio n  (ii)

200 640

De fe rred  Tax L ia b ili ty 200 640

1903 1904 1905 1906 1907 1908
R R R R R R

960 1 120 1 280 1 440 1 600 1 760

960 1 120 920 720 1 600 1 760

Situation (i) = A new hot dog stand purchased every year.
Situation (ii) = A new hot dog stand purchased every year except for 1905.

Notice that in situation (i) there are net originating timing differences aris
ing in each and every year (i.e. the deferred tax liability is constantly in
creasing). Under the partial basis, therefore, no provision would be made 
in any year from 1901 to 1905 because there are no net reversing timing differ
ences expected in the three year "w indow " period applicable to each year; 
the comprehensive balance is not forecast to decrease.

Situation (ii), however, results in a decrease in the balance of deferred tax 
under the comprehensive basis in 1905 and 1906. This arises because of the 
net reversal of R500 of timing differences in both 1905 and 1906. The impli
cation is that a portion of the comprehensive basis deferred tax liability
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"crystallises” , i.e. becomes payable in 1905 and 1906. Under the partial basis, 
provision should be made for this as soon as it is anticipated; in practice 
the anticipated period is limited to three years. The following table illus
trates the relevant calculation for the years 1901 to 1905:

ANTICIPATED TIM ING DIFFERENCES (3 year horizon)
( ) = Reversing d iffe rencesc

YEAR 1902 1903 1904 1905 1906 1907 1908
R R R R R R R

1901 1 100 800 400
1902 800 400 (500)
1903 400 (500) (500)
1904 (500) (500) 1 300
1905 (500) 1 300 1 300

Applying a three year window in 1901, the deferred tax balance on the com
prehensive basis is expected to increase in each of the next three years (the 
originating timing differences increase the balance, as evidenced by the 
deferred tax balances shown earlier under situation (ii)).

In 1902, the three year window indicates that the anticipated originating 
timing differences in the next two years (i.e. 1903 and 1904) will increase 
the comprehensive basis deferred tax balance in those years by (800 + 400) 
x 40% = 480. This is evidenced in the deferred tax balances under situa
tion (ii); the balance increased from R640 to R 1 120 between 1902 and 1904. 
In the third year of the three year window, a reversing timing difference 
of R500 results in a decrease of R500 x 40% (= R200) in the deferred tax 
balance on the comprehensive basis. Therefore, the net movement antici
pated in the comprehensive basis deferred tax balance is an increase of R480 
-  R200 = R280 over the three years. No provision is therefore necessary 
under the partial basis.

In 1903, the comprehensive basis deferred tax balance is expected to increase 
by R160 in 1904 (originating timing differences of R400 x 40%), decrease 
by R200 in 1905 (reversing timing differences of R500 x 40%), and decrease 
by R200 in 1906 (reversing timing differences of R500 x 40%). The net 
decrease anticipated is R200 + R200 -  R160 = R240. Therefore, the amount 
of the comprehensive basis deferred taxation liability expected to crystallise 
over the next three years is R240 which is the provision required under the 
partial basis.

In 1904, the comprehensive basis deferred tax balance is expected to decrease 
by R400 in 1905 and 1906 (R500 x 40% in each year) and then increase by 
R520 in 1907 (R1 300 x 40%). Although the net movement anticipated is an
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increase of R120 (R520 — R400), it is important to note that an amount of 
R400 will actually crystallise (i.e. become payable) before the anticipated in
crease. Therefore, under the partial basis, it is appropriate to provide for 
the amount that will become payable of R400. The total provision required 
is therefore R400, of which R240 was provided in 1903; i.e. charge to the 
income statement is R160 in 1904.

In 1905, the comprehensive basis deferred tax balance is expected to decrease 
by R200 (R500 x 40%) and thereafter increase by R1 040 (R1 300 x 40% for 
each of years 1907 and 1908), giving a net increase of R840 (R1 040 -  R200). 
However, because the decrease will occur before the increase, a liability of 
R200 will crystallise and the partial basis requires a provision of R200. R400 
was provided in 1904, therefore R200 of that provision may be released in 
1905.

The effects of the partial basis may be summarised as follows:

PROVISION INCOME
REQUIRED STATEMENT

(BIS) MOVEMENT
R R

1901 NIL NIL
1902 NIL NIL
1903 240 240 Dr
1904 400 160 Dr
1905 200 200 Or

The relevant journal entries would be as follows:

1901 & 1902 No deferred tax en tries ; d isc losu re  in notes  
about the fu ll po ten tia l lia b ility  if com prehen
sive basis was used

1903 Deferred Taxa tion Expense (l/S) 
Deferred Taxa tion (B/S)

240
240

1904 Deferred Taxa tion Expense (l/S) 
Deferred Taxation (B/S)

160
160

1905 Deferred Taxation (B/S)
Deferred Taxation C red it (l/S)

200
200

The following schedule summarises the accounting implications of the com
prehensive basis and the partial basis for the two situations considered.

Situation (i) A new hotdog stand purchased every year

(A) Comprehensive Basis
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INCOME STATEMENT 1901
R

1902
R

1903
R

1904
R

1905
R

SA Normal Taxa tion -  deferred 200 440 320 160 160
BALANCE SHEET 
Deferred Tax lia b ility 200 640 960 1 120 1 280

(B) Partial Basis

No entries in either income statement or balance sheet (as evidenced by ever 
increasing comprehensive basis deferred tax balance). Some disclosures 
necessary -  see section 2.4.

Situation (ii) A new hotdog stand purchased every year except 1905

(A) Comprehensive Basis

INCOME STATEMENT 1901
R

1902
R

1903
R

1904
R

1905
R

SA Normal Taxation - deferred 200 440 320 160 (200)
BALANCE SHEET
Deferred Tax lia b ility 200 640 960 1 120 920

(B) Partial Basis

INCOME STATEMENT 1901
R

1902
R

1903
R

1904
R

1905
R

SA Normal Taxa tion - deferred - - 240 160 (200)
BALANCE SHEET
Deferred Tax lia b ility - - 240 400 200

Note that even if an enterprise adopts the partial basis, the balance that 
would have been provided on the comprehensive basis is the total poten
tial deferred tax liability for that enterprise. This contingent liability, equal 
to the difference between the potential balance and what has actually been 
provided, should be disclosed in the notes to the financial statements of en
terprises using the partial method. Refer to section 2.4.3.

2.3 Specific Issues
2.3.1 Changes in Tax Rate
The deferred tax liability (or asset) should be calculated using the best esti
mate of future rates of taxation. In practice, the current tax rate is normally
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used as the best estimate, unless other information indicates that another 
rate may be more appropriate, for example where a change in the standard 
tax rate has been announced. This means that where there is a change in 
the rate of taxation then the whole balance is recalculated.

In the example of Harry Hotfoot, if the rate of taxation had changed from 
40% to 45% in 1902 then HH, using the comprehensive basis, would restate 
the deferred tax balance at the start of 1902 to reflect a liability of 45% x 
cumulative timing differences of 500, i.e. 225 instead of the carried forward 
balance of 200. This adjustment to HH's liability is "merely a change in es
timate and so forms part of the tax charge in the income statement" (AC 
102 paragraph 39). This is in line with the definition of extraordinary items 
in the new AC 103 (revised and issued March 1995). Paragraph 39 of AC 
102 (July 1989) reads as follows: "However, where the change in the stan
dard tax rate is associated with a fundamental change in the basis of taxa
tion, the adjustment is treated as an extraordinary item." It would be difficult 
to argue that such a change is "clearly distinct from the ordinary activities 
of the enterprise and therefore are not expected to recur frequently or regu
larly" (AC 103.05). It is also not clear what the precise meaning is of "a  
fundamental change in the basis of taxation". Therefore no change in tax 
rate should be treated as extraordinary.

Disclosure of the effect of the change in tax rate would then have to be given 
in terms of AC 102 paragraph 63. This is considered in more detail in sec
tion 4, Financial Statement Presentation.

It should be obvious that there can be a considerable distortion in the tax 
charge in the year in which there is a change in the applicable rate of tax. 
This occurred recently when the rate of tax was reduced to 35% as a result 
of the increase in the rate of secondary tax on companies. The distortion 
arising from a change in tax rate, however, is a necessary consequence of 
ensuring that the amount appearing in the balance sheet is a reasonable 
estimate of the amount of tax that would eventually be paid or received. 
Note that the secondary tax on companies is considered in more detail in 
chapter 20.

The effect of changes in the tax rate apply equally whether accounting for 
deferred tax on the comprehensive basis or on the partial basis, i.e. an ad
justment is made to the opening deferred tax balance to ensure that deferred 
tax has been provided on timing differences at the revised standard rate of 
taxation.
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2.3.2 Debit Balances
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In our example relating to HH we have examined only one category of tim
ing difference in isolation. In practice, an enterprise would normally have 
more than one category of timing difference. Some categories of timing differ
ences would give rise to liabilities while others may give rise to assets. These 
timing differences can normally be offset to arrive at a net balance. For ex
ample, there may be accelerated capital allowances (giving rise to a liabili
ty) and short term timing differences such as a doubtful debt provision which 
give rise to an asset. The short term timing differences should be deducted 
from the accelerated capital allowances and the net figure provided for in 
the income statement.

In practice, most companies would have a liability for deferred taxation as 
a result of generous taxation allowances. However, many items may give 
rise to debit balances on deferred tax. For example, interest receivable that 
is accrued before receipt, depreciation in excess of capital allowances, and 
the write off of costs prior to their recognition by the Receiver of Revenue.

There may be situations where a net debit balance arises as a result of the 
debit balances exceeding credit balances for deferred tax. AC 102 (paragraph 
60) recognises that the asset should be recognised only if there is assurance 
beyond reasonable doubt that future taxable income will be sufficient to al
low the tax effect of the timing differences to be realised. This assurance 
is similar to the asset recognition criteria of AC 000.

2.3.3 Assessed (or Tax) Losses
An assessed loss (or tax loss) for taxation purposes does not give rise to a 
receipt of tax from the Receiver of Revenue! Instead, the Receiver allows 
the tax loss to be carried forward to future periods and set-off future taxa
ble income.

Where an assessed loss is being carried forward, it can be regarded as an 
asset in the sense that future economic benefits (in the form of less tax) will 
flow to the enterprise when the tax loss is utilised. The realisation of the 
potential tax saving related to a tax loss is dependent upon the earning of 
taxable income in future periods and AC 102 (paragraph 42) states that "it 
is normal that a prudent approach is taken before recognising such losses 
as deferred tax assets in the balance sheet". In AC 000 jargon, the asset 
should only be recognised when the future economic benefits are probable.

It is important to note that the tax saving related to a tax loss only arises 
where future taxable income is sufficient to allow the tax benefit of the loss
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to be realised. Therefore, AC 102 only allows the tax effects of a tax loss 
to be recognised where there is “ assurance beyond reasonable doubt that 
future taxable income will be sufficient to allow the tax benefit of the loss 
to be realised" (AC 102 paragraph 43). This "assurance beyond reasonable 
doubt" implies that the future economic benefits associated with the tax 
loss are probable.

The existence of a tax loss, therefore, gives rise to an asset where its future 
utilisation is probable. A tax loss of Rim  at the end of 1904 would give rise 
to a tax saving of R350 000 (35% tax rate) in 1905, provided that sufficient 
taxable income (i.e. at least Rim ) was earned during 1905. If the earning 
of future taxable income was assessed as probable then the enterprise can 
recognise an asset of R350 000 at 31 December 1904.

Where there is an existing deferred tax liability then the tax effect of that 
tax loss (R350 000) can be set off against the deferred tax liability. When 
profits are earned in future the loss is used to reduce the tax that will be 
paid on those profits. The utilisation of the loss effectively offsets the rever
sal of the timing differences relating to the deferred tax liability that existed 
prior to any set-off of the tax effects of a tax loss.

AC 102 (paragraph 44) states that "irrespective of the basis of deferred tax
ation adopted by the enterprise, the potential tax saving relating to a tax 
loss is recognised only to the extent that the tax loss exceeds the existing 
net reversing timing differences". A simple rule of thumb that ensures com
pliance with this paragraph under both the comprehensive and the partial 
basis is to calculate:

(Tax loss -  existing cumulative timing differences) x tax rate

Where this calculation gives rise to a negative figure then that figure is the 
deferred tax liability. Where the calculation gives rise to a positive figure 
then the asset recognition criteria need to be assessed, i.e. if there is assur
ance beyond reasonable doubt that future taxable income will be sufficient 
to allow the tax benefit of the loss to be realised then a deferred tax asset 
for that amount is recognised otherwise neither an asset nor a liability is 
recognised.

In summary, the potential asset relating to tax losses is recognised to the 
extent of existing deferred tax credit balances and any excess is only recog
nised where there is assurance beyond reasonable doubt that future taxa
ble income will be sufficient to allow the tax benefit of the loss to be rea
lised. Where the asset relating to a tax loss is not recognised then a recon
ciling item will arise in the tax rate reconciliation. This is illustrated in the 
following example.
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Example

Media Publications (MP) made a net loss before tax of R100 000 during the 
year ended 31 December 1904. The tax loss for the same period was assessed 
at R120 000 and the deferred tax balance at 1 January 1904 was R25 000 
(credit). Asssume that there were no permanent differences during 1904 and 
a tax rate of 40%.

The first step is to calculate deferred tax in the normal way. The timing differ
ences that arise during the year amount to R20 000 (R120 000 — R100 000) 
and the deferred tax entry is:

Dr Deferred Tax Expense (l/S) 8 000
Cr Deferred Taxation (B/S) 8 000

The deferred taxation liability on the balance sheet is now stated at R33 000 
-  the opening balance of R25 000 and current year timing differences of 
R8 000. The potential asset relating to the tax loss is R48 000 (120 000 x 40%) 
and this may be set off against the deferred tax liability of R33 000. After 
applying the set-off, there will still be R15 000 of the tax loss unprovided. 
This balance will be raised as an asset only if there is "assurance beyond 
reasonable doubt that future taxable income will be sufficient to allow the 
tax benefit of the loss to be realised". The example is completed based on 
two different assumptions:

(i) Asset created for the tax loss

Assuming that the tax benefit of the loss is expected to be realised, then 
an asset is raised in respect of the tax loss by the following entry:

Dr Deferred Taxa tion (B/S) 48 000
Cr Deferred Taxation C red it (l/S) 48 000

This results in a deferred tax asset of R15 000 (48 000 -  8 000 -  25 000) on 
the balance sheet and an income statement credit for deferred tax of R40 000 
(R48 000 -  R8 000). The effective tax rate (or "tax shield") on the income 
statement is, therefore, 40%; i.e. net loss before taxation of R100 000 and 
a tax credit of R40 000. In 1905, if accounting and taxable income was 
R100 000, there would be no current tax payable as the taxable income of 
R100 000 would be reduced by the tax loss carried forward of R120 000. 
However, the effect of the utilisation of R100 000 of the tax loss will result 
in R40 000 of the R48 000 original tax asset from the tax loss being realised; 
i.e. only R8 000 remains. The deferred tax balance will be the original liabil
ity arising from cumulative timing differences of R33 000 less the asset of
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R8 000 from the tax loss carried forward, i.e. R25 000. The opening balance 
was R15 000 (asset) and the utilisation of the assessed loss gives rise to the 
following entry:

Dr Deferred Tax Expense (l/S) 40 000
Cr Deferred Tax (B/S) 40 000

The resultant balance on the balance sheet is, as expected, R25 000 credit 
and the income statement reflects a tax charge of 40% -  accounting income 
of R100 000 and deferred tax charge of R40 000.

(ii) No asset created for the tax loss

Assuming that the recovery of the tax loss was not assured beyond reasona
ble doubt then the tax benefit of the tax loss is only recognised to the extent 
of the existing deferred tax liability. In the above example, only R33 000 of 
the tax effect of R48 000 could be recognised -  this would leave R15 000 
unprovided for.

The following entry would apply:

Dr Deferred Tax (B/S) 33 000
Cr Deferred Tax C red it (l/S) 33 000

There would be no balance for deferred taxation on the balance sheet and 
the effective tax shield is now only 25% in 1904 (net loss before taxation of 
R100 000 and a tax credit R25 000 (R33 000 -  R8 000). It is necessary, there
fore, to note the 15% reconciling item in the tax note as a result of not recog
nising the full tax benefit of a tax loss. In addition, it is necessary to disclose 
a tax loss of R120 000 before reducing the deferred tax balance and R37 500 
(15 000/40%) after having reduced the deferred tax balance (see the final dis
closure bullet under section 2.4.3 and paragraph 48(a) of Schedule 4).

In the following year, R100 000 of the assessed loss is utilised, leaving R20 000 
available for future years. This amounts to an asset of R8 000 which can be 
set off against the existing liability from cumulative timing differences of 
R33 000, i.e. a net deferred tax liability of R25 000 arises.

Therefore, the entry in 1905 is:

Dr Deferred Tax Expense (l/S) 25 000
Cr Deferred Tax (B/S) 25 000

The income statement reflects accounting income of R100 000 and a tax charge 
of R25 000 -  an effective tax rate of 25%. Once again, the tax note should
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indicate a reconciling item of 15% arising from the utilisation of a tax loss 
which had not been provided for in the previous year. As the tax loss car
ried forward (R20 000) at the end of 1905 is fully provided for (the deferred 
tax liability has been reduced by R8 000), proper matching should be achieved 
during 1906 and future years.

2.3.4 Consolidated Financial Statements
When preparing consolidated financial statements, a deferred tax asset recog
nised in the financial statements of one taxable entity in the group should 
not be set off against a deferred tax liability of another tax entity in the group 
(AC 102 paragraph 61).

2.3.5 Asset Revaluations
The revaluation of an asset does not in itself give rise to a tax liability. The 
revaluation is, in effect, a permanent difference and there are no deferred 
tax implications. However, a recoupment of tax allowances may arise if a 
sale occurs in the case of a revalued asset. (A recoupment of tax allowances 
is similar in nature to the profit recognised on sale of an asset, i.e. the differ
ence between the proceeds, usually limited to the original cost of the asset, 
and the tax value of an asset is the profit or recoupment recognised as taxa
ble for taxation purposes.) The possible recoupment of tax allowances is a 
contingent liability in the case of a revalued asset and is treated in accor
dance with the accounting statement dealing with contingencies (see chap
ter 18). If it is probable that the revalued asset will be sold and a tax recoup
ment will arise then the tax payable on the recoupment of previous al
lowances is recognised in the computation of the deferred tax liability.

2.4 Financial Statement Presentation
2.4.1 Accounting Policy
An example of an accounting policy for the comprehensive basis of taxa
tion is:

Deferred taxation is provided at the standard tax rate in respect of all 
material timing differences between the accounting results and taxa
ble income.

An example of an accounting policy for the partial basis is:

Deferred taxation is provided at the standard rate of taxation in respect 
of all material timing differences to the extent that such timing differ
ences will result in a liability that crystallises in the foreseeable future.
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2.4.2 Companies Act
Schedule 4 to the Companies Act defines current taxation, deferred taxa
tion, effective tax rate, standard tax rate and timing differences in paragraph 
4. The disclosure requirements of Schedule 4 in relation to taxation are as 
follows:

Paragraph 16 (b) 
Paragraph 16 (c)

Paragraph 41 (d)

Paragraph 42 (e)

Paragraph 45 

Paragraph 46 

Paragraph 48

the liability for income tax payable;
the liability for deferred taxation analysed by major
category of timing difference;
the amount provided or paid for taxation (specifying, 
where material the origin and different classes of taxes) 
in respect of the financial year concerned and the 
amount, if any, so provided or paid in respect of any 
other financial year;
the amount provided for current and deferred taxation, 
significant adjustments to prior period provisions and ad
justments to deferred taxation arising from changes in 
the standard tax rate;
if no provision for taxation has been made, that fact and 
the reason therefore shall be stated; 
the nature and amount of taxation relating to extraordi
nary items;
there shall be stated -
(a) the estimated tax effect of tax losses available for set 

off against future taxable income, before and after 
they have been applied to reduce deferred taxation; 
and

(b) the total unprovided net timing differences separately 
stating those relating to the current year.

2.4.3 AC 102
AC 102 incorporates the Schedule 4 disclosure requirements as well as some 
additional details, in particular details about the partial basis.

The requirements of AC 102 are as follows:

• an accounting policy;

• information relating to the income statement:

-  amounts provided for current taxation,

-  amounts provided for deferred taxation,
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-  significant adjustments to prior period tax provisions,

-  adjustments to deferred taxation arising from changes in the standard 
tax rate, and

-  any significant amount for other categories of income tax;

• where the partial basis is used, the effect on the amounts provided for 
taxation for the period, had the comprehensive basis been used, should 
also be disclosed;

• if a change in the standard tax rate is associated with a fundamental change 
to the basis of taxation then any related adjustment should be treated as 
an extraordinary item. (This is contrary to the definition of an extraordi
nary item -  refer to section 2.3.1);

• a reconciliation between the standard tax rate and the effective tax rate, 
separately disclosing and quantifying the significant reconciling items; and

• the information relating to the balance sheet:

-  the liability for income tax payable,

-  the liability for deferred taxation or the deferred tax asset, analysed 
by major category of timing difference,

-  the amount of the contingent liability relating to deferred taxation, ana
lysed by major category of timing difference, and

-  the estimated tax effect of tax losses available for set off against future 
taxable income before and after they have been applied to reduce the 
deferred taxation balance.



3 Earnings and Dividends per Share
3.1 Introduction
3.1.1 Use of Earnings Per Share (EPS)
Earnings per share is a widely used ratio by most user groups, in particular 
financial analysts and the financial press. In addition, earnings per share 
is used extensively to calculate earnings yields (EY) and price earnings ra
tios (PE) by the Johannesburg Stock Exchange (JSE) and other users. The 
continued use of the EY and PE ratios by users requires that EPS be calcu
lated on a comparable basis between companies and accounting periods. 
AC 104, Earnings and Dividends Per Share, therefore details a standard defi
nition and calculation method for both earnings per share and dividends 
per share. There has been much debate recently about the standard defini
tion of earnings for EPS calculation purposes. The debate centres around 
the appropriate treatment of extraordinary items. This issue is examined in 
more detail in chapter 9 and sections 3.1.2 and 3.1.3 of this chapter.

AC 104 applies to listed companies and "other companies whose shares are 
publicly traded" (AC 104 paragraph 2). Although any company may elect 
to disclose EPS, the ratio is usually of little relevance to owner-managed 
private companies as the presence of shareholder loan accounts, that es
sentially constitute capital funding, gives rise to a meaningless EPS figure. 
Mining companies that use the appropriation method of accounting (most 
South African mining companies use this method) are exempt from EPS 
disclosures.

AC 104 requires disclosure of both EPS and DPS (dividend per share) on 
the face of the income statement, the latter disclosure arising from a 1992 
revision to the statement. Where consolidated financial statements are pre
pared, EPS should not be disclosed for the holding company.

3.1.2 Basic Calculation
EPS is no more than the expression of a ratio:

Earnings/Number of shares in Issue.

In its simplest form, the calculation is straightforward. However, earnings 
may fluctuate considerably from year to year as a result of unusual or non
recurring events. For example, the sale of a non-depreciable fixed asset 
carried at a ten year old historical cost usually gives rise to a healthy profit 
on sale. This profit inflates the usual operating earnings of the company

42
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artificially in the year that the asset is sold. Users, in particular investors, 
are more concerned with future sustainable earnings growth than with one- 
off artificially high profits. For this reason, AC 104 requires that the earn
ings figure used for the EPS calculation be taken before extraordinary items. 
In the past, the profit on sale of the non-depreciable asset would be classi
fied as extraordinary and therefore excluded from the EPS calculation.

The rules governing extraordinary items changed with the issue of the new 
AC 103 (see chapter 9) and it is likely that in future very few events will 
give rise to extraordinary items. This will result in pressure, similar to that 
experienced in the United Kingdom, from analysts for a different definition 
of earnings for EPS calculation purposes. This may result in the amendment 
of AC 104 in the near future. Refer to section 3.1.3 for further discussion.

At present AC 104 refers to "net income" and not "profit on ordinary ac
tivities" as is now required by AC 103. In terms of AC 104, earnings is "the 
net income for the period after tax, outside shareholders' interest and prefer
ence dividends but before extraordinary items and transfers to or from 
reserves and includes the retained equity income or deficit for the period 
which has been equity accounted" (AC 104 paragraph 5). In simple terms, 
earnings is the net profit attributable to ordinary shareholders before ex
traordinary items. For example, EPS (and DPS) can be calculated from the 
following extract from an income statement:

ROOO’s
P ro fit on o rd inary a c tiv it ie s  a fte r tax 9 123
Retained Equ ity Income -  A ssoc ia te  (Refer Ch 13) 345
O uts ide sha reho lde rs ’ In te res t (1 946)
P ro fit be fore ex traord ina ry  item s 7 522
Extraord inary item  (522)
Net p ro fit 7 000
D iv idends -  O rd inary 2 000
D iv idends -  P reference 500
Retained p ro fit fo r the year 4 500

Assuming that there are 10m ordinary shares in issue, EPS is calculated based 
on earnings of 7 022 (7 522 -  500 (Pref Div)):

EPS = 7 022/10 000
= 70,22 cents per share

Dividends per share is calculated based on the actual dividend paid:

DPS = 2 000/10 000
= 20 cents per share.
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Both EPS and DPS are disclosed on the face of the income statement, in 
cents.

Nearly all EPS calculations are as simple as the above example. However, 
the presence of convertible instruments and changes in the capital struc
ture of companies sometimes complicates the calculation. These issues are 
considered in further detail in sections 3.3 and 3.4 but first it is necessary 
to consider the framework (AC 000) and its objective of financial statements 
in relation to the disclosure of EPS.

3.1.3 Objective of Financial Statements
Paragraph 12 of AC 000 states that the "objective of financial statements 
is to provide information about the financial position, performance and 
changes in financial position of an enterprise that is useful to a wide range 
of users in making economic decisions". The disclosure of EPS provides 
information about the financial performance of a company and is a useful 
indicator of the capacity of a company to generate cash flows from its exist
ing resource base. However, AC 000 warns of placing too much reliance 
on only income statement information when assessing financial performance; 
paragraph 20 indicates that unless income statement information is used 
in conjunction with the balance sheet, an "incomplete picture of perfor
mance" is presented. This warning is not heeded by most users of EPS; 
as stated above in section 3.1.1, the EPS figure is widely used for PE and 
EY ratios and is thus heavily relied upon.

The heavy reliance on EPS has led to much abuse of creative accounting 
techniques. The most common abuse involves extraordinary items because 
these are excluded from the EPS calculation. Companies appear to have treat
ed normal operating losses as "extraordinary" in order to artificially inflate 
EPS. This has led to criticism of EPS and a number of standard setting bod
ies have addressed the issue by changing the rules regarding extraordinary 
items.

The changes to the rules regarding extraordinary items by the IASC and 
in the UK and South Africa has led to an EPS figure which is based on net 
profit for the period (see chapter 9). In the UK, companies are permitted 
to disclose an alternative EPS (which would usually exclude "extraordinary" 
items) provided that a full reconciliation is given between the two EPS 
figures. While there has been some criticism of the UK approach, user groups 
are responding by defining their own EPS figures. This is a positive move 
as it reduces the reliance on a single, headline measure or performance and 
encourages users to make their own assessment of sustainable earnings 
based on all the information included in the financial statements.
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The revision to the South African statement on extraordinary items (see chap
ter 9) is likely to result in a similar change to EPS disclosures. The Account
ing Practices Committee is presently researching this issue and it is likely 
that an exposure draft to revise AC 104 will be issued in the near future.

3.2 Determination of Earnings
3.2.1 Preference Shares
In section 3.1.2 it is illustrated that the basic calculation of EPS is straight
forward, involving the determination of earnings and the number of shares 
in issue. The determination of earnings is always calculated after taking into 
account dividends attributable to preference shareholders, since this amount 
is not available for distribution to the ordinary shareholders. If the dividend 
due to preference shareholders has been charged in the income statement 
then this is a relatively simple calculation, as shown in the example above 
(section 3.1.2). However, situations may arise where the dividend is not 
charged in the income statement but does accrue to the preference share
holders because the preference shares are cumulative in nature.

It is safe to assume that all preference shares are cumulative unless specifi
cally expressed otherwise. Therefore, the full net amount of any dividend 
attributable to preference shares should be deducted in the year in which 
it is earned, regardless of whether or not it has been declared (see para
graph 29 of AC 104). This means that when the dividend is actually charged 
against income, care should be exercised to ensure that the preference divi
dend is not taken into account twice for EPS purposes. This is illustrated 
using the following information:

The company has 5m 10% R1 preference shares and 10m ordinary shares 
in issue.

Earnings per share will be based on a net loss of R1 500 000 in 1901 (loss 
of R1 000 000 less preference dividend accrued of R500 000) and net profit 
of R6 500 000 in 1902 (profit of R7 000 000 less preference dividend attributable 
to 1902 of R500 000. Note that the other R500 000 of the preference dividend 
of Rim actually paid in 1902 relates to the 1901 period). EPS is, therefore, 
65 cents in 1902.

Net p ro fit
D iv idends -  O rd inary

1902 1901
ROOO’s ROOO’s 

7 000 (1 000)
3 000

-  P reference 1 000
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If the preference shares were non-cumulative then EPS would be based on 
earnings after the actual preference dividend paid (R6 000 000 in 1902 and 
a loss of R1 000 000 in 1901).

3.2.2 Participating Preference Shares
Participating preference shares normally fall into the definition of equity 
shares because they ' 'carry a right to participate in a distribution of earn
ings” (AC 104 paragraph 07). As such, EPS must be calculated for participat
ing preference shares (AC 104 requires disclosure of EPS for each class of 
equity share) and is disclosed separately on the face of the income state
ment together with EPS for ordinary shares and DPS.

Participating preference shares usually rank for dividends in two parts, a 
fixed (cumulative) element that is a percentage of their nominal value and 
a variable element that is dependent on the profits generated by the com
pany. The fixed element is treated in exactly the same way as for non
participating preference shares while the variable element is calculated 
separately based on the stated allocation of profits between ordinary share
holders and participating preference shareholders. To illustrate, assume that 
a company has 500 000 R10 participating preference shares that are subject 
to the following conditions:

• a fixed 12% dividend; and

• an additional right of 12,5% of total dividends declared to ordinary 
shareholders.

If the company made net income of R10,5m during the year then the earn
ings may be split between the ordinary and preference shareholders as 
follows:

ROOO's
Net p ro fit 10 500
Fixed Pref D iv idend R5m x 12% (600)

9 900
Variab le Pref Share (R9,9m x 12,5/112,5) (1 1 QQ)
Incom e a ttr ib u tab le  to ord inary shareho lders 8 800

The EPS for participating preference shares is, therefore, based on earnings 
of R1 700 000 (R600 000 + R1 100 000) and 500 000 shares in issue, i.e. 
EPS = 340 cents while EPS for ordinary shares is based on earnings of 
R8 800 000 and, say, 10m shares in issue, i.e. EPS = 88 cents.

Note that if a dividend of 20 cents was declared to ordinary shareholders
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then the participating preference shareholders would be due 12,5% of the 
total dividend of R2m (10m shares x 20 cents), i.e. R250 000. This amounts 
to 50 cents per share (250 000/500 000). The total dividend received by the 
participating preference shareholders amounts to 170 cents (120 cents fixed 
portion and 50 cents variable portion). The net result on the income state
ment can be summarised as follows:

ROOO’s
Net p ro fit fo r the year 10 500
O rdinary D iv idend 2 000
Partic ipa ting  P reference D ividend (R600 + R250) 850
Retained incom e fo r the year 7 650
EPS -  o rd ina ry  shares in cen ts  88

-  pa rtic ipa tin g  preference shares in cen ts  340
DPS -  o rd inary shares in cen ts  20

-  pa rtic ipa tin g  pre fe rence shares in cen ts  170

3.2.3 Losses
If a company makes a net loss for a period then there is no change to the 
method for calculating EPS -  a net loss per share is calculated in the same 
way as earnings per share. In terms of AC 104 (paragraph 31), a loss per 
share, described as such, is disclosed on the face of the income statement.

3.2.4 Restatement of Comparative Figures
Changes in accounting policies and corrections of fundamental errors usually 
result in a restatement of comparative figures (refer chapter 9). In addition, 
historic information in ten year summaries is often restated as a result of 
changes in accounting policies. In these circumstances, comparative EPS 
figures should be restated to take into account the adjusted information from 
prior periods.

3.3 Determination of the Number of Shares
3.3.1 Share Issues
Section 3.1.2 demonstrates that most EPS calculations are relatively straight
forward. Section 3.2 explores situations where the earnings part of the equa
tion may require adjustment. Complications may also arise about the de
termination of the number of shares to be used in the equation. The issue 
of shares during an accounting period is the first complication examined.

AC 104 (paragraph 6) requires EPS to be calculated using the weighted
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average number of shares which is "the number of shares determined by 
relating the portion of time within a reporting period that a particular num
ber of shares has been entitled to share in earnings to the total time in that 
period" (AC 104 paragraph 08). In simple terms, this paragraph is an ex
tension of logical common sense; if shares are issued part of the way through 
the year then it would be incorrect to assume that they had been in issue 
throughout the year when calculating EPS.

A fresh issue of shares that are fully paid up results in an inflow of capital 
to a company that is used to generate a return. As the return will only ac
crue 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.

For example, assume that a company earned R8m during the year and had 
10m ordinary shares in issue at 1 January. On 30 September a further 8 mil
lion shares were issued.

The weighted average number of shares is:

10 000 000 
2 000 000 

12 000 000
EPS = R8m/12m = 66,67 cents

10 m illio n  fo r 12 m on ths ( x  12/12) 
8 m illio n  fo r 3 m on ths ( x  3/12)

Note that the weighted average number of shares could also be calculated 
as follows:

10 m illio n  fo r 9 m on ths ( x  9/12) 7 500 000
18 m illio n  fo r 3 m on ths ( x  3/12) 4 500 000

12 000 000

The net result of either approach is, as expected, identical but the logic is 
slightly different.

3.3.2 Capitalisation or Bonus Issues
A capitalisation issue or a bonus issue will result in an increased number 
of shares in issue without generating new earnings. For the reporting peri
od in which the capitalisation or bonus issue occurs, the total number of 
shares after the issue is used in the calculation of EPS and the comparative 
periods are proportionally adjusted. In effect, the capitalisation shares are 
treated as if they had always been in issue.
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For example, a company had issued share capital of 10m R1 shares at 1 Janu
ary 1902. During 1902, a one for four capitalisation issue out of retained 
earnings was held. Earnings in 1902 amounts to R5m while EPS in 1901 was 
45 cents.
EPS for 1902 would be calculated as R5m/12,5m = 40 cents (note that 2,5m 
shares were issued by way of the l-in-4 capitalisation issue). The compara
tive EPS (i.e. 1901) requires restatement in proportion to the revised num
ber of shares in issue, i.e. 45 cents x 10m/12,5m = 36 cents (note that this 
can be checked by taking earnings of R4,5m in 1901 (EPS 45c x 10m shares) 
and shares of 12,5m, i.e. R4,5m/12,5 = 36 cents). The comparatives are ad
justed to provide a more meaningful comparison between the current year's 
EPS which, despite there being no increase in total equity, is based on the 
increased shares in issue. Therefore, the increased number of shares in is
sue are also taken into account for the comparative period. This is in con
trast to a fresh issue where the increased number of shares in issue are ex
pected to generate increased earnings in the current year. Therefore, cur
rent year EPS is based on the increased number of shares in issue but the 
comparative EPS is not adjusted.

Note that where a new issue (or a rights issue) takes place in the same year 
as and prior to a capitalisation issue then the effect of the new issue which 
has been included in the capitalisation issue should also be weighted for 
purposes of calculating the weighted average number of shares in the EPS 
equation. This is illustrated in example 2 of the appendix to AC 104.

Note that if the capitalisation issue takes place prior to the new issue then 
no complications arise and both issues are treated in the usual way.

3.3.3 Share Splits
Where shares are split into shares of a smaller nominal value (or consoli
dated into shares of a higher nominal value) then there is no effect on the 
company's overall capital. Therefore, the treatment is identical to that ap
plied to capitalisation or bonus issues.

3.3.4 Share Reductions
Share capital is sometimes reduced by companies without refunding any 
capital to shareholders. For example, accumulated losses are set off against 
share capital with a corresponding number of shares being cancelled, thereby 
reducing the share capital (effectively the reverse of a capitalisation issue 
out of general reserves). The treatment is identical to that applied to capitali
sation issues, EPS is based on the decreased number of equity shares after 
the reduction scheme and comparatives are proportionately adjusted.
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3.3.5 Share Exchanges
If shares are issued in exchange for assets or to acquire another business 
then it is treated like a new issue. However, for EPS calculation purposes, 
the shares are assumed to be issued on the date from which income from 
the assets or investment in shares is included in earnings; i.e. the actual 
date of issue of the shares is irrelevant to the EPS calculation. This is a logi
cal application of the EPS equation as the weighting of the shares issued 
should coincide with the increased earning capacity of a company as a result 
of acquiring assets or shares in another company. Example 4 of the appen
dix to AC 104 illustrates this principle.

3.3.6 Rights Issues
Although rights issues can take place at or below market price, they usual
ly are below market price. Where a rights issue takes place at market price 
then it is treated in the same way as a new issue. Where a rights issue takes 
place below market price then it involves two components; an issue of shares 
for full value and a bonus issue.

The problem when calculating EPS is to determine the extent to which a 
rights issue is an issue at full value and the extent to which it is a bonus 
issue. AC 104 states that "the determination of the fair value for the pur
pose of arriving at the bonus element in a rights issue requires the use of 
judgement and is based on factors such as the share price history before 
the rights issue, the liquidity of the market and the amount of funds to be 
raised" (AC 104 paragraph 15).

The following example shows how identification of a fair value at the time 
of a rights issue enables EPS to be calculated.

A company had 10m shares in issue at 1 January 1902. On 30 June the com
pany had a rights issue of one share for every five held for 40 cents. The 
market price of the shares prior to the announcement was 170 cents but a 
fair value of shares is estimated at 160 cents.

In order to calculate the weighted average number of shares, it is necessary 
to calculate the effective number of shares issued at full value. The cash 
which the company will receive amounts to 2 million shares at 40 cents per 
share or R800 000. Based on a fair value of 160 cents, the company would 
have to issue 500 000 shares (R800 000/1,60) in order to raise R800 000. There
fore, ofthe 2 million new shares, 500 000 are theoretically issued at full value 
and 1 500 000 are bonus shares. The weighted average number of shares 
can be calculated as follows:



Earnings and Dividends per Share 51

O rig ina l issue
TOTAL  

10 000 000

WEIGHTED
1902

10 000 000
Issued fo r value 500 000 250 000 (500 000 x  6/12)

Bonus e lem ent
10 500 000 
1 500 000

10 250 000 
1 464 286 ,1  500 000

<10 250 000 x  10 250 000)

12 000 000 11 714 286

*Note that this is weighted in the same proportion to the total, i.e. the 
proportion of 1 500 000 to 10 500 000 is used to determine the weighting 
of the bonus element for calculation of the weighted average number of 
shares in 1902. The same proportion would be used for the comparative 
year of 1901.

EPS for the year ended 31 December 1902 would, therefore, be calculated 
using the earnings of the company divided by 11 714 286 shares while DPS 
would be calculated using the actual dividend paid (i.e. if a dividend was 
paid on 30 November then DPS would be the total dividend paid divided 
by the 12 000 000 shares in issue at 30 November). Note that the compara
tive figure for DPS would be adjusted for the bonus element of the increased 
shares in issue by the ratio 10 500 000/12 000 000. This is illustrated in the 
comprehensive example 3 that is included in the appendix to AC 104.

3.3.7 Seasonal Variations
Situations may arise where shares are issued during an accounting period 
over which earnings do not accrue evenly. In this case, to avoid misrepresen
tation of the effect of the new issue, it is necessary to calculate EPS for the 
period prior to and for the period subsequent to the effective date of issue 
and to aggregate the two EPS figures to accrue an EPS for the full period 
(AC 104 paragraph 32). For example, assuming that a company earned only 
R100 000 in the first six months of its financial year and R600 000 in the 
remaining six months and a share issue took place at the start of the tenth 
month of the financial year. EPS should be calculated by aggregating the 
EPS for the first six months (based on R100 000 of earnings) and the EPS 
for the second six months (based on R600 000 of earnings and a weighted 
average number of shares that takes into account the fresh issue). It would 
not be meaningful to calculate EPS over the entire year in one calculation 
as this would assume that R700 000 was earned evenly over the period 
and that the fresh issue of shares had a lesser effect than it actually did.
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Example 8 in the appendix to AC 104 illustrates the calculation of EPS where 
there is a new issue and seasonal variations.

3.4 Dilutions
3.4.1 Fully Diluted Earnings Per Share
In most cases the calculation of EPS is relatively straightforward. Adjust
ments that need to be made to earnings (section 3.2) and the number of 
shares (section 3.3) involve amendments to the amounts in the income state
ment or balance sheet, but the figures used are still fundamentally the cur
rent figures. Circumstances sometimes arise where changes to the capital 
structure of a company are anticipated and those changes will have an ef
fect on EPS in future accounting periods. Usually this effect involves a dilu
tion in earnings per share. Examples listed in AC 104 (paragraph 22) are:

• options to subscribe for equity shares of the company or its subsidiaries; or

• other issues of shares contingent upon future events; or

• debentures, loan stock or preference shares convertible into equity shares 
of the company or its subsidiaries; or

• separate classes of equity shares in the company or its subsidiaries which 
do not rank for dividend in the period but will do so in the future.

AC 104 applies a prudent approach in paragraph 23 in that expected increases 
in earnings per share are not calculated and disclosed "unless there is a com
pulsory obligation to issue equity that would result in an increase in earn
ings per share or would reduce a loss per share".

The disclosure of fully diluted earnings per share is only required where 
the dilutive factor becomes effective within five years. Also, if the dilution 
is not material then the effect does not necessarily have to be disclosed, but 
the fact of potential dilution should always be disclosed.

The disclosure of fully diluted earnings per share attempts to show the im
pact of new equity shares on EPS. For example, the conversion of deben
tures into ordinary shares will increase the number of shares used to calcu
late EPS while earnings will increase as a result of no longer paying interest 
to the debenture holders. The net effect of this conversion is usually a dilu
tion in EPS (the interest rate on the debentures is lower than the earnings 
return to shareholders) and fully diluted EPS is a pro forma calculation that 
assumes that the conversion had taken place on the first day of the finan
cial year, i.e. "where securities have been converted or options taken up
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during the period, unless this occurred on the first day of the period, it is 
necessary to include the shares so issued in the calculation of fully diluted 
earnings per share as if they had been issued on the first day of the period" 
(AC 104 paragraph 24).

The reason for disclosing fully diluted EPS is to emphasise to shareholders 
the effect that the dilution will have on earnings per share. This is impor
tant as most convertibles have a low rate of interest as a result of the attrac
tion of their conversion rights.

The next three sections consider examples of dilutions.

3.4.2 Options
If options are in issue then fully diluted EPS should be calculated on the 
basis that all of the options were exercised on the first day of the financial 
year. The effect of an option is that increased earnings will arise from in
creased capital, but the number of shares will also increase.

For example, during 1902 a company issues 500 000 share options to a num
ber of directors to subscribe for shares at R1 each. The company expects 
to earn 10% after tax on funds invested in the company. EPS for 1902 was 
60 cents, based on earnings of Rl,8m.

Fully diluted earnings is calculated as follows:

ROOO’s
Earnings 1 800
Add: Notiona l earn ings from  issue o f shares in te rm s o f op tions,

net o f tax (500 000 x  10%) ___50

The number of shares in issue after the exercise of the options is calculated 
as follows:

Therefore, fully diluted EPS = R1 850 000/3 500 000 = 52,86 cents.

Fully diluted earnings per share illustrates that if all the options outstand
ing had been exercised on 1 January then EPS would have been 52,86 cents 
and not 60 cents.

1 850

Shares p resen tly  in issue (R1,8m/60 cents) 
O ptions

3 000 000 
500 000 

3 500 000

Disclosure of fully diluted EPS is given on the face of the income statement
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together with EPS and DPS. Refer to example 5 of the appendix to AC 104 
for a further illustration of the calculation of fully diluted earnings per share 
as a result of options outstanding.

3.4.3 Convertible Instruments
Where debentures, loan stock or preference shares that are convertible into 
ordinary shares of the company are in issue then fully diluted EPS should 
be calculated under the assumption that the conversion took place at the 
start of the financial year. The effect of the conversion of preference shares 
will reduce the preference dividends payable, thereby increasing the earn
ings figure for the EPS calculation while the number of ordinary shares will 
increase. In the case of the conversion of debentures or loan stock, the num
ber of ordinary shares will also increase and an adjustment to earnings is 
made for the after tax cost of interest expensed relating to the convertible 
debentures and loan stock.

For example, on 1 January 1902 a company issues 500 000 R10 12% prefer
ence shares which are convertible in 1904 to four ordinary NPV shares for 
each convertible preference share held. EPS for 1902 was 60 cents, based 
on earnings of Rl,8m. Fully diluted earnings is calculated as follows:

ROOO's 
1 800

600 
2 400

The number of shares in issue after the conversion into ordinary shares is 
calculated as follows:

Shares p resen tly  in issue (R1,8m/60 cen ts) 3 000 000
Conversion (500 000 x  4) 2 000 000

5 000 000

Earnings
Add: Reduced pre fe rence d iv idend assum ing convers ion o f shares 

(500 000 x  R10 x  12%)

Therefore, fully diluted EPS = R2 400 000/5 000 000 = 48 cents.

Fully diluted earnings per share illustrates that if all the preference shares 
had been converted on 1 January then EPS would have been 48 cents and 
not 60 cents. Example 6 of the appendix to AC 104 gives an illustration of 
the calculation of fully diluted earnings per share where convertible deben
tures are in issue.
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3.4.4 Equity Shares Ranking for Future Dividend
Where equity shares ranking for future dividend (usually known as deferred 
shares) are in issue then a dilution in earnings per share arises when the 
shares become eligible for dividend. The earnings of the company will be 
unaffected, but the number of shares will change. Fully diluted earnings 
per share is calculated on the basis of identical earnings, but on the assump
tion that the shares ranked for dividend from the beginning of the financial 
period.

For example, on 01 January 1902 a company issues 500 000 ordinary " A "  
class shares which will rank for dividend only in 1906. EPS for 1902 was 
60 cents, based on earnings of Rl,8m . A dividend of 20 cents per ordinary 
share was paid on 30 November 1902.

Fully diluted earnings per share is calculated as follows:

Ordinary Shares (R1,8m/60 cents) 3 000 000
Deferred o rd inary shares (“ A ”  c lass shares) 500 000

3 500 000

Earnings and Dividends per Share

Therefore, fully diluted EPS = R1 800 000/3 500 000 = 51,43 cents.

Note that in addition to EPS of 60 cents and fully diluted EPS of 51,43 cents, 
AC 104 requires disclosure of EPS for each class of equity, i.e. EPS for the 
" A "  class shares must also be disclosed. This may be calculated as follows:

R
Earnings fo r 1902 1 800 000
Less: D ividend paid (3m x 20c) 600 000
Retained ea rn ings fo r 1902 1 200 000

Effectively, both the ordinary shares and the deferred ordinary shares will 
share in the retained earnings and earnings per share for the deferred shares 
is, therefore: R1 200 000/3 500 000 = 34,29 cents.

The disclosure on the face of the income statement may be summarised as 
follows:

CENTS
EPS -  ord inary shares 60

-  deferred “ A ”  c lass o rd inary shares 34,29
DPS -  ord inary shares 20
Fu lly  d ilu ted  EPS 51,43

Refer to example 7 of the appendix to AC 104 for a further illustration.
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3.5 Financial Statement Presentation
3.5.1 Companies Act
Schedule 4 to the Companies Act defines EPS in paragraph 4 (k) as "the 
earnings attributable to each equity share, based on the consolidated net 
income for the period after tax, and after deducting outside shareholders' 
interest and preference dividends, but before extraordinary items, divided 
by the weighted average number of that class of share in issue".

The only disclosure requirement of Schedule 4 relating to EPS is paragraph 
42 (1) which requires disclosure of earnings per share and dividends per share 
in respect of listed companies for each class of equity share.

3.5.2 AC 104
The disclosure requirements of AC 104 expand on Schedule 4 and may be 
summarised as follows:

Paragraph 33

Paragraph 34

Paragraph 35

Paragraph 38

Paragraph 39

Paragraph 40 
Paragraph 41

Paragraph 42

On the face of the income statement:
-  EPS (or loss per share)
-  DPS
for each class of share, including comparatives. In the case 
of consolidated income statements, EPS is not given for the 
holding company.
The earnings and weighted average number of shares used 
in the calculation of each EPS figure disclosed. (This detail 
is usually given in a note to the income statement.) 
Details of rights attached to the different classes of equity 
share.
Fully diluted earnings per share for each class of equity share 
(or the percentage dilution on EPS).
The earnings and weighted average number of shares used 
in the calculation of fully diluted EPS.
Description of dilutive instrument.
Dilutive factors which will not be effective within five years 
and have not been taken into account in the disclosure of 
fully diluted earnings per share.
Pro forma EPS (and, if applicable, fully diluted earnings per 
share) that takes into account capitalisation issues, bonus 
issues as part of a rights issue, share splits, share consolida
tions or reductions in capital that affect the number of shares 
in issue without a refund of capital that occur between the 
balance sheet date and the date of approval of the financial 
statements.



4 Inventories
4.1 Introduction
4.1.1 Stock vs Inventories
ED 94 has introduced the North American terminology of “ inventories" to 
replace the traditional Anglo-Saxon word “ stock". This change is in line 
with the South African harmonisation programme and is consistent with 
IAS 2 (revised). AC 108 (revised and issued August 1995) therefore also refers 
to “ inventories" and not to stock.

Inventory is often an important component of an enterprise's balance sheet, 
particularly in manufacturing concerns. The accounting treatment adopted 
for the recognition and valuation of inventory has a direct effect on the profit 
that an enterprise reports for a period. The accounting rules regarding the 
recognition and valuation of inventory appear relatively straightforward. 
However, a number of subjective and judgemental areas arise and, more 
often than not, taxation considerations play a role in the valuation of inven
tory. The valuation of inventory provides the creative accountant with op
portunities to manipulate both profits and the balance sheet.

Inventories are defined by AC 108 as assets:

• held for sale in the ordinary course of business,

• in the process of production for such sale, or

• in the form of materials or supplies to be consumed in the production 
process or in the rendering of services.

(AC 108 paragraph 4)

It should be noted that it is not necessary that an item be intended for sale 
for it to be included in the definition of inventory. Consumable stores, for 
example, are not sold on, but they can still be treated as part of inventories.

Inventories are generally recognised at historical cost which is the aggregate 
of cost of purchase, cost of conversion, and other costs incurred in bringing 
the inventory to its present location and condition. Calculating the cost of 
inventory is often an extremely complicated exercise.

4.1.2 Exclusions and Definitions
AC 108 does not apply to the valuation of long term construction contracts

57
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(see chapter 7) in progress, inventories of mining products, financial instru
ments, nor to agricultural inventories.

Agriculture and mining inventories are normally measured according to the 
industry specific practice. This usually involves measurement at net realis
able value at certain stages of production.

"N et realisable value" is the estimated selling price in the ordinary course 
of business less the estimated costs of completion and the estimated costs 
necessary to make the sale (AC 108 paragraph 4).

4.1.3 Cost of Purchase
Cost of purchase comprises the purchase price, including import duties and 
other purchase taxes, transport and handling costs, and any other directly 
attributable costs of acquisition less discounts, rebates and subsidies on pur
chases (AC 108 paragraph 8).

4.1.4 Costs of Conversion
Cost of conversion is the manufacturing or processing cost that relates to 
bringing the inventory to its present location and condition. The cost of con
version includes costs directly related to the units of production such as direct 
material and direct labour. In addition, the cost of conversion includes an 
allocation of fixed and variable production overheads. Variable production 
overheads are those indirect costs that vary directly, or nearly directly, with 
the volume of production, whereas fixed production are those indirect costs 
that remain relatively constant regardless of the volume of production. The 
determination of the amount of overheads that should be included in the 
valuation of inventory is an important issue and is considered in more de
tail in section 4.3.1, Inclusion of Overheads.

Inventory is normally disclosed in financial statements broken down into 
its various components, i.e. raw materials, work-in-progress, finished goods 
and consumable stores.

4.1.5 Other Costs
Other costs are included in the cost of inventories only to the extent that 
they are incurred in bringing the inventories to their present location and 
condition. Examples of costs excluded from the cost of inventories include 
abnormal wastage costs, storage costs (unless necessary for production), cer
tain administrative overheads and selling costs (AC 108 paragraph 14).
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4.2 Conceptual Issues
4.2.1 Asset Recognition
The primary issue in accounting for inventory is the amount of cost to be 
recognised as an asset and carried forward until related revenues are recog
nised. AC 108 uses the matching concept (AC 101) to justify the deferral 
of the cost of inventory; the cost of unsold or unconsumed inventory has 
been incurred in the expectation of future sales and when these sales will 
only arise in a later period, it is appropriate to carry forward the costs to 
match them to the revenue (AC 108 paragraph 30).

The framework, AC 000, justifies the deferral of the recognition of the cost 
of unsold inventory to future periods in that the costs incurred meet the 
definition of an asset. Inventory on hand, therefore, is recognised as an as
set where:

• it is controlled by the enterprise;

• as a result of a past event (acquisition or production thereof);

• from which probable future benefits will flow; and

• has a cost which can be measured reliably 
(AC 000 paragraphs 49 (a) and 83).

The framework approach, therefore, confirms the application of the match
ing concept in that unsold inventory at year end is carried as an asset provid
ed that it is probable that future revenue will flow to the enterprise. In ad
dition, that future revenue should exceed the cost of the inventory and sub
sequent selling expenditure. The key issue in the accounting treatment of 
inventory centres around the measurement of the cost of inventory. This 
is considered in more detail in section 4.3.

4.2.2 Write downs to Net Realisable Value
The recognition of an asset (AC 000) is dependent on future economic 
benefits being probable. It follows that those future economic benefits should 
amount to at least the recorded value of the asset, otherwise the asset is 
not capable of recovery through future revenue. If the future net revenue 
expected to be generated by the sale of inventory on hand is less than the 
cost of that inventory then the inventory should be written down. The meas
urement of expected future revenue should also take into account the costs 
of selling the inventory.

The cost of inventory may not be recoverable if the inventory is damaged,
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if it is wholly or partially obsolete, if selling prices have declined, or (in the 
case of manufactured goods) the estimated cost of completion or the esti
mated costs to be incurred in making the sale have increased. In these cir
cumstances, inventory is written down to "net realisable value" or the 
amount of the expected net revenue to be generated.

Ideally inventory should be written down to net realisable value on an item 
by item basis, but it is often appropriate to group similar items together. 
It is not acceptable, however, to write inventory down on the basis of an 
entire classification, for example, finished goods.

The estimates of net realisable value are based on the most reliable evidence 
available and take into account fluctuations in price after the balance sheet 
date, to the extent that such events confirm conditions existing at the end 
of the period (see chapter 19 on post balance sheet events).

Raw materials are written down only where it is estimated that the cost of 
the finished product will exceed net realisable value. A new assessment of 
net realisable value is made in each accounting period. In terms of AC 108, 
write downs to net realisable value may be reversed if circumstances which 
previously caused the inventory to be written down below cost no longer 
exist.

4.3 Valuation Issues
4.3.1 Inclusion of Overheads
For a manufacturing company, the costs of converting raw materials into 
a finished product include direct costs (labour and material) and indirect 
production overheads. The allocation of indirect production overheads to 
the cost of work-in-progress and finished goods is a complicated process. 
Production overheads usually consist of fixed and variable portions.

Variable production overheads are the indirect costs of production that vary 
directly, or nearly directly, with the volume of production, for example in
direct materials and indirect labour. The allocation of variable production 
overhead is relatively straightforward; variable overheads are allocated to 
each unit of production on the basis of the actual use of the production 
facility.

Fixed production overheads are the indirect costs of production such as 
depreciation and administration costs that remain relatively constant regard
less of the volume of production. The allocation of fixed production over
heads to the cost of conversion is usually based on the normal capacity of
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the production facility. For example, annual administration costs of R1 mil
lion may be allocated to the costs of conversion based on normal produc
tion of 100 000 units. Therefore, the cost of each unit of finished product 
will include R10 of administration costs. The normal capacity of 100 000 units 
is the estimated production for the next year, based on an average produc
tion over the previous few years.

Note that in this example, if 120 000 units are produced, then R l,2  million 
of administration overhead would be allocated to costs of conversion while 
if actual production is 80 000 units then only R800 000 of administration over
head will be allocated to the costs of conversion. The net result is that in 
a period of abnormally high production (120 000 units), the administration 
cost allocation to costs of conversion is greater than the actual administra
tion cost incurred. The reverse occurs in a period of abnormally low produc
tion (80 000 units) in that unallocated administration costs of R200 000 re
main. AC 108 provides specific guidance for this situation; in times of low 
production or idle plant, the amount of fixed overhead allocated to each unit 
of production is not increased. The unallocated overhead (R200 000 in the 
example) is recognised as an expense in the period incurred.

In contrast, however, in times of abnormally high production, the amount 
of fixed overhead allocated to each unit of production is decreased so that 
inventory is not measured above cost. (The administration costs of R1 mil- 
lion/120 000 units would result in a redefined allocation of R8,33 per unit 
instead of R10.)

In the case of more than one product being produced simultaneously, for 
example, joint products or by-products, fixed production overheads should 
be allocated to each product on a rational and consistent basis.

AC 108 makes the inclusion of fixed production overheads in the cost of 
conversion mandatory. It is sometimes argued that the omission of fixed 
production overheads from the cost of inventory is prudent. The counter 
argument is that prudence should be applied through the net realisable value 
test and not through the somewhat arbitrary omission of relevant costs.

Excess amounts of waste incurred in the production process (for example, 
material, labour and other expenses) which do not relate to bringing the 
inventory to its present location and condition are excluded from the cost 
of conversion (AC 108 paragraph 14).

In terms of AC 108, selling expenses, general administrative overheads and 
storage costs (of finished goods) do not relate to putting inventory in its 
present location and condition and these costs would not therefore be allo
cated to the cost of inventory.
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4.3.2 First-In-First-Out
First-in-first-out (FIFO) is one of several different formulas that are used for 
the purpose of assigning costs to items of inventory. The underlying assump
tion of FIFO is that the goods that are produced or purchased first are sold 
first. Under this method, items remaining in inventory at the end of the 
period are those items that have been produced or purchased at the most 
recent level of cost. An example is considered in section 4.3.4 below.

Under FIFO, the income statement should provide a close approximation 
to the actual costs incurred in the production or purchase of each unit of 
sales.

4.3.3 Weighted Average
Under the weighted average cost formula, the cost of each item is deter
mined from the weighted average of the cost of similar items at the start 
of the period and the cost of similar items purchased or produced during 
the period. The total costs of production over a period are, therefore, divid
ed equally between all of the goods produced in that period. The average 
is calculated either on a periodic basis (i.e. annually, monthly) or as each 
additional shipment of inventory is received, depending upon the circum
stances of the enterprise. An example is considered in section 4.3.4 below.

The weighted average formula is unlikely to reflect the actual costs incurred 
in the production or purchase of each actual unit of sales. However, in times 
of moderate inflation, the difference is not material and this method is fair
ly widely used.

4.3.4 Last-In-First-Out
Last-in-first-out (LIFO) uses the opposite assumption to FIFO in that the 
latest goods to be produced or purchased are assumed to be the first ones 
to be sold. This ensures that the profit on each item is calculated by com
paring a current sales value with a current level of cost. This cost, however, 
is unlikely to be the actual cost of the goods sold and as a general rule the 
profits shown using LIFO will be lower than those shown using FIFO. Note, 
however, that where there is a considerable decrease in the level of inven
tory held then the cost of inventory released to the income statement will 
be an "o ld ” cost that is related to a current sales level thereby giving rise 
to a high level of profit being reported (this is known as erosion of a LIFO 
layer).

The use of LIFO can result in the reporting of current assets at amounts 
that bear little relationship to actual recent costs. The LIFO formula is not
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recognised in many countries in the world and is permitted only as an al
lowed alternative under the IAS 2 (revised) standard. For this reason it is 
perhaps not surprising that few companies in South Africa adopt this method 
of valuing their inventory. In addition, it is not recognised for taxation pur
poses so enterprises that use LIFO have to maintain their inventory records 
on two bases, one for the financial statements and one for the Receiver of 
Revenue. AC 108, although based on IAS 2 (revised), disallows the LIFO 
method of inventory valuation.

The following example will illustrate the principal difference between the 
three different cost flow assumptions.

Example

Assume that a company has no inventory at 1 January. During the year, 
the following transactions took place:

Date Purchased/
(sold)

1 January 150
5 February 300

31 March (250)
7 May 450

11 June (375)
14 Ju ly 300
17 August (300)
6 November 300

17 December (375)

Price Tota l U n its  on
R R hand

100 15 000P 150
110 33 000P 450
200 50 000S 200
120 54 000 P 650
220 82 500S 275
120 36 000P 575
220 66 000S 275
130 39 000P 575
230 86 250S 

EP =  177 000 
ES =  284 750

200

Note that sales and purchases amount to R284 750 and R177 000 respective
ly. These values are not affected by the cost flow assumption; the value of 
closing inventories, however, is greatly affected by the cost flow assump
tion. Cost of sales and closing inventories is calculated according to three 
different cost flow assumptions, namely FIFO, weighted average and LIFO.

FIFO

200 units are on hand at the year end. FIFO assumes that it is inventory 
from the most recent purchase and these units are valued at R46 000 (200 
@  R230).

Gross P ro fit is:
Revenue (i.e. Turnover) 

Purchases
Less: C los ing  inven to ry  

Gross P ro fit

R
284 750

177 000
(46 000) 131 000

153 750
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Weighted Average

Weighted average assumes that the closing inventory is valued at the aver
age price of purchases during the period. Total units purchased during the 
year amount to 1 500 at a cost of R177 000. Therefore, the average price is 
R118 (177 000/1 500). Closing inventory is valued at R23 600 (200 @ R118).

Gross P ro fit is:
Revenue (i.e. Turnover) 
Purchases
Less: C los ing  inventory  

Gross P ro fit

R
284 750

177 000
(23 600) 153 400

131 350

UFO

LIFO assumes that closing inventory is from the earliest purchases. The cost 
is calculated, therefore, on the price of units purchased (150) on 1 January 
and 5 February (50 units of the 300 purchased on that date). The value of 
closing inventory is, therefore, R20 500 ((150 @ R100) + (50 @  R110)).

Gross P ro fit is:
Revenue (i.e. Turnover) 
Purchases
Less: C los ing  inven to ry  

Gross P ro fit

R
284 750

177 000
(20 500) 156 500

128 250

4.3.5 Base Inventory
The base inventory method is not sanctioned by AC 108. This method in
volves stating a fixed quantity of inventory at a fixed price. This base inven
tory is effectively a fixed asset of the enterprise in that the valuation is fixed; 
any amounts of inventory over and above the base level must be valued 
using a separate cost flow assumption. The base inventory method is rarely 
used in South Africa but may be appropriate where the inventory comprises 
raw materials and consumables, or the overall value of the inventory is not 
material to the company. In addition, it is submitted that the quantity, value 
and composition of the inventory should not be subject to material variation.

4.3.6 Specific Identification
The specific identification formula attributes specific costs to identified items 
of inventory and is the most accurate method of costing, since the cost of 
each stock item is based on the actual costs that have been incurred in its 
purchase or production. AC 108 (paragraph 19) states that the specific iden
tification formula is an appropriate treatment for goods that have been
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bought or manufactured and are segregated for a specific project. It is only 
in these circumstances that the specific identification formula is practicable 
as, where there is a high volume of production, it may be impossible to de
termine the individual costs to be attributed to each unit of production. The 
specific identification method is most useful where the only costs to be in
cluded in inventory are those of purchase and transportation and possibly 
storage costs.

4.3.7 Latest Purchase Price
The latest purchase price or replacement cost formula for valuing inventory 
is not appropriate under the historical cost convention as it does not recog
nise the actual cost that has been incurred and is likely to overstate the profits 
recognised in the period. The latest purchase price formula is not sanctioned 
by AC 108.

4.3.8 Standard Cost
The standard cost method involves valuing inventory by some form of cost 
standard which is normally set prior to production, by reference to product 
specifications, expected costs, operating volumes and efficiencies. Under 
the standard cost method, inventory is valued based on the standard cost 
established by management's estimates of the expected costs, level of oper
ations and operational efficiency. Standards are often altered as experience 
of actual production grows. The alteration of a standard does not necessari
ly imply that the original standard was incorrect, rather it may reflect the 
improved experience and expertise of the production staff that led to reduc
tions in cost.

Differences between the standard cost of an item and its actual cost are 
known as variances and give rise to useful management control techniques. 
The use of standard costing for valuing inventory is acceptable under AC 
108 (paragraph 17) if the standards approximate consistently the results that 
would be obtained if inventory was valued at historical cost. Care should 
be taken therefore to review standard costs frequently to ensure that they 
bear a reasonable relationship to actual cost.

4.3.9 Retail Method
AC 108 allows the use of the retail method for valuing merchandise. Under 
this method, the average profit margin is deducted from the selling price 
of inventory to arrive at a reasonable estimate of cost. This method may be 
used if it approximates actual historical cost. The method is often used by
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organisations with fixed margins (usually retailers, hence the name retail 
method) where it may be the only practical method to adopt.

AC 108 requires that the percentage used takes into consideration invento
ry which has been marked down to below its original selling price, i.e. the 
inventory would not be marked down to below its historical cost and its 
net realisable value.

4.4 Financial Statement Presentation
4.4.1 Accounting Policy
Appropriate wording for an accounting policy on inventories is as follows:

Inventories are stated at the lower of cost and net realisable value. Cost 
is determined on a First In First Out (FIFO) basis and includes trans
port and handling costs. Direct costs of conversion and production 
overhead allocated on the basis of normal operating capacity are in
cluded in the cost of manufactured goods. Provision is made for slow 
moving and obsolete inventory.

4.4.2 Companies Act
The disclosure requirements of Schedule 4 to the Companies Act that are 
applicable to inventory (Schedule 4 uses the term stock) are as follows:

Paragraph 4(aa)

Paragraph 29(1)

Paragraph 29(2)

Stock is defined as any tangible property which the com
pany buys, or manufactures, or processes, or develops 
or sells in the ordinary course of business.
There shall be stated the amount in respect of the follow
ing categories of stock:
(a) Raw materials.
(b) Finished goods.
(c) Merchandise.
(d) Consumable stores (including maintenance 

spares).
(e) Work-in-progress (including standing crops).
(f) Contracts in progress. (Refer chapter 6.)
There shall be stated for contracts in progress, whether 
profits or losses have been taken into account and, if so, 
on what basis.
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4.4.3 AC 108
The disclosure requirements of AC 108 are as follows:

• The financial statements should disclose:

-  the accounting policies adopted in measuring inventories, including 
the cost formula used;

-  the total carrying amount of inventories and the carrying amount in 
classifications appropriate to the enterprise;

-  the carrying amount of inventories carried at net realisable value;

-  the amount of any reversal of any write-down which is recognised as 
income in the period in accordance with paragraph 29;

-  the circumstances or events that led to the reversal of a write-down 
of inventories in accordance with paragraph 29; and

-  the carrying amount of inventories pledged as security for liabilities.

• The financial statements should disclose either:

-  the cost of inventories recognised as an expense during the period; or

-  the operating costs, applicable to revenues, recognised as an expense 
during the period, classified by their nature.


